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Chapter One
About This Book
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This book is written with the idea of helping the general public understand the process of purchasing real estate and improve their outcomes.  It is written from a perspective of being a loan officer and real estate agent trying to help people with precisely that issue.  While there are lessons of mindset and how to think that might assist a beginning agent or an experienced loan officer herein, it is not intended to be a technical work or one that is capable of creating a finished real estate agent.  In order to do that, I’d have to teach in-depth strategy, on the same level as a chess grandmaster, and that’s not the kind of book this is.  It is intended to help the average person comprehend enough of the process that they will be able to make better decisions.  I’m also going to talk about the interactions of the loan process with the purchase process, but from a point of view of facilitating a purchase on better terms.  Learning about what real estate loans is a different subject, on which I have already written a complete book.  This book is to learn about buying real estate, not loans.

This is not about ‘get rich quick’; this is about ‘learn how to buy better properties with fewer problems and more potential while spending less money.’  Real Estate, at least at the levels the average person has the resources for, is not about immediate million dollar profits.  It’s about awareness, work, and risk management.  That said, most of your gains will happen because you bought the correct property, although the gains are never realized until you sell.

This book is also about realizing the traps of the business.  One thing to keep in mind during all discussions of real estate and loans is that the amounts of money are relatively large, and therefore the incentive to attempt tricks with a comparatively small return is high.  If someone can entice you to willingly pay ten percent, or even five percent higher price than a property is really worth, that is a large piece of profit.  On a $300,000 property, a 5% difference means $15,000 more in their pocket, $15,000 less in yours, and $15,000 more you’re going to be paying interest on while you own it.  I’m not even going to pretend to try to teach the nuts and bolts of all the tricks that can fool prospective buyers.  For one thing, there are too many.  For a second, I’m as certain as I can be that not only do I not know them all, nobody knows them all.  In fact, I regularly encounter new variations on old familiar favorites.  I’ll discuss the patterns that the most common ones fall into, and how to ask yourself questions that reveal whether someone is likely to be trying to pull a fast one on you.

Real Estate is adversarial by its nature.  I don’t mean comic-book melodrama spitting lines of bad dialog or clever insults adversarial, I mean adversarial in that most aspects are win-lose.  The buyer wins when the seller loses, and vice versa.  The buyer makes more money when the price is lower, the seller makes more when the price is higher.  The buyer wins when the seller has to pay for something, the seller wins when the buyer has to pay for it.  There is often a degree of comity, but that doesn’t mean the adversarial nature goes away.  Instead, it is hidden, glossed over.  That’s even more dangerous to the average person.  If they’re acting like a take no prisoners comic book villain, you’ll figure out the game pretty quick.  If you don’t understand the fundamentally adversarial nature of the transaction, you can be lured into a sense of complacency, and many people are.  

There is only one thing in any given situation that the parties are guaranteed to have their interests aligned in: That the buyer wants to buy real estate and that the seller wants to sell it to them.  That the seller and buyer want different things is what can allow both to benefit from a transaction as a whole, but every little component of that transaction is still adversarial.  Understand this.  The other side of the transaction has a fundamental reward structured into it every time they can get you to pay something extra, or sign off on something they don’t have to do.  On one level, this is a reason for making all the choices in the transaction the traditional way and negotiating counter-concessions for each deviation.  On another level, for a seller who can and will do something extra for a buyer that most sellers can’t, this means they can extract a higher price from buyers who need that something extra.  Contrariwise, a buyer willing and able to put up with a seller who wants or needs concessions other buyers cannot or will not put up with can extract a lower price in return.  Sometimes, the other side in the negotiation is so unrelentingly adversarial – nipping at every little point – that the smart response is to simply say “no”, and if they want to cancel the transaction as a result of that response, so be it.

This book will have to touch upon the loan process with an eye towards how it relates to the buying part of the transaction, but this book is not intended or designed to be any kind of instructional text about loans.  For that, I must refer you to “What Consumers Need to Know About Mortgages”, which I have previously published.  A book intended to cover both processes would suffer too much digression to be comprehensible to a non-professional.  The two processes are in aid of the same goal, but they are almost entirely parallel processes happening at the same time rather than intertwined in any significant way beyond the obvious fact that the loan needs to fund in order to complete the purchase.  As a working professional, I have no difficulty in telling difference between when I have to pass a piece of information on to the loan processor or underwriter, and when I have to pass it along to the transaction coordinator or other side of the transaction.  There’s really only one event – consummation of the transaction - that needs to go both places.  Even removal of loan related contingencies only goes to the sale side, as it’s completely uninteresting to the loan process.  I suppose failure of the transaction has to go to both places as well, but if your agent and loan officer are competent, those are both rare.

The process of a real estate purchase is often byzantine.  Due to the presence of an adversarial interest, negotiations and actions whose success depend upon the other side being rational will fail when then other side isn’t rational.  In general, there is nothing that you can do to force them to be rational – getting the courts involved is going to cost more than the amounts at stake in all but a tiny minority of cases.  The question becomes, “Given that they are insistent upon this course of action, what is my best and most rational response?”   Sometimes, it emerges that you are at loggerheads due to a fundamental incompatibility with what you need out of the transaction.  You need a seller carryback, they need every dollar for the down payment for their next property.  They need a fast escrow, you need six months to sell your current property.  Sometimes, such needs are really only “nice to have” wish lists and you can decide to change your mind about your side of it, but you can’t force the other side to change their minds – all you can do is offer incentives for them to do what you want.  If the incentive isn’t enough, they’re going to do what they want to do and you can only act based upon what might as well be an unalterable fact of the universe.  And if you offer too much, you’re not working in your own best interests.

I am going to repeat myself quite often and deliberately so.  Sometimes a new context will help you understand it better, sometimes repetition will help you remember it, sometimes you might just have skipped past it the first time without realizing the importance.  The goal is for you to have a decent comprehension – not of all the nuts and bolts and minutiae – but of the basic functioning of the metaphorical engine and major failure points.  One of the keys to learning is repetition, and this book is about you learning what is important what is important in the most important transactions in your life. 
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Getting Rich Quick in Real Estate
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I keep running into people who paid money for a get rich quick seminar and are looking to buy property for zero down and immediately sell it for a $50,000 profit. Somebody With A Testimonial Told Them How It Could Be Done.

Sorry folks but the people with the real secrets to getting rich don't sell them for $199 at the Holiday Inn. They didn't do it during the stock market bubble, and they're not doing it now in real estate. As I told people back then regarding the stock market, don't confuse a rising frothy market with investment genius. And that rising frothy market has now changed. Deals like that do happen, but they're always less common than the People With Testimonials will admit, and they are snapped up quickly. Usually they never make it as far as the Multiple Listing Service. Before they're even entered into the database of available properties, they are sold, and they rarely fall out of escrow because the people who buy them know what they are doing.

Consider, for a moment, yourself on the opposite side of the transaction. You're not going to intentionally sell your valuable property for less than it is worth, are you? And if you're buying, you're certainly not going to pay more than market value, are you? Remember that Wile E. Coyote ended up at the bottom of the canyon under a rock for more reasons than that the Author was on The Other Side. "Super Genius!" Says so right there on the label. But betting large amounts of money on The Stupidity Of The Other Side is a mark's game.

About the only reliable source of "quick flips" for profit are distress sales. In no particular order, most of these are people in foreclosure, estate sales where neither the estate nor the heirs can keep the payments up long enough to sell normally, and where somebody's been transferred and has to sell now. The requirements are that they have large amounts of equity, not short sales or even lender-owned property, and the need for a quick sale.

These people get mobbed by prospective buyers, and by agents looking to represent them in the sale. Everybody wants something for nothing, and one of each group is going to get it. One agent is going to get a transaction where if it gets as far as the MLS, all he's got to do is type it in and bingo, the buyers will line up. One buyer is going to get to buy for a price less than other comparable properties. Usually, they're the same person. The multimillionaire brokers all usually each have at least one going on.

The issue for these buyers in distress sales that is rarely addressed until it gets to actually making the deal is that they're going to need a certain amount of cash that they are prepared to lose. Putting myself in the position of the person who has to sell, I'm not going to give this person the sole shot at buying if I'm not pretty certain he can deliver. The only way to measure this is cash - how much they can put down on the property. How much of a deposit they can make that I can keep if they can't qualify. Remember that in this case the one thing a distress seller cannot afford is a buyer who can't consummate the deal quickly - unless the seller is going to get to keep something substantial for the experience. If you don't want to buy on those terms, than at that price someone else will. The multimillionaire real estate brokers, for instance. There are a lot of people who make a very good living at foreclosures because they go around from foreclosure to foreclosure offering cash for price below what it would otherwise sell for. Matter of fact, they pretty much saturate the foreclosure market. The chances of a seller in this position accepting an offer without a substantial cash forfeiture for nonperformance are basically identical to the chances of them having a listing agent that doesn't understand the situation. And quite often, that listing agent makes an offer themselves, in violation of all that is ethical.

Get religion about this point: There is ALWAYS a reason for a low asking price. Usually, a noticeably low asking price should be even lower than it is. Unless they're a philanthropist looking for some random person to donate money to, this seller wants to get as much for the property as they can. What they're hoping for is a buyer who doesn't know what a really bad situation they're getting into. "A cracked slab? How bad could it be?" is probably the classic example of this (The answer was about $300,000 in one case, but it could be as low as $20-25k). These sellers have been dealing with the situation. They've had a reason to become intimately familiar with the problems. They're hoping for an unsuspecting buyer whose agent wants an easy transaction and will not explain to them, or simply does not know, what those buyers are getting themselves into. I could certainly keep my mouth shut and do more transactions, easier, if I didn't take the time to tell my buyers everything I know about what they're getting into. I just had a buyer who loved the floor plan so much on a property with mold infestation right out in the open that he wanted to make an offer, even after I told him "Anywhere from ten to two hundred thousand to fix, maybe more, and probably at the upper end of that because you can see how it has spread". Luckily, his wife talked him out of it. The universe knows that most of these good deeds don't go unpunished. But that's what I'm theoretically getting paid for, and as often as I do my job and it causes them to get angry and I don't get paid, it's preferable to the eventual consequences of not doing the whole job and getting paid for it.

There's a newsletter I get from the State of California every three months. It's always got a long list of people who are losing their licenses. So if your agent tries to really explain something like this, listen to them. They're not trying to talk you out of the Deal Of The Century so that someone else can get it (the Deal of the Century in real estate comes around surprisingly often if you can afford it). They're trying to make certain you go in with your eyes open. It's likely to be a better agent than the guy who thinks "Okay, I've told you that the hill is known to be unstable, so I'm covered. It's not my fault that you didn't instantly understand that this means it’s likely that one day it will fall on your house."

(On the Mold House: In the meantime, I called and left a message for the agent, and she returned my call and left a very accusatory, defensive message about "What is the documentation for your accusation of mold damage?" Opening my eyes, you silly ostrich - it's clearly visible - Eeewww! - right there, and there, and there, and there's moisture coming out at the bottom of the wall downstairs. My guess is that it's coming from the standpipe in the walls of the upstairs hall bath. I look forward to seeing her name on the List of Dishonor)

The typical property where there is real potential for quick profit is going to require work. Work as in physical labor that you're going to have to do, or pay someone else to do. Not to be sexist, but "The husband died (or became disabled) and the wife couldn't keep it up," is a cliché because it is so common. Sometimes the work is easy - carpet, new paint, clean up the yard and bingo! The property jumps in value! Sometimes the work is harder, and the profit is larger. And sometimes the buyer is basically going to have to tear the house down and start over. There is always a reason why the seller didn't do the work so they could make the profit themselves. Sometimes it's because they're lazy, sometimes it's because they can't. Sometimes it's because the work was risky, sometimes because it was expensive, and sometimes it's because the seller can get some poor fool to buy it who doesn't realize that they're going to have to make an investment that isn't worth the payoff.

What makes real estate such a fantastic investment - leverage

If there is magic in real estate as an investment, leverage is where it happens.  Real Estate has leverage like no other investment. You go talk to a bank about leveraging eighty to ninety or even one hundred percent of your investment in the stock market, or the same percentage of a speculative venture, and see what happens. Be prepared for laughter, and they're not laughing with you. But for real estate the lenders will do it. Why? Because it's land. It's not going anywhere, and they're not making any more.

This is due to the interplay of two factors. One is the fact that you can rent the property out to pay for the expenses of owning it, and even if you use it yourself, you're able to save the money you would be paying in rent. Everyone's got to live somewhere, and every business needs a place to put it. The other, more important factor is leverage, the fact that you're able to use the bank's money for such a large portion of your investment. The bank will loan you anywhere from fifty to one hundred per cent of the value of the property. Yes, you've got to pay interest on it, but you're paying that through the rent - either the rent you'd save or the rent you're getting - and there are tax deductions that make such costs less than they might appear.

Now here are some computations based upon the situation local to me. Suppose you have a choice as to whether to buy a three bedroom single family residence for $450,000 (to pick the figure for a starter home around here) or rent it for $1900 per month (cheaper than most). Let's even allow for the fact that the home may be overpriced by $100,000. You have $22500 - a five percent down payment. More than most folks, and you would invest that and the difference in monthly housing cost, and earn ten percent tax deferred if you didn't buy the house. Let's even assume it loses that $100,000 overprice in the first year.  When we crank the numbers, they say something like this.
––––––––
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	Year
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

	Value
$450,000.00
$374,500.00
$400,715.00
$428,765.05
$458,778.60
$490,893.11
$525,255.62
$562,023.52
$601,365.16
$643,460.72
$688,502.98
$736,698.18
$788,267.06
$843,445.75
$902,486.95
$965,661.04
$1,033,257.31
$1,105,585.32
$1,182,976.30
$1,265,784.64
$1,354,389.56
$1,449,196.83
$1,550,640.61
$1,659,185.45
$1,775,328.43
$1,899,601.42
$2,032,573.52
$2,174,853.67
$2,327,093.43
$2,489,989.97

	Equity
22,500.00
-48,406.32
-17,287.01
15,999.55
51,604.93
89,691.37
130,432.52
174,014.27
220,635.59
270,509.51
323,864.05
380,943.34
442,008.77
507,340.18
577,237.20
652,020.69
732,034.20
817,645.65
909,249.05
1,007,266.37
1,112,149.54
1,224,382.64
1,344,484.16
1,473,009.54
1,610,553.79
1,757,754.34
1,915,294.15
2,083,904.97
2,264,370.91
2,457,532.19

	Net Benefit
-31,500.00
-110,236.00
-94,761.88
-77,990.23
-59,828.07
-40,176.54
-18,930.59
-4,021.36
28,797.71
55,524.07
84,333.56
115,367.22
148,774.35
184,712.85
223,349.64
264,861.00
309,432.96
357,261.61
408,553.54
463,526.08
522,407.72
585,438.30
652,869.38
724,964.38
802,381.90
885,736.68
975,442.55
1,071,939.93
1,175,697.38
1,287,213.19



The Net Benefit Column is net of taxes, net of the value of the investment account. The cost of selling the property is also built in. Now most people won't really do this, invest every penny they'd save. I have intentionally created a scenario that contrasts a real world real estate investment where you bought in at a temporary top, with a hopelessly idealized other investment.
There is a potential downside, and it could be big. This is a real risk, and anyone who tells you otherwise is not your friend. Look at the beginning of years numbered 2 through 5 in the equity column. You haven't gotten your initial investment back until sometime in the fourth year. Look at years 1 through 7 in the net benefits column. You're immediately down $31,500, due to me assuming it would cost you seven percent to turn around and sell the property. A year later, due to me assuming the bubble has popped, you're down by over one hundred ten thousand dollars, as opposed to where you'd be in you put it in the idealized ten percent per year investment. There is no such thing, but for the purposes of this essay I'm assuming there is. This is the illustration of why you need to look ahead when you're playing with real estate - a long way ahead. A loan payment that makes you feel comfortable for a couple of years isn't going to cut it. You need something viable for a longer term. If you'll look at projected equity at the beginning of years five and six, it goes between fifty odd thousand and eighty some thousand, assuming you've been making a principal and interest payment. You have plenty of equity to refinance there if you need to. If you need to do something in year three, however, you're hosed. If you've been negatively amortizing, you're hosed. You owe more than the property is worth. The payment adjusts, you can't afford it, you can't refinance, and you have to sell at a loss, as well as getting that 1099 love note from the lender that says "You Owe Taxes!"

But now look ten years out. At the beginning of year 11, you have $323,000 in equity, and if you sell at that point, you are $84,000 ahead of where you would have been if you invested that money in the idealized investment I've posited. Just the margin over putting it in the hypothetical ten percent per year is four times your original investment, and I only assumed real estate went up seven percent per year (I can show you neighborhoods that averaged that over forty to fifty years or more), whereas the alternative investment went up by ten percent per year. How could that possibly be right?

The answer is leverage. That $450,000 was almost entirely the bank's money. The appreciation applied to this entire amount. But you only invested $22,500. The bank isn't on the hook for the value; their upside is only the repayment of the loan. If the property goes to a value of $481,500 and then $515,205 (seven percent appreciation over two years), then that extra money is yours. Think Daffy Duck shouting “Mine!  Mine!  All Mine!”  Daffy's got to pay some money to get the property sold, as real estate is not liquid. Then the bank gets all of its money. The bank always gets all of its money first. After that, however, then the extra belongs only to the owner, not the lender.

The lender gets none of the appreciation. This is all fine and well with them, by the way. They've been well paid whether the property increased in value or not. This money from increased value is all yours. This applies even, as in our example, if the property lost value on paper for a while. Yes, if you had had to sell in year two, you'd have been up the creek. But you didn't; you kept your head and waited until the property increased again. Given that you didn't, the only numbers that are important are the numbers when you bought it, and when you sold it. The rest of the time is completely irrelevant to the equation, a fact that is true for any investment, by the way. Doesn't matter if the value is ten times what it was when you bought on paper, it only matters that when you actually sold, it was for a loss. Doesn't matter if the value goes to zero the day after you buy, and stays there for thirty years. If in the thirty-first year it rebounds to fifty or a hundred times the original purchase price and that's when you sell, then you really were a genius. Understand that, before you ever go near real estate.  The only dollar values that matter are the actual purchase price and the actual sales price.  Period.

This means it doesn’t matter what the value is when you don’t want to sell.  If you want to sell in year eleven when the property has appreciated back to $688,000 and change at the beginning of year eleven, and assuming that’s what you get, you only owe $364,000 and change, that's $323,000 in equity. You're almost fifty percent owner. Even after you pay seven percent to sell the property, you come away with $275,000, as opposed to a little over $191,000 that you'd have in the idealized but unleveraged investment.

Keep in mind this whole scenario is a hypothetical. Not every neighborhood averages seven percent.  Some don’t even average three, and keep in mind, that is an average only.  Some years can be up 20%.  Other years can be down 20%.  Real estate has peaks and valleys, and can lose value – its diversification is essentially zero.  But I can show you neighborhoods where I can document an average return of seven percent over a fifty year period.  Every Real Estate transaction is different. Every property is different, every market is different, and the timing makes a critical difference. That's why you can't just call your broker to sell it and get a check within seven days, like you can with stocks and bonds. That's why a decent agent is worth every penny, and a good one is worth more than you will ever pay us. But properly executed, a leveraged investment pays off like nothing else can, and real estate is the easiest way to make a highly leveraged investment that is stable until such time as it is favorable to sell.

Leverage requires time to work, but allowed that time it is as close to a force of nature as it is possible to be for an investment.  “Time in” is so much more powerful than ‘timing’ that they don’t even play in the same league.  Timing can pay off very nicely – but time in blows it out of the water.
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Save For A Down Payment or Buy Now? 

[image: image]


This was an e-mail I got through my website

“My wife and I aren't ready to buy a property yet, but we are trying to plan how much to save for our down payment. You've mentioned that there's a spectrum from nothing down to 20+% down broken down by 5% increments, but how do you choose where to be on that spectrum? I can see that there are tradeoffs between the amount you have to save, the cost of your mortgage and the like, but I don't have a good way of thinking about those tradeoffs. And, since we're in the DELETED area, 20% down could easily get into the six figures, so it can be quite intimidating. “

Given the way leverage works in even a slightly appreciating market, it is generally to your advantage to buy as soon as 1) You are sufficiently stable in your employment and expect that you're going to be in the area at least another three to five years, 2) You have enough of a reserve that the first minor bump in the road will not lead to disaster, and 3) You make enough to afford the payments. However, what usually happens is that people get a raise, a promotion, or a new job, or more often, they get married or have a baby and that is what sets their thinking on the road to buying a home.

Having a down payment is a very good thing. However, this doesn't take place in a vacuum. Let's say you can save $10,000 per year, and earn 10% tax free on what you save. But while you do, housing prices are still going up in the aggregate (at least when the economy is healthy, and if the economy doesn't get healthy soon we'll have worse things to worry about then whether to buy real estate). Let's assume 5% per year on average. We will also assume that you can get a 6% loan for the first and 8% for the second whenever you buy, and taxes at 1.2% of value per year, here's the projected situation:

	Year
0
1
2
3
4
5
6
7
8
9
10

	down
$0.00
$10,500.00
$22,050.00
$34,755.00
$48,730.50
$64,103.55
$81,013.91
$99,615.30
$120,076.83
$142,584.51
$167,342.96

	price 
$500,000.00
$525,000.00
$551,250.00
$578,812.50
$607,753.13
$638,140.78
$670,047.82
$703,550.21
$738,727.72
$775,664.11
$814,447.31

	
	payments
$3,631.97 
$3,736.52 
$3,842.45 
$3,949.44 
$4,057.11 
$4,165.04 
$4,272.73 
$4,379.60 
$4,484.99 
$4,588.14 
$4,694.16 



Payments above is the total of mortgage and monthly tax payment pro-rated when you buy. Examining that column, we see that this is an argument against waiting. In fact, assuming a 3% (compounded) raise per year, the property is only 4% more affordable in year 10 with a $167,000 down payment! This neglects rises in rents and other costs of living!

I should mention that smooth raises are not the way any market works over a 10 or 20 year period. Up, down, flat, crash, skyrocket, all happen due to unforeseeable factors, as well as ones you'd have to be a politician to not see. The basic ideas remain sound as a general principle, although the actions of politicians can certainly influence them - upwards or downwards. But in general, over the long term, markets have population increases and increased demands on the land available. Real estate prices increase in the long term, whatever may happen in any individual year (or few years). Leverage makes the effects of that increase have spectacular financial effects.

At this update, the only 100% financing that is generally available is if you are eligible for a VA Loan, but the principles remain the same. Once you have enough to make a down payment acceptable to lenders, the numbers are very strongly in favor of buying instead of waiting for a larger down payment. FHA Loans require only 3.5% down, and are available to basically everyone who hasn't defrauded the federal government.

As an alternative strategy, suppose that instead of waiting to buy that $400,000 house because you can't afford the payments now, you buy a $250,000 condo now - and then sell it for your down payment later. In other words, you buy what you can afford right now instead of waiting and saving until you can have the home of your dreams. Then at some later time you sell the condo for the down payment on the home you really want.

Let's look at the trade-offs for the condo. I'm going to assume that the condo's equity is the sum total of the saving you are doing, and I'm going to manipulate rents until I get $833 per month cash flow difference (your $10,000 per year savings from Part I). This yields a monthly rent of $977.46. You can't rent $250,000 condos around here for $1000 per month, but we'll stick with the situation I figured even though the argument in favor of buying the condo is far stronger. Let's also assume it costs 7% of the value to sell the property, make allowances for property taxes, HOA fees, etcetera. It'd be a bear if I didn't already have the spreadsheet done, but here are the results:

	Year
0
1
2
3
4
5
6
7
8
9
10

	Value
$250,000.00
$262,500.00
$275,625.00
$289,406.25
$303,876.56
$319,070.39
$335,023.91
$351,775.11
$369,363.86
$387,832.05
$407,223.66

	Equity
0.00
15,431.56
31,674.53
48,772.18
66,770.15
85,716.58
105,662.21
126,660.56
148,768.08
172,044.30
196,552.03

	Net Benefit
-17,500.00
-13,443.41
-9,518.73
-5,769.20
-2,244.10
1,000.56
3,901.27
6,386.11
8,373.86
9,772.91
10,480.08



Now, I have to admit this seems marginal. You've only got an extra $10,000 in your pocket after 10 years. So you sell the condo and buy your house, and plugging these numbers into the affordability spreadsheet improves the affordability of the house you really want by 8% in only 8 years. Nonetheless, this is 2.5 times the affordability increase afforded by investing the money.

Now let's consider the situation as it really exists. That $250,000 condo rents for about $1300, which makes a big difference to what you save. It's like taking the previous situation, and adding $322 per month to your investments as well. Here's the numbers for the condo, adding the investment, and coming up with a total.

	Year
0
1
2
3
4
5
6
7
8
9
10

	Value
$250,000.00
$262,500.00
$275,625.00
$289,406.25
$303,876.56
$319,070.39
$335,023.91
$351,775.11
$369,363.86
$387,832.05
$407,223.66

	Equity
0.00
15,431.56
31,674.53
48,772.18
66,770.15
85,716.58
105,662.21
126,660.56
148,768.08
172,044.30
196,552.03

	Savings
$0
$4046.11
$8515.91
$13453.74
$18908.64
$24934.73
$31591.84
$38946.03
$47070.31
$56045.30
$65,960.08



Now let's paste these last numbers into the affordability sheet and see what we get:

	Year
0
1
2
3
4
5
6
7
8
9
10

	available
$0.00
$19,477.67
$40,190.44
$62,225.92
$85,678.79
$110,651.31
$137,254.05
$165,606.59
$195,838.39
$228,089.60
$262,512.11

	price of house
$500,000.00
$525,000.00
$551,250.00
$578,812.50
$607,753.13
$638,140.78
$670,047.82
$703,550.21
$738,727.72
$775,664.11
$814,447.31

	payments
$3,631.97 
$3,670.64 
$3,709.34 
$3,747.86 
$3,786.00 
$3,823.49 
$3,864.42 
$3,928.79 
$3,993.62 
$4,058.65 
$4,123.58 



So we see that this strategy has increased the affordability of the house you really want by 12% over only 6 years, holding background assumptions constant. This is twice again the affordability increase rate from the last example (2%/year as opposed to 1), and so almost five times the affordability increase rate of just saving for a down payment. Furthermore, those payments on your condo are mandatory, and the increases in value happen of their own accord, whereas most saving programs run by individuals falter a bit over time, nor is there any such thing as a 10% return per year tax free. In short, I'm comparing a real world real estate investment with a hopelessly idealized other investment, and buying the less expensive property in the real world beats the idealized other investment. Saving for a down payment makes comparatively little sense unless you are not yet in a position to buy anything, either due to stability, insufficient income to buy anything, or because your situation does not permit financing for the down payment you have.

Taken all together, this forms a powerful argument for not waiting until you can afford your dream house, but buying what you can afford as soon as you are in a position to do so with the intention of trading up later. Delaying means you cut the later years off of the results, not the earlier. The benefits to real estate don't start until you put your foot on the ladder. If I had known this when I was in my twenties, I'd be millions of dollars better off today. So plan ahead, and start working towards your goals now. You can never go back in time with what your figure out later, or with the effort you expend later.
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Why Renting Really Is For Suckers and When You Should Not Buy Real Estate
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When I originally wrote about this topic on my website, if you had moderately decent credit you could have qualified for 100 percent financing. The more you had for a down payment, the better your interest rates and the lower your payments, but even so, you could have gotten it. Now, not so much unless you have VA loan eligibility, but FHA loans allow 96.5% financing, which most folks should be able to swing by borrowing against a 401k if nothing else.

The first thing to remember is that you have to live somewhere. When you buy, you place your cost of housing forevermore under your own control. Inflation means nothing to the housing costs of someone who's already bought. Rising rents means nothing - unless you've bought an investment property to rent out, also. We are currently facing a period wherein rents are likely to rise precipitously. Why? Low vacancy rates, and many landlords facing adjustable rate mortgages that are going to adjust upwards at some point. It doesn't matter that your landlord has been nice up to now. They were banking on selling for a profit and right now, they can't. When the monthly outlay goes up, they're going to raise the rent. They will get it, too. If you won't pay it, someone else will.

Once you have bought, you step off of that one way escalator of rising rents. Rents increase at a yearly rate about comparable to inflation in most cases, and rents never drop. I have never heard of a rent decrease except in areas that were so far gone they might as well have been war zones. You only borrowed $X when you bought, and unless you take cash out (which is under your control) you should never owe more money next year than the previous one.

So buying stops your situation from getting worse. What about making your situation better? First off, I need to observe that with rising rents, your situation will always get worse until you do buy. But buying really does make your situation better. Not immediately; there's always a hit for buying, and it always costs money to sell. But within a couple of years the average person will be above any reasonable return they 0can earn any other way, and the reason is leverage.

Fact one: you always need a place to live, and the options are to rent or to buy. Renting typically requires less cash flow, but returns nothing. Once you have bought, all that lovely appreciation belongs to you and nobody else but. Let's look at an actual scenario for San Diego, one of the highest priced places to buy.

I looked at one particular property the day I wrote this with an asking price of $450,000. We're going to leave aside the issue that with the market as it was, $410,000 would be a really terrific offer, and use that $450,000 asking price. The most comparable rental in the area was $1900 per month. For people with dead average national median credit scores, I had 3.25% on an FHA thirty year fixed rate loan, with a mortgage insurance premium of 0.85% and FHA funding fee of 1.75%. Total loan cost from me: approximately $3400 in closing costs (no points).  I don’t think I’ve even heard of a property under about $750,000 where the official purchase price didn’t include an allowance for closing costs in the last ten years, but let us pretend that this one is the exception.

It takes a grand total of $19,150 cash to close. Your loan amount is $442,125.  Your payments on the mortgage is $1924.15 for the loan plus $318.75 for mortgage insurance. Call it $2243 with rounding. I assumed you're married, which means you got a $12,600 standard deduction on your federal taxes for 2016. Furthermore, property taxes are about $470 per month, and homeowner's insurance costs about $110 per month at the high end for an HO-3 policy, the best there is. Total cost of housing: $2823 per month. Significantly more than your cost of renting, yes. But over $700 of that goes straight into your own pocket, in the form of principal you're paying off from month one. Furthermore, $1667 per month is a tax deduction, from which you'll get a benefit of $(1667*12)-12,600 (standard deduction), or slightly more than $7400 per year, from which someone in the 28% tax bracket will see a tax reduction of about $2072, returning another $172 per month to your pocket. $2823-$700-$172=$1951 net costs per month to own that property. Less the $1700 rent, works out to $51 extra you're spending. Furthermore, if you turn right around and sell it, you're going to be out about 7% of that sale price. Assuming it's the same $450,000, that's $31,500 you're down.

However, property values don't stop rising just because the renters of the world would like them to. Let's assume you're going to make a slightly below average for this area 5% per year in absolute terms - not inflation adjusted. Most of urban California has been averaging seven percent per year for the long term, over cycles and cycles of pricing. The CMA for the first property I bought, at the peak of the last cycle fifteen years ago says $320,000, an 8.8 percent per year average increase. So 5% is definitely on the low side. Let's assume you have a twin who continues to rent, and invests that $51 per month, tax free in addition to the $19,150 it took to make the deal happen, while you take it and buy a property. Actually, let's go ahead and give your twin the full net cash differential of $923 per month.

One year later, he's got about $32,700, while your property is worth $472,500. You've got about $39,200 in equity. On paper, you're ahead of him, but remember that real estate isn't liquid and there are always selling expenses. You're really still down by about $20,000 as opposed to your twin. Darn! Just when you had a really good brag going. But wait! Now your twin's rent is raised to $1976 - right in line with 4% inflation. But your mortgage costs are fixed.

Run it out another year. Your twin has about $46,600 in that account. Looking pretty good, right? Well, you've now got a value of a little over $496,000 and you have about $72,000 in equity. You're not really ahead yet, but deducting the 7% costs of selling net you about $461,400. You've made over $18,000, net, not counting the equity you paid down! But your twin has $46,600. Why is renting for suckers, you ask?

Go out two more years. Your twin's rent has gone to $2222 per month, but even so his investment account still has almost $89,700 in it. Looks like he's pulling away! Or is he? Your property value has gone to almost $575,000, and you only owe $394,000. You're up almost $180,000, and even allowing the standard 7% for costs of selling, you're would now have over $104,000 in your pocket, several thousand dollars more than your twin.

Every year from then on, you pull further ahead. After ten years, when his monthly rent is over $2800 per month, you've got nearly $400,000 in equity, and even after the costs of selling, are over $120,000 ahead of your dimwitted twin.

Lest you think that if your twin started with $45,000 due to a ten percent down payment it would make a difference, the answer is not really. It takes longer for buying the home to take the lead, but doesn’t alter the essential facts. Suppose you start with a full 20% down payment? You're still $55,000 net ahead of the game after ten years. Your twin started with $90,000 earning ten percent, but not only do you not have that expensive second mortgage, you've got $450,000 earning 5%, and it's all yours and then some. This is the concept of leverage. That loan turns out to have been a good thing, as it enabled you to leverage your down payment into a much larger appreciating asset. So you only earned half the return - it was on five times the principal! It translated into a much bigger number. By the way, your twin only has the edge on you in cash flow by about $120 per month at this point, and he's going to be negative next month.

Now the real estate market doesn't earn nice smooth returns like this. Neither does the stock market, or anything except maybe bank CDs or the money market, at a fraction of the return illustrated here. Furthermore, it reliably and unavoidably takes about three years to come out ahead on a real estate investment. There are always the twenty percent per year markets, but those don't happen very often and never predictably. What I'm talking about is making money in the slightly below average market years also. Note that you'll still make twenty percent in the years the market does. Sometimes you get lucky. But "time in" is so much more important than timing that they don't even play in the same league.

You don't have to be a genius, you don't have to have perfect credit, and you don't have to make a mint. You do have to pick properties that you can afford to make the payments on, and you do have to make the decision to accept a couple of tough years for cash flow. There just is no avoiding this hard fact. There are loans that promise otherwise, but they have bitten everyone I've ever heard of who tried them. Once you have made the decision to accept those lean times, however, the good times seem to flow from them for the rest of your life. The sooner you make the choice to accept them, the better off you will be.

Okay, enough with the why renting is for suckers bit.  Under what circumstances should you not buy real estate?

There actually are some. First off, the math just plain works against it for less than about three years, as the transaction costs to pay for the acts of selling and buying can eat up more than your proceeds. If you know you're going to have to sell in less than three years, chances are that you shouldn't buy. This is not to say that professional speculators are stupid, just that they are playing with different assumptions than most people. If one victim isn't desperate enough to sell for thirty percent under the general market, they'll go find someone who is. But they don't buy for a place to live. They're buying with a professional eye towards making a profit, and sometimes they don't. If your situation is that you're looking for a home to live in, and you're going to have to sell it instead of renting it out after less than three years, chances are you shouldn't buy. In this instance, it's not the idea of being a property owner in general that is the major factor in the decision, it's how long you're going to own that property.

This is not to say that nobody has ever made money buying for less than three years. The decade long seller's market right here in California is the counterexample to that contention. But real estate appreciation happens when it happens, and you never know until afterward what it was. If people could predict the market with that much certainty, then it would make sense to try and time the market. They can't, and it doesn't, at least not for the ordinary person.

You shouldn't buy a particular property if you can't get a sustainable loan that you can afford. Setting your sights lower, for a property that can be obtained within your budget, is a better idea. If you don't have at least three years of a fixed rate on an amortizing loan you can afford, you should probably not buy. Five is my real comfort level, and it's better yet if you can afford something fixed rate, even if you choose a hybrid ARM in order to save money on your interest rate. The market returns 5 to 7 percent per year on average. That is a very different thing than five to seven percent every year. Some years see values shoot up 20%. Other years end up twenty percent down. If you have a sustainable, affordable loan, you'll pay some principal down and you should be able to refinance when the adjustment hits if there is one. This doesn't apply with negative amortization, interest only, or shorter term loans. Particularly if there's a prepayment penalty, you'll likely eat up all the principal payments you made with that prepayment penalty. Now suppose you got caught in a twenty percent down year? Over longer periods of time, things even out, trending towards the average return of 5 to 7 percent per year. But that's no comfort whatsoever to those people who bought into unsustainable loans on overinflated properties in the last few years and are now facing huge problems because they can't sell for what they owe, and they can't refinance into a payment they can make. I didn't do it to anyone; I could have made a lot more money if I was so willing. But that doesn't mean there aren't a lot of them out there.

The market is unpredictable. The cycle always turns. I cannot tell you precisely when, and neither can anybody else guarantee a time frame. Economic models are a lot more precise as to what than they are as to when. All I can tell you for sure is what is happening right now. The only time the value of your property is important is when you sell or when you refinance, but if you haven't got a stable loan, you're looking at what is essentially a mandatory deadline for refinancing, which is one of two times when your value is important. If the market doesn't support the refinance you need before that time, the eventual market upswing will be of no comfort. Eventually, I'm confident you'll make a better profit from real estate than you could anywhere else. But eventually can be quite a while, and if your time constraints don't stretch far enough, that's a problem. A big problem.

Third group of people who shouldn't buy is those without a sufficiently stable income, particularly if their available cash isn't enough to smooth out the bumps. If you need $6000 per month, and you make $24,000 in one whack about every four months, that might appear to be enough, but consider what happens if for some reason it is six months between paychecks? Once you're a couple of months behind and your credit score is toast, it doesn't make that go away if your next check after that is only two more months.

I think I've been clear enough on the evils of buying too much house for your income. People should not overstretch financially to buy a home, but the majority do. You get a month behind on rent, and it is a problem, but if you get a month behind on your mortgage, that's part of your credit score for ten years, and puts you in a whole different class of borrower for two. Plus you're likely to be behind on your next month, and the one after that. This is a lot less of a black mark for renters than it is for owners with a mortgage. If you find this out the hard way on a mortgage, then when you're ready and can otherwise really afford a mortgage, you can't get one or you can only get one on prohibitive terms. So save up enough to smooth out the bumps, and it certainly doesn't hurt to have a down payment also, as that will make the hurdles you have to get over with irregular paychecks that much lower.

That's basically it. If you think you have another one, I'm interested in it, but those are the only three I can think of. The mathematics and economics do generally favor home ownership, even without that generous tax allowance given for the interest deduction and state property taxes, but there are cases where the general rules get overridden. Contrary to what many people were saying not too long ago, you can lose money in real estate, as the fact that property values locally fell about 30 percent from peak before starting to recover should attest. You can also become financially crippled for years. Nonetheless, if you take care to keep it within the realm of what you can afford, and what you can afford to make payments on indefinitely, then the worst that is likely to happen is that you'll owe more than the property is theoretically worth for a while. If you don't need to refinance or sell during that period, that's just unimportant. In cycles stretching back hundreds of years, real estate has always come back to higher prices than before, even accounting for inflation. The critical thing is to make certain you can wait it out.
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Should I Buy A Home? 

Part 1: Preparation
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Well, a major question is whether you can trust real estate agents to answer the question honestly. Some will, most won't. If they tell you to buy, they make money. If they tell you to keep renting, they don't. One trusts that you see the potential for abuse.

The question here of "Should I Buy A Home" really separates into two basic questions: "How much home do I qualify for?" and "Is there a better alternative, financially?" You can then decide if buying or renting is the better alternative for you.

Qualifying yourself to buy a home, or to use better phrasing, figuring out how much home you should buy, is easier than most folks think. You can look in the classifieds section or on any number of internet sites to find out what the asking prices for properties like ones you might want to buy are in that neighborhood.

The personal information needed is easily available. First, you need to know how much you make per month, as you make mortgage payments monthly. Next, how much your mandatory payments are. Third, about what your credit score is.

Most people know how much they make per month. "A paper" guidelines go between thirty-eight and forty-five percent of gross income for your total of all required monthly debt and housing payments. Subprime lenders will go up to anywhere between fifty and sixty, with most limiting your debt to income ratio to fifty or fifty-five percent. I'd recommend staying within A paper guideline, but calculators are easy to use. So multiply your monthly income by thirty-eight percent, forty-five percent, fifty percent, and fifty five percent. This gives you a set of four numbers, which you may call anything, but I'm going to call A0, B0, C0, and D0. They correspond to what should by standard current loan guidlines be easy total debt service payments for most folks, moderate payments, difficult payments, and extreme payments.

Most people have recurring debt of some sort. Credit card payments, car payments, furniture payments, student loans, etcetera. This does not include monthly bills that you are paying as you go. You know what your monthly obligations are. Whatever this number is, call it $X. Subtract $X from each of those four numbers above, so that you have the numbers that you really have available to spend on housing in each of these four scenarios. Obviously, the smaller $X, the more house you will be able to afford on the same income. I'm going to call these numbers created by subtraction A1, B1, C1, and D1.

These numbers you have must cover all the recurring costs of owning a home. These include not only the principal and interest payments on the loan, but property taxes, homeowner's insurance, homeowner's association dues if applicable, Mello-Roos districts here in California if the property is in one, and anything else that may be applicable where you want to buy. Within the industry, the acronym most often used for this is the PITI payment, for Principal Interest Taxes Insurance, with the understanding that it includes anything else necessary as well. Association dues and Mello-Roos districts are a function of where you buy. Every condominium or coop is going to have Association dues or some equivalent. Mello-Roos districts are limited time property tax districts assessed to pay for things like municipal water and sewer service for new developments. Most newer developments here in California have them, and the equivalent districts are becoming more and more prevalent in newer developments elsewhere. Homeowner's Insurance is mandatory if you're going to have a loan - no lender is going to lend money on an uninsured property, but note that even the best homeowner's policy does not include flood or earthquake coverage, so if you're buying in an area where that is a consideration, the extra cost of a flood policy or earthquake policy is probably worth it. Condominium owners should have a master policy of homeowner's insurance paid for by their association dues, but it's still a good idea to have an individual policy for your unit, called an HO-6 policy here in California and by the NAIC.

Property taxes are paid to city, county, state and possibly utility districts, but your county tax collector should be able to quote overall rates. There is no way to know how much they will be from here, but you can make an estimate, if nothing else by calling the county and asking. Note that they usually quote taxes in terms of a percentage tax value per year. Multiply assessed value by tax rate to get a per year tax bill, then divide by twelve to get a per month value. In California, there's a rule of thumb that property taxes per month are approximately one dollar per thousand dollars purchase price per month in most places (it will be more if there's been a bond issue approved or any number of other circumstances), so take the last three digits off the purchase price and that is usually close to your monthly tax liability. $250,000 purchase price? $250 per month. $500,000 purchase price? $500 per month.

By subtracting off all those figures, you get a range of monthly payments for the loan that you can actually afford. Call these A2, B2, C2, and D2. Armed with these and your credit score, you can figure out what kind of rate you might qualify for. For many yearss, "Piggyback" seconds would go to 100% of the value of the property, but that is no longer the case, so if you don't have 20% down and you don’t have access to a VA loan, you're going to pay PMI in some form. You can usually get significantly lower rates by being willing to accept a hybrid ARM (I've been doing it for over twenty years), but some people aren't comfortable with them.

Knowing the payment you can afford, the interest rate, and the term of the loan, you can calculate how much of a loan you can afford. Knowing any three of principal, interest rate, payment, and term, a loan calculator can tell you the fourth. Do this with your four values, A2, B2, C2, D2, and you get four potential loan principal amounts, A3, B3, C3, and D3. These correspond to loan amounts where the payment should be easy, moderate, hard but doable if you are disciplined enough, and a real stretch. To this, add any money you have available for a down payment, and subtract projected purchase costs (maybe $1000 plus 1 percent of home value). This gives you four values A4, B4, C4, and D4. These correspond to the purchase price of the homes you can afford under those four prospective loan amounts. You can then compare these amounts with what is available, and at what price, in those areas you might wish to buy.
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Part 2: Process
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As I said in Part I, a major question is whether you can trust real estate agents to answer the question honestly. Some will, most won't. If they tell you to buy, they make money. If they tell you to keep renting, they don't. Mind you, if you can afford to buy, the numbers are overwhelmingly in favor of that, as we'll see in Part 3. Nonetheless, one trusts that you see the potential for abuse.

Nobody should have a specific property in mind when they first approach an agent. Smart buyers won't make an offer without looking at a certain number of properties first. The only exception is if you're buying the old family home from your parents or something. You've agreed on the price, and the terms, and now you're going to pay an agent to make sure all the paperwork is done and filed correctly and the inspections are done and all of that sort of stuff. This is a smart thing to do, by the way, but most people in this kind of transaction seem determined to "save money" when a low percentage agent's fee or some flat fee would be an astoundingly good investment.

You needn't worry about whether lenders and agents will "invest time in you." Those who are unwilling to spend time on you in such circumstances should be avoided. Yes, I want my time to be spent on people who really want to buy and are capable of buying, which is why a basic prequalification is among the first things I usually do. I don't want to waste your time showing you stuff you can't, or shouldn't, afford any more than I want to waste my own. But there's a lot you can do to qualify yourself, so that you know how strongly you're inclined to buy, and approximately how expensive a property. This way, you know that the agent or lender isn't leading you down the primrose path with properties you cannot really afford. This is a severe problem, especially in expensive areas. I've said it before and I'll say it again. You need to know how much house you can really afford in a sustainable situation, and you have to make certain your agent knows and sticks within your budget. The one who shows you the five bedroom house, when you can really only afford the three bedroom condo, is not your friend. I'd fire such an agent the first time they showed you something you could not reasonably get for your known housing budget (which is one reason of many I recommend against exclusive buyer’s agency agreements, and don't ask for them unless I'm giving them something significantly beyond MLS listings for their exclusive commitment). The agent who shows you the three bedroom condo you really can afford when everybody else is showing you the five bedroom house you can't, is your friend, whether the "Oooohhh" factor is there or not, and even if the "Eeewww!" factor is there
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