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Most people carry some amount of debt, whether in the form of a student loan, a mortgage, or a car loan. Indeed,
making large purchases using someone else’s money is often a smart financial move. Borrowing is convenient,
allowing you to purchase big-ticket items with less out-of-pocket cash. And, with today’s attractive interest rates,
it’s relatively low cost. But taking on any amount of debt comes with risk. A financial setback can reduce your
ability to repay a loan, and any amount of debt may prevent you from taking advantage of other financial
opportunities.
 
How much debt can you afford to take on?
When analyzing your ability to carry debt, take a close look at your personal finances, focusing on the following
factors:
 
Liquidity. If you suddenly lost your job, would you have enough cash at the ready to cover your current liabilities?
It’s a good idea to maintain an emergency fund to cover three to six months’ worth of expenses. But don’t go
overboard. Guard against keeping more than 120 percent of your six-month expense estimate in low-yielding
investments. And don’t let more than 5 percent of your cash reserves sit in a non-interest-bearing checking account.
 
Current debt. Your total contractual monthly debt payments (i.e., the minimum required payments) should come
to no more than 36 percent of your monthly gross income. Your consumer debt—credit card balances, automobile
loans and leases, and debt related to other lifestyle purchases—should amount to less than 10 percent of your
monthly gross income. If your consumer debt ratio is 20 percent or more, avoid taking on additional debt.
 
Housing expenses. As a general rule, your monthly housing costs—including your mortgage or rent, home
insurance, real estate taxes, association fees, and other required expenses—shouldn’t amount to more than 31
percent of your monthly gross income. If you’re shopping for a mortgage, keep in mind that lenders use their own
formulas to calculate how much home you can afford based on your gross monthly income, your current housing
expenses, and your other long-term debt, such as auto and student loans. For a mortgage insured by the Federal
Housing Administration, your housing expenses and long-term debt should not exceed 43 percent of your monthly
gross income.
 
Savings. Although the standard recommended savings rate is 10 percent of gross income, your guideline should
depend on your age, goals, and stage of life. For example, you should save more as you age, and as retirement nears,
you may need to ramp up your savings to 20 percent or 30 percent of your income. Direct deposits, automatic
contributions to retirement accounts, and electronic transfers from checking accounts to savings accounts can help
you make saving a habit.
 
Evaluating mortgage options
If you’re in the market for a new home, the myriad of mortgage choices can be overwhelming. Fixed or variable
interest rate? Fifteen- or thirty-year term? If it were merely a question of which mortgage provided the lowest long-
term costs, the answer would be simple. In reality, the best mortgage for a particular household depends on how
long the homeowner plans to stay in the house, the available down payment, the predictability of cash flow, and the



borrower’s tolerance for fluctuating payments.
 
How long will you be there? One rule of thumb is to choose a mortgage based on how long you plan to stay in the
home. If you plan to stay 5 years or less, consider renting. If you plan to live in the house for 5 to 10 years and have
a high tolerance for fluctuating payments, consider a variable-rate mortgage for a longer term, such as 30 years, to
help keep the cost down. If the home is a long-term investment, choose a fixed-rate mortgage with a shorter term,
such as 15 or 20 years.
 
Is a variable-rate mortgage worth the risk? Because the monthly payments are typically lower with variable-rate
mortgages, they are generally the easiest to qualify for—and may enable you to purchase a more expensive home.
Variable-rate mortgages also allow you to take advantage of falling interest rates without the cost of refinancing. But
keep in mind that it’s generally not wise to take on a variable-rate mortgage simply because you qualify for one.
Although these mortgages offer the lowest interest rate, they’re also the riskiest, as the monthly payment can
increase to an amount that may prove difficult to meet. Selecting a shorter loan term, such as 15 years, can help
lessen this risk.
 
Remember, when it comes to taking on debt, the loan amount you qualify for and the amount you can comfortably
afford to repay may not be one and the same. Be sure to consider your special circumstances before taking on debt
to buy a home or make another major purchase.
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desk directly at 1-800-237-0081.
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Past performance in not indicative of future results.


