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Reverse Mortgages – the good, the bad and the ugly.
What is a Reverse Mortgage or Senior’s Equity Loan?

A reverse mortgage is a type of loan which is secured by property. It is specifically designed for seniors, generally 60 or older who own their own home. As for a normal mortgage, the lender takes possession of the title (it remains in your name) and registers a mortgage over the property. The difference between this and a normal loan is that principal or interest does not need to be repaid during the normal course of the loan. The loan is repaid when the home is sold, permanently vacated or on death of the last borrower. 

Why do Seniors use them?

There has been research done by Trowbridge Deloitte which showed three broad customer types:
· Under financial pressure, i.e. eroded savings, relieve pressure of debt (existing mortgage or credit card debt) or other (divorce), immediate need to buy basic necessities or replace essential household appliances
· Lifestyle consumption, i.e. to supplement lifestyle living, use a lump sum advance for luxury or capital purchases

· Financially savvy, i.e. they largely consider their house alongside other assets, willing to run down their assets while still living, fund leverage investments to diversify assets, often higher overall wealth and higher pre-retirement income
	A recent survey showed that the average size of the reverse mortgage was $60,000 and the average age for seniors taking these was 74. There are 33,700 loans in place across Australia. The reality is that most 50’s plus folk do not have sufficient superannuation savings and those older than 70 may not have any at all. Their home is their superannuation savings. They have worked hard all their lives to pay it off. Superannuation was not generally available until mid 1990’s, just a short decade ago. Seniors equity products now enable seniors a way of accessing equity or liquidity in their properties without having to sell and downsize. It can be viewed as a form of allocated pension, where a lump sum and an ‘income’ stream can be drawn down from that asset.
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A growing use is for accommodation bond loans to provide for the aged care hostel. These provide an alternative to just selling the family home and is particularly beneficial for a couple where one needs to be moved into a nursing home and the other wants to remain in the family home.

For the self funded retiree, the reverse mortgage may provide a valuable adjunct to an allocated pension badly affected by the falling share market. Rather than ‘fiddle’ with structure and strategy to chase higher (and riskier) returns, supplementing using an income stream via a reverse mortgage may be a solution. Some lenders will accept a holiday home or investment property as security for a reverse mortgage, so the family home can remain debt free.

Why is there so much negative publicity about them from commentators?

This is a difficult question to easily answer. Some of the comments are by people who just do not understand what the products are and what the risks are, some have a vested interest and some just like bad news headlines as it sells better. Some seniors are vulnerable, but to suggest that all seniors are vulnerable and need layer on layer of protection is just insulting. The result has been to unnecessarily add costs and fear onto what for some is a relatively simple transaction and often, perhaps their only viable solution to access more funds and it is their funds, their money they use. 

Are there any good points?

	This is perhaps the most important and neglected aspect of it all, it is not the seniors who have taken out a reverse mortgage that are complaining, it is the commentators or arm-chair critics making noises to protect our seniors but generally offering no alternatives or solutions at all There is an interesting and barely reported finding that in a recent ASIC study (of only 29 borrowers), all seniors found their reverse mortgage experience satisfactory or better. The research shows most borrowers are comfortably within their borrowing limits.
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The stories that seniors tell, of being able to travel to Brisbane to celebrate a sisters’ 70th birthday, traveling back to the old country to see relatives for a last visit, of replacing a roof, to get a home rewired so the laundry can be used again without getting an electrical shock, not having to find $100 a month to pay an existing normal mortgage from a pension or to juggle credit card debt, to buy a car to travel and feel secure, to become a grey nomad with a caravan for six months, to help a daughter pay off a crippling debt, to pay for a hip replacement rather than wait in a very long queue or even to keep private health insurance cover. These are their stories. It is about seniors helping themselves to live a life they more deserve rather than just surviving on the government aged pension. Singles struggle far more on the aged pension than couples, unfairly so and a reverse mortgage offers a partial solution to help ease that struggle.

What are the risks?

Inappropriate use of the product, pure and simple. In a sense it is like any other form of credit that can be misused, by borrowing more money than needed, running up debt and spending all your savings at once and splurging without thought to the future are all forms of credit risk that people of all ages have. It is not restricted to seniors. The reverse mortgage loan has a higher potential to erode wealth due to not having a requirement to repay anything during the period of the loan, the interest charged is added onto the loan balance and in turn interest is charged on interest (a compounding effect). This can grow very quickly over time. 

I cannot remember hearing gloom and doom stories when the previous Treasurer changed the superannuation rules where all of your superannuation savings can be drawn down tax free at once. What happens if a retiree used it all to splurge on a six month holiday and came back with nothing? It is not the product itself, it is the inappropriate use. I think it is also a mindset and generation issue where the home had to be left to beneficiaries. Why? Is there the same concern with superannuation and allocated pensions that are designed to be run down by life expectancy?
Some lenders offer protected equity options, where up to 20% equity will always remain. SEQUAL lenders offer ‘no negative equity’ guarantees, where the debt or loan amount owed will never be more that the value of the property itself. 

Can you get an equity release product that is not a loan?
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	There is an option available to some of Australia, limited at present to parts of the Melbourne and Sydney metropolitan areas. It is essentially a non monetary real estate sale, or a deferred sale of your home. You agree to sell a portion of your home in the future for a lump sum now. 
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It is not a mortgage or loan, so there is no growing debt, there is no compounding interest and you specify what level you want to sell or conversely, retain. For some it makes sense to use this type of product rather than a reverse mortgage but like anything else, there are costs and pitfalls you need to consider and weigh up.
What other options are there?

The use of other funds, perhaps savings, perhaps sale of surplus assets, perhaps borrowing from the family are all options. Sometimes adult children (they may be in their 40’s) are well off and are more than happy to lend or provide funds to their parents. The sale of the family home is always an option, but careful thought and analysis is required as it could be a very costly financial and emotional decision. There may be some government assistance available including loan schemes for part pensioners. Returning to work, even part time may be an option for some. However there may be no alternatives available or tenable and equity release products provide a valuable option.

Show me some examples of the future costs?

Reverse mortgages are based on two factors, the age of the youngest occupant and the value of the property. The older you are, the more you can borrow and the higher the value of the property, the more you can borrow. For example, a 65 year old with a home worth $300,000, could borrow up to 20% of the value, being $60,000. It could be taken all as a lump sum or it could all be taken as an income stream of up to $500 a month for ten years.

If the property market rose 4% per year for the next 20 years (being about half of the last 30 years annual property market growth rate) and using an interest rate of 9.09% fixed for life, the two futures are:

1. taking a lump sum of $60,000 up front, the loan amount owed in year 20 would be $367,000 and the equity on the home would be $299,000

2. taking $500 a month for ten years and no lump sum, the loan amount owed in year 20 would be $242,000 and the equity would equal $424,000.
It makes a difference how much is taken up front, what the interest rate is and how long you expect to live for. The compounding effect really starts to kick in about year 18 and grows from there. The other critical factor is the underlying growth in the property market. While the initial amount borrowed and the interest rate will effect how much is owed in the future (presuming no repayments have been made) the growth in the property market will more determine the equity remaining.

For a 60 year old wanting a large lump sum amount, alternatives to a reverse mortgage should be considered unless interest repayments or some form of repayments are made. For an 80 year old, the reverse mortgage is usually a very effective product.

What is the ugly?

I see these in three parts:

· Higher priced and inflexible loan products. 60% of seniors loans are through the traditional bank branch network and these are generally more expensive and less flexible compared to most other lenders. You need to use an appropriately qualified specialist, a Fortus member who is SEQUAL accredited, who can show comparisons over a range of products and lenders and offer choice.

· Inappropriate selling of the product and its subsequent use. The whole purpose is to assist seniors and care needs to be given so that the solution offered meets their needs, both now and in the future. Suggesting to seniors to use available funds through equity release to suddenly commence a share investment scheme without previous knowledge of the markets sounds a very inappropriate use.

· Over regulation that adds costs and time to folk who may not be able to afford either. Some lenders insist on financial planning advice as well as legal advice. For many borrowers, the difficulty and cost of finding a financial planner willing to sign off a piece of paper adds significantly to the cost and often without benefit other than giving more protection to a lender trying to cover their proverbial backside or over zealous regulators and some pensioner organisations trying to be create obstacles rather than pro-actively offer solutions or improvements.

Regulation is critical and badly needed, but the sledge hammer approach that solves nothing is a waste of time, money and forests. Organisations like SEQUAL and Fortus are starting to provide levels of self regulation, education and advice to seniors. Seniors should always use accredited brokers who specialise in this market (Fortus members) and SEQUAL lenders and find one that makes sense to them and that a level of trust and understanding is established. Independent legal advice is a requirement for all lenders and it is recommended that seniors see a Financial Information Services Officer from Centrelink to ensure any potential effect on pension entitlements is understood.
Do you operate everywhere in Australia?

My strong preference is to see clients face to face, so I generally work with Victorian seniors. I am part of an affiliation of senior equity specialists around Australia that I am happy to pass details on for.

I also help people who are or wanting to create long term financial independence through multiple property investment. Jan Somers, in her early book, relates the story of a mid 70 year couple who decided to invest in property ‘for when they get old’. For a 50 year old, a ten year strategy of multiple property investment could make an enormous difference to retirement assets. As a 60 year old, you could incorporate senior equity release products into this strategy but with care, caution and an understanding of what your needs are and the costs involved
Give me a call to find out whether this type of product would work for you and what could you borrow based on available cash flow and value of your property. We will work with your accountant or advisor to structure a solution that suits your needs and circumstances. We take the approach of looking at your long term goals and working to find a solution through finance for you. This appointment is no-cost and is obligation free, call –03 9397 7275
Helping People through Finance
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