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uccessful sales for the three previous editions of 106

Mistakes proved that this unique guide to mistake-free
homebuying will give you the heads-up knowledge you need. Indeed,
I greatly appreciate the positive comments that readers have sent me
(via e-mail: gary@garyeldred.com) as well as favorable media reviews (a
special thanks to Robert Bruss). In addition, 106 Mistakes has been con-
densed by Reader’s Digest and cited in many leading publications such
as Business Week, Money Magazine, Your Money, Bottom Line, and Kip-
linger’s Personal Finance.

Now, this new fourth edition keeps everything that past readers have
found helpful, but it also presents the latest developments in the fields
of homebuying and mortgage lending. Plus, we've added examples and
information that show you how to:

Identify homes that will appreciate the fastest.

Qualify and secure lower cost financing.

Work profitably with your real estate agent and loan broker.
Understand the ins and outs of credit-scoring.

Write and negotiate your purchase offers.

S e

Gain valuable information from the Internet.

Because failing to buy remains the number-one mistake of renters,
this fourth edition includes an expanded Chapter 11, “How to Afford the
Home You Want.” This chapter leads you through the mortgage qualify-
ing process and shows you how to shape up your finances and strengthen
your borrower profile. Because many homebuyers still mistakenly accept
without question the so-called standard purchase contract form, Chap-
ter 12, “Writing Your Offer,” explains the pitfalls of such contracts and
tells how to rewrite them to achieve a win-win agreement.
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PREFACE TO THE FOURTH EDITION

For homebuyers who wish to use the web, I've included within each
chapter various web sites where you can research topics such as home
values and sales prices, neighborhood data, mortgage loans and costs,
financial calculators, consumer information, environmental hazards,
bargain-priced properties, credit scores, credit records, and school rank-
ings. For your convenience, I've also listed these web sites in an Internet
Appendix. You'll find a comprehensive homebuyer checklist that inte-
grates with the topics covered in this new edition at the web site, www.
stoprentingnow.com.

I've written this fourth edition of 106 Mistakes to guide you through
a satisfying and profitable homebuying adventure. I wish you the best as
you move toward your cherished goal of home ownership.

Special Note for Investors

Although T originally wrote 106 Mistakes to guide homebuyers, inves-
tors (both new and experienced) have told me that the examples in this
book have helped them avoid buying the wrong property. Condo inves-
tors especially appreciate the tips on how to read markets and forecast
price increases.! So, whether you buy a home or an investment property,
106 Mistakes will guide you to a better choice. Indeed, when you follow
this advice, your home will almost certainly prove to be your best invest-
ment.

Acknowledgments
For their valuable help in preparing this fourth edition, I thank my sec-
retary Barbara Smerage and assistant Mohsen Mofid.

ISee also, Gary W. Eldred, Make Money with Condominiums and Townhouses, 2004 (Wiley).
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CHAPTER 1

Profit from the
Mistakes of Others

hinking about buying a home? Good for you. You're about

to make one of the best personal and financial decisions
of your life—if you do it right. And that’s just what this book will help you
do.

As you read through the eye-opening stories—sometimes funny,
sometimes sad—you will see how to steer clear of potential pitfalls. Even
better, you will learn to profit from the opportunities that you discover
(or create) along the way. You will gain not only from the knowledge
I've accumulated from dozens of my own property transactions, but also
from the experiences of hundreds of homebuyers, real estate agents,
mortgage loan officers, and home inspectors.

Here are some of the fears, mistakes, and pitfalls you'll learn how to

handle:

Getting turned down for a mortgage
Paying too much for mortgage interest, fees, and costs
Overpaying for your house

Lo

Discovering that a house or neighborhood comes with hidden

and unwelcome surprises

5. Being taken advantage of by a real estate agent, loan officer, or
lawyer

6. Buying too little, too much, or the wrong kind of insurance

7. Suffering discrimination
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THE 106 COMMON MISTAKES HOMEBUYERS MAKE

8. Buying a house whose value doesn’t appreciate much
9. Running into problems at (or on the way to) closing
10. Buying a house that doesn’t meet your needs, wants, or budget

Unlike other books on homebuying, the discussions here don't
merely present general principles, simplistic questions, or a “homebuy-
ing process.” Instead, 106 Mistakes illustrates what you need to know
through dozens of real-life examples. Through these examples, you'll see
how to conquer your confusion, become more confident, and make the
right homebuying decision.

The Origin of This Book

Throughout the past 20 years I've taught graduate and undergraduate
college courses in real estate; professional education programs for Real-
tors®, home builders, and mortgage loan officers; and SToP RENTING
Now!™ seminars that are directed especially toward first-time home-
buyers. In these courses, one of the most favored classroom topics has
been “How to prevent mistakes in homebuying.”

Although just about everyone knows that real estate, particularly
home ownership, stands out as one of the best ways to build personal
wealth, a growing number of people also realize that successful home-
buying doesn’t occur easily. It requires education. Shopping for a home,
negotiating, arranging financing, and qualifying to buy have become
much more complex. There are many ways to get bamboozled. Natu-
rally, then, learning about the mistakes of others has proved to be a good
prescription for a happy and profitable homebuying experience.

When I first began to discuss mistakes in homebuying with my
classes, I relied on many of my own experiences (and mistakes). Over
time, though, students were eager to broaden their knowledge and learn
firsthand about the mishaps, misfortunes, and mistakes suffered by oth-
ers. As a result, I incorporated “interview papers” into class assignments.
To carry out these assignments, students interviewed Realtors, home
builders, loan officers, recent homebuyers, and other people involved in
homebuying and financing.

The students asked their interviewees to describe in concrete detail
the homebuying mistakes that the interviewees had made themselves or

9



PROFIT FROM THE MISTAKES OF OTHERS

had seen others make. Next, the students wrote up their conversations
and we scheduled a class session or two to discuss what they had learned.

These classroom discussions became quite popular. As a result, many
students suggested that they would like to see the most common (and
costly) mistakes I've collected brought together in a book. Fortunately,
John Wiley & Sons, Inc., and senior editor Michael Hamilton agreed. In
this book we’ve aimed to help you benefit from the experiences of hun-
dreds of people who have been involved in homebuying. Read through
these stories and apply the lessons to your own situation. You'll enjoy a
more profitable and more satisfying homebuying adventure.

ITo protect the privacy of individuals, in many instances I've changed names and specific iden-
tifying facts. But all told, these experiences are real.

3



¥ CHAPTER 2

Explore Possibilities,
Set Priorities

As you search for a home, you'll run up against many
choices, confusions, and contradictions. You may face
discouragement. In fact, some potential homebuyers give up on the
challenges they encounter. They then make the biggest mistake of all:
They needlessly continue to rent.

As you go through this chapter you will see that, regardless of your
present situation, the power of knowledge, motivation, and goals can
move you into the home you want.

You also will see why you can profit when you explore various neigh-
borhoods, price ranges, types of homes, and home features. Even if you
think you can describe (and afford) the perfect home, the mistakes in
this chapter show you why you should still broaden your knowledge of
the market. Greater knowledge will encourage you to rethink your pri-
orities and discover better alternatives for you at this stage of your life.

— 4 —



EXPLORE POSSIBILITIES, SET PRIORITIES

MISTAKE # '

We want to own, but we pay less to rent.

LessoN: Over time, you will pay far more to rent than to
own. Plus, homeowners gain the wealth-building power of
home equity.

Do you believe that you'll pay more to own than to rent? If so, you're ex-
periencing the same confusion that troubles many of the renters who at-
tend my SToOP RENTING Now! ™ seminars. They want to own, but they
hesitate because they think owning costs too much. Undoubtedly, the re-
cent increase in home prices has made this myth even more prevalent.

But here are the facts you need to know: After you weigh in income
tax deductions, personal freedom, long-term rent increases, and the ac-
cumulation of wealth through growing home equity, you will see why it
actually costs much more to rent. In addition, renters stand to lose tens
(and often hundreds) of thousands in net worth.

Benefit from Tax Deductions

As a homeowner, you can deduct most of your monthly mortgage pay-
ments from your taxable income. As a result, your actual out-of-pocket
home costs may fall—depending on your combined federal, state, and
local marginal income tax rate (MTR)—to 20 to 40 percent less than the
actual check you write each month to your mortgage lender.

Say your house payment (principal, interest, property taxes, and in-
surance) will cost $1,000 a month. Chances are, after counting the tax
benefits of owning, that $1,000 may cost you only $700. A $2,000-per-
month mortgage payment may cost you around $1,400 a month. Or to
look at it in terms of rent, if you're paying your landlord $600 a month,
you may be able to afford $750 to $800 a month for your own home. If
you're now paying $1,800 per month in rent, you might be able to go up
to $2,500 a month for your mortgage payment. To get a general idea of
your potential savings, see Table 2.1.

Your personal rent-versus-own cost figures will differ from those listed.
But this point is true: Don’t assume that monthly mortgage payments will

—5—



THE 106 COMMON MISTAKES HOMEBUYERS MAKE

Table 2.1 Rent-Equivalent Mortgage Payments after Benefit of Tax
Deduction

Marginal Tax Bracket (After-Tax Costs)
Monthly Rent($)  .15(MTR)  .25(MTR) .33 (MTR) .40 (MTR)

450 530 600 672 750
600 706 800 896 1,000
750 882 1,000 1,119 1,250
900 1,058 1,200 1,343 1,500
1,200 1,412 1,600 1,791 2,000
1,500 1,765 2,000 2,239 2,500
2,000 2,667 3,200 2,985 3,333

cost more than renting. Talk with a loan representative and tax advisor.
Run through specific figures. In today’s world of home finance, lenders
offer multiple ways to obtain lower monthly payments. Quite likely, you’ll
be pleasantly surprised to learn how advantageous it is to own.

Escape from Renter’s Jail

After buying her own home, Yolanda Jones told me, “I can’t believe it.
Not only am I saving money each month and building equity, but I feel
like I've escaped from renter’s jail.” When I asked her what she meant
by “renter’s jail,” Yolanda explained, “For the first time in my life I feel
free. No more landlords to tell me how I can decorate, who I can have
over, or whether I can get a dog. This is my home now. I'm free to do
with it what I want. Even if it costs me more it’d be worth it.”

Yolanda brings out a point many renters overlook. When you own,
you don’t just buy a home, you gain freedom. You escape from renter’s
jail. If you're like Yolanda, the personal benefits of owning will far sur-
pass those of renting. When figuring your rent-versus-own cost compar-
isons, keep in mind those great feelings of freedom and security that
owning will bring you.

Think Long Term: Rents Will Go Up

We've all heard dozens of times how America’s corporate management
focuses on the short term instead of the long term. Renters commit a

— 66—



EXPLORE POSSIBILITIES, SET PRIORITIES

similar error. In some high-cost areas of the country even after allowing
for tax deductions and owner benefits, your monthly mortgage costs still
may look higher than the costs of renting. If that’s your situation, think
long term. In fact, no matter where you live, the most important reason
to buy a home is not to save money today. It’s to save hundreds of thou-
sands of dollars over the rest of your life.

Say you pay $1,000 a month to rent. Assume that after tax deduc-
tions, owning will cost you $1,500 a month out-of-pocket. Renting sure
looks cheaper. But wait—don't fall into this trap. Think: If you've got
a fixed-rate mortgage, your monthly mortgage payments won’t go up—
and if at some later date you can refinance at lower interest rates, your
monthly costs of owning actually will go down.

In stark contrast, over the longer term, you can only expect your rent
to increase. Even at relatively modest rates of inflation, rent levels will
head up to the stratosphere. Table 2.2 provides several examples of how
rents will increase at rates of four, six, and eight percent a year.

Some of those future rent figures look absurdly large. But consider
the rent levels of the 1940s and 1950s. In most parts of the country, you
could rent a nice house for $25 to $75 a month. Average house pay-
ments were $40 to $60 a month. Today’s rent and mortgage payments
often run 20 to 40 times higher than the amounts of those earlier years.
Likewise, you can safely bet that over the next 20 or 30 years, people in
the future will be talking about the ridiculously low rents of the early
2000s.

Fortunately, today’s homebuyers will still enjoy mortgage payments
at those “ridiculously” low early 2000s prices (and interest rates) de-
cades into the twenty-first century. Those who didn’t buy will be paying
(if they can afford them) rents 3 to 10 times higher. And if we get years
of double-digit inflation similar to previous years, rents could even shoot
past the figures in Table 2.2. Over time, owning costs far less than rent-
ing—and the benefits are far greater.

When it comes to buying a home, think long term. Pay no attention
to how high home prices are today compared to where they sat 5, 10,
or 20 years ago. Instead, think how low today’s prices are compared to
where they’ll be perched 5, 10, or 20 years from now.
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THE 106 COMMON MISTAKES HOMEBUYERS MAKE

Table 2.2 Escalating Rents
Future Monthly Rents with Annual Increases of 4%
Years
Today’s Monthly Rent 10 20 30 40
$500 $740 $1,095 $1,620 $2,400
750 1,100 1,642 2,430 3,600
1,000 1,480 2,190 3,240 4,800
2,000 2,960 4,382 6,487 9,602
Future Monthly Rents with Annual Increases of 6%
Years
Today’s Monthly Rent 10 20 30 40
$500 $895 $1,600 $2,891 $ 5,140
750 1,342 2,400 4,308 7,715
1,000 1,790 3,200 5,743 10,285
2,000 3,582 6,414 11,487 20,571
Future Monthly Rents with Annual Increases of 8%
Years
Today’s Monthly Rent 10 20 30 40
$500 $1,075 $2,330 $ 5,000 $10,862
750 1,612 3,495 7,500 16,293
1,000 2,150 4,666 10,000 21,725
2,000 4,318 9,322 20,125 43,449

Homeowners Build Wealth

We will talk more about the investment benefits of home ownership in
Chapter 3. For now, notice the great wealth-building power of home
ownership—even in periods of relatively low inflation. True, throughout
our country’s 200-year history, home prices have proved cyclical: some-
times fast appreciation, sometimes slow: sometimes recession, some-
times depression. Yet, over time, homeowners have always built more
wealth than renters.

As you make your monthly mortgage payments, your outstanding
loan balance steadily falls—slowly at first, then more rapidly. Even if
your home doesn’t appreciate much (which is unlikely), at the end of
your mortgage term (15, 20, 25, 30, or 40 years) you will own a valuable
property free and clear. But at rates of appreciation of say three, five, or

— 8 —
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seven percent, your home equity will grow to hundreds of thousands of
dollars (see Figure 2.1).

As renters become poorer through rising rents, you will become
richer through growing home equity. Without a doubt (and in more ways
than one), continuing to rent will cost you dearly.

MISTAKE # 2

We want to own, but we don’t have enough
for a down payment.

LESSON: You don’t need much savings for a down payment.
You may not even need a down payment.

I was listening to a talk-radio show recently. The subject discussed was
“no-money-down” home financing. Just as I tuned in I heard an agent
angrily say, “I've been selling real estate for 25 years, and I've never seen
a nothing-down deal.” This agent went on to complain about the “huck-
sters” pushing nothing-down seminars, books, and tapes who had gotten
rich deceiving the public. “People who attend these seminars and watch
too much late-night television just waste my time,” this sales agent said.
“I tell ’em when they call me, ‘If you don’t have the money to buy, go
bother someone else.””

Work with Agents or Lenders Who Understand Possibility
Analysis

Now contrast this agent’s attitude to that of Realtor Joan Evans. “Any-
time someone comes into our office seeking a rental,” Joan says, “the
first thing I do is ask them, ‘Do you really want to rent? Or would you
rather own? More often than not, they say, ‘Sure, we would like to own,
but we don’t have enough for a down payment.” When I hear that, that’s
when I go to work. One of the best parts of my job is to take renters who
think that they don’t have enough money to own and then figure out
ways to turn them into homeowners. Granted, its not a piece of cake;
sometimes it takes six months or more. But I've found many of these

— 9
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buyers become my most loyal clients and a great source of referrals and
repeat business.”

If you are short on cash, look for a Realtor like Joan Evans. Quickly
drop run-of-the-mill agents who show a don’t-bother-me attitude to any-
one with less than a five-figure bank account.

For the past several years, mortgage lenders, homebuilders, not-for-
profit housing groups, and government agencies have been reaching out
to cash-short renters who would like to become homeowners. You now
have dozens of little- or nothing-down home finance plans to choose
from:

e FHA (Federal Housing Administration) 203(b)

e FHA 203(k)

e FIA assumables

e HUD (Department of Housing and Urban Development) fore-
closed homes

e Fannie 97

¢ Freddie Mac Discover the Gold

* Neighborhood Housing Services

e Central city mortgages

¢ Community Reinvestment Act programs

* Rural Economic Development Programs (formerly Farmers Home
Administration)

¢ Lease-options

* Lease-purchase

* Sweat equity

e State mortgage bond programs

e Land contracts

e Seller “trust deeds”

e Seller seconds

* VA (Department of Veterans Affairs) mortgages

® VA assumables

¢ State VA programs

* Habitat for Humanity homes

* New home builder grants

¢ Economic opportunity programs
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¢ Private mortgage insurance

e Pledged collateral

o Gift letters

e Family loans

e Fannie Mae rehab loans

e Fannie Mae and Freddie Mac zero down

e Wrap arounds

* Self-contracting

e Shared equity

¢ City down payment assistance

° County down payment assistance

¢ Co-ownership

e Create value/fixers

* Not-for-profit grants

e Employer assistance

¢ Government grants

* Neighborhood Advantage Mortgage

e Community Homebuyer Programs

e First-time buyer programs

e Coborrowers

¢ Cosigners

* Blanket mortgages

* REOs (real estate owned by lenders after it's gone through fore-
closure)

* Manufactured home financing

We'll look at little- or nothing-down financing in more depth in
Chapter 8. For more home-financing possibilities, read my book 106
Mortgage Secrets All Homebuyers Must Learn—But Lenders Don't Tell,
2003 (Wiley).

To discover ways to buy cash-short in your area, closely read the real
estate sections and real estate ads in your local newspapers. Over the
course of a month or two, you're likely to see many properties or finance
plans that are available with little or no money down.

Buying when you're cash poor may not prove easy. But loan reps and
real estate pros who know all the homebuying possibilities will be able
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to help you locate, develop, and qualify for the financing you need to
become a homeowner.

MISTAKE # 3

We can’t afford to buy; the monthly
payments are too high.

LESSON: If you can afford to rent, you can afford to own.

Before you convince yourself you can't afford to buy, make sure you
compare your rent and mortgage payments on an after-tax basis (see
Mistake #1). But if monthly payments still look too high, don’t give up.
There are many ways to get over the “unaffordable” monthly payment
hurdle. Here’s how Doreen Bierbrier did it.

At the time she bought her first home, Doreen says, “I was earn-
ing a modest salary (by Washington, D.C., standards) as a government
worker.... The only way I could buy a house in a good neighborhood
was to find one large enough to accommodate a couple of housemates
who paid rent. If everything worked out, the rental income would cover
more than half my house payment and two-thirds of the utilities. Add-
ing in tax advantages and appreciation, I figured I would actually make
money. Further, when the loan on the house was paid off, I would own a
valuable asset free and clear.”

As time has proven, Doreen had the right idea. While many moderately
paid singles and couples have mistakenly pleaded “not enough income” to
buy (see also Mistake #5), others like Doreen have acted creatively and
figured out ways to bridge the gap between their current earnings and af-
fordability. Other than taking in housemates, you might also:

e Create an accessory apartment in your home (sometimes called a
mother-in-law suite) by converting a garage, attic, or den.

e Reduce your monthly payments with an adjustable-rate mortgage.

e Reduce your monthly payments with a graduated-payment mort-

gage.
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* Reduce your monthly payments by using a balloon mortgage.

* Buy a duplex, triplex, or other type of home that’s already produc-
ing income that will help cover the monthly mortgage payments.

e See if your area offers a mortgage credit certificate (MCC) pro-
gram. Through MCCs, the federal government gives you a mort-
gage subsidy of up to $2,000 a year.

e Take up a part-time job.

e Ask your employer for a raise or housing assistance.

* Buy with someone else.

e Secure an interest rate buy down (discussed in Chapter 8).

e Assume a low-interest FHA or VA loan.

e Assume a low-equity adjustable-rate mortgage.

Generally, these techniques either reduce your monthly payments or
increase your available income. But to really boost your borrowing/buy-
ing power, prioritize your spending (and savings!).

Match Your Spending to Your Goals

Whenever renters say they can’t afford to own, I ask them to list all of
their typical monthly expenses. Nine times out of 10, their list reveals
spending patterns that wildly deviate from these renters’ professed pri-
orities. In other words, they nearly all say that they value home own-
ership highly. Yet, they spend much of their money on such things as
upscale rentals, new cars, boats, jet skis, travel, entertainment, furniture,
vacations, electronics, eating out, and many other fleeting pleasures.

Before you complain about affordability, fill in the blanks below. Find
out where your money really goes each month:

Rent $
Electricity $
Gas $
Cable TV $
Internet charges 3$
Online charges $
Telephone(s) $
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Car payment no. 1
Car payment no. 2
Gasoline

Automobile insurance
Groceries

Child care

Clothing

Electronics

Lunches

Dining out
Entertainment

Tobacco

Beer, wine, liquor

Other vices
Health club
Magazines
Newspapers
Furniture

Appliances

School expenses
Health insurance
Weekend trips
Vacations

Housekeepers
Personal care

Credit card interest
Other

Other

Other

Other

Total

RS RS e GRS CNR - SRR S SR e IR S SR S S ClR - AR S SR~ RS- RS S = RS R S SRR~ SR RS =TSR = Qi S RS

Now, compare your spending to your priorities. I'll bet you'll find
many ways to eliminate (or reduce) wasteful expenses so you can put
more money toward your long-term wealth and well-being: home own-

ership.
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Summing Up

At first glance—especially if you live in San Diego or Boston—it’s too
easy to conclude that you can’t afford the monthly payments on the
home you want. But first consider the tax benefits of owning. Then look
for creative ways to increase your income, cut your expenses, or use
some type of affordable, low payment home finance plan. The successful
homebuying experiences of millions of moderate-income renters prove
that if you can afford to rent, you can afford to buy.

MISTAKE # 4

No bank will give us a mortgage.

LESSON: Many banks and mortgage lenders have special
programs for hard-to-finance buyers. Even better, you may
not need bank financing.

When Mary and Joe Cortez filed for bankruptey, they thought they had
lost their chance to become homeowners. They were wrong. Just a little
more than a year later, this couple successfully bought their first home
with a low-down-payment FHA loan. “We couldn’t believe it,” says Mary.
“Friends told us we wouldn’t be able to get credit for years.”

No doubt, lenders prefer borrowers whose credit scores top the
charts. But the good news is that mortgage lenders need to make loans.
And with thousands of potential mortgage lenders, if you're willing and
able to make your mortgage payments on time, you can probably find
the loan you need to buy a home.

As long as your past financial difficulties do not carry forward into the
present, many lenders will give you a chance. Either convince a lender
that your blemished credit occurred for reasons outside your control
(plant closing, medical bills, business failure, divorce, unemployment) or
show persuasive evidence that you've mended your borrow-and-spend
ways. Even homebuyers with terrible past credit can qualify for a mort-
gage—but it does require planning, preparation, and sincere efforts.
(Also see Mistake #93.)
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Hopefully, you haven't filed for bankruptcy or faced serious credit
problems. Nevertheless, you may mistakenly believe that other kinds
of problems will block you from getting a loan. Maybe you're self-em-
ployed or have been in your current job for less than two years. Maybe
you're a college student who works only part-time. Maybe you want to
spend 50 percent of your income for a home. Whatever your particular
situation, don’t assume you can’t qualify. Many lenders now specialize
in less-than-perfect credit risks with loans graded in B, C, and D cat-
egories.

Ask around. Talk to knowledgeable Realtors, mortgage brokers, or
even other homebuyers who have faced the same kinds of problems
you're facing. In today’s mortgage market, nearly everyone can either
qualify for some type of home finance plan or place themselves on a
path to get qualified within 6 to 24 months. (Beware, through, some
sun-prime [predatory] lenders prey on people who have credit prob-
lems. See Chapter 8, “Avoid the Sharks or You'll Get Eaten Alive,” in my
book 106 Mortgage Secrets All Homebuyers Must Learn—But Lenders
Don't Tell).

Look for Owner Financing

When I first started buying houses and small apartment buildings, I was
an undergraduate college student. I had no established credit, minimal
savings, and only a part-time job. My strategy was to find older people
who had tired of managing their rental properties, yet liked the monthly
income their properties provided. These types of sellers proved to be
great candidates for owner-will-carry (OWC) financing.

By selling their properties to someone who was young and ambitious,
they got rid of the hassles of wayward tenants, stopped-up toilets, and
furnace breakdowns. At the same time, the money they earned in inter-
est on their seller mortgages gave them better returns than they could
have earned from bank savings accounts or certificates of deposit (and
far less risk than stocks).

The great thing about owner financing is that owners are free to lend
to whomever they please on whatever terms you negotiate.

If it turns out you really can’t get a bank or savings institution to lend
you the money you need to buy a home, look for OWC financing. Or just



THE 106 COMMON MISTAKES HOMEBUYERS MAKE

skip the banks to begin with. Many homebuyers and real estate investors
never worry about qualifying for a mortgage with a typical lender. They
only finance their properties with sellers.

MISTAKE # 5

Our agent told us to get prequalified (or
preapproved) by a lender so we would know
exactly how much home we could afford

LESSON: No lender can tell you exactly how much home you
can afford. Affordability depends on you, not the lender.

All across the country, mortgage lenders and real estate agents tell
homebuyers to get prequalified so they know exactly how much home
they can afford. Its as if getting prequalified for a mortgage were like
being measured for a custom-made suit. It isn’t. How much home you
can afford depends on you.

Can you increase your income? Can you cut your expenses? What
type of home finance plan are you willing to use? Are MCC (mortgage
credit certificate) programs available in your area? Are first-time buyer
programs available? What kinds of special financing incentives are new
homebuilders or condo and townhouse developers offering? Do you
have friends, relatives, or an employer who can make you a gift or a loan?
Are you willing to buy a property that includes an accessory apartment
or additional rental unit? How much are you willing to stretch your bud-
get? Would you share your home with housemates? Can you buy jointly
with someone else? Can you locate an owner who is willing to carry back
financing?

Affordability Is Up to You

How much home you can afford depends on answers to these and many
other questions. When you look for a house, find a Realtor or mortgage
lender who is skilled in possibility analysis. Don'’t rely on fill-in-the-blank
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preapproval calculations or instant computer automated underwriting
programs. You have dozens (even hundreds) of ways to buy and finance
your home. Thousands of mortgage lenders and thousands of property
owners stand ready to make financing available.

Prequalifying with a specific lender can give you a general idea of
how much you can spend based on your current finances and that lend-
er’s (or underwriters) qualifying standards and loan programs. But it
can’t reveal all of your possibilities. Only through your own efforts of fi-
nancial planning and possibility analysis can you really decide how much
home you can afford and the type of financing that will work best for
your situation.

Prequalification versus Preapproval

With prequalification, a lender tells you how much loan you can qual-
ity for based upon the information you provide. A prequalifying letter
doesn’t mean that a lender will actually make you a loan.

For that you need a preapproval. Many lenders will actually pre-
approve you for a specific loan amount—even before you've found a
home to buy. In fact, Robert Bruss, the respected real estate colum-
nist, repeatedly encourages homebuyers to get preapproved because
a preapproval letter tells real estate agents and sellers that you are a
serious, no-credit-problem buyer. Once you locate the home you want
(that’s within your preapproved borrowing limit), the agent and sellers
can feel secure. They feel confident that you can obtain the financing
you need.

Nevertheless, just like prequalifying, preapproved borrowing power
depends on specific lenders, loan programs, interest rates, and how
well you've shaped up your financial fitness and credit scores. Preap-
proval works to your advantage. But don’t mistake one lender’s loan
amount for a full view of your home finance possibilities. Note, too,
that even a preapproval letter does not guarantee that the lender will
actually grant you the loan. The underwriter must still verify all of your
documentation and make sure you and the property satisfy other rules
and guidelines.
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MISTAKE # 6

Our agent said not to waste time looking at
homes outside our price range.

LESSON: Learn about the market of homes priced above
and below your “price range.”

This mistake follows from the simplistic notion of prequalifying that’s
become so popular. Just as no one can tell you exactly how much home
you can afford, neither do you necessarily face a tightly defined price
range. Your full price range depends on your possibility analysis.

Here’s another reason you want to look at homes above and below
your price range. You can’t know what kind of home and neighborhood
to aim for until you widely shop the market. Consider the experience of
Sue and Bill Henderson:

Sue and Bill followed their agent’s advice and looked only at homes
in their price range of $260,000 to $280,000. Then after they bought,
they were out driving around and went through some open houses in
the $285,000 to $325,000 range.

“Wow,” said Sue. “We had no idea $300,000 would buy so much more
house than we got for our $265,000. These homes are bigger and nicer.
If we had known, we would have stretched our budget and prioritized
our finances. Maybe we would have switched to an ARM [adjustable-
rate mortgage] instead of using a fixed-rate mortgage. We could have
even gotten a better school district.”

First, Learn What’s on the Menu

Don't let someone pigeonhole you into a narrow price range. Look at
a wide selection of homes and neighborhoods. Too many real estate
agents will ask you, “How much would you like to spend (invest) in a
home?” Now imagine walking into a new restaurant and sitting down at
a table. The waiter comes up and asks, “What would you like to order?”
You probably say, “I don’t know. I haven't seen the menu.” Of course,
you might also want to know what credit cards the restaurant accepts.
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The situation is similar when shopping for a home. Make sure you've
thoroughly looked over what’s on the menu and what kinds of financing
are available. If you don’t see what you want, switch to a different neigh-
borhood (just as you might look for another restaurant if you weren't sat-
isfied with the menu or terms of credit). You might find you are willing
to pay more than you first thought. Or you might decide to spend less.
Maybe $250,000 will give you what you need most for now. Instead of
paying $265,000, you can use the money you save for a more comfort-
able lifestyle, or perhaps other investments.

Don't fix on a home, neighborhood, or price range until you've
looked at a varied selection of properties and neighborhoods (within rea-
son, of course). Learn your choices. Compare their relative prices and
benefits. Then weigh your trade-offs. You'll make a better homebuying
decision—a decision you'll be happy to live with.

MISTAKE # 7

Sure, we would like to buy our own home
someday.

LESSON: Dreams move on if you wait too long. Put a plan
info action now.

In my seminars, I frequently meet renters in their mid- to late 30s and
even early 40s who haven't yet bought their first home. “Why didn’t you
buy earlier?” I ask them. “Well, we didn’t think we could afford it,” they
often reply.

But this answer doesn’t ring true. Why? Because from 20 years of
teaching and working in real estate, I know that nearly everyone who
wants to own a home can own a home—if they put their minds to it. So
I probe further. “What do you mean, you couldn’t afford to buy? How
many mortgage lenders and savvy real estate agents did you talk to? How
many owner-will-carry sellers did you contact? How many books and ar-
ticles on homebuying did you read? How closely and how frequently did
you search through the real estate and home builder ads in your local
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newspaper?” By asking them questions, I'm not trying to put them on
the spot or make them feel bad. Rather, I want them to realize the real
reason they didn’t buy. It certainly wasn’t unaffordability. It was because
they failed to set homebuying as a primary goal.

They never educated themselves, planned their finances, or estab-
lished a time frame to buy. Instead, they procrastinated. Although they
knew they wanted to buy, it was always easier to put it off. As long as
they told themselves they would buy someday, they avoided making the
effort and doing the planning that makes homebuying possible.

Sadly, procrastination and limp excuses have cost them tens (some-
times hundreds) of thousands of dollars. You can avoid this mistake.
Don'’t wait for someday. Put a homebuying plan into action now. Set up
a habit of savings. Guard your credit. Don’t spend (or borrow) money
for things that are less important than owning your own home. Prioritize
with a vengeance.

Whether you want to buy this year, or maybe a year or two down the
line, plan now to make sure your dreams come true.

MISTAKE # 8

| wanted to wait until | got married.

LESSON: Don’t postpone your plan to buy for some
indefinite future.

Some years back, Megin Silver finished her MBA at the University of
Virginia and took a good job in Washington, D.C. With one foot in the
future, Megin eagerly accepted the challenge of work and career. But
with one foot in the past, Megin was uncertain whether a single woman
should embark on home ownership. “Anyway,” Megin told herself, “T'll
probably be married within a few years. It will be better to wait to buy
until then.”

Years rolled by. Megin was still single. No marriage plans stood on
the horizon. Yet, during the time she lived in D.C., Megin watched
Washington home prices more than double. She now wishes she had
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bought earlier. With a refinance at the low interest rates, her mortgage
payments would have fallen far below the amount she was paying for
rent. Plus, she regrets missing out on years of tax deductions (which in
her tax bracket she could certainly have used) and thousands of dollars
of equity buildup.

Approximately one of every seven homes sold in the United States
is bought by a single person. More than half of these single buyers
are women. Just because you're single is no reason to put off buying.
And if you can’t get the home you want on your own income, close
your affordability gap by taking in housemates, buying a property with
rental units, or bringing in a cobuyer. Still in doubt? Then consider
what these single buyers have said about their successful adventures in
home ownership:

* “Most of my friends are getting married and having babies. Home
ownership, though, is one milestone that’s within my control.”

e “With every homebuying challenge I met, I would gain more con-
fidence. Now I feel there’s nothing that I can’t accomplish.”

* “I wanted to move from the suburbs into the city, and it made good
financial sense to own. I got a terrific tax break, and if T ever relo-
cated, the place could become an excellent source of rental income.”

e “T've lived in apartments all my life and I always wanted to live in a
house. When I realized that I could own one for just $400 more a
month (before tax deductions) than I was paying in rent, I started
looking.”

* “Owning a home has grounded me. I used to love going out nights
and away on weekends. Now I want to go home and have friends
spend the weekend with me.”

e “It gave me the confidence to make other investments. I actually
opened my first IRA and even got into the stock market this year. Af-
ter buying a home, I feel ready to tackle any major financial matter.”

As you can see from these remarks, singles who buy homes count
many benefits from their experience. If you're single, don’t postpone
homebuying until you get married. And if you're married, don’t put it
off until you have kids. “Waiting until I get married” or “waiting until



THE 106 COMMON MISTAKES HOMEBUYERS MAKE

we have kids” may sound like a plan. But it isn’t. As a practical matter,
“waiting for” often proves to be just as indefinite as someday. Don’t wait
for someday.

MISTAKE # 9

We were told not to buy unless we planned
to stay put for at least four or five years.

LESSON: Don’t wait to buy because you may move within
a few years. Instead, execute a shortterm ownership
strategy.

Over the years, I've seen dozens of homebuying articles and books tell
renters, “Don’t buy unless you plan to stay put for at least four or five
years.” In a simple-minded way, this advice sounds reasonable. When
you sell after just two or three years, pay a real estate commission and
closing costs, and your home hasn’t appreciated much, you could end up
losing several thousand dollars.

But what happens if you don’t buy? Each year you continue to rent
you're losing thousands of dollars in tax deductions (see Mistake #1).
As another disadvantage, home prices, mortgage interest rates, or both
could jump up quickly, just as they have done in the past. Over time,
those increases could cost you tens of thousands of dollars. Although you
may incur some risks when you buy, you face even greater risks when
you wait to buy.

Develop a Short-Term Ownership Strategy

If you think you might move within a few years, your best bet is to de-
velop a short-term ownership strategy. In her excellent book Housewise,
Suzanne Brangham tells how she bought and lived in more than a dozen
homes over a period of just 15 years. Suzanne explains, “There is no
wrong time to buy real estate. Regardless of the market, regardless of
interest rates, I've turned a profit on my homes through good times and
bad for the past 15 years.” To achieve her profits, Suzanne buys homes
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she can improve. With her talents for redecorating and remodeling, Su-
zanne adds thousands of dollars in value to the homes she buys.

Buying fixer-uppers isn’t the only way to execute a short-term own-
ership strategy. Reed Povitch boasts, “I make my money when I buy,
not when I sell.” Reed’s strategy is to ferret out bargains. Sometimes he
finds highly motivated owners; sometimes he buys at probate or foreclo-
sure sales; on other occasions he buys REOs (real estate owned) from
mortgage lenders who have taken back properties from borrowers who
haven’t made their payments.

Consider a Lease-Option

To Robert Bruss, the highly respected, nationally syndicated real
estate columnist, the best short-term buying strategy is the lease-
option. “By renting with an option to buy,” Bruss advises, “you can es-
tablish your credit, build up cash (usually through rent credits) to use
as a down payment, and you'll be protected against renewed inflation
in housing prices.” (You can read the excellent commentary of Robert
Bruss at www.inman.com. Bruss has also written a number of help-
ful booklets on homebuying and investing, including a popular one on
lease-options.)

A lease-option gives you another benefit that’s often overlooked. If
during the option period home prices do go up and you choose not to
buy, you can sell the option for a profit to someone else. That person
would be able to take advantage of your lower-than-market price and
any rent credits you've earned.

Here Are Some Other Short-Term Option Strategies

If you think you may want (or have) to move within a few years, try one
of these short-term strategies:

1. Lease-option a home.

2. Assume a low-interest-rate loan that you can get with low amounts
of cash and closing costs.

3. Look for a fixer-upper where you can create value for the home.

4. Buy with a low- or no-down-payment assumable FHA or VA loan.
When you sell, your buyer can easily take over your financing.
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5. Shop for a bargain. (See Chapters 3 and 4 for guidelines.)

6. Buy in a neighborhood that’s on the cusp of turnaround and revi-
talization (fast appreciation).

7. Buy a home that would make a good and profitable rental prop-
erty. (I've elected this option successfully several times.)

8. Buy into a neighborhood, development, or building where homes
are always in short supply and sell fast.

In today’s mobile and uncertain world, waiting until you're sure to
stay may mean waiting for a lifetime. To put off buying because you
might move is generally a mistake. Far better, meet uncertainty with
a short-term ownership strategy. If you move in a down market, don’t
sell. Rent out the home and keep it as an investment until the mar-
ket heats up again. (For more on the profit potential of rentals, see my
book Investing in Real Estate, 5th Edition, 2006 [Wiley], and my new
book, The Beginner’s Guide to Real Estate Investing, 2004 [Wiley], and
my website, garyeldred.com.)

MISTAKE # , o

We know exactly what we want.

LESSON: Maybe. But more than likely you will change your
mind. Plus, prepare yourself for trade-offs, compromises,
and creativity.

As noted in Mistake #6, to find a home that best meets your needs, do
not commit too early to a specific type of house, price range, or neighbor-
hood. Until you really explore the market, don’t narrowly strike houses
and areas off your list. Give them a fair chance to prove themselves.

Especially keep an open mind when you work with a real estate
agent. Before a real estate agent begins to show you homes, he or she
should sit down with you, get to know your feelings, and understand
your concerns, likes, dislikes, and financial ability. The best real estate
agents don't just sell real estate. They solve problems.
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Likewise, when you go to a doctor, you don’t walk into the office and
say what kind of prescription to write or describe in detail the kind of
operation you think you need. Instead, a doctor first asks you a battery
of questions and takes some tests. Only after he or she gets to know you
does the doctor suggest potential remedies.

As with doctors, real estate agents should practice careful listening
and examination. A savvy professional should suggest solutions you may
have overlooked. That’s what they’re really being paid for. (You don’t
need a chauffeur. You need a thoughtful expert.)

Are Buyers Liars?

Among the less thoughtful agents, there’s an old saying, “All buyers are li-
ars.” This saying arose because dimwitted and lazy agents see themselves
as order takers and chauffeurs, not as problem solvers. When they meet
someone who is thinking about buying a home, these agents will ask,
“What are you looking for?” or “What price range do you have in mind?”

The buyers might answer, “Well, we’d like a three-bedroom, two-
bath ranch, probably in Whitehall or River Ridge.” Skipping the pre-
liminaries, this type of agent takes their order and starts showing the
couple houses. But as likely as not, the buyers don’t buy from that agent.
They end up with someone else. Then several weeks later the first agent
learns these buyers just had their offer accepted on a duplex in Hyde
Park. Over coffee at the nearby Dunkin” Donuts, the agent mutters,
“Well, it’s happened again. Those folks were just wasting my time. It just
proves ‘all buyers are liars.””

Knowledge Expands Your Possibilities

Of course, the couple wasn't lying to the agent. They said they wanted
a three-bedroom in Whitehall because that's what they thought they
wanted. They really hadn’t explored their options. After they began to
consider the relative advantages and disadvantages of various properties,
they changed their minds.

Chances are, you won't buy the type of house you now have in mind.
It may not exist. It may cost too much. You might discover other homes
you like better. You might decide to trade off some features (property or
neighborhood) for other features (fix-up value or investment potential)
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that you previously hadn’t paid much attention to. Maybe through cre-
ativity you will overcome the objections to a property (or neighborhood)
you originally thought were critical. Or maybe, after all is said and done,
you really will find the exact home you think you want. Just don't close
your mind too soon to other possibilities.

Features and Goals

Another part of the “we know exactly what we want” mistake is to rank
certain home or neighborhood features above your most important pri-
orities. Here’s what I mean: When you become a homeowner, you are
working toward one or more important goals. “Comfortable place to
live” or “the best neighborhood” are two possible goals. But at this stage
of your life, maybe you should set other priorities. In other words, take
measure of these possible goals:

1. Buy at a bargain price.

2. Buy a home where you can create value through improvements
and build equity fast.

3. Buy a home in a neighborhood that is poised to beat the market in
appreciation.

4. Buy a home with the price and terms that best match your cur-
rent budget (better to become a homeowner now than wait until
you can afford the home and neighborhood of your dreams).

5. Buy a rental property and live in one of the units.

6. Look for a low-interest-rate assumable mortgage that will reduce
your monthly payments.

These goals spell economics rather than lifestyle. By pursuing one or
more of these goals, you're saying that the chance to make (or save) money
ranks above “comfortable place to live” or “the best neighborhood.” Yet, by
focusing now on economic advantage as opposed to personal preference,
you're really positioning yourself to get a much nicer home in the future.

It’s Your Decision

By discussing financial goals, I'm not encouraging you to substitute prof-
its for personal preferences. (In fact, maybe you can figure out a way to
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achieve both.) But don't tell your agent that you want a three-bedroom,
two-bath Craftsman in Cedar Grove until you have explored a range of
other possibilities. Who knows? After two or three smart buying deci-
sions over the next several years, you might even be able to afford a Bel-
Air or River Oaks type of neighborhood in the not-too-distant future.
(Remember Suzanne Brangham. Through a series of renovations over a
period of 15 years, she advanced from a $40,000 condo to a $1.5 million
estate.)

MISTAKE # ' ,

We have to have a pool.

LESSON: Don't let the tail wag the dog.

When Carol and Blair Alsop moved from Michigan to Florida, they de-
cided their new home must have a swimming pool. This was the first
priority on their list of features. “We only want to look at homes with
pools,” the Alsops told their Realtor. Even when their Realtor tried to
get the couple to consider other homes that would meet most of their
other requirements, they refused. “Nope, we’ve got to have a pool,” they
emphasized.

As it turned out, not one of the pool homes really excited them. The
homes were either too large or too small. They needed repairs. They
were located in the “wrong” neighborhoods or school districts. Some-
times they cost too much. Nothing they saw really seemed to click. Fi-
nally, their Realtor was able to persuade the couple to at least look at a
home that had just come on the market.

Except for the swimming pool, the home had everything the Alsops
could hope for. It was the right size, the right neighborhood, and, best
of all, the right price. The sellers were even willing to carry back financ-
ing at a point less than current bank mortgage rates. The Alsops were
tempted. But they said no. “If we’re going to live in Florida, we’re going
to have a pool.”
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Eventually the Alsops did buy a home. They paid more than they re-
ally wanted. The home needed repairs. It was larger than they needed.
And the location wasn't their first choice. But it did have a pool.

Unfortunately, shortly after moving into their new home, the Alsops
knew they had made a mistake. They didn’t use the pool as much as they
thought they would. The pool and the house cost too much for main-
tenance and repairs; and the commute to work was longer than they
liked. Within two years after they had bought it, they sold the house and
moved. Their new house didn’t have a pool.

Keep Features in Perspective

Don’t misunderstand. By recounting the Alsops” experience, I'm not ad-
vising you to avoid buying a home with a swimming pool. Rather, the Al-
sops mistakenly insisted that one feature of their home should outweigh
the importance of all other features. The Alsops really weren't being
true to themselves. They had fixated on an idealized image of Florida
living—and to their mind, that type of living included poolside parties,
after-work swims for exercise and relaxation, and Saturday morning
brunch on the patio.

Nice dream, but their reality differed greatly. The necessities of ca-
reer ambitions, running a household, and raising a family put consid-
erable distance between their imagined lifestyle and the constraints of
their everyday lives.

When you shop for a home, put first things first. Align your goals
with your priorities. Anchor your dreams in reality. Then, don’t insist on
a pool, a third or fourth bedroom, a formal dining room, a formal liv-
ing room, a den, a fireplace, a two-car garage, a big yard, colonial archi-
tecture, a view, or any other features that don’t really trump the overall
benefits your home and neighborhood must provide. Be willing to trade
an idealized image for the way you will actually live.

We all have certain features that we would like in our dream homes.
But it’s usually a mistake to let these dream features override our better
judgment. Try to distinguish clearly your wants from your needs. Don’t
let the tail wag the dog.
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MISTAKE # ,2

We liked the house on ElImwood best, but our
furniture wouldn’t work there.

LESSON: Buy furniture fo fit your new house. Don’t buy a
new house to fit your old furniture.

Real estate agents say they can tell when buyers get interested in a
house. The tape measure is pulled out and the prospective buyers begin
to figure whether their furniture will fit in the home. Along this same
line, some people will reject a house because “there’s no way our furni-
ture will work there.” Clearly this is putting the cart before the horse.
Present and future needs, not previous decisions you've made about fur-
niture, should govern your choice of a home.

I confess that I almost made this mistake several years ago. At the
time, I owned a 3,000-square-foot house and was planning a move to
a new area. Upon learning I was single, the agent I was working with
suggested several homes she thought I would like in the 1,800- to 2,000-
square-foot range. “Oh, my,” I said, “those are too small. My furniture
wouldn’t fit in those houses.”

Then I began to recall how I had come to acquire a 3,000-square-
foot house. I didn't really want or need such a large home. I had bought
it because the house had great views of a lake and was located in a very
private setting. After I bought the house, I filled it with furniture.

So here I was ready to reject smaller (and more sensible) houses
because my furniture wouldn't fit. Fortunately, after thinking through
the ridiculousness of the situation, I sold some furniture and bought an
1,800-square-foot house that I enjoyed much more than I had the larger
home.

Like many people, I had almost let a past decision set the course for
my future decisions. We are creatures of habit. But a major decision like
buying a home should prompt us to reevaluate old habits and old deci-
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sions. Whether it’s your furniture or some other previous decision, dis-
tinguish the way you have lived in the past from how you would like to
live in the future. Don’t subconsciously let the past phase into prologue.

MISTAKE # 13

There were so many rules, it was like living
under socialism.

LessoN: When going over your possibilities and priorities,
don’t just think of home features and neighborhoods.
Consider, too, the homeowners’ association rules and
regulations.

If you buy into an organized co-op, condo, townhouse, or subdivision
development, a homeowners’ association will require you to live under
its rules and regulations; fine you for violations; put a lien against your
home if you don’t pay your fines, assessments, or monthly dues; and oth-
erwise make your life unpleasant if you persist in violations of one sort
or another.

After Chuck and Michelle Kane bought their new home, they wanted
to put in a yard. So Chuck took the first weekend and planted grass seed.
Two days later a representative of the homeowners’ association stopped
by to tell Chuck the bad news. In that subdivision, grass seed was not
permitted. To comply with association regulations, the Kanes would
have to sod their yard. And to encourage the Kanes to follow all other
rules, the association fined the Kanes $200.

Once Chuck and Michelle really started to look over their house
rules, they learned:

* Their homeowners’ association must approve any exterior design
changes or painting they planned for their home.

* Chuck couldn’t park his antique Chevy in their driveway while he
worked on it.
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* The Kanes couldn’t put a storage shed in their backyard.
e No outside clotheslines, television antennae, satellite dishes, or
basketball hoops were permitted.

What Rules Can You Live With?

When Juanita Maertz bought her townhouse, she knew civil rights
laws forced the townhouse development to accept her sons, ages four
and six. Except for housing developments restricted to only seniors,
neither rental companies nor homeowners’ associations may exclude
children. But accepting children because of the law and making them
welcome are two different issues.

After Juanita moved in, she discovered that no kids could play on the
grounds of the development. Parents were supposed to take them to a
nearby park. “Sure, we accept kids here,” Juanita remembers one disgrun-
tled resident telling her. Then he added, “We just don't tolerate them.”

To make her new home livable, Juanita joined her association’s board,
formed a political coalition with other parents, and eventually got the
rules changed to try to create a children-friendly environment. “It was a
lot of time and effort,” Juanita recalled. “But we had no choice. It’s our
home, too, and our kids should have the right to play here.” Of course,
from her viewpoint Juanita is right. But others without children may also
feel they have a right to peace and quiet. Unfortunately, there’s no easy
answer to the question, “What rules and regulations should the associa-
tion enact and enforce?” Whenever people live together in a large com-
plex or development, they undoubtedly will face some difficult choices.
How would you judge rules such as these?

* No more than one pet is allowed per unit. Maximum weight of a
pet shall not exceed 15 pounds. (Pets that get fat are evicted.)

* A pet deemed by the board to be noisy or uncontrollable must be
disposed of within three days’ notice.

* No automobile mechanical work whatsoever will be permitted on
the premises.

* Bicycles must be stored in designated areas. They must not be left
on the grounds, in hallways, or stored on patios or balconies.
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* Personal conduct and attire in the common areas are subject to
approval of the board.

* No signs (“for sale” or “for rent”) shall be displayed in any manner
whatsoever.

* No owner/occupant shall install drapes or curtains within any unit
unless such drapes have a white liner visible from outside the unit.

* No entertaining of more than 10 people within a given unit shall
be permitted.

e Any owner who wants to offer his or her unit for rent must first ob-
tain the approval of the board. All tenants also must be approved
by the board.

* No leases of less than one year are permitted.

* The board retains the right to reject a new purchaser in the devel-
opment for any lawful reason it deems appropriate.

* No driveway basketball hoops and playing areas are permitted.

* No treechouses may be built.

¢ No chain-link fences are allowed.

Homeowners™ association rules and regulations can touch upon
nearly anything you might want to do. Before you choose a develop-
ment, closely review the restrictions you will live under. Even though it’s
true that homeowners’ associations are run democratically and that most
rules and regulations operate to enhance the value and livability of the
development, for some homeowners, democratic rule means “tyranny
by the majority.” The rules imposed are just too socialistic.

MISTAKE # ,4

What! Beans for dinner again?

LESSON: Put as much money as you can into your home.
But first correctly figure necessary living expenses.

When buying your first home, I believe (generally) that you should
stretch your budget and buy as much home as you can. Here’s why: Over
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time, as your earnings go up, your mortgage payments will take a smaller
and smaller percentage of your income. Although money might seem
tight for a few years, as long as your career progresses, you'll soon move
into your comfort zone. Plus, a more expensive house often means that
you'll build a larger amount of home equity through appreciation.

What is true generally, however, may not be true specifically. Before
you stretch to buy, prepare a realistic (even pessimistic) postpurchase
budget. If you're borrowing part of your down payment or planning
to spend money to improve your house, allow for these additional ex-
penses. If you are using an adjustable-rate mortgage, figure out how well
you could manage financially if the interest rate on your ARM moved up
each year to its maximum rate.

After several months of looking for a home, it’s tempting to increase
your price range. Or maybe you find the perfect house, but it’s $40,000
more than you had in mind. You start thinking, “Well, we can borrow
$10,000 from Mom and Dad. We can put next summer’s vacation on the
Visa card. We both will probably be getting raises next year. And even
though this house means a longer commute, the extra gas won't cost
that much.” When thoughts like these start running through your mind,
you’re not making budget decisions. You're rationalizing.

Before you stretch unwisely, write the figures down and run through
the numbers. If you feel satisfied with what you see, go for it. If looking
at the numbers makes you feel queasy, ask yourself whether you would
be happy on a steady diet of rice, spaghetti, and beans. You should own a
home. But never put yourself into a position where your home owns you.

MISTAKE # ,5

We bought because we were so tired of
looking.

LEsSON: Never buy just to “get the decision over with.”

Homebuying presents a paradox. Planning to buy can give you one of
the most exciting times of your life. Most everyone enjoys getting up
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early Sunday morning, bringing in the newspaper, reading through the
homes-for-sale ads, and then later going out to tour neighborhoods, look
at open houses, explore possibilities, and imagine what life will be like
in a new home.! But searching for the right home can also frustrate and
depress. At some point, you may reach the let’s-forget-the-whole-thing
stage. Or you may make a let’s-just-buy-something-and-get-it-over-with
choice.

If you do begin to feel confused, uncertain, and frustrated, don't let
these feelings pull you into an unwise decision. Instead, back up and ask
yourself these questions:

e Have we lost touch with our most important feelings, needs, pri-
orities, and goals?

* Do we want to have it all? Are we looking for the perfect home?

* Do we lack confidence in our ability to make a good decision?

* Do our wants or goals lie outside market realities or our financial
means?

* Are we buying for ourselves? Or are we worrying about how our
friends or relatives will judge our decision?

e Have we really explored a full range of options and possibilities?

* Have we developed a reasonable time schedule for getting to know
the market and finding a home?

e Is our ability to choose being unduly influenced by my (our) ideal-
ized self-image?

* Can we recast difficulties as opportunities?

By asking these questions, you can probably pinpoint the reasons
youre feeling confused, uncertain, or frustrated. More than likely,
you're being tugged in different directions because conflicting emotions
are pushing and pulling you one way and then another. Decision-making
expert Dr. Theodore Rubin calls this type of indecisiveness the chair-
man-is-missing syndrome. When you think truthfully about the issues
raised by these questions, you establish control over your decision mak-

1Of course, you can now search for your home (e.g., realtor.com, hud.gov), neighborhood, and
mortgage on the Internet. For tips about useful web sites, see the Internet Appendix.
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ing. You'll pound your gavel. Your inner chairman can then bring your
internal confusion to order.

MISTAKE # '6

We feared that discrimination would limit our
possibilities for home ownership.

LESSON: Mortgage lenders, Realtors, homebuilders, and
not-for-profit housing groups are reaching out to all
potential homebuyers.

No one denies that discrimination has thrown obstacles in front of many
Americans and immigrants who want to own their own homes. But times
have changed. Today, as part of the government’s national home owner-
ship policy, fair housing laws—and, most importantly, the never-ending
pursuit of higher profits—mortgage lenders, Realtors, and home build-
ers are creating many new home-financing programs that reach out to
all potential home-buyers, regardless of their race, nationality, ethnicity,
or marital status.

In fact, in recent years, homebuying among minorities and immi-
grants has reached record highs. In Los Angeles, neither Smith nor
Jones ranks among the top 10 surnames of homebuyers. More common
are names such as Chen, Lee, and Lopez. In 2002, President Bush set
a national goal to increase the number of minority homeowners by 5.5
million households prior to 2010. As of 2005, the nation is on track to
actually surpass this ambitious goal.

In the past, discrimination did block homebuyers in two possible
ways: (1) stereotyping or (2) “neutral” underwriting standards. To better
understand the present, let’s look at these two types of discrimination.

Stereotyping

In the past, some lenders stereotyped people as bad credit risks simply
because of irrelevant characteristics such as race, marital status, or oc-
cupation. Today, this type of wide-scale discrimination has virtually been
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eliminated. No reputable lending institution (realty firm, home builder)
willfully discriminates in this way as a matter of company policy.

Undoubtedly, some individual loan reps or real estate sales agents do
harbor biases that are reflected in their behavior. But if such biased be-
havior adversely affects your ability to secure a mortgage or buy a home,
the offending individual can suffer civil liability, criminal fines, and loss
of professional license. Even though some stereotypical discrimination
does exist, severe penalties are making it increasingly rare.

“Neutral” Underwriting Standards

Far more troubling (and less visible) discriminatory practices are so-
called neutral loan underwriting standards. Consider traditional mort-
gage credit criteria such as these:

e No home loans for less than $50,000.

* Two years of steady work at the same job.

* A clean credit history and at least four accounts at banks or retail
merchants.

e No “mattress money” (cash for a down payment must come from a
verifiable, approved source, e.g., a bank savings account).

* No loans in neighborhoods where more than 40 percent of the
homes are occupied by renters.

e Monthly mortgage payments shall not exceed 28 percent of gross
monthly earnings.

Superficially, each of these credit standards (and many others like them)
seems neutral. None blatantly discriminates against anyone for any il-
legitimate reason. Yet, upon statistical analysis, these rules create dis-
criminatory effects. And that’s where lenders are now directing their
attention.

Lenders are reevaluating their traditional lending criteria to see why
their turndown rates for some minorities are higher than they should
be. As a result, most mortgage lenders are throwing out these traditional
loan criteria and rewriting their standards to reflect the realities of life
as experienced by low- to middle-income borrowers, minorities, single-
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parent households, immigrants, and other groups that don't fit the
cookie-cutter qualifying standards of earlier years.

Reach-Out Efforts

Frank Raines, former CEO of Fannie Mae, the largest and most influ-
ential mortgage lender in the country, has put into place a lending policy
such that “every American [or legal immigrant] who wants to get a mort-
gage [to buy a home] will either have their loan approved, or be put on
a path that can lead to approval.” In putting these words into action,
Fannie Mae pledged $1 trillion in mortgage money and has made a pub-
lic announcement: “We're looking for millions of missing homeowners.
Many are ready now. But they may be intimidated by how the system
works; or fearful of discrimination.... The housing industry is urgently
addressing these problems. And Fannie Mae is taking the lead. We're
building partnerships among lenders, real estate agents, credit coun-
selors, and appraisers. ... Together we've created an outreach program
to help everyone who wants to own a home.” (See Fannie’s web site at
www.homepath.com.)

These outreach efforts are working. In recent years, record numbers
of blacks, Hispanics, immigrants, singles, single-parent households, and
other types of traditionally underserved individuals and families bought
their own homes. No longer do lenders arbitrarily rule people out of
home ownership. Unjust exclusion, whether by stereotyping or so-called
neutral underwriting standards, has been tossed into the dustbin of his-
tory.

During the past 10 years, home ownership among singles, single
parents, blacks, and other minorities has grown much faster than home
ownership among whites.

If you want to own your own home, don’t mistakenly believe that
discrimination limits your possibilities. Today, more and more mortgage
lenders are reaching out to help all homebuyers either “get their mort-
gage approved, or be placed on a path that will lead to approval.” (For
other helpful web sites, see Freddie Mac’s www.homesteps.com and
www.hud.gov. Both of these web sites explain a variety of reach-out ini-
tiatives.)



CHAPTER 3

Home Ownership:
How fto Make It Your
Best Invesiment

n her 2000 book Everything You Know About Money Is

Wrong, the nationally prominent financial advisor Karen
Ramsey contradicts prevailing American beliefs about home ownership
and presumes to tell her readers, “Your house is a roof over your head. It
is not an investment ... . To rent or buy comes down to a lifestyle choice”
(HarperCollins, 2000, pp. 38, 49).

Well, on this point, it is Ms. Ramsey who is dead wrong, not “you.”
Yet, unfortunately, Ms. Ramsey’s view represents conventional wisdom
among a large number of financial planners and financial journalists.
“Buy a home to live in—if you want,” they say. “But put your real money
in stocks. Over the long terms, stocks have yielded the largest returns of
any investment.” Likewise, you will see that all of this talk about a “hous-
ing bubble” is nothing new. Since 1948, “experts” have been warning
that “home prices” have reached their peak. If you've been influenced
by any of these stock enthusiasts or financial gurus who don’t under-
stand the basic facts of history—not to mention elementary calculations
of financial return—you need this chapter. It will give you a much more
positive (and accurate) perspective.

However, if (like most Americans) you do realize that home owner-
ship can prove to be your best investment, you, too, need this chapter.
For it will not only help you guard against investment mistakes, it will
show you how to make sure your home-ownership experience yields the
excellent returns you anticipate.
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MISTAKE # '7

We’re not planning to buy. Experts say home
prices won’t appreciate in the future as they
have in the past.

LESSON: “Experts” have been saying that home prices have
reached their peak for nearly 60 years.

Among all the lessons history teaches, none is more certain than the fact
that home prices will go up. Regardless of how high you think prices are
today, they will be higher 10 years from now. And they will be much,
much higher 20 or 30 years into the future. Don’t mistakenly believe
home prices have reached their peak. Before you put faith in the naysay-
ing of so-called economic experts, take a quick trip through their faulty
predictions from years gone by:

e “The prices of houses seem to have reached a plateau, and there is
reasonable expectancy that prices will decline.” (Time, December
1, 1947)

e “Houses cost too much for the mass market. Today’s average price
is around $8,000—out of reach for two-thirds of all buyers.” (Sci-
ence Digest, April 1948)

e “If you have bought your house since the War ... you have made
your deal at the top of the market.... The days when you couldn’t
lose on a house purchase are no longer with us.” (House Beautiful,
November 1948)

* “The goal of owning a home seems to be getting beyond the reach
of more and more Americans. The typical new house today costs
about $28,000.” (Business Week, September 4, 1969)

* “Be suspicious of the ‘common wisdom’ that tells you to ‘Buy now
... because continuing inflation will force home prices and rents
higher and higher.” (NEA Journal, December 1970)

* “The median price of a home today is approaching $50,000....
Housing experts predict that in the future price rises won't be that
great.” (Nations Business, June 1977)
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“The era of easy profits in real estate may be drawing to a close.”

(Money, January 1981)

“In California ... for example, it is not unusual to find families
of average means buying $100,000 houses.... I'm confident prices
have passed their peak.” (John Wesley English and Gray Emerson
Cardiff, The Coming Real Estate Crash, 1980)

“The golden-age of risk-free run-ups in home prices is gone.”
(Money, March 1985)

“If you're looking to buy, be careful. Rising home values are not a
sure thing anymore.” (Miami Herald, October 25, 1985)

“Most economists agree ... [a home] will become little more than
a roof and a tax deduction, certainly not the lucrative investment it
was through much of the 1980s.” (Money, April 1986)

“The baby boomers are all housed now. They are being followed by
the baby bust. By 2005, real housing prices will sit 40 percent below
where they are today.” (Harvard Economist, Gregory Mankiw, “The
Baby Boom, the Baby Bust, and the Coming Collapse of Housing
Prices,” Journal of Regional Economics, Fall, 1989)

“We're starting to go back to the time when you bought a home
not for its potential money-making abilities, but rather as a nesting
spot.” (Los Angeles Times, January 31, 1993)

“Financial planners agree that houses will continue to be a poor in-
vestment.” (Kiplinger’s Personal Financial Magazine, November 1993)

“A home is where the bad investment is.” (San Francisco Exam-
iner, November 17, 1996)

“Your house is a roof over your head. It is not an investment.” Ev-
erything You Know About Money Is Wrong, 2000)

“But the real question is, how will [housing prices] look longer
term? As I've said in the past, I do not think that housing values
will be higher five to ten years from now.” (Yale Economist, Rob-
ert Shiller, quoted in Newsweek, January 27, 2005)

Fortunately, the actual history of home prices and real estate invest-
ment returns has differed greatly from those recurring claims of “the end

of real estate” as an investment. During the past 60 years, average home

prices have multiplied 5, 10, and, in some areas, 20 times or more.
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Don't listen to these so-called economic experts. Since World War
IT, home prices have frequently jumped by 10 or 20 percent a year. On
occasion, they've held steady for as long as three to five years. When cit-
ies experience severe downturns in their local economies, prices some-
times fall temporarily. During the early 1970s, for example, large layoffs
at Boeing drove Seattle home prices down by 20 to 30 percent. A local
billboard went up with the request, “Will the last person to leave Seattle
please turn out the lights?” Yet, Seattle recovered. Now prices there are
eight times higher than they were in 1971.

Likewise, as our new century continues to unfold, we will undoubtedly
look back to today’s “high” home prices in cities such as Miami, San Diego,
Boston, and New York. We'll say, “Boy, those were the days. Can you be-
lieve T could have picked up a three-bedroom, two-bath home in Claire-
mont for just $400,000?” And no doubt, in some future years, we will again
hear “experts” tell us, “Buy a home as a comfortable place to live—not to
make money. Home prices can’t go any higher. Just since the mid 2000s the
median price of a home has jumped from $225,000 to $325,000. The days
are gone when buying a home for investment was a sure thing.”

MISTAKE # ' 8

The experts were wrong in the past, but
things are different today.

LESSON: The more things change, the more they remain the
same.

Experts always put forth plausible reasons to support their predictions
that home prices have reached their peak. In 1947 housing economist
John Dean wrote that large jumps in home prices in the 1940s had oc-
curred because of “rapid population growth, inflation, and housing
shortages.” Then he added, “None of these is likely to continue.”

In fact, what have we seen during the past 60 years? Recurring pe-
riods of rapid population growth, inflation, and housing shortages. And
what about the future?
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Population and Incomes Are Growing

The most recent forecasts of the U.S. Bureau of Census show that dur-
ing the next 10 years, the U.S. population will grow by 20 to 30 mil-
lion people. Increasing numbers of births (the echo boom), millions of
immigrants, and longer life expectancies are adding record numbers to
our population. To house our growing population, people will require
around 8 to 15 million new homes and apartments. In addition, we’ll
need between 5 and 10 million more homes just to replace those that
are lost because of fires, abandonment, conversion to commercial uses,
and natural disasters (earthquakes, floods, hurricanes, tornadoes).

With these and other facts in view (and in contrast to the pessimists)
here’s what I forecasted in 1997 while writing the 2nd edition of this book:
“It’s almost certain that at some point within the next several years, we are
going to experience tight housing markets again. As of early 1997, both
apartment vacancy rates and inventories of unsold homes are falling.”

I am just as sure today that continuing population and income growth
will make our “high” prices now look cheap within 5 to 10 years. Sure,
we may hit some down periods along the way, but the unstoppable trend
is up. If you doubt my forecast, go back and reread the historical facts.
When it comes to housing price increases, history does repeat itself.

Have We Seen the End of Inflation?

Recent economic news tells us that inflation has generally been low. “In-
flation has been squeezed out of the economy,” the headlines tell us.
But has it really? Or are we deceiving ourselves? This past year con-
sumer prices increased around three percent. This rate of inflation does
seem low compared to the 10 to 13 percent rates experienced in the
early 1980s. Over time, though, an average annual inflation rate of three
percent is not low.

Throughout the 1950s until the mid-1960s, inflation ranged between
one and two percent a year. Between the years 1966 to 1973, annual
inflation averaged 4.3 percent. No one at that time, however, thought
inflation was low. Most economists were so alarmed about “runaway
prices” that in 1973 Herbert Stein, President Nixon’s chairman of the
Council of Economic Advisors, persuaded the president to impose wage
and price controls all across the United States.
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Relative to the late 1970s and early 1980s, today’s inflation rates are
low. Relative to much of our postwar history, they are not low. As Mark
Twain might have observed, the death of inflation has been greatly exag-
gerated.

With a growing population (demand), insufficient building of new
homes (limited supply), and continued inflation of two to four percent a
year, the same factors that have pushed up home prices in the past will
push them up in the future. On top of that, regulatory growth manage-
ment and environmental restrictions will continue to push up costs by
limiting the number and increasing the cost of newly constructed homes.
Also, literally millions of families either now own (or plan to buy) a sec-
ond home.

MISTAKE # ' 9

Lower rates of inflation mean lower rates of
appreciation for homes.

LESSON: Reduced rates of inflation can actually lead to
higher rates of appreciation.

Until the late 1990s, “experts” claimed that strong rates of appreciation
in home prices depend on high rates of inflation. The logic of this argu-
ment seems straightforward: With rapidly rising prices for labor and ma-
terials, home builders cut back on their new construction and raise their
prices. With higher prices for new homes, many homebuyers switch to
the resale market and buy existing homes. With more buyers bidding
for existing homes, these home prices go up. Increasing demand and a
reduced supply of new and existing homes for sale yield strong rates of
appreciation for home values.

High Inflation, High Interest Rates

Although this argument is partially true, it doesn’t reveal the full picture.
Ask any Realtor or homebuilder who lived through the double-digit rates
of inflation of the early 1980s. Contrary to today’s recollections, those
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were not boom times for real estate. Reporting on the Southern Califor-
nia market of 1982, a leading national newspaper wrote, “Not only are
asking prices falling, but in some cases people who have bought homes
in the last few years are selling them for less than they paid for them....
Now people are buying shelter.... ” And recall the Money magazine ar-
ticle of January 1981 (see Mistake #17). “The era of easy profits in real
estate may be drawing to a close,” Money told its readers.

Although over time higher rates of inflation will jack up building
costs, higher inflation also causes interest rates to rise. As interest rates
go up, home affordability goes down. People who might like to buy are
blocked from the market. Sooner or later, demand for homes falls be-
cause with higher interest rates homebuyers can’t qualify for financing.
Fewer buyers bring price increases to a temporary halt.

Low Inflation, Low Interest Rates

On the other hand, low rates of inflation mean low interest rates. With
low mortgage interest, more people can afford to buy. If we do experi-
ence low inflation, millions of Americans who would be shut out of the
mortgage market with interest rates at 9 to 14 percent—the rates that
prevailed throughout much of the 1980s—will be able to own their own
homes. More buyers will push prices higher.

In fact, if we look back to the 1980s, it wasn’t the high inflation years
that brought the steepest home price increases. The greatest rates of ap-
preciation (except for the oil belt; see Mistake #25) occurred between
1985 and 1988.

Then, in 1989, inflation climbed up close to five percent. It was the
largest increase in the Consumer Price Index (CPI) since 1982. Mort-
gage interest rates again went over 10 percent in 1989. Home prices
stalled (and even retreated) in many cities. Construction of new homes
fell. Defense-related industries suffered cutbacks and layoffs. To be-
come more competitive, firms with large managerial bureaucracies, such
as General Motors and IBM, shed employees. The country experienced
its seventh post-World War II recession and a slowdown in economic
growth.

Then from the mid-1990s through (at least 2005), 30-year interest
rates fell to as low as 5.5 percent. Throughout the country, housing mar-
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kets boomed. Home prices shot up. The cycle continues. So, while it
is true that high rates of inflation will lead to increased building costs
and eventually higher home prices, low rates of inflation can yield a sta-
ble economy, more jobs, low mortgage interest rates, and more home-
buyers.

Don’t mistakenly believe that a slower upward drift of the CPI
means weak appreciation in home prices. Between 1950 and 1970 aver-
age home prices tripled ($10,000 to nearly $30,000). During this same
20 years, increases in the CPI averaged less than three percent a year
(about the same as now). With or without inflation—as long as our econ-
omy and population continue to grow—home prices will continue to set
new record highs with every passing decade.

MISTAKE # 2 0

We thought we could make higher returns
investing in stocks.

LESSON: Even with “low” rates of appreciation, a home will
still prove to be your best investment.

In 1998, Jason and Cathy Stein announced proudly to a reporter who
was interviewing them, “We earn $80,000 a year and don’t own a home.
We could buy if we wanted to. But we think we can do better investing
in stocks. We can make a lot higher returns in the market.”

Although the weak performance of stocks since 2000 has shaken the
faith of some stock market enthusiasts, financial planners still tell their
clients that over the long run returns from stocks will beat home owner-
ship. (For example, see the foolishly written article, “Sleep at Home, but
Invest in the Stock Market,” The New York Times, August 19, 2005.) For-
tunately for property owners, the financial planners wrong. Here's why:

1. The stock market is not likely to increase during the next 20 years
as much as it has during the past 20 years. Recall that from its
peak of 341 in September of 1929, the Dow Jones Industrial Av-
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erage (DJIA) took more than 50 years to permanently cross the
1,000 mark (1982). Yet, since 1982, the DJIA has multiplied ten-
fold to surpass the 10,000 level. Historically speaking, this gain
has far exceeded all previous upward movements of stock prices.

Thus, the laws of statistical probability virtually guarantee that
future stock returns will fall substantially as average returns re-
gress to the mean. In other words, outsized returns during several
decades of time must be offset by low returns over the decades
that follow.

2. Still not convinced? Then consider that with annual gains of “just”
12 percent, within 20 years the DJIA would approach the 100,000
mark. Everyone who invests in stocks would (theoretically) be-
come a multimillionaire. Sounds great. But now weigh in a brisk
dose of reality. Our economy (Gross Domestic Product) only
grows an average of three percent a year. So while these investors
may have accumulated large sums of paper wealth, unfortunately
the real economy (i.e., the real goods and services that people
want to buy) will have lagged substantially.

In other words, you're looking at a logical impossibility. Over
time, stock market wealth and the production of real wealth in
terms of cars, houses, restaurants, clothing, travel, and so forth,
must move in tandem. As the lyrics to a once-popular song said,
“you can’t have one without the other.” Throughout the 1960s and
1970s, real economic growth outpaced stock prices. Throughout
the 1980s and 1990s, stock prices wildly outpaced the economy.
Looking to the next two decades means slow growth for stock
prices as the real economy tries to catch up.

3. When you invest in a home, you gain the magic wealth-building
power of leverage. A three or four percent rate of home apprecia-
tion yields investment returns far in excess of these “low” rates.

Low Home Appreciation Yields High Rates of Returns

To illustrate through a simple example, say a couple invests $10,000 in
a $100,000 home. They finance their purchase with a 30-year, $90,000
mortgage at 6.75 percent. After eight years they will have paid down
their mortgage balance to $79,867. With four percent a year apprecia-
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Table 3.1 Low appreciation Yields High Returns

Today
Home purchase price $100,000
Original mortgage 90,000
Cash invested 10,000

Eight Years Later

Market value @ 4% appreciation $136,860
Mortgage balance 79,867
Home equity 56,992

Equity Growth Rate
$10,000 56,992
6o 1 2 3 4 5 6 7 S8years

Annual growth rate of home equity = 24.3%. Of course, even if you paid a higher price, 10%
down would still yield a 24.3% return.

tion for eight years, their home’s value will have grown to $136,860. If
we subtract the balance of $79,867 from the home’s appreciated value
of $136,860, we find that the couple’s original $10,000 investment has
increased more than fivefold to $56,992 of homeowners’ equity. That re-
sult yields an after-tax annual rate of return of around 24.3 percent (see
Table 3.1).

Consumption versus Investment

Several of my readers have disputed the return calculations that I show
in Table 3.1. These readers do not understand that a home is part con-
sumption (a place to live) and part investment (growth in equity). For
example, a reader at Amazon.com offered this critique:

“Grossly exaggerated!!! ... T am constantly irritated by the author
bragging [sic] on how real estate would make money. Based on
what? His calculations are seriously flawed to a point that it is not
even funny. He assumes one does not need money to maintain his/
her house—no money out.

I did a simple calculation ... [for a $180,000 house that shows]
the out-of-pocket money WITH tax break will run you up to $1,100
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[a month]. If you add lawn mow, cable, water, electricity, etc., you
know what I'm talking about. This is money down the drain. Your
house needs to appreciate 9% just to break even. How can the au-
thor say 4% appreciation rate would make you money ... [the book]
is still a good read on many other topics. I just wish the author would
save his sales pitch.

In contrast to this reader’s confusion, I did not omit monthly costs
due to error. Nor did I omit them to provide a biased “sales pitch.”

Renters and Owners Incur Monthly Housing Expenses

Regardless of whether you rent or own, you will incur monthly housing
costs. These costs cover your living expenses (i.e., what economists call
consumption or housing services). Your investment is your down pay-
ment and your cash returns are the dollars you pocket upon sale (or refi-
nance) of the property.

Although your results will differ from those shown in Table 3.1, the
basic principle holds: Relatively low rates of appreciation yield much
higher rates of return. That’s the magic of leverage. For a more detailed
discussion of leverage and rates of return, see my book Investing in Real
Estate, 5th Edition, 2006 (Wiley).

Also, I invite you to query long-term homeowners (and property in-
vestors). Ask them if they regret buying. Ask them if they think their
properties have yielded good returns. I think you know now what an-
swers the vast majority will give you.

Technical Errors

Now I do admit that the example in Table 3.1 does err in two technical
respects. To keep it simple, I ignored mortgage closing costs at purchase
and selling expenses upon sale.

However, I also ignored a far more important benefit. Over time
rents go up, but payments on 30-year fixed rate mortgages remain
constant (or may actually fall if you're able to refinance into a lower
rate). To see this strong benefit of home ownership, see Figure 10.1

(p. 255).
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Stocks Typically Yield Lower Results

In contrast, depending on whose numbers you use, stocks have yielded
average pretax returns of between 9 and 12 percent a year over the lon-
ger run. On an after-tax basis, a 10-percent-a-year return on stocks is
considered very good. In fact, over the long term, fewer than 2 percent
of professional fund managers have been able to consistently earn after-
tax returns on stocks of more than 10 to 15 percent a year.

Recall that at the end of 1965 the Dow Jones Industrial Average stood
at 969.26. At the start of 1982 this index of blue chip companies actually
stood lower, at 884.36. During this entire 16-year period, the DJIA closed
no higher than 1051.70. And it fell to as low as 577.60 in 1974.

Even if you compare stock gains during the unprecedented market
boom that ran from 1993 (DJIA at 3,500) to early 2000 (DJIA at 11,700),
you'll find home equity multiplying just as fast in many cities through-
out the United States. For example, in the relatively slow growth town
of Gainesville, Florida, a home bought in 1993 for $100,000 could have
been sold in 2005 for $200,000. Assuming a $10,000 down payment, that’s
a tenfold increase in your investment (not counting mortgage paydown).

If instead, you had put $10,000 or $20,000 into say a home in boom-
towns like Boston, San Francisco, Boulder, Sarasota—or any one of
dozens of other hot housing market cities—you would have enjoyed a
greater increase in your original down payment investment.

Summing Up
All things considered, you can expect your home investment to out-
perform the stock market. With a home you get the magic benefits of
leverage. You invest a relatively small down payment. Yet, you receive
returns based on increases in the total value of your home. That’s why
even a “lowly” four or five percent annual rate of appreciation will nearly
always outperform the price gains you might get from stocks. And not
only is home ownership far less risky than stocks, stocks won't keep you
dry when it rains or warm when the weather is freezing cold.

As you grow older, it’s best to diversify your wealth into a variety of
investments. But don’t substitute other investments for home ownership.
Nor should you restrict your other investments to stocks and bonds. At
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today’s prices and returns, you can definitely build more wealth with less
risk with investment properties.

Beware of those financial planners who say, “If you own your own
home, you've got all the exposure to real estate that you need,” or those
who ignorantly claim, “Over the long run, stocks have (and will) outper-
form all other investments.” (To learn more about the advantages and
profit opportunities in real estate, see my books, Investing in Real Es-
tate, 5th Edition, 2006 (Wiley) or The Beginner's Guide to Real Estate
Investing, 2004 (Wiley).

MISTAKE # 2 1

We weren’t concerned about our home as an
investment; we just wanted a comfortable
place to live.

LESSON: When shopping for a home, you should always
factor appreciation gains into your decision.

With so much financial planner talk about “homes not being invest-
ments,” too many homebuyers have scratched “investment” off the
list of criteria by which they judge a home. This is a mistake. In either
hot or cold markets, compare homes and neighborhoods on the basis
of profit potential. Don’t adopt the attitude, “Well, if it appreciates,
great. If not, we still have gained the benefits of living in our own
home.”

Likewise, though, do not believe that hot markets last forever. Invest
for the long term. Do not overextend yourself such that a market slow-
down or jump in interest rates will wreck your finances.

Nevertheless, for careful buyers, good profits are always available.
Remain savvy and persistent in your homebuying efforts. Even when
the overall market is not making headlines with galloping prices, you
still have opportunities to beat the market. Create your own apprecia-
tion.
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Create Your Own Appreciation

Just before California headed into recession in 1989, Beth Rosander
got divorced. With two children to raise and no job prospects, Beth de-
cided to make a living buying rundown houses, fixing them up, and then
quickly reselling them. If Beth had paid attention to the newspapers, she
would have known the California boom in housing prices had stalled. No
way could she expect to make money buying and selling homes. Couldn’t
she see? Homes were no longer a good investment.

Fortunately, Beth ignored the steady drumbeat of bad news. Be-
tween the years 1988 and 1993, Beth bought, fixed up, and sold six
houses. After each sale, she pocketed between $20,000 and $40,000.
Remember, too, that Beth bought these houses without income from a
job. Bank loans were out of the question. To solve this problem, Beth
obtained seller financing. “The deals are not there with a big red flag,”
Beth points out. “T had to weed through [literally as well as figuratively,
I suspect] a lot of properties and get up to speed on the market” (San
Francisco Examiner, May 2, 1993).

Find a Bargain or “Hot” Neighborhood

Maybe buying a fixer-upper doesn't fit your idea of fun. But you have
many other ways to make your home a good investment. You also can
buy at a bargain price. Or you can try to locate neighborhoods that will
appreciate faster than average. Nearly every city has “hot” neighbor-
hoods or communities that show more promise than general trends in
prices would otherwise indicate. (See my book, Make Money with Small
Income Properties, 2004 [Wiley]).

How do you locate these promising neighborhoods or communities?
Here are eight indicators of emerging hot spots:

1. Anticipate an upward trend in prices when the number of days it
takes to sell a home in a given neighborhood is falling. Normally,
this shorter selling period signals that price gains are just around
the corner.

2. The gap between listing prices and selling prices is narrowing.
Normally, homes sell within 5 to 10 percent of their listing price.
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If average selling prices climb within less than five percent of their
listing prices, sellers are likely to boost their prices.

3. An increasing percentage of the homes are being sold to people
moving into the neighborhood from another area of the city or
from out of town. This figure shows the “hot” neighborhood or
community is gaining in popularity vis-a-vis other areas.

4. The income, education, and occupation levels of the people mov-
ing into an area are generally higher than the neighborhood’s
current residents. (Note: Don’t mistakenly assume that chang-
ing ethnicity of a neighborhood means property values will fall.
Such stereotypical views have been proven false. No matter what
its ethnic makeup, experience shows that any neighborhood can
achieve substantial gains in desirability and value.)

5. New and existing homeowners in the neighborhood are invest-
ing in home remodeling and renovations. Homebuilders are con-
structing new homes in the area. Typically, increasing investment
means that values will head up.

6. The percentage of homes in the neighborhood occupied by own-
ers (as opposed to renters) is increasing. This statistic provides
an almost 100 percent indicator of rising home values. Neighbor-
hoods nearly always appreciate strongly when homeowners dis-
place renters and absentee landlords.

7. The accessibility of an area is improving. Better roads, a new
bridge, or extension of a mass transit can push property values up
dramatically. If your city has any major new (or improved) access
routes planned, figure out which neighborhoods and communities
stand to gain faster commutes to major job centers.

8. The neighborhood’s community or homeowners’ association zeal-
ously works to protect and enhance living conditions in the area.
Such activities may involve anything from Take Pride In Your
Home campaigns to school improvement programs to crime pre-
vention measures. An involved neighborhood association shows
that people care about their homes and their property values.

Over time, appreciation differences among various homes and neighbor-
hoods can mean tens of thousands of dollars to you. When you choose a
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home, don’t overlook this potential. You may still decide to opt for your
“preferred place to live.” But when faced with such a choice, make the
trade-off—personal versus financial—consciously, not unconsciously.

MISTAKE # 22

We were told to buy in the best
neighborhood we could afford. The best
neighborhoods always appreciate the
fastest.

LEsSON: Compare neighborhoods according to relative
prices and benefits. Never assume a good neighborhood
will appreciate faster than an inferior one.

Few homebuyers investigate and compare neighborhoods for their ap-
preciation potential. Conventional wisdom tells them, “Buy in the best
neighborhood you can afford. The best neighborhoods always appreciate
fastest.” Not true. As a preferred place to live, you might consider only
the better neighborhoods, but many times these neighborhoods won't
appreciate faster than less desirable areas.

During the early 1990s California recession, the most expensive
homes in Beverly Hills temporarily fell in value by 20 to 30 percent. Yet,
during this same period, homes in Watts and South Central Los Angeles
increased in value by 30 percent. Granted, this comparison is extreme.
But the general principle holds: Look for the flashing green lights that
signal a neighborhood or community is on the move (see Mistake #21).
It's quite rare for one neighborhood to consistently appreciate faster
than alternative neighborhoods for a long period of time. Here’s why.

Forecasting Appreciation

Say most homebuyers prefer Hidden Valley Estates to the Swampy
River subdivision. Homes in Hidden Valley sell for an average price of
$150,000. Homes in Swampy River go for about $100,000. Homebuyers
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have favored Hidden Valley because its homes have been appreciating at
eight percent a year. In contrast, appreciation in Swampy River has been
limping along at just two percent a year. Can you count on this trend to
continue? Probably not.

With five more years of eight percent appreciation, home prices in
Hidden Valley Estates would climb from $150,000 to $220,000. Those
Swampy River homes—at a yearly appreciation rate of two percent—
would be worth $110,000. Hidden Valley homes now cost twice as much
as homes in Swampy River. After another five years of similar apprecia-
tion rates, Hidden Valley homes would cost around $325,000. Swampy
River home prices would sit far lower at $121,000.

Compare Relative Prices and Benefits

More than likely, well before 10 years have passed, most would-be buy-
ers are going to be priced out of Hidden Valley. Instead, theyll meander
through Swampy River. “Well, this place has possibilities,” they might
say. Before long, as homebuyers switch from Hidden Valley to Swampy
River, Hidden Valley rates of appreciation will begin to fall. Swampy
River appreciation rates will begin to rise.

The new Swampy River homeowners will then join with other resi-
dents and change the name from Swampy River to River View. They will
spruce up their homes. They will organize a Neighborhood Watch pro-
gram. And they will pass a bond measure to improve the local schools,
libraries, and parks. Within a few years, River View (a.k.a. Swampy
River) will emerge as one of the fastest-appreciating neighborhoods in
the area.

But fast appreciation can't last forever. After five years (more or less),
homes in River View may become overpriced relative to other neigh-
borhoods and subdivisions. Price increases there will settle down. Ap-
preciation rates in other areas will pick up. Alert homebuyers will create
another “hot” neighborhood.

Price trends among types of homes, neighborhoods, and communi-
ties nearly always run in cycles. Past appreciation (slow or fast) may not
point to more of the same. Investigate market signals. Compare the rela-
tive prices, benefits, and features of various homes and areas. Ask Real-
tors to tell you which neighborhoods and communities are just starting
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to catch attention, which ones are just beginning to move upscale, which
ones seem poised for takeoff. Maybe you can get in on the ground floor
of the next Buckhead, South Beach, or South of Market.

MISTAKE # 2 3

We were told never to buy the biggest or
most expensive house in the neighborhood.

LESSON: Buy the home that offers the best value as
measured against your priorities and possibilities.

You've probably heard the common advice, “Don’t buy the biggest or
most expensive house in the neighborhood.” Supposedly, the surround-
ing smaller, lower-priced homes will hold down the value of the more
expensive house. As a result, the large home’s appreciation rate won'’t
perform as well as the other smaller homes in the neighborhood. Once
you think about it, though, this advice fails to make sense.

Say the smaller homes in a neighborhood appreciate at six percent a
year. The largest homes appreciate at two percent. With the passing of
years, the smaller houses would come to sell for more than the larger
houses—which, of course, is not likely. The rules of compound inter-
est work to invalidate this simplistic advice, just as they prove false the
claims that the best neighborhoods always appreciate the fastest (see
Mistake #22). Table 3.2 illustrates this impossibility.

Table 3.2 Simple Comparison of Appreciation Rates

Home Values
Purchase Price 2 Years 4 Years 6 Years 8 Years

$150,000 (6% apprec.

for smaller homes) $168,540 $189,371 $212,777 $239,077
$200,000 (2% apprec.

for largest homes) $208,080 $216,486 $225.232 $234,331
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Is it likely that large houses would sell at $234,331 while small homes
sold at $239,0777 Of course not. Whether, in fact, the biggest house on
the block will provide a good buy for you depends on your needs, your
objectives, and the home’s price relative to houses more consistent with
the neighborhood. If you're asked to pay 50 percent more for a home
that’s 50 percent larger, you're probably not getting good value. If you
can buy the larger home for just 10 percent more, then you're probably
getting a great buy.

Don't avoid the largest or most expensive homes in a neighborhood.
Instead, perform a value comparison. Figure out how much more home
you're getting for your money. You might discover a real bargain.

Priorities and Possibilities

Just as important, compare the size and features of the larger home to
your priorities and possibilities. If you have a large family or need space
for a home office or more comfortable living, the largest home in a
moderate-priced neighborhood might provide an economical way for
you to meet these needs.

Consider, too, the possibilities. Even if you don’t need the extra space
or features of the more expensive home, can you think of a use? How
about an art studio, library, or workspace? Could you rent out a room or
two or maybe convert part of the home into an accessory apartment or
mother-in-law suite?

Think income potential. Think affordability. You might look at a
three-bedroom, two-bath house priced at $250,000. With 10 percent
down, the mortgage payments on this home would run around $1,459 a
month (6.75 percent, 30 years). Now, say you discover a five-bedroom,
three-bath house in the same neighborhood. You can buy this larger
house for $285,000. With 10 percent down, payments on the larger
house would cost $1,663 a month.

You may not need this extra space or want to stretch your budget to
come up with another $204 a month. But what if the larger home is de-
signed (or remodeled) so you could rent out those extra two bedrooms
and a bath for $475 a month? With this income, your out-of-pocket
monthly mortgage payments would drop down to $1,188. Rather than
costing $204 a month more, the larger home would actually cost $271 a
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month less than the smaller house. Yet, you would still enjoy three bed-
rooms and two baths for your own use. And, over time, you would build
up a larger amount of home equity.

Don’t Build the Biggest and Best

In most instances, it’s not wise to newly-construct the biggest and best
home in the neighborhood. The prices of the smaller houses will hold
down the value of the more expensive home. Yet, the biggest and best
house will still cost you proportionately more to construct. So, building
and buying pose two different questions. When building new, you’ll pay
roughly 50 percent more to construct a 50-percent bigger and better
house. When buying an existing bigger and better house (compared to
the neighborhood average), you may be able to pay a premium of only
20 to 30 percent. It’s the original homeowner (or builder) who paid for
this overbuilding.

MISTAKE # 24

I’d never buy a condominium. They make
poor investments.

LESSON: Properly selected, condominiums can yield good
returns.

Several years back, Paul Maglio bought a two-bedroom condominium
located near Boston Harbor. He paid $120,500 for the unit. At the time
Paul bought, 200 other potential buyers had put their names on the
complex’s waiting list. Everyone wanted this surefire investment oppor-
tunity. With appreciation rates running at 20 percent a year, condomini-
ums were geese laying golden eggs.

Then, the geese died. Throughout Massachusetts, as well as other ar-
eas in New England, New York, much of the Southwest, and Southern
California, many condominium (and co-op) prices fell 30 to 70 percent
off their peaks. Bruce Hopper, another Bostonian who lost a bundle on
his condominium, sadly regrets his decision to buy. “It’s too bad,” Hop-
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per says, “because condos were the ideal situation for a lot of people—
first-time homebuyers who wanted the American dream. But it didn’t
pan out and now we're stuck.”

Upon hearing about experiences like these, many first-time home-
buyers hesitate to buy a condominium. They’'d rather stay put in their
rental apartments than take a chance on getting “stuck” with a condo
that can’t be sold for anywhere near its purchase price.

Don’t Prejudge: Weigh Risks against Potential Rewards

These fears and concerns about condos are justified. But as with all in-
vestments, weigh potential risks against potential rewards. To dismiss
condos as poor investments without closely looking at a sampling of
condo projects and complexes that exist in your area could be a mistake.
When compared to the prices of single-family homes in many cities, con-
dos once again appear to offer good value and opportunity for moderate
appreciation. Search the market and the odds are at least 50-50 that you
can find a condo bargain.

How to Spot a Condo Bargain

In nearly every case, condo buyers who have lost money have bought within
a year or two of the top of the market. Longer-term owners nearly always
have come out ahead. Condo owners who could see the market softening
and sold out near the top often made tens of thousands of dollars.

When you learn the lessons of history, you can judge whether condo
prices in your area stand a good chance of going up (or down). To spot
opportunity, here are the signs to look for:

1. Nearly everyone is pessimistic about future appreciation rates.
(Yes, contrarians frequently do make money:.)

2. The monthly after-tax payments for principal, interest, property
taxes, insurance, and homeowner fees total less than monthly
rentals on comparable apartments. In other words, you can own
cheaper than you can rent—right now.

3. The market values of units are substantially below the cost of con-
structing similar new units (see Mistake #31).

4. Vacancy rates for rental apartments are less than five percent.
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. Local economic indicators (number of people working, retail

sales, new car sales, bank deposits, new business starts, etc.) are
showing strong positive gains.

The condo units that you are considering enjoy some unique and
highly desirable advantages (design, views, location).

Very few new apartment or condominium complexes are being
built or planned. No major conversions of apartments to condo-
miniums are under way or planned. Government restrictions limit
apartment conversions.

. Compared to single-family homes, condo prices (especially when

calculated on a price-per-square-foot basis) sit relatively low.

The complex you are looking at is stable: strong financial reserves
for repairs and replacements, no pending litigation, very few units
occupied by renters (fewer than 20 percent is good, less than 10
percent is excellent), relatively little turnover of owners and resi-
dents, well-maintained common areas, and cooperative relations
among owners.

On the downside, history shows that, in most cases, a fall in condo
prices usually is foreshadowed by some combination of these danger

signs:

1.
2.

A sharp downturn in local employment.

Large numbers of apartments being converted to condos, espe-
cially when accompanied by easy-qualifier financing.

Large amounts of new condo or apartment construction.

The current monthly costs of owning greatly exceed the monthly
costs of renting.

More than 30 to 40 percent of a condo complex’s units are inves-
tor owned and are occupied by renters (or even worse, vacant).
Everybody “knows” values are going up at least 10 to 15 percent a
year. The market runs rampant with speculation. Flipping condos
becomes a favorite pastime.

Experience has taught lenders, investors, and overly optimistic
homebuyers that a condominium isn’t necessarily a printing press for
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money disguised as a place to live. Yet, keep in mind that owning a con-
dominium protects you against future rent increases (see Mistake #1).
Even without appreciation your condominium will yield a good financial
return. As you pay down your mortgage balance, you will build up your
net worth with home equity. And a condominium can help you escape
from renter’s jail. Today, in most cities throughout the United States,
owning a well-selected condominium definitely beats paying rent on an
apartment, which is why condominium prices have shot up just as I pre-
dicted they would in the 2001 edition of this book.

MISTAKE # 25

AT&T never lays anyone off, do they?

LESSON: Before you buy a home, evaluate the emerging
strength (or weakness) of your local economy.

To forecast the direction of home prices—as well as the prices of other
types of investments—maintain a sense of history. When you recognize
cycles, you guard yourself against excessive optimism or undue despair.
With knowledge of the past, you will understand that some housing
markets go through recurring periods of economic boom, stability, and
sometimes retrenchment.

Economic Cycles

In 1989, as reports of New England’s slide into recession caught national
attention, homebuyers in Southern California lined up to buy homes as
fast as they came on the market. Multiple offers became commonplace.
Eager prospects for new homes even camped at development sites while
waiting for the kickoff of the sales campaign. “We were afraid that if we
didn’t buy now, we’d lose our chance forever,” said Theresa Nham at the
time of her purchase in May 1989. “Forget New England. Southern Cal-
ifornia’s economy is too diversified to suffer a downturn. Home prices
here always go up.”
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In one sense, of course, the years since 1989 have proved Theresa
right. Home prices have shot up. But she should have added “over the
longer run.” In the short run, home prices can weaken. Layoffs and un-
employment can bring home prices down. And such a downturn is more
likely when speculation runs amok, as it recently has in Las Vegas, Mi-
ami, and Washington, D.C.

Evaluate Your Local Economy (Don't Fall for Dot-Com Mania)

Looking back, it’s easy to see that too many homebuyers and real estate

investors have focused only on the economic present—or, even worse,

carried overly optimistic projections into the future as far as the eye can

see. To prevent this mistake, check the strength of your local economy.

Is it stable and growing steadily? Does it show signs of weakness? Is it

exploding with speculation (as was the NASDAQ in the late 1990s)?
What do the economic signals indicate?

e Are unemployment claims increasing or decreasing?

e Is help-wanted advertising in the local newspapers expanding or
contracting?

* Is credit becoming more, or less, available for local businesses?

* Are office building occupancy rates and rents increasing or de-
creasing?

e Are used car prices (especially for the luxury or more expensive
models) increasing or decreasing?

e Are bankruptcies of local businesses decreasing or increasing?

* Are home prices increasing moderately or have they been going
up by 12 percent a year or more for the past four or five years? Are
home prices falling? Are foreclosures pilling up? What is the mar-
ket signaling?

During the past 20 years, some areas of the country—rust belt, farm
belt, oil belt, sun belt, defense belt—have experienced economic down-
turn. As we move further into the twenty-first century, each of these ar-
eas has made a strong comeback. Their home prices have reached new

highs.
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But downturns do happen. So don’t merely assume your area’s eco-
nomic future. Investigate the facts. Areas go through ups and downs.
If the short-term economic outlook for jobs in your area seems shaky,
maybe you should focus on finding a soon-to-be hot neighborhood, a
bargain-priced home (distresses sellers, foreclosures, REOs), or a home
where you can create value through improvements.

MISTAKE # 26

With all the new construction, we thought the
economy was really booming. Home prices
had to go up.

LESSON: Large amounts of new construction (homes,
apartments, office buildings) often signal boom, then
recession.

When General Motors closed the Buick plant in Flint, Michigan and
laid off six thousand autoworkers, you didn’t need a Ph.D. in economics
to know that home prices in Flint would take a plunge. But even when
economic indicators show strength, too much new construction in an
area can also temporarily depress home prices. Deceptively, new con-
struction often creates a boom before it creates a downturn.

The Construction Cycle
To see this cycle in action, ask yourself: Why do builders build? To make
a profit, right? So as homebuying increases and home prices rise, build-
ers start building more homes and apartments. This construction and
sales activity creates more jobs for real estate agents, real estate attor-
neys, home inspectors, title insurers, environmental specialists, site en-
gineers, architects, electricians, carpenters, plumbers, loan officers, and
other people who earn their living from home building and homebuying.
All of this new construction also creates a demand for office space
as businesses and professional firms expand. This brings in the devel-
opers of office buildings. More construction-related jobs bring in even
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more demand for housing. Home prices continue to increase. Anticipat-
ing higher profits, builders continue to build more homes and offices to
meet this growing demand.

But all booms end. Sooner or later, depending on the local levels
of wages and employment, builders overshoot their market. Their in-
ventories of unsold homes begin to increase. Office-building vacancies
climb. Developers cut back on their building. Workers are laid off. In-
comes fall. Demand for homes falls. Builders cut prices or offer incen-
tives.

Newspapers take notice. Journalists talk up the weakening market.
They find people to interview who are in financial trouble. They quote
media experts who say a home is no longer a good investment. Existing
home sales begin to fall. They take longer to sell. Home prices soften.
Some potential buyers hold off. They want to wait and see. They ask
themselves, “Why buy today if prices will be lower tomorrow? Besides,
maybe our jobs and income aren't as secure as we thought.” Builders
and homebuyers begin to fear uncertainty.

With the market slowdown, homes can no longer be sold for prices
high enough to cover the costs required to build them. Many builders
see red ink instead of profits. Lenders shut down their credit lines. Ac-
quisition, development, and construction (ADC) loans become more
difficult to get. Lenders also tighten their credit standards for homebuy-
ers. The housing boom becomes a bust.

Recovery Begins

Yet, even as this slowdown occurs, the population continues to grow.
People get married. Children are born. Workers who have been laid off
find new jobs. Recent college graduates begin their careers and start
earning a monthly income. Businesses and factories that had closed are
reopened by other companies. Entrepreneurs create new businesses.
Total employment and wages begin to improve.

These economic upswings occur because people who get hurt by
downturns figure out ways to get back on their feet. A more confident
outlook means more people buy homes. Prices begin to firm up. Still,
builders don’t yet rush into new construction, for as economic recovery
takes hold, construction costs tend to rise. Land, lumber, and building
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materials become more expensive. Cities tighten environmental regula-
tions and assess impact fees on new homes to pay the costs of needed
roads, schools, parks, and other municipal facilities. Before builders gear
up to build large numbers of new homes, they wait for more homebuy-
ers to push prices up. That’s the only way builders are able to cover the
now-higher costs of land and construction.

As recovery takes hold, it’s not just new homes that cost more. Up-
ward pressure is placed on the prices of existing homes. As new homes
become more costly to build, the values of existing homes are pulled
up along with the higher prices of new construction. When homebuy-
ers, home sellers, and builders regain their confidence in the future,
journalists change from pessimists to optimists. They begin to write ar-
ticles more favorable to homebuying. More renters decide to start visit-
ing open houses and calling Realtors for help. Stories of multiple offers
are heard. Waiting lists are required for presales of new home develop-
ments. Home prices move up by 8 to 12 percent or more. A new cycle is
off and running. In response to low inventories of new homes, increasing
construction costs, and pent-up demand by wait-and-see buyers, home
prices take off.

Know the Price Cycle

When you understand the timing of this homebuilding price cycle, you
avoid the mistake of buying with unrealistic expectations. Even with job
growth and land shortages, home prices can’t increase at rates of 10, 12,
or 15 percent year in and year out. When escalating home prices be-
come the chief topic of conversation at cocktail parties and office get-
togethers, you can bet that builders will rush into the market with hopes
of easy profits. More building means more homes for sale. Eventually,
more homes for sale means a temporary leveling off (or decline) in home
prices. During the past several years, Las Vegas has served as a classic
example of this cycle.

Buying near the top of the price cycle, though, doesn’t necessarily
mean you've made a mistake. Over time, history shows that “buying
now” typically beats perpetual procrastination.

Too many people who wait for the “best time” delay for years while
they watch home prices rise higher and higher. In good times they say
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prices are too high. In down markets they say the economy’s too uncer-
tain. They always find an excuse to avoid commitment. Buying at the top
clearly beats perpetual procrastination.

However, if market signals do indicate the market is slowing (or
booming excessively), proceed cautiously. Don’t use wildly creative fi-
nancing. Be wary of using lower-rate ARMS that enhance affordability
but expose you to payment shock. Do not assume that you can easily sell
out if your payments shoot up. Don’t base your purchase on the belief
that home prices are going to double in four years.

The homebuyers caught by market downturns are those who stretch
their finances, inflate their expectations, and buy at a cyclical peak.

MISTAKE # 27

The newspapers say home prices are
decreasing/increasing.

LESSON: Interpret reports of home price decreases or
increases carefully. Often such reports don’t mean what
they seem to mean.

Have you seen newspaper articles headlined something like, “Home
Prices Fell 8 Percent Last Year,” or maybe, “March—-June Home Prices
Up 15 Percent over Same Period a Year Ago™? If you have, don’t put full
faith in them. Chances are, neither of these statistics is right.

When most newspapers and magazines report changes in home
prices, they incorrectly refer to median price figures. The median price,
however, tells nothing about the actual appreciation (or depreciation) of
home values. The median sets a midpoint: Half the homes sold for more
and half the homes sold for less than the median price.

In periods when most homebuyers choose lower-priced homes, the
median will fall. In periods when upscale buyers disproportionately pour
into the market, the median price goes up. Median-price figures can tell
you which price segments of the market are most active. But they won't
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tell you whether the selling prices of specific homes are moving up or
down—or even in the same direction—as the median.

“Prince George’s County showed the healthiest appreciation of any
market,” says the Washington Post. “The median [emphasis added] price
of a single-family house, including townhouses, rose to $348,731.” Did
homes in Prince George’s County really appreciate? If so, did they ap-
preciate by 15 percent? To answer these questions correctly, you would
have to compare sale-resale data for the same (or similar) homes. The
median won't tell you.

More First-Time Buyers Mean Lower Median Prices

By confusing changes in median prices with appreciation/depreciation
rates, many reporters unwittingly mislead their readers. I've often talked
with potential homebuyers who believed home prices were falling, when
prices were actually increasing. During the early 1990s downturn in the
San Diego market, for example, many renters feared buying because
they thought home prices had stumbled. At the then higher price lev-
els ($500,000 and up), both prices and sales volume had headed down.
Statistically, with slow top-end sales and more first-time buyers, the me-
dian selling price of homes also fell. At the then entry-level prices of
$125,000 to $175,000, though, home prices held steady and maybe even
strengthened a bit. As interest rates fell, savvy first-time buyers kept the
low-end market selling reasonably well.

Upscale Buying Pulls Median Prices Up

Evaluate price figures carefully. Home prices can appear to appreciate
faster than they really are. At some point along the way to full economic
recovery, move-up buyers return to the market. As upscale sales in-
crease, the median price could quickly jump 15 to 30 percent. But with-
out looking at sale-resale price data, you could mistakenly conclude that
home values had actually jumped that much.

Overall, don’t misinterpret median prices. Get specific facts about
homes and neighborhoods. Ask your Realtor to show you the actual
trends in selling prices for specific types of properties. With facts instead
of averages, you'll develop a better investment strategy.



CHAPTER 4

How to Find a Good
Buy

To make your home pay off as much as possible as an in-
vestment, shop for a good buy just as you would shop
for neighborhood or property features. To help you achieve this goal,
the mistakes in this chapter alert you to principles of valuation. When
you apply these principles (along with the knowledge gained from other
chapters), you will be able to identify homes that offer outstanding po-
tential for appreciation.

MISTAKE # 2 8

We thought we got a real bargain. Our
house was listed $20,000 below other
houses we looked at in the neighborhood.

LESSON: Don’t compare homes on the basis of listing price.

When shopping for a home, you may tend to rank homes as a “good
buy” or “overpriced” according to their listing prices. Say a real estate
agent shows you three similar homes in a neighborhood. One is listed at
$172,000, another at $189,000, and the third at $163,000. Based solely
on these listing prices, the home priced at $163,000 looks like a bargain.
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You may tell yourself, “We should grab this one. The sellers are way un-
der the competition.” But hold on. Before you leap for the apparent bar-
gain, investigate “comp sales.”

All Homes May Be Overpriced

All of these sellers may be asking too much. None of their homes may
be priced in line with the current market. In fact, some sales agents
steer eager buyers to three or four overpriced properties and then show
the unsuspecting buyers a home that’s priced $10,000, $20,000, or even
$50,000 less than the others. “I've been saving the best for last,” say
these agents. “This house just came on the market. You'd be smart to
put a contract in on it right away. Several other agents from the office
are showing the home later today. This one will probably go fast.”

Before you jump at the chance of a lifetime, verify the “bargain”
by checking the most recent selling prices of homes in the neighbor-
hood. As markets slow down, many home sellers fail to adjust their list-
ing prices with the new market reality. That’s one reason sellers lament,
“Homes aren't selling.” It’s not that buyers aren’t ready to buy. Rather,
“ho