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ARM vs. Fixed Mortgage: How to Choose Between Them


In some circumstances, it might make sense to skip the traditional, fixed-rate mortgage and get an adjustable-rate mortgage (ARM) instead. Understand the differences between a fixed-rate and adjustable-rate mortgage (ARM).

What is an ARM?
What is a fixed-rate mortgage?
The difference between ARMs and fixed-rate mortgages
How to choose between ARMs vs. fixed-rate mortgages

What is an ARM?
An ARM is an adjustable-rate mortgage. For the first few years, your interest rate will remain fixed before adjusting periodically after that. Since your rate adjusts periodically following the initial fixed period, your monthly mortgage payment may change as well.

For example: A 5/1 ARM — one of the most common types of ARMs — has an initial interest rate period of five years. After that, the rate adjusts once annually.

The starting interest rate is the one you’ll see when shopping for an ARM. So, if you see a 5/1 ARM advertised at 3%, your interest rate will be 3% for the first five years of the term.

Learn more about different ARMs:

3/1 ARM
7/1 ARM
10/1 ARM

Pros of an ARM
Smaller monthly mortgage payments at first: An adjustable-rate mortgage will typically have a lower initial interest rate compared to a 30-year fixed-rate mortgage. Since both loans are amortized over the same number of years, the ARM will have a lower monthly payment because of its lower rate.

Lower interest expense: Over an ARM’s initial fixed period, you’ll spend less money on interest. This means more savings for you — at least, in the short term.

Rates can go down: They’re not called “increasing-rate mortgages.” An ARM’s rate can go down, too.

Pay down principal faster: With the smaller monthly payment from a lower interest rate, you may be able to pay extra toward your mortgage’s principal balance. Those additional payments will increase your equity faster and reduce how much interest you’ll owe later.



Cons of an ARM

Monthly payment may rise. If interest rates go up between now and when your ARM resets, the index will probably be higher. Your loan will then cost you more each month.

The housing market and mortgage market, your employment, and/or your credit could make it difficult for you to get a good mortgage rate — or sell your property entirely.



What is a fixed-rate mortgage?
A fixed-rate mortgage has the same interest rate for the entire loan term. That’s the biggest difference between fixed and adjustable-rate mortgages.

The most common type of mortgage is the 30-year fixed. The second-most common is the 15-year fixed. Some lenders let you cu
stomize the term to, say, 19 years or 24 years.

Pros
Predictable monthly payment for the most part. (Escrows Change)


Cons
Monthly payment can’t go down. Refinancing is the only way to lower your rate on a fixed-rate mortgage. By comparison, the interest rate on an ARM could potentially reset to a lower rate.

Larger interest expense over the initial period. A 30-year fixed-rate loan will cost more than an ARM over the ARM’s initial period. 

Principal paydown may be slower at first. Since you’re paying more interest, you’ll be paying less principal than you would for the same monthly payment on an ARM.

The difference between ARMs and fixed-rate mortgages
The basic requirements to qualify for a mortgage are similar between ARMs and fixed-rate loans. The main differences between the two are their cost and risk.

Here’s how an adjustable-rate mortgage compares with a 30-year fixed-rate mortgage:
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