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1. Introduction

The current U.S housing finance market is in some respects awonder of computer
age efficiency, and in other respects an dmost stone age anachronism. My focusis on the
anachronigtic agpects. What explains the inefficiency and the dow pattern of changein
housing finance markets in the U.S? In this paper | use two detailed case studiesto
illugtrate the nature of the inefficiency and inertia, and the remainder expanding on
possible causes, costs, and cures.

The paper beginsin section 2 with an idedligtic theoretical sketch (no more) of a
perfectly functioning market in housing services. If one wishesto argue that the
desperately spare structure of the U.S market is optimal, one must incorporate some
strange congraints. The remainder of the paper reflects a search for just such congraints,
and for causes of inefficiency, with specid focus on market inertia

Sections 3 and 4 presents two case studies of market underdevelopment. The first
is the reverse mortgage, a product designed to alow ederly households to borrow againgt
thelr homes without risk of defaulting on their loan. The second is the shared appreciation
mortgage, a product designed to dlow al households to cut their mortgage expenses by

giving up a share of gppreciation in their homes. However theoreticaly promising these
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products might appear, neither market has yet grown to anything like the scale that one
might have anticipated.

There are strong candidate explanations for dow market development on both the
demand and supply sides of the market. On the demand side, both markets expose
consumers to high transactions cogts, and to high risk. On the supply side, it may be very
hard for commercid enterprises to profit from the kinds of innovation needed to develop
these markets. Much of the innovation liesin introducing novel contractua clauses, and
if the contracts succeed, they are easy to imitate.

While one can make some mileage in underganding inertia by focusing on
gtandard forces of supply and demand, there is no way to avoid discussing indtitutional
causes. Two sets of inditutions that hamper innovation are the legdl and fiscd systems.
When one introduces a new consumer finance contract, one amost inevitably raises a
host of unanswered legd and fiscal questions. The required rulings are public goods, and
it is hard to see why afirm would be willing to invest in writing early contracts with
clausesthat get interpreted in anegetive light. Thet is no way to build avauable
reputetion. On the other Side of the market, contractua ambiguities may help explain the
high level of consumer resistance to contractud innovation.

Given that the picture of inertiathat | present is so indtitutiondly based, the
guestion arises as to why the indtitutions are so maladapted to the environment. If some
ingtitutiona change would lead to a more efficient market outcome, why do we not get
some grand Coasian bargain in which that outcomeis redlized, with the surplus being
divided among us winners? Why don’t consumers who would benefit from market reform

aoply pressure on politicians to remove ingtitutiond barriers to reform? Part of the



answer doubtlessliesin the realm of persond psychology: change that gppears beneficia
when looked at by an economist in the absiract raises al forms of discomfort for the
supposed “beneficiary”. Thismay be particularly so in the housing arena, where most
worthwhile changes may be seen as threatening the sanctity of the American Dream of
home ownership.

Taking thiskind of psychologicd inertia rationae to the extreme, one might argue
that the supposed inefficiency of the marketsis an economic theorist’ sillusion based on
an insuffident willingness to take account of private inertia. But there are externdities
involved. One period’ s uncomfortable change is the next period’ s Satus quo. It isat least
debatable whether or not one should suspend reform efforts on the grounds that they
cause present discomfort.

While the centra focus of the paper is on inertia, the reader will note that there
are many sgnsthat changeisin the air. The reverse mortgage market is growing faster
that it has before, and there are new signs of life in the market for shared appreciation
mortgages. Of course, the same could have been said twenty years ago, and it remains

hard to be seen whether or not thisis another false dawn.

2. Housing Consumption and Housing | nvessment over theLife Cycle: An

| dealization
To open up thisidedidtic discussion, we imagine aworld with complete contingent
markets. For each physicd unit of housing, which we take to be entirdly indivisble in use,
there would be markets for contingent “ certificates of occupation”. Ownership of the

appropriate state specific certificate of occupation would convey the corresponding right



of occupation. The current certificate of occupation would have to be owned in its entirety
by the current occupant. Y et with regard to future occupation rights, the ownership could
in principle be more widdly held, with individuds owning shares in the occupancy rights.
When the eventudity in question was redlized, the actua occupant would have to buy dl
outstanding shares from the current holders. In essence, the non-occupying owners would
be recaiving current “rental payments’ from the actua occupant. The contingent
certificates of occupation would trade continuoudy in a market, and everyone would in
thisway be able to bid for any contingent share of the occupation rightsrenta payments

on any unit of housing in the economy.

If we assume that there would be fluctuations in the reative vaue of occupying
different units of housing, then it is clear that there would be a diversification benefit to
wide ownership of the rentdl certificates. On the other hand, there are dso risksinvolved
in not owning the future occupation rights on the currently occupied unit. To avoid being
hit by an unexpected rent increase, the household occupying the current unit should buy
up asufficient portion of the future occupetion rights that correspond to statesin which
they expect to remain in occupation of the unit in question. The household would aways
be baancing the insurance motive againg the price of the contingent clams. After dl,
there would be other househol ds who wished to move to the area, who may choose to
hedge by investing in some of the rentd daims, whileif other individuas became

convinced they would leave the areg, they would sdll the clams.

To get some moreingght into how thisidedized market might function, it is useful
to think of alife cycle modd of search and matching. Households are born in ahousing

unit located on a particular idand, which is characterized by a particular set of job



opportunities. Idands are aso subject to idiosyncratic productivity shocks so that the
relative prices of housing units on the various idands fluctuates. The household has an
initidly unknown set of skills, and spends the early part of life trying to find the correct

job on the correct idand. In this period of search, there isagreat dedl of uncertainty about
where the household will wish to live. Correspondingly, while the insurance mative may
cdl for owning the vast mgority of the certificates of occupation on the currently

occupied house, the fact that tenure on the idand may be short would reduce the optimal

shareholding.

Uncertainty about tenure and a correspondingly low insurance motive would likely
continue until the days of job and location search were in the past. In the middle period of
life, the household would be likely to settle down, and have an ever greater desire to
remain in the current location. Correspondingly there would be a need to buy up alarger
share of the outstanding certificates of occupation, and for alonger horizon. Findly, in the
later years of life, the household would not bother to buy many certificates that went
beyond their life expectancy. At any stage, if the household foresaw moving to a different
part of the country, they would be likely to divest themsaves of occupation rightsin the
current home, and invest in amutua fund comprising renta clams for the places and
timesin question.

Thereisavad gulf between the complex vison of ownership of housing that
would result in this complete market “ Arrow-Debreu” world, and the al-or-nothing
gructure of the current ownership market, in which a single owner occupant hasto own
100% of the occupation rightsin ahouse in dl future contingenciesin order to be the

current occupant. One possible factor explaining why households are so congtrained in



their ownership choice is mora hazard. In the ownership scheme described above, it
appears tha the occupant may have no interest in the vaue of the home once they have
left it. Yet asmple amendment to the certificates of occupation would gppear to reduce
the impact of the mord hazard problem: aong with the right to occupy would come a
possible charge for deterioration in the physica qudity of the unit. At the same time, there
would be insurance contracts available to lessen the impact of naturd events and smple

misfortune in damaging housing units.

There are three important cavests to this hypothetica solution to the mord hazard
problem. Firg, it is costly and difficult to ascertain the condition of housing. A monitoring
technology would be needed, and this would interact with the sophistication of the
contingent payment scheme. Second, issues of mora hazard impact not only the quality of
the housing itsdlf, but also the qudity of the neighborhood. One of the reasons for the
grong tax biasin favor of ownership inthe U.S. isthe view that only by having ownership
can one enaure that the citizenry will get involved in the nurturing the community. Hence
optima contracts might have to make mention of community quality in addition to
housing qudity. Findly, since an optima scheme may involve the occupant posting bond
againgt damage that may be uncovered at a future inspection, the issue of liquidity
condraints comes up: what can one do to ensure payment by an individua who isliquidity

condrained, if one aso acknowledges that human capitd is indienable?

Once one acknowledges the importance of liquidity congtraints, one getsa
somewhat different picture of the nature of the housing market and the housing finance
market. Liquidity constrained households who might otherwise try to buy up a sgnificant

share of the future occupancy rights on their current house might congtrain themsealves to



hold asmdler amount, in line with their current asset postion. In light of the
imperfections of the monitoring and bonding technology, this might influence their actua
choice of housing unit, and possibly even redtrict the household to living in an otherwise
suboptimd location, or & least in aless convenient unit on the idand in question (the long

commute).

Another set of issues that account for differences between the current market
structure and the idedlized picture above are various forms of transactions cost. The
market requires such afine detall in the contracts that it may seem to be smply un-
worthwhile in light of the smdl nature of individua housing assts. It is one thing to
dlow for acomplex contingent pattern of ownership for a corporation such asIBM, and
quite another thing to dlow for it on my gpartment.

Whileit is possible to argue that the presence of transactions costs makes the
ample dl-or-nothing divison of the market a constrained optimum, the argument appears
highly strained. Mogt of the underlying variables defining the household' s Situation, such
as age and wedlth, have a continuous nature. The efficient solution to the alocation
problem should share this continuity, rather than have the dl-or-nothing flavor of the
current market. In thefind years of life, households have increasangly short expected
tenures in their homes. Why shouldn’t they be able to sell some of the occupation rights,
especidly if they can be written contingent on the length of ther lives? Y ounger
households who are liquidity congrained in a market in which ownership isan al-or-
nothing affair may be far less congtrained in aworld in which they did not have to buy up
al of the future occupation rights on the home in which they will live, egpecidly while

they arein the younger and more mobile life phase. And why should those in the middle



of the life cycle be forced to hold such alarge part of their portfolio in a single housing
asst with very high levels of idiosyncretic risk? One argument as to why the stock
exchange has risen so much in value concerns the gradua spread of ownership, and the
consequent ahility to take advantage of gains from diversfication. How much larger are
these potential gainsin the case of trading ownership claims on red estate, which are
currently completely un-diversified?

One does not have to believe in the complete contingent contract vision to believe
that mgor improvements are possible. In Caplin, Chan, Freeman, and Tracy [1997], we
argue that there are relatively technologicaly straightforward procedures available to
loosen the O-1 congtraint on home ownership, and dlow for individuas to own less than
100% of the future occupation rights on their home. While these markets remain
theoreticd, there are a number of moves afoot to change the traditiona vison of home
ownership in smilar directions. Yet dl efforts a change are proceeding a asnal’s pace,
especidly in contrast with more innovative U.S. markets, such as the technology sector,
and even the market for commercia red etate. In the next two sections we argue by
example that the current market is more of a historicd artifact than atechnologica
necessity. That thisis o is suggested by even a shdlow reading of the historical record.
After dl, the most important product in the U.S. housing finance market, the thirty year
fixed rate mortgage, was initiated by the federal government, as was the secondary
mortgage market.

3. The Reverse M ortgage M ar ket

Reverse mortgages are designed to alow older homeowners to reduce their

housing equity. Unlike standard home equity loans, a reverse mortgages never requiresthe



home owner to make interest payments, and only becomes due when the owner moves out
of the house or dies. The most important and long-lived reverse mortgage on the market is
the Home Equity Converson Mortgage (HECM) offered by the Department of Housing

and Urban Development (HUD).

Congressfirgt authorized the HECM as a HUD pilot program in 1989. Five years
into the pilot program in July 1994, HUD had issued only 8,000 HECM loans, despite
being authorized for up to 25,000 (HUD [1995]). The numbers have recently increased
more rapidly, and by October 1999 atota of some 39,000 HECM |oans had been issued
out of an authorization of 125,000 units (HUD [2000]). Y et this remains far below most
estimates of market potential. Rasmussen, Megbolugbe, and Morgan [1995] estimated
that there are 3 million households sixty-nine or older with income less than $30,000
whose income would rise by &t least 25 percent from appropriate use of atheoretica,
actuaridly fair, reverse mortgage.

There are some obvious demand and supply side factorsthat help to explain the
dow take-off of the market (Caplin [2000]):

(& High expenses: transactions cogts are high, and can easily mount to 10-15% of the
loan amount (HUD [1995]). Much of the cost is due to mora hazard. The target
households are prime candidates to let their homes run into serious disrepair. Of
course the contract contains a provision that declares that failure to maintain the
house condtitutes a default on the loan. But will HUD try to enforce this clause?
Even if HUD should be so bold asto try to enforce the contract, would the courts
let them? Rosenbaum, Goren, and Jacobs [1995] argue: " The contract provisons

by which areverse mortgage lender seeks to bind seniors to home maintenance



ligbility fly in the face of redity” (p. 22-23). The maintenance problems are
further compounded by the possibility that the house will end up being sold &t
below market value. If the loan baance ultimately exceeds the vaue of the home,
the house sale will wind up being handled ether by disnterested relatives, or by
the probate court.

(b) Smdl loan 9ze For a house with an gppraised vaue of $150,000, and with an
interest rate of 8 percent p.a., the maximum loan amount increases from roughly
$50,000 at age 65, to $70,000 at age 75, to $105,000 at age 90 (Scholen [1996]).
One would have to be 70 years old before one could borrow 40% of house value.

(c) Low sAlesincentives HUD isless than aggressive in offering mortgage brokers
incentives to issue reverse mortgages, maybe because of (a) above. These
incentive problems may account for the recent fal in the number of lenders
offering these mortgages (HUD [2000]).

(d) Bad interaction with health problems. when an elderly individua has a prolonged
hospitaization, the end result may be atechnica default on the reverse mortgage,
ether by being kept in convaescence out of the home for too long, or by faling
behind on taxes or house repairs.

(e) Bad press and other psychologica factors. There are cases of ederly households
being contacted by "home repair” companies offering to fix up problems with no
cash down, if only the owner will agn the following smal document. The
document turns out to be a reverse mortgage, in which the contractor charges
exorbitant fees. Partly as aresult of the resulting bad press, reverse mortgages are

no longer aggressively pushed by the AARP. Such bad press may rationdize a



psychologicaly natura resistance to debt, which after adl the household spend so
many yearstrying to get out from under. In line with O'Donoghue and Rabin
[1999] on procrastination, households may be disinterested in reverse mortgages,
at least until they appear to be the answer to a pressing current problem. As
suggested by Skinner [1996], reverse mortgages may be more important in
providing funding for emergencies, rather than for funding day-to-day
consumption. The recent HUD report provides some data gathered from focus
groups, and notes that the mgority of participants were interested in the HECM
program because it would “ alow them to remain in their homes’ (HUD [2000],
p.90).

In addition to these standard forces, there are anumber of indtitutional barriersto
market growth. Some of these barriers are legd. One important problem isthat the lien
priority given to reverse mortgagesis not settled (HUD (1995) p. 5-13):

"the Department remains concerned about the uncertainty of state laws that may affect
enforcement of HECM as afirst mortgage...... HUD has attempted to ensure that all
HECM loan advances will be regarded under state law as mandatory or obligeatory
advances that, under the law prevailing in most states, would aso have afirg lien
priority, but there remains some legd risk in some states.”

Hammond [1997], p. 176, asserts more broadly:
"...anumber of legd issues remain as a hurdle to reverse mortgages. These include
priority of liens, mortgage- recordation taxes, restrictions on terms and rates of mortgages,

limitations on use of proceeds, and mandatory counseling requirements.”
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Legd uncertainty spills over to the borrowers. They must sign a certificate disclosing
that aHECM "may have tax consequences, affect eigibility for assstance under Federd
and State programs, and have an impact on the estate and heirs of the borrower”. In
addition, al reverse mortgage borrowers are required to go through a counseling program
prior to taking out the loans.

Beyond the legd uncertainty are various regulatory and accounting issues. These
issues have had red impact on private market development. Much of the market
development in the U.S. is due to the work of Ken Scholen, who founded the Nationa
Center for Home Equity Converson in 1978 in an effort to stimulate market
development. At firgt it seemed asif the private sector might teke the leed in product
development. Indeed the first reverse mortgagesin the U.S. wereissued privately in the
mid-1980's. Unfortunately the private market stdled, in part for regulatory reasons

(Ceplin[2000Q]), and it was only at this stage that the federd government stepped in.

4. The Shared Appreciation Mortgage

While the Arrow- Debreu complete market vison is artificid and ignores
important redlities,; it heps highlight the potentia efficiency gainsinvolved in relaxing
the 0-1 congtraint on ownership. Indeed thisis the common god of the many gppreciation
and/or equity sharing schemes under discussion. In this section, we tdll the unfolding
story of the best developed such product: the shared appreciation mortgage (SAM).

The SAM wasiinitialy proposed in the 1970's (see Dougherty, Van Order and
Villani [1982] for an introduction, and Murphy [1991] for amore recent discussion) as a

way to reduce the very high interest payments caused by the high nomina interest rates
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and the failure to adopt price level adjusted mortgages. The proposed SAM contracts
were unattractive to lenders at low rates of inflation, and the program did not redly take
off inlarge part because the period of discussion extended beyond the period of inflation.

While very few SAM contracts were actudly issued, the IRSwas cdled into rule
on athorny question. Isa SAM redly amortgage, or doesit involve the lender becoming
involved in ajoint ownership arrangement? The importance of this question is that the
answer impacts the fiscd, legdl, and regulatory approach to the market. If the IRS ruled
that thiswas aform of joint ownership, it would not only have put the mortgege interest
deduction in jeopardy, but also exposed the joint owner to high levels of legd risk. In the
end, the IRS decided (somewhat reluctantly, if one reads between the lines) that both the
fixed and contingent interest payments on a specific SAM product were indeed
deductible (IRS[1983]). The SAM in question had aten year term, reduced the interest
rate from 18% to 12% rate, in exchange for which the household paid contingent interest
amounting to 40% of appreciation. The SAM placed no unusua contractud congraints
on the borrower (e.g. requiring maintenance to be performed) and involved no sharing of
depreciation. The ruling closed with awarning that the conclusions should not be
consdered to gpply to dl other SAM agreements, particularly those in which:

“the lender acquires greater rights with respect to the borrower or the mortgaged
property than are described in the facts section of thisruling; in which the parties
evidence the intention to cregte a relationship other than debtor and creditor; or if other

circumstances indicate thet the SAM |oan represents in substance an equity interest in the

mortgaged property.”
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What contractua changes can be undertaken without going beyond the “fact
gtuation set forth above’? Not surprisingly, various parties interested in writing SAM
loans have looked for darification. Unfortunately, the IRA has twice since that time
announced that it will not issue rulings or determination letters for SAM mortgages, most
recently in 1996 (IRS[1996]).

One reason that the IRS continued to get enquiries about shared appreciation
mortgages is that they seem like anaturd solution to problems of housing affordability
for employers such as univergties. Stanford University is one of anumber that runsa
shared gppreciation program, and their product is structured based on a close reading of
the IRS ruling (Stanford University [2000]). There are severd other gppreciation-sharing
ingruments that have been developed to help with housing affordakility on the lower end
of the market: in particular the CASA scheme developed by Nationa Ecumenica
Homebuilders (NEH) (Ward [1997]). In developing their scheme, NEH ran into a second
st of obgtacles to market development. There are complex securities laws, and unless the
money for the shared appreciation mortgages was organized so that those providing
externa funds were themselves lenders rather than investors, the scheme would have
been derailed by the high costs of complying with the security laws.

The Stanford and NEH SAM schemes are both “non-market”, in thet the SAM is
used as asubsdy. Do SAMs have any potentid in the for-profit sector? Thereis some
positive evidence available from the U.K., where the Bank of Scotland pioneered private
shared appreciation mortgage productsin 1996 and 1997. The Bank of Scotland’s
operation was supported by securitization services offered by the Swiss Bank

Corporation (SBC).
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The Bank of Scotland offered two different types of SAM loans to households. a
zero interest SAM in which the borrower pays back a high proportion of appreciation at
the termination of the loan, and a SAM bearing a positive (below market) rate of interest,
and a correspondingly lower share of appreciation a the termination of the loan. The
more radical zero interest loan alows households to borrow any proportion up to 25% of
the current appraised vaue of their homes, based on a promise to pay back the origina
loan amount and a share of the house price appreciation amounting to three times the
initid LTV. At mog, with the maximum LTV of 25%, the borrower is required to pay
75% of the gppreciation to the lender. The lessradica [oan involved an interest rate of
roughly 2/3 of prevailing rates, and requires the borrower to pay appreciationin a
proportion precisdy metching the initid LTV ratio, up to amaximum of 75% (SBC
Warburg Dillon [1998a, 1998h]).

One remarkable feature of the Bank of Scotland SAMSsis that they have no set
term. The borrowing household has to pay back only when they sdll the house, or upon
the death of the last surviving joint borrower. This open-ended contract might be
expected to raise dl kinds of flags concerning the condition of the property, and the
incentives to provide proper maintenance. Of course the contract speaks on these issues.
The owner isrequired to insure the property againgt many risks:. if the owner does not do
this voluntarily, then the SAM issuer is entitled to purchase such insurance and add it to
the household' s indebtedness. There are aso severd clauses reating to maintenance and
additions to the property intended to preserve strong incentives for both.

With respect to maintenance, the borrower must notify the lender of any materia

or dgnificant damage to the property, and of any repair worksto be carried out on the
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properties. The borrower is required to carry out these repairs, at which point an gppraisa
is carried out to calculate whether or not the repairs have changed the vaue of the home.
The proportionate change in house value so caused is determined, and the share of
gppreciation due at the end of the term is adjusted up or down accordingly. A smilar
approach is taken with respect to dterations and improvements to the property. If the cost
of improvementsis under 10,000 pounds sterling, they are to be absorbed by the owner,
and no natification isrequired. If the cost of improvementsis above this, then the house

is regppraised when the dteration is complete. If the dterations are judged to have
increased the value of the house by x%, then the lenders share of appreciation is reduced
by x%, and conversdy for falsin vaue.

From the borrower’ s perspective, the clauses on maintenance and improvements
are somewhat cumbersome. In addition, the borrower must pay for al gppraisds, and
must use an appraiser from alist supplied by the lender. When one combines these factors
with the novelty of the contracts, the prospects for the product may appear no better than
those for reverse mortgages in the U.S. However the story was very different. The Bank
of Scotland started issuing SAM loans in October 1996. The market took off
immediately, with roughly 3,000 loans amounting to some $150 million issued between
March and September 1997. In 1998, these |oans were bundled by SBC into two
mortgage backed securities (SBC Warburg Dillon [1998]). Given theinitid success, it
must have been a particularly bitter blow to the Bank of Scotland when, asaresult of a
merger, SBC pulled out of the mortgage business dtogether. Lacking a ready secondary

market, Bank of Scotland withdrew the SAM loans from the market.
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Given the apparent lack of consumer resstance in the U.K ., it islittle surprise that
SAMs have recently been developed for the U.S. market, as noted in arecent articlein
the New York Times (McDowdll, [2000]) “A mortgage type that offers borrowers lower
ratesin return for sharing any profits with the lender is regppearing around the country.
Theloan type has been al but unavailable for 20 years except in scattered aress, but now
it is being offered nationwide at interest rates one to two percentage points below
prevailing market rates. ... In return for the lower rates, borrowers are required to pay the
lender 30 to 60 percent of the home' s future gppreciation.

The last time such loans were available, they were offered mostly by loca lenders
and so there was a patchwork of terms and interest rates, but this time around they are
available at uniform rates nationwide through about 1,500 banks, mortgage companies,
and other financid ingtitutions. Moreover, the loans are backed by the combined strength
of severd big financid indtitutions ........ Nationd Commerce will buy the loans from
theindividua lenders and sdll them to Bear Stearns. In turn, Bear Stearns will cregte
bonds to sdl to such inditutiona investors as insurance companies and pension funds’.

It is clear that the current effort to launch the SAM in the U.S. isfar better
directed than the earlier efforts. The legd and fiscal issues have been studied at greeat
depth, so that there seems no reason to expect these instruments to be regarded as
anything but debt insruments. In addition, thisis a soup-to-nuts operation in which the
SAM loans, onceissued, have aready secondary market. This offers the market leaders a
chance to take one of the most profitable rolesin the market: that of market maker. Hence

some of the free rider issues with contract innovation are solved. Y et questions remain.
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One of the key outstanding tax questions concerns the extent to which the
taxpayer can deduct a portion of the ultimate contingent interest in earlier years, aswell
as the possible consequences if such deductions are taken and the house does not
gopreciate sufficiently in vaue. If high deductions have been taken in earlier years, yet
the house ultimately fdlsin value, then the occupant may face atax bill at the end.
Another problematic possibility occurs if the house has risen tremendoudy in vaue at the
end of the SAM term, and the household has to borrow to finance the contingent interest
payment. There may be circumstances in which the household would find it impossible to
take out this loan, and would therefore have to sdll off the house to pay off the loan.

Seenin isolation, neither of the above tax questions seemsto be huge in scde.
The first question arises only if the home does not rise a great ded in vadue: the end result
can be atax hill for the occupant triggered by having taken excess deductionsin earlier
years. But in many ways thisis the best of dl possble worlds for the borrower, Sncein
essence the lower interest rate on the SAM had absolutely no cost in terms of foregone
appreciation. On the other side, the possibility that a household would be forced to sl
the house to pay for the gppreciation on the SAM seems remote. For this to occur would
require the house to risein vaue agreat ded, and household income to fal so low that
the household would fall to passthe PITI (principd, interest, taxes, and insurance) test on
the required new loan. Of course, the better answer isfor the household to take out aloan
that involves continued sharing of gppreciation, possibly in the form of areverse
mortgage (therefore by-passing the PITI test). There is every reason to believe that if the
SAM market were to take off, reverse mortgages with SAM features would indeed find

their way to the market.
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In the end, the objective features of SAM products may indeed be appedling to
many home buyersin the U.S, just asthey were in the U.K. However there remain
ggnificant barriers to market development. One is the predominantly psychologica issue
of how to get consumer acceptance of this new form of mortgage. Just as with the reverse
mortgage, the documentation on the SAM offered by NCBS s likely to be
psychologicdly aversive to the less financidly confident among us. In their reverse
mortgage handbook, NCBS (NCBS [2000], p. 19) states that: “ The application of the
federd income tax rulesto a SAM is both uncertain and complicated, and the rules will
affect each borrower differently. Accordingly, you must talk to your tax advisor about the
federa income tax consequences to you of borrowing under a SAM”. Will such
statements be seen as unpleasant but largely irrdlevant noises, asis (arguably) the case
with the warnings that accompany dmos dl drug advertisements? Or will it mean that
only the most financialy sophisticated (or financialy desperate) individuas will be
willing to buy the product?

A second set of unknowns concerning market development involve the
inditutiona investors gppetite for resdentia red estate indruments. Thereisagrowing
consensus that such instruments may have potentialy appediing return structures
(Goetzmann [1993], Havin and Y amashita[1998], and Englund, Hwang and Quigley
[2000]), yet the SAM products face additiona uncertainty arisng from fear of adverse
selection and mord hazard. What can be done to reassure investors that these products
will not predominantly draw those who know that they are poor at home maintenance?

Will the incentives to maintain be adequate even for those who would normdly be
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perfectly adequate at home maintenance provided the incentives were stronger (Shiller
and Weiss [1998])?

All of these questions strongly suggest that the market has to go through along
period of learning by doing and adjustment. In the early days the innovators will be
taking risks, and it may take awhile for the product to penetrate the market, as the rough
edges are knocked off, and the correct methods of monitoring are put in place. The reason
that dl of thisisworthwhile for the market innovetor is that there are potentially massve
rewards to being the market maker in such an important area. Or are there? Fannie Mae,
Ginnie Mag, and Freddie Mac are the 1,0001b gorillas in the housing finance arena, and if
they are dlowed to use their political and economic clout, they may have the potentia to
take over this new market segment if it should prove to be successful. If there are any
problems uncovered as the market grows, would the agencies clam that it was their role
as public servants to rectify the problems caused by unfettered capitalism? Would they set
up acompeting product (the “FAIR SAM”) and use their considerable political and

economic clout to drive the innovators into a small segment of the market?

Individuals, I ngitutions, and I nertia

| see the two cases above as presenting strong evidence that inditutional problems
are partly respongble for thelack of innovation in the area of housing finance. The lega
code leaves important questions unanswered, exposing innovative producers and
consumers to widespread risk. The tax codeis dso incomplete, and the IRS will not give

advance rulings to clarify their decison making process. The regulatory system contains
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many complex provisons that mean that as one changes a contract in seemingly natura
ways, one can move into an entirely different regulatory category. Contractua
innovations are not patentable, and the federd agencies St in such aprivileged postion in
the market that other potentid innovators may not find it worthwhile to invest huge
resources in an effort to take the profitable role of market maker. Smal wonder large-
scale efforts at innovation have been few and far between.

The tax trestment of owner-occupied housing presentsits own set of issues,
especidly when one combines it with the IRS ahility to construe ownership any way it 0
pleases. It is here that rationa economic thought runsinto abrick wall. Presumably, the
favorable tax treatment of owner-occupied housing is designed to accomplish certain
gods, such as ensuring neighborhood stability, and ensuring that households have an
incentive to maintain their property and fight for the qudity of the community. Yet there
is no evidence that the IRS has any interest whatever in seeing through the vell of
accounting to the underlying economics. Reather, it interprets al new contracts as
potential tax dodges, so that al innovation isto be regarded with great suspicion.

This accounting mentaity may explain why the IRS st up an asymmetry in
which one cannot buy insurance against losses on the house, yet can sharethe gains. As
soon as the value of the house increases, the owner who buys with a SAM would
automaticaly be sharing losses. Has the owner suddenly entered into an equity sharing
partnership with the SAM lender, putting the mortgage interest deduction at risk?

A second red flag for the IRS would be any contractua clausesthat diluted the
sense of home ownership, say by inssting that routine maintenance be carried out: or

even offering to provide funds to ensure that such maintenance would be carried out. If
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such clauses were present, it would raise joint ownership issues, putting favorable tax
treatment at risk, and raising al kinds of partnership tax and legd issues. Yet these
clauses would precisely be designed to prevent the house from faling into disrepair. Isn't
that one of the gods of the tax subsidy to ownership?

It is noteworthy that many other countries gppear to have inditutiond structures
that are more favorable to the development of new mortgage instruments. The U.K has
largely removed the tax biasin favor of housing, and Switzerland is even more neutra in
thisregard, so that the tax definition of ownership losesits important. The U.S placesa
minimum limit on the interest rate that can be charged on debt, so that the more
innovative of the two Bank of Scotland products could not be offered in the U.S. The
U.K. alows opertended consumer credit, which iswhy the SAM loansissued by the
Bank of Scotland did not need to have afixed term; in the U.S. thiswould raise flags.
Why isthe U.S. system riddled with such archaic congraints? Developing countries
which are dill setting up their inditutions of housing finance could do far better than to
mimic the U.Smodd (see Jaffe and Louziotis [1996] for asurvey of inditutiona factors
influencing global red estate markets). Maybe these countries can lead the way in
housing finance reform.

Stepping back, it isdmost asif most of the mgor U.S. indtitutions have been
constructed to preserve an archaicaly structured housing finance market. If this reading
IS correct, it raises the degper mystery of why consumers who would benefit from the
development of richer markets do not get together and pressure for changes that would
improve the functioning of the market. In the case of the reverse mortgage, elderly

households looking to increase consumption should pressure for changesin any of the
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impeding legd and regulatory barriers. In the case of shared equity products, the
incentives are even more broad-based. So why is there so little pressure for change?

The naturd starting point for understanding inertiais the free rider problem. Any
consumer who spends agreat dedl of time on the issue of reform is benefiting many
beside themsdves, so the incentives are strongly diluted. But this cannot be the whole
gtory. Even when individua incentives are weak, consumers can band together and
pressure for beneficial changes to be made. 1t may even be possible for lobbying groups
to interndize some of the externdities by charging a membership fee, and ingsting on
gpecia measures to be taken to benefit their members.

If lobbying groups are indeed able to overcome free rider problems, there would
seem to be little preventing them for pressing for reforms that are seen as beneficid for
some group of consumers. So if thereisalack of such areform effort, it leads oneto
suspect that the members of the group are not convinced that the proposed changeis
beneficid to them. | believe this to be the case for many of the reverse mortgage and
shared equity products described above. One does not see massive internet discussion
groups pressing for these markets to be improved. In fact, there seemsto be agenera
date of contentment in the U.S. with the entire arena of housing finance, with proud
statements about the rebound in home ownership, and the continued efforts to provide
subsidies to help those with lower incomes move into the ownership sector. So why is
there o little consumer interest in market reform, and whét (if anything) should policy
makers do to advance reform efforts?

Psychological forces may be important if we are to understand the lack of demand

sde pressure for change. Of particular interest are forces that lessen the politica
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involvement of those who may at some future date benefit from amarket reform. Many
households may smply find it uncomfortable to contemplate going into debt absent an
emergency. At any given time, the only people who may be willing to go on the front
lines demanding reform are those with amaor emergency need for funds. They probably
have more pressing things on their minds, especidly since the various impediments to
reform ensure that they would not benefit from their own efforts.

Thisvison suggeds that getting even potentia beneficiaries to pay atention to a
reform question may be very difficult. There may be a socidly bad equilibrium in which
ignorance begets lack of pressure for reform begets inattention. One possible way out of
this equilibrium involves alobbying group bringing the advantages of product innovation
to the attention of its members. One lobbying group in particular that should be able to
raise group awareness of the potentia benefits of housing finance reform, especiadly in
the area of reverse mortgages, isthe AARP. The AARP could devote resourcesto
andyzing the costs of benefits of various possible efforts a housing finance reform, and
then report back to members, with the idea that the AARP imprimatur would make a
reform effort more likely to catch its members eyes. In thisregard, it is noteworthy that
the AARP has recently toned down its efforts to expand the reverse mortgage market,
based at least in part on the bad publicity drawn by the various scams that have been
uncovered (see e.g. Wong and Paz-Garcigpara[1999]). If public attention to the reform
effort depends on innovative decisions by lobbying groups, the wait may be long indeed.

The above andysisis based on the premise that market reform isagood ideain
principle, in that many would actualy benefit once the reform was in place. Of course

there is another possible reason for lack of demand side pressure for change. Maybe the
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supposed beneficiaries of reform redly do not want it! One of the thorniest issues

involved in reforming the housing finance arenaiis that the most important reforms al
involve something of a*“reframing” of the American Dream of home ownership. In fact,
HUD reports that the mgjority of their respondents who took out reverse mortgages did so
despite their own perception that there was “ stigma attached to the reverse mortgage’
(HUD [2000], p. 94). In principle, it may be that many households are willing to pay a
hefty premium to preserve the current definition of ownership, to which they have

become psychologicaly attached.

Asagenerd bdiever in the principa of consumer sovereignty, psychologica
attachment to the status quo would seem to me to be just as valid a contributor to
persona wefare as any other: it would be hard to argue that reform shoud be forced on
people againg their wills. Yet evenin this case, | believe that good arguments that can be
made in favor of reform. Many market reforms may impose certain psychologica
adjustment costs on current decision makers, for whom the change may be regarded as
more threat than opportunity. Y et there is evidence that many people overstate their own
adjustment problems (see the literature on affective forecasting (e.g. Wilson, Gilbert, and
Centerbar [2000]). Today’ s difficult new choice istomorrow’s easy to handle status quo,
asindividuas and society as awhole learn how to incorporate the expanded range of
choice into earlier decision making procedures. As we become accustomed to an
expanded range of choices, so wefind it hard to imagine being sent back to the bad old
daysin which one could choose a car of any color, provided it was black.

In summary, the U.S housing finance is (over-) ripe for change, as are housing

finance markets worldwide. In fact Sgnificant change is dready under way, but the time
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frame remains uncertain. Will change continue to be dow and incrementd, or will policy
meakers realize how much better things could beif our ingtitutions were held to a higher

standard of performance?
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