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Whether or not the United 
States faces a retirement 
crisis, there is little doubt 
that many older Americans 

are not well prepared financially,1 and many 
retirees face the prospect of running out of 
money as they age. The reverse mortgage is a 
f inancial instrument that can brighten the 
financial prospects of older Americans and 
reduce the chances of an old age spent in 
financial straits.

Recent research has shown that stra-
tegically combining reverse mortgages and 
investment portfolios can significantly boost 
sustainable retirement income. Moreover, in 
the past three years the regulatory frame-
work has been revised to encourage further 
development of the market for these instru-
ments. Practically, the history of making the 
features of reverse mortgages better known 
in the financial planning community dates 
only to 2011 (Kitces [2011a], [2011b], fol-
lowed by a series of blog posts and conference 
presentations).

Today, there is an evolving under-
standing of reverse mortgages as a valuable 
financial planning tool. Reverse mortgages 
are now seen as well suited for retirees—not 
only homeowners who are underfunded and 
turn to a reverse mortgage as a last resort, but 
also those who enter retirement well-funded. 
An introduction to this new view is provided 

in a recent book for homeowners and advi-
sors (Giordano [2015]).

This article explains how reverse mort-
gages work, notes recent changes to their 
regulatory framework, and reviews the recent 
research that demonstrates how a reverse mort-
gage in combination with a conventional asset 
portfolio can enhance the wellbeing of retirees.2 
This article is addressed mainly to financial 
planners working with clients with an actual 
or potential interest in reverse mortgages.

HOW A REVERSE MORTGAGE 
WORKS

As its name suggests, a reverse mort-
gage (RM) is, in a sense, the opposite of a 
conventional mortgage. Instead of paying 
interest and principal to the lender, the lender 
makes payments to the borrower. Reverse 
mortgage draws may be received in the form 
of monthly payments, a partial or lump-sum 
payment either at closing or later in the life of 
the loan, a credit line that grows over time, or 
a combination of the three. We use the term 
Reverse Mortgage Line of Credit (RMLOC) 
to encompass variable rate loans with these 
three features.3

Monthly payments are available in two 
options—tenure and term. Tenure payments 
are automatically calculated and paid as long 
as the borrower lives in the house as his or 
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her principal residence. Term payments are available for 
borrowers who typically want a larger monthly payment 
for a shorter period ( Johnson and Simkins [2014]).

The RMLOC is very f lexible. The special features 
of a reverse mortgage may be better appreciated by com-
paring it to a Home Equity Line of Credit (HELOC) in 
the traditional mortgage world. Exhibit 1 highlights the 
differences between an RMLOC and an HELOC.

Perhaps the key characteristic distinguishing a 
reverse mortgage from a conventional mortgage is that 
a reverse mortgage can be considered as a form of lon-
gevity insurance. It can protect borrowers’ access to cash 
and provides a way for their available funds to grow for 
increased future borrowing power. In addition, home-
owners and their heirs are protected if the debt is greater 
than the value of the home when the homeowner dies or 
permanently leaves the house, as long as he or she meets 
the basic obligations while owning the home.

To qualify for a reverse mortgage:

• The borrower must be 62 or older. A spouse who 
is not yet 62 when the loan is set up is designated 
as a non-borrowing spouse and has certain rights 
when the borrower no longer lives in the home.

• The borrower must meet Federal Housing Admin-
istration (FHA) guidelines, including a review of 
income, willingness and capacity to pay property 
taxes, homeowner’s insurance, installment debt, 
and credit cards. This is similar to most mortgage 
applications.

• If there is a mortgage, the outstanding balance 
must be paid off, either from the reverse mortgage 
benefits or the borrower’s other resources.

• Borrowers must complete a one-hour telephone 
session to obtain a Home Equity Conversion 
Mortgage (HECM) counseling certificate. This is 
a consumer protection.

• The home must meet FHA appraisal guidelines.

The percentage of the home’s value that can be bor-
rowed is determined by the age of the youngest borrower 
or the non-borrowing spouse, the current interest rate, 
and the lender’s margin for a particular loan (Davison 
[2014b]).4 HECM reverse mortgages are negatively 
amortizing, and both the principal limit and outstanding 
balances grow monthly. Homeowners are not required to 
make payments until they leave the home permanently.

To keep the HECM program on firm financial 
ground, it is designed so that most borrowers’ loan bal-
ances never exceed their home’s value. Younger bor-
rowers’ new loans are a smaller percentage of the home’s 
value than those of older borrowers, as younger bor-
rowers are more likely to stay in their homes longer. The 
maximum loan is about 50% of the home’s value when 
the youngest borrower is 62 years old and increases to 
75% for 90-year-old borrowers. Likewise, the maximum 
initial loan amount is smaller when financial markets 
expect higher future interest rates, because loan balances 
are expected to accrue more quickly. FHA regulations 
limit the applicable home value to $625,500.

Borrowers accrue finance charges only on funds 
they actually receive.5 The monthly f inance charge 
has three components, two of which are fixed: FHA 
 mortgage insurance of 1.25% and the lender’s margin, 
typically 2.25% to 4.0%. The borrower can select the 
margin within offered limits, potentially electing for 

E X H I B I T  1
Home Equity Line of Credit (HELOC) Compared to Reverse Mortgage Line of Credit (RMLOC)
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a higher margin to offset closing costs, similar to tra-
ditional mortgage lending. The third component is 
variable and is based on a monthly or annual interest 
rate,  typically the 1-month or 1-year London Interbank 
Offered Rate (LIBOR). The compounding rate6 for a 
loan based on 1-year LIBOR in September 2015 might 
be 5.60%: 1.25% (mortgage insurance) + 3.50% (lender 
margin) + 0.85% (1-year LIBOR index). During the life 
of the loan the LIBOR benchmark will reset monthly 
or annually, changing the compounding rate. The vari-
able component is capped: For a loan based on 1-year 
LIBOR, the cap is 5 percentage points above the initial 
rate; for 1-month LIBOR loans, the cap is 10 percentage 
points above the initial rate.

If there is a line of credit balance available to be 
borrowed, its principal limit grows every month at the 
same rate as applies to the outstanding balance.7 In the 
mid-2015 example, the RMLOC principal limit starts 
growing each month at the annual rate of 5.60%.8 The 
principal limit, which is the gross loan amount, grows to 
accommodate potential finance charges regardless of the 
outstanding loan balance. This key property is a result 
of being a negatively amortizing loan.

When the last borrower (or non-borrowing spouse) 
no longer lives in the home (because of his or her death, 
selling the home, or permanently moving to a rehab/
nursing home facility), the reverse mortgage becomes 
due. Options available include paying off the reverse 
mortgage including the accrued charges and retaining 
ownership, selling the home and retaining the difference 
between the net sale proceeds and the loan balance, or 
refinancing with a traditional mortgage. The borrower 
and heirs are not liable for any shortfall if the sale pro-
ceeds do not cover the loan. An FHA insurance pool is in 
place to protect the lender in this situation. All borrowers 
pay mortgage insurance premiums both as part of their 
upfront cost and monthly on outstanding balances.9

Two basic questions that need to be answered 
when choosing among available options on a reverse 
mortgage loan are, “How much money is needed up 
front?” and “What is the long-term plan?” for the house 
and the loan proceeds. The pricing process for a loan 
is fully transparent, as it follows Housing and Urban 
Development (HUD) guidelines. A variety of generic 
websites provide loan quotes that may serve as a starting 
point. Nonetheless, their usefulness may be limited for 
two reasons: They may not fully present the tradeoffs 
among choices; and often the costs shown are the highest 

allowed by HUD, as there is no information presented 
about possible lender credits, which can result in over-
stating upfront costs by thousands of dollars. All lenders, 
when asked, will provide scenarios across a wide range of 
rates. Advisors can help their clients by shopping around 
for the best rate/closing fee balance for the client and 
advising on the use of a reverse mortgage.

Extensive Improvements to HECM 
Reverse Mortgages

HUD/FHA has refined the program over the years 
to both provide greater consumer safeguards and to pro-
tect the mortgage insurance fund. Easy credit during the 
housing bubble affected the reverse mortgage business 
just as it did the traditional mortgage business. Unfortu-
nately, some borrowers were able to strip out their equity 
without demonstrating that they had the inclination or 
means to meet their ensuing homeowner obligations. 
This resulted in technical foreclosures and jeopardized 
the HECM insurance fund. Since the 2008 housing crisis 
HUD has reformed the program in significant ways, 
affecting the cost, amount of money available, and pro-
tections for spouses under age 62 who would otherwise 
be too young to be listed as borrowers. In 2015 HUD 
materially changed who is eligible for an HECM.

The requirements to keep a reverse  mortgage in 
place are fairly basic. The house must be the  homeowner’s 
primary residence; homeowners must keep current 
on their real estate tax, homeowner’s insurance, and 
homeowner’s association fees, and do basic mainte-
nance. Failure to meet these fundamental obligations 
of homeownership can result in foreclosure, just like 
a traditional mortgage. To protect borrowers who 
may be poor candidates for a mortgage and to protect 
the insurance fund, HUD now requires a “Financial 
Assessment” that examines the homeowner’s ability and 
willingness to pay real estate tax, homeowner’s insur-
ance, and  homeowner’s association fees. If the borrower 
cannot meet these underwriting guidelines, the lender 
is required to set aside funds to cover expected expenses 
for the life of the loan. These set asides result in less 
discretionary money for the homeowner, but are not 
part of the loan balance until draws are made to meet 
the obligations. In some cases, if there is a mortgage 
to be paid off with the HECM proceeds, the set-aside 
requirement may be so large that the HECM will not 
be viable for that client.
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PRIMARY ORGANIZATIONS INVOLVED 
WITH REVERSE MORTGAGES

HUD and the FHA define, regulate, and insure 
HECM mortgages (see HUD.GOV; HUD Handbook; 
HUD/FHA HECM Mortgagee Letters). An actuarial 
review of the HECM insurance fund was done for HUD 
in 2014 (Integrated Financial Engineering [2014]). As 
a consumer protection, before homeowners can apply 
for an HECM they must attend a counseling session and 
be certified by a HUD-approved counseling agency to 
insure they understand the reverse mortgage.

FHA-approved lenders originate loans. Once a 
loan is made, it typically is bundled with many other 
loans and, perhaps through a Government National 
Mortgage Association (GNMA)10-approved lender, sold 
to secondary market investors who are the underlying 
funders. There may have been an initial servicer with 
a sub-servicer handling the loan later.11 Investors view 
these as high-quality investments as they are backed by 
FHA insurance. Borrowers pay an FHA mortgage insur-
ance fee when the loan is originated and pay mortgage 
insurance monthly on any outstanding loan balance.

KEY REVERSE MORTGAGE FEATURES 
FOR RETIREES

Three Ways to Access Home Equity as Cash

Reverse mortgages allow homeowners access to 
the equity in their homes. A line of credit, monthly 
payments, or a partial or lump sum payment is available 
at closing or later if a variable rate plan is selected, and 
we refer to all of these as an RMLOC. Variable rate 
loans limit the total first year withdrawal to 60% of the 
loan, with the full balance available the beginning of 
the second year.

Growth of a Reverse Mortgage Line 
of Credit (RMLOC)

We described the loan’s compounding rate earlier. 
One-twelfth applies monthly to three key parts of the 
loan:

• Principal limit: the total amount that can be bor-
rowed, including interest and mortgage insurance

• Outstanding loan balance

• Borrowing power of a line of credit: the untapped 
amount that can be borrowed now (Borrowing 
power = principal limit – outstanding loan balance)

If the maximum amount has been borrowed the 
principal limit and the current loan balance are the same 
and grow together.

The RMLOC principal limit grows monthly, 
unlike a typical traditional HELOC, where the prin-
cipal limit is set from the beginning. Homeowners with 
a $100,000 HELOC are limited to borrowing $100,000 
when the loan is taken out, and 10 years later they are still 
limited to borrowing $100,000 unless they have negoti-
ated a new amount. A homeowner whose RMLOC was 
initially $100,000 could borrow over $160,000 after 10 
years if they experienced a 5% compounding rate. Any 
amount homeowners voluntarily pay on an RMLOC 
also grows their future borrowing power at the com-
pounding rate. Ten years after paying $1,000 down on an 
RMLOC balance, a homeowner can draw an additional 
$1,600, again assuming a 5% compounding rate. The 
growth of the amount available is effectively a compli-
mentary part (the f lip side) of the negative amortization 
aspect of the reverse mortgage. RMLOC growth is a 
key feature making a reverse mortgage “a loan designed 
for retirees.”

Exhibit 2 shows that as the RMLOC’s borrowing 
limit increases it can grow to remarkable levels, well 
more than the home’s value. The upward curving 
RMLOC shown has a lender margin of 3% and uses 
2% as the 1-month LIBOR, which is this loan’s bench-
mark rate. The home value is shown growing at 3% a 
year. With a compounding rate of 6.25% per year, the 
principal limit would grow from about $200,000 when 
the borrower was age 62 to $1.7 million when she was 
96. The value of her home would have grown from 
$400,000 to $1.1 million.

An untapped line of credit becomes an increasing 
supply of tax-free cash that can be used any way the 
homeowner chooses. Examples include:

• Maintaining an emergency fund for unexpected 
events later in life, perhaps due to health issues, 
including long-term care or other emergency 
among extended family members.

• Supplementing investment portfolio withdrawals 
to increase lifetime spending.
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• If the RMLOC is larger than the home’s value, 
withdrawing the cash to boost the estate (net 
equity in the home becomes zero, but the with-
drawn cash becomes an estate asset).

• Providing for alternative housing, (e.g., purchase 
of a new or second home); pay for home accom-
modations to retire in place.

EXPANDING REVERSE MORTGAGE USER 
DEMOGRAPHICS

It is useful to think of reverse mortgages being used 
differently for three homeowner profiles: those whose 
retirement plans are well-funded, those whose plans are 

constrained, and others who are under-funded. Typically, 
financial planners’ clients are well-funded or constrained. 
These clients have very different circumstances from 
the traditional under-funded, perhaps “reverse mortgage 
as last resort,” homeowners. Each group may best use 
reverse mortgages in very different ways.

• Well-funded clients have sound retirement plans sup-
porting their expected needs and wants. They may 
use an RMLOC as a standby or emergency fund, as 
they may earlier have used a traditional HELOC. 
Their Monte Carlo success rate12 is high (over 
85%), indicating they will rarely face a spending 
shortfall during retirement. An RMLOC could 

E X H I B I T  2
Example of Reverse Mortgage Line of Credit Growth Compared to Home Appreciation
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be an important resource, providing access to a 
significant amount of cash in their later years.

• Constrained clients typically have Social Security or 
a pension and a medium-sized investment port-
folio. They find their retirement plan to be accept-
able, but may have required significant lifestyle 
tradeoffs. In addition, their Monte Carlo suc-
cess rates are lower, perhaps 65% to 85%, indi-
cating higher chances they will need to cut future 
spending because of underperforming f inancial 
markets. Their plan may have no cushion to absorb 
unplanned-for events such as higher medical costs 
or greater longevity. Constrained clients may espe-
cially benefit from using a reverse mortgage in 
concert with their investment portfolio or other 
assets.

• Under-funded clients may need cash f low imme-
diately and may obtain a reverse mortgage only 
after exhausting all their other resources. Their 
retirement plan Monte Carlo success rates are low 
(perhaps 60% or less). These clients may have the 
greatest need for a reverse mortgage. However, it 
can be demonstrated, using Monte Carlo simula-
tion, that under-funded retirees with home equity 
that is equal to, or greater than, their relatively low 
level of invested assets can gain a tremendous boost 
from the use of an RMLOC. The challenge may 
be to maintain a strong financial discipline and 
to use the reverse mortgage judiciously to their 
greatest long-term advantage.

HOW REVERSE MORTGAGES CAN INCREASE 
RETIREES’ FINANCIAL WELLBEING

Retirees want answers to three basic questions 
about their financial futures: What can I spend? What 
if I have an emergency like a health-care issue? Can I 
leave an estate?

“What can I spend?” is typically the top priority 
and focus of attention, with less concern about emer-
gency funds and estate size. A watershed event in retire-
ment planning was Bill Bengen’s “4% Rule” proposed 
over 20 years ago (Bengen [1994]). Bengen’s work estab-
lished an initial 4% of the portfolio as a nominal safe 
spending rate and 30 years as the standard retirement 
period. The 4% Rule, however, does not provide guid-
ance for preparing for things going wrong in the long 
span of life, nor does it directly address estate size.

An important conclusion of this article is that 
reverse mortgages can help with the retiree’s three basic 
concerns, enhancing sustainable spending, serving as an 
emergency fund, and perhaps even boosting estate sizes. 
Good synergy among a clients’ other assets and reverse 
mortgages may result in enhancement of each of the 
three goals.

The published research on using home equity to 
enhance lifetime consumption is in its infancy, largely 
dating just to 2012 and primarily encompassed in the 
small number of studies described here. Sustainable 
spending rates have been the focus of the research, in line 
with the client’s first priority. As a result, the extent to 
which home equity is consumed in the effort to increase 
spending is not consistently addressed across the studies. 
Taking cash from a reverse mortgage reduces the equity 
in the home. However, that does not necessarily result 
in reduced net worth or estate size. Thoughtful use of 
cash from a reverse mortgage may sometimes increase 
the client’s other assets more than enough to offset the 
reduction in home equity. The result can be higher net 
worth during life and larger estates, as we will see in 
some studies. Understanding the client’s priorities and 
the dynamics among their resources over time is key in 
selecting a retirement income strategy for them.

REVERSE MORTGAGES: THE 6.0% RULE FOR 
SUSTAINABLE WITHDRAWALS?

In 2012, financial planning researchers started to 
address the question of how reverse mortgages could 
be used to increase spending from investment portfo-
lios. They found that substantial increases in sustain-
able spending were possible. One author proposed that 
“Bengen’s 4% Rule” is now “The 6.0 Percent Rule” 
(Wagner [2013]). Although several studies f ind that 
spending can be increased by from 60% to 100%, their 
results are subject to a number of important conditions, 
including the relative sizes of the reverse mortgage and 
the investment portfolio, and assumptions about future 
interest rates and investment returns.

Using cash from a reverse mortgage to fund spending 
naturally offsets the need for portfolio withdrawals, in 
turn increasing portfolio size and sustainability. The key 
question is then: how big are the spending improve-
ments, and are they “worth it” (as using the reverse 
mortgage reduces home equity and can reduce estate 
size)? A further question for a particular homeowner 
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is: what is the best way to blend reverse mortgages and 
portfolios? Some studies have mentioned estate impact, 
often more as a passing comment, and emergency funds 
during retirement are rarely mentioned.

There are a variety of ways to fund retirement by 
taking cash from both reverse mortgages and invest-
ment portfolios. At least six have been studied, and all 
methods yielded substantial improvements to lifetime 
spending. It is no surprise that two sources of cash are 
better than one; the surprise may be how much better 
the combinations can be. The six methods are illustrated 
in Exhibit 3.

The position of the sheet of paper icon indicates 
whether the loan document is signed early or late in 
retirement. A large stack of bills shows cash taken as a 
lump sum and spent soon. The “Loan Early-Use Late” 
double stack of bills shows the RMLOC money growing 
substantially before it is used. Individual dollar bills show 
one year’s spending financed by the reverse mortgage, 
with a half-circle arrow showing the reverse mortgage 
being repaid with cash taken from investments.

On the right side of the exhibit, the “+” signs 
are qualitative indicators of the degree of spending 
improvement. “Loan Late-Use Late” stands for “Last 

Resort” homeowners who get a reverse mortgage 
after exhausting all their savings. It merits a single + 
as it improves spending by providing more cash but a 
smaller improvement than the other methods, which 
have +++ signs. “Loan Late-Use Late” cannot create 
synergy between the reverse mortgage and investment 
portfolio because the portfolio is exhausted before the 
reverse mortgage starts. It should be noted that a “Loan 
Late” reverse mortgage can be somewhat larger, as older 
homeowners receive a larger percentage of the home’s 
value on a new loan, and any home appreciation helps 
them. A risk with “Loan Late” is that new loan percent-
ages drop quickly if 10-year LIBOR swap market rates 
rise. Particularly if taken much earlier, the borrowing 
power of a loan can grow to dominate the size of a loan 
taken later, as seen in Exhibit 2.

The other combinations of reverse mortgages and 
investments all allow synergy—enhanced results due to 
combining resources. The simple method “Loan Ear-
ly-Use Early” gets the loan early and immediately funds 
spending, thus delaying portfolio draws. This allows 
portfolio growth while both shortening the number 
of years the portfolio must support and reducing the 
sequence of return effects, as at the start of retirement 

E X H I B I T  3
When a Loan is Established and When It Is Used
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there are no withdrawals financed by depressed stocks. 
Davison [2014a] offers a strategic example of living on 
the reverse mortgage while delaying both Social Secu-
rity and portfolio withdrawals.

“Loan Early—Use Late” is a very simple stra-
tegic use: get the RMLOC early but do not tap it, so 
 borrowing power can grow while living on the invest-
ment portfolio, as shown in Exhibit 4. If the investment 
portfolio is depleted, turn to the RMLOC for cash to 
live on. “Loan Early—Use Late” gives the RMLOC 

time to grow during a 30-year retirement, potentially 
providing much better lifetime cash f low than getting 
the reverse mortgage late in “Loan Late—Use Late.” 
These two methods were studied by Pfeiffer, Schaal, and 
Salter [2014], with results as shown in Exhibit 4.

The table shows the homeowner’s chance of not 
running out of money for initial portfolio withdrawal 
rates of 4%, 5%, and 6%, with $500,000 portfolios and 
$250,000 homes appreciating with inf lation. Five per-
cent withdrawal rates had a 91.4% Monte Carlo success 

E X H I B I T  4
Get Reverse Mortgage LOC Early or Late. Use Late in Retirement If Needed
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rate when the RMLOC was established early and tapped 
late, only if the portfolio was exhausted. If the RMLOC 
was established only after the portfolio was exhausted 
as a last resort, it was generally far smaller (primarily 
because the rate of appreciation of housing prices was 
lower than the compounding rate on the RMLOC), and 
the success rate was only 66%. While not reported, the 
success rates would have been even lower if no reverse 
mortgages were available.

The “Live on LOC after a portfolio down year” sce-
nario was analyzed by Sacks and Sacks [2012] and Wagner 
[2013]. “Live on LOC if portfolio is well below plan. Pay 
LOC back” from the portfolio is the Standby Reverse 
Mortgage approach we will discuss in detail below.

Wagner’s [2013] study “The 6.0 Percent Rule” 
directly compared five methods of supplementing port-
folio withdrawals with a reverse mortgage.13 The port-
folio alone supported a 3.75% sustainable withdrawal 
rate. The most important overall conclusion is that all 
five strategies improved sustainable spending rates from 
3.75% to 6.0%:14 a 60% increase. An interesting finding is 
how similar, rather than how different, the results were. 
This is a useful result, as individual homeowners could 
use the method that best fits their circumstances.

Reverse Mortgage Monthly Payment Plans

Fixed monthly payments may be a good fit for 
many homeowners. They are easy to set up, and reliable 
cash f low can be comforting to live with. The loan bal-
ance builds gradually, and finance charges are based only 
on payments as they are made, not on the loan’s principal 
limit. From an advisor’s perspective, regular monthly 
payments do not require constant management and are 
easy to model in retirement projection software.

Tenure monthly payment plans may be compared 
to Single Premium Immediate Annuities (SPIAs). 
Tenure plans have equal monthly payments continuing 
as long as a borrower remains in the house. The max-
imum tenure payment is established by a present value 
calculation assuming the payment stream lasts until age 
100. If the borrower lives in the house past age 100, 
tenure payments continue. The present value calcula-
tion’s discount rate is fixed for the life of the loan and 
is equal to the mortgage insurance charge of 1.25% 
plus the loan’s expected rate (the lender’s margin plus the 
10-year LIBOR swap rate). A term plan is like a tenure 
plan but uses a shorter period the homeowner selects 

and payments stop at the end of the period ( Johnson 
and Simkins [2014]).

Tenure payment plans are more f lexible than SPIAs 
as they can be stopped at any time and any remaining 
borrowing capacity can be tapped then or later in any 
way the homeowner chooses. The existing loan bal-
ance could be paid down, adding to borrowing capacity. 
Indeed, if the unused borrowing capacity has grown 
sufficiently, stopping and setting up a new monthly pay-
ment plan may result in larger monthly payments.

Tomlinson [2015] modeled a homeowner living on 
an investment portfolio and adding either a tenure plan, 
an SPIA funded from the portfolio, or both. He com-
pared attainable spending levels and estate sizes. For the 
same dollar value, the RM Tenure plan yielded some-
what higher initial payout rates than the SPIA (6.70% 
versus 6.41%). The RM Tenure plan boosted median 
consumption 18.9%, whereas the SPIA boost was only 
3.5% due in large part to the portfolio being smaller after 
purchasing the SPIA.15 Using the SPIA and RM Tenure 
plan together increased spending by 22.2%. The general 
conclusion is that steady monthly cash f low improved 
portfolio-based spending, and naturally the largest boost 
came from adding cash f low from home equity instead 
of using an SPIA carved out from the portfolio. Bequest 
sizes were noticeably smaller when the RM Tenure plan 
was involved.

Tomlinson described his study as a launch into 
research on how to f it RM Tenure plans and SPIAs 
together. There are important similarities and differ-
ences between the two. Both SPIAs and RM monthly 
income plans have higher payout rates the later they are 
started, but the method of determining payouts is quite 
different. RM proceeds are not taxable, whereas SPIAs 
may be fully or partially taxable, depending primarily 
on the source of funds used to purchase them. SPIAs last 
until death; RM Tenure plans last as long as the bor-
rowers remain in their home. SPIA pricing is sensitive 
to life expectancy, and differs for males, females, and 
joint lives. RM Tenure payouts are sized to a fixed age, 
ignoring sex and marital status, which provides a relative 
advantage for women and couples.

The f lexibility of RM plans in allowing a payment 
plan to be stopped while retaining access to untapped 
capacity may be very valuable given the uncertainties 
inherent in increasingly long lifespans. Given the dif-
ferences between SPIAs and tenure plans, perhaps com-
binations such as starting an RM tenure plan first and 
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later purchasing an SPIA or deferred income annuity 
would work well, taking advantage of both the tenure 
plan’s f lexibility and an SPIA’s mortality credits when 
purchased late in life.

Standby Reverse Mortgage: Salter, Evensky, 
and Others

The method that may have the best combination 
of improved sustainable withdrawals and borrowing 
power, and therefore a smaller loan balance at the 
end, has been called a “Standby Reverse Mortgage,” 
designed by Salter, Evensky, and Pfeiffer (Salter, Pfeiffer, 
and Evensky [2012] and Pfeiffer, Salter, and Evensky 
[2013]).

The authors view the RMLOC primarily as a tool 
to manage risks to sustainable spending while living 
on a portfolio. The client gets an RMLOC early and 
holds it in standby while living on the investment port-
folio. After a severe market downturn, the client lives on 
RMLOC cash instead of investments, reducing portfolio 
withdrawals near market lows. After the market picks 
back up, the portfolio again funds spending, and addi-

tionally is used to repay the RMLOC. Much of the time, 
the RMLOC stands ready to be tapped, the borrowing 
power growing as if it had never been touched. The 
approach explicitly seeks synergy with the investment 
portfolio by identifying what appears to be a particularly 
opportune time to switch spending to the RMLOC and 
back again. The step of repaying the RMLOC when 
possible is intended to make the RMLOC available for 
future use.

Pfeiffer, Salter, and Evensky’s [2013] study is par-
ticularly interesting. Keeping in mind the investment 
portfolio started at $500,000 and plotting the data as 
sustainable withdrawal rate versus Initial RMLOC 
balance, Exhibit 5 shows a surprisingly strong linear 
relationship.

The largest line of credit increased the sustain-
able withdrawal rate from 3.15% to 6.75%, or in annual 
dollars, $15,750 (3.15% of $500,000) to $33,750 (6.75% 
of $500,000). The sustainable spending rate more than 
doubled. Another way to characterize the results is an 
initial RMLOC dollar increased real lifetime spending 
by a factor of 2.45: the $222,000 LOC allowed $540,000 
more real lifetime spending.

E X H I B I T  5
Sustainable Withdrawal Rates for Various Standby Reverse Mortgage Sizes
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Another noteworthy observation comes from the 
smallest line of credit of $37,500, or about 7.5% of the 
$500,000 portfolio. While the impact was the smallest, 
it was still noticeable. A 62-year-old homeowner with 
a home worth $625,500 or more could get a reverse 
 mortgage of over $300,000 in today’s market. Scaling the 
graph’s results up to wealthier clients suggests a $300,000 
Standby Line of Credit could substantially increase sus-
tainable withdrawals from even a $4,000,000 portfolio. 
The strong linear relationship between initial line of credit 
size and sustainable withdrawal rate shows that line of 
credit size compared to portfolio size is a key variable.

The Standby Reverse Mortgage was infrequently 
used but significantly boosted withdrawals in an earlier 
study by the same team (Salter, Pfeiffer, and Evensky 
[2012]). Without a reverse mortgage, a $500,000 port-
folio could support only a 52% 30-year Monte Carlo 
success rate. The success rate jumped to 82% with a small 
($82,500) Standby Reverse Mortgage. Tapping it only 
in the very worst markets again proved very valuable. 
The RMLOC was used, even a little, in less than one 
in five months. The highest percentage of plans with 
any loan balance in a year was 25%. The RMLOC was 
exhausted by only 6% of clients, and many (39%) never 
used it. The RMLOC was often available, and often 
completely intact, in later years for purposes beyond 
boosting annual spending.

Median terminal wealth, calculated by adding any 
final portfolio balance to the value of the home and sub-
tracting the loan balance, was typically somewhat higher 
with the RMLOC in place. As the authors focused on 
the RMLOC as a risk management tool for planned 
spending, they did not count any untapped RMLOC 
balance in terminal wealth, even if it happened to grow 
beyond the home’s value. However, it was often avail-
able later in life.

Salter, Pfeiffer, and Evensky’s Standby Reverse 
Mortgage approach allowed substantial improvement 
in sustainable spending. We are not aware of any direct 
comparison of these spending improvements or terminal 
portfolio size with the other strategies discussed earlier. 
However, it appears the other methods consumed most 
if not all of the reverse mortgage as they did not have 
a strategy to repay the RMLOC. With high Monte 
Carlo success rates, the stochastic nature of these analyses 
would have large portfolios at the plan’s end in many 
projected lifetimes, but the net impact on the reverse 
mortgage was not consistently addressed.

Estate size 15 years into the 30-year study period 
was analyzed in the study by Wagner mentioned previ-
ously. He pointed out that many people do not remain in 
their home for 30 years. At 15 years all six of the reverse 
mortgage strategies increased net worth about 10% to 
20% when using a 60% equity/40% fixed income port-
folio. Net worth was measured by the sum of net house 
value (the value of the home minus the outstanding bal-
ance of the RMLOC) plus the value of the portfolio.

Wagner also presented results from increasing the 
initial draw from 3.75% to 5.5% instead of 6.0%. The 
5.5% withdrawal rate was chosen as it would sustain-
ably support a 37-year, rather than 30-year, withdrawal 
period. After 15 years in retirement with 5.5% initial 
withdrawals and 70% equity portfolio, the extra port-
folio gains would have fully paid off the loan in 77% of 
lifetimes, and the estate size was 16% to 25% larger for 
the two best methods of adding reverse mortgage draws 
to portfolios.

Fundamental Factors in Reverse 
Mortgage Synergy with Portfolios

Why and how do funds from reverse mortgages 
improve sustainable portfolio withdrawals? Under-
standing fundamental factors can guide the best imple-
mentation for an individual client situation. The various 
methods researchers have used to improve sustainable 
withdrawals take advantage of different blends of several 
fundamental factors:

• An RM provides more cash for spending, directly 
adding to spending to reduce portfolio draws or 
indirectly by replacing other debt such as tradi-
tional mortgage payments.

• The RMLOC principal limit grows with time, 
potentially providing access to more future cash.

• RM funds applied early reduce adverse sequence 
of returns risk; bad market returns are much more 
harmful when they occur early rather than late in 
retirement (Pfau [2013]).

• RM funds applied early delay portfolio draws, 
giving the portfolio more time to appreciate. 
Replacing portfolio draws in any year reduces the 
total years the portfolio supports spending.

• RM funds replacing portfolio draws during major 
market downturns can signif icantly increase 
lifetime spending (Salter, Pfeiffer, and Evensky 
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[2012], and Sacks and Sacks [2012] coordinated 
strategy).

• RM draws as loan proceeds are tax-free. To spend 
$1.00 at the 25% tax bracket requires $1.33 from 
a fully taxable IRA.

REFINANCING TRADITIONAL MORTGAGES 
WITH REVERSE MORTGAGES

Many homeowners retire with a traditional mort-
gage still in place. One recent estimate of the average 
monthly mortgage payment of an American between the 
ages of 65 and 74 years was $617.16 Another reported the 
median outstanding mortgage balance for 50-year-old 
to 69-year-old households was $118,000 in 2013.17

There are countless articles and a variety of points 
of view about the advantages and disadvantages of having 
a mortgage in retirement. Replacing a traditional with 
a reverse mortgage may improve lifetime income for 
several reasons including:

• The reverse mortgage immediately improves cash 
f low by eliminating fixed mortgage payments, in 
turn reducing portfolio withdrawal rates. Reducing 
withdrawal rates also reduces sequence of return 
risk.

• Portfolio leverage provided by a traditional mort-
gage is retained and actually extended by the RM 
until the house is sold. Leverage from traditional 
mortgages declines steadily as principal is paid 
down, while reverse mortgages provide increasing 
leverage due to negative amortization (Kitces 
[2013]).

• In addition to retiring traditional mortgage debt, 
the reverse mortgage may be large enough to pro-
vide access to additional cash, providing further 
opportunities to boost sustainable withdrawals or 
net assets.

• Reducing portfolio withdrawals may reduce or 
delay income taxes attributed to portfolio with-
drawals. This advantage may be partially offset by 
losing a mortgage interest income tax deduction.

Case Study: Replacing a Traditional 
Mortgage with a Reverse Mortgage

A case study follows an advisor helping a new client, 
as described in Appendix A. She came to the advisor 

because her cash f low is too tight. She has Social Secu-
rity income and an $800,000 IRA. She has a 30-year 
life expectancy and just bought a $600,000 house with a 
$200,000 traditional 30-year mortgage. Planned monthly 
expenses are $4,650, plus federal and state taxes.

The advisor’s Monte Carlo analysis of her current 
situation finds a success rate of only 49%. Her IRA is 
depleted at some point before 30 years have passed in 
half her simulated lifetimes. The left panel of Exhibit 6 
shows her average annual net worth over 30 years. Her 
home’s net value grows quickly, as the value of her home 
appreciates and the mortgage is paid down. On average, 
the IRA grows slowly for a few years but then declines 
at an accelerating rate, leaving the house as the only 
asset.

The advisor first recommends trimming spending, 
but the client rejects the 15% cut required to achieve 
the targeted 90% success rate. Next, they consider 
paying off the current mortgage’s $200,000 balance 
with an IRA withdrawal. Her success rate drops to 
33% without even accounting for the taxes due on the 
withdrawal! The portfolio clearly needs the leverage 
from the traditional mortgage. The advisor then points 
out that she is eligible for a reverse mortgage large 
enough to retire the traditional mortgage and have 
enough capacity left for either a $137,000 line of credit 
(Exhibit 6’s middle panel) or $823 monthly tenure pay-
ments (right panel).

To get an idea of how the alternatives develop, 
look first at the overall net worth across Exhibit 6’s three 
panels. In the early years all three panels have roughly 
equal net worth, with an edge to the traditional mort-
gage and investing monthly reverse mortgage payments. 
In the latter years, the reverse mortgage scenarios out-
pace the traditional mortgage scenario. Note the IRA 
size, which grows in the middle panel and grows faster in 
the right panel. Also note the net home value, which dis-
appears in the right two panels. Finally the other assets: 
the RM line of credit and a side taxable account. The 
blend of assets on her net worth statement is quite dif-
ferent in the three scenarios and changes year-by-year.

In the middle panel, the RMLOC is an emer-
gency fund that grows but is never tapped. The Monte 
Carlo success rate jumps from 49% to 89%. In later 
plan years, her required minimum distributions force 
IRA withdrawals larger than needed for her expenses, 
and the extra cash is invested in a side taxable account. 
To show the untapped RMLOC capacity without 
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double counting the home, the exhibit’s net home value 
deducts the actual balance of the reverse mortgage plus 
the untapped RMLOC, or, said another way, the net 
home value is (home value—reverse mortgate principal 
limit).18 The scenario’s 89% success rate means that in 
11% of lifetimes the investment portfolios in both the 
IRA and side account were depleted. As the plan set 
the RMLOC aside as an emergency fund, it could have 
been tapped for spending, further improving her suc-
cess rate.

The third panel adds monthly reverse mortgage 
tenure payments to cash f low instead of holding the 
unused line of credit. Her Monte Carlo success rate rises 
to 100% and the taxable side account builds up earlier 
and relatively quickly. Her spending is fully funded every 
year of the simulated lifetimes, and there is a cushion 
for emergencies.

Electing reverse mortgage tenure monthly pay-
ments created the highest f inal net worth, with the 
untapped RMLOC a close second. Either method pro-
vided signif icant improvements to both her lifetime 

spending and her estate if she lives into the second half 
of the plan. The reverse mortgage’s impact stems from a 
variety of factors, including reducing the client’s initial 
withdrawal rate from 7.3% to 5.4% by refinancing the 
traditional mortgage.19

The reverse mortgage eliminated $323,310 of 
f ixed mortgage payments in the 30-year plan (plus 
extra taxes attributed to withdrawing mortgage and 
tax payments from the IRA). The reverse  mortgage 
also provided increasing leverage for the portfolio 
throughout the plan, rather than the decreasing leverage 
from her traditional amortizing mortgage (Kitces, 
[2013]). Smaller early withdrawals reduced sequence 
of return effects. Adding monthly income from the 
reverse mortgage in the right panel further reduced 
the withdrawal rate.

This client’s cash f low and net worth in later years 
were higher with the reverse mortgage than the tra-
ditional mortgage. That happened despite the reverse 
mortgage’s having higher monthly f inance charges 
than her traditional mortgage. Her home equity was 

E X H I B I T  6
Refinancing Traditional Mortgage with Reverse Mortgage
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 consumed by the reverse mortgage, but her investment 
assets more than offset the home’s value. This example 
clearly illustrates the need to look beyond the home’s 
decreased value to the entire balance sheet to under-
stand a reverse mortgage’s impact on well-funded or 
constrained clients with assets beyond their house.

In this case study, once the reverse mortgage is set 
up, the client can defer the choice between keeping an 
untapped line of credit and starting monthly payments, 
and may switch between the two as long as borrowing 
power is available. In years with excess cash f low from 
IRA required minimum distributions, another choice is 
directing cash to either the RMLOC or the side taxable 
account. Cash additions to the RMLOC will provide 
a resource that is guaranteed to grow, possibly at a very 
favorable growth rate.

An interesting alternative to simply refinancing a 
traditional mortgage with a reverse mortgage and having 
no payments is for the homeowner to continue to make 
voluntary payments to the reverse mortgage, perhaps 
even the same size as before. RMLOC repayments slow 
the loan balance’s growth and are available to withdraw 
later after growing at the loan’s compounding rate. As 
voluntary payments they could be stopped if cash were 
tight. As discussed below, an RMLOC’s compounding 
rate can compare very favorably with a taxable invest-
ment account.

One concern that may come up in refinancing a 
traditional mortgage with a reverse mortgage is the loss 
of the mortgage interest tax deduction. The loss should 
be evaluated as part of the planning process. The value 
of a mortgage interest deduction in retirement may be 
perceived to be larger than it is. The interest on a tradi-
tional mortgage drops each year due to amortization. A 
traditional 30-year mortgage at a 4.25% interest rate pays 
50% of the total interest in the first 10 years and 36% in 
years 11–20, leaving 14% in years 21-30 using nominal, 
not discounted, values. Some retirees with mortgages 
may not be able to even use itemized deductions.

A REVERSE MORTGAGE CAN EXCEED  
THE HOME’S VALUE, ASSURING  
THE HOME’S VALUE

The homeowner with an HECM reverse mort-
gage cannot owe more than the home is worth.20 The 
RMLOC principal limit grows independently of the 

home’s value as the interest rate benchmark is the only 
variable in its growth. Over time, the RMLOC may 
exceed the home’s value by growing more rapidly than 
the home’s appreciation, as illustrated in Exhibit 2. Pfau 
[2014] shows there is a good likelihood that RMLOCs 
of 62-year-olds could exceed their home’s value by their 
early 80’s.

Once the loan’s borrowing power exceeds the 
home’s market value, the loan, not the market, effectively 
sets the home’s value. A homeowner with an untapped 
RMLOC could realize more value by  tapping the line 
of credit than by selling the house. It is possible that 
a home’s value may grow only slowly or even decline 
due to changes in its condition and/or the inf luence 
of the housing market in its neighborhood or region. 
Pfau [2014] notes that “an individual’s home is like a 
single stock. The price will surely be more volatile than 
a diversified index of homes.”

REVERSE MORTGAGE SCENARIOS WITH 
SECOND OR NEW HOMES

Most people think of a reverse mortgage only with 
respect to their primary home, and that describes the 
scenarios discussed so far in this document. A reverse 
mortgage can only be on a principal home, which must 
be the residence at least six months and a day each year. 
If a homeowner would like to purchase a vacation home, 
(s)he could get a reverse mortgage on the principal home 
and use the cash toward purchasing the second home. A 
reverse mortgage can also be used to buy a new home 
that will be the principal residence. The reverse mort-
gage is typically on the new home.

LIFETIME IMPACT OF REVERSE  
MORTGAGES ON SPENDING AND  
NET WORTH/ESTATE SIZE

“But a reverse mortgage will reduce my estate!” 
Historically, that was true for the prototypical “last 
resort” reverse mortgage users who turned to their last 
remaining asset—the equity in their home. They used 
a reverse mortgage to directly trade home equity for 
cash f low, ending up with a smaller estate or, after some 
time, no estate at all.

Naturally, there is tension between spending and 
net worth. Well-funded and constrained homeowners 
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have other assets with the potential to grow when 
thoughtfully coordinated with reverse mortgages. The 
research we have reviewed combining reverse mort-
gages and portfolios, and refinancing a traditional with 
a reverse mortgage, shows reverse mortgages have the 
potential to increase both lifetime cash f low and net 
worth. The outcomes depend on many factors, including 
investment portfolio returns and volatility relative to 
the reverse mortgage’s compounding rates, when the 
RMLOC is set up, and when and how RMLOC draws 
and  possible repayments are done. Other gains could 
come from actions such as using an RMLOC in opti-
mizing lifetime Social Security payments by delaying 
the start of benef its for benef iciaries with long life 
expectancies.

An intriguing perspective on the holistic approach 
comes from Tomlinson [2015], following Sun, Triest, 
and Webb [2006], who say about reverse mortgages: 
“In effect, we have an asset class with an impressive … 
spread over the one-month LIBOR swap and backed 
by a government guarantee.” Very low-cost RMLOCs 
are currently available for lender margins of 3.5%, pro-
viding a spread over one-month LIBOR of 4.75% (3.5% 
+ 1.25% mortgage insurance). With one-month LIBOR 
currently at historic lows, about 0.2%, that is a 4.95% 
compounding rate, comparing quite favorably to a much 
more volatile 30-year Treasury, now about 3.1%.

An RMLOC effectively has two parts: the current 
loan balance is the “tapped liability” and the remaining 
borrowing power as “untapped asset.” Both have iden-
tical compounding rates with different implications for 
net worth, as “tapped liability” offsets home value and 
“untapped asset” vanishes when the homeowner perma-
nently leaves the home. A loan repayment “buys” more 
“untapped asset” from the “tapped liability.”

With very low volatility and strong returns, the 
untapped asset share of an RMLOC is an excellent 
diversifier for both the equity and bond portions allo-
cations in a portfolio. The untapped RMLOC based on 
1-year LIBOR might have a long-term annual return 
even as high as 9%, with a 3.0% or smaller standard 
deviation, never a down month, very low correlation 
with home prices (0.03) and stock returns (−0.09), mod-
erate correlation with bond returns (0.33), and high 
correlation with bond yields (0.85).21 Of course, we 
need to stress that a positive return of the RMLOC as 
a standalone asset does require that the principal limit 
grows to exceed the value of the home.

Imagine a retirement projection with an ini-
tial portfolio amount, home, and mortgage. Add an 
RMLOC as a “non-traditional” asset. This leads to an 
expanded and more holistic view of asset allocation in 
retirement with primary asset classes of equities, bonds, 
homes, and RMLOC loan balance, along with SPIAs 
and reverse mortgage tenure payment plans.

Thinking of reverse mortgages more like an 
asset class may be the next step in the evolving under-
standing of their use in retirement income planning. 
How much would be allocated to each? What is the 
rebalancing strategy? An optimization process could be 
used to understand choices affecting sustainable spending 
level and net worth, and offer tuning approaches for 
 homeowner’s leanings toward maximizing lifetime 
spending or estate size.

Not having developed an optimization process, at 
the present time we have several observations to guide 
plan design for an individual homeowner. The fol-
lowing steps should maximize the benefit from reverse 
mortgages:

• Put an RMLOC in place early to allow growth.
• Use an RMLOC gradually with portfolios in order 

to provide large benefits: e.g., RM monthly pay-
ments made throughout the retirement period. In 
general many of the larger RM benefits develop 
through compounding the untapped reverse 
mortgage and/or investment portfolio over time. 
Gradual use slows loan balance buildup.

• Use RMLOC later or opportunistically to allow 
maximum growth of borrowing power. This is par-
ticularly appropriate for well-funded clients and/or 
those with small or no traditional mortgage.

• Consider refinancing traditional mortgages with a 
reverse mortgage.

• Use RMLOC to reduce investment portfolio 
withdrawal rates.

• Use RMLOC tactically when particularly advan-
tageous for another asset: e.g., do not sell equities 
when they are particularly depressed (e.g., Salter, 
Pfeiffer, and Evensky [2012] used their Standby 
Reverse Mortgage in a manner similar to asset 
rebalancing).

• Consider paying down an RMLOC loan bal-
ance to build up the untapped balance and its 
growth potential for later use, and also to mod-
erate loan balance growth. This strategy was used 
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in Salter, Pfeiffer, and Evensky’s Standby Reverse 
Mortgage.

• Conduct periodic reviews of the RM implemen-
tation. Include investment, estate, and income tax 
planning reviews.
° Compare the compounding rate with invest-

ment asset class returns.
° Compare the loan balance to home value: The 

RMLOC’s net investment characteristics change 
when the loan balance is larger than the home’s 
value, as growth of the loan balance no longer 
reduces home value.

° Consider whether payments on a loan balance 
should be started or stopped.

° Consider the need to revise RM monthly 
income plans when there are changes to overall 
financial condition or life expectancy.

° Take account of opportunities to minimize 
taxes.

• Ensure the judicious and disciplined use of 
RMLOCs above all. Spendthrifts and RMLOCs 
are not a good combination. RM monthly 
income may be one of the better approaches for 
spendthrifts.

• Practical considerations include informing individ-
uals with the homeowner’s health care and finan-
cial powers of attorney of the reverse mortgage and 
its role for the family.

It is noteworthy that many of these elements are 
excellent matches with a financial planning relationship, 
or at a minimum, an organized and disciplined approach 
over time to a family’s finances.

REVERSE MORTGAGES: HARMFUL, OR A 
KEY TOOL FOR IMPROVED RETIREMENTS 
IN AN AGE OF LONGEVITY?

Reverse mortgage lore is that they are expensive 
and may even be dangerous. Anecdotally, the great 
majority of traditional borrowers were in our under-
funded demographic group, and some certainly were 
“last resort” borrowers in trying circumstances. Some 
borrowers suffered in the aftermath of the 2008 housing 
crisis. Over the years there have been foreclosures and 
difficulties with loan servicers.

HUD has substantially improved reverse mort-
gages since 2008, including important improvements 
in the past three years. Some improvements responded 
directly to consequences of the stress test posed by the 
housing crisis. For example, until April 2015 borrowers 
knew they had an obligation to pay real estate taxes 
and homeowners insurance, but there was nothing in 
the loan process to qualify the likelihood of being able 
to meet those obligations. Now reverse mortgages have 
qualification steps similar to what traditional mortgages 
have had for many years.

Building on a more robust product, another key 
evolution is the financial planning community’s recent 
research, showing homeowners with well-funded and 
constrained retirements can benefit from reverse mort-
gages in novel ways. Adding knowledgeable financial 
advisors’ assistance in planning how to best fit reverse 
mortgages into an individual’s financial future will be 
another important step.

Reverse mortgages are not inherently harmful or 
dangerous. Outcomes will largely be determined by 
who is using them and how they are used. Like tradi-
tional mortgages, they are financial tools. Credit cards 
are a good analogy. In most people’s hands credit cards 
are useful tools, providing great convenience with useful 
perks. However, credit cards can be implicated in finan-
cial troubles, not as much from the tool itself but from 
misuse or cardholders finding themselves in very dif-
f icult situations. Reverse mortgages do present great 
potential to help many current and future retirees live 
financially safer and more enjoyable lives. Nonetheless, 
they are not for everyone.

The past three years have brought both significant 
product changes and significant research by the financial 
planning community. While powerful, the story is very 
new and more subtle than many homeowners will see 
for themselves until it is much more widely known. An 
example is how a reverse mortgage can safely contribute 
to increasing their cash f low over a lifetime. Overall, the 
major positive surprise is the value reverse mortgages can 
add to the lives of retirees, both those who already look 
forward to a satisfying retirement and those who are not 
as well prepared financially but will make it through. 
This bodes well for a country with a rapidly expanding 
and aging retiree population.
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ENDNOTES

1The authors would like to thank Barry Sacks and 
Shelley Giordano, and especially Sandy Mackenzie, for their 
thoughtful assistance.

2In this article, all references to reverse mortgages refer 
to FHA’s Home Equity Conversion Mortgage (HECM) as 
administered by the United States Department of Housing 
and Urban Development (HUD) and the Federal Housing 
Administration (FHA). These loans make up nearly all reverse 
mortgages in the country.

3Fixed rate HECM reverse mortgages are also available, but 
only variable rate reverse mortgages are discussed in this article.

4In reading about reverse mortgages, keep in mind 
that due to ongoing HECM program changes, loan costs, 
sizes, and other key conditions (such as spouses who are not 
 borrowers) published before Fall 2014 and even later may be 
quite different from what is applicable to new loans.

5If closing costs were financed, they are part of the loan 
balance and will have ongoing finance charges.

6For clarity this is not called an interest rate: the LIBOR 
and lender’s margin are technically interest for income tax 
purposes, but mortgage insurance premiums are not. We also 
refer to it as a growth rate or finance charge.

7In certain cases the line of credit could decline if the 
loan has processing fees or set-asides for scheduled payments 
like real estate taxes.

8Reverse mortgage costs fall into several types. “Out-
of-pocket” costs are paid by the borrower and typically 
include the cost for the HECM counseling certif icate and 
for a portion of the appraisal when applying for a reverse 
mortgage. Upfront costs for setting the loan up are usually 
paid by proceeds of the loan at closing and typically include 
the remainder of the appraisal fee, origination, credit and 
f lood reports, title company services, title insurance, and gov-
ernment recording charges. Upfront costs can be reduced to 
near zero on certain loans in certain situations in the cur-
rent market. Lender credits on certain loans make this pos-
sible. Many loans are immediately sold, and today’s secondary 
market is very strong for these FHA-guaranteed loans. A 
lender credit is more likely for loans with higher lender mar-
gins—e.g., 3.5% to 4% margins. The size and availability of 
credits varies among lenders.

In the first year of a loan, up to 60% of the principal 
limit is available to be borrowed and an initial mortgage insur-
ance premium of 0.5% of the principal limit is included in the 
upfront costs. Borrowers with mandatory obligations, such as 
large mortgages to pay off or new home purchase contracts, 
may access more than 60% in the first year with a mortgage 
insurance premium of 2.5% of the principal limit.

9FHA maintains an insurance fund to protect lenders 
in the event a borrower defaults or the loan balance exceeds 
the home’s value at the end of a loan. By protecting lenders, 

A P P E N D I X  A
Case Study: Refinancing a Traditional Mortgage with a Reverse Mortgage



   THE REVERSE MORTGAGE: A STRATEGIC LIFETIME INCOME PLANNING RESOURCE FALL 2015

the homeowners will not owe more than their home is worth 
at the end of the loan.

10Government Nat iona l Mor tgage Associa-
tion (GNMA), or Ginnie Mae. A government corporation 
within HUD, Ginnie Mae’s mission is to expand affordable 
housing.

The Ginnie Mae guarantee allows mortgage lenders 
to obtain a better price for their loans in the capital markets. 
Lenders then can use the proceeds to make new mortgage 
loans available to consumers.

11For a discussion of the difference between a ser-
vicer and a lender see http://www.consumerfinance.gov/
askcfpb/198/whats-the-difference-between-a-mortgage-
lender-and-a-servicer.html.

12A Monte Carlo retirement projection simulates many 
lifetimes. Using expected investment returns and stan-
dard deviations, a randomly generated sequence of annual 
returns is generated for each lifetime and used to assess if 
the  homeowner would run out of money. The success rate 
is the percentage of lifetimes they did not run out of money. 
Throughout this document, the term “success rate” refers 
to Monte Carlo success rates. Outcomes like net wealth at 
the end of the plan will have a very large range of values. If 
a single number describes terminal net wealth it will be a 
central tendency measure like a median.

13Wagner used monthly payments in fixed amounts in 
three ways: tenure payments (as long as the homeowner is in 
the home: $1,328/month sized to age 100: 444 months), 30 
years ($2,187/month for 360 months), or a fixed amount equal 
to the first year’s spending ($2,583/month for 118 months). 
Another scenario started by living entirely on RMLOC draws 
$2,583 f irst year; $2,647 second, etc., and then living on 
the portfolio (Loan Early-Use Early). His remaining strategy 
triggered RMLOC draws based on years with relatively poor 
investment portfolio performance.

14For 6.0% initial withdrawals from a 60% equity port-
folio, the five strategies had 30-year success rates of 86.9% 
to 92.2%.

15Funds to purchase the SPIA were taken from the 
portfolio, while the RMLOC added a new resource to fund 
spending.

16http://www.fool.com/investing/general/2015/03/ 
23/heres-the-average-americans-mortgage-payment-by-ag.
aspx as of 4/13/2015.

17http://www.demandinstitute.org/sites/default/files/
blog-uploads/baby-boomers-and-their-homes.pdf.

18If the reverse mortgage is larger than the home’s value, 
the home fully satisfies the non-recourse loan, so the net value 
goes to zero but not below.

19The annual mortgage payments were $10,777 and 
triggered $4,209 more income tax, in turn triggering more 
withdrawals.

20Assuming they stay current on their financial obliga-
tions like real estate tax, homeowner’s insurance and basic 
maintenance. If the loan balance is greater than the home’s 
value, the loan may be fully satisf ied by transferring the 
house to the lender using a deed in lieu of foreclosure, or the 
homeowner or heirs may purchase the home for 95% of its 
appraised value.

21Typically loans are available today with margins 
between 2.25% and 4.0%. A 3.5% lender’s margin loan is used 
as today at that margin level lender credits may be offered that 
eliminate upfront costs. FHA Mortgage Insurance is fixed at 
1.25%. One-month or 1-year LIBOR have short history but 
historically are fairly close to T-bills, which are estimated 
at 4.5% return, following Pfau [2014]. Pfau also provides 
a forward-looking long term estimate of 3.4% for 1-month 
LIBOR.
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