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PROPERTY CHOICES

The Financial Impact of Buying or Renting Your Home

Climbing the Property Ladder

The largest and most significant purchase most people ever make – by far – is the home they live in. For most people, their home (whether house or flat) is the largest item on the asset side of their personal balance sheet. Many consider their home to be their primary investment. (This is not the best way to think about it, as I’ll explain shortly.) For all these reasons, your decisions about property ownership are among the most important financial decisions you’ll ever make.

The most fundamental decision concerning property is whether to buy or to rent your home. If you’re like most people in the UK, your strong bias is towards buying. Nearly everyone I speak to either owns a home (or two), is planning to buy a home or is desperately yearning for the chance to do so. Half the people I meet in the UK seem to feel driven to urge me to buy property there too. It is a national obsession.

This bias towards buying isn’t wrong. There are distinct benefits to owning a home as opposed to renting. An important psychological benefit is knowing that you are in control of the place where you live. The greatest financial benefit is the potential growth of your home’s value and therefore the growth in the equity you own in the house, which can be very beneficial, especially over the long-term.

Here’s how it works. Most people borrow part of the purchase price of their home getting a mortgage, a long-term loan used for buying property. Because the mortgage is secured by the value of the home, the bank or building society has a claim on a portion of the home’s value equal to the amount of the outstanding loan.

As the homeowner pays off the mortgage, the percentage of the home’s equity that the bank has a right to shrinks and the percentage owned by the homeowner increases. Eventually, when the mortgage is completely paid off, the entire value of the home belongs to the homeowner. The house is theirs, free and clear, representing a large amount on the asset side of their personal balance sheet.

The good news doesn’t stop there. In most places, but not all, houses and flats have tended to increase in value over time. This means that when you’re ready someday to sell the home you own the chances are good that you’ll profit from the sale, perhaps handsomely. You may want to use this profit to buy a larger, nicer home (this is called trading up), perhaps to accommodate a growing family or simply to provide a more enjoyable lifestyle. Some people repeat this process several times until they’re ready to scale back to a more modest home – after they become empty nesters, for example – and the profits realised from the sale of their most expensive home help swell their retirement nest egg (or their kids’ inheritance).

Many have benefited from climbing the property ladder in this fashion. It’s a financial strategy that works well when used with care. So most people should plan on owning the home in which they live – eventually.

But this doesn’t mean that everything – including financial safety – should be sacrificed in the interest of buying a home now. I’ve found that many young people in the UK are too eager to hop aboard the property ladder. Under pressure from peers or parents, or led astray by advice from many different sources, they borrow heavily to buy a house they can’t really afford. Unable to keep up the payments they fall behind in all their obligations, running the risk of ruining their credit rating for several years and perhaps having to sell the property under duress.

So, rent a home until you can really afford to buy. Money you spend on renting is not ‘thrown away’, ‘tossed into a black hole’ or simply ‘put into someone else’s pocket’, as some people like to claim. Instead, think of it as a necessary living expense during the years when you are saving to be able to buy a home.

No Deposit? No Way


I strongly urge you not to hop aboard the property ladder until you’ve saved enough to put down a significant deposit on your home. You can then take out a mortgage to pay the balance of the purchase price.

As you may remember, it was once possible to borrow the entire purchase price for a home. This was known as a 100% or No-Deposit Mortgage. It meant you could buy a property without depositing any money at all. Those days are g-o-n-e! Today the maximum loan-to-value (LTV) mortgage you can get is generally 95%. (Individual banks can make their maximum LTV lower, typically at 80–90%.) While a 5% deposit makes it somewhat easier to get on the property ladder, borrowing such a large percentage can be risky. If property values fall shortly after you buy and you need to sell your home at that time, the home may be worth less than the amount you owe on your mortgage. This is known as negative equity. As a result, you may find yourself in debt that you can’t get out of so easily. Also your borrowing costs are likely to be a lot higher. In general, the higher the LTV, the higher the interest rate you will pay on your mortgage.

When people buy property they believe or hope the average house prices in their area will have increased from the year before, though the levels will vary widely depending on where you buy or live. In some years the increase has been huge but during other periods house prices have trended lower. This is something that many people are reluctant to believe, even in the face of hard statistics. (The Council of Mortgage Lenders (CML) publishes data showing average house prices each year going back decades at its website: www.cml.org.uk.)

If you bought a house at the top of the market and then had to sell it when prices were low, you would have suffered a big loss. And it’s possible, but not that likely, that the amount you’d still owe on your mortgage loan after selling the house would be greater than the amount you’d realise from the sale. You’d have to make up the difference from your own pocket.

So, contrary to general belief, house prices do carry some risk of decline. That’s why paying up front for a significant percentage of your home’s equity is far safer than borrowing without a deposit.

How Much Mortgage? How Much Home?

All right, I’ve convinced you that borrowing up to the full value of your home is foolhardy. But what amount should you borrow? How much mortgage debt is a reasonable amount? There are some rules of thumb that are commonly applied to mortgage debt. Some of these reflect the common practice of mortgage lenders (primarily banks and building societies):


	•	If you’re single, you can usually get a mortgage equal to 3.5 to four times your annual salary. Thus, if you have an annual salary of £35,000, you can probably qualify for a mortgage loan of up to £140,000 (since 35,000 Ã— 4 = 140,000).


	•	If you’re a couple buying a home, you can usually get a mortgage equal to 2.5 times your total salaries. Thus, if you have an annual salary of £35,000 and your partner has an annual salary of £25,000, you can probably qualify for a mortgage loan equal to £150,000 (since 35,000 + 25,000 = 60,000, and 60,000 Ã— 2.5 = 150,000).


	•	Your monthly mortgage payments should equal no more than 30 to 40 per cent of your take-home pay. Thus, if you have a monthly take-home salary of £3,000, your monthly mortgage payment should be no greater than £900 to £1,200.



These rules of thumb are all right. But I recommend that you be a bit more conservative, especially if you’re a first-time homebuyer with no experience of owning property or if there’s any doubt in your mind about your employment prospects. (And very few people today can honestly say that there’s no chance they’ll be laid off from their jobs or have a drop in income at some point in the future.)

Buying a property by depositing 20 per cent of the purchase price (and therefore taking out a mortgage equal to 80 per cent of the purchase price) will reduce the cost of your mortgage. (Remember, lenders do charge extra interest when there’s a small homeowner’s deposit because the risk of default on the loan is greater.) It will also help ensure that you won’t be biting off more than you can chew. You should certainly steer away from following the prevailing wisdom, which is to mortgage yourself to the max. That can be a prescription for disaster, especially if or when there’s a downturn in the economy.

Don’t forget that there are many other costs involved in buying a home, including legal fees and stamp duty (property purchase tax). These can add up quickly, draining your bank account. You also need to limit what you spend on home-related items. For example, after buying your home, don’t rush out to remodel, add a room, redecorate or buy a houseful of new furniture. If you borrow or use your credit cards for these purchases you’ll be carrying even more expensive debt, which could cause financial problems sooner than you think.

Maybe you’ll feel a little disappointed after doing these calculations. Maybe you were expecting to spend a lot more on a house, despite the possible risk. Time for an attitude adjustment. Remember the concept of the property ladder: most people trade up from one property to another, living in two, three, four or more homes over the course of a lifetime. It’s silly to assume that your first or even your second home will represent your dream house. Instead, be patient. Buy the home you can really afford and let the usual growth in property values, combined with your rising income and savings, gradually lift you to the next level.

Believe me, you’ll get much more pleasure out of living happily in a modest house than you’d get out of living in a palace burdened with excessive debt and constant anxiety. I’ll discuss Help for First-Time Buyer and Help to Buy schemes later.
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The amount you borrow should be limited to no more than 80 per cent of the value of the home you’re buying. In other words, be prepared to put down a deposit of (at least) 20 per cent of the cost of the house or flat. Thus, if you’ve saved £40,000 for your deposit, you can afford to buy a house that has a total value of £200,000 (since 40 = 20 per cent of 200). With a 20 per cent deposit (and a good credit history) you will usually qualify for a competitive mortgage interest rate.


 

Plumbing the Mortgage Mystery


There are many different kinds of mortgages; the varieties are limited only by the ingenuity of banks and building societies. Eager to develop new lending


	•	With a repayment mortgage, you make a single monthly payment that includes both interest on the loan and a portion of the capital (that is, the amount you originally borrowed). The loan will be entirely repaid at the end of the mortgage term, a pre-set length of time which typically ranges between ten and thirty years.


	•	With an interest-only mortgage, during the term of the mortgage, you pay only the interest on the original amount you borrowed. The capital owed remains constant. At the end of the term, the borrower has to repay the entire amount of the capital. Interest-only mortgages tend to be most popular when interest rates are low because the monthly interest payments can be quite modest and manageable. Most lenders have lower LTV maximums on interest-only mortgages and require borrowers to have an investment plan in place in order to pay off the capital at the end of the mortgage’s term. The most common investment plan used to be an endowment (discussed next) but borrowers now use other options, such as a stock-and-shares NISA which has lower fees than an endowment.


	•	With an endowment mortgage, you give the bank two payments every month. One pays only the interest on your mortgage loan. The other provides money that is used to buy into a unit trust or other investment vehicle that invests in the stock market. The hope is that the total value of the invested funds (the ‘endowment’) should grow to equal the principal you owe by the end of your mortgage term. [NOTE: An endowment mortgage used to be thought of as a type of interest-only mortgage. In fact, the terms were often used as synonyms. Currently, they are viewed as separate types of mortgages.]





	•	If the investment grows as predicted, it will cover the capital you owe and at the end of your mortgage term you and the bank will be all square.


	•	If the investment does better than anticipated – if the stock market enjoys a period of significant growth, for example – then your endowment will have earned extra money and, at the end of your mortgage term, you’ll receive a lump sum payment for the difference.


	•	But if the endowment does worse than anticipated, you’ll end up with insufficient funds to pay off the mortgage. Therefore, you still owe money. This is known as an endowment shortfall. When that happens, many people remortgage their homes – that is, they take out a fresh loan to cover what they owe and they start the repayment process all over.






















	•	Put money into a stocks-and-share NISA to accumulate the needed capital. However, the money is invested in the stock market and there is no way to guarantee that the investment will grow enough to meet the required capital payment at the end of the mortgage.


	•	Make extra payments to reduce the amount that will be due at the end of the mortgage term. It’s important to make sure there are no penalties involved in making these additional payments.


	•	Switch to a repayment mortgage. The monthly payments will undoubtedly be more, which will make this option unaffordable for some people. However, if you can make this work, then it is a lower risk choice that will give you some peace of mind.









	•	Variable rate. This is the most typical mortgage type. The interest rate varies from time to time. It tends to rise and fall when the Bank of England changes the base rate. However a bank or building society can increase or decrease its variable rate by more or less than the change in the Bank of England rate, or when there is no change at all. Be aware that the variable rate varies between banks and building societies.


	•	Tracker rate. Similar to a variable rate, but it mirrors the movements of the Bank of England base rate. If the Bank of England increases its interest rate, then a tracker has to follow, and the same is true if the Bank reduces its rate or leaves it at the same level.


	•	Fixed rate. Here you pay an interest rate that is guaranteed not to change for a set period of time, typically from two to five years. A few lenders offer 10-year fixed-rate mortgages. During that time, you can be certain that your monthly payments won’t change. Fixed rate mortgages are most likely to have an early repayment penalty or early repayment charge (ERC) if you wish to switch or pay off your mortgage before the end of the fixed term. These penalties can be high.


	•	Capped rate. In this hybrid mortgage rate, the interest rate varies but it cannot increase above a specified level (although it may fall if other interest rates decline). Because you enjoy a degree of protection against the risk of higher rates, the capped-rate deal will probably be set at a slightly higher interest rate than with a fixed-rate mortgage although this may vary from lender to lender.


	•	Discount rate. You receive a discount on the standard variable rate for a set period. Not all lenders offer a discount-rate loan any more because tracker rates have become more popular. Ask about it when talking to prospective lenders.





















	•	Cash-back mortgage. With this type of mortgage, the borrower get a modest (e.g., £400 cash ‘gift’ at the time the mortgage is made. Some people choose the cash-back option in order to have extra funds for improving their new home but the mortgage is likely to be a less-competitive, higher interest-rate choice compared with a more traditional mortgage. Instead of being tempted by the ‘gift’, save your pounds until you can afford to decorate out of the money you’ve accumulated in the bank.


	•	Flexible mortgage. This offering has also been substantially curtailed by lenders. It allows the borrower to vary his or her repayment schedule. For example, you can pay back your mortgage earlier with no penalty (known as overpayment) or take a ‘payment holiday’ when unexpected financial difficulties arise for a given month. These mortgages can be useful but be wary about overpaying too much without double checking how easy it will be to borrow the money-back if you need it. Some lenders have changed the rules. People who have overpaid may find out they can’t have the money back.


	•	Current account mortgage. Here your savings, mortgage and current account are consolidated into a single account. You’re given an equity line of credit against the value of your property. Your savings are used to reduce the amount of your mortgage. (In some accounts, the savings amount is nonetheless posted separately from the mortgage.) Your total pay cheque, when it enters the current account, is also automatically applied against the mortgage. Both of these features reduce the mortgage balance on which you pay interest. Then, when you start paying your monthly bills, you tap first into the equity amount released by your pay cheque. This is not a bad system, especially for artists and other self-employed people who may need access to the equity line to help them live through the ups and downs of their income. But it requires real self-discipline. If you overspend you are dipping into your home equity and your savings (if any). The account makes this mistake easy to do by showing a large available balance, posing an enormous temptation. In a worst-case scenario, you could fritter away the equity in your home without even realising it.


	•	Offset mortgage. Here your mortgage and your savings account, which must be at the same bank, are linked using an offset mortgage account. You earn no interest on your savings; however that money is used to offset (i.e., lower) your outstanding mortgage balance. You only pay interest on the difference. If, however, you continue to make your payments at the amount of the actual mortgage balance, not the lower net balance, you will pay off your mortgage more quickly. This option may be suitable for homeowners who want to make sure their savings are accessible during the time they are repaying the mortgage, yet have the benefit of a lower overall interest cost. If they had used the money to overpay their mortgage and then needed the money, they would have to try to borrow back the funds and there is no guarantee that the lender would permit this. If the interest rate on a regular mortgage is exceptionally low, the interest-saving benefits of an offset mortgage are less. In such a case it might be better to keep your money in a regular savings account or NISA.

















	•	Make sure your credit and your finances are in good shape. Get a copy of your credit report and review it to make sure there are no problems with your credit history that can be negatively interpreted by lenders. Make sure all of your credit or store card payments are up-to-date. Close any accounts you are not using. The fact that you could potentially use the credit lines on these accounts may cause the lender to lower the amount it believes you can afford as a mortgage.


	•	Be clear on what you need and want from your mortgage. Do you want to repay the loan as quickly as possible or do you need to keep your monthly payments as low as possible? You can’t do both.


	•	Shop around for the best deal. Packages from different lenders vary widely. On a £100,000 mortgage, saving a single point on your interest rate could save you £18,000 over a twenty-five-year term.


	•	Let lenders know that you are comparison-shopping. Some may sweeten the deal – for example, by refunding your legal fees or survey costs – to get your business.


	•	Also, shop around for other home-buying services. For example, before choosing a solicitor, ask about fees. You may be able to save if your mortgage lender agrees to use the same solicitor as you. Ask about policies and restrictions your lender may impose.


	•	Understand how the interest rate on your loan will be determined and how it may change when benchmark rates change.


	•	Make sure that every fee and charge associated with your mortgage is clearly explained and reflected in the paperwork. An itemised list is often the clearest way to capture and see all of them.


	•	Some lenders will automatically tack on a life insurance policy to your mortgage loan. Ask whether this is required. If not, you may be able to save money by omitting the policy.


	•	If you are considering working with a mortgage broker, ask whether they work with all the lenders or are restricted to a handful of different lenders. If the answer is ‘yes’ to the latter choice, then you may be missing out on the best deal.


	•	Ask about schedules and dates. Make sure your timetable for closing the deal and moving into your home matches the capabilities of your lender.


	•	Don’t sign any mortgage document until you understand what you’re signing and approve of the terms. Ask for an explanation of any clause you don’t comprehend and insist that everything you’re told orally be reflected in writing.




































































	•	The super-fast growth of home values during the 1960s and 1970s as well as during the late 1990s and early 2000s was an aberration, not the norm. You can’t automatically expect the same kind of growth in the future.


	•	Unlike other investments, the home you live in doesn’t produce income. When you own shares, you usually receive dividends; when you own bonds, you receive interest payments. But a house or flat doesn’t send you any cheques (unless, of course, you rent out a room). In fact, you have to spend money to heat, light, maintain, refurbish and repair it. I know quite a few people who maintain their property minimally while they live in it. I suppose this is done in order to keep their ongoing costs low. They only do the major work and decorating when they are planning to sell the property and want to get the maximum price they can – including all of the recent costs of upgrading the place.


	•	As your home’s value increases so do the values of other properties. So, when the time comes to sell your home, you’ll probably find that buying the new, usually smaller, home into which you’ll move eats up most of the profits made from selling the old home, unless it is part of your financial planning to considerably downsize when you retire.
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