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MODULE 1

TITLE
Planning for Home Ownership

LESSON PURPOSE
To introduce the fundamentals of the home buying process and the structure of home mortgages.

LEARNING OBJECTIVES

After completing Module 1, you will be able to:
» Assess your housing needs and discuss the advantages and disadvantages of home ownership.
» Discuss the factors to consider in deciding when to buy.
* Identify the most common types of mortgages and how they work.

» Identify the costs associated with buying a home and the components of the monthly mortgage
payment.

» Estimate how much you can afford to pay.

SUMMARY

Module 1 begins with a discussion of the advantages and disadvantages of home ownership, stressing
the importance of thinking about why you want to become a home owner. We then describe the basic
structure and types of mortgages and how they work. The various costs associated with home ownership
are also reviewed so you can begin the process of determining how much you can afford.



PLANNING FOR HOME OWNERSHIP

A home provides us with one of the basic necessities of life — shelter. The type of shelter we have affects
the quality of our daily lives. It is the base from which we carry out our daily activities, where we spend
time with friends and family, and relax at the end of the day. For many people, renting a home or apart-
ment is the most satisfactory living arrangement. For others, owning a home is a great source of satisfac-

tion and pride.

THE HOME BUYING DECISION
If you are thinking of buying a home, take some time to seriously consider the pros and cons of home
ownership. You will need to be fully aware of the benefits, costs, and responsibilities of home ownership
before you invest in a home. In making the choice between owning and renting, there are two basic
questions you should ask:

* Do I really want to own a home?

+ Can | afford to buy and maintain a home?

First, ask yourself why you want to buy a house. What are your present and future housing needs? What
do you like or dislike about renting? Do you like the idea of putting down roots and gaining home owner

status in your community? Do you feel that owning a home would improve your quality of life?

Read this discussion about the advantages and disadvantages of home ownership, and then answer the

questions in Worksheet 1.1, Do | Really Want to Own a Home?

FINANCIAL BENEFITS OF HOME OWNERSHIP
1. The home is an investment which can, and usually does, increase in value over time. What’s more,
it's the only investment you can live in at the same time! As you make payments on the house over
the years, you are building equity. If you sell your home, this built-up equity is like a cash reserve
that can be used to buy another home. The equity can be borrowed against to help make home
improvements, help pay for your children’s college expenses, or to help finance the purchase of
cars or other large items. Therefore, owning a home is a major source of savings for the average

American household.

2. There are also substantial tax benefits to owning a home. Mortgage interest and real estate taxes
are deductible from your income tax liability. In many states, home owners will save between 20
cents and 40 cents in federal and state income taxes for every dollar spent on mortgage interest

and property taxes.



OTHER BENEFITS OF OWNING A HOME
1. A home generally provides more space; you can adjust the living space and decorate the house to
suit your needs and tastes. As a home owner, you have the ability to make structural and cosmetic

changes to the home whenever you wish.

2. Home owners generally have a greater feeling of involvement in the community as a property
owner. Home ownership fosters a feeling of permanence and helps you establish roots in the

community.

3. A home provides greater feelings of independence and privacy. You won’t have to deal with a
landlord or other tenants. You may also have more privacy, depending upon the type and location

of the house you choose.

DISADVANTAGES OF HOME OWNERSHIP
Although there are many advantages to home ownership, there are also certain disadvantages to owning

a home that you should consider.

1. The costs associated with owning a home are greater than paying monthly rent to a landlord. As a
prospective home buyer, you must be able to make a down payment and pay closing costs. As a
home owner, you must also pay property taxes, home owners insurance, and utility and mainte-
nance costs on a monthly basis. These items will be discussed more fully later, but for now, you
need to be aware of the additional costs of home ownership when making your decision about

purchasing a home.

2. Home ownership involves a long-term financial commitment to pay monthly mortgage payments,
typically over a 30-year period. Your money is invested for a long time in your home and cannot be
spent on other things. Also, you will find that equity builds slowly. During the first 10 to 15 years of
the 30-year mortgage, for example, most of your mortgage payment is applied toward paying off

the interest.

3. A major financial risk of home ownership is the possibility of foreclosure. If you fail to make your

mortgage payments, the lender has the right to repossess and sell your house.

4. A house can lose value if not properly maintained. Neighborhood quality can also decrease if you
or your neighbors are not maintaining your homes. Once you become a home owner, there is no

landlord to call to fix things; it becomes your responsibility. If you allow the house to fall into



disrepair, it will be hard to get your money back when you want to sell it. The on-going up-keep of
a house and yard takes time, energy, and money. For some people, puttering around the house

and yard are rewarding and enjoyable activities; for others, it is a hassle. What about you?

5. When you own a home, it is much more difficult to move — you can’t just pick up and go. It gener-
ally takes time (and some expense) to sell a home. If you anticipate frequent changes in employ-

ment or in family circumstances, owning a home may curtail your mobility.

BENEFITS AND COSTS OF RENTING

The advantages and disadvantages of renting are much simpler to determine than those for owning a
home. It generally costs less to rent than to own. There is no large initial investment required when
renting other than a security deposit. Renters are usually required to pay a security deposit on the unit

before they move in, but this money is returned if the house or apartment is left clean and in good repair.

The monthly cost of renting includes only the rent plus utility payments (if made separately). Renters may
take advantage of other types of investments, such as stocks, bonds, Certificates of Deposit (CDs) or
Money Market Accounts to build equity for large purchases, college tuition for children, or to build their

retirement nest egg.

On the other hand, there are currently no special financial benefits, like tax deductions, that a renter can
take. Likewise, the renter doesn’t share in any appreciation in value of the rental unit (the landlord gets all
of this). Many people feel that paying rent is like “pouring money down the drain — there’s nothing to show
for it except rent receipts.” The primary advantage to renting is mobility. You are free to move from place
to place (within the requirements of your lease). Another advantage is that your landlord is primarily

responsible for repairs and maintenance.

Once you’ve thought about the advantages and disadvantages of home ownership and asked yourself
why you want to become a home owner, the next step in the home buying decision process is to deter-
mine if you can afford to buy. First, we’'ll take a look at how mortgages work so you’ll have a better
understanding of what'’s involved in financing a home. Then, we’ll discuss the typical costs of home

ownership and how to determine if you are prepared to meet these costs.



HOW MORTGAGES WORK

THE STRUCTURE OF MORTGAGES

Most of us cannot afford to pay cash for a home, so we borrow the money from various types of lending
institutions that offer home loans. A mortgage is simply a big loan which a home buyer uses to purchase
a home. The lender gives the home buyer the money now, and the home buyer repays the loan over a

number of years.

Most of these loans are amortized, which means that borrowers repay the amount of the loan, called the
principal, over a specified period of time. This gradual reduction in the amount of the principal through
periodic payments, usually monthly, is called amortization. The length of time given to repay, or amor-

tize, the loan is called the loan term.

In addition to repaying the principal, you will also pay interest on the loan. Interest is simply the cost of
borrowing money. The interest on a home loan is similar to interest you’ve probably paid on car loans or

on the balances of your charge cards.

THE DOCUMENTS

One of two documents, the mortgage or the deed of trust, pledges the property you are buying as
security for the loan. These documents state all the conditions you have agreed to (interest rate, length of
term, etc.). The promissory note is another document that goes along with the deed of trust or the
mortgage. When you sign this note, you are promising to repay the loan. If you fail to meet these obliga-
tions, the lender has the right to sell your house to pay off the debts (foreclosure). This threat of foreclo-
sure is the major reason all potential home buyers should fully understand the costs of home ownership

and what they can afford, before they enter the housing market.

TYPES OF MORTGAGES

There are numerous kinds of mortgages available to the home buyer of today, and there are many
different sources of mortgage loans. Typically, loans are available at commercial banks, savings and
loans, savings banks, credit unions, and mortgage companies. These lending institutions offer a wide
variety of mortgage programs, but the most common type of loan is the fixed-rate mortgage. The main
feature of this type of mortgage is that the interest rate and the amount of the payment remain the same
over the term of the loan, usually 15 or 30 years. If you obtain a loan with 9 percent interest, the rate will
still be 9 percent when you make the last payment or sell the house, unless you arrange for some kind of

change yourself, such as refinancing.



We will discuss the different types of mortgages in greater detail in Module 5. Because of its greater
simplicity, the fixed-rate mortgage will be used in the discussion which follows regarding the costs of

home ownership.

THE COSTS OF HOME OWNERSHIP
There are basically two types of costs:
*  One-time, or up-front costs

* Periodic, or monthly costs

UP-FRONT COSTS - DOWN PAYMENT
1. DOWN PAYMENT
Mortgage lenders generally require borrowers to make an initial payment toward the price of the
home. The amount of the down payment required depends on the type of mortgage you get. Down
payment requirements vary among lenders, ranging from as little as 3 percent (or less) to 20
percent (or more). The size of the down payment you make affects the total amount you will need

to borrow.

To make a 3 percent down payment toward the purchase of a $100,000 house, you would need

$3,000 for the down payment, leaving $97,000 for you to borrow and pay off over time.

$100,000 x .03 = $3,000 down payment
$100,000 — $3,000 = $97,000 loan

To make a 5 percent down payment on a $100,000 house, you would need $5,000 for the down

payment and would be borrowing $95,000.

$100,000 x .05 = $5,000 down payment
$100,000 — $5,000 = $95,000 loan

2. CLOSING COSTS
Closing costs are fees that must be made to complete the transfer of the property from the seller to
the buyer. Closing costs include items such as the survey, attorney fees, title search, and advance
tax and insurance payments. All these payments must be made at the time the house is bought.
Closing costs may vary, but are usually 3 to 5 percent of the mortgage loan amount. If you needed

to borrow $100,000, your closing costs would be expected to fall between $3,000 and $5,000.

10



If we add the $3,000 for closing costs to the 3 percent down payment of $3,000, the up-front costs
of buying the home total $6,000.

$3,000 + $3,000 = $6,000

3. MOVING AND SETTLING-IN COSTS
There will be some costs associated with moving into your new home, even if you move yourself
rather than hiring a professional moving company. There are also likely to be costs for new pur-
chases such as appliances, and fix-ups such as painting, etc. The amount of these moving and
settling-in costs will vary according to how far you’re moving and how much repair work needs to

be done.

MONTHLY COSTS

MONTHLY MORTGAGE PAYMENT

The monthly payment made to the lender consists of four parts: the principal and interest, (called the
P & | payment), and the property taxes and insurance, (called the T & | payment). Together, these four

parts of the monthly mortgage payment are called the PITI payment.

P = Principal (amount you borrow)
I = Interest (the cost of borrowing money)
T = Taxes (taxes charged by local government)

Insurance (home owner’s hazard insurance and mortgage insurance)

THE P & I PAYMENT

The amount of the principal and interest that you pay each month depends upon:
* The amount you borrow
* The interest rate

« The length of time given to repay the loan

The following chart shows how differences in the interest rate and the loan term affect the monthly P&l

payment.

Loan Amount| Interest Rate Term P&l Payment
$100,000 8% 15-year $956
$100,000 8% 30-year $734
$100,000 10% 15-year $1,075
$100,000 10% 30-year $878

1"



As you can see, the monthly P&l is lower when the interest rates are lower. This is due to a lower amount
of interest being charged each month. The monthly P&l is also lower when the term is longer. This is

because a larger payment is required to pay off the loan in a shorter time period.

The following chart provides an additional illustration of how monthly payments for principal and interest
vary according to the interest rate and loan amount. This chart also shows how these payments are

calculated.

PRINCIPAL AND INTEREST (30-year)

Loan Interest Rate
Amount 6% 1 65%| 7% | 75% | 8% | 85% | 9% |9.5% | 10% [10.5%| 11% |11.5% | 12%
$20,000 120 126 133 140 147 154 161 168 175 183 190 198 206
$25,000 150 158 166 175 183 192 201 210 219 229 238 248 257
$30,000 180 190 200 210 220 231 241 252 263 274 286 297 309
$35,000 210 221 233 245 257 269 282 294 307 320 333 347 360
$40,000 240 253 266 280 293 308 322 336 351 366 381 396 411
$45,000 270 284 299 315 330 346 362 378 395 412 429 | 446 463
$50,000 300 316 333 350 367 384 402 420 439 457 476 495 514
$55,000 330 348 366 385 404 423 | 443 | 462 483 503 524 545 566
$60,000 360 380 399 420 440 461 483 505 527 549 571 594 617
$65,000 390 411 432 454 477 500 523 547 570 595 619 644 669
$70,000 420 442 466 489 514 538 563 589 614 640 667 693 720
$75,000 450 474 | 499 524 550 577 603 631 658 686 714 743 771
$80,000 480 506 532 559 587 615 644 673 702 732 762 792 823
$85,000 510 537 566 594 624 654 684 715 746 778 809 842 874
$90,000 540 569 599 629 660 692 724 757 790 823 857 891 926
$95,000 570 600 632 664 697 730 764 799 834 869 905 941 977
$100,000 600 632 665 699 734 769 805 841 878 915 952 990 | 1,029
$110,000 660 695 732 769 807 846 885 925 965 |1,006 | 1,048 | 1,089 | 1,132
$120,000 720 758 798 839 880 923 966 | 1,009 | 1,053 1,098 | 1,143 | 1,188 | 1,234
$130,000 780 822 865 909 954 | 1,000 | 1,046 | 1,093 | 1,141 | 1,189 | 1,238 | 1,287 | 1,337
$140,000 840 885 931 979 11,027 1,076 | 1,126 | 1,177 | 1,229 | 1,281 | 1,333 | 1,386 | 1,440
$150,000 900 948 998 | 1,049 11,101 | 1,153 (1,207 | 1,261 | 1,316 | 1,372 | 1,428 | 1,485 | 1,543
$160,000 960 1,011 1,064 1,119 | 1,174 | 1,230 | 1,287 | 1,345 | 1,404 | 1,464 | 1,524 | 1,584 | 1,646
$170,000 | 1,020 | 1,075 1,131 | 1,189 | 1,247 | 1,307 | 1,368 | 1,429 | 1,492 | 1,555 | 1,619 | 1,684 | 1,749
$180,000 | 1,080 | 1,138 1,198 | 1,259 | 1,321 | 1,384 | 1,448 | 1,514 | 1,580 | 1,647 | 1,714 | 1,783 | 1,852
$190,000 |1,140 | 1,201 | 1,264 | 1,328 | 1,394 | 1,461 | 1,529 | 1,598 | 1,667 | 1,738 | 1,809 | 1,882 | 1,954
$200,000 | 1,200 1,265 1,330 1,400 | 1,470 1,540 | 1,610 | 1,680 | 1,755 | 1,830 | 1,905 | 1,980 | 2,060
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To use the Principal and Interest chart, select the loan amount in the left column, then locate the interest
rate on the top row. Where the loan amount and interest rate intersect is the amount of principal and
interest you would pay. You can calculate the payment yourself by multiplying the factor, or multiplier,

listed below the interest rate times the loan amount.

Example 1: The monthly P&l on a $50,000 loan at 8% would be $367, calculated as follows:
.00734 x $50,000 = $367

Example 2: The monthly P&l on a $65,000 loan at 9% would be $523.25, calculated as follows:
.00805 x $65,000 = $523.25

THE T&I PAYMENT

The remaining portion of your mortgage payment is for taxes and insurance. Lenders generally place this
portion of your monthly mortgage payment into an escrow account, and then they pay them for you on
the due date. This saves you from having to make the payments directly, and it also means that the
lender won’t have to worry about them going unpaid. If you make a larger down payment, 20% for ex-

ample, you may not be required to escrow the payments for taxes and insurance.

In earlier days, the only type of insurance was hazard insurance on the house — protecting the lender
against the loss of their investment in case of damage such as fire. If the insurance is not part of your

monthly payment, you must prove to the lender that you have bought it separately.

Today, you may have two additional kinds of insurance. Some lenders ask you to purchase mortgage life
insurance — a decreasing term policy that would pay the lender the balance due on the mortgage loan if
you die before paying off the mortgage. If you already have sufficient life insurance to cover the mortgage
payoff, speak up and say so. This should not be mandatory and it is very expensive. Most first-time
home-buying programs require mortgage insurance, which protects the lender in case the buyer does not
meet his mortgage payments, and defaults on the loan. The premium(s) for mortgage insurance are paid
by the borrower — either up front or over time. Ask your lender for details about mortgage insurance

requirements and get estimates of insurance premiums.

OTHER
In addition to the T&l payment mentioned above, you may have other monthly fees. For example, if you

purchase a condominium, you may be required to pay a home owner association fee.

13



OPERATING AND MAINTENANCE COSTS
These are monthly costs for heating and cooling, electricity, repairs and maintenance on the home. Utility
costs are an obligation you must meet every month, and it is important that you also set aside funds for

unexpected upkeep and maintenance costs.

HOW MUCH CAN YOU AFFORD?
Now that you are familiar with the types of costs you will have as a home owner, you will want to begin the
process of figuring out how much you can afford. There’s a standard rule of thumb that says you can
afford a house that costs up to two and one-half times your annual gross income. Your annual gross
income includes the amount you make before taxes are deducted, and it also includes the annual gross
income of your spouse or other co-borrower. As an example, if you (and any co-borrower) have a joint
annual income of $25,000, you could afford to pay up to $62,500 for a home.

$25,000 x 2.5 = $62,500

Unfortunately, it'’s usually not that simple to determine how much you can afford. From a lender’s view-
point, the amount you can afford must be measured more precisely. A more precise measure of how
much you can afford is directly related to the funds you have available for a down payment and how

much lenders are willing to loan you, based on your income and your financial debts and obligations.

Lenders use underwriting guidelines to determine eligibility for a loan, and these underwriting guidelines
affect how much you can borrow. Although these underwriting guidelines vary among lenders, there are
certain aspects that are common to all. These common factors are:

« Funds available for the down payment

* Income available for housing costs

FUNDS AVAILABLE FOR THE DOWN PAYMENT
In our earlier discussion of the down payment as one of the major up-front costs you’ll have in purchasing
a home, we explained how the amount of this down payment makes a difference in the amount you

borrow. This is important because of the loan-to-value ratio guidelines that lenders use.

If the lender’s loan-to-value ratio is 95%, that means that they will loan you 95% of the sales price or
appraised value (whichever is less). You would then have to make a 5% down payment. For example, if
you wish to purchase a $100,000 home and the lender’s loan-to-value ratio is 95%, you will have to make
a down payment of $5,000.
$100,000 x .95 = $95,000
$100,000 — $95,000 = $5,000
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If the lender’s loan-to-value ratio is 97%, your down payment would only be $3,000.
$100,000 x .97 = $97,000
$100,000 — $97,000 = $3,000

The lender will want to verify that you have the approximate amount in savings or other assets for the up-
front expenditures for the down payment and closing costs. Sources of funds for these expenses may
include your checking and savings accounts, mutual funds, stocks and bonds, and — in some instances —

gift funds. We'll talk more about how to determine your total assets in Module 2.

INCOME AVAILABLE FOR HOUSING COSTS

In determining how much you can afford on a monthly basis for the PITI payment, lenders work with
standard ratios. These ratios set limits on how much of your monthly income can be applied to housing
costs. The purpose of these ratios is to make sure that borrowers don’t go too deeply into debt when
purchasing a house. It's important to have enough money each month for other expenses such as food,

clothing, and medical care, and still be able to make your mortgage payment.

Different types of loans have different qualifying ratios. For example, conventional mortgages have
traditionally used a 28/36 ratio. This 28/36 ratio means that your PITI payment may not exceed 28% of
your gross monthly income and that your PITI payment plus all other debts may not exceed 36% of your
gross monthly income. FHA loans are based on a 29/41 ratio. This means that your PITI payment may
not exceed 29% of your gross monthly income and that your PITI payment plus all your other debts may
not exceed 41% of your gross monthly income. Many of the new affordable housing programs offered by

lenders use a 33/38 ratio.

The Qualifying Ratios Chart on the following page shows the PITI payments for traditional, FHA, and
typical affordable housing program mortgages. The following examples using FHA ratios illustrate how

this works.

1. The first ratio (29%) uses your gross monthly income to determine how large a PITI payment you may
qualify for (using gross monthly income of $1,800 in this example). This ratio is often referred to as the
housing costs to income ratio.

$1,800 x .29 = $522 (maximum PITI payment)

2. The second ratio (41%) uses your gross monthly income to determine how much of your income can
be spent on the PITI payment plus your other existing debts. This ratio is often referred to as the total
debt to income ratio.

$1,800 x .41 = $738 (maximum PITI payment)

15



QUALIFYING RATIOS

This chart provides examples of three types of lending programs and the different qualifying ratios that
are used. The amount in the PITI column represents the maximum payment for principal, interest, taxes,
and insurance. The amount in the Total Debt column represents the maximum for the PITI payment plus
all other monthly debts. Note that programs with higher ratios permit a higher proportion of your income

to go toward housing and other debts.

Conventional FHA Afforfjnaittzlaixg:sing
M‘i":tshsly fn"r?j; PITI |TotalDebt| PITI |TotalDebt| PITI |Total Debt
Income | Income 28% 36% 29% 41% 33% 38%
1,200 14,400 336 432 348 492 396 456
1,300 15,600 364 468 377 533 429 494
1,400 16,888 392 504 406 574 462 532
1,500 18,000 420 540 435 615 495 570
1,600 19,200 448 576 464 656 528 608
1,700 | 20,400 476 612 493 697 561 646
1,800 | 21,600 504 648 522 738 594 684
1,900 | 22,800 532 684 551 779 627 722
2,000 | 24,000 560 720 580 820 660 760
2,200 | 26,400 616 792 638 902 726 836
2,400 | 28,800 672 864 696 984 792 912
2,600 31,200 728 936 754 1,066 858 988
2,800 33,600 784 1,008 812 1,148 924 1,064

Now, let’s look at how the amount of your non-housing debts influence these ratios. These two ratios —
29% and 41% — must work together. If your debts are excessive, the amount of your gross monthly

income that can be applied to housing costs may be reduced. Following are examples.

Example 1: Jane and John are considering purchasing a home. Their monthly income is $1,800. The
calculations in the FHA examples above show that their maximum PITI payment is $522. Would they
meet this 29% qualifying guideline? The monthly principal and interest payment is $400. The monthly
payment for property taxes is $70. The monthly payment for hazard insurance is $30.
$400 + $70 + $30 = $500
$500 + $1,800 = 28%

In this example, Jane and John would qualify under the first ratio, since their PITI payment is less than 29%.

16



Jane and John also owe $230 in other debts. Under these FHA guidelines, their PITI payment plus all
other debts must not exceed 41% of their gross monthly income. Do they meet this second guideline?
$500 + $230 = $730
$730 = $1,800 = 41%

In this example, Jane and John would qualify, since their PITI payment plus all other debts is 41% or less.

Example 2: Suppose Jane and John had monthly debts totaling $300. Would they still qualify?
$500 + $300 + $800
$800 + $1,800 = 44%

In this example, Jane and John would not qualify because their PITI payment plus all their other debts is

more than 41%.

The next step in determining how much you can afford is to follow the procedures outlined above and
apply them to your own financial situation. We’ll continue this process in Module 2 by looking at your
credit history and your household budget. Module 2 includes worksheets for calculating your total assets,
gross monthly income, and monthly debts. These worksheets will then be used to fill out the pre-qualifica-

tion worksheet, which helps you determine how much you can afford.
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WORKSHEET 1.1
DO I REALLY WANT TO OWN A HOME?

Below are six areas that should be considered when deciding on whether to buy a home. Select only one
statement in each group. This is not a test, so please answer honestly.

1. 4
a

6. 0
a

Being in debt does not bother me.
The thought of having long-term debt is disturbing to me.

| enjoy working around the house and yard.
I would much rather shop, go out to eat, or read a book than spend any time around the house or
yard.

| feel more comfortable putting my money into relatively stable forms of savings and investments.
| enjoy the excitement of speculative forms of savings and investments; | like having the chance for
large gains.

| prefer finding a good job and staying with it.
| prefer changing jobs from time to time, finding excitement in starting all over.

| prefer staying in one place and being committed to one community.
| do not like being limited to one community or location for a long period of time.

| am able to handle the financial responsibility of mortgage payments now.
| would be better off waiting until | can save more money or my financial situation improves.

Other questions to help you make the home buying decision.
1. Why is owning a home important to me?

2. What do | like about renting?

3. What do I dislike about renting?

18



MODULE 2

TITLE
Credit Analysis and Household Budgeting

LESSON PURPOSE

To provide guidance on how to plan and prepare for making the mortgage payments and other realistic
home ownership and maintenance costs through effective money management and credit management
practices.

LEARNING OBJECTIVES
After completing Module 2, you will be able to:
» Discuss the importance of a good credit record.
» Discuss the purpose and operations of credit reporting bureaus.
» Identify ways to solve credit problems.
« Develop an effective household budget and record keeping system.
» Develop a plan for paying up-front home purchase costs.
+ Develop a plan for making mortgage payments and paying other home ownership and

maintenance costs.

SUMMARY

In Module 2, you will learn why your credit history is important, how to establish credit and build a positive
credit record, how to obtain and interpret your credit report, and how to solve credit problems. This
session also emphasizes the importance of developing a realistic, effective household budget and record-
keeping system to help you get control of current spending, set and reach savings goals for home
ownership, plan for maintenance costs and future capital improvements, and meet unexpected home
ownership obligations.
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CREDIT ANALYSIS AND BUDGETING FOR HOME OWNERSHIP

In Module 1, we introduced the fundamentals of the home buying process and the basic concepts of real
estate finance. We discussed the advantages and disadvantages of home ownership and general
guidelines for determining if you are prepared to become a home owner. Module 2 focuses on issues
specific to the prospective home buyers’ credit history and household budgeting so they can determine

how much they can afford.

A GUIDE TO CREDIT

THE PURPOSE AND FUNCTION OF CREDIT BUREAUS

Credit bureaus report information about your payment history on your existing and previous debts.
Typically, each account is rated to indicate how you have repaid the obligation. Your credit report may

reflect a credit score or a numerical score which is much like a rating for your entire credit history.

The purpose of the credit bureau system is to help businesses decide whether or not to grant credit to
you. It is important to understand that credit bureaus do not make the decision to grant your request for
credit. They merely provide information from their records concerning your credit history to the lender
requesting that information. Lenders study those records — and other factors — and then decide whether

or not to extend the credit you seek.

HOW TO OBTAIN AND CHECK YOUR CREDIT REPORT

You have the right to request a copy of the information in your credit file. If you have recently been denied
credit, creditors are required by law to give you a written notice of that denial. That notice must include
the name and address of the credit bureau that provided information about your credit history. You then

have the right to contact that credit bureau and receive a copy of your credit report without charge.

If you have been denied credit, you should check your record promptly, to see if all the information in it is
accurate. (In a large, nationwide system, there are unfortunately many errors, which will be considered

the official record unless consumers speak up and request corrections.)

You can ask for a copy of the information in your credit records at any time — but you must pay a fee
(perhaps $8) to see your report if you have not been turned down for credit. You should consider getting
a copy of your report before you apply for a mortgage loan to be sure that the information in your record
is correct. If you discover that your file contains negative information from a problem that has been
resolved, you should be prepared to correct it before the lender sees the file so that you can minimize the

negative effect.
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CONSUMER PROTECTION UNDER THE FAIR CREDIT REPORTING ACT

If you believe your credit report contains one or more errors, the Fair Credit Reporting Act gives you the
right to tell the credit bureau to contact the sources of information and ask them to correct the informa-
tion. If the business that supplied the information insists that it is accurate, you have the right to require
the credit bureau to put your statement (100 words or less) in the file so that future lenders see your side

of the story.

THE IMPORTANCE OF A GOOD CREDIT HISTORY

Under the Fair Credit Reporting Act, credit bureaus are authorized to keep the information in your credit
record — and to issue a report when lenders ask for it — for seven years. This includes both the positive
and the negative information about your history of paying bills and repaying loans. If you have filed for

bankruptcy, that information will remain in your file for ten years.

When you are applying for a mortgage loan, a good credit history is extremely important. If you find that
your record has a significant amount of accurate, negative information, your first challenge is to develop a
plan for getting your credit situation under control. You want your record to show lenders that you pay

your bills on time.

The three major credit bureaus are:

EQUIFAX EXPERIAN TRANS UNION

P.O. Box 740241 P.O. Box 949 760 West Sproal Road
Atlanta, GA 30374-0241 Allen, TX 75013 P.O. Box 390

(800) 685-1111 (800) 685-1111 Springfield, PA 19064-0390
www.equifax.com www.experian.com (800) 916-8800

www.tuc.com

HOW TO SOLVE CREDIT PROBLEMS

Do not be taken in by TV ads from businesses that promise to improve your credit record. There are no
quick fixes to a poor credit history. Your financial future depends on your ability to plan and control your
use of credit, and that requires time and commitment. Here are some important steps to take in solving

past credit problems.
1. The most important guideline if you are having credit problems is to contact each creditor personally

and explain your situation. Letting creditors know that you are concerned and that you want to work

out a realistic plan to repay your debts is important. Most lenders will cooperate if they believe you are
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serious about trying to honor your commitments. Making good faith payments can go a long way
toward helping you rebuild a good credit history. A sample good faith letter is provided at the end of
this Module.

2. If your credit report shows a pattern of late payments associated with specific problems such
as a sudden illness or the loss of your job, you can write a letter of explanation to the credit bureau
about the circumstances behind these late payments. This letter will become part of your report and
will be given to creditors checking your report. An example of such a letter is included at the end of
this Module.

3. If you have outstanding collections or judgments against you, take steps to pay them off. Contact the

creditors and begin making regular payments, however small.

4. Credit problems from a previous marriage often present special challenges. If you co-signed a loan
with your ex-spouse for a car, for example, and the payments are not made, these late payments will
remain on the credit report of both spouses, even after the separation or divorce. You will continue to

be held responsible for this debt until it is repaid.

5. Financial advisors agree that anyone with credit problems should try to solve those problems without

filing for bankruptcy if at all possible — even if it takes several years.

6. If a family crisis or loss of income has caused a problem more serious than you can deal with by
yourself, contact a non-profit credit counseling service. In some states, such an agency is the only

service that is allowed to carry out debt management plans.

7. When working with a credit counselor, be totally honest. A credit counselor may ask you to provide
detailed information about your financial situation — income, debts, and essential living expenses —
and then help you work out a plan for repaying your debts. If your creditors agree to cooperate with
this plan, the credit counselor will then ask you to bring/send the agreed amount of money each
month and the agency will make the payments to your creditors. The credit counselor will also help
you develop good habits of planning your spending and controlling your use of credit to reduce the

chance of future financial problems.

DEVELOPING AN EFFECTIVE BUDGET AND RECORD-KEEPING SYSTEM
Whether or not you have had credit problems in the past, any lender you ask for a mortgage loan will

want you to fill out forms describing your financial situation in detail. If you or your family do not have a
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budget or spending plan for allocating your income or keep records of your spending and saving, you

need to develop those habits before you apply for a mortgage loan.

You need to show that you and your family know how to manage money. You will be asked to demon-
strate that you are prepared to provide the down payment and closing costs, to repay the loan, and to

assume the estimated additional costs of home ownership, home maintenance and repairs.

Getting ready to apply for a loan helps you as well as the lender. Learning how to budget and keep
records will protect you from making a major financial commitment that you can’t afford. You don’t want to
spend every cent you have to get into a house and then find out that you can’t afford it and have to give

up your home.

A budget is simply a management tool — a flexible plan to help you get the greatest possible satisfaction
out of how to use your income. If you have a negative attitude toward budgeting, then call it a spending
plan or make up some other name that encourages you to master this technique and make your money

work for you.

Budgeting and record-keeping are complementary processes — a series of related actions that can be
used together to help you reach your financial goals. We have included budgeting worksheets in this
Module that you can use as a guide, but you may need to personalize them so they work for you. If you
truly want to become an effective money manager, you must be willing to give both time and serious
thought to the process. Study the following six-step process as you develop your skills in planning and
keeping records of both spending and saving. Worksheets 2.1 - 2.5 were designed to help you work

through this process.

MAKING A BUDGET

STEP 1: SETTING GOALS

No two people have exactly the same goals, because each person has his or her own values, experi-
ences and ways of looking at the world. It is important for families to talk about the goals of individual

family members and then find ways to reach agreement on the ways family income will be used.
Most people think in terms of short-term financial goals — the things you want to be able to buy soon. But
if you’re thinking about buying a home, that is a major, long-term financial commitment. It may take quite

a few years of saving in order to meet the costs of buying and maintaining a house.

Unless you and your family agree that you really want to own your own home, you are not likely to do the

planning and saving necessary to make it happen. But you also need to look at other family goals. Think
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about, and talk about all of your short-term and long-term goals. Recognize that no one can have every-
thing he wants — but consider how important the various goals are to each family member. Even if
everyone agrees, remember that unforeseen events may make it necessary to revise your goals. Try not
to let yourself want something so badly that you are unable to adjust if a change in your plans becomes

necessary.

STEP 2: ESTIMATING INCOME

Do you know how much money came into your household during the past year? How many different
sources of income there were, and how much income you received from each? What changes in income
do you think will occur in the coming year? This figure is the foundation for a good budget, and it is
important to make it as accurate as possible. A household budget usually looks at the coming year, but
you also want to look at the reliability of your income in the years beyond if you’re thinking about buying a

home.

Most people think about income in terms of the amount left after deductions for taxes, Social Security,
and other things such as health insurance have been made. This take home pay is the amount actually
available for current living expenses and saving for future goals. But if you're going to be applying for a
mortgage loan, you need to realize that mortgage lenders ask for total income figures before any deduc-
tions — gross income. They will compare the amount of debt you owe, your current level of spending and
your pattern of saving to your gross income. To get ready for the time when you apply for a mortgage

loan, begin thinking in terms of gross income. Use Worksheet 2.1, Gross Monthly Income, as a guide.

STEP 3: ANALYZING RECENT SPENDING

If you already keep a record of your expenses, take time to study how you’'ve been spending personal or
family income over the past year or so. Try to get a sense of your average monthly expense for each
category of spending. Reviewing previous spending patterns on a monthly basis helps you develop a

plan for meeting the costs of home ownership.

Many people do not keep track of how they use their money. When asked to report on recent spending,
very few of us can make an accurate account. If you are serious about planning and keeping track of
your spending but don’t really know how much you are currently spending, you might find it helpful to
keep a detailed record for a month or two. Keep all receipts and make extra notes in your checkbook to

help you remember what you bought.
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Every budget and record-keeping book has its own way of listing the many categories of household
spending and no single system makes sense to everyone. As you analyze your recent spending and
prepare to develop a plan for future spending, take time to personalize the forms or create your own
forms. You want a budget and record-keeping system that is user friendly — one that you and your family

will use! Worksheet 2.2, Current Monthly Expenses, will help you calculate your monthly expenses.

If you are thinking of becoming a home owner, it’s particularly important that you keep track of all long-
term debts (debts requiring more than six months to repay). Use Worksheet 2.3, Monthly Debt Expenses,
to record all the monthly debt obligations you may have, such as car payments, credit cards, alimony or
child support payments, other loans, etc. Include the total amount due and the monthly minimum due. If

anything is overdue, make a special note of it.

STEP 4: PLANNING FUTURE SPENDING: CREATING A BUDGET

The reason for analyzing your recent spending (Step 3) is to help you remember all the things for which
you currently use your money. You can then stop and consider whether or not you want to continue that
pattern of spending as you develop a spending plan for the future. Think in terms of the fixed and flexible
expenses you have every month (rent, car payment, health insurance) and be sure you include the items
that only occur periodically (gifts, taxes, car insurance). Ask yourself how much of the money you spend
is truly for necessities and where you could cut back in order to increase the amount you are able to save

for future financial goals.

After you work out an average amount needed per month for each category of spending, you also need
to work out one or more ways to protect the money you set aside, such as a cash reserve for periodic
expenses (ex., savings account) and savings for emergencies or short-term goals (ex., money market

account).

If you haven’t already begun saving and investing for future, long-term financial goals, you want to
develop the PYF habit — pay yourself first. Once you decide how much money you actually need for
current living expenses and how much you think you can save, it is important to set that money aside at
the beginning of each month. If you wait until the end of the month to see if the extra money is still there,

chances are that it won'’t be.

MAKING YOUR BUDGET WORK
STEP 5: RECORD-KEEPING
If you develop a budget and then decide not to keep a record of your expenses, you’ve wasted your time.

The reason for planning your spending is to help you gain control over how you use your money —
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— to help you reach your own financial goals. If you don’t take the time to keep receipts and make notes
of how you use both cash and credit, you won’t have the information you need to keep track of your

finances.

To develop a record-keeping system, there are a few basic supplies you’ll need. If you don’t have a small
metal filing cabinet for household use, a strong corrugated file box will do. Use manila folders, dividers or
envelopes for storing invoices and receipts for each category of spending. Tossing receipts into a shoe
box is better than throwing them away, but it's not the ideal system. In Module 7, we’ll talk about the
importance of keeping certain records for tax purposes. You'll need to safeguard certain records in order
to take advantage of tax benefits of home ownership, so it's a good idea to establish a good record-

keeping system now.

It's important for all family members to participate in selecting financial goals, in planning how to reach
them and to share in the record-keeping. Children whose parents include them in appropriate money

management activities will be more financially responsible when they become adults.

STEP 6: ANALYZING SPENDING RECORDS AND MAKING ADJUSTMENTS

The most important step in money management involves comparing actual spending to estimated spend-
ing and figuring out the reasons for any differences. Try not to be discouraged if your plan and your
spending are far apart. If you’re really serious about becoming a master money manager, you can

improve all the skills involved in budgeting, in shopping, in record-keeping, and in saving.

As you become more experienced, you will learn when to make adjustments in your budget, how to
reduce unnecessary spending for things that are not significant to you, and how to set aside money for
things that you do consider important. For example, if your telephone bill seems excessive, talk to family
members about curtailing long distance phone calls. If your gasoline bill seems too high, think about ways

your family can reduce automobile usage to save money.

When you are confident in your budgeting skills and have developed the saving habit, you are ready to
start planning ways to reach some of your long-term financial goals — such as buying a house. As you
learn how to estimate the one-time costs and ongoing costs of home ownership, you will use your bud-

geting skill to help you determine when and whether you can achieve the goal of home ownership.

PLANNING FOR THE ONGOING AFFORDABILITY OF
HOME OWNERSHIP

In order to be sure that you can afford the house you want, you need to learn how to plan and save for
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the costs associated with the initial purchase and how to plan for the ongoing costs of home ownership,

operation and maintenance.

SAVING AND INVESTING FOR THE ESTIMATED ONE-TIME COSTS OF

BUYING A HOUSE

As we discussed in Module 1, the one-time, up-front costs of home ownership include the earnest money
deposit and down payment, closing costs and moving and settling in costs. Saving enough money for all
these one-time costs should begin with a review of your current assets. What funds are available for
these costs? How much more will you need to save? Worksheet 2.4, Available Cash and Assets, is

designed to help you calculate your assets and the amount available for these costs.

Second, you need to find out about the various types of mortgages for which you might be eligible. We’'ll
talk more about this in Module 5, Financing The Home Purchase. This module introduces many of the
different loan programs that are available today and provides tips on how to shop for a mortgage. You
can then calculate the down payment requirements under each plan for the type of house you would like

to buy.

Looking at your current savings situation, calculate the highest figure you can handle that would include
all of these one-time, start-up costs. If you are planning for the future, estimate the amount of savings you
think you will need. Adjust your budget to include regular savings for this purpose and determine the date

when you will have reached your goal.

ESTIMATING REALISTIC OWNERSHIP, OPERATING, AND
MAINTENANCE COSTS FOR A SPECIFIC HOUSE

As discussed earlier, a mortgage lender expects you to know and use money management skills in
handling household expenses. You must estimate and save enough money to meet the one-time costs
associated with getting into a house. You must also estimate and budget for the ongoing costs of home
ownership, which may require some extra study. Here are some money-management tips to get you
started.

1. MONTHLY AND ANNUAL OWNERSHIP COSTS
As previously discussed, the monthly mortgage payment consists of the Principal (P), Interest (1),
Taxes (T), and Insurance (I). You'll recall that other costs may also be involved, such as mortgage
insurance or association dues if you purchase a townhouse or condominium. How will you meet these
expenses? How much money is available for housing expenses? Review your monthly expenses from

Worksheet 2.2, taking another look at what your comfort zone is for housing expenses.
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2. PLAN FOR THE ANNUAL RESPONSIBILITIES OF HOME OWNERSHIP
Most lenders estimate the amount of property tax (T) that will be due to the local government each
year and require you to pay a portion of that amount every month with your mortgage payment. An
adjustment is made each year when the actual tax bill is submitted and a new estimate is made for the

coming year.

Keep records of payments for use in filing deductions for mortgage interest on your federal and state
income tax returns. If your taxes and insurance are not escrowed, you will need to include these items

in your budget and pay them yourself.

3. BUDGETING FOR HOME OPERATING COSTS
In addition to the monthly PITI payment, you want to estimate the typical monthly costs of operating

the house. This includes utilities and everything else associated with your family’s use of the home.

Take time to study your family’s current utility costs (if they are separate from your rent), and compare

them to the estimates for the house you are looking at.

Think about the other kinds of operating cost you now have, such as the costs of house cleaning and
the use of all appliances and equipment. Consider whether these costs might go up or down in the

home you are considering buying.

Begin developing a spending plan that projects all of the expected changes in your housing and other

costs if you buy the house you are considering.

4. BUDGETING FOR HOME MAINTENANCE AND REPAIRS
Estimating an appropriate amount of money to set aside for preventive maintenance and unavoidable
home repairs can be difficult. In general, the older the house, the greater the costs. The type and
quality of the structure, basic systems and appliances will also affect how much money to include in
your budget. The recommended amount to set aside each year for routine maintenance and eventual
repair costs is usually expressed in a range — somewhere between 1% and 5% of the market value of
the house. This may seem like an enormous amount of money, but if you need major repairs for a roof

or plumbing or storm windows, the money you’ve set aside will disappear in a hurry.

In estimating and budgeting an amount to set aside for a specific house, study the home inspection

report and be sure to add appropriate amounts to your new budget.
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Typical home maintenance expenses include:
» Interior maintenance costs, including the structure, its systems, appliances, and attached furnishings
» Exterior maintenance costs for both the house and yard
* Repairs for the house and its systems — cooling and heating (including fireplaces), plumbing,

electrical

5. ACCEPTING LIMITATIONS AND MAKING DECISIONS YOU CAN AFFORD
The decision to buy a house — and the commitment to repay the mortgage loan and meet all the other
costs of owning a home — is very serious. It is important to remember that there is no such thing as
only one house in which you and your family can lead satisfying lives. It may be wise to purchase a

less expensive starter home now so you can manage the costs comfortably.

HOW MUCH CAN YOU AFFORD?

At this point, you’re ready to take another look at how much you can afford to pay for a house, using your
own budget figures from the worksheets. Follow these simple steps in Worksheet 2.5, How Much Can
You Afford.

First, the worksheet shows you how your income and current debt level fit within some of the more typical
lending ratios. You will then calculate the maximum allowable principal and interest payment you could

qualify for.

Once you’ve calculated how much you can pay each month for principal and interest, you can calculate

how much house this will buy, using the amortization tables in this chapter.

In completing these worksheets, don’t worry if your figures aren’t exact. By going through this exercise,
you'll be in a better position to estimate how much house you can afford and how much a lender is likely
to allow you to borrow before you start shopping for a home. Once you find a house in your price range

that you are considering buying, go through this exercise again.

If your study of money management for home ownership reveals that you cannot presently afford to buy
a house, that is valuable information. If you still hope to buy a house someday, you have a choice. You
can feel discouraged and defeated. Or you can accept the challenge to improve your credit record, to
plan your spending and to become more skilled in budgeting and record-keeping and then look at the

possibility of home ownership again in the future.
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If your income and expenses simply won’t permit home ownership, you can look for the best possible
alternative housing situation. If you think that owning a home one day is a realistic goal, you can begin
saving for the one-time costs. You can shop carefully for an affordable house and commit to using money

management skills to help you meet ownership, operating and maintenance costs.

If you go ahead and buy a house now or later and something happens that causes you to have trouble
meeting your bills, remember the advice in this section: talk to all your creditors as soon as possible and

work out a reasonable way to deal with the problem.

WHEN SHOULD YOU BUY?
You’ve thought about the pros and cons of home ownership and decided that home ownership is for you.
You’ve worked through the financial planning process and determined that perhaps you can afford a

house. The next question you may have is, “When should | buy?”

As you’ve probably noticed, sometimes there seem to be a lot of homes for sale and at other times there
are very few homes on the market. When there are a lot of homes for sale, it generally means that home
prices will be lower. Competition for buyers tends to drive prices down. When buyers have many homes
to choose from, sellers are usually more willing to negotiate their sales price to attract a buyer. On the
other hand, if there aren’t many homes for sale, buyers may be willing to pay a higher price for what they
want, so home prices increase. Home prices have increased tremendously over the past ten years. Are

they likely to continue to rise? Should you buy now, before they increase even more?

And what about interest rates? The interest rate you pay makes a big difference in the amount you can
afford to borrow for a house, so most people try to buy when rates are low. Interest rates change rapidly

and it’s a bit risky to try and predict how much they will increase or decrease.

If interest rates or home prices increase after you buy, you'll be pleased to know that you have made a
smart move. If rates fall a little, it probably wouldn’t have made a tremendous difference in your monthly
payment. If rates fall considerably, you may want to refinance to get a lower rate. (See Module 8 for a

discussion of refinancing.)

If you’re worried about whether you should buy this year or next, in the spring or fall, or whether you
should wait longer for interest rates to decline further, consider this: The best time to buy is when you
decide you want to buy a house, when you know you can afford the cost and when you have found the

house that suits your needs and financial situation.
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AMORTIZATION FACTORS

INTEREST RATE 30 YEARS 15 YEARS

6% .00600 .00844
6.25% .00615 .00857
6.5% .00632 .00871
6.75% .00649 .00886
7% .00665 .00899
7.25% .00682 .00913
7.5% .00699 .00927
7.75% .00716 .00941
8% .00734 .00956
8.25% .00751 .00970
8.5% .00769 .00985
8.75% .00787 .00999
9% .00805 .01014
9.25% .00823 .01029
9.5% .00841 .01044
9.75% .00859 .01059
10% .00878 .01075
10.25% .00896 .01090
10.5% .00915 .01105
10.75% .00933 .01121
1% .00952 .01137
11.25% .00971 .01152
11.5% .00990 .01168
11.75% .01009 .01184
12% .01029 .01200
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SAMPLE GOOD FAITH PAYMENT LETTER

Noverer 10, 200

(Q@rpery Nre)
(Crpay Altess)

R Accout Nunber
Cear
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rea fuue Trekyasfa yar cos derdian

Srozdy;

(Yo Nre)
(Yar Attess)
(\r FroreNrbe)
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SAMPLE LETTER TO CREDIT BUREAU

Noverher 10, 200

(Cadt Brea)
(Cedt BreauAtbies)

Cear

| reeres vedadred evedtreaatatsd ipaalt rquot. Athstimel' dliketo
dfe edadiasfa laemmatsthe aesomi npaalt rgort.

Aocoourt: ABCBrk

Thsisacx lanthet | co9 gedvwthmphused Indanery 1998 | hedj st
reuredtovarkdte ke rgladdf framgjda | vesat d varkfa nst o thet
yerr. Basevelredalyaei mog veverend &l etopaysaed ar ddism
tire | amowarki rgfd | -ti ng, advehaeresunadrad gpaymats.

Aoaut: XZAdiaeSae
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vesat d vark

Peesei rd uket hedneresessadyrit esi nrpaed t rgquot add essepod ce
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Srordy;

(Yur Nrg)
(Yar Atress)
(ur FroreNrber)
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WORKSHEET 2.1
GROSS MONTHLY INCOME

List all current, regular gross monthly income for yourself and any co-borrowers. Include only those
sources of income that can be verified. If you want to include disability payments, child support, or
overtime pay, you must be able to document that these payments are received regularly. Consider all

sources of income during the past 12 months if they are likely to continue for at least three years.

Average Monthly Amount

Gross Pay (before taxes) * $
Overtime/Part-Time/Seasonal/Commissions $
Bonuses/Tips $
Dividends/Interest Earnings $
Business or Investment Earnings $
Pension/Social Security Benefits $
Veterans Administration Benefits $
Unemployment Compensation $
Public Assistance $
Alimony, Child Support or Separate Maintenance Income $
Other $
Total Gross Monthly Income $ A
Gross Annual Income (Gross Monthly Income x 12) $ B

* If you are paid once a week, multiply your gross pay per week by 52 to get gross annual income, then
divide by 12 to get the average gross monthly income.
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WORKSHEET 2.2
CURRENT MONTHLY EXPENSES
Use this worksheet to calculate your current monthly expenses. If you are not already doing so, keep
receipts and make notes in your checkbook so you can total expenses by each category at the end of the
month. After following this procedure for several months, you will be able to estimate the average amount
you spend for different items.

Average Monthly

Payment

A. Current Housing Expenses

Rent $
Utilities (if paid separately) $
Total Current Housing Expenses $

B. Current Non-Housing Expenses
Payroll Deductions (Social Security, State and Federal
income tax, credit union, savings plans, etc.)
Food
Clothing
Day Care/Tuition

Car Insurance
Gas and QOil
Car Repairs

Other Transportation (bus fare, etc.)

Medical and Dental Care (other than Insurance)
Debt Payments (from Worksheet 2.3)
Entertainment (Movies, cable TV, etc.)

Taxes (Personal Property)

Telephone

@ hH H N P hH P P P PO P P P N

Renters or Home Owners Insurance

Health or Life Insurance (if separate from
payroll-deducted premiums)

Laundry and Dry Cleaning

Church or Charitable Contributions

Children’s Allowance, if any

Miscellaneous (hair grooming, etc.)

Savings

P hH PH Nh NP hH N

Other (be specific)

Total monthly Non-Housing Expenses $

36



WORKSHEET 2.3
MONTHLY DEBT PAYMENTS

List all monthly debt obligations for your household (other than your current housing costs).

Average Monthly Total

Payment Due

Car Payment $ $

Credit Card Payments

Account

Account

Account

Other Installment Loans
(with a balance of over six months —
furniture, appliances, student loans, etc.)

Account

Account

Account

Medical “Workout” Plan * $ $

Alimony/Child Support Payments $ $

Other $ $

Total Monthly Debt $

* Medical workout plan refers to an installment plan to pay off outstanding medical bills. This item is
different from routine health care costs and should be included only if applicable.
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WORKSHEET 2.4
AVAILABLE CASH AND ASSETS

List all your sources of cash and other assets. Then decide how much you want to apply toward up-front
housing costs such as the down payment and closing costs. Remember, you'll want to reserve some of

your assets for financial security. It's not a good idea to totally deplete your savings to purchase a home.

Average Monthly

Amount
Checking accounts $
Savings accounts $
Mutual funds, stocks and bonds $
Cash value of life insurance policy $
Cash gifts from relatives $
Value of property owned $
Other assets $
Total cash and assets $
Amount available for up-front housing costs $
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WORKSHEET 2.5
HOW MUCH CAN YOU AFFORD
PRE-QUALIFICATION WORKSHEET

In order to determine your maximum loan amount, you must determine (A) gross monthly income,
(B) total monthly debt payments, and (C) estimates for your monthly escrow including property taxes,
hazard insurance, and mortgage insurance. If you’ve completed the worksheets in this series, you will

have some of these figures close at hand.

STEP ONE

A. Gross Monthly Income $ A
(from Worksheet 2.1)

B. Monthly Debt Payments $ B
(from Worksheet 2.3)

C. Estimate of Monthly Escrows
1. In order to estimate your monthly escrow payments, we must first make an educated guess at your

maximum house price.

Multiply your gross ANNUAL income times 2.5.

Gross ANNUAL income x 2.5 =
Estimated Housing

(from Worksheet 2.1) Price
2. Multiply this Estimated Mortgage Amount times 1.5%. It’s generally safe to assume that most
home buyers will pay approximately 1.5% of the loan amount for Taxes and Insurance (T&l)

escrow payments.

Estimated Mortgage Amount x 1.5% =

Yearly Escrow
for T&l

Estimated Mortgage Amount for T&l = $ c

(divide yearly escrow by 12)
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STEP TWO

D. To compute your maximum mortgage amount for a loan, you must use the lesser of two ratio
methods: (1) the Housing Expense-to-Income, or “front-end” ratio and (2) the Total Debt-to-Income, or
“back-end” ratio. Follow these steps to estimate the amount you may be allowed to borrow. Fill in
whatever ratio you “guesstimate” fits your situation.

(Examples: 29%-41% = FHA; 28%-36% = Conventional; 33%-38% = Affordable Housing Programs)

1. Ratio Method (1)

Gross Monthly Income $ A

Maximum allowable for PITI, mortgage insurance,

condo fees, etc. $ 1

2. Ratio Method (2)

Gross Monthly Income $ A
x %

Maximum Debt Ceiling $

Minus Monthly Debt Payments $ B

Maximum allowable for PITI, monthly mortgage

insurance, and condo fees $ 2
Choose the Lesser of (1) or (2) $
Minus estimated escrow for T&l $ (o
MAXIMUM ALLOWABLE PRINCIPAL AND INTEREST $

E. Divide the MAXIMUM ALLOWABLE FOR P&l by the factor in the chart on page 29 that most closely

represents today’s interest rate environment.

(P&I)/(FACTOR) = MAXIMUM LOAN AMOUNT
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MODULE 3

TITLE
Selecting a Home and Neighborhood

LESSON PURPOSE

To present information which guides you through the process of assessing your housing needs and
shopping for a home.

LEARNING OBJECTIVES
After completing Module 3, you will be able to:

Evaluate your housing needs and preferences.

Identify the steps to take in locating a suitable house and neighborhood.

Evaluate the interior/exterior condition of a home.

» Discuss the pros and cons of using a professional home inspector.

SUMMARY

In Module 3, you will evaluate your current and future housing needs and learn how to shop for a home
taking these needs into account. Thinking about your personal preferences in home size, type, location,
and neighborhood will help you find a house that suits your needs and your budget. This session includes
information on how to evaluate the interior/exterior condition of a house, and the benefits/limitations of
using a professional home inspector to assess a property before you buy. We will also include some
house-hunting tips.
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SELECTING A HOME
IDENTIFYING YOUR HOUSING NEEDS AND PREFERENCES

FAMILY NEEDS VS. WANTS

The process of selecting a home to meet your family’s needs now and in the future is not easy. The
number of people, their ages and health, and the varied activities that go on in and around the house are
all factors that must be considered. No two people or families live and play in the same way or want and

need the same things in their houses.

Before you start to look at possible houses, examine your family members’ interests, like and dislikes,

and personalities.

*  What are the things that mean the most to your family?

* Is your home of utmost importance or is it mostly a place to hang your hat?

« Are you willing to give up other things (travel, recreational activities, hobbies, etc.) to have the home
you want? What are your major activities?

* How close must you be to your work, school or shopping?

*  Will access to public transportation be important to your family?

* Do you like puttering around the house or do your prefer keeping home work to an absolute

minimum?

Answering these questions and then making a list of your needs and wants will help you make a better
housing decision. For example, do you need a certain number of bedrooms and bathrooms, do you need
a one-story house due to physical limitations of a family member, or do you need a kitchen large enough
that several people can work and eat together? Wants are often different from needs. Does your family
want a separate living room and family room? Do they want private bedrooms for each family member?

Do they want a large yard?

It is seldom possible to achieve the perfect home. The best you can do is to try and select a home that
most closely fits your needs and activities, which you can afford to buy and maintain, and in which you

can feel secure. When shopping for a home, start by thinking about where you’d like to live.

LOCATION

One important decision you will have to make is where to locate your home. Whether you are a first time
homebuyer or an experienced one, you may already have formed opinions about locations within the
community in which you want to live. The location of a house will affect its purchase price as much as the

size and features of the house or the size of the lot. It can also affect your satisfaction with the house.
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Weigh the advantages and disadvantages of the community in which you plan to buy or build. Is it a
stable, settled neighborhood? What is the crime rate? Are surrounding houses well maintained? Study
the location for accessibility to shops, schools, churches, work and other places you go often. Ask about
property taxes, services, utilities, water sources, garbage pickup, etc. provided by the city or county. The
current home owner or your real estate agent can help you find this information. In addition, determine if
there are zoning regulations, deed restrictions, easements and other legal provisions that might restrict

the use of your land and its transfer when you want to sell it.

Examine the area for possible sources of hazardous waste — dumps, salvage yards, industrial sites or
agricultural operations. The location and condition of the area’s surface and buried utilities such as water,
sewer, electric, gas and telephone lines becomes significant when repairs or modifications have to be

made to the system.

Economic and social trends may affect the long-term satisfaction you will experience. Look at the general

economic health/growth of the area. Consider these questions:

+ Does the neighborhood have a mixture of ages?

» Are there vacant or neglected lots?

* What is the general appearance of most of the homes? Shoddy or rundown houses are often an
indication of a neighborhood in decline.

* How does the house you are considering compare in style, size (outside dimensions), price and living
space with neighboring houses? While some conformity within a neighborhood is desirable and can
help maintain property values, your house can be distinctive if you plan well. However, an extreme
style or size in any neighborhood should be avoided.

+ Have there been many conversions of single-family dwellings into apartments or rooming houses?

« Are many homes rented out to tenants? Housing is usually better maintained when the owner lives in

or near the property.

EVALUATING A HOUSE

You may have some definite thoughts about the style and type of house you want. As you begin to look
at house plans there are several factors to keep in mind. Look for a style that will fit your family’s needs
and wants. The interior arrangement of rooms and the traffic patterns will affect the convenience and
livability as well as your satisfaction with a house. Therefore, look for a plan that will permit flexible use of
the space. Consider the size and shape of the rooms, their relationship to each other and to the outside

living areas as well as the storage possibilities and window space.
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THE EXTERIOR

The structure of a house will be defined by the type (number of levels and shape) and the style (tradi-
tional, Spanish, etc.). You may prefer a two-story Colonial to a one-story ranch. A two-story house may
allow for separation of activities while a one-story may be more convenient, especially if a member of the

family is elderly or disabled.

Each basic house style has certain characteristics. Consider all advantages and disadvantages associ-
ated with a single-family detached house, a condominium, a modular home and a manufactured or
mobile home. Cost may also be a factor when considering a single-family detached house versus other
housing options. You also need to decide whether you want a new or existing home. You often can get
more house for your dollar with an existing home, but you must be very sure that the house will not
require extensive and expensive updating. With new houses, you must check thoroughly for construction
faults and shoddy materials. Each type of house has advantages and each can have problems that are
not readily evident. If you plan to build, the size and shape of the lot, its contour or slope, orientation,
natural view and neighboring buildings will have a great deal of influence on the house plan you select.
The size and shape of the lot helps determine the basic type and size of the house. It may restrict both
length and width or even change the shape of the house. Local zoning regulations can tell you how far

back from property lines the house must be set.

Try to take advantage of the natural lot contour or slope instead of fighting against it and thus spending
more money to have the lot graded out or filled in. A level lot can be used for either a one- or two-story
house, whereas a sloping lot may be more suitable for a two-story or split-level type. As a general rule,

the house should follow the slope of the lot for both aesthetic reasons and to handle drainage.

Lot orientation means the relationship of the site and the house to the environment (wind, sun, trees,
streets, etc.). A site that slopes to or faces southeast or south is often preferred. This places the longest
walls of the house north to northwest and south to southeast, thus reducing the effect of direct sun rays.
Wide roof overhangs or other shading methods such as trees and shrubs can also reduce the effect of
the sun on interiors of the south or west sides, but give the house the right orientation should you decide

to use solar energy for heating.

Capitalize on a good natural view even if it means sacrificing other factors. Consider landscaping possi-
bilities and location of trees, streams, or other natural assets. Whether you are building or buying a new
or existing home, you need to be aware of the building materials used for the foundation, roof, siding,
windows and doors. Ask about the projected life and durability of these materials and the maintenance
they will require. There is a tremendous variation in cost and durability of building products. You need to

know what to expect before investing.
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THE INTERIOR
In addition to the importance of price, location and condition of the house, the floor plan — the size and
arrangement of rooms — can help determine your long-term satisfaction with a home. A floor plan can be

evaluated by comparing it to generally accepted guidelines for living and storage space.

Living space can be divided into three zones that represent distinct types of activities:

« The work zone contains the kitchen, laundry, utility room and home office with their machines, noises,
activity and general need for efficiency.

» The social zone includes the living room, dining room, deck or patio and guest entry and is often
where guests are entertained and the household spends leisure time.

» The private zone consists of the bedrooms and baths and generally requires some sound and visual

privacy.

These three zones represent distinct types of activities that can conflict with each other and some
separation may be desirable. They are often separated by the use of walls or partitions or even by
placement on separate floors. Sometimes zones overlap because of the increased amount of leisure time
spent in the home, the interests of the family members and the amount of furniture and equipment owned
by the family. No single floor plan will be perfect and compromises will have to be made. You will need to

decide which activities represent the greatest amount of time or are most important to your family.

Circulation is the movement of people through the living space. Look at the traffic pattern of the house.
Generally, there should be easy, quick access from main entrances to any area of the house. Some
circulation through living areas is not always a problem, but try to avoid plans that force everyone through
work areas like the kitchen. A central hall helps distribute traffic to several rooms, however hall space
should be minimized because it has limited use. Using wide doors and having a minimum of interior
partitions will allow you to establish traffic patterns with furniture placement. This type of floor plan is

called an open floor plan and often makes small houses and rooms seem large.

No matter how it is arranged, living space should be adequate in size to permit the activities intended for
the space. Physical size is not always the usable size of a room. The room’s shape, the size and loca-
tions of windows and doors, and the size and location of special features such as a fireplace will affect
the usable size of a room. For example, a wall full of windows can limit furniture placement to other walls.
Some model homes look quite nice when they’re empty, but after furnishings are in the house the usable

space may be limited.
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Storage space is needed in every room, and the attic and basement if available. The amount and type of
storage will depend on the activities taking place and the items to be stored. How much storage is
enough? The best way to know is to compare what you already have to what exists in houses you are
considering. Some experts suggest that storage space should be 10-25% of the total floor area of the

house. Any storage area should be accessible, dry and lighted.

Kitchen arrangements can make a difference in efficiency, comfort and convenience. Think about the
type and number of meals your family eats, how many cooks will be working at the same time and what
equipment you will need. As life styles change and as new appliances become widely used, kitchen
planning is affected. For example, the use of microwave ovens has become fairly standard over the last
ten years, but many older homes may not have a good location for a microwave. A kitchen can be a very
expensive room to modify, so consider carefully any changes you plan to make in an existing home. A

well-designed kitchen will have adequate counter and storage space.

Bathrooms. There are two factors to consider when evaluating bathrooms — the location within the
house and the arrangement of the fixtures. In a single-bathroom house, a central location provides
convenience for anyone using it. Houses with more than one bath can provide a private bath for the
master bedroom or a guest bath in the social zone. In addition to storage space, the bathroom should

provide adequate clearance and circulation space for those using the fixtures.

Mechanical systems. Pay particular attention to the mechanical systems (heating, cooling, plumbing,
electrical) included in any house you are considering. These systems should be in good working order
and as efficient as possible. Your local utility companies or a heating/cooling contractor can check the
heating and cooling units for you. You may want to have a qualified plumber inspect the plumbing and an
electrician check the wiring. These systems are not only necessary to the operation of the house, but can

be very expensive to repair or replace.

The healthy house. In recent years there has been more concern with what is often called “the healthy
house.” Poor indoor air quality may cause or contribute to poor health. Because we spend a great deal of
time indoors, the potential is high for disease or discomfort related to interior environmental conditions.

This is particularly true for the very young, the elderly and the infirm.

It is possible to buy a house that will be safe, healthy and comfortable. To do this, you need to know
which pollutants you cannot tolerate. High or continuous levels of indoor pollutants may be the result of
living in a certain geographic region, as is true with radon gas or industrial pollution. However, many

indoor air quality problems can be the result of the practices and activities of the people who live there.
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Many building materials, home furnishings and building practices can release pollutants into the indoor
air. For example, formaldehyde has been widely used in products such as plywood, particle board,
paneling, permanent-pressed fabrics, carpeting and wallpaper. New products containing formaldehyde

release a gas that is easily recognized by its pungent odor.

Another product that can cause problems is asbestos. Older homes may contain asbestos in walls and
ceilings as insulation, in textured paints, acoustic ceiling tiles, home appliances and wrapped around hot
water and steam pipes and heating ducts. The removal of asbestos should always be done by a qualified
professional. In many cases, products containing asbestos (i.e. floor coverings) should simply be covered

up rather than removed.

Radon is a colorless, odorless, radioactive gas. Continual exposure to elevated levels of radon increases
the risk of lung cancer. If you are looking at a house in a region where radon has been a problem, the
indoor air should be tested. Names of reliable radon detectors and certified radon-reduction contractors
may be provided by your county Cooperative Extension Center and U.S. Environmental Protection

Agency regional offices.

The most likely sources of lead contamination in a house are the old painted surfaces with lead-based
paint and plumbing systems with lead pipe or lead-based solder in pipe joints. Lead-based paint chips
can be particularly dangerous to small children. Consult your state health department for suggestions on

how to test for lead in paint and companies that specialize in removal.

Moisture by itself is not a pollutant, however, high humidity levels encourage the growth of microorgan-
isms, increase the risks presented by other contaminants such as formaldehyde, and have a destructive
effect on the materials used in building. Obvious signs of excessive moisture are: sweating windows,
musty odors, and mildew. The amount of moisture in a house can be controlled by using moisture
preventative measures. (Note: Module 8 contains additional information on moisture problems in the

home.)

OTHER SUGGESTIONS

Some additional suggestions when evaluating a house are:

» Use your previous experience, your specific likes and dislikes, to help you select the best arrange-
ment for your family.

» Avoid accepting stereotypes. Be flexible in how you might want to use space. For example, a dining
room does not always have to be used as a dining room — it can serve as a small study or even a

playroom.
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« Try to imagine a typical day with its routine of sleeping, cooking, eating, storing things, etc.

+ Be alert to small, simple changes that could improve a floor plan, such as changing door placement
(or swing), relocating non-load-bearing walls, or removing or disguising windows. Some changes
might require professional assistance.

+ The apparent size of rooms can be affected by the use of furniture that is scaled to fit the space. A
house with no furniture or smaller scaled furniture can appear to be larger than it actually is.

* Keep in mind future needs that you might have. Elderly parents may need to live with you at a later
date or small children may need larger play space in the future.

+ The distance between the water heater and hot water outlets affects the energy loss through hot water
pipes.

+ Afireplace can present a serious energy loss, thus requiring you to spend more money on heating.

+ A swimming pool is very expensive to maintain and will not add measurably to the value of your

house.

COMPARISON SHOPPING

Just as no two people are alike or want the same thing, no two houses are alike or offer the same ameni-
ties. When selecting a house, you should take the time to do a lot of looking. Compare the condition of
homes (exterior and interior), visit open houses, get help from real estate agents and friends, and evalu-
ate the location, house features, and cost trade-offs. Keep notes on each house you visit or each floor

plan you evaluate.

Buying or building a home can be a long, expensive and frustrating experience, especially if you do not
do your homework before starting. And remember, if you plan to build, you need to select a builder that
you can trust, who does good quality work, and can build you a house for the money you have to invest.
Finding the right person may take some time — time to check references, to look at houses he/she has

constructed, and to check on their work-completion record.

HOUSE INSPECTION

USING A PROFESSIONAL HOME INSPECTOR

A careful assessment of the physical condition of a house before purchase can save you time and money
at a later date. Costly repairs to structural or mechanical systems can be avoided or at least anticipated
by a preliminary inspection of the property before a purchase offer is signed. Even if you are looking at an
older house that needs repairs, you will be in a better position to negotiate if you are familiar with the

extent that will be needed.
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The inspection of a house is a job that requires specific technical skills. While you can become familiar
with common problems that will help you eliminate certain houses from consideration, a professional
home inspector can give you a better overview of the house and its potential problems. Your purchase

offer can contain a clause that the purchase contract is contingent on acceptable inspection results.

The maijor areas to inspect are:

« Foundation * Plumbing System
* Floors » Electrical System
« Walls and Partitions + Heating, Ventilating and Air Conditioning Systems
* Roof + Energy Efficiency

* Windows and Doors

Worksheet 3.1, Home Buyer’s Checklist, may help you do a preliminary inspection yourself. However,
once again, a professional inspector is better qualified to do a thorough job. A professional inspector is
likely to uncover things that you will not find on your own and may prevent you from making a potentially

disastrous mistake.

A professional home inspector can be located in several ways. You may choose to look in the yellow
pages of your telephone book and call several firms for estimates. Talk to friends who have had inspec-
tions to identify a reliable inspector. Also your real estate agent may be able to provide you with a list of

inspectors. You can also check with the local Better Business Bureau for reports on various inspectors.

Look for an inspector who is a member of the American Society of Home Inspectors (ASHI) and prefer-
ably one who has PE (Professional Engineer) after his/her name. An inspection by a company that also
makes repairs presents the possibility of a conflict of interest. When you have an inspection, insist that
the detailed report be written and lists: (1) major problems and estimated costs to correct, (2) minor

problems and estimated costs to repair, and (3) estimates of the expected life of various items such as

roof, furnace, electrical system, air conditioning, appliances, and costs of maintenance.

If possible, accompany the professional on the house inspection so that you can learn first-hand the
condition of the house as well as maintenance techniques. The inspection will take two to three hours
and costs $200-$400, depending on the complexity of the house and credentials of the inspector. If you
are spending $40,000 to $100,000 or more for your house, this cost is a wise investment to reduce the

chances of a costly oversight.
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CONCLUSION

Selecting the right house for you in terms of your housing needs and your budget can be a time-
consuming process. ldentifying your housing needs and preferences, evaluating the interior and exterior,
considering the pros and cons of different locations and types of houses can be a difficult task. In the
next Module, we’ll talk about how a real estate professional can assist you. We’'ll also discuss how to

approach submitting an Offer of Purchase when you find a house you want to buy.
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WORKSHEET 3.1
HOME BUYER'S CHECKLIST

Shopping for a house can be both exciting and disappointing. Besides the cost of housing today, there
are many things which must be considered. The purchase of a house should not be hurried, and you
need to take time to ask a lot of questions. The following checklist may guide you as you look for a home.
Check if OK.

a

a

Location — nearness to places of work, shopping, public transportation, post office, church,
recreational facilities, places to eat

Community — well planned, fire and police protection, tax base reasonable, quality schools,
health services

Neighborhood — compatible people, area physically attractive and well kept, condition of streets,
free of businesses or industry

Lot — right size and shape for house, large enough for privacy, garden space
Landscaping — attractive, easy to care for, land well drained, mature trees and shrubs

Outdoor space — adequate for needs of family, off-street parking, driveway and walks in good
condition

House exterior — attractive, well constructed and designed, suited to surroundings, compatible with
houses in area

The condition of the exterior of the building should be carefully evaluated. The age of the house may give
you some indication of the general condition of the structure, or you may need professional help with
areas such as the roof or when checking for insect and moisture damage. Check if OK.

a

a

Roof — age, material, leak-free, warranty
Siding and trim — good condition, decay or moisture damage, peeling paint, warping, mortar cracking

Windows, doors, screens — tight, warped, broken panes, damaged, open and close easily, caulked
and weather stripped

Porches and steps — level, solid, damaged, railings
Chimney - cracks in mortar, fireproof flue lining, supported on own footing, bonnet to protect top

Gutters and downspouts — secure, rusty or broken spots, adequate, connected to storm sewer or
splash blocks

Foundation and vents — uneven settling, free of cracks, number and operation of vents
Basement or crawl space — dry, soil cover, insulation, entry

Insect or moisture damage — may need professional inspection for termite damage and wood rot,
get written statement of condition
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As you walk into a prospective house, don’t be carried away with the colors, furnishings, or other
cosmetic aspects. Now is the time to be very observant and questioning. Check the layout for
convenience, the soundness of construction, and the space in rooms. Remember your furnishings will
look different. If you find repairs will need to be made, can you do them yourself? Check if OK.

U Size — number of rooms, space in rooms, room for furniture

O Walls and ceilings — clean, sound or cracks, peeling paint or paper, holes, moisture streaks,
ease to refinish, care required, usable wall space, soundproof

U Trim, cabinets — condition, care required, carpentry work
U Flooring —firm, level, finish, clean, carpet, hard-surface

U Windows and doors — placement, number, size, type, easy to open and close, caulked and weather
stripped, warped, locks and hinges, smooth thresholds

U Fireplace — condition, damper, energy-efficient, screen and/or door, in working order

U Layout —separate areas for living, working, and sleeping; rooms located to take advantage of sun and
shade

O

Traffic pattern — direct, convenient, logical

O

Kitchens — well arranged, work triangle 13' - 22', counter and floor condition, storage, space to
work, place to eat, electrical or gas connections, ventilation, lighting

Appliances — good working order, age, efficient, clean
Storage — throughout house, flexible, adequate for family needs, out-of-season items
Bathrooms — location, number, quiet, private, condition of fixtures, ventilation, electricity

Plumbing — kind of pipes, age, water pressure, leaks, water heater, water-saving devices

O 0o O 0O O

Living areas — living, dining, family or great room — choice based on family needs; size, arrange-
ment, storage, lighting, floors, wall space

Laundry — location, space for appliances, water supply, gas or electrical connection, ventilation
Halls and stairways — safe, well lit, sturdy stairs and railings, steep

Electrical — adequate and up-to-date (100 - 200 amp) outlets and switches

Mechanical equipment — type, good working order, energy efficient, age, thermostat location
Insulation — meets state code or greater, vapor barriers in place

Lighting and wiring — adequate, energy-efficient, number and location of outlets

o 0o 0o 0o 0o O O

Attic — finished, height, access, vented
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MODULE 4

TITLE
A Guide to the Real Estate Professional and Sales Contracts

LESSON PURPOSE
To present information which guides you through the process of selecting a real estate agent and
negotiating the purchase contract.

LEARNING OBJECTIVES
After completing Module 4, you will be able to:

» Discuss the role of a real estate agent and how to select one.

» Discuss techniques for negotiating the purchase price.

« Identify terms and conditions to look for in the sales contract.

» Discuss provisions of fair housing laws and what to do if you suspect housing discrimination.
SUMMARY
In Module 4, we will discuss the role of the real estate agent to both the seller and the buyer, how to
select a real estate agent and what services to expect from the agent. You will learn how home sales
contracts are negotiated, including such topics as making an offer, earnest money deposits, contingency

clauses, and financing terms. Module 4 also discusses fair housing laws as they relate to looking for a
home and obtaining a mortgage.

53



A GUIDE TO THE REAL ESTATE PROFESSIONAL

AND SALES CONTRACTS

In Module 3, we talked about how to take stock of your housing needs and preferences. We also talked
about how to inspect a home with a critical eye, so that when you’re ready to actually start looking at
homes, you’ll know what to look for. At this point, you’ll also want to consider whether or not you want to
work with a real estate agent, how to locate a good one, and what kinds of services they can provide.
Once you find a house you want to buy, the next steps are to submit an offer to purchase, arrange for an

inspection, negotiate the sales price, and finalize the sales contract.

THE REAL ESTATE PROFESSIONAL
USING A REAL ESTATE AGENT
Looking for the perfect home can be a frustrating, time-consuming endeavor. Using an experienced real

estate agent can take some of the worry out of the process. Here’s how an experienced agent can help you.

* An agent can help pre-qualify you for a loan and estimate how much you can afford to pay. As we’ve
mentioned before, looking for a house that is affordable to you is extremely important. It can be a

frustrating waste of time for both you and the agent to look at homes you cannot afford.

* An agent who is a member of the Multiple Listing Service can help you identify more homes for sale
and cover more ground than you could on your own. An agent can also provide you with background

information about the community.

« An agent can help you sort through your financing alternatives, provide information on mortgage
lenders, inform you of current interest rates, recommend housing subsidy programs and assist you in

other housing matters.
* An agent can also help you identify inspectors, appraisers, and other housing professionals who will

be involved in the process.

THE AGENT’S RELATIONSHIP TO THE SELLER
The agent in a real estate transaction is legally the agent of the seller and is legally obligated to act in the

seller’s best interest. Following are examples to illustrate the role of an agent.

« The Clarks are selling their house. After looking for a qualified agent, they decide to list their house

with Agent Smith. Agent Smith helps them decide on an asking price, advertises the house, includes
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it in the Multiple Listing Service, and shows the house to qualified potential purchasers. If Agent
Smith, known in this case as the listing agent, sells the house to one of his clients, he is entitled to

the full commission, which is paid by the seller from the proceeds of the sale.

Another scenario might be: Agent Smith has not yet found a buyer for the Clarks’ home. Another
agent, Ms. Jones, notices the listing in the MLS and suspects that it’s just the house her clients, the
Browns, have been looking for. Agent Jones shows the house to the Browns and they decide to make
an offer to purchase the house. The offer is accepted and the sales contract is signed. In this case,
Agent Jones, known as the selling agent, and Agent Smith, the listing agent, will share the

commission.

The important point to remember is that both agents represent the seller. Even though the agents work

with the buyer and spend a great deal of time showing them homes, etc., they are paid by and work for

the seller. To further clarify why agents work for the seller, let’s look at the typical services provided by

the agent for the seller.

Advertise the property and handle calls about the ad.

Qualify prospective clients and make arrangements to show the house.

Deliver offers to purchase to the seller. If more than one offer is submitted, the agent will review each
of them with the seller and advise on which is the best offer.

Relay the seller’s response back to the potential buyer when a decision is made.

After a contract has been signed by both parties, the agent concentrates on completing the
transaction. This involves activities such as arranging to meet with inspectors and appraisers,
providing necessary paperwork for others involved in the process, and attending the closing, where
the real estate transaction is finalized and property is transferred to the buyer.

When the closing is completed, the agent receives the commission and his or her job is done.

In addition to these activities, the agent has other obligations to the seller:

The agent must represent the property at its listed price and terms as set by the seller, and he/she
must not reveal privileged information concerning the seller’s situation. Agents violate their agreement
with the seller when they make comments such as “The Clarks’ are asking $70,000 for their house,

but | feel sure they’ll take less. They’re in a hurry to sell because they are getting a divorce.”
An agent is also obligated to present offers only from willing and qualified buyers. Since homes are

normally taken off the market while the potential buyer’s loan is being processed, it is unfair to take

the property off the market for someone who is unlikely to qualify for a loan.
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This discussion of the agent relationship to the seller is not meant to discourage you from using an agent
in your search for a home. Experienced agents can and do provide valuable services to the buyer. If you
are fully aware of the nature of these relationships, you will be in a better position to protect your own

interests and negotiate the most favorable sales contract. And, if you decide to sell your house at a later

date, you’ll know what to expect when you work with a real estate agent.

THE AGENT’S RELATIONSHIP TO THE BUYER

If the agent represents the seller, what is the relationship between the agent and the buyer? An agent
offers his or her time, experience, and expertise to you with the expectation of obtaining a fee when the
house is sold. Such agents do have certain obligations to buyers. These duties include:

* To use reasonable care and skill in performing their duties;

« To deal with clients honestly and fairly;

+ To disclose all facts known to the agent that affect the value or desirability of the property that are not

known to the buyer.

In dealing with a buyer, an agent who represents the seller must comply with applicable real estate laws.
For example, while it is not legal to exaggerate the desirability of a house, it is considered fraud if the
agent intentionally misrepresents the property. Legal action can be taken against a seller or the seller's
agent if they fail to reveal something that affects the value of the property, such as violations of zoning or

building codes.

USING A BUYER’S BROKER

A buyer’s broker is just what their name inplies — a real estate professional who represents your interests
as the buyer of a house. The buyer’s broker works for you, not the seller. They may not show as much
bias in which house you buy and may be quicker to point out problems such as water damage and to
steer you away from a “lemon.” Buyer’s brokers are particularly helpful in negotiating the sales contract

and writing a purchase offer that favors your position.
The buyer’s broker receives a fee for his or her services, which is often a portion of the commission that

is paid to the seller’s agent. It can also be a fee paid directly by the buyer. Either way, the buyer’s agent is

usually able to help negotiate a selling price that will compensate for the fee they receive.
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FAIR HOUSING LAWS

In many states, the Real Estate Commission is committed to promoting fair housing in the state. Any
conduct by a broker or salesperson which violates the provisions of the State Fair Housing Act is also a
violation of the License Law. Some State Fair Housing Acts state that it is unlawful to discriminate on the

basis of race, color, religion, sex, national origin, handicap, or familial status in real estate transactions.

It is an unlawful, discriminatory practice to:

+ refuse to rent or sell to, or otherwise deal with a person

« discriminate against a person in the terms, condition, or privileges of a real estate transaction

« refuse to receive or fail to transmit a legitimate offer to engage in a real estate transaction

» falsely deny that housing is available for inspection, sale or rental

« discriminate through advertising

» practice “blockbusting” — causing person(s) to sell or rent by telling them that members of a minority
group are moving into the area

* deny membership or participation in brokerage, multiple listing, or other real estate services

« interfere, coerce, threaten or intimidate a person to keep him/her from obtaining the full benefits of

state and federal fair housing laws

Sometimes discriminatory practices are hard to detect. If an agent steers you to a particular area away
from others, or comes up with excuses as to why a house is not available for viewing, or if they are hard
to reach or don’t answer your calls about a certain house, you may want to check into the possibility that

discrimination is involved.

If you believe you have been discriminated against or otherwise harmed by the kinds of discriminatory
acts which are prohibited by law, you have a right to file a complaint with the state Human Relations
Council or the U.S. Department of Housing and Urban Development (HUD). The names and addresses

of these agencies are listed in the Resource Appendix.

CHOOSING A REAL ESTATE AGENT
When you are looking for an agent, consider the following and use Worksheet 4.1, Evaluation of Real

Estate Agencies.

1. CREDENTIALS
Because agents are engaged in a business that involves other people’s money and property, their
activities are regulated by the states in which they operate. State laws require real estate brokers and
salespeople to be licensed in order to protect the public from fraud, dishonesty or incompetence in

real estate transactions. In every state, applicants for a real estate license must meet certain
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educational requirements and pass an examination to show they have an adequate knowledge of the
business. They must also renew their license periodically and must follow certain standards of

conduct as established by the state Real Estate Commission.

You should also be aware of the different categories of real estate professionals:

» Areal estate broker is a person licensed to carry out real estate transactions and to receive a fee
for these activities.

» Arreal estate salesperson is also licensed, but he or she must operate under the supervision of a
licensed broker because the training is not as advanced as that of a Broker. Salespersons receive
a portion of the commission paid to the selling broker.

* ARealtoris alicensed real estate agent who is a member of the National Association of Realtors.
The Association, which has local, state, and national chapters is a trade association which
promotes high standards in the real estate profession. The Association also provides members

with educational opportunities and resources, such as the Multiple Listing Service.

. EXPERIENCE

There’s no substitute for experience. If location is the prime consideration in looking for a house, then
experience is the prime consideration in selecting an agent. Word of mouth referrals are among the
best ways to locate an experienced broker. Ask friends, relatives, and co-workers to recommend
someone they’ve worked with. However, beware of relatives or friends-of-friends who may be in real
estate but are inexperienced. Think twice about letting a friend or relative act as your agent even if
they are experienced. Real estate deals do fall apart sometimes, jeopardizing friendships and family
relations. Interview several agents and ask for a list of recent references and find out how long they’ve

been in business.

. SERVICE AREA

The agent you choose should be well-established in the areas where you are interested in buying.
They should have a good working knowledge of the area, the services available, current market
conditions, schools, etc. They should also express an appreciation of your lifestyle and the type of
home that interests you. For example, if you want to live in an older neighborhood close to town, you
will want to work with an agent who appreciates city life and knows something about the
neighborhood. It would also be helpful if the agent could advise you on the repair or maintenance on
older homes. On the other hand, if you prefer a rural area, you’ll want to work with an agent who

appreciates rural communities and is familiar with issues such as wells and septic tanks.
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4. PROFESSIONALISM
Good agents will listen to you and take your housing needs and preferences seriously. As long as you
are looking within your price range, they should act in a professional manner and treat you with
respect. They should also follow up on their commitments, keep you informed of what’s going on, and

conduct themselves in a business-like manner.

OTHER HOUSE-HUNTING OPTIONS
If you've decided that you would like to work with an agent, you may be confused about other options
you may have heard about, such as using more than one agent or purchasing properties listed for sale

by the owner.

USING MORE THAN ONE AGENT

Some buyers believe that if it's good to use an agent, then maybe using more than one would be even
better. In most instances, you’ll need only one agent. Working with several agents creates confusion and
wasted efforts all around, particularly if all the agents you select are members of MLS. Although
competition between agents may lead them to work harder to find the perfect house for you, it generally
leads to an unnecessary duplication of efforts. A good agent will soon realize that you’re working with
someone else and may lose interest in helping you. One exception to this may be when you are
considering homes in two different communities located some distance apart. In this case, it may make
sense to have an agent in each of these areas. This way, you’ll have the benefit of each agent’s

knowledge of his or her service area.

When you find an agent you like who seems to be doing a good job showing homes in your price range,
it's generally best to stick with him or her. However, don’t feel obligated to stay with an agent if you are
not satisfied with his or her services. If you've been working with the same agent for months and still

haven’t found anything, you might want to look for another agent.

FOR SALE BY OWNER PROPERTIES

If you drive around a neighborhood you like or check listings in your local paper, you’re likely to come
across “for sale by owner” properties (FSBOs, pronounced fizz-bows). By all means feel free to explore
them on your own, even if you're already working with an agent. The main advantage to FSBOs is that
the agent’s commission will not be added to the sales price, making these homes somewhat less
expensive. Take extra precautions to have the home inspected before you buy, and have an attorney

advise you on drawing up the sales contract.
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THE SALES CONTRACT

When you have found a home you want to buy, the next step is to draw up a sales contract. When a
contract has been prepared and signed by the buyer, it is known as an Offer to Purchase. This Offer is
presented to the seller or the seller’s agent. If the document is accepted and signed by the seller, it then
becomes a Sales Contract. This sales contract is perhaps the most important document in a real estate
transaction because it states in detail the agreement between the buyer and the seller, establishing their
legal rights and obligations. Once the contract is signed by the buyer and the seller, the conditions of the
contract cannot be changed unless both parties agree to, and sign, the changes. Therefore, it is

important that you know what the agreement says.

Preparing the Offer to Purchase will undoubtedly create stress. You'll probably have second thoughts and
wonder if you’re making the right decision. You’ll worry over whether or not the seller will accept your
offer. However, don’t despair. If you’ve done your homework before you make the offer, you’ll be satisfied

with the results.

The first step in writing the offer is gathering all the information required to complete the form. Your real
estate agent will be able to help you. Many agents use a standardized form that has been approved by
the state Bar Association and the state Association of Realtors. This is essentially a fill-in-the-blank form,
where you indicate how much you want to pay for the house and what conditions you want placed on the
sale. Whether this form or another is used, get the advice of a real estate attorney and have him/her

explain the legal terms and contingencies (discussed below) to you.

The information generally required in the contract includes:
« Names of the buyer(s) and a statement of intent to purchase the property
+ Names of the seller(s) and a statement of intent to sell the property under provisions of the contract
» Property address, if applicable
» Legal description of the property which describes its location and boundaries
« Personal property included in the transaction, such as refrigerators, light fixtures, etc.
» Purchase price and how it is to be paid:
— the amount of earnest money paid as a deposit and who holds the deposit until closing
— other cash payments to be made by the borrower (down payment)
— the amount to be borrowed and the terms of the loan
— amount to be assumed, if applicable
« Provision for length of time the contract is valid (expiration date)

« Dated signatures of all parties
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+ Contingencies: any special provision that requires something to be done, (such as a professional
inspection on the house) or that something occur (your loan must be approved) before you are legally
obligated to buy the house. Contingency clauses give you a way out of the contract if something goes

wrong.

The section of the contract that deals with contingencies is extremely important. Contingency clauses
give you the right to cancel your contract if certain conditions aren’t met. If contingencies are incorrectly
stated or omitted, you may run into problems. Make sure everything you want is in the contract because

you may not get a chance to correct mistakes later. There are several categories of contingencies.

FINANCIAL CONTINGENCIES

The purpose of a financial contingency is to release you from the contract if you are unable to get a loan.
The contingency clause should describe the terms of the loan you wish to obtain, including the maximum
interest rate, discount points, type of loan (such as fixed rate or adjustable), and term (15, 20, or 30

years). This is important information because it protects you from having to accept unfavorable terms.

The seller may want to include a good faith effort clause in the contract which obligates you to make
every effort to obtain a loan within a certain time frame. Be sure that you are given adequate time to
obtain a loan, taking into account that the seller may not want to tie up his property for a long time. If
your loan application is rejected by one lender, you will have time to approach a different lender. If you
are unable to obtain the loan within the time specified in the contract, you should be able to cancel the

contract.

INSPECTION CONTINGENCIES

The purpose of an inspection contingency is to uncover any hidden problems with the house before the
purchase. Most lenders require termite inspection as a contingency. Other common inspection
contingencies are for structural and mechanical systems, and for hazards such as asbestos, radon, or
lead paint. If the results of these inspection reports are unacceptable, you may negotiate with the sellers
to repair or remedy the situation at their expense, or you may ask for a lower sales price if you can do the
work yourself. If the seller agrees to make additions or repairs, be sure to get them in writing. If you
cannot reach a satisfactory agreement, claim your right to cancel the contract. As a new home owner,

you don’t want to be stuck with expensive repairs.

SURVEY CONTINGENCIES
A survey contingency is done to confirm lot boundaries and reveal any zoning or code violations
associated with the property. For example, if the survey shows that the property you want to buy is

located in a flood zone of flood plain, you will know that you can expect to pay more for hazard insurance.
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Another example of how a survey contingency can protect you involves zoning ordinances. Zoning
ordinances generally specify that a house must be set back a certain distance from the edge of the
property line. If you have an Offer to Purchase on a lot where the previous owner has built a garage too
close to the property line, the garage may be in violation of the set-back requirements of the zoning
ordinance. You may be required to remove the garage at your own expense if this violation is not
discovered until after you become the owner. If this violation is detected before the contract is valid, you

have the option to void the contract.

SOIL-TEST CONTINGENCIES

If you are purchasing land located in a rural area that is not served by municipal water and sewer
services, you will have to install a well and septic tank. Don’t assume that land you want to purchase will
take a septic system or well. You will need to have a perk test done to determine if the soil is suitable for

a septic system, and if so, where it should be located on the lot.

EARNEST MONEY DEPOSITS

When you submit your Offer to Purchase, you will be required to make a cash deposit which indicates
that you are serious about your intent to purchase the house. The deposit is generally given to the listing
agent (not the seller) to be placed in his or her escrow account. The deposit will be applied to your down
payment at the time of the closing. For example, if you make a $500 deposit and you owe $2,000 as a

down payment, you will only have to pay $1,500 of this down payment at closing.

The amount of the deposit required varies. It may be as little as $100 or it may be as much as the full
down payment. Generally speaking, it is best to pay as little as possible so that you do not tie up your
savings. The deposit should be large enough to let the seller know that you are serious about buying the

house. Your agent and/or your attorney can advise you on how much earnest money you need.

Your earnest money deposit should be returned to you if the seller does not live up to the terms of the
sales contract. The deposit should also be returned if major defects are uncovered by the inspections, or
if you cannot obtain the financing you need. The conditions for returning the deposit should be clearly
spelled out in the contract. It is also possible that you will lose your deposit if you fail to live up to the

terms of the contract.
NEGOTIATING TIPS

Now that you are aware of some of the things that make up an offer and sales contract, let’s turn our

attention to strategies for negotiating a contract that gets what you want and protects your interests.
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One of the first questions you'll want to ask is, “How much should | offer?” “Should | offer the seller’s full
asking price?” As an example, let’s say the seller is asking $65,000 for the house, but you don’t want to

pay that much. When negotiating the price, consider the following tips.

* Know the market.
If homes in the area are selling like hot cakes, sellers may feel that they can hold out for their full
asking price. On the other hand, if homes are selling slowly and a home has been on the market for
several months, sellers may consider coming down on the price. Compare the seller’s asking price to
the sales prices of similar homes in the area that have sold recently. This should give you some idea

as to what is a fair and reasonable offer.

* Be realistic.
Don’t be tempted to offer too much just to get one particular house. Remember, you will have to live
up to your obligation to make the monthly mortgage payments. Revisit your household budget and
make sure you feel comfortable about making those payments. You'll also want to be careful not to

offer too little — you may insult the seller to the point that negotiations become impossible.

* Befirm.
Don't let the seller or the seller’s agent try to convince you to raise your offer when you know you can’t
afford it.

e Bein control.
You can create an image of control if you have a clear idea of what you want. Inspect the house
yourself carefully, as we discussed in Module 3, so that the seller knows you won’t be easily fooled
and that you are aware of the home’s defects. Have your inspection checklist in hand and make notes
of anything you find that would lower the home’s value. Avoid being too critical, however. Don’t offend

the seller by talking about how much you dislike the wallpaper or the carpet.

* Keep your feelings in check.
When you are viewing a home, it's OK to indicate that you like it, but don’t go overboard, even if you
think you’ve found the house of your dreams. If you appear over-anxious, you will weaken your

negotiating strength. Likewise, avoid giving the impression that you are in a hurry to buy.

* Don’t get discouraged.

If your first offer is rejected, keep looking!
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OFFERS AND COUNTER OFFERS

After the Offer to Purchase has been filled out to your satisfaction (and reviewed by your attorney), it is
ready to be submitted to the seller. If you are working with a real estate agent, they will submit the offer to
you. The seller may:

* accept the offer

* reject the offer

¢ submit a counter offer

Counter offers usually involve negotiations on the sales price. For example, if the original asking price
was $65,000, and you offered $60,000, the seller may return with a counter offer to sell the house for
$63,900. If you determine that you can still afford the house at that price, then you have the option to
accept this offer. Or, you can make your own counter offer, raising your original offer from $60,000 to
$62,000. During this negotiating process, keep your budget in mind and review any changes with your

attorney to make sure you are still adequately protected.

CONCLUSION

When you start looking for a home, an experienced real estate agent can take some of the worry out of
house-hunting. An agent can help you determine how much you can afford to pay, and help you shop for
a mortgage. An agent can also help you identify more homes in your price range more quickly.

Remember to choose your agent carefully and take your time in shopping for a home.
Signing the sales contract is a big step, and it usually creates a great deal of anxiety. However, if you are

sure of what you want and how much you can afford, you’ll be on your way to becoming a happy home

owner.
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WORKSHEET 4.1
EVALUATION OF REAL ESTATE AGENCIES

Place the name of each agency next to the corresponding number below. Mark each question with an “%”
or “vin the appropriate column. “v"" answers are the best indicators for your evaluation.

Names of Agencies 1
2
3
4
5
Evaluation Questions 1 2 3 4
1. Isthe agency headed by a Realtor? a a u a a

2. Does the agency have several listings in our

price range? a a u a a
3. Has the agency been in business over 5 years? a a u a a
4. Does the agency advertise regularly? a a a a a
5. Do the agency’s listings change with regularity? a a u a a
6. Does the agent seem interested in what we need? a a a a a
7. Is the agent showing us what we’re looking for? a a a a a
8. Does the agent seem knowledgeable about the real

estate market? a a a a a
9. Does the agent seem knowledgeable about local

property taxes? a a u a a
10. Does the agent seem willing to tell us what is right and

what is wrong with the house? a a a a a
11. Is the agent knowledgeable about the neighborhood?
12. Do | like and trust the agent? a a a a
13. Is the agent familiar with school districts, school

locations, etc.? a a a a a
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MODULE 5

TITLE
Financing the Home Purchase

LESSON PURPOSE
To provide information about various lending programs and mortgage products so you can determine
which programs best suit your needs.

LEARNING OBJECTIVES
After completing Module 5, you will be able to:

List the steps to take in shopping for a mortgage.

» Identify different types and sources of lending programs at the federal, state, and local levels.

» Discuss criteria for comparing mortgage programs.

» Learn how to pre-qualify yourself for a mortgage.

+ Describe ways to increase your borrowing power.

» Understand the process of determining which programs are most appropriate.
SUMMARY
In Module 5, you will learn about the importance of shopping for a mortgage so that you can find the most
favorable terms of purchase. Central to this discussion is an introduction to the various lending programs
that are available through private lenders, government-insured programs, and local non-profit housing

organizations. Differences between these lending programs and mortgage terms can make a great
difference in the affordability of a home to purchasers with different income levels.
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FINANCING THE HOME PURCHASE

In Module 5, we’ll discuss the importance of shopping for a mortgage. Just as you would not buy a car
without shopping around to compare prices, you should not finance a home purchase without shopping
around to compare terms and conditions of different mortgage loans. The right loan can make a

difference in whether or not you qualify, and it can save you thousands of dollars as well.

A common mistake that first-time home buyers make is to assume that all lenders are alike or that each
lender has only one type of loan. There’s a wider variety of mortgage products on the market now than
ever before. This variety makes your search for a mortgage more difficult, but at the same time, it makes

it more likely that there’s a loan program out there to meet your needs.

Before you begin shopping for a mortgage, you should become familiar with the various types of home

loans, where to look, and what factors to consider when comparing programs.

WHERE AND HOW TO SHOP FOR A MORTGAGE

LOAN SOURCES

Lenders making home loans include savings and loan associations, commercial banks, mortgage
companies, credit unions, state and federal savings banks, and finance companies. Commercial banks
and savings institutions typically offer other banking services such as consumer and business loans and
checking and savings accounts in addition to mortgage loans. Mortgage companies, on the other hand,

are primarily in the business of providing residential mortgage loans.

TYPES OF MORTGAGES

There are basically three major categories of loans offered by lending institutions.

1. CONVENTIONAL MORTGAGES
Conventional mortgages are the standard product of lending institutions. However, the standard,
conventional mortgage product of 20 years ago that required a 20% down payment is now joined by a
variety of new products that make mortgages more accessible to first-time and low- to moderate-
income families. These mortgages are more flexible and do not require as large a down payment.
Lenders tend to consider loans obtained with lower down payments (90% - 95% LTV) to be more
risky, and they generally require Private Mortgage Insurance (PMI) that protects the lender if the
borrower defaults. In order to get a better understanding of these not-so-conventional mortgages, a

look at the role of the secondary market is in order.
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THE ROLE OF THE SECONDARY MARKET

Most mortgage loans made today are not held as long-term investments by the originating lender.
They are originated and sold to investors in mortgages. The term secondary market refers to the
investor market that buys the loans from originating lenders. Most conventional loans are sold in
mortgage-backed securities with The Federal National Mortgage Association (FNMA, or Fannie Mae)
and the Federal Home Loan Mortgage Corporation (FHLMC, or Freddie Mac), the guarantors of these
securities. Most FHA and VA loans are sold with the Government National Mortgage Association
(GNMA, or Ginnie Mae) guaranteeing these securities. Lenders, such as banks, thrifts, and mortgage
banks, originate these loans and, even though they sell them in securities, retain the responsibility for
collecting payments and paying taxes and insurance, etc. The lenders continue to have the same
relationship with a borrower that they would have if they continued to own the loans. The only
difference is that they send the principal and interest payments to the investor currently owning the
mortgage. The originating lender is the first lender and the investor is the second — thus, the

secondary market.

Like FHA and VA, the major secondary market participants, Fannie Mae and Freddie Mac, have
established standardized documents and loan approval processes. Fannie Mae’s Community Home

Buyer Program is an example of special programs that might be available.

The Community Home Buyer’s Program was designed to provide loans for low- and moderate-income
families. The program offers more flexible underwriting guidelines than you might expect from other
conventional mortgages. For example, you may be able to establish a nontraditional credit history (if
you don’t use credit and don’t have a report on file with a credit reporting agency), by providing
evidence that you have paid your rent and utilities on time. This program offers a 95% loan-to-value
ratio, requiring only a 5% down payment. You may also be able to take advantage of the 3/2 option.
The option specifies that 2% of this down payment (not required if the loan is a 97% loan) may be
from gift funds from an immediate family member, a grant, an unsecured loan or pre-approved
secured loan from a non-profit agency or local or state government. The remaining 3% of the down
payment must come from your own funds. Other qualifying guidelines include a maximum monthly
housing expense-to-income ratio of 33%, and a maximum debt-to-income ratio of 38%. Typically, the

two month PITI reserves are waived. Home buyer education is required.
In most instances, borrowers’ income may not exceed 115% of the area’s median income as

calculated by the U.S. Department of Housing and Urban Development (HUD). Mortgage insurance

is required.
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2. FEDERAL HOUSING ADMINISTRATION (FHA)
The Federal Housing Administration does not make direct loans; it insures lenders against default by
borrowers. FHA loans are originated by many different FHA-approved lending institutions across the

state.

FHA loans are available with both fixed and adjustable rate mortgages and for terms up to thirty years.
Down payment requirements are based on percentages of the loan amount — 3% on the first $25,000
borrowed and 5% on the amount that exceeds $25,000. Single family homes with a maximum

appraised value of $50,000 or less require only a 3% down payment. Qualifying ratios are 29/41%.

FHA loans require mortgage insurance premiums (MIP). An up-front MIP fee equal to 3.0% of the loan
amount is charged, but this may be financed for the term of the loan. FHA also charges a monthly MIP

of 0.5% of the loan amount.

Maximum loan amounts are established for various geographic locations, but these amounts are
normally adequate for most first-time buyers. Properties must conform to FHA building guidelines and

be inspected and approved by an authorized inspector.

The primary advantage of FHA-insured loans is that they provide financing with a small initial
investment, allowing a small down payment and the financing of the closing costs. Qualifying ratios
and other underwriting guidelines are also relatively lenient. The primary disadvantage is that they

sometimes take longer to process because of government regulations.

3. VETERANS ADMINISTRATION (VA)
The Veterans Administration guarantees mortgages for veterans of the armed services, those
currently in the service, and their spouses. Check with your regional Veterans Administration to find
out if you are eligible and to obtain a copy of your eligibility certificate. You will be asked to furnish the
VA with your discharge papers or evidence of current active duty status. Like FHA-insured loans, you

may apply for a VA loan through many different lending institutions.
VA loans, for veterans who have not previously used their eligibility, may be available for 100% of the
sales price or appraisal, whichever is less. The borrowers must meet income and credit standards

very similar to FHA standards and some of the more liberal conventional loan programs.

No longer does the VA establish the maximum interest rate a veteran can pay. Interest rates are

similar to FHA loans, and they may be slightly lower than conventional loans.
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VA loans offer one of the best financing options available today, so if you qualify, you'll want to talk to a
lender who handles VA loans. The main disadvantage of VA loans is the additional time it generally

takes for processing.

OTHER OPTIONS

In addition to the types of loans offered through lending institutions, there are other sources and types of
loan programs that you may want to look into. For example, the U.S. Department of Agriculture Rural
Housing Service makes home loans to low- to moderate-income families in rural areas. The State
Housing Finance Agency also offers various programs for low- to moderate-income families through
many lenders in the state. Find out if there are nonprofit agencies in your area that have housing assis-
tance programs. We hope to be able to help you identify many of these housing programs in your area,

and the features of some of these programs are discussed below.

USDA/RURAL DEVELOPMENT

USDA/Rural Development (USDA-RD) provides loans in rural areas to finance homes and building sites.
Rural areas include open country places with populations of 10,000 or less and, under certain conditions,
towns and cities with populations between 10,000 and 20,000. Loans may be made for up to 100% of the
USDA/RD appraised value of the site and the home. The maximum repayment period is 33 years or,
under certain conditions, 38 years. Most loans are subsidized according to income. Typically, borrowers
pay 20% of their income toward house payment, property taxes, and hazard insurance. Applicants whose

income is classified as “very low income” may qualify for additional subsidies.

Home ownership loans are offered to help families or persons with low and moderate income. They must:
» Be without decent, safe, and sanitary housing.
« Be unable to obtain a loan from other sources on terms and conditions that they can reasonably be
expected to meet.
» Have sufficient income to pay house payments, insurance premiums and taxes and necessary
living expenses. Persons with inadequate repayment ability may obtain co-signers for the loan.
» Possess the legal capacity to incur the loan obligation.

» Possess the ability to carry out the undertakings and obligations required in connection with the loan.
USDA-RD GUARANTEED PROGRAM

This program provides 100% guarantee to loans originated through lending institutions. Applications are

submitted to participating lenders approved by the USDA Rural Housing Service.
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The Guaranteed Rural Housing Loan is designed for moderate-income families. To be eligible for this
program, applicants must have an adequate and dependable income and have a credit history that
indicates a reasonable willingness to meet obligations as they become due. Your housing expense-to-
income ratio cannot exceed 29% and your total debt-to-income ratio cannot exceed 41%. Interest rates

are established by the lender for 30-year terms.

STATE HOUSING FINANCE AGENCIES
The State Housing Finance Agency is usually a self-supporting agency of state government. The HFA

often operates several programs to help first-time home buyers with low and moderate incomes.

HFA LOW INTEREST MORTGAGES

The HFA sells tax exempt mortgage revenue bonds to investors to raise money for these low interest
mortgages. Because the bonds are exempt from federal income tax, the investors accept a lower rate of
interest than for taxable bonds. The savings are passed on to the home buyers, providing mortgages at

interest rates that are lower than the market rate.

These mortgages are offered in cooperation with many lenders. You may call the HFA to get a list of

participating lenders in your area (See Resource Directory).

* Eligibility: You may be eligible for an HFA loan if you buy a home in the state of your principal
residence and are a first-time home buyer (or have not owned a home as your principal residence
during the past three years). Your annual household income must be within the HFA'’s eligibility

criteria.

* Terms: Most HFA’s low interest loans may be applied to privately insured (such as Fannie Mae’s
conventional mortgages), FHA-insured, or VA or FmHA-guaranteed loans. Therefore, the down
payment required, the amount of the monthly payment, and the exact mortgage amount for which you

qualify will vary.

» All loans offer below-market, fixed interest rates, 30-year terms, with 3% to 5% down payments. Some
VA and FmHA loans require no down payment. Typically as the buyer, you'll pay a 1% origination fee

and the seller or a third party pays the discount points, which can vary.

MORTGAGE CREDIT CERTIFICATE (MCC)
Mortgage Credit Certificates were authorized by Congress to assist home buyers with moderate and low
incomes. While all home owners can claim an itemized tax deduction for mortgage interest, MCC’s go a

step farther. An MCC reduces your tax liability, dollar-for-dollar, by a percentage of the mortgage interest

74



you pay. In some states, tax credits of 15% and 25% are offered, depending on your financial situation.

« Example: Suppose you qualify for an MCC at 25% and you obtain a mortgage of $65,000. Your first
year's interest payment is $1,458 ($5,832 x 25%) for that year. If your federal income tax is $1,458 or
more after you have taken all other credits and deductions, you receive the entire benefit of the MCC
— $1,458. You can receive an immediate benefit from your MCC by filing a revised form W-4,
Employee’s Withholding Allowance Certificate. In this example, your federal tax would be reduced by
$121 a month ($1,458 + 12 = $121). This extra money increases your take-home pay and helps make

your house payments affordable.

+ If your federal income tax liability is less than $1,458 — say $900 — your tax is reduced by only $900
that year. However, you can claim the remaining credit on tax returns for the next three years if your

tax liability increases.

« Eligibility criteria for the MCC in most states are similar to those of the HFA’s Low Interest Mortgage
described above. You may apply for an MCC at participating lenders in your area. There is usually a

nonrefundable processing fee.

FINANCING OPTIONS
The various mortgage products mentioned previously can be further divided into categories according to

how the loan is repaid.

FIXED RATE MORTGAGES

Most home loans are amortized, which means the loan is scheduled to be fully repaid within a definite
period of time with equal monthly payments. The fixed-rate mortgage that has been used in our examples
throughout the text is the garden-variety mortgage; it is perhaps the most frequently used because of its
simplicity. Many borrowers, particularly first-time home buyers, prefer the security of an interest rate that
does not change over the term of the loan. Before you decide, however, you'll want to investigate other
financing options as well. Although there are too many varieties of mortgages to be covered in this text,

following are some of the more common types.

ADJUSTABLE RATE MORTGAGE (ARM)

An adjustable rate mortgage, as the name implies, is one in which the interest rate varies. The ARM has
a lower interest rate in the beginning, and it may increase by certain amounts and within certain set time
frames over the term of the loan. The key feature to learn about ARMs is the cap placed on how often

and how much the rate can increase. For example, a 2/6 cap means that the rate cannot increase by
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more than 2 percentage points at any one given time and that the maximum increase is 6 percent. Under
this cap, a loan that starts out at 8% may increase to 10% after the first adjustment period (maybe every

year, or every 2, 3, 5, or more years), but it could not exceed 14% over the loan term.

The primary advantage to the ARM is that it provides some relief from high interest rates by starting you
out at a lower rate. They may also be advantageous for families who do not plan to live in their home for
a very long time; they plan to sell the home before the rates are likely to have reached their peak.
However, there are pitfalls to ARMs that can have serious financial consequences, so you will need to be
especially careful in reviewing all the features of the loan. Some of the questions to ask the lender about

the ARM are included in Worksheet 5.1, Mortgage Comparison Checklist.

CONVERTIBLE MORTGAGE

The convertible option combines features of the fixed rate and the adjustable rate mortgages. This option
allows the borrower to start out with an ARM with the option of switching to a fixed rate at a later date.
Unfortunately, you cannot just pick the time to convert and get whatever the rate happens to be at the
time, so the convertible may not represent any real savings to you — in fact, it could cost you more than a
regular refinancing option. If you think you might be interested in a convertible mortgage, be sure to find

out when you can convert, what fees will be charged, and what the conversion rate will be.

BUY-DOWN

The buy-down arrangement means that someone (the seller, the builder, or sometimes even the buyer)
pays the lender a lump sum to temporarily buy-down the interest rate, from say, 10% to 8%. The
buydown may be in effect for 3-5 years, during which time the rate gradually increases to the contract
rate, 10% in this example. During this time period, the borrower’s monthly payment is based on the lower
rate (8%, 8.5%, 9%, etc.), and the lender is paid the difference between this payment and what the
borrower would be paying at the contract rate. In effect, the mortgage payment is subsidized from the
initial buydown set-aside fund. The final contract rate that is in effect at the end of the buy-down period

will stay the same for the remainder of the loan term.

A buy-down allows you to make lower payments during the early years of home ownership, which are
often the most difficult to manage. However, the buy-down could be a problem if your income does not

increase enough to make the higher payments as the rate increases.
ASSUMABLE MORTGAGES AND SELLER FINANCING

An assumable mortgage is one in which the buyer takes over the existing financing on a house. When

assuming a mortgage, you must pay the difference between the sales price and the remaining balance of
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the existing loan, so a large down payment is typically required. Occasionally, you may encounter a seller
who is willing to take back a second mortgage if you don’t have enough funds for the full down payment.
This arrangement may work well in some instances, but consult with an attorney before you enter into

any contracts with an individual seller.

GETTING STARTED
Now that we’ve reviewed the most common sources and types of mortgages, you’re probably wondering
how you’ll ever choose one. The best approach is to develop a system for comparison shopping. You'll

want to approach shopping for a mortgage in the same way you shop for a house.

Begin with recommendations from your real estate agent or agency, then find out what kind of loans are
offered by the bank where you have your checking or savings account; check into the credit union where
you work; find out where friends or relatives who have bought homes recently obtained their mortgages;
and check the listings in the Yellow Pages and in the real estate section of your local newspaper. It's a
good idea to do some of your preliminary searching by telephone. Don’t hesitate to call different loan

officers to get information; it’s free and providing information to potential customers is part of their job.

Most importantly, you need to be aware of the basic terms and concepts you’ll encounter when
comparing mortgages. Although mortgage loans vary in many ways, they all have certain common
structural features that provide a basis of comparison. These features are summarized in Worksheet 5.1,
Mortgage Comparison Checklist. Many of the items on the checklist are self-explanatory; others are
reviewed below. Use this worksheet to develop a loan profile on the various programs that interest you.
Once you have gathered this information, you'll be in a better position to determine which programs best

suit your needs.

MORTGAGE COMPARISON TERMS

INTEREST RATE

Interest rates are constantly changing and different rates are applied to different programs, even within
the same lending institution. As previously mentioned, the rate you get affects how large a loan you
qualify for and it affects the size of your monthly payment. In shopping for a mortgage, find out what rates
lenders are charging and be sure your information is current. The lender with the lowest rate one week

may not have the lowest rate the following week.
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INTEREST RATE LOCK-INS

The interest rate that is quoted at the time of your application may not be the same rate that is available
at the time of closing. Since a higher rate may affect your ability to qualify, you’ll want to know if the
lender will hold, or lock-in, the initial rate quoted until closing. Be sure to get this lock-in agreement in

writing, find out how long it will be in effect and determine if there are fees associated with the lock-in.

ORIGINATION FEE
An origination fee is a lender’s charge for originating and processing the loan. The fee may be 1% or

more of the loan amount.

APPLICATION FEE
Lenders frequently charge an application fee to cover the costs of credit reports, appraisal fees, and
other miscellaneous expenses related to determining whether the borrower qualifies for the requested

loan.

POINTS

A point represents one percent of the loan amount. On a $50,000 loan, one point would be $500.
Although the concept of points can be confusing at times, it is more understandable when thought of
simply as prepaid interest. Points increase the lender’s yield on a loan without raising the interest rate.
Some borrowers may decide to pay points to keep the interest rate lower and, thereby lower their monthly
payments. A seller might agree to pay points to help with closing costs. These points, whether paid by the

borrower or the seller, are normally paid at closing.

How do points affect affordability? Each point is roughly equal to 1/8 of a percentage point added to the
interest rate. For example, a 9 percent loan and 2 points is roughly equivalent to a 9 1/4 interest rate with

no points.

If a lender tells you that you can get a fixed rate mortgage at 9% and 2 points or 9 1/4% and no points,
how do you know which is best? The answer depends on how much you have available for up-front costs
and what your comfort zone is for the monthly PITI payment. Your monthly PITI payment will be lower at

9% interest, but your closing costs will be higher if you pay the points.

ANNUAL PERCENTAGE RATE (APR)
The APR is the total yearly cost of a mortgage stated as a percentage of the loan amount. The APR
includes the contract interest rate, mortgage insurance, and points. The APR is a better source of

comparison than the interest rate alone, because it takes all fees into account.
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ELIGIBILITY CRITERIA

In comparing mortgages, you'll find that most lenders evaluate borrowers on the same issues. Lenders
will evaluate your income, assets, and credit history. They will also evaluate the property you wish to buy.
However, some lenders are more flexible than others in interpreting these guidelines. For example, some
lenders will accept non-traditional methods of establishing a good credit history if you don’t use credit.
Some lenders require eligible borrowers to have been on the same job for the past two years, while other
lenders will accept one year on the same job. Take a realistic look at your employment and residential

stability and your credit history, then ask various lenders how they evaluate these factors.

QUALIFYING RATIOS

Pay close attention to income restrictions and lending ratios. Compare these to your own financial
situation to find the best fit. For example, suppose you have determined that the maximum monthly PITI
payment you can reasonably afford is 29% of your gross monthly income. You might be able to qualify for
programs with front-end ratios (maximum housing expense-to-income ratio) of 29% or higher, but you

wouldn’t qualify for a program that had a front-end ratio of 26%.

Don’t forget to check the back-end ratio — adding your total debt to housing costs as a percentage of your
income. If your debts are high, you may not qualify for a program with a back-end ratio of 36% or 38%.

You may need to try FHA instead, where the back-end ratio is 41%.

CLOSING COSTS ESTIMATES
There are certain closing costs associated with all mortgages, but the fees can vary among lenders. Find
out what the fees are for items such as the application fee, origination fee, credit report fee, appraisal fee,

costs of title search and title insurance, attorney fees, and the survey, if required.

PROPERTY EVALUATION
Does the lender place restrictions on the type of house you wish to buy? Will it finance manufactured or
mobile homes? Modular homes? What are the lender’s property evaluation criteria? What is the appraisal

fee?

For Adjustable Rate Mortgages, be sure to ask these additional questions.

INITIAL INTEREST RATE

Some lenders may advertise an introductory discount rate on an ARM which seems unusually attractive.

Find out how long these low rates last; you may find yourself paying the full rate before you can actually
afford it.
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ADJUSTMENT INTERVAL
How often can the interest rate be adjusted? A loan with short intervals, such as one year, results in your
payments rising more rapidly. Will you be prepared for this? A longer interval protects you longer from the

higher rates, if rates are increasing.

FINANCIAL INDEX AND MARGIN

Most ARMs are tied to the price of a financial index such as Treasury notes. These index figures are
widely published in newspapers, so they are easy to track. Ask about the lender’'s margin — how much
higher is the ARM rate than the index rate? If the financial index falls, the interest rate on the ARM should

also decrease.

PAYMENT CAPS

A payment cap sets limits on how much your monthly payments can increase, regardless of how high the
interest rate rises. Remember, payment caps are different from rate caps. Rate caps set limits on how
much and how often the interest rate changes; your monthly payments will increase accordingly.
However, if there’s a payment cap which limits how much your payments can increase, you could have a
problem. If your payments don’t go up enough to cover the additional interest due, this unpaid interest is
added to your loan balance. Under these circumstances, the amount you owe increases rather than
decreases with each payment, and you could end up owing the lender more than the original amount you
borrowed. This results in negative amortization, and it is a situation you want to avoid. Be sure to discuss

this possibility with your lender.

DETERMINING WHICH PROGRAM BEST SUITS YOUR NEEDS
PREQUALIFYING YOURSELF

There are three steps to determine which mortgage program has the most favorable terms for you. These
steps will help you pre-qualify yourself for various loan programs before you actually submit a loan

application.

1. Learn all you can about loans and all the various costs involved. Call various lenders in your area to
compare mortgage terms. Make extra copies of Worksheet 5.1 so you can develop a loan profile for
all the mortgage programs that interest you. Find out if the lenders have pre-qualification worksheets

available.

2. Review your financial situation. How much can you afford for the down payment and closing costs?
What is your comfort zone for the PITI payment? If you've taken the time to carefully complete the
worksheets from previous modules, you'll have the answer to these questions. If you need help, ask

your real estate agent or a housing counselor for advice.
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3. Match up the best type of loan with your financial situation and the property you wish to buy. You'll
then be able to narrow the field to only those programs with the best fit. At this point, you may want
to schedule personal interviews with the lenders. These interviews enable you to get even more
information, but you are under no obligation to actually submit an application. After these initial
interviews, you can decide where you wish to submit an application. (See Module 6 for a full

discussion of this loan application process.)

INCREASING YOUR BORROWING POWER
If you’ve worked through the pre-qualification process and are dissatisfied with the mortgage amount you

will qualify for or don’t think you’ll be able to qualify at this time, here are some suggestions.

1. ANALYZE THE PROBLEM
Take another look at your situation to determine where the problem lies and think about ways to solve

the problem.

Are your debts too high? Do you have bad credit? If you have too many debts or have bad credit, you
will need to take some time to reduce these debts and re-establish good credit. You'll then be in a

better situation to buy at a later date.

Is your income too low? If your income is too low, you may need to wait until your income increases
before you purchase a home. Do you anticipate that your household income will increase in the near

future? Think about ways you and your family can increase your earnings potential.

Are you being realistic? You may not be able to afford your dream house right now, but the fastest
way to get it might be to buy a less expensive starter home now. If you live in it a while, take good

care of it, and let it appreciate in value, you should be able to trade-up at a later date.

2. STRETCH YOUR BORROWING POWER
Take another look at the various financing options discussed earlier. Is there anything you over-
looked?
« Private and government-insured loans (FHA, VA, FmHA, the State Housing Finance Agency,
Fannie Mae, etc.)
» Alternative financing options such as ARMs, buy-downs, seller financing, etc.
« Special financing at the local level. Find out if there are non-profit agencies in your area with

housing assistance programs. For example:
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LEASE PURCHASE MORTGAGES OR LEASE PURCHASE AGREEMENTS

Some non-profits operate these programs to help families prepare for home ownership. Potential
buyers are charged monthly rent consisting of the PITI payment and a certain amount that is
reserved in a down payment fund. Lease periods are usually between three and five years. At the
end of this period the house may be purchased if the prospective home buyer has met all the
conditions of the agreement. It’s a good idea to have your attorney examine any lease-purchase

arrangement you are considering.

SWEAT EQUITY

Some non-profits, such as Habitat for Humanity and other self-help housing programs, allow
potential buyers to help build their homes. These programs generally establish their own eligibility
requirements, including the number of hours each potential buyer must spend working on their
home. They may also be required to help build homes for their neighbors. These programs offer

substantial savings to the home buyer.

SUBSIDIZED SECOND MORTGAGES

Funds for second mortgages may be provided by local, city, and county governments and by non-
profit organizations. Typically, these programs reduce the amount of the first mortgage so that the
monthly payments are more affordable. The subsidized second mortgages are usually offered at
very low interest rates, and in some instances they may be applied toward the down payment and

closing costs.

Note: There are income limits on most of these programs.

CONCLUSION

The importance of shopping for a mortgage cannot be over-emphasized. The right mortgage can make

the difference in whether you qualify and it can save you thousands of dollars as well. The importance
of identifying the mortgage product that is right for you will become more evident in Module 6, as we

advance to the topic of the loan application process.
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WORKSHEET 5.1
MORTGAGE COMPARISON CHECKLIST

Use this checklist as a guide when shopping for a mortgage. Ask lenders the questions listed below and
compare terms to find the type of financing with most favorable terms for you.

Name of Lender

Name of Contact/Phone #

Type of Mortgage Available
(Fixed-rate, ARM, FHA, VA, Other)

Interest rate

Points

Annual percentage rate (APR)

Eligibility Criteria

Income Limits

Employment History
(length of time at current position or

length of continuous employment)

Credit History

(policies on collections, judgements, etc.)

Qualifying Ratios

Housing costs/Income

Total debt/Income

Down Payment Assistance

Gifts or loans allowed?

Minimum Down Payment Required

Without PMI

With PMI

If PMI will be required

Up-front cost

Monthly premiums

Length of time required
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Name of Lender

Closing Cost Estimates

Application Fee

Origination Fee

Credit Report Fee

Appraisal Fee

Survey Fee

Lender’s Attorney Fee

Title Search/Title Insurance

Document Preparation Fee

Assumption Fee

Lock-ins

Upon application/approval?

Interest rate and points?

Written agreement?

Effective how long?

Cost of lock-in?

Lower lock-in if rates drop?

Escrow Required

For taxes

For insurance

Prepayment

Is there a penalty?

Extra payments allowed?

Assumable?

Loan Processing Time

Adjustable-Rate Mortgage
Only

Initial Interest Rate

Adjustment Interval

Financial Index/Margin

Rate Caps: Periodic, Lifetime

Payment Cap

Can negative amortization occur?

Other
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MODULE 6

TITLE
Applying for a Mortgage

LESSON PURPOSE
To prepare you for the loan application process to maximize your chances for loan approval.

LEARNING OBJECTIVES
After completing Module 6, you will be able to:
» Understand the purpose of the application interview.
» List the information lenders require for the application.
» Discuss mortgage qualifying guidelines.
» Discuss verification procedures that take place during the loan processing phase.
» Discuss options if the loan application is rejected.
SUMMARY
In Module 6, you will learn about the loan application process, what information is required by lenders,
and how this information is verified. This segment also includes a discussion of mortgage qualifying

guidelines, such as ability to repay, creditworthiness, available assets and collateral. You'll be given tips
for submitting a successful application.
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THE LOAN APPLICATION PROCESS

THE INITIAL INTERVIEW

After you’ve done some comparison shopping for a mortgage, the next step is to begin the loan
application process. The first thing you’ll need to do is schedule an interview with the lender. The
purpose of this initial interview is to give you the opportunity to learn more about the lender’s programs.
The interview also allows the lender to learn more about you. This meeting sets the stage for making a

formal application if you decide to do so.

In most lending institutions, your initial interview will be with a loan officer or loan originator. Call ahead
for an appointment and allow at least an hour for the interview. If you’re married or have another co-
borrower, it's best for you to go together. When you go to the interview you’ll want to put your best foot
forward, but there’s no need to be uneasy about it. Lenders are people in the business of making loans

and they want to help you.

GETTING PRE-QUALIFIED

If you have followed the guidelines in this book to pre-qualify yourself before you approach a lender, you
will have a fairly good idea as to how much you can afford. The loan officer will want to go through this
same process with you again. He or she will review the information you provide about yourself and the
property you wish to buy to see whether you qualify for the loan and if the verification process shows that

all this information is correct.

The loan officer will use the appropriate lending ratio requirements to see if you fall within specified ratios.
For example, if you are applying for an FHA loan, the loan officer will want to find out if your Principal,
Interest, Taxes, and Insurance (PITIl) payment exceeds 29% of your gross monthly income. He or she will
also add your total debts to this projected PITI payment to see if your total debts will exceed 41% of your
gross monthly income. If you don’t fall within these guidelines, the loan officer may be able to offer some
advice as to how you might be able to qualify at a later date, or he or she may suggest a different

mortgage program that would be more suitable for your situation.

If you do fall within these ratios, the lender will proceed to find out more about you and the property you

wish to buy.

KNOWING WHAT YOU ARE QUALIFYING FOR

You are under no obligation to make a formal loan application at the interview. This interview is your
opportunity to make sure you fully understand all the terms and conditions of the loan. Take along your
Mortgage Program Checklist (Worksheet 5.1) and verify information you may have obtained prior to the

interview. Pay particular attention to the following:

86



INTEREST RATE LOCK-INS

Some lenders will be willing to lock in the current rate, and points, if applicable, for a set amount of time.
The advantage to locking in an interest rate is that you’ll know that the rate won’t increase before you
close on your loan. You may want to consider locking in the rate if you know you won't qualify at a higher
interest rate. Beware of lenders who put a short time limit on the lock-in. You’ll want your lock-in to be in

effect through closing, and be sure to get it in writing.

CLOSING COSTS ESTIMATES

When you submit your mortgage application, the lender is required to provide you with a good-faith
estimate of the closing costs that you are likely to have to pay. This estimate must come to you within
three days after your application is filed. Although the lender will not know exactly what these costs will

be, the estimates are usually fairly accurate.

ANNUAL PERCENTAGE RATE (APR)
You'll want to verify the lender’s annual percentage rate on the loan. The APR includes not only the

interest rate, but also discount points and certain other fees.

FILLING OUT THE APPLICATION FORM
If you do decide to take steps to apply for the loan, you will need to be prepared to supply the loan officer
with all the information needed for the application form. Most lenders use a standard residential loan
application form (see example at the end of this module). This is another fill-in-the-blank form, and the
loan officer will help you complete the form. There are six types of information generally required for the
loan application.
1. Personal Data — Full names, addresses, and Social Security numbers of all borrowers.
2. Income — The amount and source of all income for all borrowers.
3. Assets — Information on all your other assets, such as checking and savings accounts, stocks and
bonds, real estate, etc.
4. Debts and Obligations — Information on all outstanding debts and other financial obligations.
5. Credit References — Information concerning loans or debts that have been paid plus other good
credit references.
6. Property Information — Information on the property you wish to buy including your sales contract

with its legal description of the property and the sales price.
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We will go into more detail about these items later, but for now, be aware of the types of information you
will need to take with you to the loan interview. Use the Application Checklist (Worksheet 6.1) as a guide

in gathering this information ahead of time.

The loan officer will ask you a lot of specific questions about your personal financial situation. It's
important that you cooperate fully and be honest. The lender will verify all the information you give

them; chances are they will find out if you’ve been dishonest, and this will hurt you in the long run.

VERIFYING THE INFORMATION

Your loan application and all the other information you supplied to the loan officer form the basis of your
loan package. After your loan application has been taken, the next step is for the loan officer to turn your
loan package over to a processor who will begin verifying this information. Because so much money is at
stake when lenders make mortgage loans it is necessary for them to thoroughly investigate your financial

and employment background to determine if you're a good risk.

Remember, most lenders cannot make a verbal commitment to approve your loan at the time of the
interview. A decision on whether or not your loan will be approved is not made until all these verifications
are in. The verification process takes time, and this is when the waiting begins. Waiting to find out if your
loan will be approved is one of the most frustrating aspects of the entire home-buying process. It will be

helpful, however, if you understand what’s going on behind the scenes.

Typically, lenders use standard verification forms (see example at the end of this module) to request
information from credit bureaus, your employer, and your bank. There are four major areas that require

verification.

1. EMPLOYMENT AND SALARY - Lenders will not just take your word for what kind of job you have
or what your salary is. They will ask your employer for written verification of your current position, how
long you've been with the company, your current salary and your prospects for continued employment.
If you frequently work overtime and need this extra income included in your gross salary to qualify for
the loan, you'll also need to provide the lender with your W-2 forms for the past year or two. Your W-2

forms show that you receive overtime pay on a regular basis.

Employment stability is another concern of the lender. Lenders usually don’t look favorably on an
applicant who has changed jobs several times in recent years. Changing jobs should not be a problem
if you have upgraded your job status or moved from one company to another to accept a better job in

the same field. However, if you've held many different jobs in different fields within a relatively short
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period of time, you are likely to be considered a poor risk. The so-called job-hopper generally has a

hard time getting a mortgage.

Self-Employment — If you are self-employed, you will need to submit copies of your personal federal
income tax returns for the previous two years. Lenders will also ask for your partnership or corporate
tax returns, unless you are the sole proprietor. Other information that may be required of the self-
employed includes profit-and-loss statements and balance sheets for the current and previous two

years.

. OTHER ASSETS - The lender will want to know if you have any sources of income in addition

to your salary. This may include alimony or child support, social security, disability payments, savings

accounts, trust funds, and stocks. All assets that you list will be verified by the lender. For example, if

you are including child support payments as part of your assets, you will be required to provide a copy
of the divorce papers and any separation agreement. You may also be asked to provide receipts for

support payments from previous years to prove that you receive the payments regularly.

The lender will also contact your bank to verify the balances in your checking and savings accounts.
This information tells the lender that you have enough money to make the down payment and pay
closing costs. In addition, most lenders will want to verify that you will have some savings left over

after you pay these costs.

Gifts — As mentioned earlier, many lending programs now allow part of the down payment to be in the
form of a gift. Most lenders, however, do not want you to borrow money to make the down payment,
so they will verify that this money is a gift and will not have to be repaid. Gifts from parents or other
close relatives (grandparent, sibling, or child) are generally more acceptable than gifts from distant
relatives or friends because there is less likelihood that a gift from a close relative is a loan in
disguise. Lenders will usually ask for a letter from the donor specifying the relationship and confirming
that the amount does not have to be repaid. The lender will also verify the source of the gift in order to

determine that the donor has the resources to make the gift.

. CREDIT HISTORY - You'll recall from Module 2 that we talked about the importance of
establishing good credit. We also advised you to get a copy of your credit report before you apply
for a loan so that you will have time to pay off delinquent accounts or correct mistakes on your report.

When the lender pulls your credit report, they will be looking at several things.
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Bankruptcy — The lender will look to see if you have filed for bankruptcy in the past. A bankruptcy
will stay on your credit report for up to ten years, and can negatively impact the way the lender
views your application. However, some lenders will work with you. It's important to be honest and

tell the lender about your circumstances.

Debts — The lender will verify balances on charge cards and other installment or revolving charge

accounts. If your debts are excessive you may not be able to qualify.

Payment History — The lender will also look at how you’ve paid these accounts, whether or not
you’ve paid them on time, and how often your payments have been late. An occasional late
payment probably won’t diminish your chances to get a loan. We’ve all had times when we’ve lost
an invoice or accidentally let the due date go by before paying the bill. However, a pattern of
making payments late can hurt you because the lender may feel that you will not take your

commitment to make monthly mortgage payments seriously.

Rent Payments and Residential Stability — Your history of paying rent or mortgage payments is
important because it indicates your commitment to pay for shelter. If you rent, the lender will verify
the amount you pay for rent each month and the length of time you have lived at your present
address. Your history of paying the rent will be particularly important if you pay cash for most of
your purchases and do not have an active credit file. You can establish a credit history by showing

evidence of paying rent and utilities on time, so be sure and keep these accounts up to date.

Your residential stability will also be considered. If you’ve moved frequently in the last few years,
the lender will want to know why. If your moves have been associated with job transfers you should
not have a problem. However, if you’ve moved from place to place with no apparent reason you

may be considered a poor credit risk.

4. THE PROPERTY - The lender will ask for an appraisal on the house you wish to buy. The purpose

of an appraisal is to determine the market value of the property. The appraised value tells the lender

whether or not you are trying to borrow more than the house is worth. This is where the loan-to-value

ratio (LTV) comes into play. You'll recall from Module 5 that the LTV is one of the underwriting

guidelines lenders use. Let’s take another look at how the LTV works and how it affects your loan

application.

Suppose you want to purchase a house for $75,000, and the appraisal report valued the home at

or above $75,000. Suppose also that the lender’s underwriting guidelines require an LTV no higher
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than 95%. This means the lender will not give you a mortgage for more than 95% of the appraised

value; the most you could borrow would be $71,250, as shown in the example below.

First, multiply the appraised value times the lender’s LTV to get your maximum loan amount.
$75,000 x 0.95 LTV = $71,250

Then, subtract the maximum loan amount from the appraised value to find the amount you’ll need
for the down payment.
$75,000 — $71,250 = $3,750 down payment required

In this example, you would be within these underwriting guidelines provided you had enough

savings for the down payment.

« Suppose the appraised value of the house in the above example turned out to be only $72,000. In
this case, your request for a $71,200 loan is like asking the lender to finance almost 100% of the
appraised value. Because this falls outside the lender’s underwriting guidelines, you would have a
problem. If the lender offers to provide a mortgage of 95% of the appraised value, which is now
only $72,000, the most you could borrow would be $68,400.

$72,000 x 0.95 LTV = $68,400

If you have already signed a contract on the house with the sales price of $75,000 and the appraisal
comes in lower, you would have to come up with a larger down payment, as shown below.
$75,000 — $68,400 = $6,600 down payment required

In this example, you would have several options.

1. Negotiate with the seller to reduce the sales price, pointing out that the appraisal was less than the

asking price. The appraisal supports your claim that the home is over-priced.

2. Find out if there is a mistake in the appraisal. Review the appraisal with your real estate agent
or attorney to make sure the appraiser did not make an error such as failing to take the fireplace or
some other feature of the house into account. If you give the appraiser evidence to support your

claim that the house is worth more, the appraiser can increase the appraised value accordingly.

3. Request another appraisal (you will have to pay for this).
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4. Come up with the extra money needed to make a larger down payment. However, think twice
about paying more for a house than its appraised value. If you sell your house at a later date,

chances are the appraisal will still be less than the sales price you want.

5. Make the decision not to buy that house. If your sales contract has a contingency clause that
allows you to cancel the contract if the appraised value was unacceptable, then you would be free
to walk away from the deal. Check with your attorney to make sure you are adequately protected

by this and other contingency clauses.

THE APPROVAL PROCESS

The verification process eventually leads to a decision regarding your loan. When all the necessary
information and verifications have been received, your loan package will be submitted for approval. In
most instances, the person making this decision will be an underwriter. The underwriter will evaluate all

the information in light of the lender’s eligibility rules, called underwriting guidelines.

The underwriter will look at the verifications of your employment, income and assets to evaluate whether
you have the resources to repay the loan. The information drawn from your credit report tells the lender
whether or not you are likely to repay the loan. The appraisal tells the lender whether or not the property

supports the loan.

Here’s another way of looking at how lenders evaluate the risk in making loans — by looking at the four Cs

of credit.

1. Capacity — Can you make the monthly mortgage payments required to pay off the loan?

2. Credit History — Is your credit good? Do you pay your debts on time? If you’ve had problems in the
past, have you made an effort to correct them? Is your employment and residential history stable?

3. Capital — Do you have enough money to make the down payment and pay closing costs?

4. Collateral — Does the value of the property support the loan? Is the appraised value in line with

similar homes in the area?

THE WAITING
The wait for a mortgage approval only seems to take forever; most applications can be processed within
4-6 weeks. It may take longer if you are applying for an FHA or VA loan or if you are applying through a

special assistance program that requires more than one approval.

Keep in mind that it takes time for all the verifications to be returned to the lender. It also takes time to

schedule the appraisal and get the work done and the reports filed. You may be able to help speed things
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up by staying in touch with the loan officer. If you're told that your employer has not returned your
verification form, for example, you could remind him/her to do so. Don’t wait until just before the contract

expires to find out that there are problems.

THE COMMITMENT LETTER
After weeks of waiting, you finally get the commitment letter telling you that your loan has been approved.
Be sure to read the entire letter to make sure that all the terms and conditions are what you expected.

The following example shows what'’s included in the typical commitment letter.

Congratulations. We are pleased to inform you that your request for a mortgage has been approved

subject to the following terms and conditions:

A first mortgage in the amount of at an interest rate of . Term of loan: . Discount

points: . Origination fee: . Other fees: .

The letter will list a number of other conditions that must be met before the closing such as evidence
of home owner’s insurance, termite inspection, a final inspection of the property, the title search, and
payment of closing costs. Your commitment letter will also include an expiration date. If all these

conditions aren’t met within the specified time, the lender will withdraw the commitment.

Be sure to read the commitment letter carefully before you sign. Your signature indicates your

acceptance of the terms and conditions of the loan.

DEALING WITH REJECTION
If your loan application is rejected, you can certainly apply somewhere else. But before you do this, you’ll

want to know why your loan was turned down. There are several reasons a loan is not approved.

1. POOR CREDIT HISTORY - Did the lender uncover unpaid collections or judgments against you?
Have you failed to pay your bills on time consistently? If you have credit problems, you may need to

take some time to clear up your credit before you re-apply.
2. LOW APPRAISAL - If the contract sales price on your house is higher than the appraised value,

the lender may reject your loan. Review the options discussed earlier in this module to see if there’s a

way to remedy the situation.
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3. INSUFFICIENT INCOME OR ASSETS - Although you've been pre-qualified by the lenderbefore
your application is taken, sometimes a closer look at your income, assets, and debts shows that you
don’t fall within the lender’s underwriting guidelines. Talk to the lender about ways to improve your

situation.

You might also want to review our discussions in previous modules on how to expand your borrowing

power. Even if you don’t qualify now, you may be able to in the future.

LENDER RESPONSIBILITIES
Lenders are required by law to operate under certain rules, regulations and procedures when taking loan

applications. You should know your rights under these laws.

EQUAL CREDIT OPPORTUNITY ACT

This Act prohibits discrimination in lending practices. The lender may not discriminate because of race,
creed, religion, national origin, sex, marital status, or age. If your loan application is rejected, the ECOA
requires the lender to send you a written explanation of the reasons for rejecting your application within

30 days of your request.

FAIR CREDIT REPORTING ACT
This Act guarantees your access to your credit report. You are entitled to know the full contents of your
report. Remember, if you are turned down for credit anywhere, you are entitled to a free copy. If there are

errors, you also have the right to have mistakes corrected.

REAL ESTATE SETTLEMENT PROCEDURES ACT (RESPA)

This Act required lenders to give you a good faith estimate of all closing costs you are likely to pay. The
lenders won’t know exactly what the closing costs will be when you submit your application, but they are
required to estimate these costs so you will be prepared. The lender is also required to give you a HUD-
approved booklet about closing costs. This booklet and the good-faith estimate must be mailed to you

within three days of your application.

TRUTH-IN-LENDING SETTLEMENT (REGULATION 2)
Lenders must tell you the annual percentage rate (APR) on the loan. The APR is based on the contract
interest rate plus discount points and certain other fees. The APR gives you the true costs of your loan

and is a better basis of comparison than the interest rate alone.
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CONCLUSION

The loan application process is long and tedious, and it requires your full cooperation and patience. Be
prepared to furnish the lender with all the information needed and be prepared to wait for a response.
The waiting period will be easier if you are fully aware of what happens after you apply for a mortgage.
This process is summarized in the chart on the following page. If your loan is approved, you’ll be ready to
plan for the closing, which is the topic of Module 7.
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MORTGAGE PROCESS CHART

Application

Consumer
Safeguards

30 or more
days to
approve or
reject
application

| Credit Check |

Prequalify: pretest of eligibility
for loan pending receipt of
credit checks, appraisal, etc.

_|

Closing Cost Estimates

Truth-in-Lending: provides
estimated APR

Housing
Verification

Order credit report: determine
type of credit, attitude toward
credit, lapses in payments

Appraisal

Letter to landlord or lender:
verify payment history for last
two years

Income
Employment

Determine appraised value
and if property meets lender
guidelines

Check
applicant’s
assets

Letter to employer: verify last
two years, determine stability
of income

Underwriting

Form to applicant’s savings
bank: verify funds needed
to close
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WORKSHEET 6.1
ITEMS TO BRING TO A LOAN INTERVIEW

O 0O 0O 0o o o o

0 o oo o000 OO0 0D O O O

Legal description of property

Contract to purchase property

Choice of closing attorney

Current landlord’s name and address

Previous landlord’s name and address (if you have lived there less than 2 years)
Current employer’s name and address

Previous employer’s name and address (if you have been employed by present employer for less than
two years)

All checking account numbers

All savings account numbers

All money market account numbers

Most recent brokerage house statement of investments

Loan numbers for all loans — bring name and addresses of lenders
Monthly payments and balances on all loans

Credit card account numbers, balances, and monthly payments
Monthly payments on real estate debt

Monthly income on investment property

Copy of divorce/separation papers (if applicable)

Current and previous two years P & L if self-employed

Two years’ tax returns if self-employed or if 5% or more of your income is derived from investments
W-2 and current pay stub

W-2 and current pay stub if self-employed

VA Certificate of eligibility (if applicable)

If you have accounts or loans from out of state depositories and businesses, please be sure to provide
names, addresses, and zip codes.
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MODULE 7

TITLE
Closing the Real Estate Transaction

LESSON PURPOSE
To provide an explanation of the closing and settlement process so you will be prepared to meet the
obligations and expenses of closing the transaction.

LEARNING OBJECTIVES
After completing Module 7, you will be able to:
« Discuss considerations in selecting a settlement agent.
* Identify necessary preparations for the closing.
» Discuss what happens at the closing.
» Discuss the purpose of closing documents.
» List various closing costs normally paid by the buyer and the seller.
SUMMARY
In Module 7, you will learn how real estate transactions are finalized. Topics discussed in this segment
include the purpose of the closing