In reverse mortgages, benefits and pitfalls

It's the hottest corner of home lending: loans that let seniors turn home equity into cash. For some seniors, they are a lifesaver. For others, a trap.
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When retired school teacher Mary Matle found Southwest Florida more than she budgeted for, the 80-year-old began considering what would have been unthinkable just a few decades ago: A reverse mortgage.

In just the past few years, reverse mortgages have turned into a $20 billion-a-year lending juggernaut. Few seniors get through the day without hearing a pitch from salesmen on the phone or from onetime stars like Robert Wagner and James Garner on TV.

Reverse mortgages let seniors take cash out of their home's equity with loans that do not have to be repaid until the borrower dies or permanently leaves the residence.

The loans are federally backed and tax-free.
But they are also dangerous, say consumer advocates. They typically come with double-digit, up-front fees, and the debt grows quickly, the result of compound interest. Reverse mortgages usually carry variable interest rates, too, and can affect eligibility for Medicaid. (I address the debt growing quickly and the Medicaid issue below.)
They also have become avenues for fraud, sometimes pushed by brokers who convince borrowers to put loan proceeds into high-commission annuities or other investments. (This is a true statement but is actually quite rare.  Still good point)
Defenders say reverse mortgages are powerful financial tools that allow cash-strapped seniors to stay in their homes. And it is not hard to find retirees who are happy with their reverse mortgages. (A 2006 AARP Study showed that 97% of RM borrowers thought the product had a positive effect on their lives). http://www.aarp.org/research/credit-debt/mortgages/inb999_revmortgage.html
But consumer advocates have started taking aim. Financial regulators, the FBI and the Florida attorney general have all issued warnings about unscrupulous reverse mortgage brokers.

Says Prescott Cole, a senior staff attorney with California's Coalition to End Elder Financial Abuse: "Reverse mortgages end up being a financial death sentence." (A bit unfair…Should we tell that to the people in the AARP study?)
Exploding in popularity
Reverse mortgages have been around for two decades, but they have gained popularity as members of the so-called Silent Generation -- now in their 70s and 80s -- look to maintain their lifestyles, pay medical bills or take dream vacations.

From 2005 to 2006, the number of reverse mortgages jumped 26 percent, according to the National Reverse Mortgage Lenders Association, a trade group.

In 2007, there were more than 130,000 new loans cut nationwide, many by financial powerhouses like Bank of America or Wells Fargo.

The Tampa region ranks as the fourth most active market in the U.S. (Miami is first.) From October 2007 to October 2008, 6,400 reverse mortgages were originated in the broad Tampa metropolitan area, which includes Sarasota and Manatee counties, said Darryl Hicks, the trade group's associate director.

Analysts expect that the nation's 78 million baby boomers -- the huge cohort born between 1946 and 1964 that now controls roughly $4 trillion in home equity -- could propel the reverse mortgage industry even higher.

New federal rules could be a boon as well. Last year, the U.S. Housing and Economic Recovery Act increased the total amount that could be borrowed under a reverse mortgage to $625,000. (This is incorrect and is short of information.  The maximum value that can be used for the RM formula is $625,000, so the maximum loan amount the borrower gets is something much less than the $625,000 based on the HECM formula.  This may seem like a minor point, but it is very misleading to consumers.  The missing info is that this $625,000 limit is temporary until Dec. 31, 2009 unless extended by Congress.)
'Financial death sentence'
Reverse mortgages are calculated on actuarial tables, just as insurance policies are. The older the borrower and the more valuable the dwelling, the more money available.

Reverse mortgage ads -- some showing smiling homeowners or brokers holding fistfuls of money -- boast that borrowers can "never" owe more than the value of their home, because only a portion of equity is ever tapped. (This is absolutely true, so I don’t know why the writer uses a tone that implies that this is somehow just a ruse or misdirection.  This is actually one of the unique and powerful benefits of this program.)
Reverse mortgages also are non-recourse, meaning lenders cannot go after other assets, or heirs, in the case of default.

"Reverse mortgages are the safest type of mortgages available," read one 2008 Sarasota Coastal Credit Union ad, referring to a federal guarantee to satisfy the debt if the mortgage exceeds the home's value. (I would have to agree that for seniors who must have mortgage debt, this is the safest form because of the limited foreclosure risk among other protections.)
"The state of Florida, AARP, and the federal government are all 100 percent behind reverse mortgages," Bob Burton, a reverse mortgage specialist with Mortgage Trust Co., told a small audience during a seminar at Sarasota's Senior Friendship Center last year. "They're so highly regulated by the federal government that you can't lose." (To say that consumers can never lose is a dangerous generalization by this lender.  There are very few if any legitimate financial products where you can’t lose.)
(Senior Friendship Center ended all financial-related seminars last summer over concerns about the products being pitched, said Erin McLeod, the center's chief operating officer).

But critics maintain that reverse mortgages are predatory loans because they increase dramatically over time. (It is true, the debt increases over time, nobody is hiding that fact, but with a traditional loan, a borrower’s savings or investment account decreases dramatically over time from making payments.  Wealth is being depleted either way, and the total amounts are very similar.  Without a reverse mortgage, some seniors could lose much more.)
"It's a pit of debt," said Cole, of the elder financial abuse coalition. "Seniors are going to find that, when they're in their home for a number of years, the debt will be so huge -- just as people found with the subprime adjustable rate mortgages -- they'll have nothing.”  (This statement is a vast generalization that is only intended to scare people and it has no specific educational benefit.  It is merely an opinion of the writer.)
With a conventional $100,000 mortgage, after 10 years the balance would be roughly $83,000, Cole said. With a reverse mortgage, over the same period, the principal balance would rise to $181,940.  (This is a typical example used often in the media.  One thing has been left out of this short example…how much in total payments has the borrower paid on the traditional loan over the 10 years?  Here’s the answer: a $100,000 loan for 30 yrs at 6% would cost $599.55 per month.  Over 10 years, nearly $72,000 in monthly payments would have been made.  If you add that to the balance of $83,000, you get $155,000.  So basically, the RM costs approx. $27,000 more over 10 yrs. [or $2,700 per year].  The increase in the debt for the RM is only slightly higher than the decrease in savings on a traditional loan.  Does the RM cost a bit more over time, yes, but for that cost doesn’t it offer a significant benefit to those who are unable to make those monthly payments to stay in their home?  Again, ask the folks in the AARP study if they see the value.  Remember, this type of comparison assumes that the borrower CAN continue to make mortgage payments.  Selling the home can cost nearly 10% of the home’s value in sales/moving expenses.  Seniors are not dumb; they are just looking at this from all of the angles unlike some “experts.”)
Critics also chafe at the adjustable-rate nature of reverse mortgages, which can send interest rates up over time. (This is a good point to be considered, however there are fixed rates available.  Fixed rates just don’t offer as much money to the borrower initially.)
That is what happened to Jane Montegar, of Sarasota, who got a reverse mortgage in 2001. Her interest rate started out in the single digits, but eventually jumped to 10.5 percent. (There is just not enough information in this statement.  Here’s why.  When you consider that in 2001 approx. 97% of all RM’s were HUD insured HECM’s, it would be impossible for the loan to have a higher rate.  At that time, the margin was 1.5% for a monthly adjusting HECM and 3.1% for the annual adjusting HECM.  The Treasury Bill index in 2001 was much higher than it is today [today’s approx .5%], so it would be impossible for this person to have a 10.5% interest rate under the HECM program unless the T-Bill index was at least 7.4%.  The T-Bill has never been that high since 2001.  This means that if her information is accurate, she took some sort of “proprietary” non-HUD insured loan that had terms that were different than nearly all RM’s being done.  This borrower’s story is worth telling, for sure, but it must be made clear that this type of bad loan is not a HUD-insured HECM loan product.)
"It's eating up all the equity in my home," Montegar said. "At the time, they said the interest rate would never go up that much."

New rules adopted last fall cap the total interest rate increase at 5 percentage points over the life of the loan. (I have no other way of commenting on this other than to say that this is just false.  The only regulated 5% cap for any RM is for the HECM Annual product.  It has a 2% annual cap, and a 5% lifetime cap.  This product has had these caps since HUD started doing RM’s in 1989.  There were no changes last fall.)   
But the biggest criticisms concerning reverse mortgages are the myriad fees attached to them.

Shawna Reeves Nourzaie, a California social worker who led a reverse mortgage seminar at the 2008 National Council of Aging conference in Washington, D.C., said the loans typically have fees that exceed 10 percent of the reverse mortgage debt. (I don’t know what they mean by mortgage debt.  Is this total mortgage debt at the end, or the amount they initially draw?  If a person takes a credit line of $100,000, but only draws $20,000 at closing, $5,000 in closing costs would be 25% of the initial loan draw, but there would still be another $80,000 available in the remaining line of credit.  This is a confusing statement even to me, and it needs more clarification for consumers.)
Reverse mortgage origination fees can be as high as $6,000, she said. Mortgage insurance -- taken out up front and often folded into the loan -- represents another 2 percent fee, plus one half of 1 percent annually thereafter. On a $300,000 loan, that would be another $6,000 initially. (Good description of the fees.  Accurate.)
There also is a $420 annual lender servicing charge that is tacked on each year for the life of the loan. Reverse mortgages also typically have fees for appraisal, document preparation, recordation, escrow, title insurance and brokerage, among others.

The loans should be a "last resort" for seniors, because of the expense associated with them, said David Certner, AARP's legislative counsel. (In some cases, RM’s have been a loan of last resort, but some savvy seniors have used RM’s as a proactive retirement planning tool so they don’t have to deal with a “last resort” situation.)
Reeves Nourzaie and others add that many seniors also are unaware that reverse mortgages can also affect eligibility for Medicaid, because loan proceeds -- if received in a lump sum -- raise asset bases above allowable limits. (Excellent point, but not enough info.  Folks receiving Medicaid just have to take the line of credit.  This way, they only draw funds as needed.  The funds are spent immediately and because they are not left in their bank account, their Medicaid benefits are not affected.  Elder law attorneys advise this strategy every day.)
"They started out as a helpful niche for some," said Reeves Nourzaie. "But now they're billed as the loan for everyone over 62." (This is a rotten generalization by any lender or professional.  We all know that there are no financial products that are “for everyone,” except maybe winning lottery tickets.  We’re all in for that.)
The regulators and law-enforcement agencies that have warned borrowers about reverse mortgages focus on brokers who convince borrowers to invest their loans in deferred annuities, life insurance policies or other high-commission investment products.

Deferred annuities provide steady payouts but often require years before any money is received by an investor. They also typically contain considerable "surrender charges" for withdrawing money before their maturation date. Those kinds of investments are bad choices, analysts say, because they erode the liquidity, the primary benefit of a reverse mortgage. (The last two paragraphs are necessary and accurate.  Yes, there are exceptions where financial products are good in conjunction with a RM, but I believe they are rare.)
The new federal rules prohibit annuity sales by reverse mortgage brokers, but some companies dodge the law by using multiple salesmen, one to sell the mortgages and another investments. (Absolutely true, but rare.)
Peter Bell, president of the lenders association, downplays the annuity sale problems.

"There were an isolated set of circumstances involving a few bad players, and the reverse mortgage industry paid for it," Bell said.

Bell said most ethics complaints to the association stem from "misunderstandings" between borrower and lender.

'Best thing I ever did'
Many borrowers maintain their reverse mortgages were a great benefit.

Jane Black, who got a reverse mortgage on her Sarasota condominium, used the proceeds to pay off a home equity loan, make some home improvements and get dental work done.

"It was the best thing I ever did," Black said.

She was not deterred by the $17,000 in total fees and closing costs, which represented 13.6 percent of her total loan. "I can't see where the fees are any higher than a regular mortgage," Black said.

Other reverse mortgage borrowers are using the loans simply to retire other debt.

"At 78, getting out from everything feels pretty good," said Orville Tungate, who obtained a reverse mortgage on his Manatee County residence. "I expect to stay here until I leave the Earth. "And, it's insured by the FHA, so if it goes back to the bank, it's no big deal."

But some worry that government backing of reverse mortgages could lead to another banking crisis, because future appreciation will be necessary in many cases to pay off the loans and interest.

"Because of the declining housing market, and the inability of many to sell their homes, I think you're going to see a lot of foreclosures involving reverse mortgages," said Babette Bach, an attorney with Bach Elder Law, in Sarasota. (Without RM’s, you will see even more foreclosures on traditional loans where payments can’t be made by seniors in financial trouble.  I know this to be true in the states we serve.)
"Ultimately, I foresee that there will be a taxpayer burden," Bach added. "You're going to see a crisis in reverse mortgages just like you are in other forms of lending, because it's based on bubble value."

Matle, meanwhile, has not decided. The money would be helpful, she says, but she is also wary of the reverse mortgage fees, which she estimates would be $14,000.

"I worked so hard to get the money I have," Matle said. "The banks want to charge you a fee for everything, and that's the thing -- I don't want to pay all that again."
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