Factors you need to consider while choosing home loan options
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Arvind decided to take a home loan of Rs 35 lakhs. He is not sure if he has to take a floating rate loan or opt for a fixed rate loan. What are the parameters that a loan applicant must consider before deciding on fixed or floating rate? Let us explore.

In a pure fixed rate loan, the interest rate remains the same for the entire tenure of the loan. In home loan products like fixed for two years or five years, the rate is reset to the rate prevailing at that point in time.

Usually, fixed rate loans come with a clause that gives banks the power to reset the rates at their own discretion. In floating rate loans, the interest rate on your loan is benchmarked against an internal base rate or the prime lending rate (PLR).

When the rate increases, banks typically will extend your tenure without disturbing your EMI. 

The same is applicable when the rate decreases where banks typically reduce the tenure and keep the EMI the same. One needs to explicitly request the bank to increase or decrease the EMI and not the tenure. 

These are a few aspects one should consider while deciding between a fixed and floating rate home loan:


1.  Risk appetite

A borrower who is extremely risk-averse and seeks predictability may find comfort in a fixed rate loan. Increase in EMI or loan tenure could make a borrower with a low risk appetite panic. However, if a borrower can take a little risk, he can opt for products like 'fixed for five years' or hybrid loans. Since fixed loans come with reset clauses empowering the lender to change even the fixed rates, the rest of home loan applicants can simply go for a floating rate.

2. Cost of borrowing

Arvind found out that fixed rate loans carried a higher rate of interest. Fixed home loan rates hover anywhere around 14 to 16 percent. Floating home loan rates currently offered are in the 8-10 percent for loan amounts between Rs 35 and 50 lakhs.

A fixed rate loan comes at a higher price. Hence, most of the borrowers have opted for floating rate loans rather than a more expensive fixed rate loan.


3.  Interest rate movements

New borrowers are advised to lock themselves in fixed rates, if they feel rates are bound to head upwards. Floating rate borrowers benefit from a fall in EMI outflow, if rates go down. It has to be stated here that predicting the direction of interest rate movements is very difficult.

4. Financial position

Individuals who have taken a home loan for the maximum eligible amount may feel even a marginal increase in interest rates a big burden. Some borrowers' entire financial planning could be upset in case of increase in EMI or tenure.

Floating rate borrowers must set aside some money in anticipation of increase in rates. Partial prepayment or switching could be an option if rates are too frequently increased by the lender.

If the difference between a fixed and floating loan is very less say, one percent, it might actually make sense to go fixed. However, fixed rate loans are quite expensive compared to floating products, with a difference of 6-7 percentage points. For now, floating rate seems to be the ideal choice for Arvind.
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