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How the Fannie Mae Foundation can help.

f you’re like most Americans, owning your own home is a major part

of the American dream. The Fannie M ae Foundation wants to help

you understand the steps you have to follow to reach that dream.
Homeownership is a big responsibility, one that you will need to accept
for many years to come. It’s worth the effort, and the Fannie Mae
Foundation can help.

Y ou may not be familiar with us. We were formed and funded by Fannie
Mae, which is a private company chartered by Congress to provide
fundsto local lenders for home mortgages in communities all across
America.

The Fannie Mae Foundation is a nonprofit organization. Among other
activities, the Foundation provides information useful to Americans who
want to buy a home. We know that the whole process of getting a mort-
gage can be confusing, so an important service we provide is information
such as this guide. We hope this objective information will help you get
started on the path to homeownership.

How this guide can help you shop for a mortgage.

0 you want to buy ahome. Millions of peoplein Americado so every
year. Like them, you want to be careful in finding the right mortgage
to make your dream areality.

How big aloan can you get? How will the type of mortgage you get
determine how much house you can afford? Which mortgage is best
for your budget? Y our future?

When you finish reading this guide, you will have answers to these ques-
tions and several more. It isimportant that you know this information, so



you will be prepared for some of the questions alender will ask when you
actually apply for amortgage loan. It is aso important to know thisinfor-
mation so you can get an idea about how expensive a home you can afford
before you go shopping. In short, we want to help you move to your new
home without costly mortgage surprises or disappointments.

This guide is written for people who are ready to buy a home. This means
that you have a history of paying your bills on time, ajob history that
Indicates continued employment, and the ability to handle debt. If you are
not sure you are ready to buy a home, you may wish to receive the first
guide in our home buyer education series, Opening the Door to a Home of
Your Own. It isavailable by simply calling 1-800-688-HOME.

If you areready to buy a home, it doesn’t necessarily mean you are
prepared to shop for a mortgage. Being a smart mortgage shopper requires
some special vocabulary and a bit of work. On the next few pages, you

will find definitions, charts, and exercises that should make it easier to
find the best mortgage for you.

This guide takes you through the shopping process in three steps. In

Step 1, you will find out what a mortgage is and how to calculate your
buying power. In Step 11, you will learn about different types of mortgages.
In Step 111, you will find out where to shop for a mortgage and how to
compare mortgage terms. Because there is alot of information here, you
may want to read it in more than one sitting. Please refer to the Mortgage
Comparison Shopping Chart at the end of this guide when you actually
start calling lenders to compare mortgages.

While shopping for a mortgage is more complicated than shopping for a
new car or a major appliance, having this information before you start will
help. Aswith any major purchase, you can get your best value by knowing
what questionstoask. Solet’s get started.



What is your buying power?

ne easy way to find out how much you can afford is to get

prequalified by a mortgage lender. Many lenders will be

happy to tell you how large a mortgage they might offer you.
At the prequalification stage, you do not need to obligate yourself
by paying an application fee and actually applying for the mort-
gage. However, keep in mind that lender prequalifications are
only “ballpark” ranges of your buying power and don’t obligate
the lender to approve your loan. Only you can decide how much
you feel comfortable borrowing —and what type of mortgageis
best for you. This guide will help you do that.

Y ou may have heard that if you can pay rent and have cash
for adown payment, you can afford to buy. Y ou may have
also heard that most individuals or families can afford to
borrow up to two and one-half times their gross annual :
household income (income before any deductions are i ﬂ -
made for taxes, etc.). Following this rule of thumb, a couple v
with a combined annual income of $30,000 should be able
to borrow up to $75,000.

Like other rules of thumb, this one is handy, easy to calculate,
and can give you a ballpark guess of how large a mortgage you
can afford. But, because it is so simple, it doesn’t take into
account many other pieces of information that help determine
whether you’ll feel comfortable with this financial obligation.

So before you start calling or visiting lenders, let’s examine what
actually goes into a mortgage payment and some key factors that
lenders will use to determine how much house you can afford. Let’s
start by getting a better understanding of just what a mortgageis.



What is a mortgage loan?

mortgage requires you to pledge your home as the lender’s

security for repayment of your loan. The lender agrees to

hold the title to your property (or in some states, to hold a
lien on your title) until you have paid back your loan plus interest.
If you do not repay your mortgage loan, the lender has the right
to take possession of your house and sell it in order to satisfy the
mortgage debit.

PRINCIPAL AND INTEREST. All mortgages have two features in common.
Thefirst feature is the mortgage principal, which is the actual
amount of money you borrow. So, if you take out a $70,000 mort-
gage your mortgage principal is $70,000.

The second feature is the mortgage interest, which is the money
you pay for use of the money you borrow. How much interest
you pay over the life of your loan depends on a number of factors
—which you will learn about shortly. The interest you pay on
your mortgage can be deducted from your taxes, which is one of
the many benefits of homeownership.

AMORTIZATION. Over time, you will repay your mortgage gradually
through regular, monthly payments of principal and interest. The
~amounts of these payments are calculated to let you own
;‘5‘;;" RTIZATIO N E your home d.ebt—free at the end of afixed period of time.
loYR TRy, During the first few years, most of your payments will
ZOYR EEE - be applied toward the interest you owe. During the final

30YR I : years of your loan, your payment amounts will be applied
TERES : . .. - .
- E'Em.':‘ |E F,;rl_ almost exclusively to the remaining principal. Thistype

of repayment method is called amortization.

When you sell your home, you will be required to pay back any re-
maining principal balance due on your mortgage loan to your lender.



Four factors that affect your mortgage payments.

f you’re shopping for a home, you know that the price of a
house is determined by location, size, special features (such
as a garage, a deck, an extra bathroom), and overall market
conditions. However — before you fall in love with your new
dream home — learn the four factors that may be the key to
whether or not you can afford that house of your dreams.
They are:
* the size of your down payment,
* the amount of your mortgage,
* your mortgage interest rate, and
* the repayment term of the mortgage loan you choose.

A change in any one of these four factors will influence how much
house you can afford. Let’s examine each of these four factors

in detail, so you can get a good grasp of your buying power. After
answering the four buying power question that follow, you

should be ready to start shopping for a mortgage knowing how
much you can pay each month.

REPAYMENT

PAYMENT it 4 TERM




How large a down payment can you afford?

our down payment will reduce the amount you’ll need to bor
row. So, the more cash you put down, the smaller the size of
your loan. And the smaller your mortgage payments will be.

Lenders often view mortgages with larger down payments as
more secure because you have more of your own money invested
in the property.

Saving enough money for the down payment is usually the
hardest part of getting ready to buy a home, especially if you're
afirst-time buyer. It often takes many years to do.

FIVE PERCENT DowN PAYMENTS ARE POSSIBLE. |n the past, mortgage lenders
expected home buyers to make a down payment amounting to at
least 20 percent of the purchase price of the home. Today, however,
lenders recognize that 20 percent of the sales price is atremendous
amount of cash for most buyers, particularly first-time buyers.

So, now, most lenders will offer you mortgage loans with as

little as 5 percent down. Some may even offer 3 percent down.

Putting less than 20 percent down often means you will be

Mog required to purchase private mortgage insurance. Private

|"'§Hq- > mortgage insurance protects the lending institution in

| ,Ei? case you fail to make payments on your mortgage. Its cost
?.ﬁ:—*' Q will be added to your monthly mortgage payments and to

e your closing costs. This insurance helps you buy your

home years sooner than you ordinarily would have been able

to because you don’t have to save a 20 percent down payment.

Some types of mortgages for which you put less than 20 percent
down do not require private mortgage insurance. These include
loans insured by the federal government such as an FHA loan or a



VA loan. Your state may also offer special mortages for low- and
moderate-income home buyers that use state-sponsored mortgage
insurance programs.

CONSIDER UPCOMING EXPENSES AND CLOSING COSTS IN YOUR DOWN PAYMENT DECISION.
How much money do you feel comfortable applying to
your down payment? Before you decide, you’ll need to
consider moving expenses, home decorating costs, and
any needed upcoming “big ticket” items (such as replacing
acar). You don’t want to move into your dream house
with all your savings depleted.

In many cases, your lender will want you to have two
months of mortgage payments saved up as cash reserves when

you apply for your mortgage.

Y ou also will need to consider closing costs. The closing (or in
some parts of the country, settlement) isthe final step where
ownership of the home is transferred to you. The purpose of the
closing isto make sure the property is ready and able to be trans-
ferred to you from the seller. Itemsto be paid at closing vary
from state to state and may include transfer and recordation
taxes, title insurance, site survey fee, attorney fees, loan discount
points, and document preparation fees. After you have applied
for aloan, your lender isrequired to provide you with a good
faith estimate of closing costs. Because you probably have not yet
applied for aloan, you need to “ballpark” what your closing costs
might be. One easy way to do that isto call areal estate agent
and ask what closing costs run for houses in your area. Usually,
closing costs are expressed as a percentage of the loan amount
and typically run from 3 percent to 6 percent of your mortgage
loan amount. Sometimes, you can negotiate with the seller of a
property to pay some of your closing costs.
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So, How MucH MoNEY Do You HAVE SAVED FOR A DOWN PAYMENT? Y ou may
have more than you know. Use the Down Payment Calculator
Work Sheet below to prepare alist of all your present assets.

(Y our mortgage lender will also request this list when you apply
for your loan.)

DOWN PAYMENT CALCULATOR WORK SHEET

ASSETS AVAILABLE FOR DOWN PAYMENT UPCOMING NEW HOME EXPENSES
Savings Account Moving Expenses
Checking Account New Home Repairs
Cash Vaueof Life Home Decorating
Insurance : :
Proceeds from Sale of Current . Major Appliance
Home, if Applicable Purchases
Gift from Relative * Estimated Closing Costs at

. Settlement (usually 3— 6%
- of your loan amount)

Other Assets That Can Be Other Major Purchases :
Sold to Obtain Funds : in Next Six Months Unrelated :
5 . to New Home (car, etc.) :

A. Total Liquid Assets B. Cash Needsfor Next Six
Available ] :  Monthsin New Home ** @ $

A.- B. = Tota Down Payment Available: $

*  Some mortgages put a limit on how large a gift you can use for your down payment. Check with your
lender to determine exact amounts and appropriate forms to complete.

** Remember, lenders may require you to have two months of mortgage payments in reserve when you
go to closing. Be sure to consider thisin your cash needs for the next six months.

With a maximum down payment in mind, you now can figure out
the next factor that will affect your monthly mortgage payments
—the amount you borrow.



How large a monthly mortgage payment can you afford?

our actual mortgage payments will depend in large part

on the amount you borrow — your mortgage principal. Your

income and your debts are the most important factors for
determining how large a mortgage you will be able to get. If you
are buying a house with someone else (spouse, parent, adult
child, partner/companion, friend, brother, sister, etc.), you should
consider your co-purchaser’s earnings and existing debts as well. | f
you apply for a loan with somebody else, you and your co-borrow
are both legally responsible for repayment of the mortgage.

LENDERS USE TwO GUIDELINES TO DETERMINE THE AMOUNT OF MONEY THEY WILL LEND.
The first guideline says that a household should spend no more
than 28 percent of its gross monthly income (income before taxe
monthly housing expenses. Monthly housing expenses include m
gage principal and interest, hazard insurance, real estate taxes
and private mortgage insurance (if applicable). Lenders do not
include monthly utility bills in your monthly housing expense rati

The second guideline says that monthly housing expenses and
other long-term debts combined generally should not be more th
36 percent of total monthly income. That means that yor -
monthly mortgage principal and interest payments, real

estate taxes, hazard insurance, car loan, credit card pa

ments, and other long-term debts combined generally

may not exceed 36 percent of your gross monthly income

These ratios (28 percent of total income for housing exper

and 36 percent for total debt) are flexible guidelines. If you

have a consistent record of paying rent that is very close in amou
to your proposed monthly mortgage payments or you make a larg
down payment, you may be able to use somewhat higher ratios.
What’s more, some lenders offer special loan programs for lower-




