CALCULATING THE MARGINAL COST OF PRIVATE MORTGAGE INSURANCE (PMI)

Assume a home value of $100,000.

Assume an 8% rate on any loan with a loan/value ratio of less than or equal to 0.80, i.e.,   $80,000 if equal to 80%.  If the (loan/value) is  greater than 0.80, then PMI is required and the rate on the loan would be 8% interest + 0.5% PMI charge.  If we assume a $90,000 loan, then the costs are:

Average cost analysis

$80,000 loan = 8% interest

$90,000 loan = 8% interest + 0.5% PMI = 8.5%

Marginal cost analysis

$0 to 80,000 loan = 8%

Example for last $10,000 of $90,000 loan

Marginal Cost = [(Δ Total Costs) / (Δ Total Funds)]

= [((.085 X $90) - (.080 X 80)) / (90 - 80)]

= [ (7.65 - 6.4) / 10 ] = .125 = 12.5%

Comments: 

1.  The PMI fee may decrease as loan/value decreases, e.g., one lender in the Orlando area on 4‑11‑97 charged the following PMI fees:  0.62% of loan for 95% loan/value, 0.38% of loan for 90% loan/value, and 0.32% of loan for 85% loan/value.  You may want to estimate the marginal costs on the loan amounts over $80,000 or a loan/value of 80% in our example with a $100,000 home.

2.  If PMI fees are not tax deductible like most mortgage interest the relative after‑tax cost of the PMI is much higher.  For example, the 8% interest is generally tax‑deductible and would have an after‑tax cost of 8% times (1 ‑ tax rate of 28%) = 5.76%.  The after‑tax cost of the PMI component is still 4.5%, i.e., 8% + 4.5% = 12.5%.  PMI Taxation (8/09). Premiums paid to secure private mortgage insurance (PMI) in connection with a mortgage taken out after 2006 are deductible, once again, only if you itemize your deductions. The deduction is also available if you get mortgage insurance from the Federal Housing Administration, Rural Housing Administration, or Department of Veterans Affairs. The deduction phases out if your adjusted gross income is between $100,000 and $109,000 ($50,000 and $54,500 if you are married filing separately). Under current law, this deduction is available only through 2010. 

3.  Lender reinsurance came into being in the mid-1990s and is now a growing practice. Typically, lenders agree to cover claims after defaults on pools of their loans exceed a specified threshold, but only up to a second threshold, when lenders' liability ends. For sharing the risk, lenders share in the mortgage insurance premiums.  
 4.  Example of effect of administrative costs on life insurance when risk remains generally constant:

Term life insurance monthly premiums for 30-year old male for 15 years:

$100,000 ($10.85), $250,000 ($11.16), and $500,000 ($17.94)

Regress premium (Y) against amount (X):  R2 = 0.89

Premium = $8.022 + (0.0187 X Amount)
