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Your Home as a Source of Dollars in Retirement

If you own a home, you may be wealthier than you think. The equity in your home could
be one of your largest assets, especially if your mortgage has been paid down over the
years or paid off. This home equity can be a valuable source of extra income during your
retirement years.

How do you tap your home equity?

There are two ways to tap your home equity if you're approaching retirement (or already
retired) and don't want to make mortgage payments: You can trade down, or you can
use a reverse mortgage. Trading down involves selling your present home and replacing
it with a smaller, less expensive home. A reverse mortgage is a home mortgage in which
the lender makes monthly payments to you, rather than you making monthly payments
to the lender. Both of these strategies can give you substantial additional income during
retirement.

Note: You could get money from your home by taking a home equity loan, where you
place a regular mortgage on your home. But you must repay the home equity loan, with
interest, like other regular home mortgages.

Trading down can give you increased income

If your home is larger than you need, trading down to a smaller place may be a good
way to increase your retirement income. The difference between the price that you
receive for your present home and the cost of a smaller new home can be added to your
retirement funds to provide you with additional investment income. The amount of cash
that you can get by trading down depends on the value of your present home, the cost of
purchasing a new home, and the incidental costs involved in the trade (e.g., brokerage
commissions, legal fees, closing costs, and moving expenses). You should estimate
these amounts to get some idea of the net amount that you will receive. To check the
present value of your home, you should get an estimate of its selling price from two or
three real estate agents. You should also get an estimate of the cost of your
replacement home by shopping around for the type of home that you think you'll want.

Note: If you think that the tax consequences of trading down are a drawback, think
again. You may be able to exclude from federal taxation up to $250,000 ($500,000 if
you're married and file a joint return) of any resulting capital gain, regardless of your age.
To qualify for this exclusion, you generally must have owned and used the home as your
principal residence for a total of two out of the five years before the sale. An individual,
or either spouse in a married couple, can generally use this exemption only once every
two years. However, even if you don't meet these tests, a partial exemption may be
available.



Trading down can reduce your housing costs

The other important financial benefit of trading down is that it reduces housing costs--
often substantially. A smaller home usually means lower real estate taxes and smaller
bills for heating, cooling, insurance, and maintenance costs. If your move is from a
single-family house to a condominium, your costs will be reduced even more because
outside painting, roof repair, landscaping, and similar costs disappear into lower monthly
condo fees. You should carefully estimate the amount of the cost savings that you'll get
from trading down. Compare the annual cost of maintaining your present home with the
expected annual cost of maintaining your new home. Be sure to prorate expenses that
do not occur regularly, such as indoor and outdoor painting and roof repairs.

But trading down may have disadvantages

Consider the possible drawbacks of trading down. For instance, you may not want to
reduce your living space by moving to a smaller home. Or, you may not be able to find a
smaller home as attractive as your present home. Another common problem with trading
down occurs if you are strongly attached to your present home. You may not want to be
uprooted from your home and the social network around it. Still, you may also be
troubled by worries that afflict many older homeowners, such as rising property taxes,
the threat of escalating insurance, and the unexpected cost of major repairs. You may
decide that trading down is warranted to lighten these worries as well as your financial
burden.

Note: If you sell your home at a gain and aren't eligible for the capital gain homesale
exclusion, you'll have to pay federal income taxes on the difference between the selling
price and your adjusted basis (the initial cost of your home, plus amounts you've paid for
capital improvements, less any depreciation and casualty losses claimed for tax
purposes) in the home.

A reverse mortgage can also give you increased income

If you are older and have substantial equity in your home, a reverse mortgage can give
you a valuable supplemental source of retirement income. You can receive this income
based on the equity that you have built up over the years in your home--without having
to repay the reverse mortgage during your life. The amount of the monthly payment you
receive from a reverse mortgage depends on four factors:

Your age

The amount of equity in your home
The interest rate charged by the lender
Closing costs

The older you are and the more the equity in your home, the larger your monthly
payments will be. Also, a lower interest rate and lower closing costs will increase your
payments.

A reverse mortgage lets you keep your present home for life



As discussed, you may not want to trade down for a variety of reasons, including
attachment to your present home. With a reverse mortgage, you can increase your
income and continue to live in your present home for life. The mortgage typically
becomes due when you no longer live in the home.

When reverse mortgage payments last as long as you live in your home, the mortgage is
known as a tenure reverse mortgage. You can get other types of reverse mortgages,
including an annuity advance reverse mortgage. With the annuity mortgage, payments
last as long as you live, regardless of whether you continue to live in your home.

But a reverse mortgage is not without drawbacks

With a reverse mortgage, you must mortgage your home to the lender. Each payment
that you receive from the lender increases the amount of principal and interest that you
owe on the mortgage. Although the mortgage typically does not become due while
you're still living in the home, the equity value of your home is reduced by each payment
that you receive. This reduction in the equity value of your home may have a negative
effect on your children's ultimate inheritance.

Note: If you face a retirement income shortage, this equity reduction may be preferable
to a reduction in your standard of living. Also, in the rare case where the value of your
home appreciates more rapidly than the mortgage loan increases, equity reduction does
not occur.

A reverse mortgage may have other drawbacks, including:

e High up-front costs: The closing costs for a reverse mortgage normally exceed
the closing costs for a conventional mortgage. This means that a reverse
mortgage may not be cost effective if you plan to remain in your home for only a
few years.

e No reduction in homeowner costs: Unlike trading down to a home with lower
housing expenses, a reverse mortgage does not reduce your housing costs. Since
you stay in your home, you still face real estate taxes, insurance, repairs, and other
costs associated with the home.



