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Introduction

©

REMEMBER

elcome to Home Buying Kit For Dummies, 7th Edition!

For about the cost of a couple of movie tickets or your monthly Netflix subscrip-
tion, you can quickly and easily discover how to save thousands — perhaps even
tens of thousands — of dollars the next time you buy a home.

How can we make such a claim? Simple. Each of us has spent decades personally
advising thousands of people like you about home purchases and other important
financial decisions. We’ve seen how ignorance of basic concepts and practices
translates into money-draining mistakes. And we know that many of these
mistakes are both needless and avoidable.

No one is born knowing how to buy a home. Everyone who’d like to buy a home
must learn how to do it. Unfortunately, too many people get a crash course in the
school of hard knocks — and learn by making costly mistakes at their own
expense.

We know you’re not a dummy. You’ve already demonstrated an interest in
discovering more about home buying by selecting this book, which can help you
make smart moves and avoid financial land mines.

In the event that you’re still wondering whether to buy this book, consider that
buying a home may well be the largest purchase that you ever make. Buying a
home can send shock waves through your personal finances and may even cause
a sleepless night or two. Purchasing a home is a major financial step and a life
event for most people. It certainly was for us when we bought our first homes. You
owe it to yourself to do things right.
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About This Book: The Eric Tyson/Ray
Brown Difference

We know that many home-buying books are competing for your attention. Here
are several other compelling reasons why this is the best book for you:

3 It'sin plain English. Because we work with real people and answer real
questions, our information is current, and we have a great deal of experience
in explaining things. This experience can put you firmly in control of the
home-buying process (rather than having it control you).

¥ It's objective. We're not trying to sell you an expensive newsletter, seminar,
or some real estate product you don't need. Our goal is to make you as
knowledgeable as possible before you purchase a home. We even explain
why you may not want to buy a home. We're not here to be real estate
cheerleaders.

3 It's holistic. When you purchase a home, that purchase affects your ability
to save money and accomplish other important financial goals. We help you
understand how best to fit your home acquisition into the rest of your
personal-finance plan.

¥ It's areference. You can read this book from cover to cover if you want.
However, we know you're busy and you likely don't desire to become a real
estate expert, so each portion of the book stands on its own. You can read it
piecemeal to address your specific questions and immediate concerns.

Icons Used in This Book

Sprinkled throughout this book are cute little icons to help reinforce and draw
attention to key points or to flag stuff that you can skip.

This bull’s-eye notes key strategies that can improve your real estate deal and, in
some cases, save you lots of moola. Think of these as helpful little paternalistic

hints we would whisper in your ear if we were close enough to do so!

TIP
& Numerous land mines await novice as well as experienced home buyers. This
explosive symbol marks those mines, and then we tell you how to sidestep them.
WARNING

2  Home Buying Kit For Dummies



Occasionally, we suggest that you do more research or homework. Don’t worry:
We tell you exactly what you need to do.

INVESTIGATE

“If I’ve told you once, I've told you a thousand times. . . .” Remember good old
Mom and Dad? From time to time, we tell you something quite important and
perhaps repeat ourselves. Just so you don’t forget the point, this icon serves as a
rememser  little nag to bring back those childhood memories.

Some of you are curious and have time to spare. Others are busy and just want to
sy know the essentials. This geeky icon points out tidbits and information that you
\J don’t really have to know, but understanding this stuff can make you more self-

tecunicat  confident and proud!
STUFF

when you interview Realtors and home inspectors? Wanna see what your bank
may include on a mortgage application? These along with lots of other important

cueck it stuff can be found online at www . dummies . com/go/homebuyingkitTe.
out

. Want to calculate your monthly expenses? Or have a handy-dandy list available

Beyond the Book

In addition to the material in the print or e-book you’re reading right now, this
product also comes with some access-anywhere goodies on the web. Check out the
free Cheat Sheet at www.dummies . com/cheatsheet/homebuyingkit for 20 home-
buying tips and a monthly mortgage payment calculator.

Also, go online to www . dummies.com/go/homebuyingkitTe to access the “kit” part
of this book. You'll find a variety of useful forms, including many of the lists and
applications that we show in the book. You can print out the application forms and
fill them in, just to ensure you have all the information you need. And you can also
print out the lists of questions for potential Realtors and property inspectors so
you’re prepared when interviewing them.

Here’s a list of what you’ll find at www . dummies.com/go/homebuyingkitTe:

Table 1-1 Figuring future rent

Table 2-1 Your spending, now and after purchasing a home
Table 3-1 Monthly mortgage payment calculator

Chapter 3 Estimated homeownership expenses

Chapter 3 1040 Schedule A

Introduction 3
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Chapter 7
Chapter 7
Chapter 7

Chapter 7
Chapter 7
Chapter 7
Chapter 9
Chapter 9
Chapter 9
Chapter 12
Chapter 13
Chapter 14
Appendix A
Appendix B
Appendix B
Appendix C
Appendix C

Request for Copy of Tax Return (Form 4506)
Tax Information Authorization (Form 8821)

Release of Authorization grants permission to your mortgage
lender or broker to verify and document the financial facts of
your life

Good faith estimate form

The Uniform Residential Loan Application, Parts | through X
Right to receive appraisal form

Agent activity list

Agent references

Interviewing agents

Sample counteroffer form

Interviewing property inspectors

TRID Loan Estimate

California Association of Realtors’ Purchase Contract
Short-Sale Addendum

Short-Sale Addendum and Advisory

Sample Inspection Report

Buyer's Inspection Advisory

Where to Go from Here

4

0dds are you’re not quite ready to bolt over to the nearest bank and take out a
mortgage — and we don’t suggest that you blindly call the first Realtor you find
online. It’s up to you where you go from here, but if you’re just beginning to think
about buying your first home, we recommend that you read this book straight
through, cover to cover, to maximize your home-buying savvy. But the A-to-Z
approach isn’t necessary — if you feel pretty confident in your knowledge of
certain areas, pick other ones that you’re most interested in by either skimming
this book’s table of contents or by relying on the well-crafted index at the back of

the book.
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Getting Started
with Buying
a Home



IN THIS PART ...

Compare the pros and cons as well as the economics
of renting versus buying and owning your own home.

Get your personal finances in order before buying.

Determine how much you can afford to spend on
a home.

Understand the drivers of home prices in your local
market.



IN THIS CHAPTER

» Considering the pros and cons of
owning and renting

» Avoiding common mistakes when
deciding to buy or rent

Chapter 1

Deciding Whether
to Buy

very month, week, and day, we buy things large and small: lunch, a new pair
of shoes, and every now and then, a car.

Most people buy things without doing much comparison shopping, but instead
draw upon their past experiences. When the counter help at the nearby coffee-
house is friendly and you like the brew, you go back for more.

Sometimes purchases lead you by association to related purchases. You get a pet
cat or dog, for instance, and buying a collar and pet toys may naturally follow.
By the same token, you buy a home, and before long you have a new sofa and
dining table.

You end up being really happy with some items you purchase. Others fall short of
your expectations . . . or worse. When the items in question don’t cost you much,
it’s no big deal. Perhaps you return them or simply don’t buy more in the future.
But when it comes to buying a home, that kind of sloppy shopping can lead to
financial and emotional disaster.

CHAPTER 1 Deciding Whether to Buy 7/



If you’re not willing to invest time, and if you don’t work with and heed the advice
of the best people, you can end up overpaying for a home you hate. Our goals in
this book are simple: to ensure that you’re happy with the home you buy, that you
get the best deal you can, and that owning the home helps you accomplish your
financial goals.

Weighing the Advantages
of Owning versus Renting

8

REMEMBER

Nearly everyone seems to have an opinion about buying a home. People in the real
estate business — including agents, lenders, property inspectors, and other
related people — endorse homeownership. Of course, why wouldn’t they? Their
livelihoods depend upon it! Therein lies one fundamental problem of nearly all
home-buying books written by people who have a vested interest in convincing
their readers to buy a home.

Homeownership isn’t for everyone. One of our objectives in this chapter is to help
you determine whether home buying is right for you.

Consider the case of Peter, who thought that owning a home was the best financial
move he could make. What with tax write-offs and living in a place while it made
money for him, he thought how could he lose? Peter envied his colleagues at work
who’d seemingly made piles of money with property they bought years ago. Peter
was a busy man and didn’t have time to research other ways to invest his money.

Unfortunately, Peter bought a place that stretched his budget and required lots of
attention and maintenance. Adding insult to injury, Peter went to graduate school
clear across the country (something he knew he was likely to do at the time he
bought) three years after he purchased. During these three years of his ownership,
home prices dropped 10 percent in Peter’s neighborhood. So after paying the
expenses of sale and closing costs, Peter ended up losing his entire down payment
when he sold.

Conversely, some people who continue to rent should buy. In her late 20s, Melody
didn’t want to buy a home, because she didn’t like the idea of settling down. Her
monthly rent seemed so cheap compared with the sticker prices on homes for sale.

As it always does, time passed. Melody’s 20s turned into 30s, which melted into
40s and then 50s, and she was still renting. Her rent skyrocketed to eight times
what it was when she first started renting. She fearfully looked ahead to escalating
rental rates in the decades when she hoped to be retired.
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TIP

Ownership advantages

Most people should eventually buy homes, but not everyone and not at every point
in their lives. To decide whether now’s the time for you to buy, consider the
advantages of buying and whether they apply to you.

Owning should be less expensive than renting

You probably didn’t appreciate it growing up, but in addition to the diaper changes,
patience during potty training, help with homework, bandaging of bruised knees,
and countless meals, your folks made sure that you had a roof over your head.
Most of us take shelter for granted, unless we don’t have it or are confronted for
the first time with paying for it ourselves.

Remember your first apartment when you graduated from college or when your
folks finally booted you out? That place probably made you appreciate the good
deal you had before — even those cramped college dormitories may have seemed
more attractive!

But even if you pay several hundred to a thousand dollars or more per month in
rent, that expense may not seem so steep if you happen to peek at a home for sale.
In most parts of the United States, we’re talking about a big number — $150,000,
$225,000, $350,000, or more for the sticker price. (Of course, if you’re a higher-
income earner, you may think that you can’t find a habitable place to live for less
than a half-million dollars, especially if you live in costly places such as New York
City, Boston, Chicago, Los Angeles, or San Francisco.)

Here’s a guideline that may change the way you view your seemingly cheap
monthly rent. To figure out the price of a home you can buy for approximately the
same monthly cost as your current rent, simply do the following calculation:

Take your monthly rent and multiply by 200, and you come up with the purchase
price of a home.

$ per month x 200 = $

Example: $ 1,000 x 200 = $200,000
So, in the preceding example, if you were paying rent of $1,000 per month, you
would pay approximately the same amount per month to own a $200,000 home
(factoring in modest tax savings). Now your monthly rent doesn’t sound quite so

cheap compared with the cost of buying a home, does it? (Note that in Chapter 3
we show you how to accurately calculate the total costs of owning a home.)
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FIGURE 1-1:
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Even more important than the cost today of buying versus renting is the cost in the
future. As a renter, your rent is fully exposed to increases in the cost of living, also
known as inflation. A reasonable expectation for annual increases in your rent is
4 percent per year. Figure 1-1 shows what happens to a $1,000 monthly rent at just
4 percent annual rental inflation.

Your $1,000 rent will grow to
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When you’re in your 20s or 30s, you may not be thinking or caring about your
golden years, but look what happens to your rent over the decades ahead with just
modest inflation! Then remember that paying $1,000 rent per month now is the
equivalent of buying a home for $200,000. Well, in 40 years, with 4 percent infla-
tion per year, your $1,000-per-month rent will balloon to $4,800 per month.
That’s like buying a house for $960,000!

In our example, we picked $1,000 for rent to show you what happens to that rent
with a modest 4 percent annual rate of inflation. To see what may happen to your
current rent at that rate of inflation (as well as at a slightly higher one), simply
complete Table 1-1. (You can also access Table 1-1 online at www . dummies.com/go/
homebuyingkitTe.)

If you’re middle-aged or retired, you may not plan on having 40 to 60 years ahead
of you. On the other hand, don’t underestimate how many more years of housing
you’ll need. U.S. health statistics indicate that at age 50, you have a life expectancy
of 30+ more years, and at age 65, 20+ more years (women on average tend to live
a few years longer).
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TABLE 1-1 Figuring Future Rent

Your Current Multiplication Factor to Determine Rent in Future

Monthly Rent Years at 4 Percent Annual Inflation Rate Projected Future Rent
$ x 1.48 =$ in 10 years
$ x2.19 =3 in 20 years
$ x3.24 =$ in 30 years
$ x 4.80 =3 in 40 years
$ x7.11 =$ in 50 years
$ x 10.52 =3 in 60 years

Your Current

Monthly Rent

Multiplication Factor to Determine Rent in Future
Years at 6 Percent Annual Inflation Rate

$ x 1.79 = in 10 years
$ x3.21 = in 20 years
$ x 5.74 =3 in 30 years
$ % 10.29 =$ in 40 years
$ x 18.42 =3 in 50 years
$ % 32.99 = in 60 years
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REMEMBER

Although the cost of purchasing a home generally increases over the years, after
you purchase a home, the bulk of your housing costs aren’t exposed to inflation if
you use a fixed-rate mortgage to finance the purchase. As we explain in Chapter 6,
a fixed-rate mortgage locks your mortgage payment in at a fixed amount (as
opposed to an adjustable-rate mortgage payment that fluctuates in value with
changes in interest rates). Therefore, only the comparatively smaller property
taxes, insurance, and maintenance expenses will increase over time with infla-
tion. (In Chapter 3, we cover in excruciating detail what buying and owning a
home costs.)

You’re always going to need a place to live. And over the long term, inflation has
almost always been around. Even if you must stretch a little to buy a home today,
in the decades ahead, you’ll be glad you did. The financial danger with renting
long term is that all your housing costs (rent) increase over time. We’re not saying
that everyone should buy because of inflation, but we do think that if you’re not
going to buy, you should be careful to plan your finances accordingly. We discuss
the pros and cons of renting later in this chapter.

CHAPTER 1 Deciding Whether to Buy 11



USES FOR THE WEALTH YOU BUILD UP
IN YOUR HOME

Over the many years that you're likely to own it, your home should become an important
part of your financial net worth — that is, the difference between your assets (financial
things of value that you own, such as bank accounts, retirement accounts, stocks, bonds,
mutual funds, and so on) and your liabilities (debts). Why? Because homes generally
increase in value over the decades while you're paying down the loan used to buy the
home. Remember, we're talking about the long term here — decades, not just a few
years. The housing market goes through downturns — the late 2000s being the most
recent down period — but the long-term trend has always been higher.

Even if you're one of those rare people who own a home but don't see much appreciation
(increase in the home's value) over the decades of your adult ownership, you still benefit
from the monthly forced savings that result from paying down the remaining balance
due on your mortgage. Older folks can tell you that owning a home free and clear of a
mortgage is a joy.

All that home equity (the difference between the market value of a home and the out-
standing loan on the home) can help your personal and financial situation in a number
of ways. If, like most people, you hope to someday retire but (also like most people)
saving doesn’t come easily, your home's equity can help supplement your other sources
of retirement income.

How can you tap into your home's equity? Here are three main ways:

® Some people choose to trade down — that is, to move to a less costly home in
retirement. Sell your home for $500,000, replace it with one that costs $300,000,
and you've freed up $200,000. Subject to certain requirements, you can sell your
home and realize up to $250,000 in tax-free profits if you're single, or $500,000 if
married. (See Chapter 17 to find out more about this homeownership tax break.)

® Another way to tap your home's equity is through borrowing. Your home's equity
may be an easily tapped and low-cost source of cash (the interest you pay is
generally tax-deductible — see Chapter 3).

® Some retirees also consider what's called a reverse mortgage. Under this arrange-
ment, the lender sends you a monthly check that you can spend however you want.
Meanwhile, a debt balance (that will be paid off when the property is finally sold)
is built up against the property.

What can you do with all this home equity? Help pay for your children’s college educa-

tion, start your own business, remodel your home, use it toward your retirement, or
whatever!

12 PART1



WARNING

You can make your house your own

Think back to all the places you ever rented, including the rental in which you may
currently be living. For each unit, make a list of the things you really didn’t like
that you would have changed if the property were yours: ugly carpeting, yucky
exterior paint job, outdated appliances that didn’t work well, and so on.

Although we know some tenants who actually do some work on their own apart-
ments, we don’t generally endorse this approach because it takes your money and
time but financially benefits the building’s owner. If, through persistence and
nagging, you can get your landlord to make the improvements and repairs at her
expense, great! Otherwise, you’re out of luck or cash!

When you own your own place, however, you can do whatever you want to it. Want
hardwood floors instead of ugly, green shag carpeting? Tear it out. Love neon-
orange carpeting and pink exterior paint? You can add it!

In your zest and enthusiasm to buy a place and make it your own, be careful of two
things:

3 Don’'t make the place too weird. You'll probably want or need to sell your
home someday, and the more outrageous you make it, the fewer buyers it
will appeal to — and the lower the price it will likely fetch. If you don't mind
throwing money away or are convinced that you can find a buyer with
similarly (ahem) sophisticated tastes, be as unusual as you want. If you do
make improvements, focus on those that add value: a deck addition for an
outdoor living area, updated kitchens and bathrooms, and so on.

3 Beware of running yourself into financial ruin. Changing, improving,
remodeling, or whatever you want to call it costs money. We know many home
buyers who neglect other important financial goals (such as saving for retire-
ment and their kids' college costs) in order to endlessly renovate their homes.
Others rack up significant debts that hang like financial weights over their
heads. In the worst cases, homes become money pits that cause owners to
build up high-interest consumer debt as a prelude to bankruptcy or foreclosure.

You avoid unpleasant landlords

A final (and not inconsequential) benefit of owning your own home is that you
don’t have to subject yourself to the whims of an evil landlord. Much is made
among real estate investors of the challenges of finding good tenants. As a tenant,
perhaps you’ve already discovered that finding a good landlord isn’t easy, either.
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lems and make improvements. The best (and smartest) landlords realize that
keeping the building shipshape helps attract and keep good tenants and maxi-

rememser  IMizes rents and profits. But to some landlords, maximizing profits means being
stingy with repairs and improvements.

@ The fundamental problem with some landlords is that they’re slow to fix prob-

When you own your home, the good news is that you’re generally in control —
you can get your stopped-up toilet fixed or your ugly walls painted whenever and
however you like. No more hassling with unresponsive, obnoxious landlords. The
bad news is that you’re responsible for paying for and ensuring completion of the
work. Even if you hire someone else to do it, you still must find competent con-
tractors and oversee their work, neither of which is an easy responsibility.

Another risk of renting is that landlords may decide to sell the building and put
you out on the street. You should ask your prospective landlords whether they
have plans to sell. Some landlords won’t give you a truthful answer, but the ques-
tion is worth asking if this issue is a concern to you.

contract guarantee you the right to renew your annual lease for a certain number
of years, even with a change in building ownership. Unless landlords are planning

TP on selling, and perhaps want to be able to boot you out, they should be delighted
with a request that shows you’re interested in staying a while. Also, by knowing if
and when a landlord desires to sell, you may be able to be the buyer!

‘ One way to avoid being jilted by a wayward landlord is to request that the lease

Renting advantages

Buying and owning a home throughout most of your adult life makes good finan-
cial and personal sense for most people — but not all people and not at all times.
Renting works better for some people. The benefits of renting are many:

¥ Simplicity: Yes, searching for a rental unit that meets your needs can take
more than a few days (especially if you're in a tight rental market), but it
should be a heck of a lot easier than finding a place to buy. When you buy,
you must line up financing, conduct inspections, and deal with myriad other
issues that renters never have to face. When you do it right, finding and
buying a good home can be a time-consuming pain in the posterior.

3 Convenience: After you find and move into your rental, your landlord is
responsible for the never-ending task of property maintenance and upkeep.
Buildings and appliances age, and bad stuff happens: Fuses blow, plumbing
backs up, heaters break in the middle of winter, roofs spring leaks during
record-breaking rainfalls, trees come crashing down during windstorms. The
list goes on and on and on. As a renter, you can kick back in the old recliner
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with your feet up, a glass of wine in one hand and the remote control in the
other, and say, “Ahhhhh, the joys of not being part of the landed gentry!”

Flexibility: If you're the footloose and fancy-free type, you dislike feeling tied
down. With a rental, as long as your lease allows (and most leases don't run
longer than a year), you can move on. As a homeowner, if you want to move,
you must deal with the significant chores of selling your home or finding a
tenant to rent it.

Increased liquidity: Unless you're the beneficiary of a large inheritance or
work at a high-paying job, you'll probably be financially stretched when you
buy your first home. Coming up with the down payment and closing costs
usually cleans out most people's financial reserves. In addition, when you buy
a home, you must meet your monthly mortgage payments, property taxes,
insurance, and maintenance and repair expenses. As a renter, you can keep
your extra cash to yourself, and budgeting is also easier without the upkeep-
expense surprises that homeowners enjoy, such as the sudden urge to
replace a leaking roof or old furnace.

You don't need to buy a home to cut your taxes. Should you have access to a
retirement account such as a 401(k), 403(b), or SEP-IRA plan (see Chapter 2),
you can slash your taxes while you save and invest your extra cash as a renter.
So saving on taxes shouldn't be the sole motivation for you to buy a home.

Better diversification: Many homeowners who are financially stretched have
the bulk of their wealth tied up in their homes. As a renter, you can invest your
money in a variety of sound investments, such as stocks, bonds, and perhaps
your own small business. You can even invest a small amount of money in real
estate through stocks or mutual funds if you want (see Chapter 16). Over the
long term, the stock market has produced comparable rates of return to
investing in the real estate market.

Maybe lower cost: If you live in an area where home prices have rocketed
ahead much faster than rental rates, real estate may be overpriced and not a
good buy. In Chapter 4, we explain how to compare the cost of owning to the
cost of renting in your area and how to spot a potentially overpriced real
estate market.

Renting should also be cheaper than buying if you expect to move soon. Buying
and selling property costs big bucks. With real estate agent commissions, loan
fees, title insurance, inspections, and all sorts of other costs, your property must
appreciate approximately 15 percent just for you to break even and recoup
these costs. Therefore, buying property that you don't expect to hold onto for
at least three (and preferably five or more) years doesn’'t make much economic
sense. Although you may sometimes experience appreciation in excess of

15 percent over a year or two, most of the time, you won't. If you're counting

on such high appreciation, you're setting yourself up for disappointment.
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The Pitfalls of the Rent-versus-Buy
Decision
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REMEMBER

When you’re considering purchasing a home, you can do lots of reflecting, crunch
plenty of numbers, and conduct copious research to help you with your decision.
We encourage these activities and show you how to do them in later chapters.

In reality, we know that many people are tempted to jump into making a decision
about buying or continuing to rent without setting all their ducks in a row. At a
minimum, we want to keep you from making common costly mistakes, so in the
following sections, we go over the biggies to avoid.

Renting because it seems cheaper

When you go out to look at homes on the market today, the sticker prices are typi-
cally in the hundreds of thousands of dollars. Your monthly rent seems dirt-cheap
by comparison.

You must compare the monthly cost of homeownership with the monthly cost of
renting. And you must factor in the tax savings you’ll realize from homeowner-
ship tax deductions. (We show you how to make these calculations in Chapter 3.)
But you must also think about the future. Just as your educational training affects
your career prospects and income-earning ability for years to come, your rent-
versus-buy decision affects your housing costs — not just this year, but also for
years and decades to come.

Fretting too much over job security

Being insecure about your job is natural. Most people are — even corporate
executives, superstar athletes, and movie stars. And buying a home seems like
such a permanent thing to do. Job-loss fears can easily make you feel a financial
noose tightening around your neck when you sit down to sign a contract to
purchase a home.

Although a few people have real reasons to worry about losing their jobs, the
reality is that the vast majority of people shouldn’t worry about job loss. We don’t
mean to say that you can’t lose your job — almost anyone can, in reality. Just
remember that within a reasonable time, your skills and abilities will allow you to
land back on your feet in a new, comparable position. We’re not career experts,
but we’ve witnessed many folks bounce back in just this way.
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