ECO 113

Mini-Project 2, second part




Due:  See webpage





Name: ________________________


Directions:  
· If you have time left over in class on Tuesday, you may start this part in your group.
· You may want to reference the first part of your project. Use the formula sheet given out in class.
· This is INDIVIDUAL work. While you are encouraged to work together on this second part, make sure all work submitted reflects your own understanding.
· You must SHOW ALL WORK (including set-ups) to receive full credit. Pay attention to details. 
· DO NOT ROUND ANSWERS UNTIL THE END and don’t forget to include dollar signs.
Interest only mortgages: The home-owner makes interest-only payments at a fixed rate for a certain number of years. After this first time period, the loan works like a regular mortgage loan, where a portion of the mortgage payment is goes to cover the interest and a portion goes toward principal. Usually, during this second time period a variable interest rate is applied and the APR is dependent on current prime interest rates.
1. You are taking out an interest only loan because you think that your income will go up in the future and it will be easier for you to make larger mortgage payments a few years from now. So for the first 3 years you are only paying interest on the mortgage loan of $190,000. None of this money goes toward the principal and three years later you still owe the entire balance on the loan. The interest rate on your loan is a fixed 5.7% for these first 3 years.
· If the interest is just simple interest (it does not compound since you pay it off every month), how much money do you pay in interest each year during the first 3 years on this interest only mortgage loan? (Hint: Use common sense.)

· How much is the monthly payment (which of course is only interest) during these first 3 years?

· For the next 27 years you have to pay back the entire loan as if you had taken out a 27year mortgage. If interest rates went up to 7.5%, what will your monthly payments from year four on be? (You are now paying interest and principal and the monthly payment would have been higher, even if the interest rate stayed steady.)

“Points”:  An additional fee on a mortgage loan. Usually, borrower who agree to points buy an advantage (e.g. a lower interest rate, or a locked-in interest rate that is guaranteed for a certain number of days when the borrower fears that interest rates will go up before the closing of the deal.) One point on a mortgage loan is 1% of the financed amount. 

Example: On a $380,000 mortgage, one point is $3,800.

2. Comparing loan offers; Is it worth paying for points?
 
After making a down payment, you are going to finance $110,000 on the purchase of a house. Compare the following two 15 year loans:
Loan A: no points & an Interest rate of 5.2%
Loan B: 1 point & an interest rate of 5%
(For both loans the down payment has already been applied and closing costs are identical and will be ignored.)
· For loan A: Use the loan formula to calculate the monthly payment.
· For loan A: Calculate the total amount for the loan.
· For loan A: Calculate the interest on the loan.

· For loan B: Use the loan formula to calculate the monthly payment (ignoring points).

· For loan B: Calculate the $ amount that is represented by the points. 

· For loan B: Calculate the total amount for the loan (ignoring points).

· For loan B: Calculate the interest on the loan. (ignoring points)
· Calculate the monthly difference in payment between loan A and B. 
· Divide the $ amount representing the points for Loan B by this difference. Interpret your result: How many years (or months) do you have to stay in this house to make it “worth while” to pay the points?

3. Often homebuyers do not have the cash for the points at hand. But usually they are offered to roll the dollar amount for the points into the principal. Let’s look into how it affects the payments for Loan B (1 point, P = $110,000, APR = 5%, Y = 15)  if we roll the points
into the principal and thus finance a slightly higher principal.

· What is the principal plus the point?

· Calculate the payment required to finance this new principal for 15 years.

· Calculate the total amount paid over these 15 years
· To find out how much more you pay over the life of the loan when you roll the point into the loan, find the difference of this new total amount and the total loan B amount without any points. (You found it on the last page.) 






















– page 1 of 3 –

