Creating a New Financial Instrument:
The Case of Reverse Mortgages

by

Jack M. Guttentaqg

Working Paper No. 19-73

RODNEY I.. WHITE CENTER
FOR FINANCIAL RESEARCH

University of Pennsylvania
The Wharton School

Philadelphia, Pa. 19174

The contents of and the opinions expressed in this paper are
the sole responsibility of the author.



The ¥.S. financial s&stem appears to be "financial
instruments elastic” -~ when the need arises, the instru-
ment appears, as witness the growth and'developmentlover
the last decade of bank certificates of deposit,lequity
shares in real estate investment trusfs, shares in mutual
funds that deal in various types of debi instruments, guaran-
teed mortgage bonds, and others.

vet sometimes the need 1s there and the instrument
does not appear. This may be because the insitrument 1s so
complex and perhaps novel that its potential is not per-
ceived; it may be because the functlons involved in creating
the instrument fall between stools of existing instiitutions;
or it may be because some action, perhaps only facilitating
or permissive, is required by Government. All of these
reasons apply in some degree to the case of reverse mortgages.,

A reverse mortgage is a foarward sale of a home, with the
celler entitled to continue living there until his deaths; awv
the seller's death the Dbuyer takes possession. Such a trans-
action allows a homeowner to consume the equity in his house
during his lifetime without moving to other quarters.

The purpose of this paper is 1o facilitate the proceon
of creating the reversc'mortgago inateument by reduclng Com=
plexitly, wwd by vhowingy, how Lo adipl existing incliltublon: Lo Lin

jssue. Wnile the instrument has been recommended in principle be-



fore,1 by H. Peter Gray, Yung-Ping Chen and myself,l this
paper provides the firsi systematic analysis of the basic
features of reverse mortgage contracts (Section II); the
advantages and disadvantages of three main types of con-
tracts that could be offered to the public (Section III);
the principal functions that must be performed by the
institution(s) offering reverse mortgages (Section IV);

and the relative merits of alternative institutional struc-
tureé (Section V). Two structures are proposed, one in-
volving Government and one not, that could be pursued

independently.

II Public Need and Rationale

Investment in children and in ownerw-occupled houses
comprise a major part of all investments made by households
over their lifetimes. Unfortunately, neither of these
"agsets" ordinarily provides households with cash income
when they need it in their twilight years. liany elderly

persons live a meagre existence and then leave a substantial

1. I first encountered the proposal in an unpublished manu-
script by Gray, and incorporated it in a broader set of pro-
posals for developing new financial instruments (see my
"Changes in the Structure of the Residential liortgage market:
inalysis and Proposals,” in Study of the Savings and Loan
indusiry, directed by Irwin rriend, Federal Home Loan bank
Board, Washington, D.C., July 1969}. At that time I was un-
aware of the work of Chen which had been published some two
vears earlier (see "Making a Theory Work: The Case of Home-
ownership by the Aged" by Yung-Ping Chen and "A Note on
Estimating Potential Income From a Housing Annuity" by Yung-
Ping Chen and L. Timothy Giles, in Hearings Before the Sub-
comnittee on Housine for the Blderly of the Special Committee
on AZing, uUnitea states Senate, Part 4 - Homeowner Aspectis,
July 3l-August 1, 1969, U.S. Government Printing Office, Wash-
ington, D.C., 1970)
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equity in a house 10 their heirs, whose financial positicn
is likely to be substantially stronger than their own and
+o whom they féel no financial obligation.

Elderly homeowners can, of course, sell out and move
to rented gquarters, and many do this, but most stay put.
Not only may they have strong emotional ties to the house
in which they have spent much of +their lives, but uncertainty
regarding how long they will live is a powerful deterrent.
PMhe house provides "rent free" services as long as they live
whereas if they sell the house thelr capital could run out
before they die.

Frenchmen in this predicament frequently have negotiated
a rentes viageres, which is a reverse mortgage transaction
vetween two individuals arranged through the intermediation
of the no‘taire.l A sells his home to B for current value,
the price is divided by A's life expectancy which the notaire
provides from a book of 1life tables, and the resulting amount
is pald by B to A every year until A dies. At that point
the payment ceases and B takes possession of the house.

Although the rentes viageres appears to be dying out
in France (for reasons I'll indicate below), the time is ripe
for adoption of an institutionalized version in the U.S. With
the proportion of elderly in the population steadily rising
and concern for wealth bestowals through estates declining,

the potential market is increasing rapidly.

1. The notaire is the equivalent of our notary public but
with much wider legal powers. See John L. lHess, "That Pecu-
iiar French Institution =- The Notariat,” The New York Times
iacazine, April 9, 1972. 3




There is a strong social interest in the development of
tuis instrument, furthermore, because the aged comprise a large
chunk of the poverty problem. Thne median income of households
neaded by a person 65 years or older in 1970 was §3,498 compared
to $8,734 for all households.l while elderly housenolds com-
prise about one-fifth of all householdé, they account for two-
f£ifths of all "poor" housenolas, using the definition of poverty
established by the Social Securlty Administration.2

A substantial proportion of elderly housenolds including
poor households own their own homes. The most recent figure
on home ownership for elderly households is 71% in 1965.3 A
preliminary report from the 1970 census shows a figure of 787%
for husband-wife households only.}+ The incidence of homeowner-
ship is also surprisingly high among the lower-income elderly.
The 1968 survey of the aged showed that for elderly married
couples She incidence of homeownership varied only narrowly,
from 69% for those with annual incomes below 31000 to 82% for
those with incomes above $?500.5 while ihe absolute amount of
homeownier equity rises with income, the ratio of equity to income

is higher among lower-incomne groups.

1. U.S. Bureau of the Census, Current Population Reporves, Con-
sumer Tncome, Series P-60, #79, July 1971.

2. Data on the characteristics of the poor are shown in Current
Population Reports, Consumer Income, series P=60, #81, Nov. 1671;
and George Katona, LEva Tueiier, Jay Schmiedeskamp, and John A.
Sonquist, 1965 Survey of Consumer Tinances, honograph #42, Survey
Research Center, uvniversity of hignlgan, 1966, The definition of
poverty used in the Survey of Consumer Finances is similar but
not identical to that of the Social Security Administration.

3. 1965 Survey of Consumer Finances

L, See 1970 Census of iousing, Supplementary Report, Series HC(S1l)-3,
lay 1972.

5. See Janet Nurray, vHomeownersnip and Financlal Asseis: Findings
From the 1968 Survey of the Aged," Social Security Bulletin, August
1972, ps 9. e




The Tinancial plight of many elderly homeowners is
reflected in, and aggravated-by their relatively heavy
property tax burden. A recent study by the Advisory Commis~
sion on Intergovernmental Relations indicates that property
taxes amount to 3.4 percent of total money income for the
average homeowner, 8,1 percent of income for elderly home=-
owners and 15.8 percent for elderly homeowners with current
incomes below $2,OOO.l

The unique appeal of the reverse morigage as a means
of improving the economic status of the aged is that it re-
quires no or minimal transfer payments. In effect, the aged
who own thelir own homes are enabled to help themselves,
without significant cost to taxpayers. Even if there is a
cost in creating the reqguired institutional structure or an
opportunity cost in the provision of loanable funds by Gov-
ernment, it would be a small fraction of the benefit accruing
to those who take advantage of the plan. I estimate that
nouseholds 65 years of age and older today have a net equity
in homes of at least $80 billion, which defines the outer
1imit of the benefit they would derive from the plan.

To be sure this increment in consumption by the aged
is in no sense a net gain to sociely; the heirs of the aged
would be correspondingly poorer. In a traditional soclety

where intergenerational transfers of property are considered

1. Advisory Commission on Intergovernmental Relations,
Property Tax Relief and Reform: The Intergoverrmental Di-
mension, Preliminary draft, September 1%, 1972, pp. 1=6,7.
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very impbrtant this might be a powerful argument against the
reverse mortgage. In our society, however, this considera-
tion carries increasingly small weight. As Chen points
out, "People in general feel these days little moral obli-
gation to conserve inheritances for bequests and rather
consider as more desirable passing on a ‘heritage' through
providing educational opportunity for their children."l

The reason most of the elderly today retain an equity in
their home is because they wish to remain living there and
not because they wish to leave a home to their heirs. Never-
theless, I don't wish to make a case for reverse mortgages

on the grounds that it is "good" for the aged to reduce the
size of thelr estates.

The more compelling argument 1s that reverse mortgages
widen freedom of choice by providing a new method of dis-
saving. Existing methods of dissaving are generally un-
satisfactory for those elderly homeowners who want to continue
to live in their home.

a. ‘They frequently have no substantial assetls

to liquidate other than their home.2

1. "The Case of Homeownership by the Aged," p. 833.

2. The Survev of Financial Characteristics of Consumers by
Dorothy 3. Projector and Gertrude S. Weiss (published 1n
August 1966 by the Board of Governors of the Pederal Reserve
System with data as of December 31, 1962) showed that about
three-fourths of all spending units where the head was 65
years of age and over had a net worth of less than 25,000
and more than half of the total wealth of this group was 1n
owned homes. See Tables A-l and A-8.
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b. Loans are difficult for them to obtain;
any loans they do obtain will initially cover only

a part of their equity, and (most important) the

term will be shorter than the borrowers' expected

remaining life with the result that they are in
effect obliged to buy back their equity over thelr
remaining years.

¢c. Undermaintenance 1s perhaps the most
widely employed method of dissaving, but it has the
obvious drawback that the quality of housing ser-
vices will deteriorate over time. It 1s also

"wasteful" in the sense that the depreciation in

property value on an undermaintained home will at

some point exceed the accrued value of foregone
maintenance expense.

The reverse mortgage can thus be viewed as a new
type of financial instrument that will widen freedom of choice
by making possible a more efficlent method of dissaving for
elderly homeowning households.

III Basic Features of Reverse liortgage Contracts

A. The Annuity

As noted, a reverse mortgage is a forward sale with
delivery deferred until the seller's death. The consideration
paid by the buyer under a rentes viageres 1is an annulty that
runs until the seller's death, but in principle it could be a

lump sum or a combination of lump sum plus annuity. Assuming
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a known life expectancy of n years, the value of the properity
at year n (Vn) discounted to the present at the buyer's re-
quired rate of return (r), purchases some amount of cash (C)

and an annuity payment (4) for n years.

v A A A
n = C+ -—-—-—'l + 2 +oun L

(1 + )P 1 4+ (1 + r)2 (1 =+ r)n

1)

Assuming that the property appreciates at a constant rate (p):

2) Vn = VO (1L + p)n where VO is the current property value.
If the annuity is fixed we can denote A, Apyeesh, simply
as A. Denote the present value of one dollar per year for n

years discounted at r as (a). Then the annulty is given by:

3) A = Vo Ll_iﬂﬁli - C % .
Qsen ] =

The annuity will decline with n if the buyer's re-
guired rate of return is greater than the expected rate of
price appreciation, which we would fully expect. Thus, 1if
p is 3%, r is 6% and C is zero, the annuity per $1,000 of

current property value would bes

Life Expectancy(n) Annuity(A)
5 years 3206
10 102
15 67
20 _ 4G
25 38

4s with ordinary annuities, the amount could be adjusied to
provide continued payments to beneficiaries (perhaps at a

reduced level), a guaranﬁeed minimum period of payment, etc.
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sucn modirications need not detain us nere.

In France the annuity under a rentes viageres is cal-
culated simply by dividing the current value of the property
by the sellers life expectancy. Neither the buyer's required
rate of reiturn nor the assumed rate of appreciation of properiy
Tigure explicitly in the calculation. How reliable is this
rule of thumb?

Let us define a fixed annuity as:

A= Kg (z), Z = nA

n VO

The rule of thumb says that z is 1.0 regardless of the value
of n. Wnile there are indeed many combinations of p and r
that give a z value of 1.0 at some value of n, there is only
one combination that gives a z of 1.0 at every value of n,
namely, p = r = 0. Some considerable experimentation suggests,
however, that 1f p and r are not too high and stand in %he
ratio of 1 to 2, z will be approximately 1.0 and relatively
insensitive %o variations in n. (When pr4r, z tends to Dbe
greater than 1.0 and to rise with n while the reverse is true
when p<3r). The table, which shows values of z for a number
of combinations of p and r, illustrates this point.

While I would not argue that a 1-2 relationship is
empirically "normal," it does have a rough plausibility.
The 3-6 combination is particularly appealing and I used it
in making some cash flow estimates in an earlier version of
this paper, without realizing that it had the attractive
feature of geherating z values approximately equal to one.
This may help to explain why the rule of thumb used by the

notaire has "worked."
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Annual Annuities Per 31,000 of Initial Property Value (A),

and_Value of z with Various Combinations of v and r

p>3r
WN@@WWM.MOM\ 1.0”0 r=0 D= H.”U .DHU r=6 p= r=6H p= r=7
(n) A Z A 7 _A A A A A zZ
5 $200 170600 23Tf 17155 226 1.132 yelo 1,079 w212 17057
10 100 1.000 130 1.295 124 1.236 112 1.123 107 1,071
15 6675 1.000 96 1.4kk 89 1.3k0 77 1.161 72 1.075
20 50 1.000 80 1.604 72 1.442 60 1.191 53 1.069
25 Lo 1.000 71 1.775 62 1l.542 Lg 1.215 b2 1.054
p4sr
mxmeMMMo% p=0 r=0 | Shoi L= p=3 r= p=3 r= p=h r=9
(n) A Z A Z A Z A Z _A 2
5 $L77 887 3166 L0580 3198 .GR8 3202 1,007 $203 1,017
10 76 »759 93 <925 93 928 97 »973 97 974
15 L3 HU45 53 8367 57 861 62 .930 61 .G20
20 27 . ShL 40 .808 39 790 14l 881 43 357
25 18 155 30 748 29 «715 33 .828 32 .787
p = 3T
Life p=1 r=2 p=2 r= =3 r= D= r= D= r=10
Expectancy
(n) A z A z A z A 4 A z
3 4202 17010 $20F 17020 206  1.028 2U7  1.037 $209 1,045
i0 101 1,009 102 1.015 102 1.019 102 1.022 102 1.022
15 67 1,007 67 1,008 67 1.004 66 «995 68 1,013
20 50 1.004 50 »998 L9 .382 48 .958 L7 943 .
25 40 1.001 39 .985 38 » 955 37 »913 34 .861
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B. Adjustments in the Annuity

The reverse mortgage contract may call for several
types of adjustments in the annuity. PFirst, if it is &
variable annuity contract the annuity amount would be ad=-
justed periodically based on actual price experience. (The
specific method of reevaluation of the property and the
period of adjustment would of course be spelled outl in the
reverse mortgage contract).

Suppose that after X years the property is worth

Vo # Vo(l + p)*. Then the annuity that should have been paid 1s:

, =X
k) A = Vx(l+p ) —
(L + r)n

L
a

Lo}

where p' is the revised estimate of future price appreciation.
(Presumably p'> p if Vx:7vo(l - p)x). The new annulty must
also include the payment that can be purchased with the accrued

value at x of the difference bvetween A and AS.

—

{
1

) Ay = (hg = A) e TRl

o [+

where a' is the present value of one dollar per year for n-X

years discounted at r. The revised annuity 1s then:
6) A, = Ay * Ay

Second, additions and alterations made by the seller
should be treated as if the contract were a variable annuity
(even if it is otherwise a fixed annuity). This would in=-

volve exactly the same type of adjustment in the annuity as
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that shown in equations 4-6 except that the assumed value of
p would not be changed in a fixed annulty contract.

Third, the reverse mortgage contract should call for
an adjustment in the annuity if the seller relinguishes
possession before death. 1In general, the annuity should be
increased by an amount based on the buyer's saving from being
able to realize the value of the house sooner than anticipated.
Phis will provide those who move to other quarters before
their death some additional income to meet their additional
costs.l

Assuming that the seller moves out after x years, the
annuity that should have been paid is:

7) v, L+ p)t (1 r)% } 1
a

A = -cl .
S (1 + )™ ‘J

Hence the new annulty is:

8) A =AS'+A

r d

where Ay is as defined in equation (5).

C. .laintenance, Insurance and TaXes

The reverse morigage contract must stipulate the respon-
sibility of the seller and buyer for payment of maintenance,

insurance and taxes. For example, the contract could make

1. ©The original calculation of the annuity would be based

on the assumption that occupancy is retained until death. An
alternative procedure would be to iake into account, in the
calculation of the annuity, the expectation that some par-
ticipants will relinquish thelr homes before death. This
would provide a larger initial annuity, but with no subsequent
adjustinents for those who relinguish their quarters before
death. The more flexible procedure of adjusting the annulty
for move-outs appears better.
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the seller responsible for performing his own maintenance

and for paying taxes and insurance, with the buyer authorized
to deduct the required payments from the annuity. The best
division of responsibility, however, depends on whether the

annulty is fixed or variable.

O. "Opt-out® and "Final Reckoning" Provisions

The reverse mortgage contract could also include pro=-
visions that would allow the seller to opt-out of his obligation
upon repayment of all annulty payments previously received
plus interest and perhaps penalties. Variable contracts
might include provision for a final reckoning upon eventual
resale of the property by the buyer. The utility of such

provisions will be examined further below.

IV "Types of Reverse portgage Contracts

A. PFixed Annuity Contracts

A fixed annuity contract would pay a fixed gross annulty
to the seller, the only possible adjustments belng those con-
sequent upon alterations made by the seller. The major lssue
arising in connection with this type of contract is the
aporopriate division of responsibility, as beiween buyer and
seller, for maintenance, insurance and taxes. In general, it
appears best if the buyer assumes responsibility for all these
charges, deducting a fixed amount from the annuity. Under
such arrangement é fixed annuity contract would imply a fixed

net as well as gross annuity.
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Broadly there are three types of arrangements possible
in apporitioning responsibility for expenses. First, the seller
could be held responsible without prior conditions. This
clearly would be unsatisfactory ito the buyer, since the seller
under a fixed annuity contract has little incentive to pro-
vide more than the minimum maintenance necessary 1o assure
livability, and no incentive to carry insurance.

Second, the seller could be held responsible but sub-
ject to conditions designed to protect the buyer's equity.
Specific types and amounts of insurance and maintenance could
be required, with charges deducted by the buyer from the
annuity. Yhis approach, which converts the fixed gross annu-
ity to a variable net annuity, has the potentially serious
drawback that it opens the door to possible "tie-in" abuses
in the sale of maintenance and insurance to sellers. A
situation would be created analagous to the sale of title
insurance to mortgage borrowers wherein the lender has an
incentive to require insurance whether it is needed or not,
and to keep the price of insurance high, because he bene-
fits directly or indirectly from the sale.

In addition, this approach violates the principle that
offsetting risks should be pooled. The risk that expenses
will rise by more than expected, and the risk that property
values will rise by less than expected, are partly offsetting.
If the seller assumed responsibility for expenses under a
fixed annulty contract a substantial inflation in both ex-

penses and property values could wipe him out. With the
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gross annuity fixed, his net annuity would be progressively
eroded and could even become negative.

[t is true that the seller would be obliged to pay
the expenses of maintenance, insurance and taxes whether he
took out a reverse mortgage or not. In the event of severe
inflation, however, the home owner who did not take out a
reverse mortgage could, when expenses rose beyond his ca-
pacity, sell the house and pocket the higher capital value
whereas under the reverse moritgage contract he loses this
option,

The third and best arrangement is for the buyer o
assume responsibility for expenses, making a fixed charge
from the gréss annuity. An institutional buyer would be in a
much stronger market position in buying insurance and main-
tenance services than the individual seller, and he would
have an incentive to keep expenses low. If expenses were to
rige faster than expected, furthermore, the impact on the
buyer's wealth position would tend to be offset by more rapld
increases in property values.

Pnere remains the risk to the seller that the real
value of the annuity could be eroded through inflation.,

While this is not a risk to be ignored, the seller would,

at least, be assured that the property would provide the

same real services as before and the annuity will increase

nie real income beyond what 1t would have been if he had
retained ownership. Thus, the reverse morigage cannot possibly

make him worse off.

-15=



Another important question that arises with respect to
the fixed annuity reverse mortgage is whether the buyer
would use the same assumption regarding price appreciation
in all contracts. If different rates of price appreciation
can to some degree be forecast, the use of a uniform assumed
rate would lead to adverse selection -- those with the poor-
est prospects of appreciation would take out reverse mortgages.
To protect himself the buyer would be obliged either %o assune
different rates of price change, which means he would have %o
g0 into the forecasting business, or to establish various
types of property eligibility requirements. This problem,
which does not apply to variable annuity reverse mortgages,
requires additional research.l

A less serious problem is additions and alterations
that the seller may wish to make on the property. This could
be handled in the same way as on a tenant-occupied structure;
namely, the occupant can make such improvements only with the
permission of the owner and at the occupant's expense. A more
equitable arrangement would be to reappralise the property after
The improvement and to adjust the arnnuity for any change in
value. The procedure for_doing this has already been des-

cribed.

1. Real estate practitioners frequently talk as if they can
anticipate different rates of price appreciation for properties
of different types or location, but I have never seen any
evidence that they can in fact do this.

~16e



B. Variable Annuity Contracits: Individual Parcel Experience

Under a variable annuity contract the gross annulty
would be adjusted periodically (say, every three years, based
on actual experience. Such adjustments obviate the problem
that could arise under the fixed annuity contract that the
buyer, in order to protect himself against adverse selectlon
may be obliged either to forecast price changes by property
category or to establish property eligipbility requirements.

The experience employed to value a property could per-
tain to the individual parcel of property that has been con-
veyed, or it could pertain to a group of properties. These
two types of variable annuity contracts are considered in turn.

The principle of pooling offsetting risks suggestis
that the seller should be responsible for expenses under
variable annuity contracts. (The seller who does not wish to
take the residual risk that expenses will rise faster tnan
the gross annuity would opt for a fixed annuity contract).
Where adjustment in the individual annuity 1is contingent upon
reappraisal of the specific property conveyed, the seller has
every incentive to maintain the property and to carry ade-
guate insurance.

The major problem of variable annuity contracts that
are based on price experience of individual parcels arises
out of the need for periodic reappraisals. The problem is
not so much the cost (a $25 - $50 cost every three years or
so does not impose much of a burden on the transaction), but

the need to assure equity to both parties. Appralsing
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necessarily involves a considerable element of subjective
judgment; if the appraiser has an interest in either a low
or high value, the appraisal may be biased. To take the
most obvious case, if the buyer is a profit-making concern,
it may tend to make the first appraisal high (to encourage
participation) and subsequent appraisals low. This problem
does not arise on the fixed annulity contract which involves
only a single appraisal -- if it is too low, the homeowner
can refuse the conitract.

Assuming that the buyer or his agents do the appralsing
various provisions could be incorporated into the contract to
protect the interest of the seller. iHe could, for example,
be allowed to opit-out of the contract after an "unsatisfactory
reappraisal" upon repayment of all annuiiy payments previously
received plus interest. This would provide some protection
to the seller but not much -- probably in most cases the seller
would be obliged to sell his house in the market in order to
obtain the funds to repay the buyer. If reliance were had
on such an optw~out provision, there would be the danger that
the buyer would deliberately force resort to it under con~
ditions where alternative invesiment opportunities appear
attractive. While I believe that the variable annuity con-
tract should include an opt-out provision, per se, this is
insufficient to protect the seller against biased reappralsals.

Another possible safeguard would be to include in the
coniract provision for a "final reckoning” upon eventual re-

sale of the property by the buyer. While de jure such provisions
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could swing both ways =-- the buyer would have a claim against
the seller's estate in the event that prior appraisals were
nigher than the final sale price -- dg facto they would run
only in one direction because in most cases the seller's
estate would have little value. Provision for a final
reckoning would remove the potential gain to the buyer from
a low appraisal but it would create a potential loss from a
high appraisal; hence, it would not eliminate the buyer's
bias btoward low appraisals.

The best means of safeguarding the interest of the
seller is to guarantee the integrity of the appraisal process.

T will return to this problem later.

¢, Variable Annuity Contracts: Group Price Zxperience

A variable annuity plan could base periodic ad just-
ments in the annuity on actual price experience covering a
group of properties that have been acquired and resola, as
opposed to reappraisals of the individual parcel that has
been conveyed.l

Phe main advantage of this approach is that, by using
an objective measure of price change, it eliminates the prob-
lem of biased reappraisals (as well as the expense of re-
appraisals). On the other hand, as with fixed annuity con-
tracts, there is little incentive for sellers %o provide
adequate maintenance and insurance. If sellers become re-

sponsible for expenses, therefore, coniractual requirements

1. A plan based on group reappraiéals (rather than actual
sales data) has little to recommend it and will not be discussed.
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would have to be imposed to protect the buyer's equity, intro-
ducing the tie~in hazards diséussed earlier., If the buyer
assumed responsibility for expenses, the principle of pooling
offsetting risks.would be violated; severe inflation could
bankrupt the buyer.

Hence, this type of contract appears less desirable
than the others, except, perhaps, if i1t were offered, or

closely monitored by, a public agency.

D. The Issue of Freedom to Contract

It should be clear that reverse mortgage contracts will
be complicated. They will have many more dimensions or "terms"
than an ordinary mortgage. For obvious reasons these compli=-
cated provisions will appear even more formidable when reverse
mortgages are first offered. When 1t is considered that many
of <he househoids who would participate in these complicated
transactions are of limited sophistication and would be making
a major commitment, one hesitates about the advisability of
giving free rein to "freedom of contract.”

We have ample experience to indicate that when one
party to a complicated contract participates once in a life-
time while the second party is in the business, freedom of
contract means that the second party writes the contract
and the potential exists for "small print abuse." The usual
historical sequence, when this happens, is for Govermment 1o
come in later to correct the abuses, by specifying what cannot

and/or what must be included in The contract.
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A question arises as to whether we cannot short-cut
the abuse=correction sequence by having Government specify
the basic forms of the contracts at the outset? Government
would set out several types of basic contracts, each of which
would have standard (fixed) features plus a limited number
of optional provisions that would be subject %o negotiation.
This would eliminate the possibility of small-print abuse,
would make it easier for households To compare one offer with
another, and hence would generate a much more competitive
market structure.

A persuasive objection To this position is that in the
absence of a body of experience arising from the market, Gov-
ernment is not likely to do a good job in developing basic
contracts. It might standardize provisions that should e
variable, and vice versa. Or 1t might go so far in the direction
of protecting the seller that institutional investors would
not be willing to write contracts. In setting out institu-
tional structures, therefore, I will propose two approaches
that can be pursued independently, one involving freedom of

consract and one nov.

V Reverse Mortgage Functions

The reverse mortgage as it 1is found in France has two
serious weaknesses. First, there is no mortality risk-sharing
on the part of buyers, who take a sizeable gamble. {The
counterpart of this is the possible psychological burden on
the seller arising from the buyer's continued interest in the

state of his health). The second drawback, which is probably
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responsible for the declining use of the rentes viageres in
France, is that in the absence of an effective secondary
market, the buyer must contemplate residing in the same
community indefinitely. In a mobile society a reverse mort-
gage would not be a very atiractive investment for an individual.

the answer to both of these problems 1is institutionali-
zation. The institution would write the reverse mortgage
contract, pooling the mortality risk on many contracts, and
would resell acquired homes for immediate delivery. hence,
the ultimate buyer of the property would not be required to
wait before taking possession.l

Before attempting to determine the bdest institutional
arrangements for creating reverse morigages, it is useful To

summarize the functions that nust be performed.

A, Real BEstate functions

The institutional buyer of reverse morigages requires
real estate expertise. 1t must appralise properties, provide
for their maintenance, and market them after they have been
acquired. These functions must be organized on a locality
basis. Maintenance must be organized over a relatively small
area to be economical. Property appraisals and the narketing
of acquired properties require knowledge of local housing
markets and participation with the local institutlions that

are involved in property transfers. The buyer will thus need

1. ©One loss from institutionalization may be noted., A re-
verse mortgage is a type of forced savings contract, which
many persons of low income find attractive. Alternative types
of forced savings contracis may be difficult to find.



an office or an agent in each urban center in which contracts
are offered and perhaps it will need nore than one in major
centers. The real estate functions involved in a reverse
mortgage operatidn would be a natural extension of a real

estate mortgage-lending function.

B. Provision of Annuities

While the institutional buyer must provide the seller
with an annuity, this function can 1f necessary be subcontracted
to insurance companies. Hence, the function is not sirategic

in determining the best institutional structure.

C. Long-term Investment

The buyer of a reverse morigage makes a long-term
commitment of funds that is broadly similar to that involved
in an ordinary mortgage. Thus, the expected life of a J0-year
mortgage, and of a reverse mortgage purchased from a person
7Q-years of age who retains occupancy until death, is about
12-15 years in both cases. DBecause of the differences in
cash flow patterns, the ninterest rate risk" -- the loss
associated with an increase in investment opportunity costs
after a commitment is made -~ is somewhat larger for a reverse
norigage than for an ordinary mortgage having the same life.
The institutional investor must be in position to accept this

risk.

D. Regulation

Regulation by Government may be required for two pur-

poses. One is to assure the integrity of the reappralsal
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process on variable annuity contracts when adjustments in the
annuity are based on changes in appraised value of the indi-
vidual parcel. The second purpose 1is to provide standard
forms of the major types of reverse moritgage contracts.
Neither of these funciions is absolutely necessary and they
are incorporated into only one of the proposed institutional
structures proposed below.

VI Institutional. Structures

A. TLife Insurance Companies as Contractors

Life insurance companies are long-term investors and
have expertise in annuities, but most of them do not have
legal authority %o write reverse mortgagas,l and few have
local real estate offices; they acquire their residential
real estate loans from agents, usually mortgage companies.
(Wnile they might be willing to use agents <o write variable
annulty reverse mortgages it is doubtful that they would be
willing to delegate authority to write fixed annuity contracts
vecause of the risk involved). Life insurance companies also
night feel that selling acquired houses could embroil them in lo-
cal politics or generate public relations provlems to which they

are very sensitive. In addition, the regulatory apparatus

1. Reverse mortgage operations would not be legal under exist=
ing state statutes that limit 1life company investments in ilncome-
producing real estate to commerclal and industrial properties.
Yhether they would be legal in those states that permit invest-
ment in residential properties (usually specified as "apariment
houses" or "housing proiects") is doubiful.
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of life insurance (entirely at the state level) is not well
suited for auditing the appraisal function or defining the
basic characteristics of reverse morfgage contracts. Never-
theless, I envisage an important role for iife companies as
subcontractors in the writing of annuities.

ae

3, The Federal Government as Contractor

The Federal Government could offer reverse morigages
through one or another department of HUD or a new agency
established for that purpose. This approach has the ad=-
vantage that the Government could employ a relatively low
required rate of return (just high enough, say, to earn its
borrowing rate plus a margin for administrative costs) and
“hereby pay more generous annuitles than private institutions.

The principle issue associated with naving the Federal
Government as the principal contractor is the desirabilivy
of employing other than market criteria in determining the
scope of the program and the terms of reverse morigage con=-
sracts. Ownership of individual houses Dby the Goverrmment
could be used as a social planning tool. The Governmentd
could integrate its reverse mortgage operations with neigh-
borhood renewal or redevelopment plans, it could use the
program to promote racial integration, to provide housing
for low-income families at below-market prices, and so on.
There is also the possibility that considerations of “need"
might influence the determination of annuity amounts.

I prefer to see the reverse mortgage program assessed

and developed on its own inherent merits as a financial
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instrument, directed toward meeting the needs of the aged without
intrusion of other objectlves that are likely to be highly con-
troversial and politically charged. For thls reason I am

opposed To using the Federal Government as the principal con-
tractor. Nevertheless, I envisage an important role for Gov=-

ernment in providing supervision and long term loanable funds.

C. Savings and Loan Agooclations as Contractors

{ see savings and loan agsoclations as one principal
contractor in writing reverse nortgages. They have several
important attributes for this role. First, they have ex-
pertise in residential real estate -- the real estate aspecis
of reverse mortgages would be a natural extension of the
residential real estate lending function which is their central
activity. Second and closely related, the assoclations are
essentially local institutions with offices in all major
metropolitan areas and many smaller centers (there are today
over 4,000 insured associations with roughly 9,0C0 offices).
Third, they are regulated at the Federal level but regulation
is implemented on a regional basis by the 12 Federal iome
Loan 3anks. This 1s very important because the development
of the basic contractual form of the reverse mortgage should
be centralized, while auditing of the reappraisal process is done
best on a decentralized basis

The gavings and loan associlations have several weak-
nesses as prime contractors in reverse mortgages. First, they

have no expertise in annuities. But this 1s very easily remedled;
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they can simply buy the required annuities from insurance
companies.

Second, the savings and loan associations do not now
nave legal authority to write reverse mortgages. The Federal
Home Loan Bank System could take the initiative, however, in
obtaining this authority for all insured assocliations.

The third disadvantage 1s more fundamental. Invest-
nent in reverse morigages snvolves interest rate risk 1o
which associations are already unduly exposed in their mort-
gage lending operations. Sharp jncreases in market interesv
rates in 1966 and 1969 exposed the associations to serious
difficulties as the price they paid on their essentially
snort term liabilities rose much more sharply than earnings
onn their long term assets. considerable effort has been de-
voted in recent years to finding methods of reducing their
exposure %to interest rate risk, through greater assei diver-
sification, issuance of new types of liabilities, or in other
ways. In general, it probably would be unwise for them to
enter a new line of business that carries the same kind of
risk that has bedeviled them in the past, although some as=
sociations may be well equipped to do s0.

I believe there is justification, therefore, for the

1. This could generate an important externality, namely, an

improvement in the existing market for annuities. With sav-

ings and loan agsociations in the market on a large scale we

could expect more competition and a sharp narrowing in exist-
ing inter=-company price differences on annuities.
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rPederal Government to absorbd this risk. It would do this by
making loans to associations, for purposes of investing in
reverse mortgages, at a rate equal to the current marketw
yield on long term Government securities. by holding down
the “"cost of capital® in this way, the annuities granted also
could be larger.

The mechanism might worx roughly as follows. Each
association would have a special line of credit with its
Federal Home Loan Bank that could be used only for reversc
mortgages. The individual association could draw on the line
to buy annuities from 1ife insurance companies, to pay cash
to sellers, or to make annuity payments. Under the proposed
arrangement, tThe agssociation could avoid interest rate risk
only by buying an annuity in the market.l If the association
drew on its line to make annulty payments, it would stand
the interest rate risk, since the CGoverrment loan rate would
by adjusted periodically in line with changes in market yields
on long term Government securities. No maturity would be
specified on the covernment loans but all inflows to the asso-

ciation from property liquidations would be used to retire

1. The association would not be given a commiltment by the
Covernment to borrow at a fixed rate in order to make annuity
payments over <the life of a given contract. This would impose
s neavy administrative burden because specific Goverrment loans
would have to be linked %o specific reverse nortgage contracis.
vy inelination also would be not to allow the association to
borrow the entire present value of the annuity. This partly
reflects my view that there would be advantages in bringing
1ife companies into the operation as providers of annuities.

In addition, there is the problem that in the absence of a
market price the present value of an annuity is not exactly
determinable.
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loans, in the order in which the loans were made.

Thus, an association could write a fixed annuity
contract with the interest rate risk taken by the Government
and mortality risk taken by a life company. The association
would take the risk that expenses will rise faster than proper-
ty values (it is in a good position To assess and to some de-
gree control this risk). On a variable annuity the latter
risk would be absorbed by the seller. While the assoclia-
tion would not be able to shift all the mortality risk To
the life company -- because of reappraisals an annulty pur-
chased at the outset would not correspond exactly to the
annuity paid to the seller -- over many contracts the net
mortality risk to the assoclatlon would be very small.

411 loans by the Government would have interest de-
ferred until termination of the contract. Otherwise, the
associations would be required to make a substantial invest-
nent of their own funds in paying interest. As it is, the
associations will be investing in expenses and it will re-
guire a rate of return on these outlays well above the

Government loan rate.

D. Bank Holding Companies as Contractors in Reverse lortgages

The diversified bank holding company, a recent arrival
oni the U.S. financial scene, constitutes an alternative mechan-
jism for providing reverse morigages. The real estate func-
tions could be provided through mortgage companies and the

investment functions through real estate investment trusts (REILS)
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expressly established for that purpose., Both mortigage com-
panies and REITs are on the Federal Reserve System's approved
activities list for bank holding companies.

In the proposed arrangement the REIT would be the con-
tracting agency, investing funds raised through the sale of
shares to the public. The real estate functions would be
performed by the mortzage company on a fee basis. Common
ownership would reduce the frictions that might otherwise be
associated with sale of such a complex bundle of services.

An advantage of +this approach is that a number of the
morvgage company affiliates of bank holding companies operate
over a wide geographical area, thus providing more geographical
diversification than would be possible for the typlcal savings
and loan association. The larger holding companies also have
the resources to invest in the development of operating pro-
cedures and contracts. The other side of this is the danger
referred to earlier that each institution will develop different
coniracts, raising information cosis to sellers, and that some
contracts will place them at an undue disadvantage. Considering
that reverse mortgages are not now available this is a risk
worth taking, particularly if the first route I have outlined,
involving standardized contracts, also is implemented.

VII Concluding Comment

The reverse mortgage is badly needed; it is also very

different from, and more complex than, any existing financial
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instrument. It thus constitutes a challenge of the first magnitude
to the imagination of Government, and to the ingenulty and adapt-

ability of the private financial system.
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