Custom Reverse Mortgage Analysis

Here’s an example of a recent project | completed for Peter and Janice, each in their
early 70s and interested in a reverse mortgage to supplement their retirement income.
They own a $500,000 home and owe less than $20,000 in a home equity line of credit.
While meeting with Peter and Janice in their home, | learned about their objectives:

e Peter wanted $1,250 deposited into his bank account every month;

e Janice wanted $50,000 cash up front to be available immediately in a pinch;

e They both want to leave a healthy amount of equity for the kids and they believe
the kids will inherit the home in 10 years.

My initial review confirmed they would be able to meet their objectives:

$1,250/month CONFIRMED - 20 years
$50,000 cash up front CONFIRMED
CONFIRMED - about $330,000 equity in 10

healthy amount of equity for the kids
years

$70,000 Line of Credit in addition to the
monthly payments, $50,000 cash up front
and estimated $330,000 equity in ten
years

Extra Bonus!

To be cautious, the www.darlingreverse.com custom report doubled Peter and Janice’s
time horizon from ten years to twenty years and provides Peter and Janice with simple

charts showing
» How much cash they will receive;
» Estimated future home equity; and
» The amount available to them in a line of credit;

The report concludes with a bullet point itemization of the costs and benefits of the
reverse mortgage.

The first step is to illustrate the cash flow benefit to Peter & Janice. The chart below
shows $50,000 up front and $1,250/month over 20 years. This totals $350,000, which is
70% of the current home value.
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If, during the next twenty years, Peter and Janice need more than $350,000, they can
access the $70,000 line of credit. If not, the line of credit will increase over time:

Line of Credit
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Next, we’ll estimate how much equity will be left to the kids in a simple two step
process:

1. Estimate future home value

2. Estimate future reverse mortgage loan balance

Future home value




Peter & Janice live in San Diego County and historically, home values have grown at
4.78% annually, as you can see from the Case-Schiller chart below. Note the figures in
vertical axis on the left represent index values, not USS median home values.
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Effective Compounded Growth

Peter is conservative and believes future appreciation will be lower than what it has

been in the past. He wanted to base his estimates on a 3% annual growth rate:
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Future reverse mortgage balance

We start with the principal balance; then we’ll add fees and interest.




The principal balance begins with the $50,000 paid to Peter and Janice up front, plus
initial FHA and origination fees, closing costs, and a small balance they owed on a home
equity line of credit. This totaled about $71,000.

Every year thereafter, Peter and Janice will receive $1,250/month, which is
$15,000/year, which is added to the initial principal balance mentioned above.

The chart below shows the principal balance as it increases over the next twenty years,
reflecting the monthly payments received by Peter and Janice.
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In order to estimate the total loan balance, we need to add interest and fees to the
principal balance. Note that interest and fees are not paid by Peter and Janice while
they have the reverse mortgage, they are just added to the principal balance and
payment is deferred until the entire reverse mortgage balance is repaid.

Fees:

FHA charges a 1.25%/year insurance premium and there is a $30/month service fee.
Interest:

Future interest is based on a variable rate index known as LIBOR (London InterBank
Offer Rate).

To make an educated guess of future interest rates, Peter wanted to see LIBOR over the
last 20 years:
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Historic LIBOR Interest Rate

Over the last 20 years, this one month LIBOR has averaged 4.06%/year. Peter did not

want a constant “flat line” for his estimated interest rate over the next 20 years, so |

prepared a chart reflecting Peter’s conservative projection:
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Now we can apply the estimated interest rate to calculate Peter & Janice’s projected

reverse mortgage loan balance.




Loan Balance
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The interest rate used to calculate the future loan balance is very important in
estimating future home equity. Standard reverse mortgage programs use a static
interest rate and do not allow the homeowner to tweak the numbers to match his or
her own expectations. A custom analysis from www.darlingreverse.com empowers you

to look at multiple interest rate scenarios.

Comparing the projected loan balance with the expected home value will give us future
home equity, which is represented by area between the lines in the chart below:
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As you can see from the chart, Peter & Janice began with about $425,000 in home
equity. At the end of their “target” (ten years), they have about $330,000 in home
equity and twenty years later have about $61,000 in home equity.

Conclusion:
Is the reverse mortgage beneficial for Peter and Janice? What are the pluses and
minuses?
Peter & Janice’s Assets
. Line of
Home Equity Cash Total Credit
Before reverse
mortgage $494,000 $0 $494,000 $0
Ten Years After
Reverse $330,000 $200,000 | $530,000 | $124,000
Mortgage
Twenty Years
After Reverse $61,000 $350,000 | $411,000 | $229,000
Mortgage

+ During the next 20 years, Peter & Janice will receive $350,000 from the
reverse mortgage. Those payments are insured by FHA. Future home value
and interest rates will not affect the $350,000 cash; hence this part of the
analysis can be predicted with confidence.

- During the next 20 years, Peter and Janice might lose $365,000 of equity, but
that is not certain, because it will be influenced by the actual value of the
home in 20 years and future interest rates. Peter used a conservative
3%/year to estimate his future home value and a conservative estimate of the
future interest rate.

+ Peter and Janice can access the line of credit, which is also insured by FHA.
The amount available to Peter and Janice will begin at about $70,000. If Peter
and Janice never access the line of credit, it will grow to almost $230,000 in 20
years (based on Peter’s interest rate expectations).

The analysis for Peter and Janice indicate a reverse mortgage will improve their financial
situation, but that won’t be true for everyone. Important variables include age; amount
of cash desired by the homeowners, estimates of future home values, interest rates and
time horizon envisioned by the homeowner.



