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Affordability
Whether this is your first time buying a home or your tenth, there is no better place
to start than determining what you can comfortably afford. By the end of this
ebook you will have a solid understanding of how to size up the various financial
aspects of your new home purchase including monthly payment, down payment
and closing costs. Spending the time up front to consider these factors will put you
in the best position possible to avoid common mistakes and oversights.
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Proceed with Confidence
We have boiled down years of experience working with thousands of home
buyers to create a worksheet for this ebook called the Total Home Affordability
Profile (THAP). It mirrors the consultation process we have used with clients. We
recommend printing the worksheet out or keeping it open in another window
so you can complete it as you proceed through the ebook. Our goal is to supply
you with all the information you need to proceed with confidence.
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No Rules of Thumb,
No Special
Calculators
As tempting as it is to use some sort of one-size fits all formula
for how much you should spend per month or how much you should
put down, each aspect of home affordability has to take
into account the unique characteristics of your financial life. No
one knows your finances like you do and no one is in
a better place to plan your financial future. Our goal is to help
you understand how to think about each factor involved in the
home purchase process to help you make the right decisions
for you and your own financial goals.
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“I have reviewed
just about every
affordability
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and cannot find any
that have consistent,
reasonable results."
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How to determine an Affordable Monthly Payment
Worksheet
1. What is your current monthly income after taxes, retirement contributions
and other withholdings are taken out?
2. What are your current fixed expenses for credit cards, student loans, car
payments and installment loans? For credit cards, we recommend not using
the minimum monthly payment, but rather an amount that will allow you to
pay off the account in a reasonable time frame. You can ignore your current
housing expense.
3. Review your last 6 to 12 months of bank/credit card statements to identify
your general average expenses. You can categorize them in any way
that makes sense to you, but make sure to account for everything: food,
healthcare, entertainment, personal care, hobbies, shopping, kids, travel and
transportation. Add them all up and then determine the total monthly
average. You can ignore your current housing expense.
4. This can always be re-evaluated, but what are your current monthly savings
goals on top of what you already may be contributing on a pre-tax basis
through your employer?
5. Take your result from 1 and subtract 2, 3 and 4. If you have accounted for
everything in the numbers above, the resulting figure here should be the
upper limit of what you can afford for a monthly mortgage payment. Trust
your gut and adjust that number down if it feels too high.
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Section 1

Monthly Payment
Every home purchase consultation starts with the same question: what total
monthly payment can you comfortably afford?
Before we answer that, let’s break down the mortgage payment into its individual
parts. It is not important to stress about calculating each component at this stage,
but it is important that you have a basic understanding of what you’ll be paying for.
You may have seen the acronym P.I.T.I before, which stands for Principle, Interest,
Taxes and Insurance. This is the standard acronym covering the different pieces of
the mortgage payment. Like a lot of common advice on the mortgage process,
this is close, but not completely accurate. Our acronym is more comprehensive.
P.I.T.I becomes P.I.T.H.M.A.: Principle, Interest, Taxes, Home Insurance, Mortgage
Insurance and Association Fees.
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Principle & Interest
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of saying "
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Taxes and Home Insurance

Talk
to an insurance agent early on so they can give you a reasonable range to expect.
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Mortgage Insurance
We
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Section 1

Association Fees
If you are buying a condo or a property that is part of a Home Owner’s Association
(HOA), you will most likely pay a monthly HOA fee to cover your portion of expenses
to the association. What it actually covers varies, but in most cases, the HOA holds
the property insurance on the building itself (which reduces the amount of the
home insurance policy you will need to carry on your unit). Your HOA fee could also
cover common area maintenance, lawn care, snow removal, etc.
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Section 1

Putting it All
Together
Now that we have covered what makes up a mortgage

Many other folks have written
books on how to effectively pay off

down how much per month you can afford, while still having

consumer debt, including credit

enough income left over to meet your expenses and to cover

cards, collections, etc. If you are

monthly payment you can comfortably afford, go ahead and
enter that number now. If you need some help to arrive at this
number, the second page of the THAP worksheet contains a
checklist that will walk you through my preferred method.

currently in over your head with
debt, make sure to have a plan in
place that can be maintained even
after you buy a home. Buying a
home has a lot of advantages, but it
is not worth doing if it will negatively
impact your ability to get
out of debt.
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Section 2

Down Payment
There is no right or wrong answer for down payment. It is true that the more you
put down, the better mortgage terms you will have access to, but it is not worth
completely depleting your savings just to hit the ideal 20% down or more to
avoid PMI. Based on surveys collected from hundreds of clients, the most
common comment on down payment came from people that said they wished
they had put down less. Many people underestimate the amount of expenses
that come up immediately after purchasing a home. From furniture, to
improvement projects and maintenance, it is important that you consider these
potential costs before you determine how much down payment you can afford.
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Section 2
The chart below shows you that there are loan programs available across the down
payment spectrum.

On the worksheet, enter your number as an actual dollar amount – we will
determine what percentage this translates into later.
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Section 3

Closing Costs
There is nothing more confusing to consumers than trying to figure out how to
plan for closing costs on their own. Like a lot of mortgage information out there,
there are many conflicting answers on this subject that seem to boil down to the
same types of ‘rules of thumb’ we try to avoid. In this case, there is no general
percentage of the sales price or equation that will give you an accurate closing
cost total.
So, what are closing costs? Let’s break down the different components so you have a
good understanding of what is involved.

Affordability Guide |

16

Section 3

Lender Fees
One of the most important details to obtain from any lender
is the amount of lender fees they are charging as part of their

the following as lender fees:

‘apples to apples’.

to the lender for their services. These can include origination
fees, discount points, administrative fees, tax service fees,
processing fees and underwriting fees. Regardless of the label,
any lender will be able to tell you which fees are going to them
and which are going to third parties.
To complicate matters, lenders may offer what is called a ‘lender
credit’ or ‘origination credit’. These credits are based on the
interest rate. The key here is to make sure you are clear what the
actual net charge is from the lender.
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For example:

Origination fee
$1,200

Processing fee
$750

Tax service fee
$75
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Section 3

Lender Fees
The lender goes on to say there is a
lender credit of $1,000. To calculate the
net lender fee, you would add up the
total charges and then subtract the
$1,000 credit. In this case, the net lender
fee is $1,025.
In some cases, the lender credit can cover all of the lender fees
and even some or all of the third party charges. If you ever hear
an offer for a ‘no cost’ mortgage quote, they are simply able to
offer a large enough lender credit, based on the interest rate
they are charging, to cover all fees. The devil is in the details here
though – make sure you have the full set of costs along with the
lender credit to ensure it truly is a ‘no cost’ offer.
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Section 3

Third Party Closing Costs
This is a broad category of fees that include credit reporting, flood certification,
appraisal, title insurance, title services, legal services, government recording and
more. The actual fees charged depend a lot on the market you are in, but you
should be able to obtain a full estimate from any lender you talk to. Be aware that
these fees are not generally determined by the lender, therefore the third party
closing cost estimates should not be used as a basis of comparison between
lenders.

Smart

ortgage.com
SMART MOVE!

Affordability Guide |

19

Section 3

Prepaid Escrow Expenses
This is really where calculating total closing costs becomes tricky, because the
amounts involved are highly variable depending on many factors including your
purchase price, home insurance premium and tax rate. Prepaid expenses, often
shortened simply to ‘prepaids’, includes your first yearly home insurance
premium, the amount required for the lender escrow deposit* and any daily
interest due on your new loan.
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Section 3

Prepaid

Expenses

After paying your first year of home insurance up front, all

The same principle applies here. If you close on the 1st, you’ll pay

future premiums will be paid through your escrow account.

interest for an entire month at closing. If you close in the middle

Your monthly mortgage payments going forward will include

of the month, you’ll pay half a month of interest. If you close on

1/12th of your yearly home insurance and property tax totals. In

the last day, you would pay just a single day of interest.

order for the escrow account to always have enough to cover the

Regardless of when you close, you should know that your first

bills when they come due (and have some money left over in

actual payment does not come due until after skipping the next

reserve), there is an initial deposit required at closing. The amount

month. For example, if you close in the month of January, you

of this deposit is determined according to a complex, universal

will make your first payment in March. The reason you ‘skip’

calculation required by the federal government. Because the

February is that, unlike rent, mortgage payments are made

calculation is standard across the industry, just like with third

backwards. The idea here is that you are always paying the

party costs, the estimated total you receive from

accumulated interest of the previous month. Mathematically,

a lender should not be used as a basis of comparison

this means it is not really accurate to say you are skipping

between lenders.

anything. At your closing in January, you would pay the

Finally, the daily interest (often called ‘per diem’, because adding
a little Latin to an already confusing process makes sense)

appropriate interest due to January. For your first payment in
March, you are covering the interest due for February.

collected at closing can be considered as a partial first payment
on your new loan. If you have ever moved into an apartment
in the middle of the month, you likely had to pay a prorated
amount of rent for the remaining days of the month.
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Section 3

Putting it All Together
For the purposes of our THAP worksheet, it is actually not

Many people worry that a seller won’t consider a contract asking

necessary to calculate the total for closing costs. When the time

for help with closing costs, but the only thing that is important

comes, once you have narrowed down your price point and your

to a seller is their bottom line at the closing table. An offer of

loan product, you will be able to obtain an estimate from any

$200,000 on a property is equivalent to an offer of $204,000,

lender. Since the focus here is on determining what is going to

with the seller agreeing to pay $4,000 in closing costs. Yes, your

be affordable for you, the number you put into Section 3 should

payment will be slightly higher by paying more for the property,

represent the amount of cash you can comfortably come up

but you can ultimately balance that small payment increase

with after accounting for down payment. At this time, you may
want to modify your input in Section 2, but keep the following in

closing. Sometimes preserving savings is more important than

mind: you can always negotiate your sales contract in such a way

getting the lowest possible payment.

that the seller covers some or all of your closing costs. Therefore,
if there is a difference between the actual closing cost amount
and the amount you can afford, you will want to negotiate for
the seller to cover the difference.

An offer of

$200,000
$204,000
on a property is equivalent to an offer of

with the seller agreeing to pay $4,000 in closing costs
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Conclusion
Whether you send us your completed THAP for review or not, the exercise of
determining each of these factors will help as you proceed. We feel strongly that
spending the time to examine your finances critically to determine what you can
truly afford is the most important step in the home buying process. As you will
see, even with all the new regulations implemented since the financial crisis,
lenders can still approve many people for way more house than they can
comfortably afford. Your personal financial circumstances and goals are needed
to drive every decision going forward with your home purchase process.

For low rates and expert advice
call us now at (855) 997-7231 or apply online at
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