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A mortgage’s effective rate is applied not just to the loan balance but also to the

overall principal limit, which grows throughout the duration of the loan. How the

effective rate is applied may sound technical, but it is an overwhelmingly

important point to understand in order to grasp the value of opening a line of

credit.

For more information, download our Reverse Mortgage 101 Cheatsheet. 
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Typically speaking, the principal limit, loan balance, and remaining line of credit

all grow at the same rate. In rare cases in the past, a reverse mortgage included a

servicing set-aside that grew at a high-enough expected rate that the set-aside

balance grew even as expenses were paid. A consistent growth rate is the case for

all new loans today, since any new set-asides will also grow at the same effective

rate.

The sum of the loan balance, line of credit, and any set-aside is the principal limit.

Interest and insurance premiums are charged on the loan balance, not on set-

asides or the line of credit. Set-asides are not part of the loan balance until they

are actually used, but they limit access to the line of credit. Though interest and

insurance premiums are not levied on set-asides or the line of credit, both

components grow as if interest and premiums were charged.

When funds are borrowed, the line of credit decreases and the loan balance

increases. Conversely, voluntary repayments increase the amount of the line of

credit, which will then continue to grow at the effective rate, allowing for access to

more credit later.

YOU MAY ALSO LIKE

The following equation shows this relationship, which always holds for recent

reverse mortgages because all variables in the equation grow at the same effective

rate:

Principal Limit = loan balance + available line of credit + set-asides

Exhibit 1.1 expresses the same concept. The overall principal limit consists of the

loan balance, remaining line of credit, and any set-asides. Again, all these factors

grow at the same effective rate, which increases the size of the overall pie over

time. If no further spending or repayment happens over time, the proportions of



each of these components of the principal limit remain the same since they all

grow at the same rate.

Exhibit 1.1: Components of the Principal Limit

Having unused line of credit grow is a valuable consideration for opening a

reverse mortgage sooner rather than later. It is also a detail that creates a great

deal of confusion for those first learning about reverse mortgages, perhaps

because it seems that this feature is almost too good to be true.

I believe that the motivation for the government’s design of the HECM reverse-

mortgage program is based on an underlying assumption that borrowers will

spend from their line of credit sooner rather than later. Implicitly, the growth in

the principal limit would then reflect growth of the loan balance more than the

growth of the line of credit. In other words, designers assumed that the loan

balance would be a large percentage of the principal limit.

The line of credit happens to grow at the same rate as the loan balance, and, if left

unused, it can grow quite large. There was probably never an expectation that

such open lines of credit would just be left alone for long periods. However, the
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bulk of the research on this matter since 2012 suggests that this sort of delayed

gradual use of the line of credit can be extremely helpful in prolonging the

longevity of an investment portfolio.

A simple example may help illuminate the concept further. Consider two

individuals. Each opens a reverse mortgage with a principal limit of $100,000. For

simplicity’s sake, we’ll assume that ten years later, the principal limit for both

borrowers has grown to $200,000.

Person A takes out the entire $100,000 initially from the reverse mortgage (100

percent of the principal limit is the loan balance). For this person, the $200,000

principal limit after ten years reflects a $200,000 loan balance (the loan balance is

still 100 percent of the principal limit), which consists of the initial $100,000

received plus another $100,000 divided between accumulated interest payments

and insurance premiums.

Person B takes a different route and opens a reverse mortgage but does not use

any of the credit, so the $200,000 principal limit at the end of ten years reflects the

value fully of the line of credit. The principal limit was still 100 percent in the line

of credit. This value was calculated with an implicit assumption that interest and

insurance payments have been accruing, even though they haven’t.

Person B can then take out the full $200,000 after ten years and have the same

loan balance as Person A, but Person B has received $200,000 rather than

$100,000. At this point, Person B has bypassed the accumulation of interest and

insurance to the detriment of the lender and the mortgage-insurance fund.

Person B has really benefited from this action; it has been called the “ruthless

option” by some academics who study reverse mortgages.
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I’m a Professor of Retirement Income at The American College in Bryn Mawr, PA. I also serve

as a Principal and Director for McLean Asset Management, helping to build retirement income

solutions for clients. My research article on safe savings rates won the inaugural Journal...
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REVERSE MORTGAGES 101

• Origination fees – Relates to home’s value
– maximum is set by the government.
Lenders may charge less, but larger
lenders tend to charge the max. Smaller
lenders may compete through lower
origination fees or even credits to also
offset other closing costs.

• Other closing costs - Fees vary and relate
to typical costs for opening a mortgage –
titling and appraisal charges – as well as
payment for the mandatory counseling
session. Some lenders provide credits to
cover these costs.

• Servicing Fees – Lenders are allowed to
charge up to $35 per month, but it has
become common to charge no explicit

1. Lump-Sum Payment: Take out a large
amount at the beginning, though not
necessarily the full amount available.

2. Tenure Payment: Works like an income
annuity, with a fixed monthly payment
guaranteed to be received as long as the
borrower remains eligible. Allows for
additional spending from the reverse
mortgage even when the line of credit has
been fully used.

REVERSE MORTGAGE COSTS

SPENDING OPTIONS

servicing fee, instead including it in the 
margin rate.

• Margin Rate – Ongoing cost related to
outstanding balance. Affects both the initial
principal limit factor and subsequent
growth rate of the principal limit. The
lender’s margin is part of the expected rate,
and a higher lender’s margin implies a
higher expected rate, which in turn implies
a lower principal limit factor. For example, a
62-year-old with a $400,000 home could see
their initial principal limit fall from
$145,200 to $126,800 by choosing a 4%
lender’s margin instead of a 3% lender’s
margin.

3. Term Payment: A fixed monthly payment
is received for a fixed amount of time.

4. Line of Credit: Home equity does not need
to be spent initially, or ever. A line of credit
can be used for a variety of contingencies
later in retirement. Distributions can be
taken from the remaining line of credit
until it has been used in its entirety.

These four ingredients can be combined in several different ways by lenders:

Spending options for adjustable-rate HECM reverse mortgages include:



THE SPECTRUM OF POTENTIAL REVERSE MORTGAGE USES

SPEND DOWN CREDIT  (FAVORS LOW MARGIN RATE/HIGH UPFRONT COSTS)

PRESERVE CREDIT  (FAVORS HIGH MARGIN RATE/LOW UPFRONT COSTS)

PORTFOLIO/DEBT 
COORDINATION 
FOR HOUSING

PORTFOLIO/DEBT 
COORDINATION 

FOR RETIREMENT 
SPENDING

FUNDING SOURCE 
FOR RETIREMENT 

EFFICIENCY 
IMPROVEMENTS

PRESERVE CREDIT 
AS INSURANCE 

POLICY

• Pay off an Existing Mortgage

• Transition from Traditional Mortgage to Reverse Mortgage

• Fund Home Renovations to Allow for Aging in Place

• HECM for Purchase of New Home

• Spend Home Equity First to Leverage Portfolio Upside Potential

• Coordinate HECM Spending to Mitigate Sequence Risk

• Use Tenure Payments to Reduce Portfolio Withdrawals

• Tenure Payments as Annuity Alternative

• Social Security Delay Bridge

• Tax Bracket Management or Pay Taxes for Roth Conversions

• Long-Term Care Insurance Premiums

• Support Retirement Spending After Portfolio Depletion

• Protective Hedge for Home Value

• Provides Contingency Fund for Spending Shocks

(In home care, health expenses, divorce settlement)

Feel free to contact us at : 
community@retirementresearcher.com
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RetirementResearcher.com
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