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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.
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