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Topics covered in this guide include:
♦ the meaning of homeownership,
♦ shopping for a home,
♦ available options,
♦ obtaining a loan and
♦ negotiating a sales contract.

Topics are presented as they normally
occur in the home-buying process. How-
ever, it’s easy to find specific pieces of
information on any selected topic. This
information is not a substitute for the
professional advice of a real estate agent or
a real estate attorney, but it should help
you make better decisions.

ach year more than 100,000 Texans
buy homes. Most purchasers are
moving up to improved housing.

Others are relocating. Many are first-time
buyers.

Because large amounts of money and
complicated legal commitments are in-
volved, decisions made during the home-
buying process can have far-reaching conse-
quences on your finances and personal
satisfaction. Homebuyers at all levels need
as much information as they can gather.
That’s why this reference is being made
available.
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ot everyone buys a home for the
same reason. For some, personal
taste dictates home selection. For

others, it’s mainly an investment decision.
Most homeowners become aware of the
special responsibilities of homeownership
only after they purchase a home. Before
buying a home, consider your reasons for
purchasing, and make sure that your pur-
chase fulfills those objectives. First, let’s
review some of the major benefits and
responsibilities of homeownership to help
you set objectives.

Benefits
Pride of ownership. Many people derive

satisfaction from owning a home because it
symbolizes their commitment to the commu-
nity and their status as a prosperous citizen.
They take pride in their home as an expres-
sion of personal taste. Often they invest much
time and money in home improvements and
upkeep.

Selection. Buying may be the only way to
have the home you want or to live in a
particular neighborhood. Usually a wider
selection of detached, single-family homes
is available for sale than for rent. You may
find that the more attractive neighborhoods
have few homes for rent. The same often is
true for large homes and houses with special
features, such as workshops and gardens.

Home improvements. If you can’t find the
perfect house, you may modify the home
you buy. In most cases, this is not possible if

you rent. If a landlord allows changes in the
property, you have no guarantee that you
can continue living there beyond your
current lease. By improving the home you
buy, you may be able to recover all or much
of the investment in a higher sales price. In
fact, many buyers make it a practice to buy
homes that need improvement and then fix
them up to suit personal taste.

Control. Many people feel they have more
control of their future when they own their
home. Renters have no assurance their
lease will be renewed or their rent pay-
ments won’t go up rapidly when the lease is
renewed.

Home owners may lock in the most
important part of their housing cost, the
initial price of the home. If they obtain a
long-term, fixed-rate loan to buy the home,
their house payments may be relatively
constant. The portion of the payment used
to pay taxes and insurance may rise over
time, as may the cost of repairs, but they
will be minor compared to interest and
principal repayment.

Investment. Homeownership may be a
good investment. A home that is well cho-
sen and well cared for can appreciate at or
faster than the rate of inflation. Because
most homebuyers pay only a fraction of the
house’s price in cash, the value of their
investment, or equity, will increase at an
even greater rate. Of course, if the value of
the home declines, the owner’s equity may
be eliminated. Nevertheless, many financial
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advisors consider owning a home an impor-
tant part of an investment portfolio.

Tax advantages. Homeownership can be
an even better investment when you con-
sider the tax advantages. As a home owner,
you can deduct the portion of the mortgage
payments that go towards interest and any
property taxes. However, these deductions
are valuable only if, combined with other
deductible expenses, they are large enough
to justify itemizing. (In other words, they
exceed the standard deduction.)

Profits, or “capital gains,” from selling a
home are not taxable unless they exceed
$250,000 for a single taxpayer or $500,000
for married taxpayers.  This exemption can
be used repeatedly, as long as each home is
held for at least two years.  A capital gain is
realized anytime the selling price, less sales
expenses, is greater than the adjusted tax
basis of the property.  Tax basis is the origi-
nal cost of the home plus the cost of addi-
tions and improvements less any gains from
previous sales that were deferred (prior to
1997, homeowners could defer capital gains
by buying a home at least as costly as the
one sold).  There is no age limit on the
capital gains exemption.

Responsibilities
ith so many benefits, you may
wonder why everyone doesn’t
own a home. Some people who

could afford to buy a home choose to rent.
They don’t want the responsibilities that go
with ownership.

Commitment to a place. As a home owner,
you usually can’t move as readily as a renter.
If mobility is important, you may not want to
buy. You may know that you will be in a
location for a short time. You may need time
to find the area in which you want to live.
You may expect that your housing needs
will change drastically in the near future.

If you buy a home, you will find that
moving can be time-consuming and expen-
sive. You usually need to find a buyer for
your home. You will have to pay fees and
other expenses connected with the sale.
Renters generally need only wait until their
lease expires to move.

Property maintenance. Depending on the
age and condition of the home purchased,
you will have some maintenance expenses.
Some can often be large and unexpected,
such as furnace failure or roof replacement.
You will also be liable for injuries to others
that occur on your property. If your home
catches fire, you will be responsible for
replacing it. For these reasons, you will need
to carry hazard insurance on your home.
As a renter, you can let the landlord take
care of maintenance and insurance (al-
though you still have to insure your per-
sonal belongings).

Access to funds. Finally, owning a home
means you have a substantial portion of your
life savings tied up in the house. A home can
be an excellent investment, but if values
decline, you may suffer a major set-back.

Types of Homeownership
The housing market has developed a

number of variations to suit most people’s
tastes and needs for a home. These options
have more to do with the rights you possess
as a home owner than with the physical
style of the building. How you own your
home can be important to your satisfaction
with the home and the investment rewards
of the purchase. Try to settle on the type
you prefer before you start your housing
search.

Single-family detached. This is the most
common type of home and is what most
people have in mind when they think of
buying a home. It is simply a house de-
signed for use by one household. It has its
own plot of land and is not connected to a
neighboring structure. When you buy a
single-family detached home, you own the
house and land and are solely responsible
for their upkeep. You are free to modify the
structure and landscape or build outbuild-
ings as long as you comply with local ordi-
nances, codes and deed restrictions.

Condominium. This term refers to an-
other way individual property rights are
exercised among the homeowners. Condo-
miniums encompass a number of dwelling
units combined in a single building, a com-
plex or a subdivision. In a strict sense, the
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individual homeowner possesses only the
dwelling unit’s interior. The structure of the
buildings, the grounds and any facilities on
the grounds are common areas controlled
by a homeowners’ association. Every owner
is a member of the association, paying
periodic fees and having a vote in deciding
actions of the association.

The association generally maintains the
common areas and sets rules for their use.
In practical terms, this means that home
owners can enjoy common facilities, such
as a swimming pool, at a fraction of the cost
of providing their own. It also means that
the home owner may be much more re-
stricted in what they can do with the home
than the owner of a single-family detached
home. If you are considering a condo-
minium, you should examine the associa-
tion by-laws prior to making an offer. Some
associations prohibit pets or children.

Condominiums can be large or small, can
be part of complexes with hundreds of units
or a few units and can be in the form of
high-rise buildings, garden apartments,
townhouses or detached homes. Some units
will be among the lowest priced housing
available, while others are among the high-
est priced.

The more inexpensive units usually are
designed to take advantage of the lower land
costs associated with high density develop-
ment. The high-priced units usually are
located in highly desirable areas and include
many luxury features. Condominiums
appeal to people who don’t care to do home
maintenance.

The use of common areas and home-
owner associations may extend beyond
condominiums. In specially planned subdi-
visions, open space and recreational facili-
ties generally are controlled in common
through a homeowners’ association. Just as
in condominiums, these organizations
require monthly fees and enforce a set of
bylaws governing the use of the common
areas.

Likewise, some areas have voluntary
associations or neighborhood organizations
that enforce private deed restrictions. These
restrictions are included in the property

deeds of homes within the neighborhood
and constrain how owners use their prop-
erty, including standards on building size
and appearance. Prior to making an offer, be
sure to obtain information on any bylaws
and restrictions that might apply to the
home you are considering.

Manufactured Housing.  A housing
option attractive to many is
manufactured housing: homes

that are produced in a factory and trans-
ported to the site intact or in sections.  The
modern manufactured home is a distant
relative of the old “mobile home” but is
much more traditional in appearance.  Com-
mon features include peaked roofs and
various types of exterior treatments similar
to site-built homes.

Manufactured homes constructed after
1976 comply with a stringent set of stan-
dards enforced by the federal Department of
Housing and Urban Development.  These
standards affect the quality of materials and
construction methods, fire safety, energy
conservation and durability.  New manufac-
tured homes commonly are sold without
land and are transported to a site and in-
stalled on a foundation.

The site may be purchased or leased
within a manufactured home community.
Local zoning laws may restrict where a
manufactured homebuyer can locate the
unit.  Housing units purchased without
land are not eligible for mortgage financing
but can be purchased with personal prop-
erty loans.  Manufactured homes generally
are less expensive than site-built homes of
comparable size and quality.

Lease options. Sometimes it’s possible to
try out a home before committing to a
purchase. Some sellers are willing to lease a
home with an option to buy within a speci-
fied period. You may be asked to pay a fee
for the option. This fee sometimes may be
applied toward the purchase price if the
option is exercised but forfeited if not. In
markets where homes are hard to sell,
however, option fees usually are not
charged. In addition, the seller may be
willing to apply some of the rent toward the
purchase price—but this is negotiable when
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the lease-purchase option is contracted.
Lease options are good ways to try out a
home before buying and, if the rent is ap-
plied, may be a way to save for a down
payment.

A new home? As you search the market,
you will find some homes that are newly
built or at least never occupied. Often, the
prices of these homes are no higher than for
comparable older housing. You might won-
der about the advantages of buying a new
home compared to an older one. New
homes, of course, should be cleaner, more
modern and last longer than existing

homes. Appliances, fixtures and heating and
cooling equipment are new and should
contribute to lower maintenance costs
compared to an older home. The builder
may offer a warranty or special financing.

On the other hand, older housing is more
likely to be located in an established neigh-
borhood. Lawns and plantings generally are
mature and well established. Features may
be included in the home, such as a pool or
garden, that probably add much less to the
cost than building from scratch. Primarily,
however, purchase of a new home is a
matter of taste and preference.
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Buying a home involves a two-part decision:
♦ satisfying your housing needs and

desires and
♦ investing in an expensive and durable

asset.
irst, you want a home that provides
the comfort, security and enjoyment
you expect. You want to find a place

that fits your life-style, satisfies
your tastes and is within your
allowable housing budget. Sec-
ondly, you want a place that will
hold or improve its value and
appeal to buyers in the market
when reselling it. You need to put
some time into searching the
market and considering what you
find before purchasing. A poor
decision may be expensive to
correct.

Many first-time buyers—and
some repeat buyers—are some-
what bewildered by the home-
buying procedure. The steps that
generally are followed from initial
search to a closed deal are sche-
matically presented in Figure 1.
This guide explains the details of
each step. First, however, let’s
briefly review what to expect.

Before you begin looking at
homes, it’s a good idea to figure
out how much house you can
afford. This allows you to focus
on those homes that you can

realistically buy. Also, it enables you to
compare the costs of owning a different
home to your current living costs. You even
may be able to “pre-qualify” for a mortgage
loan at this time, which will not only help
focus your search but also may give you the
confidence you need to make an offer on
the home you like.

Decide to Buy a House

How Much Can You Afford?

Where Do You Want to Live?

How Big? What Style?
Is a Condo Appropriate?

Search the Market

Find a Home

Make an Offer

Negotiate

Seller Signs Sales Contract

Buyer Applies for Mortgage Loan

Inspections—Survey—
Title Preparation

Closing

You Move into Your New Home

Figure 1. Home-Buying Process

Lender Approves
Loan Application

Use a Broker?
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Location. Start your search by finding the
area and neighborhood you like. Consider
how close these are to your job, shopping,
schools, churches, and other life centers.
Will routine trips to these places be rela-
tively easy and convenient or long and
tiresome? Take time to find out about the
services provided nearby. If you have chil-
dren, you will be interested in how good the
schools are and if they are conveniently
located. See if homes in the area are well
maintained. Is the neighborhood clean and
relatively crime free? You might visit the
area at various times to observe possible
activities that might bother you if you lived
there.

Location is a vital ingredient in the value
of a home. That’s why even a small home in
a high-priced neighborhood often sells for
more than a spacious home in a more mod-
est area. Furthermore, while you can im-
prove deficiencies in the house, you can do
little about the neighborhood. Generally,
property values increase at a greater rate in
good neighborhoods than in lesser ones.
Therefore, location is an important part of
the investment decision as well as the
choice of amenities.

Style. In most areas, you can choose from
a variety of home types. Decide how big a
home you desire. In today’s market, the
typical Texas home has about 1,600 square
feet of living space. Larger homes provide
extra rooms, more storage space and room
to expand. Smaller homes may have under-
sized rooms and limited storage and lack
formal dining rooms and living rooms.
Smaller homes are easier to clean, less
expensive to heat and cool, and incur lower
property tax assessments and hazard insur-
ance premiums.

Do you like the style and roominess of
two-story homes or the convenience of
single-story houses? You may appreciate the
economy of a condominium or townhouse,
or you may value the privacy of a detached
home. What features do you desire in the
home? Remember that many of these fea-
tures can be added after you buy, although it
is often more economical to find a place
that already has what you want. This is

particularly true if the feature requires
major modification, such as an additional
room or in-ground swimming pool.

Build? You might consider buying a lot
and building a home. In this way, you can
have exactly what you want, as long as you
can afford it. You will have to find a compe-
tent builder and make a great number of
decisions on the style, size and features of
your home. You will also have to wait for
the home to be completed, perhaps as long
as six months, after you have committed
money to buy a lot and arrange a construc-
tion loan.

Using a Real Estate Broker
s you set out to look at homes on
the market and begin to make
inquiries, you will undoubtedly

encounter real estate brokers representing
the owners of these homes. These brokers
are happy to work with you to find a home
that suits your needs. Real estate brokers
offer several advantages. They can:

♦ check housing inventory on the Mul-
tiple Listing Service (MLS) and show
you any home that you want to inspect;

♦ counsel you on finding the right type of
home that you can afford;

♦ provide current information on neigh-
borhoods, schools and local taxes;

♦ accompany you on visits to homes that
interest you;

♦ help you prepare an offer on the proper
legal contract forms;

♦ expedite the negotiation process;
♦ provide guidance in the sources and

costs of financing; and
♦ help you prepare for closing.
Although the broker typically represents

the seller, he or she is pleased to provide a
substantial number of services to the buyer.
They realize that these services contribute
to a successful sale and that is in the inter-
est of the seller. However, the broker is not
allowed to disclose information that is detri-
mental to the seller’s negotiating position.

Some agents act as buyers’ brokers, repre-
senting the buyer rather than the seller.
Buyers’ brokers may receive a commission
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arrange for inspections of the property to
determine its condition. The lender will
have the home appraised and surveyed and
ask a title company to issue commitment
for title insurance. The seller must arrange
to have the title cleared on any existing
liens and satisfy any requirements in the
sales contract involving the condition of the
home.

Financing. Almost as important as choos-
ing a home is arranging the proper financ-
ing. While it’s possible to pay cash for a
home, most people must borrow to make a
purchase. Fortunately, many lenders are
willing to help you buy a home.

Savings and loan associations specialize
in home financing. Commercial banks and
credit unions also make home loans, al-
though their main business is short-term
loans, such as car loans. Mortgage compa-
nies are important sources of home loans.
Mortgage brokers can access financing
offered by a range of lenders and may be
able to put together a package of loans if
more than one loan is needed.  Some real
estate brokers can originate mortgage loans
in the brokerage office either through their
own agents or an affiliated mortgage pro-
vider. As offered rates and terms can vary,
you should consider all these sources and
choose the best deal available.

Home loans can take two general forms.
One type requires payments that are equal
for as long as you have the loan. These are
called fixed-rate loans. Another type allows
the lender to adjust the interest rate at
periodic intervals. These adjustable-rate
loans may cause the monthly payment to
go up or down, depending on how interest
rates in the market change. Most adjustable
loans have a safeguard to prevent the rate
from changing too much from one interval
to the next. Adjustable loans have lower
interest rates than comparable fixed-rate
loans because you are taking on some of the
risk of interest rate variation.

Even with a loan, you need some cash to
make the purchase. The typical loan requires
that you pay 20 percent of the price in cash. In
addition, you must pay a number of fees and
other charges in cash at the time of purchase.

paid by the seller or collect a fee from the
buyer, or both, but the broker must explic-
itly acknowledge whose interest he or she is
representing. A buyer’s broker offers addi-
tional services. These brokers can:

♦ show homes not on the MLS, such as
those for sale by owners;

♦ counsel you on how much to offer for
the home of your choice; and

♦ negotiate a sales contract on your
behalf.

If you want these additional services, ask
brokers if they represent buyers and if they
charge for the service. In general, you will be
asked to sign a contract to secure the ser-
vices of a buyer’s agent.

Whether or not you choose to work with
a broker, it is a good idea to understand the
process in some detail. The broker can help
you at each stage, but knowledge on your
part allows you to get the most from these
professional services.

Negotiation. After finding the home you
want, you are ready to make an offer and
negotiate a sale. Some sellers market their
own homes, and you deal directly with
them. Most sellers contract with a sales
agent, and you negotiate through the agent.
In either case, you need to fill out an earnest
money contract stating the price you offer
and conditions attached to the sale. Your
offer is accompanied by a deposit—called
earnest money—to show your commitment
to an eventual sale. If your offer is accepted,
the deposit goes toward the sales price. If
you back out of the deal, you forfeit the
deposit unless the reason for failing to
complete the transaction is covered in the
contract.

The seller may accept your offer or pro-
pose a counter offer. This process may go
back and forth several times before a sale is
agreed upon by both parties. When every-
one is satisfied, a closing date is set; all
moneys are exchanged and you receive a
deed to the home at the closing.

Between the time of the contract offer
signing and closing, a number of things
must occur. The buyer arranges financing
from a lender, who issues a commitment for
the loan at specified terms. The buyer may
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There are ways, however, to reduce the need
for so much cash. You may obtain an insured
loan that covers a greater proportion of the
cost.

Insurance is provided by the Federal
Housing Administration (FHA), a govern-
ment agency, and by private mortgage
insurance companies. The FHA limits the
size of loans they insure, so if the home is
expensive, you may have to obtain private
insurance. You may also get a second loan
to handle part of the down payment. Re-
member that reducing the down payment
means larger monthly loan payments, in
part because more money is borrowed and
the insurance fees become part of the
payment.

When you have selected a lender, you file
an application for a loan. This entails filling
out a form, supplying information about the
transaction and your financial situation ,
and paying a fee to cover the loan process-
ing. If there are no problems, you will have
an approved loan within three to four weeks
and can proceed with the closing. (With
modern advances in communications, the
loan approval process is shrinking.  Some
loan originators now claim loan approvals
within a few days.)

Closing the sale. At the closing meeting,
all parties sign the proper papers and pay the
required expenses and down payments.
Lenders receive their fees and supply the
purchase loan money. Title insurers, sales
agents and inspectors receive their commis-
sions and fees. The buyer takes possession
of the home and can begin moving in.
Under no circumstances should you modify
the property until after closing.

The legal complexities of buying a home
serve to protect your rights as a property
owner. You can be assured that you are the
rightful owner of the home and are free to
use the property and sell your rights in the
future.

How Much Can You Afford?
By far, the biggest hurdle in buying a

home is arranging financing. This requires:
♦ an amount of cash for the down pay-

ment and other closing costs and

♦ enough income to qualify for the loan.
By comparing these requirements to the

amount of cash and income on hand, you
may determine how much house you can
afford. Incidentally, if you don’t wish to do
this yourself, a real estate agent can guide
you through the process. Additionally, you
may pre-qualify with a mortgage lender. A
loan officer can estimate the maximum
amount you may borrow based on your
income, current debts and available cash.
Typically, no charge or obligation is attached
to pre-qualifying, and many lenders will
take your information over the telephone.

If you think you may buy a home in the
next several months, you may want to take
the further step of getting pre-approved for a
mortgage loan.  Pre-approval signifies that
you have a credit rating and verified income
sufficient to get a loan of a specified
amount.  It not only indicates how much
home you can afford but shows the seller
that you have the ability to complete the
sale.  To get pre-approved, you will have to
provide the lender with documentation of
income and assets and you may have to pay
for a credit report.  Later, when you apply
for a loan at the same lender, the time
required to get the loan approved should be
much shorter.

Whether you do it yourself or have assis-
tance, the first step is to put together an
accounting of current income and debts.
The lender will want to see these items
when you apply for the loan. It’s a good idea
to do this before you look at homes, so you
don’t waste time with homes you can’t
afford.

Income. Your income will determine
how much you can borrow and, there
fore, how much house you can afford.

Many things contribute to income, but you
should include only those sources that
produce a steady stream of income year
after year. Your salary or earnings from a
regular job, preferably one that you have
held for some time, is the basis of the calcu-
lation.

If you are self-employed or derive most of
your income from commissions, you need
to verify that your level of income can be
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expected to continue. Likewise, the income
of a second earner in the household should
be based on expected continued employ-
ment. Investment income and payments
from others, such as alimony or child-
support, should be based on conservative
judgment of their long-term continuation.
To be on the safe side, you may want to
consider these income sources as supple-
mental and base your estimate only on
income from stable employment.

Current debts. After determining your
income, make a list of your debts that
require periodic payments. Include long-
term installment debt with a remaining
term of more than one year. Typically this
includes car loans, furniture loans and loans
for other major purchases. If you carry a
balance on your credit cards, you should
include the average monthly payment. Also
include any other real estate mortgages you
have, for example the one on the rental
property you listed in the income section.
Finally, if you pay alimony or child support,
include these payments.

Lenders apply different ratios to your
income alone and to your income minus
debt obligations. You can use these ratios to
figure the largest loan you can obtain. You
should apply both ratios because you will
need to qualify under both criteria.

Conventional Loans
The most common loan is the conven-

tional mortgage loan. This is a loan with no
government insurance or guarantee to cover
the lender’s risk that you may fail to keep
up the payments. Most lenders apply the
ratios for conventional loans that are re-
quired to sell the loan in the secondary
market. The ratios are intended to measure
how difficult it will be for the borrower to
meet the obligation of monthly payments.
Because loans with down payments less
than 20 percent of cost are considered more
risky, a lower ratio is applied to these loans.

Currently the Federal National Mortgage
Association (Fannie Mae), a major investor
in home mortgages, requires that total
mortgage payments plus insurance and
taxes be no more than 28 percent of

monthly income on loans with at least a 20
percent down payment.

ower down payments require
monthly payments to be no more
than 25 percent of income. In addi-

tion, because many people have debt obliga-
tions beyond the mortgage, a second set of
ratios is applied to cover total debt pay-
ments. For conventional loans, total recur-
ring debt payments can be no more than 36
percent of monthly income (33 for low
down payment loans) for an acceptable loan.

To estimate the size loan your income
can support, both sets of ratios are applied
to calculate the maximum monthly pay-
ment you can afford. The lower of the two
results is used to calculate the amount of
money you may borrow. By adding the
down payment to this amount, you obtain
an estimate of the most expensive home
you can afford.

An example shows how these ratios can
be used to estimate the maximum afford-
able loan. Mr. and Mrs. Brown receive
$2,500 per month salary before income tax
plus an average of $100 per month from a
bond. Their total monthly income is $2,600.
They have sufficient cash to make a 20
percent down payment. Applying the con-
ventional 28 percent ratio to their income,
their mortgage payment may be no more
than $728. If property taxes and insurance
payments for the home are $150 per month,
they may afford a monthly payment for
principal and interest of $578. They find
that a mortgage loan can be obtained at 8
percent interest. They look at a mortgage
payment table and find that the largest loan
they could afford is for $78,770.

The Browns also pay an average of $100
per month on their credit cards and pay
$250 per month on a car loan. Using the
conventional total debt ratio of 36 percent,
they may use $936 for all debt payments.
Taking out the $350 they spend on current
debts leaves $586 a month for mortgage
expenses. After deducting the $150 esti-
mated for taxes and insurance, the remain-
der for principal and interest is $436.

This payment would support a loan of
$59,420 at 8 percent interest. With a 20
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How Much Can You Afford
With a Conventional Loan?

Using the mortgage payment to income ratio:

Monthly income:
Salary (pre-tax): $2,500
Investment income:   +  100

Total: $2,600
      x .28

Maximum payment:  $728
Tax and insurance:      - 150

Maximum principal
and interest payment $578

Maximum loan @ 8%  $78,770*

*To determine the maximum size of the loan, use the
financial table included in this booklet on page 14. Look
for the row next to the appropriate loan interest rate. In
this example, it is 8.00. Find the number in the column
under the term of the loan. Here it is 30 years. The num-
ber in the table is the monthly payment for a $1,000 loan.
For the example, $7.34 a month is required for a $1,000
loan. Divide this payment into the maximum payment:
578 divided by 7.34 equals 78.77. Multiply the result by
1,000 to figure the loan amount, $78,770.

Using the total debt to income ratio:
Monthly income: $   2,600

      x .36
Income to make all debt payments: $ 936

Minus average credit card payment - 100
Minus installment loan payments - 250
Minus existing mortgage payments       -     0

Income for mortgage payments $      586
Minus tax and insurance       - 150

Maximum principal and interest
payment $      436

Maximum loan amount $ 59,420
Maximum house price with

80% loan $ 74,270

total debt (41 percent).  For the Browns of the
previous example, their $2,600 in monthly
income is multiplied by 29 percent to obtain
their maximum monthly payment of $754.

percent down payment, they could afford a
home priced at $74,270.  Such a purchase
would require a down payment of  $14,880
plus closing costs of approximately $1,500,
depending on the terms
of the mortgage loan.

When cash is short.
Note that, in the ex-
ample, the Browns could
afford the standard 20
percent down payment.
Had they been short on
cash, they could have
applied for a larger loan
by purchasing mortgage
insurance.  The insur-
ance protects the lender
if the borrower stops
making payments and
the loan has to be fore-
closed.  When this pro-
tection is provided,
lenders are willing to
lend more of the cost of
the home.

Insurance  is available
from private companies
and the federal govern-
ment.  When private
mortgage insurance (PMI)
is used, the qualifying
process is similar to the
one described in the
example, except the
lower ratios (25 and 33
percent) are used.  When
the insurance is provided
by the government
(through the FHA 203(b)
program), a different set
of ratios is applied.

Federal Housing
Administration
Loans

ike conventional
loans, FHA loans
use two ratios: one

for the mortgage payment
alone (29 percent of quali-
fying income) and one for
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How Much Can You Afford
with an FHA Loan?

Income to housing expenses ratio:
Monthly income $    2,600

x .29

Maximum monthly payment $ 754
Minus tax and insurance - 150

Maximum principal and interest payment $ 604
Maximum loan amount

@ 8% for 30 years: $  82,300

Income to total obligation ratio:
After-tax income $    2,600

      x  .41

Maximum income for all obligations $    1,066
Minus existing debt payments      - 350

Maximum housing expenses $      716
Minus tax and insurance - 150

Maximum principal and interest payment $      566

Maximum loan @ 8% for 30 years: $ 77,100

90% loan     $ 85,700*

*For homes costing more than $50,000, FHA loans cover 97 percent of the
first $25,000 and 95 percent of the remainder. Subtract $24,250 from the
maximum loan amount. Divide this amount by .95 and add back $25,000 to
figure maximum house price.

This indicates their maximum loan, at 8
percent interest, is $82,300.  Their maxi-
mum payment for all recurring debts is
$2,600 times 41 percent, or $1,066.  Based on
total debt payments, their maximum loan is
$77,100, which is also their loan limit, since
it is the smaller of the two loan amounts (the
FHA sets an absolute dollar limit on the
amount of loan they will insure, although
the limit varies for different local markets, so
check with a lender or the local FHA office
to find the limit for your area).  If the Browns
make a 10 percent down payment, they
could buy a home priced up to $85,700 with
a FHA loan.

Cash requirements. How do
you know if you will need an
insured loan? That depends on
your cash reserves plus other
sources of cash. You may have
securities or other valuables
you can sell to raise cash.
Often, first-time buyers have
relatives who are willing to
help out with the down pay-
ment. Before you can estimate
how much house you can
afford, you must figure out
how much cash you can de-
vote to the purchase. Your
broker can prepare a good faith
estimate of the cash you will
need to complete the purchase
based on typical fees and
charges applied in your area.

Here’s a representative list of
the things you might expect to
pay for at closing in addition to
the down payment:

♦ Origination fee and points
on the loan—typically the
largest expense for the
buyer. These charges vary
considerably depending on
the terms of the financing
you receive.

♦ Mortgage insurance pre-
mium—currently, the FHA
requires an up-front pre-
mium of 2.25 percent of
the loan amount, although

the rate can be reduced to 1.75 percent
for first-time homebuyers submitting to
special counseling.  It is possible to get
PMI with no up-front premium but the
lender may require prepayment of a
year or more of monthly premium
payments at closing.

♦ Pre-paid interest on loan—this charge is
for interest on the mortgage loan from
the day of closing to the end of the
month. The amount depends on the
loan’s interest rate and the closing date.

♦ Attorney’s fees—you may have an
attorney review all documents on your
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behalf. Even if you do not use an attor-
ney, the title company’s attorney will
charge to prepare the closing
documentation.

♦ Hazard insurance premium—the lender
will require the home to be covered by
insurance against damage. The first
year’s premium is due at closing.

♦ Title insurance premium—
the lender also requires
insurance against legal
claims to the title of the
property. For a small addi-
tional fee, buyers can also
purchase title insurance for
their interest.

♦ Home inspection—if you
choose or are required by
the lender to have an in-
spector check the property.

♦ Survey—another lender
requirement. Most proper-
ties are surveyed when
ownership changes hands.
The survey assures that
the property is as de-
scribed in the deed and
that nothing is encroach-
ing on the property bound-
aries that might have
occurred during the previ-
ous ownership.

♦ Various fees and charges—a
number of services are
provided by the title com-
pany to legally document
the transfer of ownership
and to pay any required
taxes. The lender may
charge various fees associ-
ated with loan document
processing. All of these
become due at closing.

Evaluating Homes
on the Market

At any one time, a large
number of homes probably are
offered for sale in your commu-
nity. Most of these homes will

be represented by a professional real estate
broker. If you contact one or more brokers,
you will be shown listings of these homes
and can arrange to see them in person. If
you are interested in new homes, local
builders may offer tours of whole subdivi-
sions. In addition, individual sellers will
advertise their homes in the classified ad
section of the local newspaper.

Mortgage Payment Table
Monthly Principal and Interest Payment

per $1,000 of Loan Amount

Interest        Loan Term in Years
Rate (%) 15 25 30

4.00 7.397 5.278 4.774
4.25 7.523 5.417 4.919
4.50 7.650 5.558 5.067
4.75 7.778 5.701 5.216
5.00 7.908 5.846 5.368
5.25 8.039 5.992 5.522
5.50 8.171 6.141 5.678
5.75 8.304 6.291 5.836
6.00 8.439 6.443 5.996
6.25 8.574 6.597 6.157
6.50 8.711 6.752 6.321
6.75 8.849 6.909 6.486
7.00 8.988 7.068 6.653
7.25 9.129 7.228 6.822
7.50 9.270 7.390 6.992
7.75 9.413 7.553 7.164
8.00 9.557 7.718 7.338
8.25 9.701 7.885 7.513
8.50 9.847 8.052 7.689
8.75 9.994 8.221 7.867
9.00 10.143 8.392 8.046
9.25 10.292 8.564 8.227
9.50 10.442 8.737 8.409
9.75 10.594 8.911 8.592

10.00 10.746 9.087 8.776
10.25 10.900 9.264 8.961
10.50 11.054 9.442 9.147
10.75 11.209 9.621 9.335
11.00 11.366 9.801 9.523
11.25 11.523 9.982 9.713
11.50 11.682 10.165 9.903
11.75 11.841 10.348 10.094
12.00 12.002 10.532 10.286
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The problem is sorting out all the homes
on the market to find the one that suits
your purposes for the most affordable price.
Presumably, you have decided on the area
where you want to locate and the type of
home you desire. You also have an idea of
the highest price you can afford to pay. You
may want to think of some second prefer-
ences for location and house type in case
you are unable to find the ideal at an afford-
able price. When working with a broker, be
specific about what you are looking for. The
broker generally knows what is on the
market and can help focus your search.

irst pick a group of homes that come
close to fitting your choices of loca-
tion, type and price range. Arrange to

visit the homes in person. If you are like
most people, you will probably want to
change any home you buy. Unless the home
is an exceptional bargain, however, you
want to keep those changes to a minimum.

When you inspect the home, first look for
things that would need to be repaired before
the home meets your standards. For most
things that are obviously broken or not in
working order, you can request that the
seller fix them as a condition of the sale.

Next, consider changes needed to make
the home more attractive and appropriate to
your life-style. Do you plan to entertain and
need an attractive backyard or formal dining
room? Maybe you require a large family
room or a place to set up a shop for hobbies
and crafts.

Such changes fall into three categories.
First, are the easy-to-change items, such as
the color of the walls and minor landscap-
ing. These are expected with any new home
purchase. Next are the feasible but expen-
sive changes, such as adding an outdoor
deck or replacing a roof. If these are needed,
they might eliminate that home from con-
sideration unless no other home on the
market satisfies your need or the home is
priced low enough to justify the added
expense of changes.

The last category is the change that is not
feasible. This might include an awkward
room arrangement or one that would not

suit your family’s routine, chronic drainage
problems, structural damage or a lot that is
too small. In almost all cases, these prob-
lems would rule out purchase of the home.

When you set your standards high, you
may eliminate all available or affordable
homes from consideration. Then you must
reconsider. Maybe you are better off waiting
until the ideal home comes on the market.
This might be feasible if you have seen such
homes in town, yet not for sale currently.
Alternatively, you might decide to compro-
mise and pick second best. This requires
that you select those things that you must
have versus those things that are merely
desirable. Then review the market once
again in light of your revised standards.

Some people like to work on their homes.
Young couples recently sought out older
homes in relatively poor condition but with
much potential to fix up. This can be a
strategy for saving money on the home. It is
possible to buy a modest home and turn it
into a showplace with investment of time
and money. The trick is to pay a low
enough price to make the investment
worthwhile and to avoid overimproving the
home. Keep in mind that renovation often
costs more and takes longer to complete
than it appears at first.

No matter how impressive a particular
home’s appearance and features, its value
will not differ too much from the average for
the neighborhood. Therefore, your most
profitable improvements will be those that
bring the home up to neighborhood stan-
dards. Some features you might enjoy may
not improve value. If you plan to stay in the
home a long time, you still may want these
changes. Major improvements not in keep-
ing with the area mean that you should
choose another home.

Some sellers, particularly when mortgage
interest rates are high and markets are soft,
are willing to help finance the purchase of
the home. Others are willing to pay dis-
count points and other closing costs on a
buyer’s behalf. Consider these concessions
as part of the price. They equal a reduced
price. Sometimes concessions are more
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effective than a lower price because they
help qualify the buyer who otherwise could
not afford the home. If this is your case,
consider the amount of time covered by the
concession. Seller financing is often short-
term—three to five years. When the time
runs out, the buyer must get a loan at the
market rate of interest. What happens if
interest rates in the near future are high?
Seller concessions of short duration should
not be the main reason for buying a particu-
lar home.

Making an Offer
nce you find a home that fits your
needs, it is time to begin negotiat-
ing a purchase. Unlike most of your

purchases, buying a house offers you mean-
ingful negotiating power. Few sellers expect
to receive the price they are asking for a
home. Finding a mutually satisfactory price
and sales terms requires some give and take
from both buyer and seller.

First of all, consider the state of the mar-
ket. Under normal circumstances, housing
markets are busiest in late summer and
early fall. Winter is usually the slowest time
for sales. Likewise, prices tend to be higher
during busy periods and lower in slow
markets. In a similar fashion, some years are
more active than others.

The market generally swings between
sellers’ markets and buyers’ markets. If you
are buying in a relatively active sellers’
market, expect to pay close to the asking
price. In slow, buyers’ markets, you may
find more willingness to bargain. Unless
you have contracted with a buyer’s broker,
do not expect the agent showing the home
to divulge information about the seller’s
situation. He or she may be aware of the
seller’s willingness to compromise on price
but is bound by the agent-client relation-
ship not to share such information with
prospective buyers.

Second, consider any advantages you may
have in negotiating.  If you have pre-ap-
proved financing, if you have enough cash
to make the standard 20 percent down
payment or if you can complete the sale
without having to sell another property, you

may have a competitive advantage over
other buyers. Most sellers prefer to deal
with buyers who do not present complica-
tions that might delay the sale. That advan-
tage may be used to drive a better bargain.

When you make a serious offer, you fill
out an earnest money contract, or contract
for sale. If the seller is represented by a
broker, a sales agent helps you complete the
contract. In the contract, you state the price
you want to pay, the conditions of the sale
and the target date for closing the sale. To
indicate your intent to buy the house, send
a cash deposit with the contract (usually
about 1 to 5 percent of the price of the
home). If the sale goes through, this deposit
is credited toward the purchase. If the offer
is refused, your deposit is refunded. If your
offer is accepted and you fail to live up to
the contract, you may forfeit the deposit.
(See sales contract on page 17.)

You may have reasons why you cannot
follow through with the contract. You may
not receive the necessary financing. You
may be unable to sell your current home to
obtain the down payment. You may dis-
cover some defect in the home, such as a
termite infestation. These and other condi-
tions can be included in the contract. If
accepted by the seller, these stated condi-
tions allow you to withdraw your offer
without forfeiting the deposit. If you have
any reservations about the sale, put
them in the contract. Once the closing is
held, you cannot reverse the transaction,
except in the case of provable deception on
the part of the seller.

he seller may accept or reject your
offer. If the offer is rejected, the seller
may make a counteroffer. Often this

is done by amending the contract offer that
you filled out. If the seller’s offer is accept-
able, you may initial the changes and resub-
mit the contract. On the other hand, you
may wish to make another offer with a new
contract. If your first offer is rejected or
countered, and you wish to end negotia-
tions, you may recover your deposit. The
process sounds complicated but actually
can occur rather quickly, particularly when

continued on page 25
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an agent is involved. Negotiation past the
initial contract often is conducted over the
telephone or by FAX.

When negotiations are complete and a
final sales contract is signed, buyer and
seller begin to fulfill their obligations under
the contract. For you, the buyer, this means
arranging the financing. In today’s mortgage
market, the choice of financing can be as
important and time-consuming as selecting
the right home.

Obtaining a Loan
Financing is an important part of the

home-buying process. In many cases, the
right loan can make a difference in whether
you can afford to buy or not. Some loans
require large cash down payments, while
others call for relatively modest outlays.
Some need larger monthly payments than
others. With some loans, the monthly
payments vary over time. Find the least
expensive financing that fits your financial
situation and provides adequate security.

The next section is a guide to shopping
for a home loan. It covers the sources for
loans, the types of loans available, how to
decide among them and what happens after
you apply for a loan.

Loan Sources
he first step in getting a loan is to find
out what’s available in the market. It’s
a good idea to check on several

sources before committing to a lender be-
cause the variation in interest rates, discount
points and types of loans offered can be
greater than expected. Most lenders quote
rates and give other information over the
phone, so time spent calling will provide a
good idea of the current market. In some
cities, current terms are printed periodically
in the newspaper. Of course, a real estate
agent can quote current mortgage rates as
well.

Banks and thrifts (or S&Ls) are local
institutions that take deposits from indi-
vidual savers and use them to make loans.
Traditionally, thrifts specialized in home
mortgages, while banks featured short-
term business and consumer loans. Today,

however, either institution is a probable
source for a mortgage, especially if you are
interested in an adjustable interest rate loan.

Mortgage companies are prime sources for
mortgage loans. Unlike thrifts and banks,
mortgage companies do not collect deposits
from savers. Mortgage bankers obtain funds
by selling the loans they originate to inves-
tors, other lenders and the major secondary
market agencies. Mortgage brokers locate
lenders who offer loans of the type appropri-
ate to the borrower.  The application and
approval process is then conducted by the
lender.  Mortgage bankers may retain the
servicing (collecting payments and adminis-
trating the loan) of the loan at least for a
while.  Mortgage brokers do not service
loans.  To the borrower, the difference
between these two types of lenders is of
little importance.

Others. Although their main business is
short-term loans, credit unions have made
home mortgages and are worth checking if
you belong to one. Home finance compa-
nies rarely make first mortgage loans but
may be a source for second mortgages to
help finance the down payment.

At times, individuals make home loans.
Most often, these individuals are sellers
who are willing to help finance the sale.
When interest rates are high, or loans from
established lenders hard to find, sellers may
offer to take back a note as part of the sales
price. This financing is intended as a way to
sell the house.

Seller financing differs in several impor-
tant ways from a loan made by a third-party
lender. The financing is tied to a particular
home offered at a particular price (which
may be higher than the price you would pay
without the financing). The loan is usually
short term with a balloon payment. That
means you must refinance the loan after a
few years. These loans are meant for special
situations, but they may be useful in some
circumstances.

Government agencies sometimes make
loans. In general, these loans are highly
restricted to certain income groups or other
“target groups.” Some state and local gov-
ernments have money available from the
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sale of bonds to make home loans to first-
time buyers. The loans are originated by
established lenders, so inquire about these
when you check out rates. For a review of
loans specially designed for first-time
homebuyers, see Center publication num-
ber 1184, “Opening the Door to
Homeownership.”

FHA and VA loans are made by estab-
lished lenders using their own funds. The
government backs up these loans if the
borrower fails to make payments and the
home is foreclosed. For FHA loans, the
government provides insurance against
default. The borrower pays a premium for
this insurance.

Similar insurance is provided by private
companies for conventional loans. VA loans
are guaranteed by the government and are
available as a benefit to qualified military
veterans.

Loan Types
The most popular type of mortgage loan

is a long-term (25 to 30 years), fixed-rate

mortgage. However, other types are available,
and one may be more suitable for you than
others. This section explains how each type
of loan differs.

ong-term, fixed rate mortgage. The
standard loan covers 80 percent of a
home’s cost, or the appraised value,

whichever is lower. The remainder of the
cost is the cash down payment that you
must provide at closing. Lenders also charge
discount points as a condition of making
the loan. Each point charged requires the
buyer to pay an amount equal to 1 percent
of the loan amount in cash at closing. An
estimate of these expenses will be provided
when you apply for the loan.

Lenders charge points to increase the
profits from a loan. Therefore, you may find
various combinations of interest rates and
points available, with the lower interest
rates combined with the higher number of
points. When choosing a loan, consider that
the more points charged, the more cash you
need to close, and the higher the interest
rate, the more income you need to qualify.
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Each monthly payment on a mortgage
loan includes interest on the outstanding
principal plus repayment of a part of the
principal borrowed. In this way, the loan is
completely paid off at the end of the mort-
gage term. If you pay the loan back before
the end of the term, the amount of principal
you owe is less than the amount you bor-
rowed. The gradual reduction in principal is
called amortization.

With a fixed-rate loan, each payment of
principal and interest is equal during the life
of the loan. Because you are gradually pay-
ing back the principal with each payment,
the amount of payment devoted to interest
decreases over time. This means the
amount of principal paid back increases at
the same time.

Each monthly payment also includes a
payment to an escrow account used for
hazard insurance premiums and property
taxes. While the interest and principal
remain unchanged, the total payment may
increase each year because the escrow
payment may vary.

If you can afford to make slightly higher
payments, you might consider a loan with a
relatively short term. Most mortgage loans
have terms of 25 or 30 years. However, you
can get a loan with a 15-year term that will
amortize faster and save interest expense in
the long-run. Figure 2 compares the loans.
The lines on the chart show the principal
balance of two $100,000 loans with an
interest rate of 8 percent. One loan has a
term of 30 years while the other’s term is 15
years. Note that not only is the 15-year loan
paid off in 15 years but amortizes much
faster during the period. Also shown is the
total amount of interest paid over time for
each loan. Although the interest rate is the
same, the 15-year loan requires total interest
payments less than half of those for the 30-
year loan. On the other hand, the monthly
principal and interest payment for the
shorter loan is $956, compared to only $734
for the 30-year loan.

It’s possible to get mortgage loans for
more than 80 percent of cost if the loan is
insured. (This should not be confused with
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mortgage life insurance, which pays off the
loan in the event of death or disability to
the borrower). The FHA insures home loans
for up to 97.75 percent of value. The dollar
amount of the loan has limits, so FHA loans
are appropriate for moderate-priced houses.
Loans not insured by the FHA (or guaran-
teed by the Veterans Administration, a
service available to qualified military veter-
ans) are called conventional loans. These
loans can be insured by Private Mortgage
Insurance (PMI) companies. The amount of
PMI conventional loans usually has no
restrictions. Premiums for PMI may be paid
in a variety of ways: one-time fee at closing,
annual payments or monthly payments.
The FHA charges a one-time fee at closing
as well as a monthly fee.

Adjustable rate mortgages. Since 1980,
adjustable rate mortgages (ARMs) have
become an important part of the mortgage
market. One reason is that lenders like the
protection that ARMs give them from the
effects of rising interest rates. Another
reason is that ARMs usually start out with
lower interest rates than comparable fixed-
rate mortgages. Some homebuyers find
they can afford more house with an ARM
than they can with a higher interest rate
loan.

The main difference between ARMs and
fixed-rate loans is that the interest rate on
the ARM may vary periodically. At pre-set
intervals ranging from three months to five
years, the lender can change the interest
rate applicable to the loan. This is done by
monitoring an index and maintaining a set
relationship between the interest rate and
the index.

he index may be the market yield on
some government security, the
average mortgage interest rate in the

nation or the cost of the money used by
lenders to make loans. In all cases, the index
is publicly reported and is not affected by
actions of the individual lender. When the
interest rate on the loan changes, the
monthly payment changes accordingly.
This means the amount you pay on your
loan for principal and interest may vary
significantly over time.

One way borrowers are protected from
large changes in payments is through pre-set
limits, or caps, placed on the interest rate
adjustment. Some loans have caps that apply
to the periodic adjustment and a cap on the
overall change in the interest rate over the life
of the loan. Some loans also have limits on
the amount of change in the payment but not
on the interest rate. This type of cap can
create negative amortization, a situation that
increases the amount of principal owed over
time.

Adjustable loans often have first-year
interest rates substantially lower than those
for fixed-rate loans. The reason lenders
accept lower rates is that a portion of the
risk of interest rate change is passed on to
the borrower. If interest rates remain stable
or do not rise appreciably, an ARM can be a
good deal for the borrower. But if rates rise
substantially, the borrower could be obli-
gated to make larger payments than for a
fixed-rate loan.

Interest rates are not predictable, but the
lender can prepare a “worst case” projection
for you. This allows you to see what hap-
pens to monthly payments if the interest
rate is raised by the maximum allowable
amount each year. This is not likely to
happen, but whatever occurs would have
no more serious consequences than the
projection.

A more likely scenario is for a quick run-
up or decline in interest rates that then
stabilize at that level. See Figure 3. Monthly
payments for a fixed-rate loan originated at 8
percent are compared with an ARM at a
first-year rate of 6 percent. In the second year
of the projection, the ARM index rises by 4
percentage points, in one case, and drops by
the same amount in the other case. The
ARM loans have a first-year index value of 7
percent and feature an annual cap of 2 per-
centage points and life-of-loan cap of 6
percentage points. Note how caps tend to
soften the impact of a sudden rate hike, yet
also delay the benefits of a decline.

Loan assumptions. In some cases, obtain-
ing a new loan may not be necessary. Some
sellers have existing mortgage loans that
can be assumed by the buyer. When interest



29

as creditor name, balance and account
numbers;

♦ list of your assets, such as stocks and
bonds, real estate and the current value
of insurance policies and retirement
programs; and

♦ employment information. If you are an
employee, know the employer’s name
and address, your salary and length of
employment. If self-employed, bring
several of your most recent tax returns
to verify income. If you intend to use
additional sources of income to qualify,
bring verification of those sources.

 You will pay a fee that covers the cost of
obtaining a report on your credit status and
preparing an appraisal of the home you wish
to buy, as well as the costs of processing
your application. The fee is generally sev-
eral hundred dollars and is not refundable.
At the time you fill out the application, the
lender will give you the option of locking in
the terms of the loan for a specified period of
time.

The approval process normally takes from
three to six weeks depending on the nature
of the loan and the volume of applications.
Therefore, if you are going to lock in an
interest rate, you will want to do so long
enough to include the closing date.

If you lock in a rate, you don’t have to
worry about changes in interest rates during
the processing period. However, if rates fall,
you must either go with the locked-in rate
or abandon the process and start over,
paying a new fee. By taking a chance and
not locking in, you can take advantage of
any rate decline without re-applying.

During processing, the loan officer will
verify some of the information you provide,
such as your employment, salary and bank
balances deemed important to the applica-
tion. The lender is interested in the ratio of
your steady income to the loan payment
and other costs of maintaining the home.
This ratio should be sufficiently high to
show that you can make the monthly pay-
ments without undue stress on your per-
sonal budget (see earlier section, “How
Much Can You Afford?”). The lender also is
interested in verifying that you have

rates have risen, existing loans may have
interest rates and payments much lower
than those required with new loans. The
buyer may be able to avoid many of the
closing costs associated with new loans as
well. Assumable conventional loans are
becoming rare because lenders have begun
to include due on sale clauses in the loans.
These provisions entitle the lender to call
the loan due if the house is sold. Loans
insured by the FHA or guaranteed by the VA
are generally assumable.

Assumable loans have several drawbacks.
The seller may want a higher price because
of the loan. The loan may cover a relatively
small proportion of the home costs. In some
cases, the latter problem has been overcome
by the seller taking a second mortgage as
part of the purchase price.

Loan Application
nce you have decided on the type
of loan you want and have found
the best source, it’s time to apply.

This requires you to provide certain infor-
mation to the lender so that the loan’s risk
can be evaluated. If everything goes right,
you will be issued a commitment from the
lender for a loan of a stated amount and at a
stated rate of interest. With the commit-
ment, you can proceed to plan the closing
for the purchase of the home.

When you apply for the loan, you should
take the sales contract for the home, some
information on your financial status and
income and your checkbook. The loan
officer will ask you to fill out forms and sign
papers that allow them to check on your
employment and bank accounts. Here’s a
list of information you may be asked to
provide:

♦ copy of the signed sales contract;
♦ your Social Security number as well as

the number of anyone co-signing the
loan;

♦ information about your checking and
savings accounts, such as location,
balance and account numbers (to verify
you have sufficient cash to make the
down payment);

♦ information about existing debts, such
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down payment money if you want to follow
through on the purchase.

 The information collected by the loan
officer is then presented to the loan ap-
proval committee. If the information con-
forms to the lender’s criteria for making
loans, the loan is approved. If not, the loan
may still be made if the committee feels
that enough offsetting factors exist to over-
come the deficiencies. After approval by the
committee, the loan must be approved by
FHA or a private mortgage insurance com-
pany if insurance is being used.

enough ready cash to make the down pay-
ment and cover other closing expenses.

The appraisal should show that the house
provides sufficient collateral for the loan. If
you fail to keep up payments on the loan,
the lender may have to foreclose. The home
would be sold to repay the loan. Therefore,
regardless of what you paid for the home,
the appraised value limits the amount the
lender will lend. If the appraised value is
more than your purchase price, no problems
will arise. However, if the value is lower, the
lender may have to reduce the size of the
loan. This means you must raise more
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losing day marks the time when all
accounts are settled and title to the
house actually passes to the buyer.

In one simultaneous procedure:
♦ The seller receives the price of the

house and retires the old loan (unless
the buyer is assuming the loan).

♦ The sales agent(s) receives a commis-
sion (the commission may be split
between listing and selling brokers).

♦ All fees are paid (including title insur-
ance premiums, survey costs, fees for
filing documents, unpaid attorneys’ fees
and inspector’s charges).

♦ The lender supplies the proceeds from
the loan and collects origination fees
and discount points. This is the first
day of the new loan—from then on it
begins to accrue interest. The lender
usually requires interest to be paid at
the closing to cover the period from
closing day to the end of the month. All
other interest payments are made at the
end of each month.

♦ The buyer receives documents that
signify the passage of ownership of the
property from the seller to the buyer.

For all practical purposes, the closing ends
all negotiations and contingencies associated
with the transaction. For this reason, it is
important that all parties prepare before the
closing day. If not, the closing may be delayed,
which can be inconvenient for both seller and
buyer.

The most common reasons that closings
do not proceed as scheduled are connected
with failures to make the necessary prepara-
tions. Sometimes the seller has a problem
clearing the title for sale. There may be
existing liens, claims filed by those with
partial interests in the property, or an ex-
spouse with community property rights
that complicate the process.

If the property becomes involved in a
lawsuit, the title may be impossible to clear
for several years. Another problem arises
when the buyer has trouble arranging a
mortgage loan. The appraisal may be too
low to justify the loan amount requested, or
the buyer may not qualify. When loan
activity is heavy, approval can be delayed.

The seller can entertain contingent con-
tracts from other buyers after the first con-
tract is signed. These contracts have no
effect on the original contract as long as the
deadlines on contingencies are not ex-
ceeded. If the buyer is turned down for a
mortgage, however, the house may be sold
to another buyer before the first buyer can
reapply.

Here is a good way that you, as the buyer,
can prepare for a closing. Assume you have
a mortgage already approved. Follow these
steps:

Conduct a preliminary walk through of
the home several days before closing. This is
your opportunity to check that everything is
acceptable. The day of closing is ideal for a
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final walk through. If the sales contract
states that everything will be complete and
in working order, make sure this is so. If you
had an inspector go through the property
and the seller promised to fix specific defects,
make sure this work has been done. Once
the closing takes place, it may be difficult or
impossible to correct any problems with the
property.

Get a good estimate of the cash required
at closing. The title company handling the
closing can provide a reasonably accurate
accounting. Make sure you can provide a
certified check for your share of expenses on
closing day (copy of settlement on page 40).

Verify that all inspections have been
made and that all required repairs
have been completed. Unless agreed

to in writing the seller has no responsibility
for repairs after closing. If any condition of
the property is misrepresented, however,
you still have remedies against the seller.
Basically, the property is yours “as is” after
closing.

You may want to hire an attorney to
review all documents and represent you at
the closing. Arrange for this beforehand.

Arrange for a hazard insurance policy to
be written on the property. The lender will
require the house to be insured for at least
the amount of the loan. At closing you will
pay the first year’s premium plus an amount
to start the escrow account (usually two or
three month’s prorated premium).

Make sure the survey is completed as
required by the lender.

Review the HUD booklet on settlement
costs. You should have received a copy from
your lender when you applied for your
mortgage.  If not, get a copy from the Office
of Consumer and Regulatory Affairs, Atten-
tion: RESPA/Special Information Booklet,
Room 9146, HUD, 451 Seventh St. SW.,
Washington, DC 20410 (you can download a
copy from the internet at www.hud.gov/fha/
res/sfhrestc.html).  This publication ex-
plains the closing process and the purpose
of various common legal forms.

If it looks like the closing will be delayed,
it may be possible to move the closing date.
The date stated in the sales contract is

understood as an approximation. Unless the
market is unusually active, with many
buyers vying for each home, the seller
should be willing to comply.

If the closing is delayed, you may be
caught without a place to move into after
vacating your previous residence. This may
occur if you have sold your old house, your
apartment lease has expired or you moved
from another town. You may arrange with
the seller to lease the new house on a tem-
porary basis prior to closing if the home is
vacant during that time. You may wish to
have this agreement in writing and to make
sure your insurance covers your belongings
while they are in the new home.

At closing, you will sign several docu-
ments. The following are most common.

Settlement statement. Shows an itemized
list of the closing costs charged to each
party. Of special note are the various pro-
rated expenses. Property taxes, insurance
premiums and other recurring expenses
generally are paid once a year. If paid by the
seller, you are charged a proportional
amount based on the remaining days in the
year. If due after the closing, you will be
given a credit for the days in which the
seller owned the home.

Loan disclosure. Gives certain informa-
tion about the mortgage loan. The annual
percentage rate of interest is calculated.
This amount takes into account the dis-
count points paid at closing, assuming their
costs are spread out over the term of the
loan. Also shown is the total amount of
interest paid over the loan term, the amount
of the monthly payment of interest and
principal, the number of payments for the
term and the date on which the first pay-
ment is due.

Mortgage note. Signifies your responsibil-
ity to pay back the amount borrowed on the
mortgage.

Deed of Trust. Pledges the house as secu-
rity for the mortgage loan. If you default on
the mortgage note, the deed of trust allows a
designated trustee to sell the property and
use the proceeds to satisfy the debt. This
procedure is known as foreclosure because
it terminates your interest in the property.
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Title policy. Provides protection if legiti-
mate claims to the property title arise. The
lender probably will require a title policy to
cover the lender’s interest. The homebuyer/
borrower can purchase an additional policy
to cover the value of the entire property.

Additional documents. You may request
copies of other documents associated with
the transaction. These include the survey
map, the appraisal and the inspection
certificates, which are useful for future
reference.

Deed. Transfers the title of the property to
your name. In most cases, you receive a
warranty deed, meaning that the seller
guarantees that the title is clear and that all
prior claims against the property have been
settled. Alternatively, the seller may give a
special warranty deed guaranteeing that any
claims arising during the seller’s ownership
have been settled. Any additional liability
stemming from a special warranty deed is
assumed by the title company.

1197-3000-1044
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he defined terms include those used
most often in the home-buying
process.

Adjustable Rate Mortgage (ARM). A mort-
gage loan that allows the lender to change
the interest rate periodically in conjunction
with a specified index. The interest rate
applied to the loan payments varies as
interest rates in the market change.

Amortization. The reduction in the
amount of principal owed on a loan as
payments are made over time. An amortiza-
tion schedule indicates how much princi-
pal remains unpaid after each payment.

Appreciation. The increase in a home’s
value over time. Decline in value is called
depreciation.

Assumption. Taking over the borrower’s
responsibility on an existing loan when
buying the home mortgaged under that
loan. The old loan may retain its current
interest rate or the lender may have the
authority to change the rate. Often, loan
assumption relieves the buyer from obtain-
ing new financing.

Closing. The formal transfer of property
ownership from the seller to the buyer. A
closing meeting is held on the closing date;
at this time all funds are paid and dispersed
and a deed of ownership is delivered to the
buyer.

Condominium. A form of property owner-
ship in which the individual homeowner
controls the interior of the structure while
the exterior plus any common areas are
controlled by a home-owners’ association.
The home owner is a voting member of the
association and is obligated to support its
activities through a monthly fee. By-laws
govern use of the common areas.

Contract interest rate. The interest rate
that determines the amount of the monthly
payment devoted to interest. A monthly
mortgage payment has three parts: pay-
ment of interest due, a payment to reduce
the amount of principal owed and an es-
crow fund contribution used to pay prop-
erty taxes and hazard insurance premiums
(some loans may carry an additional charge
for mortgage insurance). The interest por-
tion is sufficient to pay interest on unpaid
principal accrued during the previous
month. The principal portion is enough to
amortize the amount of the loan during the
loan term.

Counteroffer. The seller’s response to an
offer from a prospective buyer if that offer is
not entirely acceptable. Generally, a
counter offer is made to raise the sales price
closer to the original asking price. Through
a series of such counter offers, buyer and
seller negotiate the eventual terms of the
sale.
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slow. May offer a way for a prospective
homebuyer to accumulate a down payment
if the lease applies a portion of rent to the
purchase.

Loan-to-value ratio. The amount of the
mortgage loan divided by the appraised
value of the home or the sales price, which-
ever is lower. One criterion used by lenders
to indicate the risk associated with a loan.
In general, loans with a ratio greater than
.80 must be insured.

MLS. Multiple Listing Service. A coopera-
tive arrangement among real estate brokers
under which any member of the service
may sell any property listed on the service.
Greatly expands the exposure of properties
listed while allowing buyers access to
the greater market through any member
broker.

Maturity (term). When describing a loan, the
time period during which the loan is de-
signed to amortize principal. By the end of
the term, the entire principal will have been
retired. Most mortgage loans have maturi-
ties of 25 or 30 years, but shorter terms have
become popular.

Mortgage commitment. Lender’s pledge to
provide a mortgage loan, pending approval
of the loan application, at a specified interest
rate. In general, the commitment is granted
at the time of application and is good for a
limited time, while the loan approval is in
process.

Mortgage insurance. An insurance policy
that protects the lender against loan default
by the borrower. Insurance allows the
lender to provide financing at a higher loan-
to-value ratio than otherwise would be
possible, thereby reducing the amount of
any down payment required. Not to be
confused with mortgage life insurance that
protects the loan against nonpayment
resulting from the borrower’s death.

Mortgage note. Legal agreement that obli-
gates the borrower to repay the loan princi-
pal according to a specified method. The
note describes the loan terms and sets out
the requirements that the borrower must
meet.

Deed of trust. Contract that pledges the
home as security on the mortgage loan.
Allows the property to be sold by a trustee
if the borrower defaults. Sales proceeds are
used to repay the loan with back interest
and foreclosure costs.

Down payment. Difference between the
cost of the home and the amount of the
mortgage loan(s). This difference must be
paid in cash by the buyer at the closing.

Duplex. A housing structure containing
two separate dwelling units (a three-unit
building is a tri-plex). Each unit has its own
entrance, kitchen and bath facilities.

Earnest money. Money deposited by the
buyer to back up an offer to purchase. A
sales, or earnest money, contract is used to
convey the offer. Earnest money may be
forfeited if the buyer decides not to buy
after the sales contract is signed by the
seller.

Equity. The difference between the market
value of the home and the amount owed on
the mortgage loan. Equity represents the
value of the owner’s interest in the home.

FHA. The Federal Housing Administration,
a federal agency that insures home mort-
gage loans. Loans insured by FHA allow the
buyer to borrow a higher percentage of the
cost of the home, thereby reducing the
down payment. The size of an FHA-insured
loan has an upper limit.

Financing. The funds necessary to purchase
a home. Financing consists of all mortgage
loans plus any down payment made by the
buyer.

Fixed-rate loan. A mortgage loan for which
the interest rate remains unchanged for the
life of the loan. The portion of the monthly
payment devoted to interest and principal
reduction does not change over time, al-
though the escrow payment may vary from
one year to the next because of changes in
taxes and insurance.

Lease-purchase option. The right to buy a
home at a given price included in a lease to
rent that home. Often used as an interim
strategy to sell homes when markets are
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PMI. Private mortgage insurance. Similar to
FHA insurance, the policy pays benefits to
the lender if the borrower defaults on the
loan obligation. PMI allows lenders to
make higher ratio loans, thereby reducing
the down payment. Unlike FHA, however,
no legal limit restricts the size of a privately
insured loan.

Points or discount points. Charges attached
to a mortgage loan to increase the lender’s
profitability. Each point charged requires a
cash payment at closing of 1 percent of the
loan principal. Becomes an integral part of
loan pricing, such as “8 1/2 percent plus
two points,” meaning a loan at 8 1/2 per-
cent interest with two points paid at closing.

Pre-qualifying. Process of estimating how
much money the buyer may borrow based
on income. When submitting a loan appli-
cation, the borrower knows the amount
needed to purchase the home. At pre-
qualifying, borrowers seek to know the
largest loan they may be able to obtain and,
thereby, the maximum home price they
can afford.
Realtor®. A real estate professional who
subscribes to a strict code of ethics as a
member of the local and state boards or

associations and of the National Associa-
tion of Realtors.
Settlement statement. An accurate esti-
mate of all expenses that must be paid at
closing. In general, the statement is pro-
vided to the buyer and seller shortly before
the closing so that they will be prepared to
provide a certified check for the appropriate
amounts.

Title insurance. Policy that insures the
buyer against legal claims to the title or
some ownership interest in the property
purchased. Title policies are issued based
on a search of the deed records of the prop-
erty to make sure that the seller has good
title (no other persons may claim an inter-
est in the property). Title insurance is
required of any property that is financed
through a lender.

Warranty deed. Legal instrument that
conveys ownership to the buyer. The deed
warrants, or guarantees, that the seller has
good title and that all interests are being
transferred to the seller. A special warranty
deed is a bit weaker because the seller
warrants that the title being transferred is
as good as the one received by the seller
when the property was acquired.
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Development

“Subdivision Drill Sites”  Reprint 690,
$2.50

Financing

“Reviewing Buy-Rent Decision”  Reprint
835, $2.50

Assistance for First-Time Homebuyers
Technical report 847, $4

Timing a Home Mortgage Technical report
946, $4

Homeownership as a Financial Investment
Technical report 977, $3

“Opening the Door to Homeownership”
Technical report 1184, $2.50

Homestead

“There’s No Place Like a Homestead: Texas
Law Offers Unique Protection”  Reprint
525, $2.50

“Homesteads and the Elderly”  Reprint
857, $2.50

Housing Market

“Closing Costs: How Much and Who Pays”
Reprint 1094, $2.50

“The Selling Season: Peaks and Valleys in
Texas Home Sales”  Reprint 1100, $2.50

Insurance

Understanding the Texas Homeowner’s
Insurance Policy   Technical report 883, $4

“Flood Insurance for Homeowners”
Reprint 949, $2.50

Law

 “Liabilities for Injuries: Landowners, Chil-
dren and Perilous Conditions”  Reprint
475, $2.50

“Safeguarding Property Rights: Protection
Varies with Deed and Warranty”  Reprint
648, $2.50

“Landlocked Property”  Reprint 947, $2.50

“Protecting Nonexempt Assets”  Reprint
953, $2.50

“Creditors and Homesteads”  Reprint 971,
$2.50

“Liability for Domestic Animals”  Reprint
1042, $2.50

Mortgages

Residential Mortgage Guide  Technical
report 931, $5

Taxes (Income)

1993 Tax Act and Real Estate  Technical
report 1040, $7.50

1-800-244-2144
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Taxes (Property)

“When, Where, How?  Challenging Property
Taxes”  Reprint 552, $2.50

“Property Taxes: Making an Appeal”  Re-
print 638, $2.50

Guide to the Texas Property Tax System
Technical report 678, $4.50

“Texas Tax Code: Unique Provisions Shel-
ter Property Owners”  Reprint 1080, $2.50

Zoning

“A Guide to the Zoning Process in Texas”
Reprint 377, $5.50

Zoning’s Contributions to Residential
Property Values  Technical report 759,
$3.50
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