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HOW TO

Prepare to Finance a Home
Develop a budget: Use receipts and your banking transaction history to create a budget that reflects your

actual habits over the last several months. This approach will better factor in unexpected expenses alongside
more predictable costs such as utility bills and groceries. You’ll probably spot ways to save, whether it’s
cutting out a Starbucks run or eating dinner at home more often.

Reduce debt: Lenders generally look for a debt load of no more than 36 percent of income. This figure

includes your mortgage, which typically ranges between 25 and 28 percent of your net household income.
So you need to get monthly payments on the rest of your installment debt—car loans, student loans, and
revolving balances on credit cards — down to between 8 and 10 percent of your net monthly income.

Increase your income: Now’s the time to ask for a raise! If that’s not an option, you may want to consider
taking on a second job to get your income at a level high enough to qualify for the home you want.

Save for a down payment: Designate a certain amount of money to put away in your savings account

each month. Although it’s possible to get a mortgage with less than 5 percent down, you can usually get a
better rate if you put down more. Aim for 20 percent of the purchase price.

Keep your job: While you don’t need to be in the same job forever to qualify for a home loan, having a job
for less than two years may mean you have to pay a higher interest rate.

Establish a good credit history: Get a credit card and make all your bill payments on time. Pay off entire
balances as promptly as possible. Also, obtain a copy of your credit report, which includes a history of your
credit, bad debts, and late payments. Ensure that it’s accurate and correct any errors immediately.

Keep saving: Even if you have enough money to qualify for a mortgage and cover your down payment,

you will also need to factor in closing costs, which can average between 2 and 7 percent of the home price,
and incidentals such as the cost of hiring a home inspector.

Decide what kind of mortgage you can afford: Generally, you want to look for homes valued between
two and three times your gross income, but a financing professional can help determine the size of loan for
which you’ll qualify. Find out what kind of mortgage (30-year or 15-year? Fixed or adjustable rate?) is best for
you. Also, gather the documentation a lender will need to preapprove you for a loan, such as W-2s, pay stub
copies, account numbers, and copies of two to four months of bank or credit union statements. Don’t forget
property taxes, insurance, maintenance, utilities, and association fees, if applicable.

Seek down payment help: Check with your state and local government to find out whether you qualify
for special mortgage or down payment assistance programs. If you have an IRA account, you can use the
money you’ve saved to buy your first home without paying a penalty for early withdrawal.
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VOCABULARY

Loans & Lending Terms
Term.

Mortgages are generally available at 15-, 20-, or 30-year terms. In general, the longer the term, the lower the
monthly payment. However, shorter terms mean you pay less interest over the life of the loan.

Fixed vs. adjustable interest rates.

A fixed rate allows you to lock in a low interest rate as long as you hold the mortgage and, in general, is a
good choice if interest rates are low. An adjustable-rate mortgage (ARM) usually offers a lower rate that will
rise as market rates increase. ARMs usually have a limit as to how much and how frequently the interest rate
can be increased. These types of mortgages are a good choice when fixed interest rates are high or if you
expect your income to grow significantly in the coming years.

Non-traditional mortgages.

Also sometimes called “exotic,” these mortgage types were common in the run-up to the housing crisis, and
often featured loans with low initial payments that increase over time.

Balloon mortgage.

This is a form of non-traditional financing where your interest rate will be very low for a short period of time
—often three to seven years. Payments usually only cover interest so the principal owed is not reduced. This
type of loan may be a good choice if you think you will sell your home at a large profit in a few years.

Government-backed loans.

These loans are sponsored by agencies such as the Federal Housing Administration or the Department of
Veterans Affairs. They offer special terms, including reduced interest rates to qualified buyers. VA Loans are
open to veterans, reservists, active-duty personnel, and surviving spouses and are one of the only options
available for zero down payment loans. FHA loans are open to anyone, and while they do require a down
payment, it can be as low as 3.5 percent. Drawbacks include a slower loan process and—for FHA loans—the
need to pay mortgage insurance.

However…

As the housing market shifts, so do lending practices. A mortgage broker—an independent professional who
acts as an intermediary between you and lending institutions—may be able to help you find a better rate
than you can on your own. Also, be sure to shop around; slight variations in interest rates, loan amounts, and
terms can significantly affect your monthly payment.

!14

15
THE BASICS |
BUYER

QUESTIONS TO ASK

When Choosing a Lender
Loan terms, rates, and products can vary significantly from one company to the next. When shopping
around, these are a few things you should ask about.

General questions:
What are the most popular mortgages you offer? Why are they so popular?
Are your rates, terms, fees, and closing costs negotiable?
Do you offer discounts for inspections, home ownership classes, or automatic payment set-up?
Will I have to buy private mortgage insurance? If so, how much will it cost, and how long will it be required?
What escrow requirements do you have?
What kind of bill-pay options do you offer?

Loan-specific questions:
What would be included in my mortgage payment (homeowners insurance, property taxes, etc.)?
Which type of mortgage plan would you recommend for my situation?
Who will service this loan—your bank or another company?
How long will the rate on this loan be in a lock-in period? Will I be able to obtain a lower rate if the market
rate drops during this period?
How long will the loan approval process take?
How long will it take to close the loan?
Are there any charges or penalties for prepaying this loan?
How much will I be paying total over the life of this loan?
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