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Eight Steps to Lay a Solid Foundation for Purchasing a Home

The purchase of a home ranks among life’s major milestones — and among its most significant financial commitments. From a down payment to monthly mortgage payments to covering the costs of upkeep, home ownership is destined to put significant demands on your wallet.

By taking the following preliminary steps prior to buying a home, you will put yourself in a much better position financially to weather the additional budgetary strain that often accompanies homeownership, according to the personal finance experts at the Financial Planning Association:

1. Put your financial house in order to make yourself more appealing to lenders. Given the amount many homebuyers will need to borrow to purchase a home, making even minor improvements on your personal balance sheet in areas such as credit score and debt-to-income ratio can save you, the borrower, thousands of dollars down the road, says certified financial planner Joseph A. Clark, managing partner at Financial Enhancement Group in Anderson, Indiana.

As a general rule, the stronger the balance sheet, the better terms a couple or individual can merit for a mortgage. And among the factors that comprise that balance sheet, debt-to-income ratio — how much debt a person or household has in the form of loans, credit card balances, etc., compared to total household income — often carries the most weight with lenders, according to Clark. The lower a potential borrower’s ratio, the more favorably a lender tends to view them. That often translates into better loan terms, including a lower interest rate. Generally, he says, banks become wary of potential borrowers whose debt-to-income ratio is 38% or higher. “I suggest people target between 34 and 37%.”

Steps such as paying off credit card balances prior to beginning the search for a new home not only will lower a potential buyer’s debt-to-income ratio, it should improve their overall credit score, which also factors into the mortgage equation, whereby even one-tenth of a percentage point can mean thousands of dollars over the life of the loan. What’s more, Clark notes, having a stronger credit score can also translate directly into savings on homeowner’s insurance.

2. If you’re relying on a loan from family to help buy a home, consider using that money to pay down debt and thus strengthen your debt-to-income ratio. Many people turn to family for a loan to put toward the down payment on a home. However, in terms of financial impact, the wisest use of that money may be to pay down debt, says Clark. In the long run, the financial gains from having a stronger debt-to-income ratio, and thus better mortgage terms, may outweigh the benefits of having a larger down payment. Since a range of factors go into this equation, it’s always worth consulting a trusted financial professional and mortgage professional to help crunch the numbers and weigh your options. Use the FPA’s national online database at http://www.fpanet.org/PlannerSearch/PlannerSearch.aspx to find a personal finance expert in your area. 

3. Don’t discount the importance of the down payment. While it may make sense to focus funds to pay down debt in advance of purchasing a home, make it a high priority to come up with enough of a down payment to avoid having to buy private mortgage insurance (PMI). Homebuyers whose down payment falls short of a certain percentage of the home’s purchase price (usually 20%, but sometimes lower depending on the institution) are required to buy PMI. Since PMI typically costs between 0.5% to 1% of the loan amount each year, or up to $1,000 for every $100,000 borrowed, avoiding it can provide substantial savings.

4. Honor the Seven-Year Rule. “Make certain you intend to live in the house for at least seven years,” advises Clark. Generally speaking, that’s the amount of time it takes for homeowners to regain (via equity in the home) the costs they incur in the home purchase transaction (moving, inspection and closing costs, etc.), as well as what they invest for normal upkeep and transitions costs once they have moved into the home. “Rarely does it make sense to purchase for a shorter-term period,” unless the intention is to treat the property as a “fix and flip” investment, for example. 

5. Shop around for the best terms. Once you address your debt-to-income ratio and credit score, approach two to three lenders to find out the terms under which they’re willing to provide you with a mortgage. Compare them not only in terms of interest rate, but in areas such as costs and threshold for private mortgage insurance (whether this applies depends on the down payment), closing costs and the like. Because terms can vary substantially from lender to lender, shopping around can save you hundreds, even thousands, of dollars. For help crunching numbers, use online loan calculators such as Bankrate’s at www.bankrate.com/calculators/home-equity/compare-loans-calculator.aspx.

6. Consider getting prequalified, or even better, pre-approved, for a mortgage. In competitive real estate markets where multiple buyers may vie for a property, people who are pre-approved by a lender for a mortgage of a specified amount often have an edge over buyers who are not pre-approved. Pre-approval generally represents a commitment by a lender to provide the buyer with a mortgage for up to a specific amount. While being prequalified generally does not constitute a commitment by a lender, it’s more an indication from a lender of a borrower’s ability to qualify for a mortgage of up to a certain amount. That indication can also provide the borrower with an edge over one who is not prequalified.

7. Hunt for home bargains. Although the recent glut of homes available as a result of foreclosure or short sale is thinning, there are still great to deals to be had. Start the search on the Web at sites such as www.realtytrac.com.

8. Talk taxes with a pro. As Clark points out, given benefits such as the tax deductibility of mortgage interest for homeowners who itemize deductions on their tax returns, and the tax considerations that come into play with regard to the term of a mortgage (short-term vs. long-term), it’s worth consulting a tax advisor to discuss strategies related to home ownership.
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