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THE EVERYTHING® Guide to Mortgages


Dear Reader,


As this book was being written, times were troubled in the mortgage lending industry, which means things were tough for borrowers as well. There’s a positive side to hard times. Often, that’s when people learn their most important lessons. That’s one reason why this book is so important. It wa s written with an eye toward making smart borrowing decisions but avoiding mistakes that have gotten so many people into high payments, and worse, foreclosure.


You will learn about all the major mortgage types, how to keep your costs low, and, most important, how to keep yourself away from predatory lending practices that have endangered the future of so many. That’s why we’ve taken a broader view than bor rowing itself; we think that smart mortgage selection and management is just one part of smart decisionmaking you need to do with your entire life. So we’re focusing on financial planning and tax issues where they’re relevant.


Preparation is a critical part of making smart decisions with your money. Let this book be the first step in your preparation to be a successful homeowner and real estate investor!


[image: ]




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, 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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The Top Ten Things You’ll Need to Borrow Successfully


1. Start with a cold look at your finances and fill out a net-worth worksheet.


2. Eliminate as much of your high-interest debt as possible before you talk to any lender.


3. Set up a schedule to check your three credit reports every year for accuracy.


4. Learn your credit score and how to improve it.


5. Study your local real estate market and get a sense of pricing and overall living and maintenance costs because a mortgage is only part of a home’s expenses.


6. Get friendly with your computer—go online to learn about mortgages, government programs, real estate agents, and properties. Be informed before you start talking to people.


7. If you’ve filed for bankruptcy, be circumspect about your credit going forward and start identifying lenders that can give you the fairest deal when you’re ready to buy.


8. If you’re a first-time homebuyer, make sure you know loan programs and other advantages for people in your situation.


9. Know that buying investment property can mean significantly different financing conditions than those that exist for buying your own home.


10. Make sure you have a quality team of experts in place to advise you on your personal finances and real estate laws before you’re ready to borrow.




Introduction


[image: ]AS THIS BOOK was being written, newspaper and television stories were rife about mortgage defaults and the problems in the subprime lending business, where loans are awarded—at higher-than-average interest rates—to less-than-creditworthy borrowers.


Why, at this particular point in time, were credit-challenged borrowers golden one day and personas non grata the next? Blame an overheated real estate market, a lukewarm economy, and rising interest rates.


Oh, and one more thing—borrower ignorance.


As the poet Robert Frost once said, “A bank is a place where they lend you an umbrella in fair weather and ask for it back again when it begins to rain.” It’s natural to criticize lenders when borrowing conditions turn unfriendly. But in fact, banks and mortgage lenders of all stripes play an essential role in society: They make it possible for people from all walks of life to own their own homes and make investments in other property to help secure their future. The same goes for investors who buy securities based on the mortgages held by a significant number of Americans; such investors keep money flowing into the market that lenders use to make the actual loans.


But these players respond to market forces on a dime. And when the real estate market slows down, they can roll up the welcome mat very quickly.


While some unscrupulous lenders have made it very easy in recent years for certain borrowers to get in over their heads with debt, the biggest culprit may be a general lack of consumer information about how mortgage lending works.


The Everything® Guide to Mortgages is intended to help change that. All potential borrowers—even individuals who don’t have the best credit—need to learn how to best position themselves to do business with a lender and get the best deal for their situation. Qualifying and obtaining the best loan requires careful thought and planning, no matter what your financial circumstances. For people with bad credit or bankruptcies, sometimes getting the best deal means waiting until your credit improves.


This book is focused mainly on residential financing because that’s where most people take their first steps in real estate ownership. But it does touch on critical issues involving real estate investing—that is, the buying and selling of property for nonresidential use. It’s a natural next step for many people looking for vacation or rental property that brings in an income. In the first few years of the twenty-first century, financing for real estate investment was almost as plentiful as money for residential loans in the hot market at that time. But it’s important for individuals to know that borrowing for residential or commercial real estate investment has its own standards and risks. A borrower needs to prepare differently for both scenarios.


Many people today think they’ll never actually be able to own their own home. But that can change with the right education and planning. To start, read on.




CHAPTER 1


The Mortgage Business (Mortgages 101)


The first mortgages were created in the Middle Ages. For those who think these loans can be medieval instruments today, it’s important to realize that today’s conventional mortgages have not only evolved over time, they’ve transformed society in the process. Home and property loans allow Americans from all income groups—not just the rich—to eventually own a piece of land, a dwelling, or some other form of land-based property. Today’s mortgage business has enabled great wealth and, in certain cases, great failures. Here’s a look at the mortgage business and how it works.


What Is a Mortgage?


A mortgage is a loan that uses a piece of property as security for the lender. The earliest mortgages are believed to have originated in England. They granted lenders considerably more power than they have today—even though it might seem that they have plenty!


While today’s lenders have the ability to claim mortgaged property in case of default, back then, borrowers were not considered owners of the property until they had paid off their debt in full. Down payments were huge—50 percent or more. The rights of borrowers did not really begin to change until the seventeenth century. At that point, the full rights of ownership began to transition to borrowers in good standing, which is the model that exists today.




[image: ]


As this book was being written, a crisis in the U.S. mortgage lending market was limiting opportunities for no- and low-down payment loans, making the once-typical 20-percent-down mortgage popular again.





The mortgage interest deduction, one of the most attractive reasons for anyone to make the decision to become a homeowner, was enacted in 1913 with the creation of the federal income tax. (With the good comes the bad.) What’s interesting is that the creation of the interest deduction that year didn’t do much to actually spur home buying; it was actually intended more toward business mortgages, such as loans for storefronts and office buildings. At that point, consumers tended to save up their money and pay cash for their residences anyway—it was part of the culture.


What really put the mortgage interest deduction into wider use was the creation of the U.S. Federal Housing Administration (FHA) and the Federal National Mortgage Association (Fannie Mae), which formally began the secondary market for mortgage loan financing. When lenders had more money to lend, consumers found better reasons to borrow, and then the interest deduction started getting a workout.


Where Does Mortgage Money Come From?


If you believe what George Bailey said in It’s A Wonderful Life, lenders make mortgage loans by scraping up all the deposits they have and lending those dollars back to customers with interest. At one point in history, that was the model. However, as mortgage lending reformed after the banking collapse during the Great Depression, the government created quasi-governmental institutions to actually make a continuous, circulating market for the billions of dollars that become mortgage loans for average Americans.


Today, three primary agencies fill that role:




	Federal National Mortgage Association, known as Fannie Mae



	Federal Home Loan Mortgage Corporation, known as Freddie Mac



	Government National Mortgage Association, known as Ginnie Mae






So what do these agencies with the funny nicknames do? Essentially, they provide a major support for the nation’s home lending system. Each serves a slightly different support function in the mortgage business. In combination, they act a bit like the stock market in that they provide a structure to keep available funds circulating throughout the mortgage system.


Fannie Mae creates financial products and services that make it possible for low-, moderate-, and middle-income families to buy homes of their own. Ginnie Mae is actually the part of the U.S. Department of Housing and Urban Development (HUD) that creates securities products made up of mortgage loans in the marketplace. Ginnie Mae then guarantees investors who buy those securities that they’ll still make their money even if the borrowers are delinquent with their mortgage payments. That keeps money flowing into the system so people can borrow to buy homes. Freddie Mac does something similar in that it buys mortgages, packages and guarantees them as securities, and then sells them to investors so money is continually pumped back into the lending system. Freddie Mac and Fannie Mae are public companies, while Ginnie Mae is part of a government agency, but all three agencies essentially compete. In doing so, they keep lending costs in check.


That’s why neighborhood lenders so rarely lend the actual money for a loan. They are the first and only truly visible step in a huge circular process that flows through individual and institutional investors and, in most cases, the three above-named entities in what will hopefully be a never-ending circle.


How Do Freddie Mac and Fannie Mae Make Money?


Freddie Mac and Fannie Mae borrow money from various lenders and then use it to buy and create portfolios of mortgage loans that they sell in the investment marketplace. Every time they create these portfolios, they mark them up to cover their business costs—and a little more for a profit, if they can get it. That’s called a spread.


When you think about it, everyone in the mortgage business has an eye on the potential for a spread, right down to the lender or mortgage broker who gets you to borrow. Fannie and Freddie look to Wall Street for their profits. Mortgage investors look to you—the homeowner—for a profit as well.


What do homeowners have their eyes on? Most watch for interest rates to fall and property values to rise so they can make a profit when they sell. Everyone (including you) is in housing to make a nickel at some point.


What Role Do Banks Play?


You may call your banker your lender, but most often, your bank is merely servicing your loan, which is to say that it handles your application and the approval process for a nice fee and then collects your money each month. The real lenders in most cases are the investors who buy securities based on your mortgage and push cash into the system for you and millions of other people to borrow. Keep in mind that anyone who originates a mortgage loan—a bank, an investment company, a mortgage broker, or banker—is in the business because it’s lucrative. So always make sure you understand what you’re paying in interest and fees. These items will be discussed later in the book.


A Closer Look at the Circle of Lending


The lender you’re applying to likely resells packages of loans—depending on the type of lender it is—either to big investors who want a piece of the action as it makes its way to Freddie, Fannie, or Ginnie, or from the agencies themselves. Financial institutions of all kinds invest in the mortgage business because historically, it’s been a fairly stable way to make money. Insurance companies, for instance, are big investors in portfolios of all kinds of loans, including mortgages.
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For a good overview of the overall process of what it takes to buy a home, go online to the U.S. Department of Housing and Urban Development’s Web site. There, you will find an article entitled “Buying a Home” (at www.hud.gov/buying).





Why Do Investors Buy Mortgages?


In good economic times or bad, even when a borrower finds out he can’t pay his mortgage, there’s a pile of brick and mortar sitting on a piece of land. Property is always worth something—they’re not making any more land, as the saying goes—and consequently, buildings and property have gained value over time. Markets may slow, but a property has to be in pretty bad shape not to find a buyer at all.


Once the loans eventually make it into the big pool at Freddie, Fannie, or Ginnie, those agencies flow new funds back to your lender so they can make more loans to your friends. And so it goes.


Where to Get a Mortgage


Before 1980, there were three primary resources of home loans: commercial banks, thrifts (also known as savings and loans), and certain major credit unions. Today, there are other choices, including mortgage bankers and mortgage brokers.


Mortgage bankers are financial institutions that are chartered as banks. They can be big enough to originate and fund loans for individual customers and go directly to Freddie, Fannie, and Ginnie, who resell them and funnel money back to servicers, who start the process all over again. They may also package up loans for direct sale to other financial companies with big dollars to invest. There are certainly smaller mortgage bankers as well, but due to their size, they play mainly as intermediaries in the process.
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Brokers are not lenders. They are middlemen, and they charge a fee for their services in addition to what you’ll be paying in fees to the actual lender. Make sure the cheaper solution in terms of interest rate isn’t going to cost you more.





Mortgage brokers have a job that’s similar to that of any other broker. Real estate brokers help you buy or sell a house. A stockbroker helps you buy or sell investments for your retirement plan. A mortgage broker has access to a particular universe of wholesale lenders (including mortgage bankers, insurance and finance companies, and others). Based on what those lenders are offering on a particular day, a mortgage broker’s job is to get you the best deal based on your credit history and borrowing needs. Mortgage brokers are matchmakers, and in many cases they can get you a better deal than if you went down to the local mega-bank.


How Mortgage Demographics Are Changing


Do you know what the fastest-growing group of homebuyers in the country is? It’s single women. In fact, the National Association of Realtors (NAR) reported in 2006 that one in five homebuyers was a single woman. They are buying homes in greater numbers than single men: 21 percent female versus 9 percent male.


Researchers report that women want to nest earlier than men and are increasingly getting the financial power to do it. Women are narrowing the wage gap and today are much more likely to have a college degree than men. In 2005, government data shows women who were full-time wage and salary workers had median weekly earnings of $585, or 81 percent of the $722 median for their male counterparts, up from about 63 percent in 1979.


So what about married couples? They make up 60 percent of homebuyers, according to the NAR, but that figure is sliding. Current figures are down from 70 percent only twelve years ago. Those who are getting married are doing so later. The average age of marriage in 1960 was twenty-three for American men and twenty for American women. In 2005, it was twenty-seven for men, twenty-six for women.


According to a 2002 Rutgers University study, divorced women are less likely to remarry than divorced men, and if they do remarry, they tend to wait a lot longer. That gives them more time to become homeowners. And a 2003 Sears, Roebuck and Company survey showed that 92 percent of the women surveyed viewed their homes as an investment rather than a drain on their financial resources. The survey also said that 13 percent of women are buying second and vacation homes. Also rising is the number of single women buying older homes, renovating them, and selling for a profit.
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Anyone preparing to borrow for her first mortgage should make sure her credit reports don’t reflect incorrect data or have consistent occurrences of late or missed payments. Lenders look down on slow payers, and incorrect data could mean possible identity theft.





The news is not good for all demographic groups. A December 2006 study by the Center for American Progress said homeownership growth slowed markedly for newer, younger homebuyers. Compared to the late 1990s, increases in homeownership rates after 2000 dropped by about three quarters for African Americans, by about half for whites, and by about one quarter for Hispanics. Since the end of 2004, U.S. Census Bureau data shows that homeownership rates, particularly for African Americans, actually declined. The main reason was sky-high home values, which haven’t really fallen all that much—despite general slowdowns in regional housing markets.
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What’s a subprime mortgage loan?


It’s a mortgage that may be offered to you if you have less-than-perfect credit. You might be classified as a subprime borrower if you missed payments on bills or have been late on credit cards, auto loans, and previous mortgage debt. Lenders charge above-market rates on these loans to cover themselves if the customer ends up being late with payments or in default.





Women are still outliving men, surviving their spouses and continuing to make their own real estate decisions into their seventies, eighties, and nineties. As more single women at all stages of their lives move into real estate, they’re expected to drive change in late-life housing patterns as well.


So, what does that mean for their luck in getting a mortgage? Unfortunately, the news there has been not as good, and that’s why it’s particularly important to shop around. According to the Consumer Federation of America and Consumers Union, women are prime targets for unscrupulous real estate lending and sales tactics.


In a December 2006 survey, the Consumer Federation of America reported that women are significantly overrepresented in the pool of subprime mortgages. Although women make up 30 percent of borrowers for mortgages of all types, they make up 38.8 percent of subprime borrowers—a 29.1 percent over-representation. Further, it found that women are more likely to receive subprime mortgages of all types regardless of income, and the disparity between men and women is highest at the highest levels of income. These findings come despite the fact that women tend to have slightly higher overall credit scores than men.


Popular Mortgages


The sheer number of loan products in the marketplace is staggering. The rush to own property over the past two decades has spurred the creation of many flavors of mortgage loans to match the various demographic groups seeking them. The following sections describe the major types of loans and who generally qualifies for them.


Standard Fifteen-, Twenty-, or Thirty-Year Mortgages


Called conventional loans, these are still the leading mortgage products in the marketplace. But they’re generally awarded to buyers with the best credit. With fixed-rate mortgages, the principal and interest payments don’t change through the life of the loan.


Adjustable-Rate Mortgages


These products, aimed at buyers trying for a lower monthly payment, became popular twenty years ago. They provide a fixed payment for anywhere from one to ten years, after which time the rate readjusts. Customers with the best credit get the best rates, but first-time homebuyers might go for these products because the payments can be considerably lower initially. The worry comes in when the rates adjust in a significantly higherrate environment, as has happened in recent years.


Interest-Only Loans


This loan option became increasingly popular as home values rose during the recent real estate boom, but it has also received partial blame for the rising rate of foreclosures during the bust. This type of loan option allows a borrower to pay only the interest on the mortgage in monthly payments for a fixed number of years, usually five to seven. After that point, the buyer has the option to refinance, pay off the higher balance, or face what could be a significantly higher monthly payment. Interest-only loans are a good idea for people who want to use such loans strategically, for example, people expecting a windfall that would wipe out their debt at the end of the term or who will be earning enough to make the new payments painless. Increasingly, these interest-only loans have been marketed to subprime borrowers, who face the greatest risk when the payments readjust.


Zero -Down Mortgages


Just as it sounds, this form of mortgage allows a borrower to buy a home with no down payment. This strategy can work out well if home prices are increasing reliably (and hopefully aggressively). But experts advise that lenders who can’t afford a down payment and who qualify should consider a low down-payment alternative, such as FHA-backed loans that allows them to build at least a little equity at the start.
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For most Americans, it makes sense to own a home, particularly for the tax benefits and the comfort of not being someone’s tenant. But you need to buy within debt levels you can handle and be in a position to build equity in your property.





Forty -Year Loans


Yes, there are such things as forty-year fixed-rate loans. The advantage is that their monthly payments are significantly lower than shorter-term loans, and borrowers don’t have to take the risk of an adjustable-rate mortgage. On the other hand, think about this term: forty years to pay off a loan? It’s definitely a problem-solver for some people confident they’ll make more money and be able to refinance their loan into a shorter-term mortgage. But you absolutely do not want to stick with a single mortgage for forty or possibly fifty years. You will accrue equity at a snail’s pace, and over the long haul, it makes no sense.


Loan-to-Value Mortgages


Also known as 100-plus loans or LTV loans, this is another potentially risky option that draws in customers who can’t make a down payment. These loans are made on 100 percent or more of a home’s appraised value. If market values start to fall, as was the case in mid-2007, that’s trouble for the borrower.
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It’s not uncommon for a lender to sell a loan to another lender for any number of solid business reasons. The important thing for borrowers to know is that the rate and terms of the payment won’t change as a result. You should, however, see if you might risk losing favorable deals on your checking, savings, or business accounts tied to your original mortgage.





Piggyback Loans


It’s obviously gotten tougher to put a conventional 20 percent down payment on a home to avoid private mortgage insurance (PMI), which lenders typically demand to safeguard their investment. The reason? Home values have skyrocketed over the last twenty years.


Some borrowers have done an end run around PMI by taking out a concurrent first and second mortgage, also known as a piggyback loan. The most common is known as a 80/10/10, in which a first mortgage is taken out for 80 percent of the home’s value, a down payment of 10 percent is made, and another 10 percent of the home’s purchase price is financed in a second mortgage at a higher rate. Some lenders may allow a piggyback loan for less than a 10 percent down payment. But tax laws enacted in 2007 may make paying PMI a better deal. Check with your tax professional.


Negative Amortization Loans


Negative amortization means you’re not paying off the loan at all—your balance actually increases instead of decreases. People who want a small initial monthly payment use negative amortization loans in the hope they’ll be able to refinance into a new loan that will build equity later. Yet many people who made this choice got into the market by the skin of their teeth, and the ugly combination of rising rates and slowing market values have forced them into foreclosure. (For more detail on this loan structure—and how to avoid it—see Chapter 15.)


Seller Financing


When a borrower cannot qualify for any mortgage option, a seller with means may elect to extend credit to the buyer, who pays in regular monthly installments. This is not a typical arrangement. Often, it is established between parents selling their home to their kids or between individuals who trust each other. Both sides should definitely check each other’s creditworthiness and consult an experienced real estate attorney and tax professional before they enter into such an arrangement.


The Subprime Mortgage Scare


Subprime mortgages were a timely topic at the time this book was being written. As mentioned, subprime mortgages and refinancings are loans that are offered to borrowers with credit blemishes—bankruptcies, low credit scores, or a record of poor use of credit.


These kinds of loans carry higher rates and fees than borrowers with good credit pay. As home values rose over the last two decades of the twentieth century, it was difficult for these particular customers to get into what is known as the prime mortgage market. But lenders didn’t want to lose the opportunity at the extra dollars. So, anticipating the real estate market’s continued rise, they began extending these higher-rate mortgages to more and more customers. According to Inside Mortgage Finance, subprime loan originations grew from $160 billion in 2001 to $600 billion in 2006.
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So-called Alt-A mortgages represent a category of loans that fills the gap between prime and subprime credit categories. These low-documentation or no-documentation loans are popular with the self-employed. According to Inside Mortgage Finance, Alt-A mortgages accounted for $400 billion (13.4 percent) of all mortgages applied for in 2006.





If you’ve had credit trouble in the past, don’t simply assume you’ll be stuck with a subprime. You above all mortgage shoppers need to be particularly astute. Take the time to query local lenders on their requirements in terms of credit report and credit score improvement before they do business with you, and use their answers to press other lenders for similar information. Be straight with them about your desire to clean up your credit, and see if you can build a relationship with them even if they say they can’t lend money to you right now.


About 75 percent of the subprime adjustable-rate mortgages offered in 2006 were loans with a flat introductory rate for the first two or three years and then a higher floating rate for the life of the thirty-year mortgage. The “floating” part of the rate agreement is what’s gotten so many borrowers in serious trouble.


Why is this information useful over the long term? In any area of finance, history repeats itself. When markets are good, lenders get as sloppy as the borrowers. Learn the lesson: Never get talked into a loan that will cause you problems down the road.


How Lenders Make Their Money


As indicated above, lenders frequently don’t make the bulk of their money on holding a loan for the full borrowing term. They make it in volume—bringing in loan applications, charging fees to the borrower to complete the loan, and very likely remarketing that loan at a later time, earning more income in the process. Why is that? So many borrowers refinance today and go from lender to lender that lenders like to make their money up front.


You’ll need to ask lenders some critical questions. Start by looking in your local newspaper or checking online for local mortgage rates and points, then check the following:




	Ask whether your rate is fixed or adjustable. If you pick an adjustable rate, your payments will go up if interest rates do. (Chapter 14 provides more detail on adjustable-rate loans.) When calling around, ask your lenders and brokers for their current rates, and ask if they’re quoting for the day or the week.



	Ask about the loan’s APR, which in addition to the interest rate includes points, broker’s fees (if you use a broker), and certain other charges. Ask them to break it down. (See Chapter 8 for more background on fees and charges to investigate before applying for a loan.)



	If you go with a broker, you will be asked to pay points. Ask for a quote of the total value of points as a dollar figure, then compare. (For more information about mortgage brokers, see Chapter 10.)



	Be specific about individual fees and what the lender does to earn them.



	If your lender requires you to pay private mortgage insurance (PMI), make sure you know how much the monthly premium will be and how long you’ll be required to carry the insurance.






Federal Loan Programs and How They Work


You can’t get your next mortgage from the federal government because the government is not a lender. But it does something just as important: It insures and guarantees loans to borrowers who may not qualify for conventional loans due to their military status, income level, or credit history. That doesn’t mean the government makes banks give away free money. But it does enable many Americans to own a home.


The History of the Federal Loan Guarantee Programs


The U.S. Federal Housing Administration (FHA) was created in 1934 to provide mortgage insurance on loans made by FHA-approved lenders throughout the United States and its territories. It insures mortgages on single family and multifamily homes including manufactured homes and hospitals. It is the largest insurer of mortgages in the world. The nation’s trend toward housing assistance continued with the creation of the Veterans Administration (VA) home loan program in 1944 and Rural Housing Service (RHS) loans in 1994.


As described in preceding sections, Fannie Mae, Freddie Mac, and Ginnie Mae are government-chartered organizations that serve as market-makers for the nation’s mortgage industry. What the FHA, VA, and RHS do is sponsor actual government loan guarantee and insurance programs that ensure fairness in lending to underserved individuals and communities.


When Congress changed Fannie and Freddie’s charters in 1968 to establish them as shareholder-owned companies, it also created Ginnie Mae, which it kept as a government agency under the umbrella of HUD. Since Ginnie Mae is the only one of the three agencies that is part of the government, it focuses solely on FHA, VA, and RHS loans—no commercial stuff.
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What’s a loan guarantee versus a loan?


A loan guarantee from a government is a statutory promise by the government to pay part or all of a loan’s principal and interest to a lender or the holder of a security in case of default.





FHA Loans


Out of the depths of the Great Depression, the FHA was created for the purpose of providing a national insurance program against home default. The insurance was funded from the proceeds of a fixed premium charged on unpaid loan balances, and those revenues were used to buy Treasury securities as a way to cover future mortgage defaults. This insurance cuts the default risk lenders face when the only down payment buyers can afford to make is well under 20 percent.


The FHA doesn’t turn away borrowers who have gone through bankruptcy or faced foreclosure, but borrowers must prove that they’ve improved their credit history since then.


FHA loans do not cover multimillion-dollar homes. As of July 2006, FHA mortgage limits for single-family units ranged as follows:




	$362,790 in high-cost areas



	$200,160 in low-cost areas



	$544,185 in Alaska, Guam, Hawaii, and the U.S. Virgin Islands, where housing prices are very high






The most popular FHA loan has a minimum cash investment requirement of 3 percent but permits 100 percent of that down payment to be a gift from a relative, nonprofit organization, or government agency. Sellers must pay part of the closing costs, while some of the borrower’s closing costs can be included in the loan amount.
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At this writing, the subprime loan controversy has forced Congressional debate over whether to increase FHA loan limits to match those on VA loans (up to $417,000) or to take limits on both programs even higher.





The main cost issue for an FHA borrower is the insurance premium, which is 1.5 percent of the loan amount at closing, with a 0.5 percent annual renewal premium paid annually over the life of the loan.


You can apply for FHA loans at conventional lenders, in person and online. Make sure you are dealing with a loan officer with specific experience in these loans. They are attractive to homebuyers who have had credit trouble in the past. The FHA demands that borrowers show two years of clean credit after declaring bankruptcy, possibly longer after foreclosure.


VA Loans


VA loans have been around since World War II days, when the GI Bill came into being. These loans have big advantages. Qualified veterans can buy single-family or two- to four-unit properties for no money down, as long as they live in the properties they buy.


Private lenders and mortgage companies make VA-guaranteed loans to veterans. The guarantee protects the lender if the borrower fails to repay. As of 2006, qualified veterans could get a no-down payment purchase loan of up to $417,000.


Veterans may be required to get a certificate of eligibility before they can get such a loan, so it’s a good idea to discuss this possible requirement with lenders before you pick out a home.


As for the FHA, a bankruptcy discharged two years ago or more is not a restriction on getting a VA loan. Also as with an FHA loan, private mortgage insurance is required for VA loans. For more information, go to www.homeloans.va.gov/veteran.htm.


RHS Loans


In 1994, the Department of Agriculture Reorganization Act created the Rural Housing Service to boost home ownership in dying rural communities around the country. Also known as Section 502 Guaranteed Rural Housing loans, the RHS program requires no down payment. Loans are typically amortized over thirty years.


Section 502 loans are for low-income borrowers who want to purchase homes in rural areas. Funds can be used to build, repair, renovate, or relocate a home. They can also be used to purchase and prepare sites, including providing water and sewage facilities.


The payments are subsidized based on a 1 percent interest rate for the lowest-income borrowers. A portion of the subsidy must be repaid if the house is sold, based on the length of time the borrower lives in the property. If the borrower’s income goes up, so does the interest rate. Loan limits vary depending on where the borrower lives. The USDA provides more information online, at www.rurdev.usda.gov/rhs/sfh/brief_rhguar.htm.


Questions to Ask Before Participating in a Federal Loan Program


A break on a mortgage loan sounds great at first, but it’s critical to know if you’re ready to apply. Ask yourself the following questions:




	Does my income and buying power qualify me for participation in this program?



	Have I cleaned up any credit problems?



	Have two years passed since any bankruptcy was discharged?



	Am I prepared to be a responsible homeowner?



	Am I prepared to take on maintenance and renovation responsibilities to maximize the value of my property?






No matter whether you’re a first-time homebuyer or a borrower coming back into the market after a bout of bad credit, it is necessary to know how the mortgage marketplace works. Never be afraid to ask about things you don’t understand. It’s important for all potential borrowers to know the mortgage industry’s strengths and weaknesses before wading in.




CHAPTER 2


Preparing to Borrow


Many people dream of homeownership. But unless you have considerable resources, it’s tough to buy a home without a great deal of planning. Preparing to take on a major debt involves readying your finances as well as examining your expectations for what home ownership or real estate investment might mean.


Why Owning Is (Generally) Better Than Renting


There really is no one-size-fits-all answer to the question of whether renting is better than buying or vice versa. If you like a no-strings-attached lifestyle and prefer to put your money in other long-term investments, renting might be the better option. Most financial experts, however, say that people should strive to own for the following reasons:




	Home ownership is a great way to cut tax liability. With a mortgage, you may be able to deduct loan interest and property taxes from your taxable income. This cuts your income tax payment and may make home ownership cheaper then renting.



	It’s one of many ways to build personal wealth or pay off debt. As a mortgage loan is paid down and housing prices rise, homeowners build equity in what they have bought. This provides an ownership stake that can be used sparingly for a home-equity loan or line of credit. (However, home equity shouldn’t be used like a bank account, an issue that is discussed throughout this book.) When the home is sold, the equity is translated into profit, which can be used to fund investment in a new home.



	Ownership gives you more control over where you live. A landlord might sell a beloved apartment or rental home out from under you at any moment or raise the rent so high you can’t afford to pay.



	You put your money into improving something that’s yours. Renters typically invest money in paint and other leave-behind decorating features—that’s money they’ll never get back. When you own, those improvements belong to you. Assuming they’re valuable in the marketplace, they help you build equity in a property.



	Real estate provides a worthwhile dimension to any diversified investment plan. A well-diversified portfolio always benefits from a slice of good real estate. Finding mortgages for rental or vacation properties can be a bit more complex, but investors who plan to live in the property while they fix it up can usually avoid those problems and make attractive money, no matter what the market.






While owning real estate is generally a solid move as part of a financial plan, renting may be best for an individual or family in certain circumstances. The following table illustrates some important issues you should consider when you’re deciding whether to rent or buy.






	Rent If …

	Buy If …






	You plan to live in this location for less than two years.

	You’re planning to stay longer and you want to build equity and tax savings.






	You don’t want to buy until you have at least some money for a down payment.

	You’re willing to take on a loan with a low or no down payment, which could turn risky if the housing market declines.






	You have a better way to invest your money.

	You want to build equity in property as a way to build your overall assets.






	You don’t want to put substantial money and effort into maintaining your own property.

	You enjoy the idea of properly maintaining and improving the value of a home.






	Your cash flow is too inconsistent to afford the regular monthly costs of home ownership.

	Your income can support a home without exceeding a limit of 40 percent of your gross income to do it.







Some people who are perfectly comfortable renting their primary residence may become owners of vacation or investment property for the particular benefits those types of property provide. The bottom line is that ownership can be financially beneficial, but the responsibilities that come with it have to fit your lifestyle and budgetary needs as well.


Before You Borrow


There are two good rules to follow before you make any major purchase that will require a loan. First, it is tougher to qualify for the best rates if you’re carrying a lot of revolving debt, such as credit card balances. Pay those down as much as possible. Second, make sure your credit report is free of blemishes that can damage your chances of borrowing.


It’s wise to consider creating an emergency fund before you borrow. This might sound like a strange idea when you’re checking under the couch cushions for extra money for your down payment. But building a reserve fund—and keeping it funded—is a good lifetime strategy. Even as you’re paying off debt and making your credit report squeaky clean before you apply for a mortgage, try to find a few bucks a week to put into a separate emergency account you promise not to touch unless you lose your job or run into sudden, heavy expenses.


Financial planners recommend saving enough to cover two to six months of rent or mortgage, utilities, groceries, and other essential monthly bills. It’s easier than you think. (For a start, you could try giving up half your weekly designer coffee purchases.) Then find a bank with a high-interest checking or savings account that will allow you to automatically transfer that extra money into a chosen interest-bearing account so you won’t have to think about it. No, this advice doesn’t have much to do with getting a mortgage, but it will certainly help you pay that mortgage if you run into money or job trouble later.




[image: ]


Adjustable-rate loan products can be used to great success if you understand them. Always ask prospective lenders about the circumstances under which your rate can go up or down, and make sure you keep a steady eye on the Federal Reserve so you know when rates are moving.





How the Federal Reserve Affects Mortgage Rates


The Federal Reserve System, known colloquially as the Fed, actually doesn’t control mortgage rates as you might think, but it does influence them. The much-ballyhooed announcement you hear on the news each month concerns the federal funds rate, which is a short-term interest rate that affects how banks loan money to each other. The prime rate, which is of much more relevance to ordinary consumers, is generally 2 to 3 points higher.
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