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Executive summary

Home Equity Conversion
Mortgages and Long-Term Care

Mark Merlis

services, there has been growing interest in the possibility that older peo-

ple without other financial resources could draw on their home equity to
help pay for their own care. One mechanism for doing so is a “reverse mortgage,”
under which a lender advances money to an older person in return for a future
claim on the home. Some older people with functional disabilities might be able
to use proceeds from a reverse mortgage to meet costs for personal care, home
modifications, or other assistance needed to remain in the home. Those not yet
in need of assistance could use the funds to pay premiums for a private long-
term care insurance policy.

3 s the nation considers ways of meeting growing costs for long-term care

This report provides an overview of how reverse mortgages work. Using
data from the 2000 Health and Retirement Study, it estimates how many older
households could qualify for a reverse mortgage, how much money they could
borrow, and how much help these might provide in financing long-term care di-
rectly or in paying for long-term care insurance premiums.

The results indicate that many middle-income households without other
resources might benefit from using reverse mortgages to help pay for needed
home care. However, it is not likely that this mechanism will play a major role in
financing long-term care. In particular, it cannot be expected that reverse mort-
gages will help to solve the long-range financing problem for Medicaid. Reverse
mortgages could make private long-term care insurance more affordable for
many households. But those whose home is their largest asset are unlikely to be
motivated to mortgage it for this purpose, because they may have other financial
needs and because use of a loan to buy insurance is, under current market struc-
tures, very costly relative to the benefits received.

Mark Merlis is an independent health policy consultant. He is formerly a Senior Fellow at the In-
stitute for Health Policy Solutions in Washington, DC.
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How Reverse Mortgages Work

The most common reverse mortgages are Home Equity Conversion
Mortgages (HECMs), which are offered by banks and insured by the Federal
Housing Administration. Under an HECM loan, a lender advances money to a
homeowner, in the form of a series of fixed monthly payments, a line of credit on
which the borrower may draw, or a combination. The borrower is not required to
make any payments on the loan so long as he or she remains in the house. The
lender collects the loan balance—which includes the accrued interest and other
charges as well as the amounts paid out—when the house is sold by the borrower
or by his or her estate.

An HECM is available only to homeowners aged 62 or older. If a house is
jointly owned, all owners must be 62 or older. Maximum initial loan amounts
are subject to two basic limits. First, the amount of home equity that can be bor-
rowed against is subject to a county-level limit based on median local home val-
ues. Second, the homeowner can borrow only a fixed percentage of the allowed
home equity; this percentage is based on the borrower’s age at the time of appli-
cation and the expected interest rate for the loan. For example, given an expected
future interest rate of 5.5 percent, 62-year-olds could borrow up to 63 percent of
their home’s value, while 80-year-olds could borrow 78 percent. (For couples, the
age of the younger member is used in all calculations.)

Closing costs for HECMs, including an upfront mortgage insurance
premium, are typically financed through the loan. In addition, loan proceeds must
be used first to pay off any existing mortgage and to make needed repairs, and
there is a set-aside for future bank service charges. For many older homeowners,
these charges can reduce the available loan to zero.

The combination of upfront charges and compounding interest on the
loan means that the final loan balance payable when the home is sold may be
considerably more than the borrower has actually received. For example, a 70-
year-old borrower with median home equity for that age ($80,000) might opt
for a loan paying about $380 per month over his or her life expectancy of 15
years. At the end of that period, he or she would have received a total of $68,392
and would owe $103,523—5$1.51 for every $1.00 received. The ratio of the loan
balance to actual proceeds is even higher for loans of shorter duration.

Using an HECM to Pay Directly for Long-Term Care

As Figure 1 shows, there are 24 million older households—defined in this
report as those headed by a single adult aged 62 or older or a couple both of
whom are 62 or older. Of these, 74 percent have at least some net home equity.
However, about one-fifth of the households with home equity—or 16 percent of
all older households—are ineligible for an HECM, either because another owner
is on the deed or because the available loan is too small to finance closing and
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Figure 1
Eligibility of Older Households for an HECM, 2000

No net
home
equity

26%
Eligible for
HECM .
599 Ineligible,
co-owner
under
age 62
10%

Maximum loan
insufficient to cover
closing costs

6%

Note: Based on 24.2 million households. Because of rounding, components do not sum to 100%.
SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.

other costs. This leaves 14.2 million households, or 59 percent of older house-
holds, eligible for an HECM.

Not all of these households are likely to use an HECM if they should
find themselves facing high long-term care costs. On the one hand, 1.6 million
potential borrowers have very low incomes and few financial resources other
than their home. These households are already Medicaid beneficiaries or might
rapidly qualify for Medicaid if they required expensive care and therefore would
have little reason to borrow. (Nor, as will be discussed below, would their use
of an HECM necessarily save money for Medicaid.) At the other extreme are
households whose financial resources are already sufficient to cover their likely
long-term care needs. The 3.8 million households in the top quartile by financial
assets, those with $275,000 or more, are treated here as unlikely candidates for
an HECM. This leaves a net “target” population of 8.8 million households who
might use an HECM for long-term care.

These 8.8 million target households would have qualified for a median
loan of about $47,000 in 2000. More than three-quarters could have received
$25,000 or more, and one-quarter could have received $75,000 or more. Some
of these households have other resources that would let them cover their own

March 2005, HECMs and long-term care, Executive Summary
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long-term care, but for many an HECM loan could make a real difference in how
long they could afford to receive care at home.

Figure 2 shows how long target households could afford to pay for home
care costing $2,000 per month. Using only their non-housing assets, about one-
third of these households could afford to pay only for 12 months or less. When
an HECM loan is added in, 92 percent of these households could afford to pay for
more than a year of care. Using an HECM, 46 percent could afford to pay for more
than five years of care, compared to 26 percent using non-housing assets alone.

Much of the current interest in promoting the use of reverse mortgages
as a source of long-term care financing stems from the hope that Medicaid long-
term care expenditures might be reduced. While it is certainly possible that
HECMs could help people postpone the day on which they will need Medicaid,
at least two factors limit the likely savings to the Medicaid program. First, noth-
ing prevents someone from receiving an HECM loan and qualifying for Medicaid
at the same time. Loan proceeds are not treated as income, no matter what they
are spent on, and would affect Medicaid eligibility only if the borrower retained

Figure 2
Maximum Months of Home Care "Target" Households
Could Pay For, Using Financial Assets or

Using Assets plus an HECM, 2000
Percent of households 46%

[]Using financial assets only
Il Adding an HECM

32%

26%

15%
P 12% g9 12% 12%
8%

10%

8%

12 or fewer 13-24 25-36 37-48 49-60 More than 60
Months

Note: Based on 8.8 million "target” households. Assumes home care expenses of $2,000 per month.
SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
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enough loan payments (instead of spending them at once) to exceed limits on
non-housing assets. Second, Medicaid already has an ultimate claim on the home
equity of older people who receive long-term care. There are some circumstances
in which it would be more cost-effective for Medicaid to pay for care and recover
its expenditures later on, than for the person needing care to use an HECM, be-
cause HECMs divert so much of the equity to interest and other loan costs.

Even if Medicaid could achieve some savings by promoting the use of
HECMs, this mechanism is unlikely to have a major effect on spending because
current or likely beneficiaries simply don’t have enough equity. Figure 3 shows
annual available loan proceeds for all households with any member reporting
difficulty or receiving assistance with activities of daily living (ADLs). (The fig-

Figure 3

Distribution of Potential Annual HECM
Proceeds for Households with a Member
Reporting or Receiving Assistance with
Activities of Daily Living, 2000

Medicaid
households

7% Households
hear Medicaid

5%
Other
houseflolds Wealthy
59% households
29%

Total = $35.0 billion

Note: Based on 3.0 million households. Assumes 60 monthly term payments. Medicaid
households had a member currently or recently receiving Medicaid. Households near Medicaid
had income below the poverty level and non-housing assets of less than $15,000. Wealthy
households had non-housing assets greater than $275,000.

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
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ure includes the low-income households and high-wealth households previously
excluded from the “target” population.) Overall, HECMs could have yielded $35
billion in 2000. But nearly a third of these funds would have gone to wealthier
households, while only 12 percent ($4.2 billion) would have been available for
Medicaid households or those near Medicaid eligibility. This compares with an
estimated $42 billion in Medicaid spending for long-term care for the elderly in
2001.

HECMs and Long-Term Care Insurance

A second possible use of an HECM is to pay premiums for private long-
term care insurance. For many households, this could provide better protection
than use of an HECM to pay for care directly, because not everyone will ultimately
need long-term care and the risks can be spread across a pool of purchasers.

A private long-term care insurance policy provides payment towards the
cost of necessary long-term care services, such as nursing home care or home
care. Typically the policy makes fixed dollar payments for each day of care,
regardless of the actual cost of the service. Long-term care insurance gener-
ally pays benefits only for a fixed period—e.g., two years of nursing home care,
three years, and so on; the longer the coverage, the more costly the policy. Most
purchasers of long-term care insurance do not expect to need long-term care
services until some time in the future; they pay premiums over a period of some
years in return for a promise of future protection. Although it is understandable
that the elderly are most interested in this protection, long-term care insurance
is expensive for those who buy it at older ages, because there is less time to ac-
cumulate funds before services are needed.

Relatively few older households can afford to pay these premiums using
retirement income. While there are varying ideas of how much people could af-
ford to pay, this report assumes that coverage is affordable if premiums amount
to no more than 5 percent of income. Under this criterion, 14 percent of older
households can afford long-term care insurance. To encourage the private insur-
ance option, a 2000 change in the federal HECM law permits a waiver of required
upfront mortgage insurance premium if the borrower uses the loan solely to pay
for long-term care insurance. This waiver would increase potential loan proceeds
by an average of 6.7 percent.

Assuming that people at or close to Medicaid eligibility levels and people
with substantial financial assets would not buy coverage (or could afford it
without an HECM), the population likely to be interested in an HECM/insurance
arrangement might be about the same target group identified above. (It would
be slightly larger—8.9 million households instead of 8.8 million—because of
the mortgage insurance waiver.) Some of these households would be unable to
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obtain coverage, because insurers use underwriting, screening out high-risk ap-
plicants by reviewing medical history and functional status.

As Figure 4 shows, of the 8.9 million target households, 72 percent would
qualify, using less stringent underwriting criteria than those ordinarily applied
by insurers. Of these, 10 percent could already afford coverage without using an
HECM. Premiums for a reasonably comprehensive policy (providing a $100 daily
benefit for three years, with a 90-day waiting period and compound inflation
protection) would be less than 5 percent of income for this group. For 34 percent
of the target population, available HECM proceeds would be sufficient to pay the
entire long-term care insurance premium; for another 11 percent, loan proceeds
would reduce the net premium to less than 5 percent of income.

Figure 4

Effect of an HECM on Affordability of Long-Term Care
Insurance Premiums for "Target" Households, 2000

Household
still cannot
afford LTCI Fail
17% underwriting*

28%

Reverse
mortgage
makes LTCI
affordable
11% Can already
afford
coverage
10%
Reverse
mortgage pays
full LTCI
premium
34%

*For couples, at least one person fails underwriting.

Note: Based on 8.9 million "target” households. Total households greater than in Figure 2 because
additional households qualify through waiver of upfront private mortgage insurance premium.
SOURCE: Author's analysis of data from the 2000 Health and Retirement Study.
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Some analysts contend that, because many of these households have limit-
ed financial assets to protect, they are unlikely to be interested in long-term care
insurance. This may not be so; while asset protection is the most commonly cited
reason for buying long-term care insurance, many have other concerns, such as
avoiding dependence on children and protecting living standards. Still, there are
some major barriers to development of an HECM/insurance market:

Even if they would value insurance, people with limited financial wealth are
likely to be reluctant to surrender their largest asset.

Many of the people who might use an HECM to buy long-term care insur-
ance would be mortgaging most or all of their major asset. In doing so, they
might deprive themselves of a potential cushion to meet risks other than a need
for long-term care. People might need to draw on an HECM for other purpos-
es—for example, to keep up their home or to maintain their standard of living if
their retirement income should prove inadequate. In addition, many people with
limited financial assets hope to leave their home to children or other heirs.

Different households give different weights to the value of leaving an in-
heritance versus maintaining current life style. Some people feel strongly about
leaving a bequest, while others care much less about leaving an estate and are
more willing to trade equity for consumption. Even these people, however, might
not be as ready to trade equity for insurance against what is a real but fairly dis-
tant risk.

The dual transactions of taking out a loan and then buying insurance are in-
efficient and costly.

The borrower/buyer must separately cover administrative costs and profit
requirements of both the bank and the insurer, as well as interest costs for the
loan. A typical long-term care insurance policy pays benefits averaging 60 per-
cent to 70 percent of premiums, with the rest retained by the insurer; HECM
costs may be nearly as high. The result could be that the average value of actual
long-term care benefits would be just 36 cents for every dollar of equity ulti-
mately surrendered.

Costs might be reduced considerably if one financial institution sold a sin-
gle product that provided long-term care insurance in return for a direct future
claim on the home. This might lower administrative costs and reduce the need
for underwriting. A combined product could also have much lower interest costs
than an HECM alone, since the interval between pay-out of benefits and recovery
of equity would usually be shorter.

Executive Summary, HECMs and long-term care, March 2005
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Long-term care insurance has a history of rate instability and may be espe-
cially risky for people barely able to afford it.

Long-term care insurance is supposed to have “level premiums”: insur-
ers are supposed to set their initial premium rates at levels sufficient to cover
their ultimate projected costs. However, an insurer may raise premiums if it can
show regulators that more revenue is needed to cover current or future costs.
While stronger regulations now being adopted by states may deter abusive pric-
ing practices, rate-setting remains subject to forecast errors, investment income
fluctuations, and other uncertainties. While rate increases are a risk for any long-
term care insurance purchaser, the marginal buyers who could afford insurance
only by using an HECM would certainly be more seriously affected.

Conclusion

While HECMs are costly, they could help finance long-term care for a
substantial number of households. Use of this funding source could help some
disabled people remain at home and enhance their ability to direct their own
care. However, because available funds for many potential borrowers are limited,
many would exhaust their loans if they needed intensive care or required ser-
vices for a long period. For these borrowers, the HECM would merely postpone,
rather than obviate, the need for Medicaid assistance.

HECMSs could also improve the affordability of long-term care insurance,
but this way of paying for coverage is costly, inefficient, and unattractive. Major
changes, such as development of a combination loan/insurance product and fur-
ther modifications of HECM rules, are likely to be needed before this would be a
workable option for many people.

March 2005, HECMs and long-term care, Executive Summary



Georgetown University Long-Term Care Financing Project )

Table of Contents

[N oo 1V Lt f Lo o FS 1
Background 0N REVEISE MOITGAGES «.ueeuunieeneeiinaae i e et e e e ea e e ea e e eaa e e eea e aeen e eeean e eeennaaeennaeeennnns 2
[ (o XV o | Y Y7o ] N 2
Characteristics of CUITENT DOITOWELS ......ieiiie e e e e e e e eeas 6
HECMs as a Direct Source of Long-Term Care FUNAING «...oeeeuiiiiniiiiiieeii e 7
How many households could use an HECM? ... o 7
How much money could these households get?... ..o 10
HECMS and MediCaid .......couniiniiie e e 14
HECMs and LONG-Term Care INSUIANCE ... .cuuieiieii e et e e et e et e et e e e e e e e e e e e e e eneeae e e eennes 18
Background on long-term Care iNSUIANCE ......couuieenieiiee it e et e e et e e e e e e e e e e e eaeeeas 18
Effect of HECM on affordability of iNnSUrance. ..., 19
Barriers to HECM/iNSUrance arrangements ... ... cceeieieeieeeeee e ee e e et e e e e e e e e ea e e e e enaeeeas 22
Trading equity fOr INSUIANCE .....iiniii e et e e e e e e e e e e aaeeenaes 23
B 2= L 13> Ut o o o T o X PN 25
2 LI T g L =Y LY < 26
(Y Lol [0 =Y oY PR 28
Appendix: Data and MethodOlOgy ..... e e e e e e e e 29
N0 ) PP 30
2 Y=Y Lol <R 32
List of Tables
Table 1. Net HECM Proceeds for a 70 Year-Old Homeowner with $80,000 in Equity................. 5
Table 2. Growth in Loan Balance and Loan Cost for an HECM Providing Monthly
Payments fOr 15 YEAIS ..en e 5
Table 3. Characteristics of HECM Borrowers and All Older Homeowners ..........cccceevueeevneennnnnn.. 6
Table 4. Older Households by Home Equity as a Percentage of Total Net Worth, 2000............. 7
Table 5. Older Households by Functional Limitations of Household Members and
HOME EQUILY, 2000 ...ttt et e e e et e e e e e e e e e e eaas 8
Table 6. Percentage of Older Households Qualifying for an HECM, by Functional
Limitations of Household Members..........oiiuiiiiii e e 9
Table 7. Older Households Likely to Benefit from an HECM, by Household Functional
Limitations of Household Members...........oouniiiiiiiii e e 10
Table 8. Distribution of Maximum Initial HECM Loan Amounts for Target Households, by
Functional Limitations of Household Members.........cooieiiiiii i, 11
Table 9. Percentage of Community Long-Term Care Episodes Covered by Private Long-Term
Care Insurance, by Duration of Episode and Age at Start of Episode..........cc.cceeeeneies 12
Table 10. HECM Borrowers in Target Households with Sufficient Funds to Cover Possible Home
Care Episodes, by Duration of EpiSOde......cccuiiniieiiiiiiieeeeeee e, 12
Table 11. Distribution of Available HECM Loans for Target Households, by Household Non-
HoUSING Wealth ... e e e e eeans 13
Table 12. Months of Home Care (at $2,000 per Month) Covered Using Non-Housing Assets and
with HECM Loan Plus NON-HOUSING ASSELS ...eiiuiiiiiiiieiii e e et eeee e eeee e ee e 13
Table 13. Example of Effect of Partial Substitution of HECM Funds for Medicaid Payment........ 14
Table 14. Distribution of Potential Annual HECM Proceeds for Households with a Member
Reporting ADL or IADL Limitation, 2000 ... 17

Table 15. Households in HECM Target Population Able to Pass Simple Underwriting Screen .... 20
Table 16. Effect of HECM on Affordability of Long-Term Care Insurance with Loan in the Form of
MONthly TeNUIE PaymMENTS . ...oeu it e e e et e e e e e e e e e e e eaaes 21
Table 17. Effect of HECM on Affordability of Long-Term Care Insurance with Loan in the Form of
Monthly Payments for Term Based on Household Life Expectancy .........cccoceevuneennnnnn.. 22
Table 18. Non-Housing Assets of Potential Long-Term Care Insurance Buyers Using an HECM
and of Actual Buyers, 2000 ... 23
Table 19. Percentage of Potential HECM/Insurance Participants Expecting to Leave a Bequest. 24
Table 20. Percentage of Potential HECM/Insurance Purchasers Able to Afford Coverage with
Equity Contribution ReSTriCTed ....ounieei e 25

Table of Contents, HECMs and long-term care, March 2005



10

Georgetown University Long-Term Care Financing Project

Home Equity Conversion
Mortgages and Long-Term Care

Mark Merlis

Introduction

Most older people own their own
homes; for many older households,
home equity is the largest component
of total household wealth. As the na-
tion considers ways of meeting grow-
ing costs for long-term care services,
there has been growing interest in the
possibility that older people without
other financial resources could draw
on their home equity to help pay for
their own care.

One mechanism for doing so is a “re-
verse mortgage,” under which a lender
advances money to an older person in
return for a future claim on the home.
Some older people with functional dis-
abilities might be able to use proceeds
from a reverse mortgage to meet costs
for personal care, home modifications,
or other assistance needed to remain
in the home. Those not yet in need of
assistance could use the funds to pay
premiums for a private long-term care
insurance policy.

This report begins with a summary
of how reverse mortgages work and
a review of the characteristics of the
(relatively few) older people who have
used this product. The next section
provides estimates of how many older

people could potentially benefit from
using a reverse mortgage to pay direct-
ly for long-term care, how much money
they could get, and the extent to which
a loan would enhance their existing
ability to finance care. This is followed
by a discussion of the potential effects
of reverse mortgages on Medicaid eligi-
bility and spending.

The last section reviews the alterna-
tive of using a reverse mortgage to pay
premiums for private long-term care
insurance. It estimates how many older
people could already afford to buy
reasonably comprehensive coverage,
and how many more might be able to
afford coverage if they used a reverse
mortgage. The section concludes with
a review of the major barriers to wide-
spread use of this option and some
possible solutions.

All estimates in this report are
based on data from the 2000 Univer-
sity of Michigan Health and Retirement
Study, which collects health, financial,
and other information from a sample
of people aged 50 and over. Assump-
tions used in projecting available re-
verse mortgage funds are described in
the appendix.
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2

Background on Reverse Mortgages

here are three major reverse
mortgage programs:

Home Equity Conversion Mort-
gages (HECMs), which are offered
by banks and insured by the
Federal Housing Administration
(FHA);

HomeKeeper loans  offered
through Fannie Mae (the Federal
National Mortgage Association);
and

Financial Freedom cash accounts,
a proprietary product offered by
the Financial Freedom Senior
Funding Corporation.

The major difference among the
programs is that HECM loans are
subject to upper limits based on me-
dian home values in a given area. The
HomeKeeper and Financial Freedom
programs may allow larger loans than
HECM for houses with a very high val-
ue. However, they also impose higher
loan costs and provide proportionately
smaller payouts than the HECM pro-
gram.

Two state housing agencies, in Con-
necticut and Montana, offer limited
reverse mortgage programs for low-
and middle-income elderly people. The
Connecticut program is specifically
targeted at people who need long-term
care; it issued 880 mortgages worth
$93 million between 1969 and 2002

Background, HECMs and long-term care, March 2005

(CHFA 2002). Some states or localities
offer elderly people home improve-
ment loans or postponement of prop-
erty taxes; these programs are similar
to reverse mortgages in that repayment
is not due until the borrower dies or
leaves the home (AARP 2000).

Federally insured HECMs account
for about 90 percent of all reverse
mortgages issued (NRMLA 2004) and
are the most attractive option for
people without unusually high home
equity. All estimates in this report are
based on HECM rules.

How HECMs work

Under an HECM loan, a lender
advances money to a homeowner in
the form of a series of fixed monthly
payments, a line of credit on which
the borrower may draw, or a combi-
nation." The borrower is not required
to make any payments on the loan so
long as he or she remains in the house.
The lender collects the loan balance—
which includes the amounts paid out
as well as accrued interest and other
charges—when the house is sold by
the borrower (or his or her estate). An
HECM is a “non-recourse” loan: if pro-
ceeds from the sale of the house are
insufficient to cover the loan balance,
the lender cannot recover its loss from
other assets of the borrower or estate.
Many of the rules of the HECM program
are designed to reduce the risk that the
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lender will not recover the full loan bal-
ance.

Eligibility

An HECM is available only to hom-
eowners aged 62 or older. If a house is
jointly owned, all owners must be 62 or
older.

Maximum loan

The maximum initial loan amount
is subject to two basic limits. First, the
amount of home equity that can be
borrowed against is subject to a coun-
ty-level limit based on median local
home values with statutory floors and
ceilings.” In 2004, these lending limits
ranged from $160,176 to $290,319.
(Again, homeowners with equity above
these limits may be able to get larger
loans through the other available re-
verse mortgage products. Fannie Mae’s
HomeKeeper has a limit of $333,700,’
while the Financial Freedom products
have no limit.)

Second, the homeowner can borrow
only a fixed percentage of the allowed
home equity; this percentage is based
on the borrower’s age at the time of ap-
plication and the expected interest rate
for the loan. This “principal limit” is
meant to reduce the risk that the sum
of principal and accumulated interest
will ultimately exceed the home’s val-
ue. Older borrowers can borrow more
than younger ones, because their debt
is less likely to compound over a long
period. Given an expected future inter-
est rate of 5.5 percent, 62 year-olds
could borrow up to 63 percent of their
home’s value, while 80 year-olds could
borrow 78 percent. (For couples, limits

Georgetown University Long-Term Care Financing Project

are based on the age of the younger
spouse.) On the other hand, limits for
borrowers of all ages go down if ex-
pected future interest rates are high-
er—because a higher mortgage interest
rate increases the chance that the loan
balance will outpace the home’s value.
If future interest rates were projected
to be 8 percent, the share of home eq-
uity a 62 year-old could borrow would
drop to 37 percent, while the share an
80 year-old could borrow would drop
to 61 percent.

The maximum loan is reduced by
a service fee set-aside. Lenders are al-
lowed to charge a monthly service fee,
typically $30, to HECM borrowers; the
accumulated fees, plus interest, are
collected when the loan is repaid. The
service fee set-aside, based on the bor-
rower’s age and the expected interest
rate, is meant to assure that the lender
can ultimately recoup these fees.

Upfront costs

Before the borrower can actually re-
ceive any money, proceeds of the loan
go to the following initial costs:

Closing costs. The lender may
charge a loan origination fee
equal to the larger of $2,000 or 2
percent of allowed home equity.
Other typical mortgage closing
costs, such as appraisal and re-
cording fees, are also built into
the loan; these can amount to as
much as $2,000.

Pay-off of existing loans. A bor-
rower need not own the home
free and clear, but any existing
mortgage or home equity loan

March 2005, HECMs and long-term care, Background
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must be paid off from initial loan

proceeds.

Home repairs. If the appraisal
determines that the house is in
need of repair, funds from the
initial loan are set aside for this

purpose.

Mortgage insurance premium.
To further protect the lender
against the possibility that the
house’s value will not keep pace
with the size of the outstanding
loan, FHA provides mortgage in-
surance, the cost of which is paid
by the borrower. Borrowers pay
an upfront premium of 2 percent
of the allowed home equity, and
an additional premium is added
to the loan balance each month.
In 2000, Congress amended the
HECM rules to provide that the
upfront premium (but not the
later premiums) may be waived
if the borrower plans to use loan
proceeds to buy private long-
term care insurance. The effect
of this rule, which has not yet
been implemented, is discussed

later in this report.

Payment options

Borrowers can receive their loan

funds in three basic ways:

As a monthly “tenure” payment:
a fixed amount that the bor-
rower will receive for as long
as he or she lives in the house.
The monthly payment amount
is computed on the assumption
that the borrower will live to be

100.
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As a monthly “term” payment,
equal amounts paid for a term
selected by the borrower (for
example, 60 months or 120
months).

As a line of credit on which the
borrower may draw at any time,
in any amount, until the principal
limit is reached. If the borrower
has not yet reached this limit,
the available balance increases
each month at a rate equal to
the interest rate charged on the
loan.

Borrowers can also elect to take part
of their maximum loan in the form of
tenure or term payments and leave the
balance in a line of credit. As of 1999,
two-thirds of borrowers had chosen a
line of credit, and another 20 percent
used the combination options; only 12
percent had opted for monthly tenure
or term payments alone (Abt 2000).

Interest rates

Nearly all HECMs are adjustable
rate mortgages (ARMs), tied to a U.S.
Treasury security index.* The borrower
may choose a rate that adjusts monthly
or annually. An annually-adjusted rate
may go up no more than 2 percentage
points per year and no more than 5
percentage points over the life of the
loan. A monthly-adjusted rate usually
starts out lower but is subject only to
a lifetime cap, typically 10 percentage
points, set by the lender.

Loan limits and loan costs

Table 1 shows how the loan limits
and initial costs affect the amount of
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cash actually available to the hom-
eowner. The figures, like all examples
in this report, are based on an expect-
ed average interest rate of 5.5 percent
over the life of the loan and a 2.8 per-
cent current ARM rate.” The borrower
is a 70-year-old with home equity of
$80,000. (This is the median equity for
householders of that age who have any
net equity.) The age-based principal
limit reduces the maximum loan to
$55,120. After upfront costs and set-
asides, the cash this borrower could
receive at closing is $45,251, or about
57 percent of the full home value. At
any time, the loan balance on an HECM
includes built-in closing costs, cash re-
ceived by the borrower, servicing fees,
mortgage insurance premiums, and
compounding monthly interest on all
of these items. Table 2 compares cash
received to loan balances
at different intervals for
the borrower shown in
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years, she will owe $103,523, more
than her starting equity of $80,000. If
her house appreciates over this inter-
val, she or her estate may be able to
cover the loan balance and still have
some equity. Note, however, that the
table uses a variable interest rate of
2.8 percent and assumes that this rate
holds for the entire 15 years. This is
quite unlikely, and a rising variable rate
will mean an even higher loan balance.
Moreover, a general increase in mort-
gage interest rates might depress ap-
preciation in the home’s value. So there
is a real possibility that the lender will
not recover the full balance. This is one
of the risks mortgage insurance pro-
tects against.

Table 1. Net HECM Proceeds for a 70-Year-Old Homeowner

Table 1. She chooses to
take her payments in the
form of monthly pay-
ments for 15 years, the
average life expectancy

for a 70 year-old. These
payments equal about
$380 a month.

After the first vyear,
she has received $4,559
and owes $10,011. The
loan cost—the portion
of the balance over and
above cash received—is
54 percent. This drops
over time, then begins
to rise slightly. If she
survives for the full 15

with $80,000 in Equity
Home equity $80,000
Principal limit 55,120
Upfront costs and set-asides:
Loan origination 2,000
Closing 1,240
Mortgage insurance 1,600
Service fee set-aside 5,029
Net cash available to borrower 45,251

Table 2. Growth in Loan Balance and Loan Cost for an
HECM Providing Monthly Payments for 15 Years

Cumulative Loan Loan
cash received balance cost®

Closing $ = $ 4,840 -
After 1 year 4,559 10,011 54%
After 5 years 22,797 32,485 30%
After 10 years 45,595 65,083 30%
After 15 years 68,392 103,523 34%

a. As a percentage of loan balance.
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Characteristics of current borrowers

Reverse mortgages have been avail-
able since the 1960s but remain very
rare; only 18,000 new federally insured
reverse mortgages were written in
2003 (NRMLA 2004). Many people who
might benefit from HECMs may not be
aware of the product. Others may be
deterred by the high costs of the loan.
Still others may be reluctant to mort-
gage the largest asset they might leave
to children or other heirs; this issue of
a “bequest motive” will be considered
further below.

Table 3 compares HECM borrowers
to all elderly homeowners. Borrowers
are slightly older than other homeown-
ers and are much more likely to be liv-

6

ing alone. They are more likely to live
in the central city of a metropolitan
statistical area, and their homes have
a higher median value than those of all
elderly people.

Given the known characteristics of
HECM borrowers, it is believed that
they tend to have low incomes and few
assets other than their home equity.
This view cannot be confirmed from
HUD data; while income information
is collected from applicants, it is not
used in approving mortgages and has
proved to be unreliable (Abt 2000).
Still, as HECMs are so costly, it seems
plausible that many borrowers seek a
loan only because they have exhausted
other resources.

Table 3. Characteristics of HECM Borrowers and All Older

Homeowners
HECM All older
borrowers, homeowners,
1999 1997
Median age 75 72
Gender/Household composition
Female living alone 56% 28%
Male living alone 14% 8%
Living with others 30% 65%
Location
Central city 41% 24%
Metro non-central city 47% 57%
Non-metro 12% 19%
Median appraised $107,000 $87,000
property value

SOURCE: HUD (2000).

Background, HECMs and long-term care, March 2005
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HECMS as a Direct Source of Long-Term Care Funding

holds were headed by a single adult

aged 62 or older or by a married
couple both of whom were 62 or older.
Of these households, 57 percent owned
their homes outright, and another 17
percent had at least some net equity;
that is, the estimated value of their
houses exceeded any balance remain-
ing on mortgages or other home eq-
uity loans. Total home equity held by
older households was over $2.1 trillion.
Many of these households might find it
advantageous to draw on their equity
through an HECM if they needed costly
long-term care services.

In 2000, about 24 million house-

This section estimates how many
older people could potentially benefit
from using an HECM, how much money
they could get, and the extent to which
a loan would enhance their existing
ability to finance care. This is followed
by a discussion of the potential effects
of reverse mortgages on Medicaid eligi-
bility and spending.

How many households could use an
HECM?

For many households home equity
makes up the largest share of overall
household wealth. Table 4 classifies
older households by home equity as a
percentage of net worth. (In this report,
“older” households are those headed by
a single person aged 62 or older or by a
couple both of whose members are 62
or over.) As shown, 26 percent of older
households have no net equity. Older
homeowners might be seen as divided
into three groups. The first, those for
whom home equity makes up less than
50 percent of total wealth, tends to
have both substantial home equity and
also considerable non-housing assets;
this group has a much higher median
income than other older households.
Most homeowners in this group could
be expected to meet any long-term care
needs with their existing resources;
they would be unlikely to require an
HECM.

Table 4. Older Households by Home Equity as a Percentage of Total Net Worth, 2000

Home equity Median

as percent of Households Percent of home Median Median
net worth (millions) households equity net worth income
No net equity 6.2 26% $ - $ 3,500 $12,630
Under 25% 3.9 16% 94,500 664,500 45,250
25%-49% 4.7 19% 100,000 286,000 32,390
50%-74% 3.8 16% 90,000 147,250 23,990
75%-99% 4.6 19% 78,000 87,450 16,260
100% or more® 1.0 4% 40,000 35,750 10,800
Total 24.2 100% 60,000 129,000 21,850

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
a. Home equity can be larger than net worth if non-mortgage debt exceeds non-housing assets.
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At the other extreme are house-
holds with more modest home values
and little or no non-housing wealth.
These households, for whom equity
makes up 75 percent or more of total
wealth, tend to have very low incomes
and might rapidly qualify for Medicaid
home care services through the special
eligibility standards for people needing
home care (or through the spenddown
process if they incurred high long-term
care costs).

In between are the households for
whom home equity makes up 50 per-
cent to 74 percent of net worth. These
households have median home equity
of $90,000, non-housing assets of al-
most $60,000, and median income of
$23,990—close to the median for all
older households.

Table 5 classifies households ac-
cording to reported difficulties with
“activities of daily living” (ADLs, such
as bathing, eating, or dressing) or “in-
strumental activities of daily living”
(IADLs, such as housekeeping or taking
medications). Households in which one
or both members reported any diffi-

8

culty with any ADL or IADL were some-
what less likely to have home equity
than other households (67 percent ver-
sus 78 percent); those in which a mem-
ber actually received help with any ADL
were even less likely (63 percent). Still,
a substantial majority of older people
with functional limitations have at
least some equity to draw on.

Not everyone with home equity is
eligible for an HECM. First, an HECM
is not allowed if anyone other than
the single adult or married couple is
a co-owner of the property. Of the 18
million households with home equity,
2.5 million (14 percent) reported that
someone else—usually a child—was
listed on the deed to the property. Sec-
ond, HECMs are subject to the principal
limit, which is based on total equity,
the age of the youngest borrower, and
the expected interest rate. The actual
amount available to the borrower is
this principal limit minus the upfront
costs described earlier. In addition, if
there is any existing mortgage or home
equity loan on the property, the bal-
ance must be paid off from the initial

Table 5. Older Households by Functional Limitations of Household Members and Home

Equity, 2000
Households

Percent of with any Percent
Functional limitations of house- Households all home equity with any
hold head or spouse (1000s) households (1000s) home equity
Needs ADL help 2,661 11% 1,690 63%
Reports difficulty with ADL/IADL o o
but does not need ADL help 4,318 18% 2,907 67%
No difficulty reported 17,227 71% 13,434 78%
Total 24,206 100% 18,030 74%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
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loan draw.’ These requirements can re-
duce the available funds to zero.

Table 6 shows the percentage of
households that could actually receive
funds through an HECM. While 74 per-
cent of older households had home
equity in 2000, only 64 percent were
sole owners, and only 59 percent could
have received any net HECM proceeds,
using the principal limits for loans
with an expected interest rate of 5.5
percent. If interest rates rise, the prin-
cipal limits go down. If the expected
rate were to reach 8 percent, about the
average over the last 10 years, the per-
centage of households eligible for any
HECM would drop slightly, to 55 per-
cent. Moreover, the average available
loan for the households still qualifying
would drop by one-third, from $57,017
to $37,645.

Not everyone who needs long-
term care and who could qualify for
an HECM is actually likely to need a
loan; many could finance care in other
ways. At one end of the financial spec-
trum, there are homeowners whose
income and non-housing assets are low
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enough that they are already receiving
Medicaid, or might rapidly qualify for
Medicaid through the spenddown pro-
cess if they began to incur large long-
term care expenses. Under current
law, homeowners have little incentive
to substitute an HECM for Medicaid
funds. (The interplay of Medicaid and
HECMs will be considered further be-
low.) Moreover, some very low-income
older homeowners may have difficulty
paying for routine home maintenance.’
They might fail mortgage underwriting
or have to devote a large share of loan
proceeds to repairs.

It is not inconceivable that some
Medicaid-eligible homeowners would
still wish to draw on an HECM—for
example, to pay for services Medicaid
does not cover or to obtain improved
access to or choice of services. And
some states have more stringent eligi-
bility tests than others, or have a wait-
ing list for Medicaid home and com-
munity-based services. Still, for the
purpose of analysis, it seems reason-
able to exclude very low-income house-
holds from the population for whom
an HECM could be a significant funding

Table 6. Percentage of Older Households Qualifying for an HECM, by Functional

Limitations of Household Members

Household Available HECM greater than

Any head or zero with expected interest
Functional limitations of home couple are rate of...
household head or spouse equity sole owners 5.5 percent 8 percent
Needs ADL help 63% 54% 50% 47%
Reports difficult with ADL/IADL
bu?does not need ADL he/lp 67% >6% >1% 48%
No difficulty reported 78% 68% 62% 58%
Total 74% 64% 59% 55%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
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source. In this report, households are
treated as “potential Medicaid” if they
were currently or recently enrolled in
the program, or if they had income be-
low the federal poverty level and non-
housing assets of less than $15,000.°

At the other end of the spectrum
are households that already have suffi-
cient financial assets to cover their own
long-term care needs without drawing
on an HECM. Any measure of how
much wealth is “sufficient” is necessar-
ily arbitrary. In this report, households
are treated as unlikely to draw on an
HECM for long-term care if their non-
housing assets were at least $275,000.
(This represents the upper quartile of
non-housing wealth for all older hom-
eowners.)

Table 7 shows the number of house-
holds excluded using these criteria and
the remaining “target group”—house-
holds that might be expected to benefit
from an HECM if they should need long-
term care. Overall, 36 percent of older

Ho

households could benefit from using
an HECM if they needed long-term care
services. The figure is slightly lower
(32 percent) for households already
reporting ADL or IADL limitations and
still lower (29 percent) for households
receiving ADL help.

How much money could these
households get?

Table 8 shows the distribution
of maximum initial loan amounts for
households in the target group. (The
two disability categories used in the
preceding tables are merged here to
maintain adequate sample size.) House-
holds reporting any functional limita-
tion tend to qualify for a slightly higher
median initial loan than households
reporting no limitation. However, the
distribution of potential loan amounts
is quite similar for the two groups.

How much care these loan proceeds
could cover would depend on what
services the borrower needed, how

Table 7. Older Households Likely to Benefit from an HECM, by Household Functional

Limitations of Household Members

Percent Target
of group

Functional house- as
limitations of Eligible  holds Substantial Net percent
household Older for eligible Potential financial target of all
head or households HECM for Medicaid assets group house-
spouse (1000s) (1000s) HECM (1000s) (1000s) (1000s) holds
Esﬁ,ds ADL 2,661 1,334 50% 291 268 775 29%
Reports dif-
ficulty with 4,318 2,219 51% 376 445 1,397 32%
ADL/IADL
Mo el 17,227 10,657  62% 893 3,108 6,656  39%
reported
Total 24,206 14,210 59% 1,561 3,821 8,828 36%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
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Table 8. Distribution of Maximum Initial HECM Loan Amounts for Target Households, by
Functional Limitations of Household Members

Household reports

ADL or IADL limitation No limitation reported
Initial loan Households Percent of Households Percent of
amount (1000s) households (1000s) households
Under $10,000 181 8% 392 6%
$10,000-524,999 379 17% 1,028 15%
$25,000-$49,999 638 29% 2,090 31%
$50,000-$75,000 452 21% 1,434 22%
$75,000-$99,999 373 17% 1,344 20%
$100,000 and over 148 7% 368 6%
Total 2,172 100% 6,656 100%
Median initial loan $46,778 $45.636
amount

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.

long services were required, and also
on where he or she lived. (One recent
market survey found that hourly home
health aide costs were more than twice
as high in some areas as in others;
MetLife 2003.) Suppose that the bor-
rower needs daily home health aide vis-
its at a cost of about $70 a day or about
$25,000 a year. Among borrowers with
functional limitations, 72 percent
would have HECM proceeds sufficient
to cover more than one year of care at
this level without spending other in-
come or assets; 42 percent would have
proceeds sufficient to cover more than
two years of care; 22 percent could
cover more than 3 years.’

How likely is it that borrowers could
cover their home care costs for as long
as they are otherwise able to remain
at home? Table 9 shows the Society of
Actuaries Long-Term Care Experience
Committee’s estimates of the duration
of home care episodes for people re-
quiring assistance with 2 or more ADLS
and beginning care at different ages.

March 2005, HECMs and long-term care, HECMs as Source of LTC Funding

The estimates are for a single episode
covered by long-term care insurance;
an episode may end with recovery, in-
stitutional placement, or death. Older
people are slightly more likely to have a
short episode, but the distribution does
not vary greatly by age. About a quarter
of episodes last less than a year; nearly
half last less than two years.

There is no way of knowing whether
people with long episodes would also
be the ones with larger available HECM
loans, whether the reverse would be
true, or whether there would be no
relationship. Supposing, however, that
loan amounts were identically distrib-
uted within each durational group—
and continuing the assumption that
home care costs average $25,000 per
year—the results might be those shown
in Table 10.

Of all home care episodes, 25 per-
cent last 10 months or less; 83 percent
of HECM borrowers would have a loan
large enough to cover an episode of this
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Table 9. Percentage of Community Long-Term Care Episodes Covered by Private Long-
Term Care Insurance, by Duration of Episode and Age at Start of Episode

Age at start of episode
Duration of episode 65.5 75.5 85.5 All ages
Under 12 months 23% 26% 29% 27%
12-23 months 18% 19% 22% 20%
24-35 months 14% 14% 16% 15%
36-47 months 11% 10% 11% 11%
48 months or more 34% 30% 22% 27%
Total 100% 100% 100% 100%

SOURCE: Stallard and Yee (1999).

Note: An episode begins when an individual needs at least standby help with two or more ADLs or has
cognitive impairment; estimates based on coverage with no elimination period. Percentages may not add

up to totals due to rounding.

Table 10. HECM Borrowers in Target Households with
Sufficient Funds to Cover Possible Home Care Episodes, by

Duration of Episode

Percent of

borrowers
with

Duration sufficient
in loan

Duration of Episode months Cost amount

25th percentile of episodes 10 $ 20,833 83%
Median episode 25 52,083 44%
75th percentile of episodes 51 106,250 2%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement

Study and Stallard and Yee (1999).

length. However, only 44 percent could
cover the median episode length of 25
months. Only a tiny minority could
cover the top quarter of episodes,
which last 51 months or longer. This is
merely an illustration, using very arbi-
trary assumptions, but it does suggest
that HECMs could make at least some
difference to a considerable number of
people. Of course, the flip side of the il-
lustration is that more than half of bor-
rowers would exhaust their loans while
they still needed home care.

The potential benefits of HECMs
might be diminished if the people who

could receive larger loans already have
sufficient other assets to cover much
of the cost of their care. Table 4, above,
showed that people with high home
equity also tended to have high non-
housing wealth. Of course there are
exceptions, and the wealthiest house-
holds have already been excluded from
the target HECM pool (by the assump-
tion that households with $275,000 in
non-housing assets would not seek an
HECM).

For the households in the HECM
pool, Table 11 compares non-hous-
ing assets to the available HECM loan.

HECMs as Source of LTC Funding, HECMs and long-term care, March 2005
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The table shows that people with more
non-housing wealth are also likely to
qualify for a higher HECM loan than
people with less non-housing wealth.
Still, HECM loans have a considerable
leveling effect. Of people with less than
$25,000 in non-housing assets, 64 per-
cent could get an HECM of $25,000 or
more, at least doubling their wealth; 15
percent could triple their wealth.

Another way of looking at this
question is to estimate how much care
people could buy using only their ex-
isting assets and how much more care
they could buy if they added an HECM.
Table 12 shows households by the
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months of care they could afford, be-
fore and after an HECM loan, assuming
home care costs of $2,000 per month.
Using non-housing assets alone, 22
percent of households could cover 6
months of care or less."” This drops to
3 percent of households when an HECM
is added. With an HECM, 80 percent of
households could cover more than two
years of care, compared to 53 percent
with non-housing wealth alone.

Table 11. Distribution of Available HECM Loans for Target Households, by Household

Non-Housing Wealth

Available HECM Loan

Households Under $10,000- $25,000- $50,000- $75,000- $100,000
Non-housing wealth (1000s) $10,000 $24,999 $49,999 $75,000 $99,999 and over
Under $25,000 2,687 12% 24% 35% 13% 11% 4%
$25,000-$49,999 1,482 6% 15% 34% 22% 17% 5%
$50,000-%$99,000 1,741 5% 15% 27% 24% 22% 7%
$100,000 and over 2,918 3% 9% 27% 27% 27% 7%
Total 8,828 6% 16% 31% 21% 19% 6%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.

Table 12. Months of Home Care (at $2,000 per Month)
Covered Using Non-Housing Assets and with HECM Loan
Plus Non-Housing Assets (percent of target households)

Using

Months non-housing Using HECM plus
covered assets non-housing assets
Zero 7% 1%

1-6 15% 2%

7-12 11% 4%

13-24 15% 12%

25-36 11% 12%

Over 36 42% 68%

Total 100% 100%

SOURCE: Author’s analysis of data from the 2000 Health and
Retirement Study.
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HECMs and Medicaid

Much of the current interest in pro-
moting the use of reverse mortgages
as a source of long-term care financ-
ing stems from the hope that Medicaid
long-term care expenditures might be
reduced. While it is certainly possible
that HECMs could help people post-
pone the day on which they will need
Medicaid, at least two factors limit the
likely savings to the Medicaid program.
First, nothing prevents someone from
receiving an HECM loan and qualifying
for Medicaid at the same time. Second,
Medicaid already has an ultimate claim
on the home equity of older people
who receive long-term care. There are
cases in which it would be more cost-
effective for Medicaid to pay for care
and recover its expenditures later on
than for the person needing care to use
an HECM.

There has been some confusion
about the effect of an HECM loan on
Medicaid eligibility; even the Centers
for Medicare and Medicaid Services
(CMS 2004) misstate current policy on
their consumer website.'" HECM pay-
ments to a borrower, whether tenure
or term payments or draws on a line
of credit, are loan proceeds and are
therefore not counted in determining
whether an applicant meets income
eligibility standards.'” If the borrower
receives HECM payments and lets them
accumulate—if, for example, the bor-
rower receives monthly tenure pay-
ments and deposits them in a savings
account—the result could be that the
borrower would exceed the Medicaid
asset limits. (For recipients of Medicaid
home care services, non-housing assets

HECMs as Source of LTC Funding, HECMs and long-term care
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are limited to $2,000 for a single person
or $3,000 for a couple."” Home equity is
not counted toward this limit while the
beneficiary remains in the home.)

However, so long as the borrower
spends the HECM proceeds each month,
instead of accumulating them, and
other assets are within the limits, the
HECM has no effect on eligibility. This
is true regardless of what the money
is spent on—home care, other medi-
cal needs, or simply maintaining or
improving the borrower’s lifestyle. As
a result, someone who otherwise quali-
fies for Medicaid could use an HECM to
maintain or improve her standard of
living or to pay for services Medicaid
does not cover. No one in this situation
would have any incentive to substitute
HECM payments for payments already
available through Medicaid. Of course
the Medicaid rules could be changed,
and HECM proceeds could count to-
ward Medicaid income limits. But then
few people immediately eligible for
Medicaid would have any reason to
take out an HECM.

The situation may be different for
people who are not immediately eligi-
ble for Medicaid but who would qualify
after some period of spending down
non-housing assets. Medicaid might
realize savings if an HECM could delay
the point at which the borrower needed
to use other resources, and hence de-
lay the point (some time later) at which
he or she reached Medicaid levels. The
potential savings to Medicaid depend
on whether the borrower ultimately be-
comes eligible for Medicaid. If so, the
consumption of equity by the HECM
reduces a resource from which Med-
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icaid could have recovered some of its
spending.

Under Medicaid law, if a beneficiary
aged 55 or older receives institutional
care or home and community-based
long-term care (whether or not under
a waiver program), the state Medicaid
program must attempt to recover paid
amounts from the beneficiary’s estate,
including any proceeds from the sale
of the beneficiary’s home. If the state
determines that an institutionalized
beneficiary “cannot reasonably be ex-
pected” to return home, then the state
may place a lien on the house, to assure
that it can recover later on. A state may
not recover from the estate if there is a
surviving spouse, minor child, or adult
disabled child; it may not put a lien
on the house if it is occupied by any
of these people, a sibling, or an adult
child who was previously a home care-
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giver.'"" State Medicaid programs have
varied in the vigor with which they pur-
sue estate recoveries. Still, collections
from estates in 2002 totaled $303 mil-
lion (CMS 2004).

Table 13 gives an example of the
possible tradeoffs in replacing Med-
icaid spending with an HECM. Sup-
pose that an 80 year-old woman with
$41,625 in home equity and $27,000
in non-housing assets requires three
years of long-term care costing $25,000
per year. Her home equity allows her to
obtain an HECM making 12 monthly
payments summing to $25,000; this
covers her first year of care. She cov-
ers her second year of care by spend-
ing down her other assets, reducing
the $27,000 to the Medicaid-allowed
$2,000. At this point, she enrolls in
Medicaid, which pays $25,000 for her
third year of care, after which she dies

Table 13. Example of Effect of Partial Substitution of
HECM Funds for Medicaid Payment

Loan pays Assets pay
1 year of 1 year of
care, assets care,
pay 1 year, Medicaid
Medicaid pays 2
pays 1 year years
Equity $41,625 $41,625
Other assets 27,000 27,000
Care covered by:
Loan proceeds 25,000 0
Spenddown of assets 25,000 25,000
Medicaid 25,000 50,000
Proceeds from sale of home (93%) 38,711 38,711
Loan balance after third year 32,480 0
Net recovery by Medicaid 6,231 38,711
Net Medicaid spending 18,769 11,289
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or enters a nursing home. In either case,
her home will eventually be sold. After
realtor fees and other costs, totaling 7
percent of sale proceeds, net proceeds
are $38,711. This amount must first go
to pay off the reverse mortgage loan
balance. Because of financed closing
costs, service fees, mortgage insurance
premiums, and compounding inter-
est, the balance at the time of sale is
$32,480. Once this has been paid off,
Medicaid can recover $6,231. Net Med-
icaid outlays for one year of care are
$18,769.

The table compares this scenario
with an alternative: the homeowner
does not use a reverse mortgage and
instead spends down assets for the
first year of care; she then receives two
years of Medicaid-paid care, for a total
of $50,000. After the sale of the home,
the whole $38,711 of net proceeds goes
to Medicaid. Net Medicaid outlays for
two years of care are $11,289. Medicaid
actually saves $7,480 if the homeowner
does not use a reverse mortgage."’

Obviously, there will be cases in
which a borrower pays for her whole
course of care with an HECM and thus
avoids Medicaid entirely. And the trad-
eoffs are more complicated for married
couples, because both HECM and Med-
icaid rules delay sale of the house until
both spouses have left it. Still, policy-
makers who hope to see Medicaid sav-
ings must take account of the fact that,
as a way of tapping equity, HECMs are
much more costly than direct estate re-
covery, because of the interest, closing,
and service costs that inflate the HECM
loan balance.
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On the other hand, Medicaid estate
recovery has never been popular with
elderly people or their families, and
advocates report that concerns about
loss of the home lead some people to
forgo Medicaid benefits for which they
are eligible (Nemore 1999). If states are
reluctant to enforce recovery require-
ments, promotion of HECMs might be
more widely accepted. Again, however,
it should be noted that the real cost to
heirs of paying off an HECM balance
will be greater than the cost of repay-
ing Medicaid spending for equivalent
services.

Finally, even if it made sense to
promote the use of HECMs by people
who are receiving Medicaid-paid long-
term care or who might receive it in the
near future, it cannot be expected that
HECMs would play a major role in fi-
nancing care for this population. Table
14 shows the annual amount that would
have been available if every household
that qualified for an HECM and had any
functional limitation obtained a loan.
The table assumes that loan proceeds
would be taken in the form of equal
monthly payments for 60 months. Un-
like other tables in this report, this one
includes the low-income households
and high-asset households earlier ex-
cluded from the “target” population.

If every household with any mem-
ber reporting difficulty with IADLs or
ADLs had taken out a loan, total annual
proceeds would have been $42 billion.
Of this, $12 billion would have gone to
households with non-housing assets of
$275,000 or more, while about $5 bil-
lion would have gone to households
currently receiving Medicaid or very
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Table 14. Distribution of Potential Annual HECM Proceeds for Households with a Member

Reporting ADL or IADL Limitation, 2000

Any ADL or IADL limitation

ADL limitation only

Dollars (billions) Percent Dollars (billions) Percent
Medicaid household $§ 3.2 8% $ 2.5 7%
Household near Medicaid 2.0 5% 1.7 5%
Wealthy household 12.1 29% 10.1 29%
Other household 24.8 59% 20.7 59%
Total 42.1 100% 35.0 100%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.

Note: Assumes 60 monthly term payments. Medicaid households had a member currently or recently
receiving Medicaid. Near-Medicaid households had income below poverty and non-housing assets of
less than $15,000. Wealthy households had non-housing assets of $275,000 or more.

near Medicaid eligibility levels. If the
numbers are restricted to households
with ADL limitations—those most like-
ly to receive Medicaid-paid long-term
care—about $4.2 billion would have
been available for the Medicaid and
near-Medicaid groups. By comparison,
Medicaid spending for long-term care
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for the elderly in 2001 was an esti-
mated $42 billion (Merlis 2004). Once
again, even if all $4.2 billion in HECM
proceeds would have been applied to
services Medicaid would otherwise
have paid for, net savings would likely
have been less than could have been re-
covered through the lien process.




Georgetown University Long-Term Care Financing Project

H8

HECMs and Long-Term Care Insurance

second possible use of an HECM
Ais to pay premiums for private

long-term care insurance. For
many households, this could provide
better protection than use of an HECM
to pay for care directly, because not ev-
eryone will ultimately need long-term
care and the risks can be spread across
a pool of purchasers.

This section begins with a brief ex-
planation of how long-term care insur-
ance works. It then provides estimates
of how many older homeowners might
be able to buy coverage using an HECM.
The section concludes with a discussion
of the problems with this approach and
some possible solutions.

Background on long-term care insur-
ance

A private long-term care insurance
policy provides payment towards the
cost of necessary long-term care ser-
vices, such as nursing home care or
home care. Typically the policy makes
fixed dollar payments for each day of
care, regardless of the actual cost of
the service. Long-term care insurance
generally pays benefits only for a fixed
period — e.g., two years of nursing
home care, three years, and so on; the
longer the coverage, the more costly
the policy. (Some policies have a dollar
limit instead of a time limit.) To receive
benefits, a policyholder must not only
obtain the covered service, but must
also meet a “benefit trigger.” For ex-
ample, he or she requires assistance

in performing two or more ADLSs, or
requires supervision because of a cog-
nitive impairment, such as Alzheimer’s
disease.

Most purchasers of long-term care
insurance do not expect to need servic-
es until some time in the future; they
pay premiums over a period of some
years in return for a promise of future
protection. Because the cost of long-
term care services will likely rise over
time, a per diem coverage amount that
might be adequate today could be inad-
equate by the time services are needed.
As aresult, most policies offer inflation
protection for an additional charge: for
example, the policy may provide that
the allowable per diem payment will
increase 5 percent per year. Many poli-
cies provide a “nonforfeiture” option,
which allows a policyholder who stops
making premium payments to recover
some of the accrued value of the policy.
For example, the policyholder who has
stopped making payments may retain
a policy that provides lifetime coverage
but with reduced benefits.

As of 2001, cumulative sales of long-
term care policies exceeded 8 million; it
is uncertain how many of these policies
remain in effect (Coronel 2003). Most
purchasers to date have been affluent
elderly or near-elderly people, often
interested in protecting their estates
in the event of a long nursing-home
stay or other catastrophic episode.
However, an increasing number of
employers—now including the federal

HECMs and LTC Insurance, HECMs and long-term care, March 2005



191

government—offer their workers an
opportunity to purchase group long-
term care insurance coverage. Within
the individual market, which continues
to account for most long-term care in-
surance sales, there has been a slight
shift toward younger purchasers in re-
cent years (Lifeplans 2002).

Although it is understandable that
the elderly are most interested in this
protection, long-term care insurance is
expensive for those who buy it at older
ages. Under the federal employees’
program, a reasonably comprehensive
policy that would cost a 40-year-old
$521 a year would cost $1,421 for a
65-year-old and $2,940 for a 75-year-
old.'® Relatively few elderly households
can afford to pay these premiums us-
ing retirement income. While there
are varying ideas of how much people
could afford to pay, this report as-
sumes that coverage is affordable if
premiums amount to no more than 5
percent of income. Under this criterion,
14 percent of older households can af-
ford long-term care insurance. Only 11
percent of single older people can af-
ford coverage, compared to 18 percent
of married couples.'”

Effect of an HECM on affordability of
insurance

Many more elderly people could af-
ford long-term care insurance if their
income were boosted through an HECM.
To promote the use of HECMs for this
purpose, the American Homeownership
and Economic Opportunity Act of 2000
waives the upfront mortgage insurance
premium for borrowers who use loan
proceeds solely to pay long-term care

March 2005, HECMs and long-term care, HECMs and LTC Insurance

Georgetown University Long-Term Care Financing Project

insurance premiums. (This waiver has
not yet been implemented.) As noted
earlier, this initial premium payment—
equal to 2 percent of counted home eq-
uity—is financed through the loan, re-
ducing cash available to the borrower.
The amount by which the waiver would
increase available cash depends on the
borrower’s age and home equity and
on the expected mortgage interest rate;
at current rates, the average increase
is 6.7 percent. The waiver is not free.
HUD (2002) estimates that the mort-
gage insurance pool would lose about
$1,000 per participant, because partici-
pants would still be covered through
the pool without having paid their full
share. This difference would have to be
made up by other borrowers or by the
federal government.

To estimate how many more people
could afford long-term care insurance
using an HECM, Table 15 begins with
the target pool of potential borrowers
established earlier.'"® Again, this pool
consists of households that could re-
ceive any net cash from an HECM, that
are not very close to Medicaid eligibil-
ity, and that do not have very large
non-housing assets. Of course some
people with large financial assets might
want insurance to protect those assets;
however, these people can presumably
pay premiums without recourse to an
HECM.

The target pool must be further
reduced to reflect the fact that many
potential buyers would fail the under-
writing tests insurers use to screen out
people who are likely to use long-term
care in the near future. HRS data do
not include enough health variables to
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Table 15. Households in HECM Target Population Able to
Pass Simple Underwriting Screen

Households
(1000s) Percent

Singles

Pass 3,379 78%

Fail 928 22%

Total 4,308 100%
Couples

Both pass 3,020 66%

One passes 1,217 27%

Both fail 326 7%

Total 4,564 100%
All households

Pass 6,400 72%

Fail 2,472 28%

Total 8,871 100%

SOURCE: Author’s analysis of data from the 2000 Health and

Retirement Study.

model actual underwriting practices.
Instead, Table 15 uses a crude test:
applicants are rejected if they already
report difficulty with any ADL or IADL,
or if their self-reported health status
is “poor.” Among single adults, 22
percent fail this test. Among couples,
one spouse passes and one fails in 27
percent of cases, while both fail in an-
other 7 percent of cases. These are very
low estimates of likely rejection rates;
insurers might well reject at least twice
as many potential buyers."

The estimates here assume that
couples will forgo coverage if either
spouse fails underwriting, even if the
other spouse is eligible. If one spouse
is already in failing health, it doesn’t
seem very sensible to draw on home
equity to insure the other; the available
resources may well be needed to pro-
vide care for the partner who is already
ill. The result of underwriting is that

the pool of 8.9 million potential bor-
rowers is reduced to 6.4 million.

Table 16 shows how many of these
6.4 million households can afford in-
surance with and without an HECM.
The table uses two different standards
for determining if coverage is afford-
able. Under the first, a couple can
afford insurance if premiums are no
more than 5 percent of income. Un-
der the second, premiums can be as
much as 7 percent of income; this is
the “suitability” threshold specified in
the National Association of Insurance
Commissioners’ model regulations for
long-term care insurance.

Premiums are those used in 2004 by
the federal employees’ long-term care
insurance program for a policy provid-
ing a $100 daily benefit for three years,
with a 90-day waiting period and com-
pound inflation protection.”” Couples
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Table 16. Effect of HECM on Affordability of Long-Term Care Insurance with Loan in the

Form of Monthly Tenure Payments

Affordability defined as premium less than:

5% of income 7% of income

Households

Households

(1000s) Percent (1000s) Percent
Can already afford coverage 884 14% 1,490 23%
Reverse mortgage pays full LTCI premium 2,991 47% 2,572 40%
Reverse mortgage makes LTCI affordable 985 15% 1,128 18%
Household still cannot afford LTCI 1,540 24% 1,210 19%
Total eligible households 6,400 100% 6,400 100%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study and Federal Long-Term

Care Insurance Program premium rates.

get a 10 percent discount, following
private insurer practice; the federal
program does not actually offer this
discount. The borrower is assumed
to receive HECM funds in the form of
a monthly tenure payment—that is, a
fixed payment for as long as the bor-
rower stays in the house. As the table
shows, using the 5 percent affordabil-
ity threshold, about 14 percent of the
potential borrowers could already af-
ford coverage without using an HECM.
Another 47 percent could receive a
monthly tenure payment sufficient to
pay the full cost of long-term care in-
surance. For 15 percent of households,
the HECM would not cover the full pre-
mium cost, but would reduce the net
premium to the point that the remain-
der paid by the household would be
less than 5 percent of income. Finally,
24 percent of households cannot afford
coverage, with or without an HECM. Us-
ing the 7 percent affordability thresh-
old increases the estimated number of
potential borrowers who could already
afford coverage, but reduces the num-
ber for whom an HECM brings coverage
within reach.
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When people take their HECM funds
in the form of monthly tenure pay-
ments, the payment amount is comput-
ed on the assumption that the borrow-
er will receive payments until his or her
100™ birthday. Borrowers can receive
larger monthly payments if they elect a
shorter term. Table 17 shows the effect
if each borrower chooses a term equal
to his or her average life expectancy
(or, for couples, that of the spouse with
the longest life expectancy). As the ta-
ble shows, this option makes insurance
affordable for many more households.

The obvious drawback is that people
who live longer than the average will
eventually lose their HECM payments
and might be unable to pay their pre-
miums. At this point they might lose
their coverage or, if the policy has a
nonforfeiture benefit, receive reduced
coverage. This problem could be ad-
dressed if, instead of taking the loan
in the form of monthly payments, the
borrower took a single lump-sum pay-
ment and used this to buy a fully paid-
up long-term care insurance policy.

This kind of arrangement, known
as a “single premium” plan, does ex-
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Table 17. Effect of HECM on Affordability of Long-Term Care Insurance with Loan in the
Form of Monthly Payments for Term Based on Household Life Expectancy

Affordability defined as premium less than:

5% of income 7% of income

Households

Households

(1000s) Percent (1000s) Percent
Can already afford coverage 884 14% 1,490 23%
Reverse mortgage pays full LTCI premium 3,928 61% 3,458 54%
Reverse mortgage makes LTCI affordable 750 12% 819 13%
Household still cannot afford LTCI 838 13% 632 10%
Total eligible households 6,400 100% 6,400 100%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study, Federal Long-Term Care

Insurance Program premium rates, and Arias (2004).

ist, although it is uncommon. A single
premium plan is generally more costly
than an ordinary policy with compa-
rable benefits. Under ordinary poli-
cies, the insurer can raise rates if loss
experience is greater than anticipated.
(The potential effects on borrowers are
considered below.) An insurer selling a
single premium plan can never require
an additional payment from the poli-
cyholder; an allowance for unexpected
losses is therefore built into the pre-
mium rate.

Barriers to HECM/insurance arrange-
ments

Several recent studies have conclud-
ed that not many households are likely
to be interested in an HECM/long-term
care insurance arrangement, even with
the modest new incentive created by
the upfront premium waiver (HUD
2002; Stucki 2004). HECMs and insur-
ance have so far appealed to very dif-
ferent populations. HECM borrowers
are older and more likely to be single,
and probably have lower incomes and
non-housing assets than other elderly
homeowners. Buyers of private long-

term care insurance are younger, more
likely to be couples, and have higher
incomes and assets.

Itis certainly true that the people for
whom an HECM would make long-term
care insurance affordable are quite dif-
ferent from current insurance buyers.
In particular, as Table 18 shows, they
are much less likely to have substantial
non-housing assets. (The table assumes
monthly tenure payments and uses the
5 percent of income affordability stan-
dard.)

HUD (2002) argues that households
with limited non-housing assets have
no reason to obtain insurance. But this
assumes that asset protection is the
only reason for wanting private cov-
erage. Although asset protection was
the most common motive for people
who bought coverage in 2000, cited
by 31 percent of buyers, the rest listed
other reasons—including avoiding de-
pendence on children and protecting
living standards—as more important
(Lifeplans 2002). As these concerns are
shared by many people who cannot af-
ford insurance now, it does not seem
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Table 18. Non-Housing Assets of Potential Long-Term Care Insurance Buyers Using an

HECM and of Actual Buyers, 2000

Financial assets Potential buyers using HECM Actual buyers
Less than $20,000 21% 6%
$20,000-%$29,999 8% 5%
$30,000-%$49,999 13% 7%
$50,000-$74,999 13% 5%
$75,000-$99,999 8% 6%
$100,000 and Over 37% 71%
Total 100% 100%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study and Lifeplans (2002).
Note: Potential buyers use an HECM with monthly tenure payments; the loan pays the full insurance
premium or reduces the price to less than 5% of income.

unreasonable to suppose that some
would be willing to trade part of their
home equity for better protection.

Still, there are some major barriers
to development of an HECM/insurance
market:

Even if they would value insur-
ance, people with limited finan-
cial wealth are likely to be reluc-
tant to surrender their largest
asset.

The dual transactions of taking
out a loan and then buying insur-
ance are inefficient and costly.

Long-term care insurance has
a history of rate instability and
may be especially risky for peo-
ple barely able to afford it.

Trading equity for insurance

Many of the people who might use
an HECM to buy long-time care insur-
ance would be mortgaging most or all
of their major asset. In doing so, they
might deprive themselves of a potential
cushion to meet risks other than a need
for long-term care. People might need
to draw on an HECM for other purpos-
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es—for example, to keep up their home
or to maintain their standard of living
if their retirement income should prove
inadequate. Someone who was using an
HECM for insurance and faced one of
these other contingencies might then
be forced to use the HECM for other
purposes and stop paying premiums,
losing everything he or she had already
paid in. If a buyer had used a lump-
sum HECM draw to buy full paid-up
insurance (the single premium option
discussed above), he or she might have
no financial cushion at all.

Leaving aside their own potential
needs, HECM borrowers would be re-
ducing or eliminating the bequest they
could leave to children or other heirs.
Table 19 shows the expectations of the
4 million older households for whom
an HECM made long-term care insur-
ance potentially affordable (using the 5
percent threshold and monthly tenure
payments). Nearly all of these house-
holds expect to leave some inheritance,
and over half expect to leave an estate
larger than their current non-housing
assets. While some of these may expect
their financial holdings to grow during
retirement, most presumably assume
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Table 19. Percentage of Potential HECM/Insurance Purchasers Expecting to Leave a

Bequest
Households (1000s) Percent
Expect to leave a bequest:
Less than or equal to non-housing assets 1,635 41%
Greater than non-housing assets 2,085 52%
Do not expect to leave a bequest 254 6%
Total 3,975 100%

SOURCE: Author’s analysis of data from the 2000 Health and Retirement Study.
Note: Potential buyers use an HECM with monthly tenure payments; the loan pays the full insurance
premium or reduces the price to less than 5% of income.

that their homes will be part of the
estate.

That people expect to leave an es-
tate does not necessarily mean that
doing so matters very much to them or
that this goal overrides other priorities.
There has been an extensive debate
over how important the bequest motive
is, and how willing older people are to
draw down their housing equity (ei-
ther through a reverse mortgage or by
trading down) to finance current con-
sumption (Megbolubge, Sa-Aadu, and
Shilling 1997). Different households
give different weights to the value of
leaving an inheritance versus maintain-
ing current lifestyle. Some people feel
strongly about leaving a bequest—for
example, because their children have
limited resources, or because they wish
to repay heirs who have provided in-
formal care or made other sacrifices.
Other people care much less about
leaving an estate and are more willing
to trade equity for consumption. Even
these people, however, might not be as
ready to trade equity for insurance.

Would very many people be willing
to mortgage much or all of their only
major asset to insure against a future
risk? It is true that future long-term

care needs could themselves eat up
home equity. If households that could
potentially buy long-term care insur-
ance fail to do so, there is a possibility
that they will eventually need to draw
on equity to finance care directly. Or
they may need to turn to Medicaid, in
which case equity would be subject to
estate recovery. While these risks are
real, they are only risks, while the con-
sumption of home equity in an insur-
ance arrangement is a certainty.

People might be more willing to
spend part of their equity for insurance
than to use all of it. Table 20 shows
what happens if people are willing to
mortgage 25 percent, 50 percent, and
75 percent of their equity. The number

Table 20. Percentage of Potential HECM/
Insurance Purchasers Able to Afford
Coverage with Equity Contribution
Restricted

Percent of Households

equity that can still

available afford Percent
for insurance of house-
mortgage (1000s) holds
25% 1,036 26%
50% 2,434 61%
75% 3,418 86%
100% 3,975 100%

SOURCE: Author’s analysis of data from the 2000
Health and Retirement Study.

HECMs and LTC Insurance, HECMs and long-term care, March 2005




251

of prospective buyers drops markedly
as the percentage of equity made avail-
able is reduced.

There is no way of guessing what
share of equity people would actually
be willing to use. Assuming this share
is limited, the likelihood that people
will obtain coverage would obviously
be greater if the cost of the joint
loan/insurance transaction could be
reduced.

Transaction costs

Taking out an HECM loan and then
using the proceeds to buy long-term
care insurance is an extremely ineffi-
cient way of tapping into equity.

The borrower/buyer must separate-
ly cover the administrative costs and
profit requirements of both the bank
and the insurer. A long-term care insur-
ance policies may have a “loss ratio” in
the range of 60 percent to 70 percent.
That is, this share of premiums is actu-
ally paid out in the form of benefits,
with the rest retained by the insurer.
As was shown in Table 2, HECMs may
be equally costly. Depending on the
duration of the loan, the cash amount
actually received by the borrower
might be between 44 percent and 65
percent of the total loan balance. Sup-
posing that 60 percent of the final loan
balance went to pay premiums, and 60
percent of premiums went to provide
benefits, then the average value of the
benefits would be just 36 cents for
every dollar of equity ultimately sur-
rendered. Of course, depending on life
span and need for services, different
participants might see a greater or
smaller return. But the whole pool of
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borrowers/buyers would receive ben-
efits amounting to just over a third of
the equity committed.

Costs might be reduced consider-
ably if one financial institution sold a
single product that provided long-term
care insurance in return for a direct
future claim on the home. This prod-
uct could substantially reduce admin-
istrative costs, not only because just
one institution would be marketing,
processing applications, and so on, but
also because the ongoing operations
might be more or less paperless. Under
the current system, a lender would be
sending out monthly checks and the
borrower would be making monthly
premium payments to an insurer; nei-
ther transaction would be necessary
under a merged product.

A combined loan/insurance prod-
uct could also address a second major
drawback that arises from separate
loan and insurance transactions: in un-
derwriting terms, the risks presented
to the lender and insurer are almost
mirror images. The HECM lender has
to be concerned that the borrower will
live in the house for a very long time, so
that loan draws, compounding interest,
and other charges might result in a fi-
nal loan balance greater than the value
of the home. This is why there is mort-
gage insurance and why younger bor-
rowers are allowed smaller loans than
those nearer the end of life. Long-term
care insurers have almost the opposite
concern: that policyholders will need
long-term care soon after enrolling and
before they have paid enough in premi-
ums to cover their benefits. This is why
insurers use underwriting to screen out
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high-risk applicants, and premiums are
lower for younger purchasers who can
be expected to pay into the policy for a
long time.

While the two different sets of risks
are not precisely symmetrical, they do
offset one another to a considerable
extent.”' An institution offering a com-
bined product could in effect allow a
larger loan payout for a given amount
of equity and/or charge a lower pre-
mium for long-term care coverage.
(Spillman, Murtaugh, and Warshawsky
(2000) have shown that a combined
annuity/long-term care insurance
product would offer similar advantag-
es, again achieving savings by offset-
ting underwriting risks.) A combined
product could also have much lower
compounding interest costs than an
HECM alone, since pay-outs would not
begin until the participants actually
began to use long-term care and—as-
suming this occurred close to the end
of life—recovery of equity would come
relatively quickly.

The design of a combination prod-
uct raises numerous administrative,
regulatory, and taxation issues that are
beyond the scope of this paper. Still, it
seems likely that this approach would
be much more affordable and attrac-
tive than the current two-transaction
system.

Rate increases

Under most state laws, an insurer
selling long-term care insurance can-
not increase the premium for any indi-
vidual because he or she grows older or
develops health problems after buying
the coverage. However, the insurer may

026

impose a general rate increase applica-
ble to an entire class of purchasers if it
can show regulators that more revenue
is needed to cover current or future
costs. While insurers are supposed to
set their initial premium rates at levels
sufficient to cover their ultimate pro-
jected costs, this is difficult because
long-term care insurance is a fairly new
product. Until recently, insurers lacked
sufficient experience to accurately esti-
mate revenue requirements. Some less
scrupulous insurers have deliberately
“low-balled”—offered  unrealistically
low initial premiums to gain market
share, knowing that they might have to
raise rates later on. Stronger regulation
and the threat of policyholder suits may
have discouraged some abusive prac-
tices, and insurers today have more ex-
perience to work from. Still, pricing of
long-term care policies remains subject
to considerable uncertainty.”

While rate increases are a risk for
any long-term care insurance purchas-
er, the marginal buyers who could af-
ford insurance only by using an HECM
would certainly be more seriously
affected. Someone who wuses fixed
monthly payments from an HECM to
pay premiums could find, after one or
more rate increases, that this payment
was no longer sufficient. The buyer
would have to meet the increase by
using other resources or stop paying
premiums. This does not mean that
the buyer would lose coverage entirely.
The 2000 amendment that waives the
upfront mortgage insurance premium
when an HECM is used for long-term
care insurance specifies that the policy
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purchased with the HECM must have a
“contingent nonforfeiture” benefit.

Like a regular nonforfeiture ben-
efit, a contingent nonforfeiture benefit
provides some ongoing coverage with
reduced benefits—for example, a lower
daily benefit amount or a shorter term
of coverage—to a policyholder who has
stopped paying premiums. However,
while regular nonforfeiture is available
to anyone who stops paying premiums,
contingent nonforfeiture is available
only if the policyholder stops paying
premiums after a rate increase exceed-
ing a specified threshold.”’ This provi-
sion offers some protection, but would
still leave buyers having traded a large
claim on their home for a lower benefit
than anticipated.

Because the mortgage insurance
premium waiver is available only if all
loan proceeds are used for insurance,
a borrower would presumably take out
a mortgage exactly sufficient to pay
for the selected policy, even if a larger
maximum loan was available.** Some of
these borrowers might be able to meet
future premium increases by increas-
ing the size of their HECM. Buyers al-
ready using their full initial maximum
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loan might qualify for a larger loan if
their home’s value had increased.”’
In either case, however, the borrower
would have to refinance, incurring
new loan origination fees and other
closing costs.”® It might be possible to
modify HECM rules to allow no-cost or
reduced-cost revisions in loan amounts
after premium increases.

Alternatively, the requirement that
all HECM proceeds be used for insur-
ance might be modified. As HUD (2002)
points out, this requirement may deter
borrowers who would be willing to
take out an HECM both for insurance
and for other needs, but would not bor-
row for insurance alone. In addition,
because long-term care insurance poli-
cies rarely cover the entire cost of care,
borrowers might need to use some of
their available HECM funds to supple-
ment policy payments (Stucki 2004).
The current rule might be replaced by
a requirement that at least a portion
of loan proceeds go to pay for a policy
meeting some minimal standard, leav-
ing the use of the rest to the borrower’s
discretion.
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Conclusion

ome equity makes up an impor-
Htant share of the total wealth of

many older households. While
HECMs are costly, they could help fi-
nance long-term care for a substantial
number of households. Use of this
funding source could help disabled
people remain at home and enhance
their ability to direct their own care.
However, because available funds for
many potential borrowers are limited,
many would exhaust their loans if they
needed intensive care or required
services for a long period. For these
borrowers, the HECM would merely
postpone, rather than obviate, the need
for Medicaid assistance. And, because
repayment of an HECM would draw on
home equity that might otherwise have
been recovered by the state, it is not
clear whether the postponement would
always save Medicaid any money.

Congress has modified HECM rules
to encourage people to use an HECM
to buy private long-term care insur-
ance. While HECMs would improve the
affordability of insurance, this way of
paying for coverage is costly, ineffi-
cient, and unattractive. Major changes,
such as development of a combination
loan/insurance product and further
modifications of HECM rules, are likely
to be needed before this would be a
workable option for many people.

Finally, all of the estimates in this
report reflect the financial situation
of older households in 2000. Even if
HECMs can play a meaningful role in
financing long-term care for current
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retirees, they may not help meet the
future needs of people not yet at retire-
ment age. Many current retirees have
pension income, while workers retiring
in the future are more likely to have to
rely on savings alone to meet basic ex-
penses. A recent study by the Employee
Benefit Research Institute concludes
that current workers are not saving
enough to meet their likely expenses
in retirement, and that the shortfalls
cannot be entirely made up even by
annuitizing or liquidating their hous-
ing equity (VanDerhei and Copeland
2003).

Moreover, future home values are
unpredictable. While analysts debate
whether today’s home prices reflect
a “housing bubble,” changes in demo-
graphics and in buyers’ preferences
may mean that the houses current
workers own will not necessarily be the
houses the next generation will want to
buy (Riche 2003). It may not be sensible
for individuals—or policymakers—to
make plans on the assumption that
housing wealth will always grow.

Reverse mortgages could certainly
be an important resource for at least
the current generation of older people.
Those with long-term care needs should
be encouraged to investigate the HECM
option, and ways of improving the in-
terface of HECMs and long-term care
insurance should be explored. How-
ever, it seems unlikely that HECMs will
play a very large role in meeting future
demand for long-term care services.
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Appendix: Data and Methodology

Il estimates in this report are
Abased on data from the 2000

wave of the University of Michi-
gan Health and Retirement Study (HRS),
a longitudinal study sponsored by the
National Institute on Aging. Available
HECMs were calculated for eligible re-
spondents in the HRS using the follow-
ing assumptions.

Mortgage limits. FHA sets mortgage
limits by county, but the HRS does
not identify respondents by county
or even state. A single national limit
of $150,000 was applied to all cases.
This is close to the national average
FHA limit for 2000, weighted by elderly
people in a county, $152,041. About
21 percent of older households in the
HRS had gross equity exceeding the
$150,000 limit. About 30 percent of ac-
tual HECM borrowers have gross equity
exceeding the local loan limits (HUD
2002); this reflects the fact that actual
borrowers tend to have higher-valued
houses than all older homeowners.

Interest rates. Two different rates
are used in HECM calculations. The
current ARM rate determines monthly
interest charges on the outstanding
loan balance and monthly growth in
the available line of credit. This is
based on the U.S. Treasury Securities

Rate adjusted to a constant maturity
of one year, 1.23 percent as of April 2,
2004. The “expected average interest
rate” is used in determining the initial
principal limits and calculating the ser-
vicing fee set-aside and the maximum
monthly tenure or term payments at
the time of closing. This rate is based
on the U.S. Treasury Securities Rate
adjusted to a constant maturity of ten
years, 3.95 percent as of April 2, 2004.
For both rates, the lender adds a mar-
gin; the median value is 1.6 percentage
points (Abt 2000). Estimates in this re-
port use rounded figures of 2.8 percent
for the ARM rate and 5.5 percent for
the expected average rate.

Closing costs and set-asides. The
upfront mortgage insurance premium
is set at 2 percent of the maximum loan
amount; this cost is omitted in the cal-
culations for long-term care insurance.
The loan origination fee is set at the
greater of $2,000 or 2 percent of the
maximum loan amount, following cur-
rent FHA policy. Closing costs are set at
$600 plus 0.8 percent of the maximum
loan amount; this follows the method
of the most widely used commercial
HECM calculator (Abt 2000). Service
fees are assumed to be $30 a month.
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Notes

1.
2.

10.

11.

Most of the information in this section is drawn from HUD (1994).

The lowest limit is 48 percent of the national limit set by Freddie Mac (the Federal Home
Loan Mortgage Corporation) for the loans it insures. In areas where the median home value is
above this floor, the limit is the lower of 95 percent of the median home value or 87 percent
of the Freddie Mac limit (HUD 2003).

This is 100 percent of the national Freddie Mac limit.

A fixed rate option exists. However, nearly all banks sell their HECMs to Fannie Mae, which
has a policy against purchasing fixed rate HECMs because of concerns about “interest rate
risk” (HUD 2000). This is the risk, under fixed-rate mortgages, that a lender will have to pay
a higher interest rate to depositors or investors than it is receiving from borrowers (Phillips
and Gwin 1992).

The difference between these rates and their use in computations is discussed in the appen-
dix.

In addition, any needed home repairs must be financed from the initial draw. These costs
cannot be estimated using the HRS data. The average property with an HECM issued in 1999
required $666 in repairs (HUD 2000).

HUD estimated in 1999 that 1.45 million elderly people lived in housing units needing repair
or rehabilitation. Among homeowners in “severely inadequate” units, 60 percent had less
than $25,000 in income or accumulated assets (HUD 1999).

A household with assets below this level would spend down to the Medicaid resource limit
($2,000 for individuals, $3,000 for couples) within about 6 months, assuming home care
costs of $2,000 a month. Of course some households might have resources below $15,000
because they have already spent their assets for long-term care; this spending might have
been averted if they had drawn on an HECM. However, there is no ready way of estimating
the number of such households. In addition, as will be seen, Medicaid might or might not
benefit if an HECM substitutes for spenddown.

The amount can be stretched slightly by taking the loan draws as a series of monthly pay-
ments, instead of as a one-time withdrawal, because the loan limit (the original maximum
loan minus amounts already drawn by the borrower) increases each month at a rate equal to
the interest rate charged on the loan. For example, someone with a maximum initial draw of
$25,000 could choose 24 monthly payments of $1,102.50, for total proceeds of $26,460.
However, the cost of home care would also be rising during the 24-month period. The fol-
lowing discussion assumes that the two effects simply cancel each other out.

Many of these households have assets below the $5,000/$10,000 thresholds used earlier to
screen out potential Medicaid eligibles, but have income above the poverty level.

http://www.medicare.gov/LongTermCare/Static/HomeEquityConv.asp?dest=NAV%7CPaying
%7CHomeEquity#TabTop.
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24.

25.

26.
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Medicaid income determination methods for the elderly are bound by guidelines for the Sup-
plemental Security Income (SSI) program. The Social Security Administration (SSA) has explic-
itly said that payments from a reverse mortgage are not countable as income under SSI. See
the SSA Program Operations Manual System, SI 01140.300, Promissory Notes and Property
Agreements, available at http://policy.ssa.gov/poms.nsf/Inx/0501140300 (accessed June
2004).

Under “spousal impoverishment” rules, the community spouse of an institutionalized Medic-
aid beneficiary may retain much larger sums.

There are some additional waivers for cases of undue hardship, for example when a family
business or farm is involved, or when recovery is not cost-effective.

This simple example does not take account of the fact that, if the state starts paying for care
a year earlier, it theoretically loses a year of interest income on the money it pays out. After
correcting for this, the savings from not using a reverse mortgage are $6,438 (if the state
could have earned the same 2.8 percent interest used in computing the HECM balance).

These are the rates in 2004 for a policy providing a $100 daily benefit for three years, with
a 90-day waiting period and compound inflation protection.

This assumes that couples will cover both spouses. Some couples do buy coverage for only
one spouse; for reasons discussed below, this may not make sense under a reverse mort-
gage program.

The total is slightly higher than the target population in Table 7, because the mortgage in-
surance premium waiver allows some people to qualify who would otherwise have had a zero
net initial draw.

Modeling of the not very stringent federal program “short-form” rules, using the 1996 Medi-
cal Expenditures Panel Survey, found that 28 percent of people aged 65 to 69 would fail
underwriting (Merlis 2003). The test used here rejects only 15 percent of people in the same
age range.

This means that premium rates in effect in 2004 are being measured against income and
equity data from 2000. However, unlike health insurance premiums, long-term care insur-
ance premiums for a given coverage level do not routinely go up every year. If the premiums
are correctly calculated now, there is no reason to suppose they would have been lower in
2000.

One important caveat is that, if long-term care insurance lets people stay in their homes lon-
ger, it will increase the longevity risk for the mortgage (HUD 2002), but only by the average
claim duration for the policy.

For a fuller discussion of this issue, see Lewis, Wilkin, and Merlis (2003).

The National Association of Insurance Commissioners model long-term care insurance regu-
lations use age-based thresholds, on the assumption that younger buyers can afford bigger
increases than older ones. So contingent nonforfeiture must be offered when premiums have
had a cumulative increase of 150 percent for a policyholder aged 40-44 or 20 percent for a
policyholder aged 80.

Borrowers could opt to use a line of credit, instead of fixed payments, meaning that they
could increase their monthly draws if premium rates went up. But this could also be risky,
because line of credit growth is subject to fluctuations in the ARM interest rate.

“Shared appreciation” HECMs, which allow loan revisions when the property appreciates, ex-
ist in theory; however, Fannie Mae will not buy these loans.

Because the new loan would still be used wholly for insurance, it would presumably still re-
ceive the upfront premium waiver.

March 2005, HECMs and long-term care, Notes
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