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In the current climate investors have
very limited choice when it comes to
seeking income. Do you invest in

Bonds/Cash ISA and earn 3% per annum,
Annuity at 4.5% or just 2.3% from cash in a
building society. With the Consumer Prices
Index now running at 2.7%, many investors
are struggling to make their money work
without it being eroded by inflation.

Fears over long term pension planning are
making us reconsider the routes to seeking
an income in our autumn years. To earn
£45,000 per annum in a pension, you would
need at least a pension pot worth £1m.
That's a significant amount of money.
Investing in an HMO that is owned outright
can bring in gross rents of around £20,000+
per annum, just a few of these would get you
close to the funds required to match the
income of an annuity, but the primary
benefit is that rents in the future are linked to
the market rate as opposed to the vagaries of
annuity rates. Did you know that in 2002 a
male aged 55 years could receive a 6.13%
return as opposed to 3.93% today?  (Source
William Burrows Better Retirement Group).

So, the alternative is to invest in property,
but do you invest in a regular 3-bed property
earning £200 per month after all costs or an
HMO earning at least £500 - £750 per 
month after allowing 10% each month for
management, maintenance and voids. In the
past 18 months we have seen a significant
increase in the number of investors adding
an HMO to balance their portfolios.

HMOs equal cashflow. Cash on cash
returns can be at least double digit, so
significantly more than the 3-5% seen on
traditional investments.

What is an HMO?
HMO stands for house in multiple
occupation, which is defined under sections
254 & 257 of the Housing Act 2004. An

HMO can be a building or part of a building
if it is:
◆ Occupied by persons who form more than

one household and where those persons
share (or lack) one or more basic amenity,
such as a WC, personal washing and
cooking facilities

◆ A converted building containing one or
more units of accommodation that do not
consist entirely of self-contained flats.
(There is no requirement that the
occupiers share facilities)

◆ A converted building consisting entirely of
self-contained flats, where the building
work undertaken in connection with 
the conversion did not comply with the
1991 Building Regulations and more than
one third of the flats are occupied under
short tenancies.

To be classified as an HMO, the house must
be occupied by more than one household:

◆ as their only or main residence
◆ as a refuge
◆ by students during term time
◆ for another purpose that is described 

in regulations
and:
◆ occupation as living accommodation must

be the only use of the accommodation
◆ rents are payable or other considerations

are provided.

Under the Housing Act 2004, a 
household comprises:
◆ a single person
◆ co-habiting couples (whether or not of the

opposite sex)
◆ a family (including foster children and

children being cared for) and current
domestic employees.

A Licensed HMO is one that:
◆ Is three storeys or more in height (including
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basements and HMO's above shops);
◆ Have five or more occupiers;
◆ Some or all of the occupiers share a facility

(bath, WC or Kitchen).

If you can answer yes to all three parts then
you do need a licence. Each local authority
will have its own interpretation of the rules.
Landlords running an HMO without a
licence can face fines up to £20,000.
Licences will last for five years.

Article 4 - What is the implication?
Shared houses and flats may need planning
permission where a local council makes an
Article 4 Direction in its area.

In April 2010 a new planning class of
HMO was enacted, called C4 (three or more
people sharing as opposed to a minimum of
six previously). As from 23rd March 2012
Southampton City council implemented
Article 4 Directions to control the number of
Houses in Multiple Occupation (HMOs).

◆ Existing shared houses have established
use and are not affected. But you could
lose the right to rent your property as a
shared house or flat if you let it to a family
or if it is a holiday let.

◆ The arguments began with 'Studentification'
but the regulations introduced on 2010,
affect all shared houses, flats and bedsits
with between 3 and 6 occupiers who are not
related to each other.

◆ Article 4 directions by local councils
discriminate against students and other
young people wanting to rent shared
houses and flats.

◆ Normally the Council will give one 
year's notice before an Article 4 Direction
is effective.

How to Finance an HMO?

Regular Buy to Let 
Mainstream BTL lenders will finance an
HMO usually if one single AST is signed,
this can work well if you have a group of
students renting and are happy to sign an
AST. However, some HMO's need to have
at least 6 rooms to make them profitable,
and not all lenders have the appetite to lend
on this basis. The Mortgage Works will fund
an HMO up to 65% LTV - max 4 tenants. If
you were to buy the property for £146,500
and then spent £50,000 on a refurbishment
you would leave around £101,275 in the
deal. This comprises 35% deposit of
£51,275 plus £50,000 cost of works. At

some point in the future you may refinance
but with no guarantees.

Is there an alternative funding model?

Bridging & Commercial Funding
Using this strategy  the investor can secure a
commercial mortgage based on the
expected 'after works value'. You purchase
using a bridging loan plus your funds to
cover balance of deposit and cost of works,
complete works to enhance value, obtain
relevant certificates/HMO licences and
draw down funds.

The goal is to get all of your purchase
price capital back plus a contribution to cost
of works. Most commercial lenders do 
not apply the six month rule. (You can't
refinance a property at a price that is higher
than the original purchase price within the
first six months of ownership). Our team
can secure the offer before the property 
is purchased.

Typical Funding Models: If Works are
Required:
The LOWER of:
a) 90% x Purchase Price & Agreed Cost 

of Works
b) Up to 85% x Vacant Possession Value as

determined by Commercial Valuer
(Based on HMO being licensed)

c) Up to 70% x Vacant Possession Value as
determined by Commercial Valuer
(Based on HMO not being licensed)

If No Works are Required:
If no works are required and the property is
ready to run, we can obtain 70% x Lower of
Purchase Price/Market Value

** Lender(s) reserves right to modify
terms as they see fit.

Case Study: - HMO for Cash flow - 
South Coast
◆ Freehold two floor Mid Terrace house
◆ Converted to 6 double en suites
◆ Close to shops, bars & public transport
◆ Gross Rents £30,160 per annum
◆ 103% of Purchase Price funded after Works
◆ NO HMO Licence Required

In a recent project, one of our investors
purchased a three bed property in the 
South Coast for £146,500 at auction in
London; cost of works was circa £50,000 
to convert the property into 6 double 
en-suites. Typical rent due as a single AST
for a family would be £895pm/£10,750pa,
as a Professional HMO the annual rent is
approx. £30,160 an increase of approx.
+200%/ £20,000pa.

The quality of furnishings are to a very
high standard, NEFF appliances in the
kitchen, decked garden and private en suite
with brand new W/C & soft close lid,
designer fountain tap and vanity unit, top
spec electric shower and chrome cubical all
finished in a striking black tile and white pin-
stripe colour scheme.

We provided bridging funds circa 
69% x The Purchase Price as the net
advance (approx £102,000) with all interest
rolled up and repaid once the Commercial
Lender provided the drawdown of circa
£151,000, more than the original purchase
price. This strategy increases considerably
the cash on cash return compared to 
alternative investments.

Summary Numbers:
Purchase Price £146,500
Cost of Refurb £50,000
Cost of Bridging Loan £10,716
Total Costs £207,216

Clients Cash Required:
Deposit £44,500
Refurb Funds £50,000
Total Funds £94,500

Long term Funding:
Investment Value £250,000
180 Day Value £240,000
Vacant Possession Value £215,000
Advance from Lender £151,000
Cash Left in Deal £56,216

The investor received 103% of purchase
price back within four months. To secure
funds the lender needs to see all signed
AST's, fire & gas safety certificates and
HMO licence if required. Typical cost of
Commercial Loan is 6%+, all cases are dealt
with on an individual basis.
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“ Using this strategy 
the investor can secure a
commercial mortgage based 
on the expected 'after works
value ”

PIN

Want to know more? Email Rory O'Mara on
pinmag@closedbridgingfinance.com for a copy
of the HMO Strategy Report.


