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Case Study
by Barry Sacks, Ph.D., JD, and Mary Jo Lafaye

Jim & John - The Tale of Two HECM's
This case study compares the fortunes of two retirees

who start retirement with identical securities

portfolios, receive identical amounts of retirement

income throughout a 30-year retirement and live in

identical homes. The study illustrates how a

securities portfolio (such as a 401(k) account or a

rollover IRA) that provides retirement income can

be substantially helped by a reverse mortgage credit

line. More specifically, when the credit line is used in

coordination with the portfolio, instead of as a last

resort, it prolongs the life of the portfolio and greatly

increases the net worth (and the legacy) of the retiree.

In this case study, “John” has used the “last resort”

strategy; he has exhausted his portfolio in his 24th

year of a 30-year retirement and has built up a debt

of nearly $539,000 against his home by the end of

that 30-year retirement.  By contrast, “Jim” has used

the coordinated strategy; he has a portfolio with

more than $1 million at the end of a 30-year

retirement and a debt of about $692,000 against his

home. Thus at the end of the 30-year retirement, Jim

has a net worth that is more than $900,000 greater

than John has, even though both retirees started in

identical financial situations and received identical

amounts of retirement income.

The coordinated strategy is very simple: In each

year directly following a year of negative

investment returns in the portfolio, the portfolio is

not drawn upon.  Instead, the reverse mortgage

credit line is drawn upon for the retiree’s income. In

this strategy, the reverse mortgage credit line is used

to offset the “adverse sequence of returns.”

The investment returns used in the study are those of

a real balanced portfolio, specified in widely

distributed publicity materials by a nationally

known investment management and financial

planning firm. The constant purchasing power draw

rate is, at the outset, 5.5% of the initial portfolio

value. (The assumed inflation rate is a constant

3.5%.) The 5.5% draw rate is well above the so-

called “4% rule;” therefore, without the reverse

mortgage credit line, there was a greater than 40%

likelihood that the portfolio would be exhausted in

30 years, and approximately a 30% likelihood that

the portfolio would be exhausted in 25 years.  

Although this case study is only one example, we can

produce (and have produced) thousands of other

examples, using Monte Carlo simulation. In the

overwhelming majority of the examples produced by

the simulation, the results are similar to those of this

case study. That is, the coordinated strategy results in

a far greater probability of cash flow survival

throughout a 30-year retirement, and a high probability

of a far greater net worth (or legacy) at the end of that

retirement, than does the “last resort” strategy. �

The numbers assume the following for both portfolios:
$500,000 initial investment prior to withdrawals invested
50% in the S&P 500 and 50% in the Barclays U.S.
Aggregate Bond Index; with income taken each year,
adjusted for a fixed, hypothetical 3.5% inflation and
hypothetical 2% investment fee.  

Note: The bond portion of the portfolio from 1973
through 1975 is represented by: 25% Citigroup Long-
term High Grade Corporate Bond Index and 25% U.S.
Government Bond File since the Barclays Aggregate
Bond Index did not start until 1976.  It is not possible to
invest directly in an index.  Standard & Poor's 500 Index
(S&P 500) is comprised of 500 stocks representing major
U.S. industrial sectors.  Performance figures are inclusive
of dividends reinvested.  S&P 500 is a registered service
mark of the McGraw-Hill Companies, Inc. Barclays
Aggregate Bond Index is a market value-weighted index
of investment-grade fixed-rate debt issues, including
government, corporate, asset-backed and mortgage
securities, with maturities of one year or more.
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Summary:
John runs out of money after
24 years while Jim takes income
for 30 years and still has
remaining assets.  You can see
how negative market returns
early in retirement can
substantially impact your
portfolio.
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