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The Pros and Cons of Reverse Mortgages
By Darenne Poyser, Public Policy Intern

MEDICAID WAS ESTABLISHED in 1965 as a government program for the poor who could not finance their own healthcare.  It has since become the largest publicly financed program providing long term care coverage to select, qualified groups of Americans.  Authorized by the Social Security Act, Medicaid is jointly funded by both federal and state governments.  States have direct control over their individual Medicaid programs, within certain federal boundaries.  Though program participation is voluntary, all states have participated since 1982.

The steady increase in Medicaid spending has been largely driven by increased enrollment in the program.  This enrollment has, in turn, been triggered by such factors as higher health care costs, the increasing demands of an aging nation, economic decline, and costly private insurance

With Medicaid costs on the rise, along with the vast expense that comes with long-term care, the federal government is seeking reprieve from the heavy burden of those elderly beneficiaries of the program.  In their attempts to cut back on spending, the administration is not only making it harder to qualify for government benefits and shifting costs to individuals and private insurers, but also brainstorming for proposals in order to further transfer long term healthcare expense to beneficiaries and their families.  

The Home Equity Conversion Mortgage, or HECM, program is a Federal Housing Administration insured program for house rich, but cash poor older homeowners.  Many seniors have millions in the form of real estate but no way in which to convert that money into liquid funds they can use for every day living.  This program allows qualified seniors to draw against their home's equity and delay repaying the loan balance until they sell, leave or transfer title to the property.  This program allows senior citizens to remain in their home for a longer period of time, thereby allaying an immediate need for institutionalization.
Policymakers eager to ease the financial pressures caused by Medicaid are eagerly seeking alternatives; however, the general consensus is that none of the proposals will do much to either cut government spending or provide older Americans with an affordable and ethical way to pay for long term care.  Regardless, some form of action is required, and soon, in order to effect significant change within the program.  Proposals have been emerging left and right:  states are being encouraged to put liens on houses owned by nursing home residents who have died in order to reimburse Medicaid for the cost of their care; tax credits and tax deductions may be offered to those who purchase long term care policies as a means of encouraging private insurance.  Another popular idea is the reverse mortgage; elder Americans could take out these mortgages to pay for nursing home care, thereby using their homes as a means of paying for their expenses.

Of the proposed alternatives, the reverse mortgage is one of the most popular.  A reverse mortgage is a special type of loan available to seniors which allows them to convert the equity in their homes into useable cash.  The reverse mortgage loan, so named because of the reversed payment stream, is also great for seniors because it creates a direct link to providing money for long term care.  With a regular mortgage or home equity loan, the borrower makes payments to the lender; reverse mortgages allow borrowers to receive funds from their lenders.  

Homeowners who are cash poor but real estate rich are able to use their home equity as a means of paying for their health care in their old age as opposed to purchasing an expensive private insurance policy.  Borrowers are not required to make any monthly mortgage payments while they occupy their homes and need only be at least 62 years of age to qualify.  There is no credit check of income test involved.

The cash from a reverse mortgage can be put to use in any way the borrower sees fit.  Daily living expenses, home repairs, medical bills and prescription drugs, payoff of debts, education, travel, and health care are among the many expenses covered by the reverse mortgage.  There are 3 ways to collect money from a reverse mortgage:

1. all at once, as a lump sum;

2. fixed monthly payments; or

3. a combination of a line of credit and fixed monthly payments.

The most popular option is the line of credit, which enables the borrower to draw on the loan proceeds whenever necessary.  Upon the death of the borrower or the sale of the home, the loan is repaid from the equity remaining in the home.  Any remaining equity goes to the heirs.  If there is not enough equity to cover the cost of the loan, the insurance satisfies the loan by paying off the difference.

The reverse mortgage allows the homeowner to remain independent in the comfort of their own homes longer while using the monies received to cover their long term care expenses.  82% of homeowners age 62 and older own their homes and 74 % of those own them free and clear.  Of the nearly 28 million American households age 62 and older, NCOA has determined that 48% of about 13.2 million are good candidates for a reverse mortgage.  These households could receive, on average, about $72, 128.  

According to a study done by the National Council On the Aging (NCOA), there are approximately 9.8 million qualified senior homeowners with an impairment that can make it difficult to live at home.  In total, these households could acquire as much as $695 billion through reverse mortgages to help with family care-giving and other long term expenses.  Not only would this help the individuals and families with their financial worries, the reverse mortgage option would also benefit state and federal governments responsible for funding Medicaid and strengthen local long term care programs.  In total, the reverse mortgage market could save Medicaid up to $3.3 billion annually by 2010.

Unfortunately, there are few seniors who have any knowledge of the benefits of the reverse mortgage.  Though 67% of qualified homeowners have heard of a reverse mortgage, only 9% have indicted that they are likely to use this option to pay for assistance at home.  Many worry that they will become impoverished or be unable to leave a legacy to their children if they tap their home equity.  Furthermore, the cost of these loans and current Medicaid policies on how reverse mortgages affect eligibility for long term care benefits impede the incentive to apply for reverse mortgages.

According to Barbara Stucki, PhD, project manager for NCOA’s Use Your Home to Stay at Home project, “We need expanded public education, and additional work to explore how to reduce the cost of tapping home equity, to strengthen consumer protections, and promote innovation.  Overcoming these obstacles will mean that reverse mortgages can play an important role in helping many older Americans pay for the supportive services they need to continue to live at home safely and comfortably.”

In spite of all this support for reverse mortgages, there are some drawbacks to the system.  Due to the great expense of long term care for the elderly, reverse mortgage funds may only serve as a supplement to other forms of funding, such as private insurance.  There is the option of using home equity to purchase a policy; however, it can become very costly.  Borrowers would need to pay both insurance premiums associated with their policy along with the interest on their loans.  In addition, borrowers using the monies from their loan to pay their premiums face the risk of their coverage lapsing if they run out of funds before they actually need care.  They may also have difficulty holding on to their policy by force if insurance premiums increase substantially.

A report done by the NCOA delved into the many barriers that slow greater expansion of the reverse mortgage market.  Among them are the product features, consumer attitudes, and government policy.  

Many elders face problems when brought face-to-face with the high upfront costs of reverse mortgages.  Already low on funds, seniors seeking the aid of a reverse mortgage tend to have very little in the way of financial resources.  Among these upfront costs are the origination fee, the mortgage insurance, and servicing fees.  The origination fee covers a lender’s operating expenses.  The HECM program’s maximum allowable origination fee is equal to $2,000 or 2 percent of the value of the home, whichever is the greater value.  In the instance of a more expensive home, the origination fee is equivalent to 2% of the FHA loan limit.  This amount can be financed as part of the loan that would need to be repaid.  Financial Freedom Senior Funding Corporation, a reverse mortgage specialist, offers several options that allow borrowers to get a reverse mortgage without having to pay upfront origination fees.  Some lenders have also recommended an increase in loan volumes in order to reduce these costs.

Mortgage insurance is accounted for by the FHA in two parts:  (1) an upfront premium of 2 percent of the maximum claim amount, and (2) a monthly premium of 1/12 of 0.5 percent of the outstanding principal balance.  For instance, a home worth $105,000 would have an upfront mortgage insurance premium of $2,100.  Expensive mortgage insurance becomes an even greater burden for homeowners who are very old or have a disability because such borrowers are unlikely to remain in their homes for an extended period of time.  The value of the loan is unlikely to exceed the value of the property; these borrowers risk wasting money on an investment they will never be able to fully take advantage of.

Federal regulations allow loan servicer to charge a monthly fee up to a maximum of $35.  Servicing a loan includes such tasks as maintaining data on monthly loan activity and providing borrowers with regular loan statements, certifying occupancy and property maintenance, changing borrower payment plans, accepting mortgage repayments, and declaring the mortgage due and payable.  This fee is the total amount of money deducted from the available loan limit at closing to cover the projected costs of servicing the borrower’s reverse mortgage account.  This amount is typically determined by the borrower’s age and life expectancy.  

According to the National Reverse Mortgage Lenders Association, this fee is one of the main concerns that consumers have about their reverse mortgage, which indicates that many homeowners are unaware of the costs associated with obtaining a mortgage.  Servicing fees are basically invisible in forward mortgages since they are built into the interest rate charged for the loan

A 75-year-old borrower with a home valued at $105,000 would be required to repay about $6,100 in closing costs on a loan worth $63,000.  When the servicing fee is included—approximately $5,300—the total amount available through the loan is reduced by $11,400 for a home worth $105,000.  Closing costs represent a significant amount of money that could be otherwise used to fund long-term care or healthcare expenses.

Further complications arise in the form of loan limits.  For seniors who live in rural areas or who own expensive homes, the low limits available to them by the HECM program may serve as a serious deterrent.  The federal department of Housing and Urban Development limits the amount that can be borrowed under the HECM program.  This 203-b loan limit is based on the average home values in each county.  In 2004, the loan limit varies from a low of $160,176 (typically in rural areas) to a high of $290, 319 (usually for high-cost metropolitan areas).  Borrowers with expensive homes who live in counties with the lowest loan limit could get up to 45% less from a HECM loan than they would for a house of equal value in areas with the highest loan limit.

The majority of seniors are disinclined to liquidate housing wealth to help them ‘age in place’.  Many are concerned about preserving these funds to meet a variety of other needs, including making a bequest, ensuring a comfortable place to live, and protecting themselves against potential nursing home expenses.  Americans often regard reverse mortgages as an option for financially desperate elders.  A frequent concern is that they will lose the home.  Others assume that this financial option is very risky and should only be used as a last resort.

In addition to a dearth of knowledge about the way reverse mortgages operate, there are also some misconceptions about outdated product features.  A small proportion of reverse mortgage loans made prior to 2000 involved equity sharing, a feature that provided additional upfront funds for borrowers (40-50% more) by using the growth in home equity to help repay the loan.  Many people have seen their homes appreciate drastically in recent years and borrowers who opted for the equity sharing feature will have a very expensive mortgage to pay off.  To avoid litigation and negative media coverage for reverse mortgages, Fannie Mae decided in 2000 to discontinue the equity share feature of the Home Keeper loan but many consumers still have no knowledge of this.

More education about reverse mortgages will help to remedy this situation and potentially create a booming reverse mortgage market.  Seniors with a serious need for long term care would have a more appealing, feasible option.
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