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OPPORTUNITIES IN HOME EQUITY
CONVERSION FOR THE ELDERLY

TUESDAY, JULY 20, 1982

U.S. SENATE,
SpEcIAL COMMITTEE ON AGING,
Washington, D.C.

The committee met, pursuant to notice, at 9:40 a.m., in room
3302, Dirksen Senate Office Building, Hon. John Heinz, chairman,
presiding.

Present: Senators Heinz and Cohen.

Also present: John C. Rother, staff director and chief counsel; E.
Bentley Lipscomb, minority staff director; Mary Parker, profession-
al staff member; Kate Clarke, communications director; Robin L.
Kropf, chief clerk; Angela Thimis, staff assistant; and Eugene R.
Cummings, printing assistant.

OPENING STATEMENT BY SENATOR JOHN HEINZ, CHAIRMAN

Senator HEINz. Today, the Senate Special Committee on Aging
will explore the relatively new and promising idea of converting
home equity to an income source for elderly homeowners. Both the
White House Conference on Aging and the President’s Commission
on Housing have recently recommended that the Federal Govern-
ment take a more active role in making home equity conversion
available on a national basis.

The potential benefit of these arrangements is enormous. Ameri-
cans over age 65 today own 12% million homes, 80 percent of
which are free and clear of any mortgage debt. The total value of
the equity held by older Americans is over $600 billion. Obviously,
millions of older Americans could greatly benefit from the ability
to draw on home equity to meet monthly income needs, to finance
home repair and maintenance, or to pay major medical expenses.

At present, financial mechanisms are not widely available which
enable homeowners to turn their homes into income, while con-
tinuing to live in the home. However, several ways to accomplish
this have been tried; for example:

A loan, called a reverse equity loan, can be made to the home-
owner in monthly payments, which is not repaid until the house is
sold or until the term of the loan ends.

An investor can purchase the house from the homeowner and
lease it back with a lifetime tenancy agreement, a sale/leaseback
contract.

Or a third alternative, a public or nonprofit body can purchase
an equity interest in the house, giving the older homeowner a guar-

(¢)]



2

antee of lifetime income and residence—a split-equity arrange-
ment.

The purpose of today’s hearing is to explore the remaining bar-
riers to the national development of this idea in light of our pres-
ent experience with varied demonstration programs from around
the country. The hearing should bring into focus the possible ways
in which Federal agencies can assist in making income from home
equity more accessible to elderly homeowners.

As with any new idea, there are potential problems with home
equity conversion. There is always the risk of fraud in representa-
tion of benefit claims, although no problems have yet occurred.
Since for most homeowners, older and otherwise, their homes rep-
resent their major lifetime investment, an added purpose of this
hearing is to identify possible abuses. Thus, as model equity conver-
sion plans are developed, protections can be built in at the outset.

Because of the great potential of this idea, and because of the in-
creased awareness of both the opportunities and risks is important
at this time for both lending institutions and homeowners, the com-
mittee has prepared an information print on this subject. I am
pleased to release it today. Its title is, “Turning Home Equity Into
Income for Older Homeowners.” I believe it is available to you all.

Today’s hearing is the first congressional hearing concerning this
issue. I welcome our witnesses and look forward to their testimony.
I hope that today we can move toward a definition of the remain-
ing steps necessary to truly unlock the value of home equity for the
millions of older Americans who can appropriately benefit from its
promise.

Before I call on our witnesses, I would like to turn to Senator
Bill Cohen of Maine who has shown such a great interest on the
Committee on Aging.

Senator Cohen.

STATEMENT BY SENATOR WILLIAM S. COHEN

Senator CoHEN. Thank you very much, Mr. Chairman.

I want to commend you for holding what I consider to be very
important hearings on a concept which is new to many people,
both to homeowners and people alike.

You were correct in pointing out that equity conversion today
holds great promise. I was also pleased to hear you mention that
there are some problems associated with this. I think that most
older people who have spent their life savings and paid off their
mortgage at an early age are reluctant to put a lien on that proper-
ty in their remaining years.

Also, there is an attitudinal obstacle that has to be overcome in
dealing with that.

Second, I think that most people, older people included, want to
leave something behind, something for their heirs, for their chil-
dren. That may include their home.

Third, I point out that in States like Maine, we have some of the
oldest, if not the oldest, housing stock in the Nation. Many inves-
tors—or lenders—would be reluctant to loan money out on homes
that have not appreciated very significantly over the years, that



are not terribly energy efficient, and would require substantial in-
vestment on their part to make it a wise investment.

Fourth, I think that a person is going to want to know what hap-
pens if he or she outlives the mortgage term.

Last night’s oldtimers’ all-star game is a reminder of that, where
a 75-year-old man hit a home run.

If a person takes out a mortgage, for example, at the age of 65,
and the mortgage is for 10 years, and at 80 he or she is still going
strong, what happens to the nature of the relationship between the
bank and that person?

So that is a question that remains to be answered.

Finally, I would suggest we also have to deal with the question of
whether or not they would be disqualified from benefits they might
now be receiving, such as SSI or other State and local programs, if
in fact they will now have income as a result of converting that
equity into cash. That is something that would have to be clarified
through the course of these hearings.

Those are some of the issues that would be in the minds of the
elderly population. Frankly, we have seen some attempts in my
own State of Maine to utilize this device and it has not proven par-
ticulary useful. Perhaps we can address those this morning.

Senator HEinz. I thank you for making some excellent points
that I am sure our witnesses would like to address.

Before we hear from the witnesses, I am going to insert the state-
ments of four members of our committee into the record. The state-
ments are from Senators Pressler, Grassley, Pryor, and Dodd.

[The statements of Senators Pressler, Grassley, Pryor, and Dodd
follow:]

STATEMENT OF SENATOR LARRY PRESSLER

Mr. Chairman, I would like to commend you for holding this hearing on this very
important subject. Although home equity conversion has long been hailed as a
major opportunity to provide income security to older Americans, little has been
done to foster the use of this option.

It is commonly agreed among those working in the field that older Americans’
homes are their most common and most valuable asset. Recent statistics indicate
that of the three out of every four older persons who own their homes, 80 .percent do
not have a mortgage. Yet most of these people live on a fixed income and are never
able to benefit from the investment they have in their homes. Financial counseling
should, of course, be a part of any homeowner’s decision to convert home equity.
Clearly, the disposition of the property at the end of the term, or when the home-
owner dies, must be worked out to the satisfaction of the lender, the homeowner,
and the heirs. I believe that these terms can be arranged to satisfy all parties in-
volved, and that home equity conversion can be a great boon to many older persons.

I am proud to note that my home State of South Dakota has taken steps to spe-
cifically exempt reverse mortgage loan proceeds, both interest and earnings, from
consideration in determining initial or continuing eligibility for, or the amount of,
medical or public assistance. South Dakota is, in fact, the only State that has taken
this course of action, but I would like to encourage others to do so, in order to allow
those who use home equity conversion plans to maintain their eligibility for benefit
programs such as medicaid.

It is my hope that this hearing will provide a body of information that can be
made available to those who might wish to make use of a home equity conversion
plan. I hope that we will see this option achieve widespread use in the years ahead,
for 1 believe it can provide well-deserved security for many of our older citizens.
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STATEMENT OF SENATOR CHARLES E. GRASSLEY

Mr. Chairman, I congratulate you on holding this hearing. It is not a subject that
is likely to generate a Iot of spectacular press but it is a subject that needs the type
of exposure this hearing, and the very informative information paper released
today, by this committee, will give.

The very discussion of equity conversion can prompt families to deal with the re-
alities of augmenting elderly relatives’ income, while allowing them to stay in the
familiar surrounding of their home.

Financial institutions must be convinced that through a delicate area of mortgage
lending there are social and financial rewards awaiting those who openly and imagi-
natively approach equity conversion as a source of service to the elderly in their
communities.

1 know that elderly homeowners are reluctant to discuss incurring the debt of a
mortgage on their homestead, but the same homeowner is most often equally reluc-
tant to leave the familiar surroundings of that homestead. This hearing and the dis-
cussion and information it will generate will go far to resolve these two strong feel-
ings shared by America’s elderly population.

1 look forward to reading what is presented here today.

STATEMENT OF SENATOR DaviD PRYOR

Mr. Chairman, I am pleased that the Special Committee on Aging has chosen to
explore the concept of home equity conversion. We are all aware that this is one
very viable solution for many elderly homeowners who have cash flow difficulties
because most of their resources are tied up in home mortgages. A few facts high-
light the importance of examining this issue:

Three out of every four elderly persons own their own homes and of these, 80 per-
cent have no mortgage on that property.

Six out of every 10 elderly single homeowners have incomes of $5,000 or less.

Home equity held by older Americans is estimated at more than $600 billion.

Studies show that one-fourth of all low-income elderly homeowners could raise
their incomes above the poverty level if they could draw on their equity. .

Unfortunately, there are very few options currently available to the elderly home-
owner who finds himself in the “house rich” predicament. In most cases his only
alternative is to sell the home, often times at a loss, because the home has fallen
into disrepair and the owner is unable to repair it for lack of funds, or it is situated
in a neighborhood that has deteriorated since the time it was originally purchased.
Very often the senior citizen winds up selling his home, and moving into a rental
unit which, in the long run, drains much more of his home than if he were able to
remain in his own home. Perhaps the most unfortunate aspect of this type of situa-
tion is that the individual may suffer psychologically, because he has been uprooted
from familiar and comforting surroundings. He has also been forced to liquidate the
one possession he has spent his lifetime trying to acquire—his home.

It is encouraging to know that, while still very much in the demonstration phase,
home equity conversion plans are proving to be a very creative and positive alterna-
tive to sale of homes. Through the use of reverse annuity mortgages and sale/ lease-
back plans many senior Americans have been able to continue living in their
homes. Many other seniors have been provided with the cash liquidity necessary so
that they can make many needed repairs on their homes and thereby improve their
standard of living. This is a particularly significant opportunity as older dwellers
tend to live in older homes, which are generally harder to maintain due to less effi-
cient heating-cooling systems. I am sure we will hear some very excellent examples
this morning through the testimony of our first panel of witnesses.

I think it is very important that we begin to pull together the available informa-
tion on this issue with the goal of identifying exactly what needs to be done in order
to provide this innovative option nationwide to our senior citizens. And at the same
tilme, we must remain ever mindful of the limitations of these types of conversion
plans.

I want to take this opportunity, Mr. Chairman, to commend you for holding this
hearing today, and would like to also commend the staff of the Special Committee
on Aging which has put together an extremel thorough and helpful information
paper on home equity conversion. I am hope ul that the successful execution of
these conversion plans will lead to even more creative and innovative uses of other
types of equity currently held by our senior citizens. I look forward to the testimony
of today’s expert witnesses.
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STATEMENT OF SENATOR CHRISTOPHER J. DobD

Mr. Chairman, I wish to commend you for holding this hearing this morning to
explore ways to help senior homeowners convert their home equity into income
without making them leave their homes.

This past February, I held a hearing in my State of Connecticut, sponsored by this
committee, focusing on the special housing problems of older citizens. At that time,
1 learned that 69 percent of all Connecticut’s retired citizens own their own homes. I
believe that the nationwide figure is even higher, or some 75 percent.

Far too many of these senior homeowners find themselves “house-rich but cash-
poor.” Such seniors have limited, often fixed incomes, making it impossible for them
to repair or pay for the upkeep of the houses they own. Some cannot even afford to
pay the rapidly skyrocketing costs of heating and lighting their homes.

Despite the fact that millions of retired homeowners are faced with the prospect
of spending more and more of their limited, monthly income on utility and repair
bills and less on other essentials such as food, the vast majority do not wish to
move. In Connecticut, I discovered that of all 522,000 senior residents, both home-
owners and renters included, only 15 percent or some 78,000 expressed any inkling
of a desire to move. The percentage of just older homeowners in the State who wish
to leave their homes is even lower than that.

We have to do something to help those homeowners who need to convert some of
their “house riches” into cash to pay the bills. Provided thorough consumer safe-
guards are put into place, home equity conversion programs offer us one possible
option.

Reverse annuity mortgages allow lenders to pay cash to older homeowners peri-
odically in exchange for a portion of the value of the home in question. Deferred
payment loans would help retired homeowners to borrow money to pay repair and
maintenance bills. Neither the principal nor the interest from such loans, however,
would have to be paid until the homes in question were sold. In addition, split
equity or sale/leaseback arrangements would assist seniors to sell their homes to
investors who in turn would lease the property to the owner rent-free.

Such programs are complicated, indeed, Mr. Chairman. We must study them care-
fully and methodically to insure that senior homeowners who wish to take advan-
tage of such programs are provided with all necessary disclosure information.

And, at the same time, we have to be thinking about other new ways to assist all
older Americans with housing problems, from home-sharing arrangements where se-
niors rent out rooms to others, accessory apartments where separate living quarters
are built into family homes, and elder cottages built behind family homes, to special
projects such as congregate housing. To this end, Mr. Chairman, I will be introduc-
ing a bill this week calling for a HUD demonstration project to explore all varieties
of ways to meet the unique housing problems of senior citizens, including home
equity conversion.

In closing, I would like to mention that a few weeks ago the health coordinating
council in my State reported that Connecticut could be spending nearly $1 billion a
year on nursing home care by 1990 unless alternative housing for seniors is found.
Given the administration’s proposed changes in surveying nursing homes, the prob-
lems and expense of insuring quality long-term care are very much in our thoughts
these days. Your excellent hearing on this subject last week, Mr. Chairman, certain-
ly expressed this committee’s concern about all seniors who have to reside in nurs-
ing homes.

Tt would be tragic if we didn’t do all we could to prevent certain retired homeown-
ers from being institutionalized simply because they cannot afford to modify their
homes to accommodate a wheelchair, guardrail, and other self-help needs.

Home equity conversion programs could help provide some financial assistance
for such alterations.

Mr. Chairman, again, I commend you for holding this hearing. I look forward to
this committee continuing to hold hearings on ways to solve the acute housing prob-
lems so many older Americans face today.

Senator Heinz. 1 would like to call our first panel which consists
_of Kenneth Scholen, Maurice Weinrobe, Jack Guttentag, and
James Firman. )

Gentlemen, you come from diverse States, somewhat diverse
backgrounds. I would like to ask Mr. Scholen to begin, and then
Mr. Weinrobe, Mr. Guttentag, and Mr. Firman.

99-491 0 - 83 - 2
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STATEMENT OF KENNETH SCHOLEN, DIRECTOR, NATIONAL
CENTER FOR HOME EQUITY CONVERSION, MADISON, WIS.

Mr. ScHOLEN. Good morning, Senator Heinz and Senator Cohen.

Thank you for focusing your attention today on an important
new idea for older Americans.

As you know, most older people do own a home free and clear of
mortgage debt. This home equity “nest egg” is their single most
important financial asset. But until recently, the only way they
could cash in on this resource was to sell it—and to move. Now, we
are seeing across the country a variety of efforts to develop ways
for older persons to unlock their home equity while they remain in
their homes. These home equity conversion plans can be placed in
one of three general categories—reverse mortgages, sale plans, and
special purpose loans.

Reverse mortgages provide monthly loan advances to a home-
owner over a given term of years, with all loan repayment deferred
until the end of the term. This instrument has developed in three
ways: First, a handful of small- to medium-sized lending institu-
tions have independently developed a product and made a limited
number of loans, usually on a trial or community relations basis;
second, a nonprofit -development agency in San Francisco has
mounted a major, statewide demonstration effort involving several
substantial lending institutions; and third, a New Jersey firm is de-
veloping a large-scale, risk-pooling approach that relates the loan
term to the borrower’s age, and trades off a below market interest
rate for a share in future appreciation.

These efforts have pinpointed two major factors in the further
development of reverse mortgage lending. One is simply the cost of
information and consumer counseling in the early stages of a dif-
ferent and complex idea. The other factor is the need for a second-
ary market and insurance structure for dispersing the different
and complex risks associated with these new instruments.

Another general type of home equity conversion involves the sale
of some of the equity in the home with the seller retaining occu-
pancy rights until death. One of these plans—the sale/leaseback—
has been developed by a few realtors in California, Florida, Oregon,
and the District of Columbia. A serious development issue related
to this instrument is the need for detailed guidelines on the Feder-
al income tax consequences of specific plans. A second issue is the
complexity of the contract. It combines aspects of real estate fi-
nance, landlord-tenant law, and personal financial planning. Since
most of the details are open to negotiation, the merits of any par-
ticular deal are difficult to evaluate.

A second type of sale plan is now being tested by a nonprofit or-
ganization in Buffalo. This plan involves an annuity pool and is
strongly targeted to housing conservation goals.

The third general category of home equity conversion includes
several types of special purpose loans. None of these loans have to
be repaid until the borrower dies or sells the home. But all loan
advances must be used for a specified purpose such as home re-
pairs, weatherization, property tax payment, or home health care.
The major obstacles to these plans in the public and nonprofit sec-
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tors are the availability of loan capital, and further developments
in program design.

All of these home equity conversion plans present a fundamen-
tally new idea and different choices for older homeowners. Spend-
ing your equity while you live in your home is something that
hasn’t been done before. The instruments can be complex; they in-
volve cost and risk; and they reduce your estate. Consumer
demand, therefore, is likely to be quite small at first, and to grow
slowly only as consumers gain positive experience with specific in-
struments.

The basic goals of home equity conversion are to expand the
range of personal asset management choices, to increase the utility
of private savings, and to create opportunities for greater economic
independence for older Americans.

The sound development of this idea, however, will depend to a
substantial degree on the support, vigilance, and public informa-
tion efforts of organizations serving the elderly. For 2 years, the
U.S. Department of Health and Human Services provided signifi-
cant direct support to the early development process. This commit-
tee’s involvement and concern add an important new element to
that process.

Thank you.

Senator HEINZ. Mr. Scholen, thank you.

Mr. Weinrobe.

STATEMENT OF MAURICE D. WEINROBE, ASSOCIATE PROFESSOR
OF ECONOMICS, CLARK UNIVERSITY, WORCESTER, MASS.

Mr. WEINROBE. Thank you, Mr. Chairman.

My name is Maurice Weinrobe. I am an associate professor of
economics at Clark University and a special consultant to the re-
verse annuity program of San Francisco. .

I would like to address the role of the private sector in providing
instruments that will allow elderly to convert home equity into an
income stream in a way that provides a decent income stream, yet
maintains consumer safeguards that are consistent with consumer
objectives, where the objectives are likely to be individual in their
nature, and in a way that is profitable to the provider.

There are some simple rules that must be recognized in a private
sector plan for providing for the release of home equity.

First of all, you cannot take more out of a property than is al-
ready there in an equity. If the equity in a property is $30,000,
w%ith consideration for interest, that is all that 1s going to come out
of it.

Second, property appreciation is worth something. Potential
property appreciation is worth something. But the other side of
t}ﬁlaltls is that the ability to dispose of property is also worth some-
thing. :

And third, the laws of compound interest apply as much to home
equity conversion as they do to any other financial matter.

Can the private sector on its own provide for home equity con-
version?

I think the answer is unequivocably yes. If nothing else, it has
been doing it for years. Children have been lending money to their
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parents, essentially as a loan against equity. Financial institutions
provide second mortgages to the elderly and nonelderly, and there
are a great number of individual sale/leaseback arrangements be-
tween independent parties that are exactly a release of home
equity. )

But the problem seems to be in going from these individually tai-
lored arrangements to more general programs that involve either
financial institutions or large pools of money. There are undoubted-
ly substantial problems with any program for the conversion of
home equity. Reverse mortgages have been unsuccessful to date, as
Senator Cohen noted, at least in part because they have been tied
to annuities.

But, additionally, they have been unsuccessful because they have
been poorly structured. They do not address the specific needs that
reverse mortgages can take care of. Sale/leasebacks have seen
more individual success than general success. There have been
some recent attempts to develop sale/leaseback programs that
would apply in a variety of areas of the country in a variety of cir-
cumstances, but they also face substantial problems, whether it be
tax considerations, rent schedules that would be equitable to both
parties, or simply establishing a fair price.

Finally, the latest arrangements for sharing equity or converting
equity, the pool arrangements, show a great deal of promise, but
they are not in place yet, and potentially there are statutory and
regulatory problems as well as problems of acquiring the potential
pool of funds for those arrangements to take place.

The development of a successful private sector plan is going to
depend on the availability of a counseling process to guide the el-
derly through a decision that is traumatic and unfamiliar. But at
the same time a private sector plan is going to have to be suffi-
ciently well-defined that it appeals to those individuals who are
willing to put their money forward to provide for the recapture of
home equity.

Thank you very much.

Senator HENz. Mr. Weinrobe, thank you very much.

[The prepared statement of Mr. Weinrobe follows:]

PREPARED STATEMENT OF MAURICE D. WEINROBE

1. SOME PRINCIPLES FOR THE CONSIDERATION OF PRIVATE SECTOR HOME EQUITY
CONVERSION INSTRUMENTS

I have been asked to address the matter of the role of the private sector in provid-
ing financial instruments that will allow elderly homeowners to convert home
equity into an income stream. It is important to note at the outset that there are
some implicit premises about such a conversion process:

(1) The income stream should be nontrivial, but it need not be the sole support for
the person or couple—indeed, its most important function may be as an income sup-

lement.
P (2) The financial instrument should incorporate reasonable and sound consumer
safeguards.

(3) The home equity conversion process should be sensitive to consumer objectives,
and particularly to the fact that consumer objectives are nonhomogeneous—differ-
ing from one homeowner to another; and

(4) A reasonable private sector based instrument must be profitable to the provid-
er.

The four premises for private sector instruments establish some ground rules for
Jjudging the quality of different instruments. The premises are not completely con-
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sistent with one another and may involve trade-offs. For example, the more consum-
er safeguards an instrument is designed to include, the less profitable the instru-
ment may be to the provider.

Beyond the basic premises for private sector plans, there are also three simple
rules or laws that pertain to home equity conversion instruments (HECI's) and that
inescapably affect income to the elderly and profitability to the provider. It is unfor-
tunate that these rules are not given more heed since they, more than anything,
determine cash flows and rates of return.

Rule 1: One cannot take more out of a property than already is there as equity.
Many home equity conversion programs are criticized on the grounds that they do
not generate sufficient income. Quite apart from the criticism that “sufficiency” in
general is an irrelevant concept (it depends on individual circumstances and objec-
tives), because a property has a limited equity, it can only produce a limited income.
It is not a fault of the home equity conversion process that equity is finite. The aim
of the process should be to design a way of converting the fixed equity into the
income stream that is most desirable, when there are a multitude of possible income
streams that are contenders.

Rule 2: The laws of compound interest and theories of the interest rate apply to
HECT’s as much as to any other financial instruments. The criticism is often heard
that a particular conversion plan will not work at high interest rates. There is no
question that high interest rates reduce the income flow from most HECI's, but at
the same time it must be recognized that the same high interest rates make money
today more valuable than money tomorrow, and generally portend a higher level of
prices (including property values) tomorrow than today. So while high interest rates
reduce cash flow from the same equity, they may also signal that future equity will
be higher than would otherwise be the case. A similar point concerns the effect of
interest rates on the relationship between funds dispersed and funds repaid under
HECTI’s. There is nothing special about HECI's in this regard. For example, in com-
paring a reverse mortgage with a standard (forward) mortgage with the same inter-
est rate and term to maturity, the amount (or proportion) of interest paid will be
the same.

Rule 3: Property appreciation is worth something, as is the ability to dispose of
property at will. Different HECI's will have different income streams associated
with them in part because the residual control or ownership of property differs. If a
homeowner wants to mainta