financing your dream house

Project handout

HOUSE AND FINANCIAL INFORMATION

Assume that you will pay the asking price of $129,500 for the house.  You have saved $12,000.  However, $3,500 of that amount is needed to pay for prorations, taxes, legal costs, inspection and appraisal fees, utilities hook ups, mortgage insurance prepayment, and other charges.  The remainder of your savings will cover your down payment and cost of any points.  

You have reviewed your family’s finances and can afford a maximum of $1,100 per month in total house payments.  These payments will include mortgage insurance and property tax escrow.  Assume mortgage insurance costs $75 per month. The property tax rate in Stoneville is $1.93, and properties are appraised at 86% of market value.  

You will realize a tax benefit from home ownership, since the interest on your mortgage is tax-deductible.  Assume that you are in a 28% tax bracket.  You also anticipate selling this house after ten years.

Explanation of the terminology

Fixed Rate:  All the loan programs in the mortgage chart are simple interest amortized loans with monthly payments.

Points:  The points are a percentage of the loan amount that you have to pay the credit union at the time you get your loan.  For example, if the credit union charges 2.00% points on a loan, and you borrow $200,000, then you will pay the credit union .02 x $200,000 = $4,000 when you get your money.  This is in addition to the usual interest you will have to pay over the term of the loan.

Max LTV:  Maximum Loan To Value.  This means that the credit union will not lend you more than 95% of appraised value of the house.  For the purposes of this project, you can assume that the sales price of the house is the same as the appraised value.  Thus, in all cases you must make a down payment of at least 5% of the sales price of the house. 
THE ASSIGNMENT

Your assignment is first to determine which of the six home loan programs you can afford, and then determine which is the least expensive.  For some loans, you may not be able to cover both the points and the minimum down payment.  For others, the total monthly payment may be too high.  For each loan which you can afford, find the total cost of the loan and then choose the least expensive. 

For the program you have found to be the least expensive, prepare an amortization schedule for the first and last 12 months of the loan.  Then, using your amortization schedule, you can determine your income tax savings for the first 12 months of your loan.  Finally, determine how much you would still owe the bank when you sell your house after ten years by computing the unpaid balance of the loan after ten years.

Your completed project should be neatly typed, clearly explained, and include the following items:

· Basic Information Chart.

· Six copies of the Mortgage Information Chart, one for each loan option.

· Final Information Chart.

· An amortization schedule for the first and last 12 months of your chosen loan.

· Well organized and labeled computations supporting your analysis.

organize the information

Basic Information Chart

Some information will be common to all the mortgage programs.  Collect that information in a copy of the chart below.

	Sales price of house
	

	Total cash on hand
	

	Amount needed for closing costs other than points
	

	Amount left for down payment and points
	

	5% minimum down payment required by the credit union
	

	Maximum amount of total monthly payment you can afford
	

	Monthly mortgage insurance
	

	% fair market value
	

	Taxable value of your property
	

	Property tax rate
	

	Yearly property taxes
	

	Monthly escrow tax payments
	

	Your income tax bracket
	

	Number of years you plan to own this house
	


Note:  To estimate the taxable value of your property, multiply the sales price of your house by the percent of fair market value on houses in the town.  The tax rate is usually given as a dollar amount, for example $1.25, which means that you pay $1.25 for every $100 of property value you own.  Thus, you can think of the tax rate as a percent—1.25%, or 0.0125.  Then, to calculate your yearly property taxes, multiply the taxable value of your property by the tax rate.  Finally, divide the result by 12 to find the amount of your monthly property tax escrow.

Mortgage Programs Chart
Use a copy of the following chart to list your results for each of the six loan programs.  If any loan program is unusable, give the reason on the last line of the chart.  For example, you may not be able to afford both the down payment and the points, or the total monthly payment may be too high.  Once you determine a program is too expensive, you need not complete the remaining computations for that program.  

	 1. 
	Number of years
	

	 2. 
	Points
	

	 3. 
	Rate
	

	 4. 
	APR
	

	 5. 
	Number of months
	

	 6. 
	Down payment
	

	 7. 
	Amount of loan
	

	 8. 
	Cost of points
	

	 9. 
	Monthly principal and interest payment
	

	 10. 
	Total monthly payment 
	

	 11. 
	Total interest
	

	 12. 
	Amount of any prepaid finance charges other than points
	

	 13. 
	Total cost of loan
	

	 14. 
	Can you afford this loan?  If not, specify why not.
	


Additional Information for the Mortgage Program Chart

1 through 4.  Simply extract this information from the GoodCo Credit Union mortgage rates table.

 5. The number of months you will be making payments during the entire life of the loan. 

 6. The larger the down payment, the less money you have to borrow.  The less money you borrow, the less interest you will have to pay over the term of the loan.  Thus, in each of the six options, you will want to make as large of a down payment as possible.  However, you only have a fixed amount saved to cover both down payment and points.  The points are computed on the amount you borrow, namely 
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, where C is the sales price of the house and D is the amount of the down payment.  This means that you can solve for D in the equation 
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, where A is the amount of money you have for down payment and points and pts is the points written in decimal form (for example, for a 3 point loan, pts would be 0.03).  Use this equation with the different point amounts to find the largest possible down payment in each case.  

 7. This is just the cost of the house minus your down payment.

 8. The amount of the loan times the points.

 9. This is your monthly principal and interest payment, computed using the simple interest amortized formula.

 10. The total monthly payment is your principal and interest payment, plus the mortgage insurance, plus the monthly property tax escrow.  

 11. The total interest is the total amount of all your monthly principal and interest payments to the bank over the life of the loan minus the amount of your loan.

 12. Use the APR and the formula for estimating the total prepaid finance charges.  Subtract the cost of the points from the total prepaid finance charges to find any additional fees.

 13. The total cost of the loan is your total interest, plus the cost of the points, plus any fees.

Final Information Chart
After deciding which program is both affordable and least expensive, use the chart below to organize the information for that program.

	1.
	Your chosen program (number of years/points)
	

	2.
	Rate for your program
	

	3.
	APR for your program
	

	4.
	Total monthly payment for your loan
	

	5.
	Total cost of your loan
	

	6.
	Income tax savings over the first year of your loan
	

	7.
	Unpaid balance of your loan after 10 years
	

	8. 
	Number of years to recover cost of points
	


Additional Information for the Final Information Chart

1 through 5.  Simply extract this information from the Mortgage Program chart for the loan you have chosen.

6. To determine the tax savings over the first 12 months of the loan, first complete the amortization schedule for the loan.  Then, add up the interest portions of each of the first 12 monthly payments.  Since this interest usually can be deducted from a borrower’s adjusted gross income when computing income tax, then the tax savings would be a percentage (depending upon the borrower’s tax bracket) of the total interest paid.

7. Use the unpaid balance formula to determine the unpaid balance after 10 years.

8. When you pay points, the bank gives you a better interest rate, thus reducing your monthly principal and interest payments.  Your monthly savings is the difference between the monthly principal and interest payment of your chosen program and the monthly principal and interest payment for the 0 point program with the same number of years as your program.  Dividing the cost of points for your program by the monthly savings gives you the number of months before you recover the cost of the points.  Convert this to years for your answer.
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