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The Everything ®
Homebuying Book

Dear Reader,

Welcome to The Everything® Homebuying Book, 3rd Edition. When you decide you want to buy a home a ton of questions go through your mind: How much can I afford? Do I make enough? How much money do I need to save? How can I improve my credit?

The first step to homebuying is understanding how it work s. This book brings together the nation’s leading experts—from the National Association of Realtors® to Fair Isaac (the brains behind the credit scoring system) to the American Society of Home Inspectors, mortgage pros, and many more—to share insider tips on how to buy your home and save money, too.

Enjoy reading, but most of all, really enjoy your homebuying process. If you have any questions as you pursue your homebuying adventure, please feel free to e-mail pipernichole@hotmail.com.

All the best,
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Welcome to the EVERYTHING® Series!

These handy, accessible books give you all you need to tackle a difficult project, gain a new hobby, comprehend a fascinating topic, prepare for an exam, or even brush up on something you learned back in school but have since forgotten.

You can choose to read an Everything® book from cover to cover or just pick out the information you want from our four useful boxes: e-questions, e-facts, e-alerts, and e-ssentials.

We give you everything you need to know on the subject, but throw in a lot of fun stuff along the way, too.

We now have more than 400 Everything® books in print, spanning such wide-ranging categories as weddings, pregnancy, cooking, music instruction, foreign language, crafts, pets, New Age, and so much more. When you’re done reading them all, you can finally say you know Everything®!
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Top Ten Things You Will Learn from This Book

1. Doing your research can help you find the right home to fit your needs and those of your family.

2. Assessing your finances and knowing your limits will prepare you for the homebuying process.

3. Improving your credit (and how) is the most important key to buying.

4. Being happy with your new home is dependent on choosing a mortgage that makes sense for you.

5. Make the most of what’s available by finding government programs for first-time homebuyers.

6. Choosing the right real-estate agent will help you make informed decisions and maneuver the market wisely.

7. Savvy negotiating can ensure that you get more for your money.

8. You can save time and money by learning the importance of the home inspection process.

9. Closing on a house doesn’t have to be a nail-biting experience.

10. Securing homeowner’s insurance will help you protect your investment against the elements and the unknowns.


Introduction

[image: ] YOU DRIVE DOWN a beautiful road, gazing at the large homes with plush green lawns and sparkling lights inviting you inside for just a moment. Your car zips past and you can’t help but wonder: How did they manage to get that big home of their dreams?

You wake up every morning, work hard, and come home. When that home means rent, a part of you, even if not fully awakened, longs for a home of your own, some small piece of paradise. You start to fantasize about it: a condo in the city with tall ceilings and river views; a single-family home with two stories so your children can go to the best schools in the area; or maybe a ranch with a really great garage where you can work on your car at all hours of the night. You playfully fantasize about a beach home, no matter how impractical, and somehow, that longing turns to action. Every longing eventually becomes a reality, even homebuying.

As you hold this book in your hands, know that guidance is everything when it comes to achieving success; homebuying is no different. On these pages, experts from across the nation guide you through the homebuying process, explaining:


	Tactics to help you improve your credit score


	How to be financially prepared to buy


	Why a home inspection will save you money


	What to look for in a great real-estate agent, lender, and inspector


	How to shop a neighborhood and home with a trained eye


	How to negotiate the price and contract—looking out for your interests


	Blunders to avoid


	How to have a smooth closing


	How to protect your investment


	And so much more




We will get you on the path to homeownership and guide you through the steps of becoming a buyer with purchase power. There is no greater relief than being able to call a lender, tell them your situation and how you have been preparing to buy (after reading The Everything® Homebuying Book, of course), and hear them say, “Your income and credit look great. Your debt is minimal. We can definitely get you in a home.”

You’re one page closer to your dream home.


CHAPTER 1

The Ins and Outs of Buying a New Home

Deciding to buy a home is a big step. A house is likely to be one of the biggest purchases you will make. But where do you start? There are many factors to consider before you make this important decision.

How Do You Prepare to Buy a Home?

Your income, debt, monthly expenses, and savings determine how much house you can afford. You can typically buy a home that is two to three times your income. There are some really great mortgage calculators to help estimate what you can afford at GinnieMae.gov, Realtor.com, and QuickenLoans.com, just to name a few. But nothing beats talking one on one with a lender to find out how much you can afford and or what steps you need to take to get on the right financial path.
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Your monthly mortgage payment should not be more than 28 percent of your monthly income before taxes. (So, if you make $40,000 a year χ .28, then divide by 12 = $933 monthly mortgage payment.) Your overall debt-to-income ratio—how much of your pretax income goes toward all your debts (mortgage, credit cards, student loans, child support, etc)—shouldn’t be more than 36 percent of your gross income.



Lenders also consider other expenses when determining your purchase power: homeowner/hazard insurance, real-estate taxes, and if your down payment is less than 20 percent, you will need private mortgage insurance. When considering costs, don’t forget maintenance costs, utilities, and if applicable, homeowners’ association fees (if the property you are purchasing is part of a HOA).

When you find out how much you can buy, factor in your personal life. If you buy the biggest house you can afford, will you still be able to take a vacation? Will you have enough money for repairs if something in the house breaks? Will you be able to set savings aside for your retirement or will you be able to save for your child’s future college tuition? Don’t forget your life—it’s important—or the little joys you take for granted. You don’t want to be so house poor you can’t afford the small joys.
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What is the most important thing first-time homebuyers should do?

According to Grey Wilkinson, sales manager, Wells Fargo Home Mortgage, Houston, TX the most important thing is to use a Realtor®—it doesn’t cost the buyer anything and will protect the buyer. The real-estate agent usually works with a loan officer. They want the loan to close/home to sell, so they will put you in touch with a loan officer. It is also a good idea to research lenders on your own as well to see which one works best for you.



Before you prepare to buy a home, improve your credit—pay your bills on time or early (see Chapter 3)—reduce your debts, and add to your savings. Seek a reputable real-estate agent to guide you through the homebuying process—it won’t cost you anything; find a lender to help you financially prepare and see if there are programs to assist you (grants, closing costs, down payment assistance, first-time homeowner programs); and even talk to your tax advisor about the tax advantages of homeownership.
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The best way to find a Realtor® or lender is word of mouth. But, when you don’t have access to a referral, there are some really great websites to help you. Realtor.com can help you find a Realtor® in your area. Visit FannieMae.com and click on “Find a Lender Search” at the bottom of the left-hand column. You can browse for a lender by state.



Most importantly, get preapproved for a mortgage loan before house hunting. This is your best strength as a buyer because: (1) you will know how much you can afford; (2) your agent will show you homes in the right price range; and (3) when you make an offer on a home you love there is nothing better than having that preapproval letter proving you are a ready buyer. (See Chapter 4.)

Renting Versus Owning

There are some important differences between renting and owning a home.

When you rent, you are not as tied to your home, or at least you are not tied in the same way that you are when you own it. You leave choices about your home up to your landlord. It’s easier to move to another neighborhood or town on short notice because all you have to do is wait until your lease is up (or break it). The dollar value of your home may increase—if you paint it (with your landlord’s permission), for example—but it doesn’t benefit you, it benefits the person from whom you’re renting.

Owning a home gives you choices that you do not have as a renter. You are the one who chooses what new carpeting or flooring should go in when you need it. You choose when to water the lawn. You choose when it’s time to replace the old dishwasher. And with all of those choices comes the responsibility of dealing with problems when they arise—there is no landlord to complain to when the water heater breaks.

Table 1.1 Rent Versus Owning Comparison
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Owning can also make you feel more tied to a community than renting does. You are more “settled” there, even if you plan to stay only a few years. The value and appreciation of your home depends a lot on the neighborhood it is located in, as you will read in Chapter 11. Therefore, it will be very important to you financially to take a strong interest in what’s happening around you.

The financial difference between renting and owning is also significant. When you rent, your monthly housing cost goes out the door and doesn’t benefit you (other than keeping you from being kicked out, of course!). When you move from your current rental, you’ll have nothing more (financially speaking) than you started with. When you own a home, each monthly mortgage payment builds equity (or, in other words, increases the amount of the property you own), increasing your net worth. Your home is likely to appreciate—increase in value—over time, so when you are ready to move, you will be able to sell it for more than you bought it for. This is, of course, a great benefit to you financially.

The tax benefits of owning are also worth considering. You can deduct the cost of interest that you pay on a mortgage from your income taxes each year. And because, especially early on in a mortgage, the majority of the monthly payment is going toward interest, that means a substantial portion of your monthly housing payment can be deducted, reducing the amount of tax you owe by quite a bit. Renters can’t deduct any of their rent, so they end up paying more in taxes than they would if they owned their residence.

Overcoming Homebuying Fears

Buying a home may seem scary, especially if it is your first home. New, unfamiliar terms are being thrown around, and it involves more money than you’ve ever spent. It seems so permanent! But with good research, you will gain a better understanding of the homebuying process, and you will also be able to approach it realistically and without feeling overwhelmed. Overcome your fears by knowing what to expect. Some people who are quite eligible to buy their own home have deep-seated fears that are keeping them from taking that important step. This is understandable. Whether you have been renting for several years and are a first-time buyer or you already own a home and want to understand the process better before making another purchase, you are entitled to be a little nervous about the whole homebuying process.

A home is, after all, likely to be the largest single purchase you ever make. Paying for it will take the better part of the rest of your life. So approaching the process with respect—even a little fear—is only natural. But don’t let that fear get the better of you and keep you from experiencing the joys of homeownership.

The following sections describe the most common fears about homebuying and homeownership. By taking them apart one at a time, you’ll see that buying a home is just another stage of life that you will get through. You may even enjoy the process.

Fear #1: I’m Worried about the Economy

What if you buy a home and then the economy collapses? Media and antiadministration (regardless of which administration is in power) critics continually forecast total economic collapse, but that has not happened yet—no matter how bad times have been, no matter how the stock market rumbles, and no matter how high unemployment rates get.

Also, homes are not subject to the high sensitivity that short-term investments such as stocks are. They do react to the overall economic climate—sales prices rise and fall—but not as quickly or radically as stocks.

By all means, keep an eye on the economy; bad times often present excellent opportunities to buy. But don’t let periodic downturns alarm you into thinking it’s all going to tumble down, taking you and your home with it. If you buy wisely—and reading this book demonstrates your seriousness in learning about the real-estate market—your investment will be safe from the natural ebbs and flows of the economy.

Fear #2: I’m Afraid of Being Denied a Loan

Lon Cohen was working with a young couple who really wanted to get out of their rental situation and into a new home. The senior loan officer for M&T Bank got to work helping the young, first-time homebuyers, who both had poor credit from the past. They weren’t eligible for any normal first-time homebuyer programs, but were willing to work hard to get into a home. For six months, he helped them track down collections that had traded hands multiple times—credit cards, other loans, and medical bills—getting them paid or dismissed. In the end, they were able to buy a home with an FHA loan. No matter how heartbreaking your situation may appear, and how painful it may be to face, know that with guidance from a lender—a good lender you trust—can turn your situation around.

Lending institutions are in the business of lending money, and unless the country is sailing through some very troubled economic waters, making mortgage money available is their job.

If you have had credit problems in the past and you’re worried that they will work against you in trying to buy a home, you may well be wrong. Even if you have filed for bankruptcy, homeownership can still be within your grasp. Of course, it is wise not to go house hunting until you are back on solid financial footing. If you cannot get a loan now, ask your lender what you can do to improve your situation to be able to get a loan. With a stable financial situation, no matter what your past, homeownership is still within your reach.

Fear #3: I Don’t Have Enough Money for a Down Payment

Traditionally, you have always heard the recommendation of putting 20 percent down. But today, this is practically impossible for many first-time homebuyers. In the last few years, new programs have emerged allowing buyers to put down as little as 0–3 percent. According to Realtor.com, there are also programs available that not only cover down payments, but also closing costs. Some opt not to do this because the less money you put down the higher your monthly payments will be. And if you are able to put 20 percent down, you immediately have equity in your home and don’t have to pay private mortgage insurance.

What if you need help with closing costs? Inspection fees, attorney’s fees, loan fees, appraisal costs, cost of a title search, and so forth tend to fall under closing costs. Many times, buyers have trouble paying for these costs. One common trend is to ask the sellers to pay toward your closing costs.

For round numbers, say the seller is selling the house for $100,000. Say under your loan terms, the lender allows the sellers to contribute up to 6 percent toward your closing costs (this varies—ask your lender). There are caps on how much the seller can contribute toward your closing costs. Generally, it’s up to 6 percent on a 90 percent or less LTV on a conventional loan, up to 3 percent on a conventional loan above 90 percent, and generally up to 6 percent on FHA loans and 4 percent on VA, says Teesie Howell, senior loan officer for National City Mortgage, a division of National City Bank. Ask your lender.
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For local homebuying programs in your area, visit the U.S. Department of Housing and Urban Development website at www.hud.gov/buying/local buying.cfm. Type “HUD Approved Housing Counseling Agencies” in the search box. These agencies can provide advice on homebuying, renting, credit, foreclosures, mortgages, and more.



The key is having great credit and doing your research to find a reputable lender that can help you meet your needs. Always be upfront with your lender and real-estate agent about your financial situation.

Fear #4: I’m Confused about What to Buy

The diversity and the wide range of prices are bringing homeowning opportunities to many more Americans. Your decision whether to buy a house, a condo, a co-op, or any other style of home depends on your own situation. Several factors go into selecting the right home for you. These factors include the price you can afford, the size of your family, your commuting time to work, and what the realty market around you has to offer.

Here are a few important points to remember:


	Go with your instincts. If you want a loft and it fits in with other areas of your life, then buy a loft.


	Keep an open mind. Consider all home styles and neighborhoods, even those that may not initially seem ideal. You may find that one of them is just right for your lifestyle and interests.


	Think about what type of neighborhood you’d like to live in. You say you would not be caught dead living in the city? Think the suburbs are too sedate for you? You may be surprised to find stable neighborhoods with vibrant communities in unexpected places.


	Visit a variety of places for sale in your area, such as new condominiums and new single-family home developments. Take in all that your area real-estate market has to offer. You will learn a lot about neighborhoods and house styles, and the confusion will eventually disappear.


	Consider which homes you feel drawn to. After conducting various investigations, you should find yourself drifting back to one or two favorites.




Fear #5: I Don’t Know Anything about Home Maintenance and Repair

There are three general types of homeowners: those who do all the work around a house themselves, those who do some and farm out the rest, and those who call in repair people for everything. You may think you belong to the last group, but when you buy, you will probably surprise yourself with your abilities—and your interest. When you are in your own home, puttering around can be enjoyable. After all, you are putting time and money into your own place.

Generally, buyers find they grow into becoming responsible homeowners in the same way one grows into other roles requiring responsible action and decision-making. You do not have to learn everything at once, and you will be pleasantly surprised at how much help is out there—including help from relatives and friends, your new neighbors, the folks at the lumberyard, and the salespeople at the home center. They will gladly pass along tips on where to find craftspeople, how to repair widgets, and how to manage all the other complexities you will run into in your home. And, of course, there are dozens of books on the market about every aspect of home repair.

Just learn enough about your home to recognize a problem when it occurs and to know whether you can fix it yourself or must call in expert help.

You don’t need to know the intricacies of what makes a heating or plumbing system work, you only need to know when a job requires outside help.

If you are still concerned about maintenance, consider buying a condo or a co-op. Or how about sharing a two-family house with a relative or friend so that you can share concerns about a leaky roof?
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Don Norman, manager of Real Estate Training for Kaplan Professional Schools in St. Louis, Missouri, recommends homebuyers have their home inspected biannually to find small issues before they become large, expensive repairs. Don says a periodic check of a home’s systems will save homeowners money and reduce their cost of ownership.



Fear #6: I’m Afraid I’ll Discover Too Late That I Can’t Afford the Home I Buy

That is not likely to happen. Unlike a landlord, who generally does not care how much of your income you have to spend to pay the rent, a mortgage lender has a vested interest in ensuring you can make your monthly payments; after all, it’s their money. They will ensure that the house you buy stays below a certain percentage of your income so you don’t get in over your head financially.

In addition, reputable real-estate agents will not show you homes out of your price range. Before you see even one home, your lender and real-estate agent will have determined the price range you can afford. So as you search, there are two people keeping you from getting carried away by a home you cannot afford.

Finally, if you have the home inspected by a professional before you buy it, you can avoid unexpected expenses. An inspector should give you a clear idea of what is in good shape and what needs replacing immediately. Then, you can negotiate repairs with the seller to get it fixed before you move in.

In sum, the homebuying process includes a number of checks to help ensure the house you purchase is one you will be able to afford.

The First-Time Buyer

Don’t be scared the first time you take the homeownership plunge. There is a large emotional component that goes along with the change from renting to owning—you take on significantly more responsibilities, which can be intimidating—but you also enjoy all the benefits of making decisions yourself and taking pride in the results.

The process requires research, time, dedication, and application—it’s something that cannot be embarked upon lightly. As a first-time homebuyer, you must realize this can be a life-changing event, which now puts you in charge of home maintenance, repairs, and taxes. Paying your mortgage is a more serious financial obligation than paying rent, but paying on time is a huge step in establishing credit for yourself to use in acquiring additional property in the future.

Perhaps you are still convinced that buying your own home is out of the question for you, at least in terms of cost. Many people often worry about down payment, closing costs, interest rates, credit, and their income. Yet, thousands of people who have these same fears have found that by considering some of the following options, they were able to afford a home of their own. You may be surprised to realize how many avenues there are to homeownership, even for those with limited means. Don’t give up—there are many options available to you.

Many renters could be homeowners today if they approached the house hunt with the same organization and determination they bring to a job search—or even to shopping for a car. Because real estate is such unfamiliar terrain, however, they see figures and prices and sink back and sigh, “I just can’t do it.”
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Don’t be afraid to start small. Just because you may qualify for a large loan doesn’t mean that it is a smart financial decision to buy as large a home as possible. Take a careful look at your family budget and your housing needs before you decide how much you can really afford.—Lucy Duni, director of Consumer Education for TransUnion’s TrueCredit.com



The biggest hurdle that prospective homebuyers have to face today—besides their own fears—is the down payment. Chapter 2 will cover some of the sources for down payments.

Another deterrent to homebuying for many renters has to do with tunnel vision. When you think of a home, do you imagine an attractive single-family house in a good neighborhood in your present community, perhaps on a half-acre lot even though you know those homes are out of your price range? That narrow view of what constitutes the perfect home could be holding you back from homeownership.

Be Objective

What should you look for your first time around? Don’t get caught up in finding your dream house—that will come two or three homes down the road. First-time homebuyers usually must make sacrifices—sometimes a lot of them. Don’t be discouraged if you can’t afford a home like the one your parents live in when you’re ready to buy your first home.
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Become an educated buyer and do your research. Understand the steps necessary before taking the homebuying plunge. Especially important is evaluating your credit rating—avoid paying credit cards or your rent late. If you need to make improvements, now is the time to do so!



Keep your eyes on one objective: buying a solid home you will be able to sell when you want, probably in the next few years. When you’re ready to purchase your next home, you will likely be able to afford something more expensive or larger or in a better neighborhood. And from that home you may even move again, trading up just a little more.

The steps to becoming a homeowner may seem daunting, but taken one step at a time, you’ll find they aren’t so bad. The effort you put into buying your first home will pay off in countless ways; the financial and emotional benefits of owning a home are very rewarding.

A Home Is a Good Investment

Why do you want to buy a home? Perhaps your reasons are vague: “Because that’s what people do” or “Because it seems like it’s about time I did.” Or maybe you know exactly why you want to take the step from renter to owner.

Let’s look at some of the advantages of homeownership. These points will help you decide if it makes sense for you.

Investment Appreciation

A home is certainly a good financial investment, and most likely, the home you buy will appreciate, in some regions more rapidly than others. Even an annual rise that keeps pace with inflation is a savings for you.

The investment pays off when you move. If you can command even a little more money from the property you are selling than the amount you paid for it, you can use your equity in that home to buy a more expensive home than you were able to afford the first time. Gradually over the years, with buying and selling, you can build quite a nice investment for yourself. For many, that sizable amount of equity will contribute in a major way to a financially comfortable retirement.
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Equity is the amount of a home that you own outright, not including the mortgage or any other debts against it. The more payments you make on your mortgage, the more equity you have in your home.



Of course, many people buy a home intending to stay in it for a very long time. You are looking for a place to live for many years, and it may be too early to think about when you might want to sell it. But even if you are not planning to sell your home in the foreseeable future, the appreciation of your home still makes your purchase a worthwhile investment.

Leverage

One of the greatest benefits of housing as an investment in this country is not completely understood by most of the people who use it. Real-estate professionals, however, understand it very well. It is called leverage. Leverage means investing as little as possible of your own money to make as large a purchase as possible. In other words, you gain leverage when you use borrowed money (the mortgage loan) as a means to purchase your home investment. As a result, a small percentage of appreciation in home value can mean a large return on the cash you actually put into the purchase.

For example, let’s say you are, because of a good income and credit history, allowed by a mortgage lender to make a $10,000 (10 percent) down payment on a $100,000 home. Your home appreciates at the rate of 5 percent the first year. At the end of that year, the house is worth $105,000. At the end of year two, it is worth $110,250, and so on. After three years, you are ready to move up to a larger house. Because you have taken good care of your property and kept up the interior, it sells for $119,000. When you have covered expenses related to selling, you net $110,000. After paying off the mortgage, which still has a balance of nearly $89,000, you have slightly more than $21,000 cash in hand. Your $10,000 investment has more than doubled in three years, all thanks to leverage. And those numbers are conservative; some leveraged investments in homes bring their owners 200 percent or more in as little as three years.

Tax Benefits

Interest paid on a mortgage is deductible from your gross income on federal tax returns. So are real-estate taxes. The two together usually comprise the majority of the monthly payment made to the mortgage holder in the early years of homeownership. Thus, for the homeowner, housing becomes, in effect, a deductible expense. Tenants who pay rent have no such benefits.

Saving Money

Owning your own home can be a great way to save money. As you pay off your mortgage each month, you are gradually reducing the principal (amount of your loan), while your equity, or the amount of the home you actually own, grows. Your home is likely appreciating while you own it, but the amount of your mortgage remains the same. This works like a giant piggy bank—the money you accumulate in the home continues to increase, acting as a sort of high-interest savings account.

A fixed-rate, long-term mortgage is a popular form of home financing. (Other mortgage options are discussed in Chapter 4.) The amount of the interest you pay on the loan is fixed, which means you are assured of the same, constant base payment for your housing for the next twenty or thirty years. Inflation, or an increase in housing demand and its resulting rise in housing costs, will not change the payment. Even an adjustable-rate mortgage is likely to have a cap on possible increases in your monthly payments.
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With a fixed-rate mortgage, your base mortgage payment will remain the same over the life of the loan. However, real-estate taxes and maintenance costs may increase as time goes by.



Can you say the same about rent? Of course not. Rents usually go up and up and up, especially when you look at a long-term leasing picture that covers the next twenty or thirty years.

More Space

You are likely to get more space for your money in your own home than in an apartment. Indeed, if your family is large, owning a home may be your only viable housing option. But it is more than a matter of bedrooms. With many homes, you also get storage space in the form of an attic, a basement, or a garage—sometimes all three.

To many people, a home means owning a bit of the good earth. Land buys distance from your neighbor—something that is hard to come by in apartment living. Land also brings the opportunity for gardening and growing your own vegetables. And usually, there is room for the kids to play.

Condos and co-ops do not usually include ownership of your own piece of land outside your unit. You may have only a patio or a small area for gardening. However, you also don’t have to mow the lawn!

Security

Security means a variety of different things. To some homeowners, it means personal safety—being in a neighborhood with low crime rates, a good neighborhood watch program, and good lighting on the streets. Perhaps living on a street with little traffic is important, an area where neighborhood kids can play safely in and around their homes. To others, the safe neighborhood represents security for their hard-earned investment dollars. They are certain that having chosen a home in a stable neighborhood, perhaps protected by strict zoning laws, their home will increase in value.

Pride of Ownership

Many homebuyers feel pride of ownership once they have purchased a home. A home becomes a status symbol, proof of your success and coming up in the world. Homeowners see their homes as extensions of themselves and are pleased that their hard work has resulted in their being able to have their own place.

Patience Is a Virtue!

Do these reasons for buying a home resonate with you? Probably several of these reasons are on your list of why you want to become a homeowner. Be reasonable in your search; give yourself enough time to find what is right for you, but know at the same time that you just might find the right property your first time out. Straddling both sides of the fence is tough, but your good judgment must prevail—don’t act hastily, yet move quickly if you see what you like. If you are buying a home for the first time, remember that the first time is always the hardest.

Armed with the knowledge you’ll gain from this book, you’ll find that it is easier and less intimidating than you thought.

Why Not to Buy Now

The reasons not to buy a home are certainly fewer than those on the plus side of the ownership ledger. That’s because, generally speaking, buying the place where you live is an excellent move. But sometimes, “now” is not the best time.

For example, one man in his early thirties attended a homebuying seminar in Texas. He was going to be married in the next twelve months, he was qualified for a mortgage, and was in the process of buying. But, after reviewing his income, debt-to-income ratio, and other financial considerations, he decided he was not ready to purchase a home. He cancelled the contract, prepared a budget, and began saving for a down payment and closing costs. According to Bettye Banks, vice president of education for Consumer Credit Counseling Service of Greater Dallas, this difficult decision to postpone the purchase will likely prepare him and his new wife to choose a home and a mortgage they can afford without the financial stress they might otherwise experience.

If you are in any of the following situations, you might want to put off buying, at least for the moment:


	You do not plan to stay in a home at least three years. If you sell too soon, all of the costs attached to selling one place, buying the next one, and then moving will mean that you take a loss. This is particularly true in times when annual housing appreciation is slight or nonexistent. If you are transferred frequently in your job, or you know that you will be leaving an area soon, you may want to continue renting until you can expect to stay in one spot for a while.


	You are saving every bit of spare cash to start a business or to study for a graduate or undergraduate degree. In these cases, it is best to put homebuying on the back burner until you can free up more money.


	You regularly make significant and expensive purchases. You may need to make some sacrifices to be able to afford a home. Not many house hunters have unlimited budgets. You may have to put off purchasing the expensive stereo equipment, hold down other credit-card purchases, and, in general, retrench and save. Careful spending is the key to homeownership.


	You want to buy an expensive property fairly soon. You should become even more serious about saving money. For example, forget the lavish wedding you had planned and have a smaller one, depositing the extra funds in your house account.


	You truly do not have the money for a down payment and cannot carry a mortgage payment, no matter how many tips are offered in these pages. If this is the case, you should continue renting for now. A mortgage lender will be able to see that you are stretched pretty thin and, therefore, would be unlikely to grant you a loan. Keep trying, though, and saving, and one day you will be handed the keys to your own place.





CHAPTER 2

The Price of Homeownership

The first place to start when you’re interested in buying a home is with money. You’ll need to evaluate your financial situation, consider the options for financing your home, and come up with a down payment. All of these things will determine the size, location, and style of house you are able to afford.

Examining Your Options

Using money you’ve saved up or obtaining gifts from family are wonderful ways to acquire your first home. The first thing to consider is the down payment. Most likely, you will need anywhere from 3–20 percent of what the home purchase price is for the down payment.
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Scott Yonehiro, a senior board member from Burbank-based First Security Lending, says equity in a home ensures security to a lender when financing a home purchase. The more down payment a borrower brings in to purchase a home, the more instant equity is built into the property and therefore a greater chance the lender will get their investment back should the borrower default on payments.



You may qualify to use subsidized financing, like financing from the Federal Housing Authority (FHA) or a veteran’s loan from the Department of Veterans’ Affairs (VA), depending on the home’s purchase price and loan amount required. Subsidized financing that allows you to make a lower initial investment will include more restrictions than a standard bank mortgage. These restrictions change and are updated frequently, so you should check out their respective websites or talk to your lender about what might be required.

For those who don’t want to deal with the stricter obligations of the FHA or VA, a 5 percent down payment of the purchase price of the home will be the absolute minimum down payment you can make when buying. Always ask your lender what options are available to you, as they continually change. The smaller the amount you put down on your loan, the bigger the mortgage becomes. Anyone borrowing more than 80 percent of the price of their home utilizing one mortgage is required to obtain private mortgage insurance, or PMI. This insurance guarantees the lending institution will be repaid the full amount of the mortgage loan should the borrower default on payments. The PMI can add to your monthly cost. Of course, the advantage of PMI is that it allows you to buy that first home with the most amount of leverage, so it is an option worth considering.


[image: ]

You’re much better off putting more as a down payment rather than paying PMI, which only makes it more expensive for you in the long run and takes away from your equity buildup.



In addition to making a down payment, you must have the ability to borrow money. Remember, the home you buy is only as good as the money you can borrow to buy it. There are cash buyers in the marketplace, but in this day and age, when the average starter home in most urban areas can cost $200,000–$300,000, paying cash for a house is fairly uncommon.
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It’s a good idea to meet with a mortgage company, your local bank, or a mortgage broker at a very early stage in the homebuying process. You need to find out specifically what is required of you, and ensure that your credit report accurately reflects you are a responsible individual with sufficient income and credit to buy a home.



Obtain a copy of your credit report—addresses and contact information can be found in Appendix B or Chapter 3 —to make sure the information reported there is correct. Your mortgage lender will rely heavily on your credit history to determine if you qualify for a loan. If you’ve had financial problems, you will need time to eliminate that late payment penalty on your student loan, for instance, from your credit report. Having your credit history in order when you first approach a mortgage lender will help ensure the financing you need will be available to you. The most important aspect the lender looks for is whether or not you will be able to make those monthly mortgage payments. Proving your financial capabilities needs to be the most essential step in buying your new home.

Table 2.1 Price of Homes Purchased, by Region
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The Importance of the Down Payment

One of the biggest factors in your ability to purchase a home is the down payment. By now, you have probably given some thought to the price you want to pay, can afford to pay, or have to pay for the home you want. Let’s say you estimate the price of the home you want to buy at $110,000–$125,000. Ten percent of that is at least $11,000. Most down payment requirements are 10–20 percent of the purchase price of a home. It sounds like a lot of money, and it is, but look at what you are getting.

Leverage has always been a key term in real estate. Applied to a home, it can translate into spending $15,000 to get a $125,000 house. How could you acquire so much for so little in another area of the marketplace? A house is something that will become more valuable over the years; it will not depreciate instantly like a car or furniture does.

Higher Down payment Requirements

There is both good and bad news here. You have just read the good. The other side of the equation is that over the last several years, some lenders have clamped down on the amount of money they are willing to extend for mortgages. They insist that mortgage applicants be prepared to invest more up front. If down payments are higher, lenders reason, homeowners in financial trouble will think twice about locking the door and heading off down the interstate; they will stay and try to work through their problems, or they’ll at least stay long enough to sell the house. Homeowners with bigger amounts invested in their property will be less likely to sacrifice their investment in times of trouble.

Lenders say there is a definite correlation between loan defaults and the amount of money a borrower has invested in the home—the lower the down payment the greater the risk to the lender. Scott Yonehiro says:

One of the main reasons for the alarming rise in short sales and foreclosures is due to the 100 percent financing options with adjustable rate mortgages that became big between the years of 2002 to 2006. When properties were continuing to grow in equity and loans started to adjust, a homeowner would just be able to refinance again with no problem. But when values started dropping and more loans were adjusting then many of the homes were underwater on their mortgages and homeowners owed more on the home then it was worth. Faced with the decision on making a substantially higher payment for a home that was losing value and no hard earned down payment was used, it became an easy decision for many homeowners to simply walk away.

Homes insured by the Veteran’s Administration or the Federal Housing Authority—two agencies that provide sources of low down payment financing—usually show twice the delinquencies of conventional mortgages.

Another reason for higher down payment requirements is the existence of the secondary mortgage market—the market used to sell the loans. People don’t realize that many lending institutions act as brokers for mortgages, rather than actually loaning the money for the long term to the homebuyer. As an example, you must realize that banks accumulate deposits to invest, and then earn profit from the interest rate they lend at versus the rate they pay out as interest. A bank that pays 3 percent on a savings account will earn big dollars in a thirty-year mortgage because most of what is paid back to the bank in the first half of the life of the mortgage is interest. When banks have large deposits they look to invest their money, thus they look to purchase pools of loans that offer good rates of return. Banks that are looking for a quick return on their ability to place loans will lend money as mortgages, then sell the paper to other banks, get their capital back with a fee for acting as the originator of the loan, and start all over again.

These mortgages have to fit a profile when being offered on the secondary market. They must be no less than 80 percent of the value of the property. This insures the ultimate holder of the mortgage that if they foreclose, there is equity in the property they may ultimately own.

These agencies have demanded that mortgage lenders scrutinize down payments far more closely than they have in the past. Here, too, the reason is protection against default.

Situations That May Demand Higher Down Payments

Putting down as little as you can is usually the best way to go. Still, if you are self-employed, if you have a poor credit record, or if you are very young—with no credit history and just starting your first real job—you may want to, or have to, come up with more than the minimum a lender is requiring. You may also have to come up with more if you want to buy a more expensive house than you can comfortably carry. A higher down payment can make lenders look more favorably on applicants who may have a poor credit history or other financial black marks against them. Consider the options listed in the following pages very carefully—and push hard to make one of them work for you.

Where Will the Money Come From?

Does this sound familiar: You build up $5,000 in savings, and then $800 goes for a car repair. How can you put together a down payment? Sometimes it seems that a down payment on a house is a hurdle too large to overcome. Is it hopeless? Of course not.

As the price of homes climbs each year, even by a little bit, you are likely to find your goal more and more elusive. By the time you have $6,000 saved up, you learn that you now need $9,000.

Alternative Sources

Saving, while certainly a commendable practice, may not be the answer in this instance. You cannot save for the next ten years while home prices and down payment requirements keep rising; you’ll never catch up.

If you can afford the mortgage payments on a house once you own one, and you do have enough money for the 4–6 percent of the mortgage you will need for closing expenses, it makes sense to tap every source you can for a down payment and buy now.

The down payment is the one area of homebuying likely to prove particularly challenging. Still, you may well be able to buy a home even when you do not have enough up-front money.

Down payments often come from savings, proceeds from the sale of a home, or from gifts. Your lender will want to verify where your initial down payment has come from. If the money was a gift, they will want to see check stubs or a letter from your parents (or whoever has given the money to you) indicating this money was, in fact, a gift.

Look over your own resources. Maybe you are sitting on cash you had not considered. Do you have stocks you can sell? Do you have valuable silver or jewelry that you’re willing to part with? Can you sell a car? What about tapping into retirement savings? Be careful here, though, of penalties and income taxes due on this money—and the fact you will one day need your retirement money.
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