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Rent vs. Buy

“Should I rent or should I buy?” It’s a question
that real estate and lending professionals
encounter often. Traditional wisdom holds that
buying a home is more advantageous than
renting. However, because renting does provide
unique benefits in certain situations, prospective
buyers today can make the most informed
decision by completing a detailed cost—benefit
analysis, as well as weighing the non-financial
pros and cons of homeownership. In most cases,
the scales will be tipped toward purchasing real
estate instead of renting it.

The choice to purchase is a lifestyle decision as
well as a financial one. While the purchase of a
home is certainly considered an investment, most
Realtors advise their clients to find a home they
like and will enjoy. In the end, a buyer is not
going to wake up in the morning, look around,
and exclaim, “What a great tax deduction!”

Here are some of the financial and non-financial
benefits to homeownership, along with a few
quick calculation tools that may come in handy
for the first-time homeowner.

Advantages of Buying
Tax Benefits: All interest paid on a mortgage
is deductible for state and federal income tax

purposes. State and local property taxes are also
deductible.

Stable Housing Costs: When a purchaser takes
out a 30-year fixed rate mortgage, the mortgage
payment will typically stay about the same for the
life of the loan. Taxes and insurance may change,
but the principal+interest payment will not. If
interest rates go up, the payment amount doesn’t
change; however, if interest rates drop, the home-
owner has the option of lowering the payment by
refinancing. Additionally, rents typically increase
right along with a renter’s paycheck, whereas
homeowners can watch their salaries increase
while their housing costs remain stable.

Investment Appreciation: While different areas
of the country experience different rates of
appreciation, real estate appreciation historically
has kept pace with and usually exceeded the rate
of inflation. Historically, homes have appreciated
at an average rate of about 5% per year, although
some years can be more and others less. And of
course this figure varies from market to market.

Equity: When a homeowner pays rent, the money
is gone, never to be seen again. But the money
paid into a mortgage builds equity the longer a
homeowner stays in the home.
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At first, the amount paid toward principal is
usually a small percentage of the house payment.
However, the larger amount of interest paid can
be written off as a tax deduction, and, over time,
the equity grows as the principal-to-interest ratio
changes (and the property value appreciates).

Lifestyle Benefits: Homeowners experience
greater freedom and privacy than their renting
counterparts. A homeowner is free to change and
improve his home without restrictions from a
landlord. There is also usually more privacy for
homeowners, since a landlord does not have
access to enter the property for inspections or
maintenance.

Homeowners also have the chance to experience
greater stability and involvement in their
community, since they are putting down roots.
The homeowner’s tenancy is more secure,
without worries about new ownership or rent
increases. Finally, a fixed-rate mortgage provides
predictability of future housing costs, an
advantage when it comes to financial planning.

Disadvantages of Buying
Homeownership is a bigger financial
responsibility than most people realize before
they have owned a home. In addition to the large
investment required as a down payment (some-
times as much as 20%), buyers need to pay for
the appraisal, credit report, points, closing costs,
and additional fees.

Buyers of a new home may discover they need

to landscape the yard, install window coverings,
and acquire appliances. Those purchasing an older
home may be astonished at the cost of upkeep

and repairs, especially if they remodel one or
more rooms. In addition to the monthly mortgage
fees, homeowners will need to pay one of more of
the following: taxes, private mortgage insurance,
homeowners insurance, and/or homeowners
association fees.

Although the cost of these items is often offset
over time by tax benefits, appreciation, and
growing equity, the cash required to purchase and
maintain a home can be daunting and may not be
practical for certain individuals.

Advantages of Renting

Renting is a practical lifestyle choice for some
people who do not want the responsibilities of
homeownership. People who move frequently,
have credit problems, or cannot afford the home
they want are good candidates for renting. Some



people simply desire not to have the responsibilities of maintaining
a home. Since the landlord or property owner assumes the cost (plus
time and energy) of maintenance and repairs to the property, many
renters enjoy the ease of living in a rental. For some lower-income
families, the tax benefits are not great enough to outweigh the
additional costs of homeownership. Finally, less cash is required
upfront to move in.

Disadvantages of Renting

Renting, of course, means writing a check each month with no chance
of seeing it again. There is no return on investment and no tax benefit
to the renter. Unlike the stability of a 30-year mortgage, rents can
increase on a regular basis. Renters are also subject to the sale of their
building and the possibility of having to deal with new management.

How much morigage can you afford?

In general, lenders expect the monthly mortgage payment to total no
more than 29% of the borrower’s monthly gross income. The follow-
ing chart gives a general idea of how much home a buyer can afford
at various rates on interest, based on monthly gross income. (This
chart does not take into consideration debt ratios; your lender will
need to take into account debt ratios and other information before
providing your buyer with a pre-qualification letter.)

Monthly Gross

Income 5% 5.5% 6% 6.5%
2,000 124,000 118,000 112,000 106,000
2,500 163,000 154,000 145,000 139,000
3,000 197,000 190,000 181,000 170,000
3,500 222,000 211,000 200,000 189,000
4,000 258,000 244,000 229,000 216,000
4,500 285,000 271,000 257,000 243,000
5,000 317,000 300,000 283,000 269,000
5,500 348,000 330,000 313,000 296,000
6,000 379,000 358,000 340,000 323,000
6,500 400,000 380,000 360,000 341,000
7,000 438,000 417,000 394,000 375,000
7,500 470,000 446,000 423,000 402,000
8,000 505,000 476,000 452,000 430,000
8,500 536,000 504,000 480,000 455,000
9,000 565,000 540,000 507,000 479,000
9,500 600,000 564,000 536,000 508,000

10,000 630,000 596,000 565,000 538,000

Cost Comparison

The following charts can help assist a first-time homebuyer in
comparing monthly ownership expenses with the cost of renting.
Monthly Expenses: Renting Versus Owning

Figure Out This Write It Here ($ per Month)

1. Monthly mortgage payment
(see “Mortgage,” below) $

2. Plus monthly property taxes
(see “Property Taxes,” below) +3

3. Equals total monthly mortgage plus property taxes =3$

4.. Your income tax rate %

Rent vs. Buy
Page 2

5. Minus tax benefits
(line 3 multiplied by line 4) -$

6. Equals after-tax cost of mortgage and property taxes

(subtract line 5 from line 3) =3

7. Plus insurance
($30 to $150/mo., depending on property value) +$

8. Plus maintenance
(1% of property cost divided by 12 months) +$

9. Equals total costs of owning
(add lines 6, 7, and 8) =$

Now compare line 9 in this table with the monthly rent on a compara-
ble place to see which costs more — owning or renting.

Mortgage

To determine the monthly payment on your mortgage, simply multi-
ply the relevant number (or multiplier) from the table by the size of
your mortgage expressed in (divided by 1,000) thousands of dollars.
For example, if you’re taking out a $100,000, 30-year mortgage at

6.5 percent, you multiply 100 by 6.32 for a $632 monthly payment.

Your Monthly Mortgage Payment Multiplier

Interest Rate 15-Year 30-Year
Mortgage Multiplier Mortgage Multiplier
4.0% 7.40 4.77
4.5% 7.65 5.07
5.0% 7.91 5.37
5.5% 8.17 5.68
6.0% 8.44 6.00
6.5% 8.71 6.32
7.0% 8.99 6.65
7.5% 9.27 6.99
8.0% 9.56 7.34
8.5% 9.85 7.69
9.0% 10.14 8.05
9.5% 10.44 8.41
10.0% 10.75 8.78
Property Taxes

You can ask a real estate person, mortgage lender, or your local asses-
sor’s office what your annual property tax bill would be for a house
of similar value to the one you are considering buying (the average is
1.5 percent of your property’s value). Divide this amount by 12 to
arrive at your monthly property tax bill.

The information in the Cost Comparison section is from Personal
Finance for Dummies, 4th Edition by Eric Tyson. Copyright © 2003
by Eric Tyson. All rights reserved. Reproduced here by permission of
Wiley Publishing, Inc. All rights reserved. For Dummies is a regis-
tered trademark of John Wiley & Sons, Inc. and/or its affiliates in the
United States and other countries.

Disclaimer: This publication is designed to provide accurate and authoritative information
in regard to the subject matter covered. It is distributed with the understanding that the
publisher is not engaged in rendering legal, accounting, or other professional service.

If legal or accounting advice or other expert assistance is required, the services of a
competent professional should be sought.
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