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“Buy land, they’re not making it anymore.” — Mark Twain

The Equity You Live in: The Home as  
a Retirement Savings and Income Option
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IntroductIon:  

the end of the one-Way Bet

For more than a decade up through 

2006, as home values rose steadily, many 

Americans understandably came to see 

real estate as Mark Twain did: a “one-

way” bet. A house seemed to be not just 

a home, but a sure path to wealth, made 

even more lucrative because of being 

highly-leveraged by an ever-more creative 

— and accommodating — mortgage 

lending industry. More recently, though, 

home prices have stalled or fallen. Unsold 

inventories have risen as has specula-

tion about a national housing “bubble” 

bursting. Homeowners and investors 

have been reminded that even that  

basic building block of the American 

Dream — their own home — is subject  

to market cycles. Indeed, median new 

home prices fell 10.7% just in the third 

quarter of 2006.

Whether the current housing slowdown 

proves to be shallow and short or more 

severe, it comes at a time when America’s 

Baby Boom generation is reaching retire-
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ment age. And that draws overdue 

attention to the role of home equity —  

for most Americans, their single largest 

asset — in financing future generations’ 

retirements. 

To answer some of the salient questions 

now in the air, this report will discuss  

the sheer scale and changing role of  

home equity in America; the relative 

long-term returns — and risks —  

of investing in real estate (compared 

to stocks, bonds and cash); and the 

emotional and behavioral factors that 
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can make it hard to draw down home equity. We will analyze several tactics that 

can be used to tap home equity for retirement income and weigh the costs, benefits 

and trade-offs among these options. This report’s scope is deliberately limited to the 

use of primary, owner-occupied home equity in retirement finance. We do not touch 

on either rental or commercial property or other indirect forms of investing in real 

estate, such as reITs. our sole focus is on the home. 

americans’ no. 1 asset: Home Equity
clearly, home equity represents a potentially enormous source of capital for use in 

retirement. At $19 trillion as of 2005, the aggregate value of owner-occupied housing 

in the United states has grown 196% since the 1990’s — and bolted upwards 56% 

just in the five years from 2000-2005, before the current price drop set in1. At the 

same time, the role of this key asset in Americans’ financial lives has been changing 

— significantly. 

In recent years, increasingly low-cost, and virtually frictionless re-financing options 

have enabled millions of Americans to tap into the equity in which they literally 

live. In the half decade from 2000 to 2005, homeowners have liquefied hundreds 

of billions of dollars a year of home equity through second mortgage loans or “cash-

out” refinancings — hitting a record $243 billion in 2005, as reported by Harvard 

University’s Joint center for Housing studies in “The state of the nation’s Housing” 

(2006). There has also been the first real stirring of a market for “reverse” mortgages. 

But with reverse mortgages numbering in the tens of thousands and outstanding 

conventional mortgages (regular and home equity) numbering in the tens of millions, 

that market is still in its infancy2. 

such routine use of home equity as virtually a revolving credit facility is a new 

phenomenon. And it may well mark a generational change in the ways Americans 

think of their homes and the debt they carry on them. 

Previous generations of Americans treated home equity as an illiquid asset being  

built up almost invisibly as mortgages were paid down. They considered this 

growing equity either as an “asset of last resort” or as a source of bequests to heirs. 

Many typically aimed to finish paying their mortgages before or about the time  

of retirement — and most actually did. But ever since the Tax reform Act of 1986, 

which privileged personal residence debt over all other forms of personal debt 

(because of its unique tax-deductibility), that behavioral pattern has been changing. 

A whole industry has grown up to facilitate home equity lending (Masnick, Di  

and Belsky, 2005).
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exhibit 1

net home equity  

1990 to 2005

younger generations of Americans increasingly view home equity as an asset that 

can be animated, leveraged, “re-fied” and drawn against to finance a variety of needs 

from home improvement, college loans, market investment and even short-term 

non-housing consumption. As a result, future generations are on track to carry 

much larger mortgages into their late middle age and even deep into their retirement 

years —perhaps on the assumption that these larger debts will be compensated for 

by a continued rise in home values. 
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source: tabulation of Flow of Funds data by Joint center for housing studies 
at harvard university

If this changed attitude to home equity continues to gain ground, there remains vast 

scope for growth in home equity lending. Despite the rapid increase in mortgage 

debt in recent years, net home equity remains enormous as we see in Exhibit 1. 
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With overall equity at well over 50% of total home values, the movement to  

mobilize America’s multi-trillion dollar pool of home equity may well have  

ample room to run. 

As for Americans now in retirement — or close to it — home equity represents the 

largest non-pension asset they could draw on to create lifelong income. And, today’s 

retirees are less likely to have leveraged up debt on their residences. More than 80% 

of all Americans over age 65 own (primary and secondary) homes worth a total  

of $3.95 trillion — roughly 30% of seniors’ total wealth holdings of $13.4 trillion, 

according to Apgar and Di (2005). That real estate wealth is nearly one-half trillion 

dollars more than the total stock holdings of people over 65, and it is much more 

widely-spread, since only 36.8% of seniors own stock either directly or indirectly.3 

overall, eschtruth, sun and Webb (2006) estimate that home values for the typical 

household approaching retirement was $200,000 in 2004, up from $139,000  

in 2001 — clearly an asset that could substantially contribute to lifelong income.

While many of today’s generation of retirees have highly appreciated home equity, 

there are good reasons to be wary of thinking about the home as a sure — or even  

a primary — source of retirement income for future generations. As we will see, 

historical experience suggests that real estate investments can suffer serious and 

sometimes prolonged downturns. This is especially true in regions struck by 

extended economic decline. such a real estate “bust” could be quite damaging  

to an investor nearing retirement who relied too heavily on home equity. 

What’s more, long-term returns to real estate have historically been lower than 

returns to investments in equity — a key consideration in creating a portfolio  

for lifelong income. Any retiree looking to use home equity as an income source  

in retirement should take such risks and relative returns into account. 

real estate PrIces, cycles and relatIve returns
In considering the role of real estate as a retirement funding vehicle, it is important 

to understand its general risk and return characteristics and compare these with 

other financial assets that can be used to build a retirement portfolio. so let’s look  

at the record, starting with the long-term upwards trend in housing prices over the 

last half century and more. 

Residential Real Estate Prices
As we can see in Exhibit 2, the median price of new homes in the United states has 

been in a long secular rise since the early 1970’s — averaging an annual appreciation 

rate of 5.9% since 1963.

Part I
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the median price of new homes  

in the united states has averaged 

an annual appreciation rate  

of 5.9% since 1963.

But there have also been a number of sharp “corrections” in new home prices — 

notably in the early 1980’s as high interest rates and recession struck simultaneously, 

again in the early 1990’s following another recessionary period and most recently 

with the sharp drop of almost 10.7% in the third quarter of 2006 — as the most 

recent house price boom appears to have crested and begun to recede.
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exhibit 2

Median new home  

Price in the us 
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looking at housing data on the national level tends to blur much more striking 

changes on the regional and local levels. one of the most enduring real estate rules 

of thumb — that “location is everything” — applies with added intensity when home 

price trends are analyzed by region (Exhibit 3). 

exhibit 3

Median new home  

Price in the us by region 

1963-2006
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As shown in exhibit 3, median new home prices in the northeast and West coast 

regions began rising more rapidly than those in the south and Midwest in the early 

1980’s and picked up momentum into the first decade of the 21st century. By 2006, 

median new home prices in these regions reached over $350,000 versus roughly 

$200,000 in the south and Midwest. But prices in these “boom” regions also have 

been more volatile — with more dramatic ups and downs on an ever larger base.  

In terms of average annual returns, the northeast and West coast regions experi-

enced 6.91% and 7.06% growth rates, respectively; the slower appreciating south 

and Midwest regions, 5.75% and 5.89%.

For homeowners able to “ride out” these moves, the long-term trend has, of course, 

been immensely beneficial, especially since mortgage debt significantly leverages 

gains in a rising market. But when considering the home as a potential retirement 

asset it is well to note that the leverage magnifying home equity appreciation can cut 

in the other direction, too. Many of the short-term home price downdrafts graphed 

in exhibit 3 have been in excess of 10%. That is more than enough to wipe out all of 

the initial equity of a homebuyer who puts a 10% down-payment on their home and 

is then forced (perhaps by a job move or divorce) to sell into a falling realty market. 
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let’s take a somewhat more granular look at the cycles of real estate appreciation —  

and “corrections” — at the regional level. Exhibit 4 traces real estate price shifts  

from 1963 to 2006. quarters in which prices, adjusted for inflation, have been 

rising by 5% a year or more are marked in green, while quarters that have seen real 

declines of 5% or more in the prior year are shown in orange. quarters where annual 

prices have remained within a 5% band of gain or loss are not shaded in. 
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exhibit 4

real estate cycles 

real returns 

1963-2006
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Within America’s long-term rise in real estate values, we can see half a dozen 

sustained upturns — most strikingly the 33% nationwide gains registered between 

1998 and 2005, which did so much to convince investors that real estate is a “sure 

thing” investment. generally, these price movements among regions seem fairly 

closely correlated, (although prices do move in directly opposite directions among 

varying regions a little less than 10% of the time.) 

The important thing to note from a retirement planning perspective, however,  

is that even this remarkable climb in American real estate values has been  

punctuated by three sharp “corrections” coming roughly at ten-year intervals  

from the early 1970’s to the early 1980’s, and early 1990’s — with the severity  

and duration of the downturn that occurred in 2006 still uncertain. 

Keep in mind that all of the real estate returns and risks that have been discussed  

are based on new home prices. These are not the changes in values that  

a homeowner would experience on their home equity. In fact, the vast majority  

of homeowners are exposed to much more volatile swings in values due to the 

leverage resulting from the mortgaging of the home. To illustrate, consider the 

effective home equity returns when home prices go up or down by 20%  

(comparable to the price changes experienced in various real estate cycles). If the 

homeowner had used a 70% mortgage to purchase the house, the change in their 

home equity would be +66% and -66%, respectively. If instead, a 90% mortgage  

had been employed, the effective returns on their home investment would be +200% 

and -200%, respectively. In this case, the downturn scenario has more than wiped  

out their original investment.

These kinds of price drops in a person’s largest single asset could be seriously 

damaging if they came at the cusp of retirement for a homeowner who relied 

excessively on the build-up of home equity as a future source for retirement income 

— and underinvested in other assets. That is why it is vital to compare real estate 

price increases to those of other asset classes such as stocks and bonds. let’s look  

at the big picture first — over the past 40 or so years.
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From Exhibit 5, we can see that returns on a dollar (nominal, i.e., with inflation) 

invested in residential real estate in 1963 have been only slightly better than returns 

on low-risk Treasury Bills over this long period. Admittedly, there was a brief period 

— in the mid-1970’s — when real estate was, briefly, the highest-returning of these 

asset classes. The 1970’s, as some may recall, was the period of the initial oPec “oil 

shock”, the emergence of stagflation in the U.s. economy and a downturn in stock 

values so severe and prolonged that BusinessWeek magazine wrote a cover story on 

“The Death of equities.” 
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returns on a dollar invested  

in residential real estate  

in 1963 have been only  

slightly better than returns  

on low-risk treasury Bills. 

exhibit 5

long-term asset and  

real estate Indices 

Q4-1963 to Q3-2006
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nevertheless, over this more than forty-year time period, real compound returns  

to stocks outpaced realty, averaging 5.95% versus returns of just 1.35% to real  

estate after adjusting for inflation. In other words, a single dollar invested in stocks 

in 1963 would have compounded to $12.36 by 2006. The same dollar invested  

in real estate would have grown to just $1.79. even the highest appreciating regions 

of the country, the northeast and West coast, only realized real returns of 2.35%  

and 2.49%, respectfully, and underperformed the returns on bonds at 2.74%.

While this big picture perspective is interesting — and may be counter-intuitive  

to many — it may be more useful to compare the returns among these various  

asset classes over the kind of investment time horizons that individuals work with  

in building a retirement portfolio. Exhibits 6a and 6b show the best, worst and 

average annual returns — in real, inflation-adjusted terms — to homes, stocks, 

bonds and treasury bills for the last 40-plus years and for 170 years, respectively.  

For each of the 5, 10, 20 and 30 year periods, the return statistics are computed  

by examining every “rolling” interval within the entire period (e.g., 1963-1972,  

then 1964-1973…and so on). 

exhibit 6a

real returns for different 

Investment horizons 

stocks, Bonds  

and real estate 

1963-2005

Investment
horizon description

residential 
real estate stocks Bonds

treasury 
Bills

5 Years average annual return 1.73% 5.84% 3.18% 1.44%

Worst 5 Yr cumulative return -3.90% -7.49% -8.23% -1.45%

Best 5 Yr cumulative return 6.86% 25.59% 16.71% 4.21%

10 Years average annual return 1.62% 6.47% 3.33% 1.50%

Worst 10 Yr cumulative return -1.11% -2.90% -4.60% -0.42%

Best 10 Yr cumulative return 4.64% 15.29% 10.78% 3.46%

source: Global Financial Data and Winans international
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real estate in the form of home 

prices has not had attractive 

risk and return characteristics 

over long periods of time.

exhibit 6b

real returns for different 

Investment horizons 

stocks, Bonds  

and real estate

1835-2005

Investment
horizon description

residential 
real estate stocks Bonds

treasury 
Bills

5 Years average annual return 1.39% 6.97% 2.91% 3.01%

Worst 5 Yr cumulative return -65.59% -48.98% -43.61% -33.17%

Best 5 Yr cumulative return 285.62% 245.36% 116.50% 107.22%

10 Years average annual return 1.28% 6.91% 2.75% 2.85%

Worst 10 Yr cumulative return -73.01% -34.95% -37.99% -40.22%

Best 10 Yr cumulative return 262.58% 408.98% 178.41% 220.66%

20 Years average annual return 1.25% 6.67% 2.54% 2.65%

Worst 20 Yr cumulative return -67.08% 0.10% -35.92% -45.24%

Best 20 Yr cumulative return 368.32% 1015.89% 345.18% 508.25%

30 Years average annual return 1.36% 6.59% 2.34% 2.47%

Worst 30 Yr cumulative return -57.81% 114.70% -32.58% -38.62%

Best 30 Yr cumulative return 350.48% 2028.76% 469.86% 685.36%

source: Global Financial Data and Winans international

%
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As displayed in exhibit 6a, home values have underperformed stocks and bonds  

in terms of average annual returns over every five- and ten-year period from 1963  

to 2005, but have only been slightly above the returns on treasury bills. In addition, 

while real estate provided somewhat better downside risk protection in terms of 

the worst performing periods, it also forfeited significant upside returns in the best 

periods relative to stocks and bonds.

While exhibit 6b provides an outrageously long (and probably irrelevant) time frame 

for comparison, it does tell a remarkably similar story to that of the last 40 years. 

real estate in the form of home prices has not had attractive risk and return charac-

teristics over long periods of time. As a note of interest, there have been studies of 

real estate returns over even longer periods of time. eichholtz (1997) constructed  

an approximately 350 year real estate index based on the selling prices of homes 

along the Herengracht canal in Amsterdam. The study found that the average annual 

real return was only 0.2%.

Despite these rather modest returns, homeownership does have a vital role to play 

in lifelong wealth-building. everyone must pay for a place to live and over time 

rental and ownership costs adjust to levels that equate the after-tax costs of each for 

comparable spaces.4 But ownership builds equity while renting does not. Indeed, 

the element of the “forced” savings inherent in paying down a mortgage may, in fact, 

create positive inertia that helps make homeowners more disciplined savers than 

they might otherwise be. That may explain why data on the net worth of homeown-

ers versus renters finds that owners are far wealthier than renters — by multiples of 

8 or more — regardless of age, income level or race.5 

But the relatively higher return numbers to other asset classes strongly suggest that 

anyone interested in creating lifelong income for many years in retirement should 

not rely only, or even primarily, on home equity — and should, in fact, be wary  

of “over-investing” in real estate. 

For example, stretching to buy a much larger, more expensive house than a person 

actually needs could cost a “house-rich, cash-poor” homeowner a major “opportu-

nity” loss in foregoing historically high-returning stock investments for lower-return-

ing real estate assets. 

consider the possible financial difference over a 20-year period assuming (as a 

benchmark) that both stocks and real estate were to produce the average returns  

they did from 1963 to 2005. 

Be WAry oF  

“over-InvesTIng”  

In reAl esTATe. 
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If the net cost of additional real estate beyond the investor’s needs ran just $300 a 

month or $3,600 a year — the potential “opportunity cost” of not investing that 

amount in stocks could reach as much as $114,000 over 20 years. What’s more, the 

initially higher mortgage needed to “buy big” would open the investor to greater risk 

in case of a short-term realty price slump during the early years of ownership. And 

the added real estate would also likely bring added taxes and maintenance costs over 

the whole time frame. 

The bottom line is that home equity in the form of land, bedrooms or other improve-

ments beyond those a family needs is less an investment choice than a matter of 

lifestyle, and it carries a substantial long-term cost. Instead of “buying bigger”  

and thinking of that as an “investment”, anyone interested in assembling a portfolio 

that has a chance of producing lifelong income, will want to diversify — strongly — 

beyond their home to include a well-balanced portfolio of stocks. After all, equities 

as we’ve seen, have been producing higher investment returns than homes over  

long time frames for generations. 

Another way to inadvertently “over-invest” in real estate may be by paying off  

a home’s mortgage early. A recent academic paper has shown that a significant 

number of households are actually doing the wrong thing when they accelerate  

their mortgage payments. For certain segments of this group, it would be more 

beneficial to put these extra payments into their tax-deferred retirement accounts.  

In fact, drawing from an analysis by Amromin, Huang and sialm (2006),  

reallocating their savings in this manner could yield an improvement of between  

11 to 17 cents per dollar. 

A final point on the home as an investment is that people can — and do — “fall  

in love” with their homes, while only a miser could ever “love” an investment  

portfolio. This can have positive financial benefits. Few homeowners, for example, 

sell in a panic when house prices fall. But far too many equity investors do,  

in practice, sell at the bottom. But emotional attachments can also make it difficult 

for people to rationally mobilize home equity — even when doing so could make 

sense. (see sidebar: letting go of Home equity — no easy Decision).
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sHoUlD THe AsseT 

AllocATIon In My  

reTIreMenT PorTFolIo 

cHAnge DePenDIng  

on THe AMoUnT oF  

reAl esTATe I oWn?

We have devoted a lot of attention to the fact that real estate probably shouldn’t  

be relied on as a significant funding source for retirement. The risk and return 

characteristics of real estate that have been discussed, however, are representative  

of averages across regions, time and business cycles. The reality is that many  

individuals may be fortunate enough to find themselves retiring with substantially 

appreciated home equity. This could be the result of being in the right place at  

the right time in terms of a particular local real estate market. Alternatively, it might 

be the result of a long-term real estate bull market like we have seen over the last 

decade. Whatever the case, if these individuals have the emotional wherewithal  

to use their home equity, there are a wide variety of tactics — downsizing, renting 

or leasing — to produce additional retirement income. let’s see how some of these 

options might play out in practice.

REaL ESTaTE and YOuR PORTFOLIO
a question that is often asked with respect to real estate 

is: Since real estate is a significant part of my portfolio, 

should that fact alter the allocation of my other financial 

assets? In other words, should the asset allocation in my 

retirement portfolio change depending on the amount of 

real estate I own?

The answer to this question ultimately depends on the 

risk and return characteristics of real estate relative to 

other financial assets. Even if returns to real estate are 

somewhat modest in comparison to stocks and bonds, 

this asset could still play an important diversification role 

within a portfolio if its returns are uncorrelated with these 

other asset classes. 

Many researchers have explored this topic in some 

detail. They have identified several factors which help 

determine real estate prices and, ultimately, its returns. 

These include economic factors such as interest rates, 

per capita income, building costs and unemployment 

rates. also, innovations in the mortgage loan market help 

reduce payments and make housing more accessible 

such as variable rate and interest only loans. There are 

also important variables affecting the supply of real estate 

such as the general availability of land and land use 

restrictions, e.g., tough zoning rules, building regulations, 

slow administrative procedures. Finally, there are 

demographic trends affecting real estate such as popula-

tion growth, migration patterns and immigration rates, 

changes in average household size, and increases in the 

relative share of the population at household formation 

age (individuals in their thirties).

To the extent that some of these pricing factors are 

uncorrelated with return movements in the stock and 

bond markets, real estate could have a diversifying  

effect within a holistically viewed portfolio. However, 

many of the factors affecting real estate prices would  

also affect the financial markets in some way. If such  

were the case, real estate might behave in much the 

same way as other asset classes thereby mitigating  

some of any diversifying role. 

exhibit 7 offers a simple look at the way real estate 

behaves relative to stocks and bonds in order to  

examine which of these types of factors might provide 

the biggest explanation in determining real estate prices. 

This chart depicts the rolling three-year returns on new 

home prices, stocks and bonds beginning in 1���.  

also indicated are arrows linking the peaks and troughs 

of the periodic return cycles on real estate and bonds. 
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What is immediately apparent is the strong correlation 

between these two assets. Stocks are also correlated 

in the beginning part of this period but are completely 

uncorrelated in the latter part. What is also interesting 

is the fact that the peaks and troughs in the real estate 

market tend to lag a year or two behind the correspond-

ing peaks and troughs in the bond market. Presumably, 

this is due to the inherent frictions and lags in the home 

building process.

Taken from this perspective, interest rates appear to  

have been a dominant factor in driving home prices  

and real estate returns in the last �0-plus years. Real 

estate behaves much like bonds albeit, with less attrac-

tive returns. Thus, in thinking about real estate within  

a portfolio from an asset allocation point of view, it does 

not appear to offer a compelling diversification benefit 

in and of itself. all things being equal, residential real 

estate seems to act not so much as an independent asset 

class but as a somewhat unattractive proxy for bonds. 

Obviously, local and regional factors could significantly 

alter this interpretation. However, on a macro level, this 

appears to be a reasonable interpretation.
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tactIcs for utIlIzIng hoMe equIty
The following scenarios explore different ways to tap accumulated home equity and 

show how these options change with age, using the example of two married couples, 

one aged 62, the other aged 75. each couple owns a home worth $400,000 —  

with no outstanding debt. They have identical spending levels of $80,000 per year. 

We will assume they are in the 25% tax bracket and have more than $12,300 of 

tax deductions, so that their qualified home mortgage interest will be an itemized 

deduction for them.

The smiths, now both 62, are on the cusp of retirement. We will look at their 

financial outcomes in using home equity over a 32-year planning horizon to age 94. 

To show how options for converting home equity might change with age, we will 

contrast their results with an older couple. The Walkers are now both retired and 

aged 75. let’s consider the Walkers’ options for using home equity through age 94  

as well — showing results in their case over a 19-year time horizon.

several scenarios are evaluated. The first three involve leaving the original home and 

moving to a less expensive residence. The next two examine ways that people can 

remain in their home but utilize much of its equity for retirement income. In each 

case, we highlight the range of financial and emotional “pros” and “cons” and employ 

financial modeling techniques to provide a clear after-tax view of each option. The 

specific assumptions and methodology used to develop each of the scenarios is 

provided in the Appendix. To assess more subjective behaviors and attitudes, The 

Fidelity research Institute conducted a survey “The Current and Expected Role of Real 

Estate in Retirement”6, which will be drawn upon in our discussion of the scenarios.

Leaving Home and utilizing Equity — Three Tactics 

ScEnario 1

sell home and Buy a less expensive home

The smiths, now empty nesters, decide to sell their home for $400,000 and purchase 

a new home in the same general area for $300,000. After transaction costs, they 

invest the remaining $77,000 in an inflation-adjusted lifetime annuity. This generates 

approximately $4,830 in incremental income per year — $3,050 per year from 

the annuity and an additional $1,780 annually in lower taxes, maintenance and 

insurance on their less expensive home. 

since we assume a planning horizon that extends to age 94, this combination  

yields an incremental $154,590 of income for the smiths. They would also be able  

to pass along the appreciated value of their new home, which would reach an 

estimated value of roughly $1,052,400. Discounting the value of inheritance  

and cumulative cash flow at an assumed discount rate of 5.25% yields a total net 

present value of $359,300. 

Part 2
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At age 75, the Walkers have a planning horizon of just 19 years to age 94. so the 

same downsize and buy strategy would yield them a larger inflation-adjusted annual 

annuity payment of $4,630 and $1600 in home expense savings; their new home 

would also appreciate to roughly $632,100 over 19 years. The net present value of 

income plus future bequest is $357,600. note that the Walkers receive substantially 

higher annual income — per year — but over a shorter time horizon.

Pros: For both couples, this downsize and buy option generates extra income for 

consumption, provides a legacy for their heirs and allows them to enjoy the comfort 

and autonomy of home ownership. It also preserves the option to further tap home 

equity in the future through various types of loans which will be discussed later. 

cons: Both couples would, however, also have to maintain and cover the continu-

ing expenses of a home. They might also have difficulty finding a less expensive 

home in the same community — or timing that purchase with the sale of their 

original home. And, once they find their new home, they have to incur the emotional 

and monetary costs associated with moving.

not surprisingly, Fidelity research Institute research shows that among retirees who 

do use home equity to provide retirement income, 70% selected options that involve 

moving from their homes. Within this group, selling a primary residence and buying 

a less expensive home was the most frequently used of these options with 29% 

adopting this approach.

ScEnario 2

sell home and rent a less expensive residence 

In this case, the smiths also sell their home but decide to rent a less expensive 

residence rather than buy one. They use the proceeds from the sale - in this case 

$380,000 — to buy a larger inflation-adjusted lifetime annuity. Here, the cost of the 

rental that they select has a high impact on the financial results. If they choose to 

rent a home comparable to the $300,000 home above, the combination of the rent 

payment and home expense savings will yield them roughly an incremental $290  

per year, or $9,100 in cash flow up through age 94. However, at their passing,  

they will leave no home equity at all to their heirs. To reap significant additional  

cash flow, they would have to downsize by renting a substantially less expensive 

home or apartment.. 

The Walkers, under the same basic assumptions, could generate an additional $9,350 

per year or a $177,700 total through their planning horizon to age 94. Because 

they would be using the same amount of realized home equity to purchase annuity 

income over a much shorter time frame, their annual income would be higher.
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Pros: In this scenario, both couples would be freed from the expense and responsi-

bility of maintaining a home. They might also have greater latitude to move  

to a different location immediately or as their circumstances change. 

cons: As renters, both couples would have less control over their future housing 

costs than they would as owners — and less freedom to configure or personalize 

their home to suit their specific needs or tastes. The smiths could also face high cash 

outflows in rent for many years — longer than it takes to pay off a 30-year mortgage  

if they live until their mid-nineties. 

According to the Institute’s research, this option of selling a primary residence and 

renting is the second most frequently chosen option for those retirees who sell their 

homes, at 21%. single retirees are more likely to adopt this tactic or move in with 

family members — a financially similar option. 

ScEnario 3

rent out an existing home and rent a less expensive residence

A third option available to our couples would be to rent out their existing home and 

to rent a less expensive home. If they convert their home to an investment property, 

this will introduce some changes to their financial situation. The income they receive 

from renting out their home will be treated as taxable income. They can now deduct 

certain home expenses such as insurance and maintenance and are able to take 

depreciation on the property. Depreciation is tied to the initial cost basis for the 

home (dwelling only), which we assumed was $54,300 for the smiths and $25,900 

for the Walkers, since they purchased their home earlier. As in the previous scenario, 

the cost of the rental they choose has a high impact on the outcome. If we assume 

they rent the same $300,000 home, the smiths would net an average additional 

$1,140 per year, for a total of $36,400 through planning age. The Walkers would 

gain an average additional $940 per year, or a total of $17,800 in their 19-year  

timeframe. 

Pros: This tactic preserves the original home for future generations — a potentially 

substantial benefit. 

Cons: Unless the rental unit is significantly less expensive than the original home  

this choice will produce minimal additional cash flow. Further, this option also 

requires anyone using it to take on a part-time job — as a landlord -- and handle  

the emotional wrench of maintaining your home for someone else. 

little wonder, then, that despite the potential benefits to heirs, Fidelity research 

Institute’s survey found less than 3% of retirees and pre-retirees either using or 

planning to use this option. 
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Staying Home and Putting Equity to Work: Two Tactics
let’s turn now to two options for mobilizing equity that would enable the smiths 

and Walkers to remain in their own homes — a Home equity line of credit  

or a reverse mortgage.

ScEnario 4 

heloc

As we have seen, the tax advantages to home debt created by the Tax reform Act of 

1986 have encouraged millions more Americans to draw on home equity in recent 

years through either cash-out re-financings or by opening Home equity lines of 

credit (Heloc’s) -- secured by their homes. Fidelity research Institute’s research 

shows that Helocs are currently the most common choice for retirees who wish to 

leverage home equity while remaining in their homes with 15% choosing this option.

so let us assume that the smiths are eligible to borrow up to 80% of their home’s 

initial $400,000 value. They open a Heloc with a lender and begin regular 

withdrawals that rise each year to generate an average of $3,310 per year in 

incremental after-tax income and to cover rising interest costs each year through 

their time horizon to age 94 — by which time total debts on the Heloc will reach 

$472,700. Besides yielding $105,900 in total, net inflation-adjusted income over  

the 32 year planning time, the smiths would also occupy their home and benefit 

from price appreciation. At their passing, their heirs could sell the home, pay off  

the Heloc balance and keep roughly $860,400. 

The Walkers could generate an average additional $10,420 per year in inflation-

adjusted income — a total of over $197,900 over the 19 years to age 94 — and  

leave a legacy of $327,100. 

Pros: Using a Heloc allows both couples to stay in their home and potentially 

have it appreciate in value well beyond the Heloc debt that it supports — hence 

leaving substantial legacies even after paying off the credit line (provided, that is, that 

they stay within their initial 80% debt value ceiling and do not continually ramp up 

debt as the home value increases). In addition, since they are itemizing, both couples 

could deduct the mortgage interest attributable to the first $100,000 of the loan. 

Heloc transaction costs are also quite low at about 1% of the loan and the credit 

line offers flexibility in timing any drawdown. 

Cons: Both couples would still have to carry the costs and responsibility of home 

maintenance. once they tap the credit line, they would be obliged to make regular 

payments on their Heloc debt each month at the risk of having the loan foreclosed.
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ScEnario 5 

reverse Mortgage

The last scenario we look at involves the use of reverse mortgages — which enable 

these couples to receive regular payments (actually loans) secured against the value 

of their homes and be assured that they can remain in those homes for life. While 

not yet widely used — only 1% of retirees have employed them — reverse mortgages 

are a fast-growing product. They have great potential to grow once competition, loan 

securitization and economies of scale take affect. (see sidebar: reverse Mortgages:  

A Market in Its Infancy)

In this scenario, the smiths obtain a reverse mortgage which allows them to 

withdraw a constant inflation-adjusted amount of money. Based on their current age 

— 62 — and home value — $400,000 — they should qualify for a reverse mortgage 

that could generate an additional $6,470 per year. That yields a total incremental 

cash flow of over $207,000 by age 94. At that planning horizon, their heirs would  

be able to sell the home, pay off the loan and realize roughly $172,000. 

For the Walkers, the reverse mortgage option may be even more promising. since 

their planning horizon is just 19 years, reverse mortgage rules allow them to 

mobilize a higher share of their home value — which could enable them to generate 

up to $13,300 a year while still leaving a potential $113,000 to heirs at their age 94 

planning target.

Pros: reverse mortgages enable homeowners to live in their homes and extract  

a substantial amount of equity, depending on their age, home value and prevailing 

interest rates. no payments need to be made on the reverse mortgage as long as they 

remain in the home (though they must, of course, cover the home’s routine expenses 

and maintain it). 

Better still, loan payments to the borrower may feel — and function — like ordinary 

income, but they are not taxable income. Under current law, payments received 

by a reverse mortgage borrower don’t count towards Medicaid resource limits 

provided they are spent each month and not accumulated. In addition, they don’t 

count toward the income threshold for determining whether regular social security 

payments are subject to federal income tax. Also, reverse mortgages do not count 

toward the $500,000 - $750,000 home equity test for nursing/long-term care 

assistance under Medicaid. Finally, if the heirs to a home carrying reverse mortgage 

debt do sell, they should be able to deduct the mortgage interest (subject to any 

applicable limitations).

WHIle noT yeT 

WIDely UseD — only 

1% oF reTIrees HAve 

eMPloyeD THeM — 

reverse MorTgAges 

Are A FAsT-groWIng 

ProDUcT.
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Cons: Because the reverse mortgage market is still emerging, upfront costs are 

much higher than a Heloc — up to several percent of the loan value. The product 

is complex and the amount available for lending is inversely correlated to interest 

rates — which are difficult to predict and impossible to control. 

Finally, it is possible to combine these strategies in various ways. Both couples could 

choose to combine the first scenario, sell Home and Buy a less expensive Home, 

with either a Heloc or a reverse Mortgage on the new home. This would enable 

them to generate incremental cash flow from both the annuities as well as the equity 

extraction methods, while preserving some legacy for their heirs.

Summing up: Options and Trade-offs
Exhibit 8 below summarizes the total cash flows to our hypothetical homeowners, 

potential legacies to their heirs and the net present value of these outcomes  

for various options that the two couples might choose. 

In assessing these outcomes, it is critical to realize that the smiths’ planning horizon 

is 32 years, while the Walkers’ is just 19 years — and this time difference accounts 

for most of the difference we see in possible home values, cash flows and other 

variables. Think of it this way — if these couples chose one of these options in  

the year 2007 — the results we project would be realized for the Walkers by 2026… 

the smiths would not see the results the table suggests until 2039 — the last year 

of their 32-year planning horizon. since this age and timeframe difference is so 

substantial, the only meaningful comparisons to make are among each couple’s own 

options. To compare the relative benefits of these options between the two couples 

is, in effect, to compare apples and oranges. 
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annual 
incremental

cash Flow 
(average)

(current $)

annual 
incremental

cash Flow
(% on 

$80,000)

total  
cash Flow
(current $)

amount to 
heirs

(Future $;
32 years out)

PV of cash & 
inheritance 
(current $)

scenario 1:  
sell home 

and buy less 
expensive home 4,831 6.0% 154,590 1,052,418 359,273

scenario 1  
& heLoc 7,413 9.3% 237,218 645,612 362,782

scenario 1  
& reverse 
Mortgage 9,601 12.0% 307,230 135,860 333,653

scenario 2:  
sell home and  

rent less 
expensive home 285 0.4% 9,125 0 9,125

scenario 3: 
rent out home 

and rent less 
expensive home 1,139 1.4% 36,435 1,403,223 309,345

heLoc 3,310 4.1% 105,931 860,357 273,260

reverse 
Mortgage 6,470 8.1% 207,040 171,972 240,487

exhibit 8

smiths (age 62)

scenario 1:  
sell home 

and buy less 
expensive home 6,237 7.8% 118,511 632,055 357,587

scenario 1  
& heLoc 14,221 17.8% 270,196 245,218 362,950

scenario 1  
& reverse 
Mortgage 16,137 20.2% 306,611 91,045 341,049

scenario 2:  
sell home 

and rent less 
expensive home 9,351 11.7% 177,670 0 177,670

scenario 3: 
rent out home 

and rent less 
expensive home 936 1.2% 17,786 842,740 336,553

heLoc 10,418 13.0% 197,940 327,099 321,665

reverse 
Mortgage 13,320 16.7% 253,080 113,006 295,825

Walkers (age 75)

source: Fidelity research institute
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exhibit 9
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the common tradeoff in every 

scenario is that an increase in cash 

flow comes only at the expense  

of the amount left to heirs

As Exhibits 9 and 10 show, the common tradeoff in every scenario is that an  

increase in cash flow comes only at the expense of the amount left to heirs.  

There is no magic here, although there are different tax subsidies and preferences 

provided by the government which affect the tradeoff. In looking at these two charts, 

one should bear in mind the differences in timing and duration of the cash flows.

Exhibit 11 addresses this by comparing the total net present value of future cash 

flows and amounts left to heirs in each of the scenarios. With the exception of 

scenario 2, the overall benefits to the various strategies are very similar. As pointed 

out earlier, however, these benefits are accruing to very different parties over differ-

ent periods of time. 

Keep in mind that all of the results provided are based on a large set of assumptions 

(see the appendix). some scenarios are more sensitive to certain assumptions than 

others and changes in these values would impact relative aspects of the findings.  

care has been taken to choose reasonable values for all of the inputs into these 

scenarios. However, the findings do highlight the importance for individuals to 

consider their personal circumstances and finances when investigating alternative 

approaches to using home equity as a source of funding in retirement.

It is important to recognize that while there are widely varying outcomes in these 

scenarios, there is no clear-cut “winning” option for all people. 
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subjective choices — such as a desire to be free of the burdens of home ownership 

— may trump purely financial considerations. conversely, a person determined to 

maximize their legacy to heirs or charity may choose to take on the burden of renting 

out a home they have outgrown — but hope to see it rise in value for their estate. 

such choices will vary widely, based on each couple’s or individual’s unique situation 

— age, health, home value, income, tax specifics and the relationship with heirs,  

if any. 

Besides these personal and subjective issues, mobilizing home equity requires careful 

planning to take account of a series of “objective” variables -- such as the state of the 

local real estate market, the direction of interest rates, the timing of the decision to 

utilize home equity and the types of mortgage products for which the borrower may 

qualify. For these decisions, professional guidance may prove very valuable. 

exhibit 11 
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REvERSE MORTgagES — 
a MaRkET In ITS InFancY
Reverse mortgages are a financing technique that allows 

a homeowner to convert home equity into cash while 

remaining in the home for as long as the homeowner 

wishes to do so. These loans are specifically designed 

for seniors aged �� and over and are not available 

to anyone under that age. The funds received from a 

reverse mortgage can be used for any purpose and can 

be received as a lump sum, a line of credit or a recurring 

monthly payment for as long as the homeowner is 

living in the home. The loan becomes due only when 

the last borrower moves out, dies or sells the home. 

So a surviving spouse would not be forced out when 

the first spouse dies. If there are heirs, they may repay 

the loan and keep the house, or they can sell it. If they 

sell it, they will never owe more than the value of the 

house and they can keep any amount left over after 

repayment. 

The factors that affect the size of the loan include the 

value of the home, the age of the youngest borrower, 

the current interest rate, the Hud lending limits for  

Home Equity conversion Mortgage (HEcM) loans, the 

extent of home repairs needed, and the fees that are 

rolled into the loan.7 These fees may include an applica-

tion fee, an origination fee, closing costs, insurance and 

a monthly servicing fee. While these costs can be high, 

they can generally be rolled into the loan advances. 

Interest is also, of course, charged on the loan advances. 

In addition, since borrowers continue to own the homes 

as long as they are living in it, they are responsible for 

paying taxes, insurance and home repairs. 

There are three types of reverse mortgages on the 

market today. The most popular one is the federally-

insured Home Equity conversion Mortgage, which 

constitutes �0 percent of the market. as is evident from 

exhibit 12, popularity is a relative term. In �00�, just 

over ��,000 of these HEcM reverse mortgages were 

underwritten, which represents a tiny fraction of the 

eligible market. However, the product has experienced 

high annual growth rates and the market is antici-

pated to grow much larger as the ��-million plus baby 

boomers generation continues to move into retirement. 

exhibit 12
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some of the factors that are likely inhibiting the growth 

of the HeMc reverse mortgage market include the 

limited understanding that consumers have about them, 

the perception that people can be kicked out of their 

homes, the desire to leave the home to heirs, and the 

high costs of reverse mortgages. 

However, the market for reverse mortgages is changing 

rapidly as shaikh and osterwell reported in June, 2006. 

As the volume of reverse mortgage origination grows, the 

same phenomenon of securitization that has developed 

with traditional mortgages should continue to evolve. 

This in turn will reduce costs, attract new players, 

encourage product innovation, and increase borrowers’ 

awareness and comfort levels with these vehicles. This 

market may, in fact, be at the cusp of a positive cycle of 

falling costs and rising volume. If so, homeowners willing 

to consider reverse mortgages may now be in the position 

of consumers considering a flat screen Tv purchase some 

years ago. They can, if they wish, wait a while before 

acting, with a reasonable expectation of securing a better 

product at a lower cost in the not-so-distant future.

Another type of reverse mortgage is called a “single 

purpose” loan. These loans, which are the lowest cost 

reverse mortgage loans, are offered by state and local 

governments and generally must be used for specific 

purposes such as paying for home repairs or property 

taxes. The third category of reverse mortgages is non-

regulated jumbo loans. These “private sector” loans can 

be used for any purpose and may offer greater flexibility 

to higher net worth clients. 

reverse mortgages have some interesting tax advantages 

compared to other strategies for leveraging home equity. 

First, the home is not considered to be “sold” for tax 

purposes, which means that the loan proceeds are not 

counted as taxable income to the borrower and there  

is no capital gains tax on any built-in appreciation  

in the home because a reverse mortgage is not a sale  

of the home. 

Further, if the home is being passed on to heirs, in many 

cases the heirs would be able to sell the home without 

paying capital gains tax due to the step-up basis rule  

that often applies to inherited property. This may be 

particularly advantageous where the estate or the heirs 

have other funds available to repay the mortgage,  

or where there is high emotional value to keeping  

the home in the family. 

There are other advantages as well. Unlike annuities 

for example, loan proceeds from a reverse mortgage do 

not count toward the income threshold for determining 

whether regular social security payments are subject to 

federal income tax (the exclusion ceiling), nor do the loan 

proceeds count as “income” for purposes of Medicaid 

and supplemental social security (“ssI” /disability). 

loan payments that the homeowner spends before the 

first of the next month do not count as “resource” for 

purposes of Medicaid or ssI. In addition, loan proceeds 

count as a reduction in home equity for purposes of the 

$500-$750k “substantial home equity” cutoff for nursing 

facility / long-term care assistance under Medicaid. 

Finally, certain fees, if paid upon origination (i.e., not 

capitalized into the debt), may be deductible. 

on the other hand, reverse mortgages also have some 

tax disadvantages compared to other real estate strat-

egies. In contrast to a regular mortgage or home equity 

line, accrued interest is not deductible until interest is 

paid (which is typically upon sale of the home). If death 

occurs before the home is sold, the home will remain in 

the estate, which could attract an additional estate tax. 

Finally, loan proceeds that are “saved” or “held over” 

past the first of the next month do count as assets for 

purposes of Medicaid and ssI qualification (i.e., the 

proceeds count as assets that have to be “spent down”).
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LETTIng gO OF HOME EquITY —  
nO EaSY dEcISIOn
a quick visit to amazon.com® could have some 

homeowners believing that their retirement dilemma  

is no more: “Retire on the House.” “Reverse Mortgages  

for Dummies.” “Your New Retirement Nest Egg… 

Reverse Mortgages.” Indeed, some financial publications 

have dubbed home equity a new “leg” to help stabilize 

the traditional retirement income “stool” of Social 

Security, pension, and personal savings.

While financial experts continue to debate the role of 

home equity in a financially sound retirement income 

solution, homeowners might first want to consider a 

different question. Is it an emotionally palatable option? 

according to a new Fidelity Research Institute survey 

of pre-retirees and retirees ��-��, there are more than 

financial considerations at play when families contem-

plate whether or not to tap home equity.

Some important findings from the Fidelity Research 

Institute survey that homeowners should keep in mind:

 •  despite the media buzz, leveraging home equity 

in retirement is a solution that only one in eight 

retirees (1�%) has embraced (with another �% 

believing they may do so in the future). The vast 

majority of retirees (��%) have not leveraged  

their home equity for retirement nor do they  

plan to do so.

 •  Two-thirds of retirees who leveraged home equity 

made the decision after they retired, indicating  

that the decision may have been an unplanned  

and reluctant one for some.

 •  nearly half (��%) of retirees who have decided not 

to leverage their home equity cite as a deterrent 

the desire to remain living where they are comfort-

able as they grow older. This is especially important 

for the oldest retirees, women, and those less 

financially stable. In fact, the best candidates for 

using home equity (such as retirees with fewer 

assets but sizeable equity in their homes) are 

reluctant to leverage equity for emotional reasons, 

rather than financial ones.

This reluctance suggests that some retirees may not  

be aware of or comfortable with the full range of options 

available (such as the reverse mortgage), which would 

allow them to remain in their home while tapping real 

estate equity.

 •  despite its potentially promising future, the reverse 

mortgage is not a popular strategy among pre-

retirees and retirees today and suffers to a degree 

from a lack of credibility. very few have taken 

advantage of the reverse mortgage (only �% of 

retirees who have leveraged home equity), despite 

most being at least somewhat familiar with this 

option. More than one in five pre-retirees who plan 

to leverage their home equity via some method do 

not “trust” reverse mortgages.

 •  a desire to age in comfortable surroundings is not 

the only emotional driver behind retirees’ attach-

ment to their home (and its equity). More than  

one-third (��%) of retirees who will not leverage 

home equity would prefer to safeguard the home  

as a legacy for their children.

 •  While pre-retirees appear more open to the idea  

of leveraging home equity for retirement income 

than current retirees (only ��% are confident they 

will not use home equity vs. ��% of retirees),  

only time will tell if this is a shift in the mindset  

of upcoming generations of retirees or simply  

the byproduct of an idea that is more agreeable  

in theory than in practice.
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As discussed throughout this report, one’s home is an asset unlike any other for  

a variety of financial, behavioral and emotional reasons. The Fidelity research 

Institute encourages retirees and pre-retirees to consider the following factors when 

thinking about the use of residential real estate in their retirement plans:

americans shouldn’t count on home equity as a significant retirement  

funding source.

•  recurring cyclical downturns in real estate can inflict severe damage on  

a retirement plan that relies too heavily on home equity.

•  Investment returns on residential real estate have been lower historically  

than on stocks and bonds.

•  over-investing in a home can absorb resources that could be invested  

to earn higher marginal returns.

The emotional aspects of homeownership can also present significant barriers  

to the use of home equity for retirees.

•  Whatever the financial case, the emotional investment involved can make  

it hard to sell, rent or float debt on a home after a lifetime of paying off  

mortgages — even if that strategy makes sense financially.

•  The comfort of living in a familiar home as one ages or the desire to leave the 

home’s full value to heirs compound many retirees reluctance to tap their home 

equity by either sale or leverage.

 Homeowners who do enjoy substantial equity on reaching retirement age  

have multiple options for mobilizing it.

•  Decisions on precisely how to tap home equity require careful analysis and  

the financial and emotional trade-offs change as retirees age.

•  non-financial personal preferences may quite reasonably trump sheer financial  

or cash flow benefits. 

•  Peace of mind, convenience, familiarity are all real, if hard-to-quantify values. 

reverse mortgages do offer many advantages for retirees — notably,  

regular cash flows that do not count as taxable income. But this market 

needs to mature.

•  Most retirees find the high initial costs of reverse mortgages daunting. 

•  Many fear losing their homes to the lender, even though there is no such risk.

•  The reverse mortgage market will likely grow substantially once upfront costs 

drop, securitization takes hold, and customer awareness of potential  

advantages grows.

conclusIons
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The following assumptions were made during the modeling of the scenarios:

• The future inflation rate is 2.47%.

•  The future home appreciation rate is 4.0%; this is 1.5% over the rate of inflation 

(which is the rate at which wages outpace inflation). Data collected from the 

social security Administration and the Department of labor indicate a long-term 

real salary growth rate of about 1.5%. We assume that house price apprecia-

tion will remain in line with expected salary growth. Thus, everything else held 

constant, housing expenses remain the same percentage of income over time.

•  The rate of return for an inflation-adjusted lifetime annuity is 5.25%. This annuity 

assumes a 10-year guarantee period. Annuity payments are taxed based on the 

constant exclusion ratio applicable under current law.

•  Annual home expenses are estimated at the following percentages of the home’s 

value:

 — Property tax – 1%

 — Maintenance – .50%

 — Insurance – .15%

•  net proceeds on home sale are assumed to be tax-free because length of residence 

and other requirements were met.

•  Home sale transaction costs are 5% - source: WsJ article “Forget the Mansion”, 

8/23/06.

•  Home purchase transaction costs are 1% - Bankrate Mortgage closing costs, 

8/10/06.

•  The price-to-rent ratio (the property’s price divided by the annual rent) is 17.1 

on a national basis — source: Moody’s economy.com, as quoted in the new york 

Times on 5/27/05.

•  rent rises at the home appreciation rate.

•  The smiths are 62 and the Walkers are 75; we use a planning age of 94 for both 

couples.

•  Both couples have a spending level of $80,000. We assume they are in the 25% 

marginal federal income tax bracket and have enough deductions to itemize. 

•  The original home is worth $400,000 and the smaller home that they will rent  

or buy is worth $300,000.

•  Property tax, maintenance and insurance on the original home are assumed  

as part of the base case and are covered out of the $80,000 in spending.

•  Average annual incremental cash flow is in current dollars — in some cases, 

smoothing of uneven cash flows was done to arrive at an average annual 

incremental cash flow value.

• Total incremental cash flow is in current dollars.

• Amount to heirs (real estate or money) is in future year dollars.

•  Pv of cash and inheritance is in current dollars, using the 5.25% annuity rate  

as the discount rate.

aPPendIX
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• Heloc scenarios:

 —  Heloc rate is 8.0%; this is based on a loan for 80% of the home’s value  

and is ¼% below prime (source: countrywide).

 — Assume that there is one refinance after 10 years.

 —  Heloc mortgage interest deduction is limited to the interest on the first 

$100,000 of the loan.

 —  Assumes home is sold off to pay the loan; if another mortgage is taken out, 

transaction costs could be lower.

• reverse Mortgage scenarios:

 —  Assumes that proposed legislation is enacted that would change housing  

limits to a national limit of $417,000.

 —  limit increases at 4% annually.

 —  Assume current interest rate of 7% - includes the 6.5% interest rate  

and the .5% insurance premium.

 — Monthly servicing fee of $30/month is added annually.

 —  This scenario assumes that interest rates stay fairly constant.

 —  reverse mortgage interest deduction is limited to the interest on the first 

$100,000 of the loan; accrued interest is deductible by the heirs in the year 

that it is paid. It is assumed that the heirs will be able to deduct the mortgage 

interest in the year that it is paid, and that the heirs will be able to utilize 

$100,000 of that interest deduction. The utility of the deduction will depend 

on the individual tax situation of the heirs.

 —  Assume home is sold to pay off loan; if another mortgage is taken out, transac-

tion costs could be different.

•   rent out existing home scenario:

 —  Home is depreciated on the 27.5 year straight-line method as required under 

current tax law. see Irs Publication 257 — residential rental Property.

 — Home maintenance and insurance are deductible as rental expenses.

These scenarios are illustrative only and they may not apply to your specific tax  

or home ownership situation. These scenarios take into account only united States 

federal income taxes. They do not take into account the federal estate tax, nor  

do they take into account any other taxes which may apply to your circumstances. 

Furthermore, these scenarios do not address the special requirements of Medicaid 

and Social Security planning except where explicitly noted. Fidelity research 

institute does not provide legal or tax advice and no information provided  

by Fidelity research institute should be construed as such. Fidelity research 

institute disclaims any liability arising from your use of or reliance on any  

information contained within. always consult your personal legal  

or tax advisor regarding your specific situation.
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1 Data provided by Joint center for housing studies based on Flow of Funds data.
2  source: american housing survey, sponsored by the huD and conducted by the u.s.  

census Bureau.
3  apgar and Di (2005) report these figures based on Joint center for housing studies  

tabulations of survey of consumer Finances.
4  Poterba (1992) describes the equilibrium relationship between the cost of owning a house and 

the cost of renting. the price-to-rent ratio is a function of factors such as the after-tax opportu-
nity cost of investment in the home, property tax, depreciation, maintenance and capital gains 
(or losses). 

5  source: state of the nation’s housing (2006) by the Joint center for housing studies (Jchs)  
at harvard university.

6  Fidelity research institute implemented its “home equity and retirement” study in order to 
explore the role of home equity in retirement saving and income plans for those in and those 
approaching retirement. specifically, Fidelity research institute sought to: understand how 
retirees and pre-retirees have used, or plan to use, home equity to finance their retirement; 
identify the incentives and barriers to using home equity to fund retirement and how decisions 
are made; quantify which methods are used most often to leverage home equity; and under-
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conducted from october to november, 2006 with over 1,400 pre-retirees and retirees aged 55 
to 75 years old by richard Day research of evanston, iL on behalf of Fidelity research institute.

7  huD lending limits for hecM loans in 2006 are $362,790 in metropolitan counties with high 
home values and $200,160 in rural counties. source: u.s. Department of housing and urban 
Development (2006a)

8  hecMs are federally insured reverse mortgage products. the u.s. Department of housing  
and urban Development ran out of insurance authority and could not insure additional  
hecMs during the last two weeks of september 2003 (the last month in FY 2003).
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