
REVERSE MORTGAGES
The movie The Big Short does a fairly decent job of telling the story of the 2008 financial crisis. 
The stories, although embellished, are very interesting. It is also sad to hear about all of the 
people who had taken out complicated mortgages on their homes, 
mortgages that they did not understand. We know how that 
ended. Millions of people lost their homes. Our economy 
ground to a halt.

For years reverse mortgages belonged in the same  
category of complex mortgages that are fraught with 
danger. The industry had a reputation as a sketchy busi-
ness where people were sold expensive loans that they 
didn’t understand. Some people lost their houses.

Things have changed and reverse mortgages are now a good option for some retirees. We will guide 
you through a high level overview of these loans and help you consider whether or not they make sense for you today.  
This may not be the preferred option for everyone, but it can be a good option for those who are worried about running out 
of money.

WHO BENEFITS THE MOST FROM A REVERSE MORTGAGE?

1. People who need the extra income (be sure that you can still afford the home ownership costs).

2. People who want to stay in their home and do not care about leaving this asset to their family, church, charity, etc.

3. People who want another source from which to draw income. It can function as a way to withdraw less from an invest-
ments portfolio when the stock market is down.

HOW REVERSE MORTGAGES WORK 
A reverse mortgage is a loan against your home. 
Whereas a regular mortgage is taken out and paid 
back over time, a reverse mortgage is designed to 
increase over time. The funds can be taken in a 
lump sum, a series of equal payments, or a line of 
credit that a borrower taps when needed. The size 
of the loan that is approved for each borrower de-
pends on the value of the home, the equity in the 
home, and the age of the borrower. Higher home 
values, higher equity percentages, and higher ages all lead to higher loan limits. Borrowers have to be at least age 62 and 
must be able to pay off any mortgage remaining on their house with the proceeds of the reverse mortgage.
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A SAMPLE REVERSE MORTGAGE LOAN (for illustration purposes only)

Client age: 62

Initial interest rate: 5%

Initial Home Value (no outstanding mortgage): $500,000

Payments Received by Homeowner: $1,498/month or $17,972/year



THE FEES

Reverse mortgages have origination fees, as do most mortgages.  
There are ways to roll those fees into the loan, but do not be fooled  
by that. You still end up paying for it. In addition to the origination  
fees, there are also insurance premiums that you must pay on the  
value of the outstanding loan. The U.S. government charges these 
insurance premiums because the government serves as a backstop for  
the banks who offer the loans.

BORROWER PROTECTIONS

Reverse mortgages are unique in that you can never owe  
more than the value of the home to the lender. There are 
instances where it is possible to end up with a loan that is larger  
than the value of the house. A big drop in the value of a home  
or living a long time can cause this. Even if this happens, the  
borrower (or the borrower’s estate) can sell the house and owe  
nothing further. This beneficial feature is why the government  
charges insurance premiums. The premiums go into a  
pool to pay off lenders who cannot get all of their money back.

POSSIBLE STUMBLING BLOCKS

The homeowner/borrower is still responsible for paying taxes, insurance, and regular maintenance on the home. If the 
homeowner cannot afford this at some point down the road, he or she can lose the home. That is the worst case scenario.

The interest rate on a reverse mortgage is higher than a typical home equity line of credit. The interest rate is around 5% 
today and is a variable rate. The higher interest rate combined with the origination cost can make this an expensive proposi-
tion. Those who do not need the money will likely be able to leave more to their heirs without such a loan. If the borrower 
decides to (or needs to) move, the loan needs to be repaid. In hindsight, this borrower could have taken out a less expensive 
loan. Another less expensive option would be to sell the home and use the proceeds to rent a home or apartment.

CONCLUSION

Reverse mortgages have improved significantly over the last several 
years, but they remain complex loans that need to be carefully studied 
and evaluated. We have experience evaluating these loans and can in-
dependently review whether or not it is a good option for you. Please 
let us know if you would like our help. 
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any particular investment or trading strategy. They are for informational purposes only. ASA gathers its data from sources it considers reliable. 
However, ASA makes no express or implied warranties regarding the accuracy of this information or any opinions expressed by the author and 
may update or change them without prior notification. 

 
Adam Smith Advisors, LLC (ASA) provides unique wealth management services for a select group of client families to give them 
peace of mind. Author John O’Connor, CFA, has a broad cross section of successful investment management experience as an 
analyst for institutional investors, an accountant for a major mutual fund company, and as a wealth management advisor for 
individual investors and retirement plans. Please FORWARD this e-mail to friends/relatives/business associates that you think 
may have an interest. Please see our website at http://www.cherrytree.com.
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“Warning: You should never sign  

anything that you don’t understand.”  

— Consumer Financial Protection Bureau


