
 An interest only pay-
ment option on mortgages is 
not a new concept, however, it 
appears to be due to the in-
creased availability to the gen-
eral masses. As only the inter-
est is paid for a specific period 
of time and eventually the prin-
ciple balance will be due, this 
can be a risky option for most 

consumers, as their payment amount will increase. For 
example, on a mortgage with a 30-year amortization 
schedule, the first five years of payments, would only be 
the interest owed, none of the principle balance. So on a 
$100,000 mortgage at 6% interest, the payment amount for 
the first five years would be $500 per month as opposed to 
$600 (About 95% of your early payments on a conven-
tional mortgage is interest). This could free up $1,200 per 
year in cash flow. 
 

 An interest only option is typically added to an 
Adjustable Rate Mortgage (ARM). An important factor of 
an ARM is that there are specified time periods where the 
interest rate will change; this will affect a consumer’s 
payment. Most ARM have a cap on how much the origi-
nal interest rate can be increased, the highest being 5% 
above the original rate. With a $100,000 mortgage, that 
would be the equivalent of an increase up to $500 more 
than the original payment. 
 
 Originally the interest only mortgage was di-
rected toward investors, individuals who could see them-
selves making better use of the additional income each 
month in one form of investment or another. A smart in-
vestor may be able to take that additional income and turn 
it into a much a larger amount. As, in the previous exam-
ple a $100,000 mortgage had a savings of $100 per 
month, in the case of the investor, their purchase price 
was closer to $1,000,000. Therefore the additional in-
come per month would be $1,000 and a smart investor 
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Ask DCC 
 Question: I recently lost my job and I have one 

outstanding credit card debt. I have other debts like my car 
but I was able to defer payments on that. What exactly 
happens if I can’t make payments on the credit card? I’ve 
been current up until now, and it’s not that I don’t want to 
pay them but food and my apartment need to be paid first. 

Frank S, Philadelphia PA 
 
Answer: The first thing you'll notice is the collec-

tion activity from your creditor. When the first payment is 
missed or partially received your creditors will send a po-
lite letter and follow that with a phone call to make ar-
rangements for the payment.   

As the account goes unpaid the collection activity 
will continue to increase in intensity. The letters will be 
less friendly and the callers more persistent. Credit gran-
tors will collect on their accounts for three months, or 
“buckets” as they’re called. After ninety days, the creditor 
will stop utilizing their own efforts and send the account to 

a collection agency. At this point, you’d make payments 
to them, or to the original creditor. It’s advisable to send 
the payments to the credit grantor if you are able to make 
them in full. Partial payments would go to the collection 
agency.  

The creditor will generally allow up to five 
months of non-payment prior to writing off the debt as 
uncollectible. At this point the account would reflect as a 
charge off your credit report Aside from bankruptcy, this 
is the worst status an account can reach. The rating would 
be a “R-9”, R for revolving, 9 for the payment history. A 
good rating would be a  “R-1”, meaning pays as agreed.  

After the account is charged off, a creditor may 
sell the account to recoup some of it’s losses or, if the 
debt is substantial, they may pursue legal action to collect 
the debt. However, this is generally a substantial amount 
of time from the first delinquent payment. 
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could invest those funds into their choice of investment. Thus 
giving them a higher yield than the appreciation value of their 
home over the first five years. Making it possible for them to 
purchase a home and maximize their asset accumulation at the 
same time. 
 
 When the interest only portion of the mortgage ex-
pired, the investor would then have funds in a subsidy account 
to compensate for the increase in their payments, or pay off a 
large portion of the principle and maintain the lower pay-
ments. If the investor knew they could afford the increased 
payment amounts when they originally took out the mortgage, 
but they wanted to start an investment account early with the 
thought of a longer time frame for the interest to compound, 
then taking the additional monies each month to invest would 
be a wise decision.  
 
 Over the past few years the interest only mortgage 
has been available to the general population as a mortgage 
option, however, for a much different reason. Due to the re-
duction in interest rates, affordable housing initiatives and the 
innovations of financing options, millions of consumers have 
moved into the home buying market place. This increase in 
homebuyers has caused a decrease in desirable homes and an 
increase in property prices. Thus making it a “sellers market”, 
where an individual could ask a higher price for their home 
and get it.  
 
 Consumers entering the home buying market have 
found themselves outbid on the remaining selection of desir-
able homes. With an interest only mortgage option, consum-
ers are being pitched on a way to buy the home they want and 
ensure they aren’t outbid. With a full amortization schedule 
(paying interest and principle at the same time) a consumer 
may qualify for a $100,000 home. With an interest only mort-
gage that consumer could effectively increase their qualifica-
tion to $120,000, thus allowing them to bid higher on the 
home they want.  
 
 The dangers of using an interest only mortgage to 
increase purchasing ability come to realization at the end of 
the interest only portion of the mortgage. There are four main 
risks that consumer will face:  
1. Not repaying the principle 
2. An increase in monthly payment 
3. A possible decrease in resale value 
A possible increase in interest rates 
 

Consumers using the interest only mortgage option 
to increase their purchase amount, are gambling that their 
income will increase in the next five years. Or, that the real 
estate market will climb and so will the value of their home. 

During the first five years of the mortgage, no amount is be-
ing applied towards principle and if the value of the home 
doesn’t increase, a consumer will owe more than what the 
home is worth. If the increase in the payment amount is too 
much for the consumer, and if the resale value will not cover 
the loan, and the consumer’s investment will be “upside-
down”. Meaning if the home needs to be sold, the consumer 
will need to come up with the selling costs, as well as the re-
mainder of the balance on the loan. If the consumer cannot do 
this, they may face not only foreclosure, but also a loss of 
their down payment and a loss of the amount paid in the first 
five years. 

 
 After the initial “interest only” period is over, the 

consumer must now make payments on both the interest and 
principle. The problem is there are no longer thirty years to 
pay off the principle, there are only twenty-fiveyears. This 
will mean a substantial increase in their payment amount. In 
the example of the $120,000 mortgage, after five years of 
paying $500 per month the new payment amount would be 
$773 per month. An increase of $173 of the original payment 
for a conventional ARM and an increase of $273 from what 
the consumer had been paying, this without an interest rate 
increase. 

 
At the present, interest rates are at or close to an all 

time low however, there are no guarantees they will stay 
there. Interest only mortgage options are coupled with Adjust-
able Rate Mortgages (ARM). If at the end of the initial 
“interest only” period interest rates have increased, consumers 
will find themselves making a much larger payment. In the 
previous example we used 6% as a starting rate, it is more 
than possible for the rates to increase to a more “normal” rate 
of 7% in the next five years. This would make the payment 
over $800 per month on the $120,000 loan. This is only look-
ing at the potential for an increase to a normal rate, if at the 
end of the initial period, a consumer finds him or herself fac-
ing “high” interest rates such as 9%, their payment would be 
well over $1,000 per month. 

 
There are certainly pros and cons to the interest only 

mortgage option and consumers will need to look at their rea-
sons for purchasing one. If the payment amount after the ini-
tial period is something a consumer knows they can afford, 
then it might be a viable option, especially if the amount 
saved is used for starting an early investment. In the case of 
an individual who knows their income will increase in five 
years and they want to purchase their home now, again, this 
option may be considered. However, in the case of a con-
sumer who cannot afford a higher payment, with no guarantee 
of increased income, using this option to purchase a more 
expensive home is never recommended.  

Interest Only Mortgages Cont. 

PAGE 2 DCC DOLLARS &$ENSE VOLUME I1 ,  ISSUE 1 



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


