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NEED TO FINANCE A HOME? HERE’S A SIMPLE GUIDE 

By: Bijal M. Jani, Esq. 
 

 
The television news channels, newspapers, magazines, and 
internet blogs are overflowing with speculation on whether 
the housing bubble has already burst or that sellers in an 
inflated market can still make a last effort to reap record 
profits from their real estate. If you are considering the 
purchase of a home, your decision should be based on your 
financial history and future outlook.  

 
The benefits of home ownership are fairly simple. At the 
outset, taxpayers can deduct portions of the mortgage 
interest and real estate taxes paid on the real estate owned. 
Also, owning a home allows a build-up of equity over time as 

the value of a home rises and the mortgage balance decreases. However, if you are 
in danger of losing your job or may be considering a new job or self-employment, 
purchasing real estate may not be a good idea because of the substantial long-term 
financial commitment. Also, you must have sufficient funds to pay for closing costs 
for fees attached to the purchase of a home and for any potential repairs that must 
be done to the home. Then of course, there is the calculation as to the amount of 
financing you can afford and which type of mortgage may be the best option. 

 
To determine the amount of a periodic mortgage payment that you can afford, 
financial institutions examine factors such as your gross monthly income, the 
amount of the downpayment given against the purchase price, and your credit 
history. Typically, financial institutions use a formula such as a debt-to-income ratio 
to determine if you are eligible for sufficient financing. That is, the maximum 
amount of all your monthly debt obligations (mortgage, car loans, credit card bills, 
etc.) should not be more than thirty-six percent of your gross monthly income. 
When calculating your monthly housing expense, it is important to remember to 
include real estate taxes and homeowner’s insurance. If you purchase a 
condominium or a cooperative apartment, monthly homeowner’s association fees 
must also be included.  

 
The type of mortgage that is utilized for financing the purchase of a residential 
home is also a crucial factor in the amount of your mortgage payments and the 
length of the loan. Mortgages can be divided into several specific products that are 
offered by almost all financing institutions.  

 
The most common are the 30-year and 15-year fixed rate mortgages. The 30-year 
fixed rate mortgage loan is advantageous to home buyers who borrow money that is 



amortized for a total of 360 months, thereby reducing their monthly payments. 
However, the overall interest paid on these 30-year mortgage loans is much higher 
than 15-year mortgage loans because of the longer amortization period. The 
advantage of a 15-year fixed mortgage loan is that the interest rates may be lower 
than the 30-year mortgage loans and the equity is built up much faster. However, 
monthly payments on a 15-year fixed mortgage are higher than on a 30-year 
mortgage loan, so be sure you can afford the higher payment before committing to a 
15-year mortgage. 
Many borrowers opt for an adjustable rate mortgage (“ARMs”) offered by financial 
institutions because the initial interest rate offered may be significantly lower than a 
fixed rate mortgage of the same amount. Nevertheless, once the initial term is 
finished, the rate is adjusted up or down by the financial institution as the market 
index fluctuates. Depending on the terms entered into at the loan closing, the rate 
adjusts each time the adjustment date arrives. Most commonly, financial institutions 
offer 3/1, 5/1, 7/1, or 10/1 ARMs. Therefore, if a borrower agrees to a 3/1 ARM, then 
the borrower is given a fixed rate of interest for the first three years. After that, the 
rate is adjusted every year until the loan is satisfied or discharged. For homebuyers 
who plan on selling the property in a short period of time before the initial fixed rate 
expires, an adjustable rate mortgage may be more cost-effective than a long-term 
30-year or 15-year fixed rate mortgage. For homebuyers who do not or cannot 
afford substantial increases in their mortgage expense when the rates adjust 
periodically, ARMs may not be the best way to finance a home. For those borrowers 
counting on a doing a refinance when the fixed rate term expires, it may be wise to 
re-examine the closing costs related to a refinance. In certain states, like New York, 
closing costs include a hefty mortgage tax that make refinancing an expensive 
option.  

 
Another option marketed to buyers are interest-only loans. These types of loans 
require the borrower to pay only the interest for a certain period of time. After the 
initial period expires, the loan adjusts to the going rate subject to a specific index 
and the loan amortizes at an accelerated rate. Buyers should be cautious of the fact 
that interest only loans do not chip away at the principal as quickly as do the other 
types of mortgages, thereby reducing the amount of equity available to the 
homeowner in a shorter time span.  

 
Several other types of mortgages are available, depending on the borrower’s 
particular needs. Jumbo mortgages are mortgages that are beyond the limits set by 
Fannie Mae and Freddie Mac mortgage agencies, and generally allow borrowers to 
buy larger and more expensive homes. However, jumbo mortgages do carry higher 
interest rates since there is greater risk of possible default by the borrower. 

 
Balloon mortgages give homebuyers the opportunity to borrow money at lower 
rates and payments for a period of generally three to ten years. After the specified 
term is completed, the borrower must pay off the principal balance with a lump sum 
payment.  Balloon mortgages are recommended only for borrowers who have the 
means to pay the lump sum payment when it becomes due. As mentioned above, 



refinancing may or may not be a cost-effective solution in certain states due to 
substantial closing costs and rising interest rates. 

 
Construction mortgages allow borrowers to finance the construction of a new home 
in a two-step process. During the construction phase, the borrower pays a higher 
interest rate on the outstanding amount. When the construction is complete, the 
loan is converted to a fixed-rate mortgage. Many builders also offer limited seller 
financing to the buyers, and the buyer basically pays principal and interest until the 
seller financing is satisfied or discharged.   

 
As the housing and mortgage market winds down with a “buyer’s market” on the 
horizon, borrowers should consult with competent professionals who can review the 
financing options and help avoid unanticipated adjustments, margins, and 
prepayment penalties that may end up costing a homebuyer thousands of dollars.  


