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Buying a Home
Taking the right steps to achieve homeownership

Many renters may find the monthly payment on a home is equal 
to what they’re now paying for rent—or even less. Yet, many 
still don’t take the step to buy a home because they find the 
entire process intimidating or think the upfront costs will be too 
expensive. 

The three most common questions people ask when they’re 
thinking about buying their first home are: 
1. Which home can I afford to buy? 
2. How much will it cost? 
3. Can I qualify for a loan? 

The goal of this guide is to help you answer those questions and 
understand the costs and processes involved in buying a home. 
That way you can feel more confident and get ready to buy a 
home if you find it is right for you. 

Question 1: How much home can you afford?

The general rule of thumb is that you can afford a home that’s 
about two or three times your annual income. 

So, if you make $50,000 a year, you may be able to buy a home 
for $100,000-$150,000.

However, that’s just a rule of thumb. In terms of percentages, 
financial experts advise using the same ratios that lenders will 
use when you apply for a mortgage:
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1. Front-end debt-to-income ratio (housing ratio): How much 
you can spend on housing payments, which should be less 
than 28% of your gross income.

2. Back-end debt-to-income ratio (debt ratio): How much you 
spend on all your debt payments, which should be no more 
than 36% of your gross income.

Understanding and using these two ratios will help you narrow 
your search for the right home and give you a little peace of 
mind that you can qualify for a mortgage.

Step 1: Determine what you earn
Before you can figure out your housing and debt ratios, you 
must be clear about how much you earn in terms of your gross 
monthly income. 

Gross monthly income is your income before taxes. 

If you are paid an annual salary, then take that salary before 
taxes, health insurance premiums, or retirement plans are taken 
out. Divide it by 12, and that will give you your monthly income. 

Your annual income     $________
Divided by 12              ÷12________
Equals your gross monthly income    =________

If you are paid hourly, then you need to calculate based on 
your hourly wage and the base number of hours you work 
each week. You calculate your annual salary and then divide by 
twelve to determine your monthly income.
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Your hourly pay      $_________
Multiply it by the base    x_________ 
(or regular) hours you work each week 
Then multiply by 52 weeks in a year   x 52_______ 
52 (the number of weeks in a year)Divide by 12 ÷12_______ 

Let’s say you earn $20/hour and you normally work 25 hours a 
week: 
• You’ll take 20 and multiply it by 25 = 500 to get a weekly 

figure 
• You’ll then multiply 500 x 52 = 26,000 by twelve to get an 

annual figure
• Then divide 26,000 by twelve to get a monthly income of 

$2,166

In calculating your income, a lender must allow you to include: 
• Child support (with proof of on-time payments for at least 6 

months)
• Alimony (if they owe at least 3+ years and pay regularly)
• Retirement income, including Social Security benefits, or a 

pension as long as it will continue 
• Dividends and interest from investments 
• Overtime and commissions

For those who have income from a side business or if you are 
self-employed, you will need a lender that has programs for the 
self-employed. If you receive overtime or bonuses, the lender 
will generally need documentation that pay is regular and likely 
to continue. 

NOTE: When you apply for a mortgage jointly with your spouse, 
then both your incomes are included. However, if you apply on 
your own, then only your income is included.
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Step 2: Determining the maximum housing payment 
you can afford
Now that you have your monthly 
income, you can calculate your 
front-end or housing ratio. This is 
the maximum amount of monthly 
income that should go towards your 
housing payment. The total should 
cover your mortgage payments, as 
well as housing association or condo association fees, if you will 
have any. 

It’s important to note that most housing payments have four 
parts—principal, interest, taxes, and insurance or PITI:
• Principal: The amount that goes toward paying off the loan 

balance 
• Interest: Interest on the balance
• Taxes: Annual tax assessment on the property 
• Insurance: Homeowner’s insurance, as well as insurance 

required by the lender in case the property is damaged by 
fire, hurricanes, flooding, etc

With most loans, the lender will “escrow” part of your PITI 
payments. You set up an escrow account where they will collect 
a portion of each monthly payment. Then when property taxes 
and insurance premiums are due each year, they are paid out of 
the account.

You may be able to avoid escrow, in which case your mortgage 
payments would solely cover principal and interest charges. 
However, lenders will generally charge a slightly higher interest 
rate if you want to avoid escrow and pay your property taxes 
and insurance yourself. 
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Since the recommended housing ratio is 28% or less, you 
calculate it by multiplying your monthly income from Step 1 by 
0.28%.
Your monthly income:    $_________
            x.28_________
Max housing payment:       _________

Continuing the example from Step 1 above, the lender would 
want to see a total monthly payment of no more than $606.48. 
($2,166 in monthly income x .28 = $606.48)

Step 3: Calculating your debt ratio
The next ratio that you want to check is your back-end debt-to-
income (DTI) ratio, also known simply as your debt ratio.

To calculate your back-end DTI, you’ll need to add up your 
monthly debt payments including: 
• Car payments      $_________
• Minimum required payments on credit cards  $_________
• Minimum payments on student loans   $_________
• Child support or alimony you pay   $_________
• Minimum payment on any other debt that  $_________

appears on your credit report 

Add these to your maximum monthly housing payment to get 
the total monthly debt payment you can afford with your 
prospective house payment included. The target is to have your 
ratio at 36% or less.

If your back-end DTI is higher than 36%, you may need to pay 
down debts or aim for a less expensive home to reduce the 
housing portion of the ratio.
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If your two ratios are higher than 28% and 36%, that doesn’t 
mean you can’t buy a home. Some lenders will lend to 
borrowers with debt ratios of 55% or higher! It does mean that 
you will likely pay at a higher interest rate because the loan 
is considered riskier. And you would be more likely to be on a 
tight budget.

A word to the wise: Homeownership is always more expensive 
than people realize. When you rent, the landlord is 
responsible for most of the minor—and all the major—repairs 
to your home. When you own a home, it’s up to you to pay for 
any repairs. Whether it’s a leaky toilet or roof, or a fridge that 
stops working, you’ll have to take care of it yourself. This can 
get very expensive very quickly. It’s a good idea to get your debt 
under control and get a home that will remain affordable.

Question 2: How much will it cost?

There are several expenses you’ll encounter when buying a 
home. Let’s look at each of these.

Down Payment
Gone are the days where you need to put a required 20% down 
payment on a house. Now, you could be approved for an FHA 
loan that requires as little as 3.5% down, depending on your 
credit score. 

A downside to FHA loans is that you must pay a mandatory 
Mortgage Insurance Premium (MIP). This covers the lender in 
case you default on the loan. MIP can add $50-$150 or more 
to the monthly payment, so make sure you figure that cost into 
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your housing ratio if needed. 

You can also get conventional loans at 5% down if you have a 
good credit score. However, these loans will also require added 
insurance known as Private Mortgage Insurance (PMI) until you 
have 20% equity built up in the home.

Although these are relatively low down payment requirements, 
not everyone can afford them. Luckily, there are several ways 
to get assistance with down payments. Here are a few options 
worth exploring.

Down Payment Assistance Programs 

Most state finance and housing agencies, as well as city and 
county government programs, will offer loans and grants to 
ease the financial burden of a down payment. These programs 
are typically funded by the U.S. 
Department of Housing and 
Urban Development (HUD). 
Usually, they’re offered with 
mortgages and for first-time buy-
ers. 

The amount of assistance you get 
depends on where you live, as each state has different rules. 
However, four types of assistance could be given under a down 
payment assistance program. 
• Grants which don’t have to be repaid 
• Second mortgage loans must be repaid alongside your     

primary mortgage 
• Second mortgage loans with deferred payment, meaning 
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you don’t have to repay until the home is sold, refinanced, 
or you move

• Forgivable second mortgage programs, which are forgiven 
after you live in the home for a set number of years, or if 
you sell or refinance 

• Matched saving programs where your savings for a down 
payment are matched by banks, government agencies, or 
nonprofits

Connect with your state’s housing finance agency to see what 
programs are available based on where you want to buy a 
home. You can also check your city or county programs using 
the Department of Housing and Urban Development resource, 
which lists local home buying programs by state. 

You’ll usually be required to take a homebuyer’s education 
course, which may be offered in a classroom or online. What 
are some benefits of homebuyer’s education courses? You’ll 
learn fundamentals of homeownership like: 
• How to comparison shop 
• How to interview and locate Realtors® 
• How to maintain a home and finances 
• How to budget

One of the greatest benefits of homebuyer education is the 
financial perks you get access to. As mentioned earlier, some 
include down-payment assistance, closing-cost assistance,  
mortgage loan forgiveness, and competitive mortgage rates.

https://www.ncsha.org/membership/hfa-members/
https://www.hud.gov/buying/localbuying


10

Non-profit Organizations 

Another option is down payment assistance through a non-profit 
organization. These programs will provide a down payment of up 
to 5% if the seller of the home participates. The program doesn’t 
cost the buyer anything, and the down payment never needs 
to be repaid. Other down payment assistance programs may be 
available through local agencies.

Gifts

You can use a gift to pay for your down payment if you know 
anyone generous enough to help. However, for conventional 
loans, the gift must be from a family member. FHA loans are 
more flexible, as you can use a gift from friends or family.

Closing Costs
Expect to pay about 4-5% of the sales price in closing costs—
sometimes more, sometimes less. If you are short on cash, your 
real estate agent may help you write an offer that includes the 
seller paying for some of your closing costs. 

Ask the lender or broker about each closing cost or fee. Some 
may be negotiable, while others may not be. 

Typical closing costs include: 
• Application fee (find out what the refund policy is), process-

ing fee, lender’s underwriting fee, and/or a mortgage broker 
fee

• Appraisal, survey, and flood certification (to show whether 
your home is in a flood zone)

• Title charges, including the title search, a title policy (lenders 
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and/or owner’s policies) as protection if there’s a problem 
with the title, and in some states, attorney fees

• Two months’ worth of homeowner’s insurance and/or  
property taxes to be held by the lender if they’ll collect your 
insurance and taxes with your monthly payment

• Miscellaneous charges like courier or wire transfer fees
• Private mortgage insurance (a mandatory mortgage that 

covers the lender if you’re getting an FHA loan)
• Others: lender-based origination fee, state recording fees, 

transfer tax

For a more detailed list of closing costs, refer to the Mortgage 
Guide in this publication series. Within three business days of 
applying for your mortgage, you’ll get a good faith estimate of 
closing costs.

Go over it carefully and discuss it with your lender or mortgage 
broker. Take a copy with you to closing to check for any new 
surprises that show up when you close.

As with down payment assistance, there are also ways to 
reduce the financial burden of closing costs. You may qualify for 
a closing cost assistance program. In some cases, you also may 
be able to negotiate for the seller to cover some closing costs

Question 3: Can you qualify for a loan?

There’s no doubt that getting your first mortgage can be    
intimidating. But keep in mind that there are thousands of  
lenders with many different programs available. If you can’t 
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qualify with one, you may with another!

Lenders will consider the following to determine if you qualify 
for a loan: 
1. Your income: 

a. If you are a paid worker, you will provide your two most 
recent paystubs and W-2s.

b. If you are self-employed, you may be required to provide 
your tax returns to verify your income.

c. If you receive income from investments, rent, or other 
sources, you will need to provide documentation, such 
as canceled checks. 

2.   Your debts: 
a. The lender will check your credit report with all three 

major credit reporting agencies—Equifax, Experian, and 
TransUnion—to make sure it has a complete list of your 
debts.

b.  The minimum payments listed on your credit report  
will be used to calculate your debt ratio. Keep in mind 
that if you have a credit card that you use, but pay in 
full, your credit report may show a monthly payment  
that the lender will then include in calculating your debt 
ratio. 

3.   Your credit history: 
a. The lender will usually also obtain a credit score from all 

three reporting agencies, (read “Make the Most of Your 
Credit Score” from this publication series for more infor-
mation on credit scores). 

b. They will then look at the middle of those three   
scores to determine which program you qualify for.

c. For example, if your credit scores are 650, 675, and 700, 
they’ll use the 675 credit score to decide the rates and 
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fees you’ll pay.
4.   The property: 

a. The lender will require an independent appraisal of the 
property to make sure it’s worth the sales price. 

b. You’ll pay for the appraisal, but the lender will usually 
order it from a list of its approved appraisers. 

c. A survey will be conducted to make sure the property 
lines are correctly established, and a title search will be 
conducted to make sure there are no liens on the 

 property. 
d. If a flood certification shows you’re in a flood zone, the 

lender will require you to purchase flood insurance.  

If you aren’t sure whether you qualify for a home, call 
1-800-435-2261 to request a free evaluation with a HUD-
certified housing counselor.

What if I Have Credit Problems?
Bad credit won’t necessarily prevent you from buying a home. 
There are many loan programs out there that may be able to 
help. You may even be able to buy a home if you’ve completed 
a Chapter 7 (straight) bankruptcy or are still in Chapter 13 
(repayment plan) bankruptcy. 

You can also take the following steps to build credit before you 
apply for a mortgage:
1. Order your credit report at annualrcreditreport.com to find 

out exactly where your credit stands now 
2. Talk with a mortgage broker who works with multiple    

lenders. If you have extenuating circumstances that led 
to your credit problems—such as a small business failure 
or large medical bills—the broker may be able to find a        

https://www.annualcreditreport.com/index.action
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program that will allow you to get a mortgage with proper 
documentation of the problem 

3. Make sure you are actively rebuilding your credit with posi-
tive credit references. See “Rebuilding Your Credit” from this 
publication series for more information  

4. Look for a “rent to own” home where some of your monthly 
rent will be credited toward your down payment or closing 
costs if you buy

5. Look for “owner financing” where the qualifications may be 
more lenient. Keep in mind, though, that the owner who 
will be financing the home will want to see that you can 
make your monthly payments. He or she doesn’t want to 
foreclose on a borrower!

The Homebuying Process

Now that you have answered those three questions, you can get 
ready to buy a home. Here is what you should plan for a do to 
make the process run smoothly:
1. First, contact a HUD-approved 

housing counseling organization 
to request a one-on-one home 
buying consultation. 

2. Together, you can create a 
homebuying action plan and the 
counselor can inform you of any assistance programs that 
may be available.

3. You should also contact a mortgage lender or mortgage  
broker to get pre-approved for a mortgage.

4. You can also open a homebuying escrow account which will 
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allow you to deposit earnest money. This is a good faith 
deposit that lets home sellers know you are serious when 
you make an offer on their home. It is generally around 
1-3% of the home’s sale price.

5. If you are working with a real estate agent or Realtor® then 
you can let them know what you are looking for and they 
will do the house hunting for you. Otherwise, you will need 
to look for homes that fit your criteria.

6. Once you find a home you want, you make an offer. This is 
a formal letter that states what you’re willing to pay for the 
home.

7. The seller will usually counter your offer and there will 
be some negotiation. If it is successful and you reach an 
agreement on price and terms, then the home will be 

      officially “under contract.” 
a. If you have earnest money, the deposit on the home will 

be official and you will lose this money if the contract is 
broken unless the deal falls through for a specific reason 
as outlined below.

8. Next, your mortgage lender will be informed that you’ve had 
an offer accepted. First, they will contact a title company to 
do a title search. 
a. This ensures that the seller has the right to sell the  

property and that there are not any liens against the 
home.

b. The title company will also order a property survey, 
which verifies the boundaries of the property and checks 
for any encroachments where a neighbor has built on 
the property.

9. The mortgage lender will also order an appraisal of the 
home.
a. The appraiser will assess the value of the home to 

ensure it is worth the money being offered or at least 
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worth the amount you wish to finance with your loan. 
b. If the appraiser finds that the home is not worth the 

amount agreed, this is one way to break the contract 
without losing your earnest money.

c. Although your lender will choose the appraiser and   
handle the appraisal process, you will pay for the 
appraisal as part of the closing costs on the home.

10. You will also need to arrange for a home inspection, which 
you will also need to pay for. 
a. A basic home inspection will cover heating and air,    

interior plumbing, electrical, the roof, attic, exterior, 
foundation, and basement. 

b. You can pay for additional inspections for mold,      
asbestos, lead, or if you want the swimming pool 
inspected.

c. Findings from the inspector can lead to renegotiation 
of the purchase agreement or, in rare cases, the deal 
may fall through if issues cannot be rectified to the             
satisfaction of both parties.

d. Issues found during an inspection can be a reason for 
you to break the contract without losing your earnest 
money.

11. As the appraisal and inspection are being completed, you 
will work with the mortgage lender to set up your home 
loan.

12. You will also need to get all of the appropriate insurance 
set up on the property. This includes basic homeowner’s     
insurance, as well as required insurance for flood, fire, or 
wind damage that may be required in your area.

13. Then, once everything is done and set up, you will get to 
closing day.
a. In most cases, you, the seller, and a closing agent from 

the title company will attend. In some cases, your   
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mortgage broker or real estate agent may also attend.
b. The title officer will oversee the signing of all documents 

necessary to execute the sale.
c. Then, you get your keys and officially own your home.

Do I need a broker?
When you get a mortgage, you can borrow directly from a bank 
or credit union that lends money for purchasing a home, or you 
can use a mortgage broker to do the shopping for you.

A mortgage broker usually acts as a middleman between you 
and the lender. They work with numerous lenders to find the 
right program for the borrower. 
Mortgage brokers can be    
helpful if you have past credit 
problems, are self-employed, 
or aren’t going to put much 
money down on your loan. 
They have access to a wider 
range of programs which gives 
you more to work with. 

You can also get an insurance broker, who can help you find the 
best deals on the insurance you need.

Do I need a real estate agent?
You are not required to work with an agent to buy a home, but 
if this is your first time going through the process, it can be 
extremely beneficial. They will help you find the right homes 
quickly, set up appointments, and—most importantly—help you 
submit offers.
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A Realtor® is a real estate agent that’s licensed by the National 
Association of Realtors® so they have passed a rigorous     
licensing process

Home Shopping Tips
• Ask for a mortgage broker or lender to pre-approve you 

in writing for a loan before you start home shopping.               
A pre-approval letter may save you money since a seller 
usually prefers a pre-approved buyer. 

• Consider working with a real estate buyer’s agent who will 
represent your interests. The real estate agent who sells a 
property usually represents the seller.

• Budget for furniture, window coverings, and renovations. 
It’s very frustrating to buy a home and have it sit half-empty. 
If you haven’t set aside money for those items, however, 
you may find yourself running up additional debt to pay for 
them. 

• Don’t wait for the perfect home—it may not exist. However, 
do choose a home that will be comfortable and affordable 
for at least the next five years. 

• Pay for a professional home inspection from an           
inspector who is a member of the American Society of 
Home Inspectors. If possible, go along during the inspection. 

• Shop around for your homeowner’s insurance when you 
start shopping for your home. Don’t just look at the price, 
but also look at the stability of the insurance company. You 
want to make sure they can afford to pay claims promptly in 
the case of a disaster.

Tools to help simplify the process 
There are multiple tools you can use to aid your home buying 
process. Some are: 

https://www.homeinspector.org
https://www.homeinspector.org
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• Zillow for real estate agent reviews
• Great Schools for school district ratings 
• Neighborhood Scout for neighborhood ratings 
• Redfin to find homes in your area 
• Consumerfinance.gov to explore interest rates

https://www.zillow.com
https://www.greatschools.org
https://www.neighborhoodscout.com
https://www.redfin.com
https://www.consumerfinance.gov/owning-a-home/explore-rates/

