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Preface



As a financial journalist covering the residential real estate market, I have always been determined to stay up to date on the latest rule changes and the hottest technical innovations. The last thirty-six months have made that a challenge. They have proven to be some of the toughest in my twenty-odd years covering the wacky world of real estate.

It isn’t just that rules have changed. The culture of residential real estate has shifted completely. Since 1994, when the first edition of my book 100 Questions Every First-Time Home Buyer Should Ask was published, buyers and sellers have become increasingly savvy and sophisticated. It is possible for today’s home buyer to know almost as much about a neighborhood’s demographics, home sales, and trends as the most informed real estate agent. The Internet has revolutionized how the real estate industry functions day to day, and the buyer—not the seller or the agent—has become the center of the transaction.

The only thing a buyer doesn’t have is the wisdom that experience brings to temper the zeal and outsized emotions that come with making the single biggest purchase of your life. For that reason, I still believe home buyers can benefit enormously from using a top-notch real estate agent to help them buy a new or an existing home.

Technology, the 2008 credit crisis, and the greater know-how of buyers, homeowners, and sellers continue to affect and change the U.S. real estate market. This book will help you identify some of the new trends and big changes you’ll confront as you buy, own, rent, and sell real estate over the next few years.

Be sure to check out my Web site, ThinkGlink.com, for updates, news, and information. Sign up for my free weekly newsletter, follow me on Twitter (@Glink), check out my YouTube channel (YouTube.com/expertrealestatetips) and connect to my Facebook page (Facebook.com/IlyceGlinkFanPage) to stay on top of this changing universe. If you’d like to share your real estate successes or if you have a question that confounds you along the way, please feel free to e-mail me at Ilyce@thinkglink.com.

ILYCE R. GLINK
 January, 2010








INTRODUCTION



When I started writing about real estate in 1988, local newspapers had fat weekend sections filled with ads for new-construction developments, housing listed for sale by real estate agents, mortgages that carried interest rates upward of 10 percent, and homes that were for sale by owner (FSBOs).

At that time, I wrote freelance stories for the local papers about Chicago-area developers who were gobbling up huge tracts of farmland and dividing them into subdivisions with 200 to 400 units each. I wrote about hardscape (the roads, curbs, and other impermeable features of a subdivision landscape plan), the growing interest in maintenance-free communities (where you don’t have to mow your own lawn and someone comes to fix the leaky roof), and the increasing variety of limited common elements (like jazzed-up clubhouses and community centers, swimming pools, and covered parking) that developers used to attract buyers. I also started writing about first-time home buyers and the process of buying a home.

In those days, the best and virtually the only way to get information about homes for sale was to make an appointment with a local Realtor (a member of the National Association of Realtors, or NAR). The agent had a thick book that looked like a telephone directory, with newsprint pages; inside were black-and-white photos of the fronts of houses, along with a few details of the listings: the address, price, property taxes, and size and number of rooms. There might also be space for a few words about the property, such as “View of the lake” or “Seller motivated” or “Newer kitchen with gracious entertaining space.” Information on how to contact the listing agent and on the commission split would be included as well.

The books were printed once every two weeks. If you were sneaky, you could swipe an old listing book to page through in secret at home. But no one could see you take it, or the Realtor would get in trouble for letting The Book get away.

Your only other option for getting more information about homes for sale was to drive around the neighborhood and look for For Sale signs.

Remembering this makes me laugh, because real estate agents and brokers have long seen themselves as the center of the real estate transaction, and clamping down on the listing book was their way of regulating information. I can’t tell you how carefully and thoughtfully my husband, Sam, and I studied the six-week-old information in old listing books with my mother, Susanne Glink, a top Chicago real estate agent for more than twenty-five years, when we were looking for a home.

THE FIRST NEW WORLD OF REAL ESTATE

That was the old world of real estate, and it operated like that for decades. Until the early 1990s, there was no Internet, no Google, no Realtor.com (or other such listing search sites), no Bankrate.com, no Vacation Rentals by Owner (VRBO.com), no Trulia.com, no Craigslist, nor any of the other ways we connect today with information about home buying and selling.

In 1993, as my first book, 100 Questions Every First-Time Home Buyer Should Ask, was going to press, I got my first e-mail address, at AOL.com. By then, the real estate industry was also going online—although, in some cases, it was dragged there, kicking and screaming.

 

From the mid-1990s through about 2007, the world of real estate became digitized:


	[image: image] Listings went online, and Google and other search engines made it easier to find homes that were for sale.

	[image: image] More recent Internet technology allowed you to wander neighborhoods digitally and get at least a cursory view of what’s next to, in front of, and behind a house you’re thinking of buying.

	[image: image] Images of homes for sale evolved from black-and-white to color to digital to 360-degree to interactive photos (in which you click on various points in the house to look at different vistas)—and then to video of the house, property, and surrounding neighborhood.

	[image: image] Realtor.com became the national virtual warehouse of listings, but hundreds of thousands of real estate company and individual agent Web sites cropped up to help people find them—and millions of homeowners set up their own Web sites. Technology giants like Google, Yahoo, and eBay started their own real estate listing sites, while smaller tech companies created Web applications, or “apps,” for various platforms as well as cell phones and smartphones.

	[image: image] Silicon Valley–based technology companies joined with real estate companies to create mapping software, home valuation technology, real estate tax software, foreclosure listings sites, private label software, and mobile applications like SmarterAgent, which downloads listing information to any cell phone or smartphone and allows you to search for houses by ZIP code or by real estate company as you explore the area in which you want to buy.

	[image: image] Sites like Zillow.com and Trulia.com became top aggregators, mashing up real estate listings with mapping tools and Web 2.0 technologies to allow potential buyers to communicate with one another. These sites made it possible for you not only to find the home you’re interested in buying but also to comment on it, locate neighborhood amenities (“Where is the nearest Starbucks?”), and figure out school district boundaries. At Zillow, you can get a “Zestimate,” its guess of how much the house is worth, and a number of other sites also provide home valuations. (My advice: Take these numbers with a grain or two of salt—and perhaps an aspirin.)

	[image: image] ForSaleByOwner.com, VRBO.com, Apartments.com, and a number of other similar sites were created to level the digital playing field and help homeowners sell or rent their own homes to buyers or tenants who wanted to do more for themselves. (There is a small but growing number of buyers who believe they will get a better deal if they work without a real estate agent, and about 20 percent of sellers believe they will get more money and sell their home faster without listing it with an agent. Web 2.0 tools help these buyers and sellers connect with each other across the world in a way that wasn’t possible before.) For those who wanted to rent other people’s homes on vacation (instead of staying in a hotel) and live out a dream of living in a castle in Italy, an apartment in Paris, or a cabin in Alaska, sites like HomeAway.com and VRBO.com (Vacation Rentals by Owner) were a boon. They have simply revolutionized the world of vacation rentals.

	[image: image] Technology companies figured out how to finance your home purchase on the Web. Sites let you search for interest rates, compare rates among a handful of mortgage companies, have mortgage companies bid on your business, or apply online and have the paperwork sent to you. (The “next big thing” for real estate deals will likely be an “electronic signature” that allows you to sign legal documents via the Internet. While the real estate industry has talked about e-signatures for a few years, the concept now seems to be catching on.)

	[image: image] One simple idea, Craigslist—created by the world’s best customer service guy, Craig Newmark—made newspaper classifieds sections obsolete and gave consumers the opportunity to find whatever they were looking for in the world, including real estate. If you want to rent a condo, find a roommate, or unload some outdated furniture or appliances, Craigslist is the place to go.



THE CREDIT CRISIS, THE HOUSING CRISIS, AND MORTGAGE FRAUD

Technology isn’t the only thing that has reshaped the real estate world. More recently, we’ve experienced this small event called the 2008 credit crisis. Some economists think the crisis began in 2001, just after the September 11 terrorist acts. But I think it started earlier, even as far back as the early 1990s, when interest rates dropped below 7 percent and then went below 6 percent for the first time in decades.

As interest rates dropped, home buyers could afford to buy bigger and more expensive homes—and real estate developers were happy to build them and real estate agents were happy to sell them and collect ever-bigger commissions. The increase in demand caused housing prices to soar. During the 2001 recession, it was the housing industry that prevented the nation’s economy from having a complete meltdown. New and existing homes continued to appreciate quickly. New tax laws permitted individuals to keep up to $250,000 (and married couples up to $500,000) in profits, tax free, as long as they had owned their home for at least twenty-four months. As a result, more consumers bought and sold homes and dipped into their burgeoning home equity for the cash they needed to purchase a vacation home or an investment property, or to buy cool toys or pay down debt.

Sometime in late 2006 or early 2007—depending on the part of the country—housing prices reached an incredible peak. Here’s what I saw:


	[image: image] Home buyers took on mortgages that they were not able to repay. Buyers who earned $50,000 a year were qualified by mortgage lenders to purchase $500,000 homes. Buyers who didn’t earn $50,000 in a job that provided a W-2, or who had a mostly cash business, were qualified to buy million-dollar homes with a good enough credit score using a stated-income or no-doc loan. That meant they (or the loan officer) simply wrote down on the application whatever dollar amount was needed to qualify for the loan.

	[image: image] Few, if any, of the loans granted during this time had verifications. In the real estate industry, verification means someone actually picked up the telephone and checked that the buyer earned enough money or had the necessary financial assets to afford the property. During the run-up to the credit crisis, no one checked tax returns, called employers to verify employment, called bankers to verify how much cash was in the borrower’s accounts or when it got there, or even looked at bank, 401(k), brokerage, or other asset statements.

	[image: image] Exotic and interest-only loans were standard. When home prices zoom, thirty-year and fifteen-year loans aren’t attractive, because with payments extended out that far, you’re paying interest and principal, which can make the monthly payments unaffordable. New, creative mortgages were developed to help home buyers pay for ever-more expensive homes. Interest-only loans became a popular way to boost a borrower’s ability to buy a much more expensive property, since without the principal portion, the payments were far lower than a standard thirty-year mortgage. Another hugely popular financing technique was the pay-option ARM. The interest rate on an ARM (adjustable-rate mortgage) goes up or down usually on a yearly basis (sometimes it adjusts every month or six months) depending on an index (like U.S. treasuries or the London Interbank Offered Rate, or LIBOR) or an outside measure. Almost always, the ARM loan is pegged to the index, and between two and three percentage points are added to that index rate to get the new ARM rate. With a pay-option ARM, the borrower either got an initial teaser rate of 1 to 2 percent—while interest accrued at the real interest rate of 6 or 7 percent—or simply told the lender what he or she wanted to pay. The difference between what you paid and what was owed was tacked on to the end of the loan, a slick move called “negative amortization.” (The loans were often referred to as “neg-am loans” for that reason.) At the end of five years, or if your loan balance grew by 10 percent, the loan then converted to a one-year ARM pegged at the current interest rate (or the original rate of the loan). The payments sometimes tripled overnight. When that happened, many Americans defaulted on their mortgages.

	[image: image] Home buyers with excellent or even good credit scores were steered into subprime loans. Subprime loans, which are designed for people who have fair or poor credit, are much riskier and more expensive than traditional loans. Not only do they come with a higher—sometimes much higher—interest rate and higher points (a point is 1 percent of the loan amount) and fees, but they’re also often structured as ARMs. Subprime loans put fatter profits into mortgage brokers’ pockets, so they were sold to people who didn’t need them: home buyers with good or excellent credit.

	[image: image] Mortgage fraud and predatory lending were rampant. In a housing boom (where growth happens organically and can be sustained over the long haul) or a housing bubble (where price is speculative and built on feverish greed), everyone seems to be an expert who profits from inside know-how. As the housing bubble reached its peak in the mid-2000s, everyone had a great story about refinancing—and how much of a “no-brainer” it was—especially your mortgage lender, who was probably earning hundreds of thousands of dollars a year in fees. If you didn’t refinance to a new loan and pull out tens of thousands of dollars in cash during those years, you probably spent quite a bit of time at the office water cooler listening to your colleagues brag about the great deals they got. Predatory lending, in which home buyers were sold subprime loans at astronomical fees and interest rates, and mortgage fraud, in which buyers or lenders simply lied on loan applications, was widespread. (The FBI now has more people working mortgage fraud cases than ever before, and their single biggest initiative is catching scam lenders and home buyers.)

	[image: image] Buyers bought existing properties or new construction and quickly resold them for a profit. The “flipping” concept unfolded in several different ways. On the one hand, you might see properties get bid up by “straw buyers” (fake buyers in an auction or multiple-bid situation whose sole purpose is to bid up the price, forcing the eventual buyer to pay more than necessary for the property). Or the buyers would purchase properties for nothing down, do minor (or fake) renovations, and then flip these properties for 100 percent profit—or more—several months later. This happened again and again all around the country. At the height of the market, some buyers would put down money to buy a home or condo that was under construction, and then turn around and resell the contract at a huge profit before they had even closed on that property. The idea was to profit on increasing home values, which were rising in some places like Florida, Arizona, and Las Vegas at a rate of 30 to 60 percent per year. It was easiest to do this with properties that were under construction because of the long lead time (it might take two to three years for the property to be built out) and the fact that buyers had to put down only 5 or 10 percent. This worked beautifully until the housing market crashed, buyers refused to close, and developers were stuck with hundreds of thousands of condos they couldn’t sell.

	[image: image] Home values shot up at double-digit rates each year, far above the traditional rate of 3 to 4 percent, or just over the rate of inflation. Affordability came crashing down as home prices were bid up far above the traditional price-to-income ratio. A friend bought several pieces of real estate in a vacation community, mortgaging her primary residence to complete the sales. The properties “doubled in value” virtually overnight and she marveled at her newfound wealth.

	[image: image] Homeowners took out cheap home equity loans and home equity lines of credit and began to treat their homes as piggy banks. The loans were easy to get (every bank on every corner offered them), and they had virtually no closing costs. A friend bought her house for around $400,000 in 2004 and was told in 2007 that her property was worth $750,000. She was able to get a home equity line of credit up to that amount and tapped it all.

	[image: image] People were practically inhaling rental properties, then refinancing them to pull out cash. The demand for information on making a fortune in real estate seemed insatiable. Every month, I would receive a different book to review on real estate investing and flipping. Much of the advice in them was bad; some of it was unethical and even illegal. Learning Annex seminars, held nationwide, featured Donald Trump, Guy Kawasaki, and dozens of “successful real estate investors” willing to sell you their version of a no-money-down program for several thousand dollars a pop. (Unknown to most attendees, many if not all of the so-called “experts” on stage paid a hefty fee to be there.) In 2007, for the first time ever, second homes (including vacation properties and investment properties) accounted for about 40 percent of all homes purchased. (That trend has continued through 2009.)



It was an astonishing time. Mortgage interest rates were low. Everyone in the world was making money in the real estate market and spending those profits just as fast, charging up a storm on their credit cards.

By the fall of 2007, I was feeling a distinct unease about the economy. I talked on my radio show about people being unable to afford much of what they bought. Credit card debt was growing exponentially. Callers told me they couldn’t find tenants for the investment houses they had purchased. Then they started having trouble refinancing their rental properties.

In late October, 2007, I was part of an advisory panel put together by Consumer Credit Counseling Services of Greater Atlanta (now called CredAbility.com). The more than a dozen panelists represented mortgage and credit card companies, nonprofits, and media. As we went around the room, I expressed my discomfort with where the economy was headed. I also mentioned that, on the radio, I was being accused of being a pessimist and that my listeners—I particularly recall a conversation with the owner of a Lexus dealership in Atlanta who told me he was having the best month of his life—were assuring me that everything was fine.

George McCarthy, an economist and senior program officer for the Ford Foundation, was sitting kitty-corner from me. He said, “Well, if you’re a pessimist, I’m looking at Armageddon.” He proceeded to lay out his vision of the massive collapse he believed was directly ahead. “I’m talking about another Great Depression,” he said. A few weeks later, the stock market hit its all-time high. By early 2008, it was clear the residential real estate market was headed for disaster.


I’m fairly certain that in hindsight the 2008 credit crisis will be viewed as the worst economic disaster since the Great Depression. Many economists and pundits are already referring to it as the “Great Recession.” By the time it’s all over, housing prices will fall 40 to 50 percent—or more in some areas. Millions of Americans have watched their net worth decline or even vanish. According to the census, fewer Americans moved in 2008 than in any year since 1998, as home sales nearly ground to a halt. As I write this, at the end of 2009, we’re not through it yet. Just recently, one group of economists suggested housing prices won’t recover until 2017.

Regardless of when the residential and commercial real estate markets recover, the world of real estate has changed for the foreseeable future. President Barack Obama took office with a mission to right America’s financial ship. Since then, he has put secondary mortgage market leaders Fannie Mae and Freddie Mac into conservatorship, spent billions of dollars on stimulus (including an $8,000 federal tax credit for first-time buyers, and a $6,500 tax credit for some trade-up buyers) bought $1.25 trillion in mortgage-backed bonds to push mortgage interest rates lower, and created several programs (some successful, some not so much) to keep millions of Americans from falling into foreclosure.

But the housing market has struggled to find a bottom. And the near-term future for real estate is far from certain.

TODAY’S BRAVE NEW WORLD OF REAL ESTATE

The third piece of the puzzle in the remaking of the American real estate industry is the savvy and sophistication of home buyers—particularly first-time home buyers.

Agents across the country tell me that today’s home buyers and real estate investors are much better prepared than those in past years. Much of that preparation is a result of starting their search for a home on the Web.

By the time buyers walk through the door of a property, they’ve typically seen hundreds of listings online; looked at photos and/or video of the property, street, and neighborhood; and identified neighborhoods they like based on amenities, property taxes, school districts, crime statistics, commuting distance to work, demographics, houses of worship, and other features.

Today’s buyers want immediate, unbiased, and unfiltered information about real estate and their neighborhood of choice. They want to communicate with agents instantly and on their timetable, not the agent’s. They want to see the interior and exterior of a property electronically, from many angles, and then they’ll probably map the neighborhood and take an electronic tour using Google Streetview. It’s a process the real estate industry has found it can’t control. Savvier agents are trying to embrace it, work on social networking, and figure out how to stay relevant when so much of what they used to offer is available online, 24/7/365.

The combination of technological advances, the housing crisis and its reach into legislation, and increasingly knowledgeable consumers makes up a new world of real estate. While everyone wants to be where we were in 2005, the housing boom proved to be an unsustainable bubble. All that’s left is for us to figure out where we are today, and where we’ll be five and ten years down the line—and how we’re going to make money from our real estate investments.

Let’s get started.








ONE

TEN THINGS THAT HAVE CHANGED IN REAL ESTATE, TEN THINGS THAT HAVEN’T



It’s late in 2009, and Sarah and Jim are supposed to close on a beautiful and reasonably priced townhome in the next few days. Their city hasn’t experienced as deep a drop in home prices as some areas of the country, and foreclosures are mostly limited to pockets of the metro area. Though sales have been slow, home prices have dropped only 10 to 25 percent in the neighborhood where Sarah and Jim are hoping to buy.

Two days before closing, their real estate attorney checks in with the loan officer and discovers that Sarah hasn’t filed any tax returns for her business.

Since the credit crisis started, loan officers are verifying everything: income, personal tax returns, assets, credit, retirement accounts, gift letters for cash gifts, business tax returns for self-employed owners—anything you can think of. Verifications are now required by the federal government, which through Fannie Mae, Freddie Mac, and FHA provided financing for more than 85 percent of loans in 2009. Twenty to thirty years ago, banks, savings and loans, and credit unions used to verify everything. You had to prove you were creditworthy, which was more difficult since credit scoring didn’t exist as an industry. When credit scoring became more popular, in the mid-1990s, lenders started doing fewer verifications, relying more on credit scores to predict whether a borrower was a risk. Deals were done by pulling a borrower’s credit score, filling out an application, and shaking hands on the deal.

But now you can’t do a deal on a handshake. The government is now requiring lenders to verify income, assets, and credit the old-fashioned way, by actually calling the bank to double-check that the account exists. This is just one way the government is requiring lenders to roll back many of the new “easier, faster, and cheaper” ways of doing business. Today, home buyers must get documents notarized, prove they have and earn as much money as they say, and allow lenders to contact the IRS to verify information. It takes time and money for the lenders to comply.

The fact that the IRS had no record of Sarah’s corporate returns being filed could have spelled the end of their dream to own a home. If she and Jim couldn’t get the taxes filed and provide the lender with a copy of the stamped tax return from the IRS as proof, the loan officer told them, the closing would be off. Luckily, Jim and Sarah were able to contact her business’s accountant, scramble together a quick return, and get it to the nearest IRS office by the next afternoon.

What Jim and Sarah had to go through would have been an anomaly in the old world of real estate; today, it is replayed again and again as home buyers struggle to understand what they need to do to get their deal done. In order to successfully and profitably navigate the swirling waters of the new real estate industry, you’ll need to understand the major trends guiding it. While some things have stayed the same, others have changed dramatically. Here’s a look at what they are.


TEN THINGS THAT HAVE CHANGED IN THE REAL ESTATE INDUSTRY

1. You need to have “skin in the game.”
 
Coined by the celebrated investor Warren Buffett, simply put, having “skin in the game” means being an investor in your own company. If you were running a hedge fund, it would imply that you had a sizable amount of cash in the hedge fund, which would grow or shrink based on how well you managed the business. Applied to real estate, it means putting some of your own money into your investment—your home. In other words, you must have a cash down payment.

As home prices soared in the late 1990s and early 2000s, it became tougher for first-time home buyers to scrape together even a nominal down payment. Few buyers looking at a $225,000 home had the traditional down payment of 20 percent ($45,000) just sitting around.

To compensate, lenders created various loan programs that gave buyers the option of putting down nothing, and even let them finance the closing costs. The loans were for 100 to as much as 106 percent of the purchase price and were often structured as piggyback loans, with a first loan for 80 percent of the purchase price set at or close to the prevailing interest rate and a second mortgage for 20 to 26 percent of the sale price at a higher interest rate.

The appeal of these 80/20 loans was as follows: if you got a first mortgage on 80 percent of the sale price of the home, you could avoid paying private mortgage insurance (PMI), which lenders require you to purchase if you put down less than 20 percent in cash as a protection for the lender in case you default on the loan. So if you put down 5 percent in cash, and got a loan for 95 percent of the purchase price, you would have to pay an extra fee each month for the PMI premium. By getting a first mortgage for 80 percent of the purchase price, you could avoid PMI, even when you were getting a second mortgage that covered the rest of the purchase price and brought your true down payment to zero. If you didn’t have to pay for PMI, which would be added to the affordability calculation lenders do to figure out how much you qualify to borrow, you could borrow more money.

The problem for borrowers is that PMI is fairly expensive, with an annual fee typically set to 0.5 to 0.75 percent of the loan amount, and the fee rises as the percentage of the down payment falls. If you put nothing down, you’re seen as a riskier buyer than someone who puts some payment down. Hence, your PMI premium will be higher if you put 3 percent down in cash than if you put 17 percent down in cash.

With an 80/20 loan, you not only avoided paying for PMI, but if you qualify to itemize on your federal tax return, all of the interest you pay on your first and second mortgages (up to more than a million dollars of loans) is tax deductible. Until 2007, PMI wasn’t a deductible expense on a federal income tax return, because you typically couldn’t deduct insurance premiums. The 80/20 loans were sold to home buyers as a less expensive alternative to buying PMI because interest rates were low and the interest paid on the loans was tax deductible.

The PMI industry lost a great deal of money to the 80/20s, and after extensive lobbying, the tax law was amended. Now, if you earn $110,000 or less per year, you can deduct your PMI premiums through the year 2010. I suspect that this rule change may be extended beyond 2010 so that buyers will again use PMI instead of 80/20 loans. However, because most taxpayers take the standard deduction and don’t itemize, this deduction sounds better than it is; most homeowners simply don’t use it. (At the moment, lenders aren’t doing 80/20 loans at all, but there are a few zero-down loans still available. See chapter 3 for details.)

Why do banks require buyers to have a cash down payment? If things go wrong, a homeowner will be less likely to walk away from his or her mortgage obligations if he or she initially put something down.


In the housing crisis, when homeowners started losing their jobs and their property values plummeted, they stopped making payments on their mortgages. It wasn’t long before some were mailing their keys to the lender, which became known as “jingle mail.”

When Fannie Mae and Freddie Mac were placed into conservatorship and effectively nationalized, the government stopped allowing these 100 percent loans (except in certain circumstances), and in 2009, the Federal Housing Administration (FHA) raised its down payment requirement from 3 percent to 3.5 percent, deciding that seller-funded down payment contributions would no longer be accepted. (Certain nonprofit companies would facilitate a side transaction between a buyer and a seller in which the seller would “donate” 4 percent of the sale price to the nonprofit, which would turn around and “give” the buyer 3 percent cash to use for a down payment or closing costs, keeping 1 percent for expenses. These transactions became known as “seller-funded down payments.” The industry has long known that the less you put down on a property, the more likely it is you will default on your mortgage. With seller-funded down payments, the FHA soon noticed that the default rate was significantly higher than with borrowers who had to put down at least some of their own cash. It gets back to the “skin in the game” mentality.)

Where are we now? If you want to buy a house, you’ll need at least 3.5 percent for a cash down payment on an FHA loan, and more if you go with conventional financing. If you need a jumbo loan (more than $417,000 as of this writing), you’ll need far more in cash, as much as 50 percent for extremely expensive homes. And if you want to buy an investment property, you’ll need to put at least 25 percent down to finance a loan that will ultimately be bought by Fannie Mae or Freddie Mac, which emerged from the credit crisis as the best sources of small-investment real estate financing.


2. Your lender needs to have skin in the game.

Two main problems caused a large part of the credit crisis.

First, mortgages were sold to homeowners who really had no way of paying them back. The loans were then packaged together by Fannie Mae, Freddie Mac, and other secondary market lenders (investors that buy loans from retail lenders who are working directly with borrowers), and sold with seemingly undeserved ratings to investors worldwide.

Second, financial and big Wall Street investment companies used insanely complex financial instruments to try to off-load the risks associated with these toxic mortgages. (Former Federal Reserve Bank chairman Alan Greenspan has said these complex financial instruments confused him—and he has a fairly advanced mathematics background.) The problem was, instead of off-loading the risk, these complex financial instruments helped banks overleverage their assets, in some cases by 30 to 1 or even 100 to 1. Since the money men and women of Wall Street believed that only a tiny percentage of the mortgages that backed these securities would fail, they felt comfortable in taking bigger and bigger risks, pocketing fatter and fatter fees. For Wall Street, it was all about fees, profits, and paychecks.

Now the federal government believes that requiring lenders to have an ongoing financial interest in the loans they offer to consumers and sell to investors should keep the mortgage market more stable. While the final number hasn’t yet been decided, federal officials now think they should require lenders to hold between 5 and 15 percent of all loans. Officials are also still determining whether lenders should have to hold 5 to 15 percent of each loan they make or the same percentage range of packaged securities. Some industry observers think that lenders should have to hold on to a piece of each loan they originate so less desirable loans don’t get lost later on. It seems like this is going to happen, even though lenders say that if they have to hold on to a piece of each loan (or even a percentage of the repackaged loans), they will have less cash available to make mortgages and other loans.

In fact, it’s already happening with lenders who do second mortgages, either home equity line of credit (HELOC) loans or home equity loans (HEL). Prior to the credit crisis, if you wanted a HELOC or a HEL, all you had to do was have a pulse and a good credit score. You could walk out of any number of banks with $30,000 burning a hole in your pocket. Now, lenders must keep 50 percent of the HELOC or HEL on their own books, which is why so few want to do these loans at the moment.

You can see how this “skin in the game” requirement will affect how lenders give out future loans. Most likely, credit requirements (see number 3) will continue to tighten as lenders are required to have more skin in the game, because they will have to be sure that they won’t lose their investments on bad loans.

3. Credit guidelines have tightened dramatically.
 
As I’ve discussed, in the past, if you had a pulse and a credit score that wasn’t terrible, you would be able to push your refinance papers through in a couple of weeks—or even, in some cases, a few hours. The lender might give your information a cursory glance, push the button on an electronic appraisal, pull a credit score, and—voilà!—you’d be approved. But since the credit markets froze in 2008, the conservatorship of Fannie Mae and Freddie Mac, and the increase of homeowners who are delinquent on their mortgages, those days are over.

Additionally, homeowners who have undergone a short sale (in which the proceeds from the sale are less than what is still owed on the mortgage, so the lender is short on its investment), a foreclosure, or bankruptcy are being put in the penalty box. Now if you have undergone a short sale, you must wait at least two years to qualify for a Fannie Mae, Freddie Mac, or FHA loan. If you have gone through a foreclosure or bankruptcy, you may have to wait up to five years to apply for a loan. Because Fannie Mae, Freddie Mac, FHA, and other government-backed loans currently account for the vast majority of all loans being granted at the moment, this is a fairly steep penalty. Then again, you might need the time to repair your credit score.

4. The federal government now understands that not everyone should own a home.

In Outliers, Malcolm Gladwell writes that one must make seven terrible decisions in a row to wind up in a catastrophic situation. The governmental decision that everyone should be able to own a home led to a bad decision at Fannie Mae and Freddie Mac to create software that was built to say yes to every loan. That led to a decision to base credit decisions almost entirely on credit scores, which have proven to be somewhat unreliable at predicting who is a bad risk in a financial perfect storm—and so on.

Why does the government support homeownership? Over the years (until housing prices collapsed), the government recognized that for the average American, home equity was the largest portion of their net worth. By paying interest and principal each month, the average homeowner participates in a form of enforced savings. Furthermore, because homeowners move less frequently and take better care of their property than renters, homeownership is often tied to neighborhood stability. Finally, and perhaps most important for politicians who are always looking out for the next election, homeowners vote more than renters.

Supporting homeowners and homeownership turned out to be a no-brainer for politicians looking for votes, which is why there are great tax benefits for homeowners, such as the ability to deduct some or all of the mortgage interest and real estate taxes one pays on an itemized federal income tax return. The government decided that homeownership should be not only the American Dream but also the American Reality and pushed Fannie Mae and Freddie Mac to expand their lending in poorer communities and minority neighborhoods. When Congress then agreed to let Fannie Mae and Freddie Mac lend to those with less-than-perfect credit, the firms started pushing local mortgage brokers, S&Ls, and small banks to lend in their neighborhoods. The firms also developed software that automated the underwriting process (which assesses and confirms a borrower’s eligibility for a loan), built with the predisposition to say “yes” to every borrower. By packaging these loans and selling the securities around the world, Fannie Mae and Freddie Mac had a virtually limitless supply of funds to give lenders making these loans.

The rate of homeownership rose to nearly 68 percent at the height of the housing boom in 2006, according to the American Community Survey released by the census bureau. Unfortunately, many Americans were living on the edge financially during this time. When the U.S. economy stalled and the unemployment rate soared, married homeowners whose hours were cut at work, or who lost their jobs, went broke trying to cover their mortgage, taxes, and bills on less than two incomes. By 2008, the American Community Survey reported that U.S. homeownership fell to 66.6 percent, as millions lost homes to foreclosure. Today, it seems unrealistic to expect everyone to own a home, although during the housing crisis the government encouraged more than half a million first-time buyers to purchase a home with the $8,000 first-time home buyer tax credit; changed the tax law so that taxpayers who sold in a short sale would not pay income tax on the difference between what they owed to the lender and the sale price (also known as “imputed income” or “phantom income”); and, made numerous other homeowner-favored adjustments to the tax code.

5. “No-doc” or unverified loans are no longer an option.

The banks made another bad decision on the road to catastrophe when they stopped verifying information on mortgage applications. Despite warnings and the possibility of jail time, people still lie on credit applications.

When used in a very limited capacity, stated-income loans and no-document loans—in which the borrower’s income and assets are not supported by documentation—worked for years. These unverified loans were primarily designed for people who owned cash businesses and, because of accounting rules (or perhaps to avoid paying as much tax to the IRS as they should), didn’t declare all of the cash they had available to them through the business as income on their federal tax return. In other words, the cash didn’t show up on their tax return as income, but there was plenty of cash flow to pay their mortgage, taxes, and insurance. Stated-income loans were also helpful for big-time real estate investors who were able to use their investment properties’ depreciation to offset the income on their tax returns, ultimately reducing the amount of income showing on the tax return—sometimes to zero. They may not have owed any income tax, but these real estate investors had plenty of income.

Those willing to pay a higher interest rate and some extra points or fees had their stated-income or no-doc loans easily approved. But the underlying problem with these loans is that the applicant’s income and assets aren’t verified. During the housing boom, people who earned $50,000 a year were qualifying for $500,000 mortgages by stating on their loan application they had enough income to cover the mortgage, taxes, and insurance. Essentially, they lied or their lender lied on the application. Since no one checked or verified the information, thousands of mortgages were made to folks who couldn’t afford them. The amount of fraud can’t be overestimated.

Once the government took over Fannie Mae and Freddie Mac and put the companies into conservatorship, there was a new top-down insistence on making sure all loans are verified. Government regulators insisted that all information on loan applications be verified. Since Fannie Mae, Freddie Mac, and FHA account for the vast majority of loans, lenders had nowhere to sell their no-doc loans. Overnight, these exotic mortgages disappeared and homeowners who didn’t have the cash or credit to qualify for a conventional or FHA loan were out of luck.

6. Real estate investments are all about cash, too.

From 1995 to about 2005, real estate investing was all about leverage. You could buy a property with nothing down, get cheap financing and tax benefits, and then fix and flip your property for profit. But the credit crisis and the collapse of housing prices have put an end to easy money in real estate for many investors.

Nowadays, financing options are limited for investment real estate. The banks and investors have taken a beating on commercial, industrial, and other types of real estate investments. Fannie Mae, Freddie Mac, and the Federal Home Loan Banks will lend on non-owner-occupied properties, but you may only own up to ten properties including your primary residence and vacation property. If you want to buy dozens of foreclosed properties, you need cash on hand and a previously worked-out deal with a specialized lender. Most of the investors who are doing this have raised private equity funds to buy, renovate, and sell these properties, simply because it is easier and faster than working with a traditional lender. It will be some time before banks lend freely again, especially since the International Monetary Fund (IMF) suggested in 2009 that through the end of 2010, banks around the world will write off another $1.5 trillion in bad investments. Most investors will have to live within the ten-property limit or set up a corporation that can seek out other forms of financing from commercial lenders. The costs to obtain these loans may be considerably higher, if they are even available to the investor.

In the economics of a real estate investment, cash is important. You should be cash-flow positive (with income greater than expenses) or, at the very least, cash-flow neutral (with income and expenses equal). If you do line up lending, be prepared to put down a significant amount of cash, your “skin in the game.” Many lenders are requiring real estate investors to pony up anywhere from 25 to 35 percent of the purchase price in cash. Even Fannie Mae and Freddie Mac loans to real estate investors require a 25 percent down payment in cash.

7. House budgets are shrinking.

How far should you stretch when buying a home? For years, real estate agents advised younger home buyers to extend a little beyond their comfort zone. Agents understood that though the monthly cost of a fixed-rate mortgage seems expensive, most younger home buyers will earn more as the years go on, and the cost to carry the home will become more reasonable as a percentage of income. Unfortunately, this understanding was based on a number of factors that no longer apply. First, younger buyers won’t always earn more later in their career, and even if they do earn more, many companies have cut their 401(k) plan matches—meaning that employees must set aside more money for retirement, leaving less available to pay housing-related expenses like mortgage, taxes, and homeowners insurance. During the recession of 2007 to 2009, more than seven million Americans lost their jobs. But millions more took pay cuts just to keep their jobs and were earning up to 25 percent less than before. In times of economic strife, job and income loss can weigh heavily on homeownership, making the carrying costs of a home unaffordable.

It may be okay to push home buyers to stretch their budgets a little if their cash flow is neutral, but how much is “a little”? It’s clear now that a person with a $50,000 salary shouldn’t be buying a $500,000 house, which was the hallmark for exotic mortgages. But how much you push your income ultimately depends on how well you like to sleep at night. For some buyers, spending every cent a mortgage company will lend is fine. But for others, that’s cutting it a little too close. The best real estate agents know how much income you need to afford a house and refuse to show properties that are too far outside of those guidelines. The best home buyers have already been preapproved for their mortgage and have spent time thinking about their lifestyle and what they like to do with their money. One of the great lessons in this recession is that it is still a good idea to live below your means.

Many of our parents, grandparents, and great-grandparents never forgot or will never forget the Great Depression. It colored how they treated their money for the rest of their lives. The same may be true for this generation of home buyers after the 2008 credit crisis. Millions of homeowners who watched their home equity get zapped and their net worth evaporate feared for the first time that they would lose their homes and other assets. As our credit card limits are dramatically reduced or even cut off and our home equity lines of credit are shut down, we may now figure out what “deferred gratification” really means.

In boom times, we’re willing to stretch a bit, to believe we’re entitled to a secure financial future, to grab our share of the American Dream. Now? “I’m getting more statements from Realtors telling me that people are downsizing their budget requirements because they want to be safer going forward,” says Lawrence Yun, chief economist for the National Association of Realtors.

8. Smaller homes are becoming more popular than McMansions.
 
From the late 1970s until 2008, bigger was better in real estate. Everyone wanted a bigger house, with extra bedrooms and bathrooms, a home office, a mudroom, and an outsized kitchen with granite countertops. In response, developers built whole subdivisions of oversized homes on smaller lots. According to the National Association of Home Builders (NAHB), the average size of a new home grew from about 1,600 square feet in the late 1970s to about 2,300 square feet in 2008.

With the credit and housing crises, the home expansion madness came to a stop. Architect Sarah Susanka’s best-selling book The Not So Big House, originally published in 1998, again became popular with homeowners who wanted to build smaller homes with more detail and character. (If you’re interested in Susanka’s work, see our videos at ExpertRealEstateTips.net and ThinkGlink.com.) Now the trend is to downsize homes, because smaller homes are less expensive to own, operate, and maintain. Housing is also the biggest consumer of energy, according to sustainability expert, architect Sergio Palleroni. Our homes eat up many more times the fuel that our cars do. As the green movement grows, there will be bragging rights associated with how little energy your home uses. The smaller-home trend is here to stay.

9. Real estate information is becoming more transparent.
 
The real estate industry has long operated as though the buyer is a bird in a cage with a dark cloth covering it. In other words, the process and how the professionals were compensated was not particularly transparent to buyers or sellers.

For example, many borrowers believed the mortgage broker worked for them, but the broker was getting a fat fee called a “fee service premium” from the end lender for closing the deal. At best, the broker’s interests were neutral. At worst, the broker pushed the borrower to take a more expensive loan. The borrower never understood the full scope of the financial relationship between the mortgage broker and the lender, but new government regulations are working to change this model and disclose all fees paid to related parties in a real estate transaction.

Here’s another example: Many sellers were surprised to find at the closing table that the commission they agreed to pay the listing agent for selling their home wasn’t automatically shared equally with the buyer’s agent. A 6 percent commission paid to the listing agent might be split 55/45 or 60/40, with the smaller share going to the buyer’s agent. How did sellers not know this? It wasn’t in the listing agreement, and many agents simply didn’t share this information with the seller—even though it would have been in the seller’s best interest to have a larger share of the buyer’s agent’s commission. (While a good buyer’s agent wouldn’t necessarily push his or her client to buy a house because of a larger commission, the agent will certainly make sure to show the home just in case the buyer likes it.)

Buyers are continually surprised to learn that in states like Florida, Arizona, Georgia, and California, real estate attorneys are generally not hired to close residential real estate transactions. Buyers and sellers have no legal representation in the single biggest purchase or asset sale they’ll ever complete. Rather, the attorney that the buyer pays for actually works for the mortgage company.

If buyers do use an attorney to close their deals, it’s likely that the attorney will receive a hefty fee from the title or escrow company (the company that manages the closing transaction for the buyer and seller, and sells title insurance) for signing his or her name to a bunch of papers. This is one reason why title insurance is so expensive. Attorneys who are more transparent charge a proper fee for their services and then pass along to their clients the discount title insurance that companies offer to them, which cuts title insurance fees dramatically. In some states, attorneys make more money as title agents than they do as residential real estate attorneys. (In fact, I just heard from a friend who was perplexed why her attorney received a $600 fee for closing her house plus another $1,400 from the title company, which was disclosed on her HUD-1 settlement statement.)

And although buyers pay for things like appraisals, credit histories and scores, and numerous other items, they’re not automatically entitled to get copies of these documents, although now buyers and sellers are entitled to receive a copy of the appraisal done for the property. But that goes hand in hand with mortgage lenders using their own appraisers, credit companies, document preparation companies, and the like in the mortgage process, which can in turn eliminate competition for services and create an incentive for the companies that mortgage lenders use to keep their fees high.

For decades, the real estate industry has operated under the principle that the less information buyers and sellers have, the better it is for agents, lenders, title companies, and all the other folks who eat from the trough. But the real estate tide seems to be turning, as the housing and credit crises of 2008 have heightened awareness in Washington, D.C., and on Wall Street about the catastrophic consequences of a closed information loop. And technology is pushing the industry to become more transparent. The Web site Closing.com allows buyers and sellers to explore all the detailed costs of a closing transaction and to see how much individual professionals and companies charge for their services both in their hometowns and across the United States. A host of Web sites, including Zillow.com, Realtor.com, and Trulia.com allow home buyers to search for properties, read or leave comments on those properties, and shop for mortgage lenders. And then there are sites like mine, ThinkGlink.com, that provide a ton of information about how the industry works, explaining jargon and providing tools that makes it easier to buy, sell, fix up, finance, or invest in real estate.

Hopefully, new rules and regulations from the Department of Housing and Urban Development (HUD) and the Federal Housing Finance Agency (FHFA) will help increase transparency. An example is the new and improved HUD-1 form, which tracks all cash going into and out of a deal. The new HUD-1 form is easier for buyers and sellers to understand. There are also new rules that apply to how appraisals are done to make them more transparent and to help appraisers avoid being bullied by lenders into providing an appraisal that will help close a deal rather than providing the true worth of the property (I’ll discuss this more in detail in chapter 3). Transparency in real estate is on an upswing and will allow future buyers to understand far more clearly what they’re paying for. What’s still unclear is whether the additional transparency will result in lower costs for home buyers and sellers.

10. Homes may not appreciate for years.

Some economists predict that by the time the housing crisis bottoms out, housing prices will have dropped an average of 35 to 55 percent from the peak. By 2009, prices in Phoenix and Las Vegas had already dropped around 50 percent. Not every house in every neighborhood will fall equally in value; some will fall more, and some may not fall at all. It depends on where you live. Traditionally, metro areas that experience explosive growth and price appreciation fall the hardest and fastest. Las Vegas, Miami, and Phoenix enjoyed double-digit home value price appreciation for years. Developers rushed to cash in on the tremendous price appreciation and built thousands of single-family homes, townhomes, and condo buildings. When the market turned, tens of thousands of empty houses, townhomes, and condo units were foreclosed on by lenders, who turned around and started selling them for pennies on the dollar—which is why those markets have seen prices decline harder and faster than markets like Chicago, where home prices appreciated briskly but not insanely.

Unfortunately, housing prices aren’t expected to rebound as quickly as the stock market, which bounced up more than 60 percent within six months of its low on March 9, 2009. One economist predicted that property prices wouldn’t recover until 2017. There is some precedent for that kind of a slow return: in the late 1980s, housing prices in California collapsed and didn’t recover until around 1993 or 1994.

Real estate is an illiquid investment; you can’t always sell when you want to, and the home you buy may not appreciate for years. Now is the time to buy a house that you love and want to live in for the next five to seven years, or because you think the house will be a great investment to hold over the longer term.

TEN THINGS THAT HAVEN’T CHANGED IN THE REAL ESTATE INDUSTRY

Regardless of all the change, a few important truisms of real estate remain. Here is my list of ten things that haven’t changed during the recent housing crisis.

1. Real estate agents are still a good deal for home buyers.

While the Internet provides great information about homes and neighborhoods, it is not a substitute for the experience and expertise of a qualified real estate agent who understands what you need to do to close on a house purchase. A qualified agent can provide you with context about the homes in a particular neighborhood, because he or she has watched these houses go on and off the market for years. A good agent is a treasure trove of information about more than just the physical property; he or she can talk to you about what is going on in the neighborhood and school district, why the sellers are divorcing, or how the new development going up next door can help you make a smarter offer or be a better negotiator.

This experience is even more important if you’re buying new construction. An agent who regularly works with a developer or has watched the developer put up several houses or subdivisions can tell you if buyers are happy with the properties they purchase or, on the flip side, if the builder has had to throw in upgrades or give freebies or discounts to get properties sold.


Best of all, there are no direct savings to the buyer or investor that result from not using a real estate agent. The vast majority of buyers and investors don’t pay out of pocket for the wisdom and expertise an agent provides. The seller’s commission is traditionally split between the listing agent and the buyer’s agent. If the buyer comes to the table without an agent, the buyer has no representation or fiduciary agent, and the listing agent would receive the entire commission. Developers build in the cost of an agent when creating their sales and marketing plans, so if you show up without an agent, it’s the developer who will pocket the agent’s commission, not you. A few buyers who use exclusive buyer’s agents (agents who only represent buyers and never take listings, avoiding potential conflicts of interest) may wind up paying the commission out of pocket, but even in these situations the seller will traditionally split the commission or alter the sale price of the home to include the commission.

If you’re buying a property that is for sale “by owner” (without a listing agent attached to it), you might imagine you’ll save money by not using your own buyer’s agent. But this also doesn’t hold up. Most sellers don’t necessarily know how to price their property, and so they might over-or underprice it. Your agent can bring a tremendous amount of value by helping you negotiate against the seller. And here again, you won’t pay out of pocket for this experience and value. If you bring an agent to the table, my experience is that most “by owner” sellers will life of the loan way to get your agent paid and be happy to have paid only half a commission instead of a full commission.

2. You’ll get the best loan program, interest rate,
 and terms if you shop around.

Whether you’re buying a toaster or a car, you’ll get a better deal if you shop around. The same goes for houses. Financing a house may be the most expensive thing you do, next to paying for college. If you take out a $200,000 loan with a thirty-year fixed-rate mortgage for 5.5 percent interest (a historically cheap rate), you’ll pay $1,135.58 per month, plus taxes and insurance. The interest alone will run you nearly $209,000 over the life of the loan. With those kinds of numbers, it pays to shop around.

Every little bit you save can translate into tremendous savings down the line. Shave a quarter-point off the interest rate of your loan and you’ll save more than $10,000 in interest over the life of the loan. When shopping for a mortgage, you’ll want to talk with at least five different types of lenders, all of whom your friends or relatives have recently used. Try to find a big national lender (such as Bank of America, Citibank, or Wells Fargo), a locally owned bank that keeps a fair amount of its loans in its portfolio, a Federal Home Loan Bank, a mortgage broker, and a credit union.

Before shopping around, decide whether you want a fifteen-or a thirty-year fixed-rate mortgage or an adjustable-rate mortgage; when you meet with lenders, ask them to provide you with a detailed breakdown of the costs. And remember, getting preapproved for your loan is infinitely better than getting prequalified. (See chapter 3 for more discussion on this point.) Even if you find the cheapest loan, you still need that lender to close your deal. Service counts for a lot when it comes to financing, so don’t necessarily choose the lowest-priced lender for your home purchase. Rather, choose the best lender at the lowest price possible.

3. You must figure in the cost of maintaining a home
 when making an offer.

One of the biggest mistakes home buyers make before putting in an offer is not taking into account the costs involved in maintaining a house. Having a professional home inspection is essential, because it reveals problem areas the untrained eye won’t catch, but inspections usually don’t happen until after an offer has been accepted. Instead of simply relying on the inspector’s assessment, savvy buyers must look for red flags of potentially expensive repair work. And the costs of general maintenance cannot be overlooked when figuring out your homeownership budget.

All houses, new and old, require maintenance. Buyers sometimes think that if they buy a brand-new house, they’ll have fewer maintenance headaches. This is not always true, especially if the property has construction defects. But even new houses without construction defects require maintenance—you’ll need to mow the lawn, do upkeep on the driveway, and make sure the caulk stays in good shape, among other things. Air conditioners need servicing, as do heating systems, water filters, gutters, septic systems, water softeners, and smoke and carbon monoxide detectors. As with any house, you’ll need to check regularly for moisture or pest infiltration problems.

What about condominiums, townhomes, and co-ops? Each of these types of homes has maintenance issues as well, although perhaps fewer compared to a single-family house. How you pay, and how much you pay, will depend in part on the size and type of building. If, for instance, you live in a larger building with many units, you may have a monthly maintenance fee that includes a sum that goes into the building’s reserve fund. The reserve fund is used for extraordinary maintenance issues, such as replacing an elevator, tuck-pointing exterior brick, or replacing the furniture in the lobby. If you live in a smaller building, you may have to complete necessary repairs yourself—requiring you to get your neighbors to pony up their part of the cost.

Planning for annual maintenance costs and fees is one part of the equation; but you should also plan for one-time expenses, including the replacement of a hot water heater, air-conditioning condenser units, carpet, appliances, and so on. While hopefully you won’t have to shell out for all of these big expenses at once, you should expect the cost of one bigger expense each year in addition to annual maintenance fees.


4. It’s still all about location.

Housing prices may fluctuate during bubbles or the arrival or loss of a big employer in a neighborhood, but in a great location, prices will rise faster when times are good and fall more slowly when times are bad. The real estate agent cliché is true: it’s all about “location, location, location.” (The late New York Times columnist William Safire traced the phrase to a real estate agent’s 1928 advertisement in a now-defunct Chicago newspaper.)

What makes a neighborhood great? It needs to be in a top school district (this is important even if the buyer doesn’t have or plan to have children) as well as safe, well run, and easily accessible to important highways and public transportation. Additionally, the owners who live there must take care of their homes and gardens, and there should be nearby recreation, shopping, services, restaurants, and other amenities.

You can change a house, but you can’t change its location, so be sure you really get to know the neighborhood before you make an offer. (In chapter 2, I discuss how “location, location, location” has become even more important for home buyers since the housing crisis.)

5. You must be prepared to spend money on a house
 you buy in “as is” condition.

A ThinkGlink.com visitor sent me an e-mail about a house she wanted to buy from the bank that was being sold “as is.” The house had been foreclosed on, and the bank was clear that it wasn’t willing to do anything if a home inspection uncovered problems. Sure enough, the inspector turned up some potentially expensive issues, including a crack in the foundation and an internal plumbing problem. The buyer asked me if she could ask the bank to reduce the price. You can always ask, but expect the answer to be no. Selling a property “as is” eliminates a whole band of disclosure headaches, which is why there is typically no negotiating when it comes to properties that have been taken back by the lender.

When you buy a home in “as is” condition, you take the property in its condition on the day of closing. If there are material defects or structural problems that aren’t disclosed, you must deal with them. When buying a house in “as is” condition, you should expect the worst—and expect it to cost you.

Just about all foreclosures and short sales are sold “as is.” Other than the financing, the bank or lender has no history with the property and has no way of verifying what’s wrong with it—and doesn’t want to know. The price you pay for the foreclosure or short sale, often ten to fifty cents on the dollar, is supposed to be cheap enough to compensate for whatever you’ll have to spend fixing problems down the line.

6. You can’t believe everything you read or see on the Internet.

As helpful as the Internet is, you can’t believe everything you read or see online when it comes to real estate. Ever since the first For Sale ads in newspapers, homeowners—and their agents—have been writing descriptive copy designed to pique buyers’ interest in the property. A listing sheet that touts a “lake view” or “mountain view” might really mean you have to stick your head out the window and turn it 90 degrees to get that view. The purpose of marketing copy in real estate is simply to get you excited to see a property and to make an offer. Top agents will highlight the best of what a property has to offer, but that may not be the whole story. You have to be skeptical and assume there’s more for you to uncover.

This skepticism is important not just when you are searching for homes to buy, but also when you are educating yourself on the ins and outs of real estate or determining the value of your home.

Sometimes the content on real estate sites is just plain wrong. Some sites do a great job of explaining the basics of real estate, while others have bogus information—not that you’d necessarily realize that the information wasn’t entirely accurate. (Visit my Web site, ThinkGlink.com/resources, for a current list of my favorite real estate sites on the Web.)

In the case of Web sites that offer home valuation tools to help you figure out how much a property is worth, the technology used may be poor. Or the numbers are based on underlying data that varies greatly from county to county and may not be complete in your area. Or there may be a problem with the mathematical formulas the site uses to calculate the valuation. Of course, you won’t know that there’s a problem, because you can’t access the underlying data. But you can ask your real estate agent to pull comps (recent sales of comparable homes in the neighborhood) for you or visit homes for sale to estimate your home valuation.

7. Seeing a property in person trumps seeing it on the Internet.

You can see a lot online. With Google StreetView, you can virtually move up and down a block. On Microsoft’s Bing, you can see an address in 2-D or 3-D and get a bird’s-eye view, flying high above the location, then swooping in for a close-up. You can find photos and sometimes video of the house, street, and neighborhood on Zillow.com, on property listing sites like Trulia.com, at a property’s own Web site, on the listing Realtor’s personal or company Web site, or at Realtor.com. As good as these tools are—and they’re getting better every year—seeing photos or video on the Internet isn’t nearly as useful as seeing a property in person.

A house’s oddities—the train tracks that run just behind the property, or a dump that sits a mere hundred yards outside the front door—can be cleverly hidden by photos or video. Photos don’t reveal the bad smells that waft from the dry cleaner down the block, the noise the upstairs neighbor makes while working out early in the morning, or the way the two apartment buildings on either side of the house block the light. You’ll see only what the photographer or videographer wants you to see. There is no substitute for walking into the living room of a home you’re interested in, sitting on the couch, and imagining how happy (or unhappy) you’d be living there.

8. Being preapproved for a loan is still better than
 being prequalified.

Knowing that you’ve locked in your financing, also known as being “preapproved” for your loan, is better than thinking you have one (being prequalified). The difference is that with preapproval, you have a written commitment from the lender to fund your loan, provided that the home appraises at or above the purchase price you are paying for it. Many buyers don’t realize there is a difference between being prequalified and being preapproved because the language is similar. Many lenders add to that confusion by using the term “preapproved” when they mean “prequalified.”

More specifically, “prequalification” is a wide-ranging industry term that means a buyer has visited a mortgage Web site, or worked with an online calculator to figure out what is in his or her price range, or heard from a mortgage lender in person what size loan he or she can afford to support each month.

“Preapproval” is an industry term meaning that the buyer has actually applied for the loan, the underwriting has taken place, the information on the application has been verified, and the buyer has been approved to borrow up to a specific amount of money, provided the home appraises out in value.

To a seller, preapproved buyers are far superior to buyers who are only prequalified, because the seller knows that preapproved buyers are much more likely to be able to close on the property. Buyers who have been preapproved may have already made an investment, because getting preapproved can cost some money. The lender may charge the buyer an up-front application fee in addition to other fees that are not due until the buyer closes on the loan. And if the buyer fails to close, he or she may still be responsible for these fees and have to write a check to the lender.

If you get preapproved, you should receive a written loan commitment. That commitment should have very few conditions, and what conditions it has should relate to the property you ultimately decide to purchase, such as that the property appraises out and that the title to the property is satisfactory.

9. You alone must be responsible for determining how
 much you can afford to spend each month.

We live in a world that encourages us to use credit and take on debt. Lenders will grant you a mortgage that adds up to more than 40 percent of your gross monthly income, which will actually be more than half of your take-home pay. As your credit score rises, you’ll be given credit cards to max out, and as long as you keep making payments, new applications will arrive. You’ll be able to get a car loan, even if your current car is worth less than what you owe. This should be fine as long as you have control over your wallet and your spending habits don’t get out of control. But many consumers don’t have that control, and the lure of $250 designer jeans, $1,000 handbags, and $35,000 luxury cars is too much to resist.

Only you know how much you can afford to spend each month. You may be able to spend every cent your creditors extend and still sleep at night. Or you may sleep better at night knowing you carry no debt other than your mortgage and perhaps a car loan. The trick is figuring it out for yourself.

10. The world of real estate depends on the phrase “caveat emptor.”

Caveat emptor is a Latin phrase that means “let the buyer beware.” For a long time, the burden fell to the buyer to beware the dangers lurking in home buying. While most states have adopted written seller disclosure laws (requiring sellers to disclose in writing any known material defects in their property) to help buyers be more aware of some hidden dangers, it is still important to find out how to protect yourself.

If you’re buying a home, you’ll have to sign all sorts of disclosure forms. Your real estate agent will have you sign an agency disclosure agreement that explains who he or she represents in the transaction. (You may think your agent is your fiduciary, someone who has your best interests at heart, but unless the agent signed a buyer’s agency disclosure, the agent might represent the seller even though he or she takes you to showings and discusses your personal finances in detail. Or the agent might be a dual agent, representing both the buyer and seller in a single transaction—also known as “non-agency,” since the agent technically represents no one’s interests.) The lender will have you sign pages of disclosures for the interest rate, the mortgage terms and conditions, and a prepayment penalty if it’s attached to the loan. The seller will provide you with a seller’s disclosure form that supposedly discloses everything the seller knows or doesn’t know about the physical condition of the property, including whether there is lead in the house paint or in the water.

You can see how limited the information might be. That’s why, regardless of the disclosures you receive, you have to take responsibility for finding out everything you need to know about a property before you make an offer.

You should:


	[image: image] Double-check the property’s most recent tax bill, so you know what the taxes will be, if all of the seller’s tax exemptions have been taken, and when the next reassessment of the property is due.

	[image: image] Find out crime statistics and demographic information for the neighborhood.

	[image: image] Walk around the neighborhood at different times of the day and evening to see who lives, works, and plays there.

	[image: image] Interview several top agents who know the neighborhood and check their references to find one with whom you’re truly compatible.

	[image: image] Read all of the documents pertaining to the purchase and finance of the property.

	[image: image] Go to the local water department, building department, and public works department to determine whether the property is in a flood plain, requires any permits, or will be affected by any major projects planned by the local government.

	[image: image] Research the water quality in your area. You should know in advance whether a home you are looking to buy is serviced by municipal water and sewer departments or is dependent on well and septic systems. If the latter is true, and you’ve never owned a home with these features, take the time to learn how they work; how much they cost to service, repair, and replace; and what you have to do to manage them.

	[image: image] Check with the local and regional planning departments to see whether a new highway, a commercial development, or even a large residential development is planned for the area in which you want to buy.

	[image: image] Ask for the homeowners’ association budget, financial statements for at least the last year or two, year-to-date expenses, and minutes from the last two years of meetings.



If this sounds like a lot of work, it is. If it sounds overwhelming, then you may need to take a step back and rethink your home purchase ambitions. Buying a home is only the beginning of the true work of homeownership.

Now that you have a sense of some of the important things that are changing, as well as what you can rely on going forward, it’s time to dive deeper and see how these apply to the old and new rules of real estate.
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