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Question: Is the release of equity from property a partial answer to the pensions crisis? 

Answer: The media is continuing to warn us of a pensions crisis, with a growing number of people facing a retirement in poverty.

Many will not even qualify for the full state pension due to an inadequate National Insurance contribution record, and indeed a recent report highlighted that only 16% of women will actually receive it. Even those that do qualify for the full pension of a little over £80 per week will experience a very steep drop in income, unless of course they have made adequate private provision , and currently we know a lot of the working population have not

So is there any way out of this potential time bomb?

Well for those who are homeowners, there are other routes. The obvious thing to do as retirement approaches is move to a cheaper house and use the excess capital generated to provide additional income. For many, however, this solution is not acceptable, both due to the costs involved in moving and the fact that they are happy where they are. There are different forms of ‘ shared appreciation schemes’ whereby capital is released from property and no interest is payable. In return for this of course the provider will share in any appreciation of the value of the home.

Although not offered by too many lenders, a home income plan can also be used to release equity from a property. Here the lender will usually offer up to a maximum of 75-80% of the property value. The released funds are then placed into a purchased life annuity that in turn will then provide a tax efficient income paid on a monthly basis. Tax efficient, as only the interest element of the income is taxed and then only at the current savings rate of 20%. The capital element is treated as a return of ones own money and therefore escapes any taxation. The capital content of each income payment is fixed throughout the life of the annuity. There are a few providers that will even allow a small percentage of the funds released to be taken as a cash benefit, adding more flexibility and choice for the client.

The home income plan arrangement is simply a re-mortgage and as such monthly interest is payable to the provider until the death of the borrower(s). For those of you that thought MIRAS was dead, it still exists at a rate of 23% for these plans, but the only eligible clients are those that took out these plans pre March 9th 1999. Tax relief is limited to the first £30,000. It is always best to seek a fixed rate home income plan rather than variable, as during times of high interest rates, a larger chunk of the annuity income would be swallowed up in interest. If death occurs within a few years of the annuity being set up, there are some providers that will require only a part of the mortgage to be repaid, but this will of course be reflected in a lower initial annuity. 

As the loan to value is usually restricted to 75-80%, it is likely that upon the death of the client(s), there would still be equity left in the property after the loan is repaid that could then be distributed to the clients’ estate. The client(s), of course, like any mortgagor can repay the loan at any time.

Another variation on equity release is via the home reversionary scheme. This type of scheme differs from the home income plan as the client(s) in this case actually sell part/all of their property to a reversionary scheme provider. Although the property is part/fully sold, the client(s) remain in the house until death.

To reflect the fact that the scheme provider cannot recoup the outstanding loan until the clients(s) die, the price paid for the reversionary interest is substantially below the market value. The older the client(s) and therefore the reduced life expectancy means that they would receive a higher price for the property as opposed to someone 10 years younger. 

As an approximate guide a male in his late 70s with a property that has a market value of say £200,000, would be looking at a purchase price via a home reversionary scheme provider of between £90,000 and £100,000. At first sight this seems unbelievably low, but one has to remember that the client may use the money raised for any purpose, and of course unlike a home income plan there is no interest to pay whatsoever. Some home reversionary schemes will also allow the client to benefit from any increase in the property value at given times in the future, but of course this ‘extra’ would have to be paid for by the initial price for the reversionary interest being reduced by the scheme provider

For those retired homeowners who do not wish to leave their property to their next of kin, or those who indeed have no close next of kin, this arrangement may prove a better bet than the home income plan

Within both the home reversionary scheme and the home income plan, providers often try and differentiate themselves by offering a variety of options to entice the would be customers, and it is well worth shopping around to find the plan that best suits the client’s needs and circumstances.

So perhaps the pensions crisis for some can be alleviated, and indeed it has been well reported that residential property prices have seen an unprecedented rise over the last 5-6 years, as individuals have looked for an alternative source of income and capital for their old age.

Of course using your own home to produce an additional source of capital, income, or both in retirement can be avoided, by simply making provision earlier in ones working life via investing in pensions and other types of investments to ensure a financially secure income in those later years
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