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t11 he Federal National Mortgage Association

I (FNMA) recently approred a new type of hy-
I. brid mortgage, the Asset Integrated Mortgage

(AIM), that combines a home loan and a fixed in-
surance annuity. The borrower invests most of the
money in an annuity that is normallv earmarked
for the down payment. As long as the annuity in-
vestment plus the dolvn payment exceeds 20 per-
cent of the home's worth, the borrower avoids
mortgage insurance costs, just like a conventional
mortgage with 20 percent down. The AIM is being
promoted as a wav for consumers to save, diversify
their asset base and build a nest egg for retirement.l

The purpose of this article is to evaluate the
Asset Integrated Mortgage (AIM). A valuation
model is established that compares the AIM with a

conventional mortgage and finds the rate of return
required on the annuity investment that equates an
identical value to the AIM and the conventional
mortgage.

Properties Of AIMs
AIMs combine a home mortgage and an insurance
annuity. A large portion of the down payment for a

house is invested in an annuity which serves as
collateral for the loan. Frank Demarais, vice presi-
dent of Product Development at FNMA, states At
the end of the mortgage term, consumers r+'ill own
their homes free and clear and have accumulated a

significant nest egg."2 The nest egg refers to future
value of the annuitv invested upfront that other-
wise would be used as the down payment. With an
AIM, the borrower's monthly payments will be
higher than with a conventional mortgage and a 20
percent down payment, because less money will be
put down n ith an AIM and more will be borrowed.
For example, a home buyer who would normally
put down the customary 20 percent on a house,
instead would put down 5 percent and inl'est the
other 15 percent in an annuity. lf a borrower is
considering a $100,000 house, 20 percent, or
$20,000, would be a required down pavment to
avoid paying mortgage insurance costs, and the re-
maining $80,000 would be borrowed. With an 8
percent annual interest rate, the monthly payment
would be approximately $587. Over 30 years, the
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understood by the majority of the business world.
We are told that people underrate the impact of
property and thus their own need to understand it
better.

Within our business lives values of property
generally have gone steadily upwards. There has
been little need to worry about it. This has lulled a

number into complacency, the result of which has
been that less attention than necessarv has been
paid to the economics surrounding the property
markets. But in reality, property has never been
anything different from any other market. Prices
are a direct function of supply and demand. There
is no inherent stability u'hich protects property
prices from other economic influences.

The thing missing in the past, in my opinion,
has been the ability of property people to articulate
properly the structure of their markets and the
property market's function and influence in the eco-
nomic system. Therefore, it is our fault if we have a

POOr PreSS.

The key issue in our message for the future is
that property is essential to all activities. It ranks
alongside capital and labour as one of the essential
factors of production. But it is similar to other basic
commodities in that it reacts like any other market
to changes in the forces bearing on it. Property is
Iinked inextricably to its surrounding economy. Un-
derstanding the way it reacts as a function of the
e\€nts in the wider world is vital for the successful
businessman. And property people have an equally
vital role to play in achieving a wider understand-
ing of the way these reactions occur

The difficulty faced by the public has been the
mystique with which property people h.rve sur-
rounded their art. Many property people have be-
lieved that the lack of public information has 5;iven
them an advantage. This may have been so in the
short run, but the opacity of parts of our markets
are now doing us all a disservice. Even for those
interested in a r.r,ider understanding of the way the
property market works have had on principal diffi-
culty. There has been the relative scarcity of good
data. Other markets, Iike securities and finance,
have been more active in promoting a wider under-
standing of themselves through published research
and flows of reliable market information. This is
improving, at least in the UK property markets, but
only slowly and a little late.

There are two separate influences on property
which we need to understand before we can ex-
plain them to our public: first, the market or sys-
tematic pressures applied from the economy as a

whole; and secondly, the specific and local risk at-
tached to each, by definition, unique ploperry

The macro picture provides great scope for
analysis and as such will be open to a wide varietv

of interpretations. The local picture will rely on the
market knowledge of professionals to unravel the
confusing noises coming from anv local market.
Accordingly, I welcome the recent move of the Royal
Institution of Chartered Surveyors to establish an
organization on the continent to provide clients
with a mirror image of the quality sen ices they
receive in the UK market. The European Society of
Chartered Surveyors has tremendous potential and
a crucially important role to play. It has to establish
the high standards of our profession as the indus-
try standard here and across the whole single
market.

Maybe it is the local influences on property
which have been the ones most understood bv the
professionals working in the market. The need now
is for a better understanding of the wav movements
in the European economies influence changes in
demand and values for commercial property. The
time and space allowed for this paper is not suffi-
cient to give a detailed analysis of this, and the
author is not the best person to choose to do it. But
I can identifv the issues and offer some thoughts
built on experience for the next very necessary
steps.

The principal hurdle ue ha\€ to surmount is
the shortage of good data. To my knowledge the
data on the main property markets in the continent
are even more scarce than in the UK. At least the
British profession has the results and benefits of the
enlightened work of some surveyors' practices who
have established their own research departments.
Others financed the start of IPD, an internationally
respected data collection house in London.

On the continent the source of data is limited in
the main to the big brokerage houses who publish
information on their local markets. This means that
there is no consistency nor is there any security
that the data have not been dressed in a way which
presents the city or firm concerned in the most
favourable commercial light.

But the author of a foundation paper such as
this has to do more than wallow in the lack of
information. Accordingly, I have prepared my own
digest, culled from the wide range and quality of
information available.

There are 92 separate sources of prope y
data-for commercial property alone-outside the
UK in the main European economies. There are
great opportunities here for anyone interested in a

combination of lamp posts and statisticsl The clear
and urgent message from this is that we need a

central and accepted source of European property
data. Within the attached series are so manv incon-
sistencies that any attempt at analysis bised on
them is open to criticism that one has just taken the
particular series that suited a preconceived answer.
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USA Japan

GDP 5,073 4,528 2,120

Cons. Exp're 8,831 I,933 I,610

Expons I,l l6 140 251

Population 315 ).53 121

Pop. per sq. km 146 27 328

TABLE 1

World League

market. From this discussion I have three principal
policy pohters for the property industries of Eu-
rope to consider.

Structural Challenges To The Growth Of Europe

i.r.nguage
First, there are as manv languages or strong local
dialects in the EC as you chose to acknowledge. At
anv count there are five principal and separate
ones, English, French, German, Spanish and Ital-
ian, as well as a host of others.

This is one difference we shall have to put up
with. I consider it to be so deeplv rooted a piece of
European history and culture that we had better
not try to interfere with the use of languages. For
business people it is an impediment, but market
forces will sort things out. For tourists the multi-
plicitl, of languages adds to the charm of Europe.

Currency
Secondly, we have twelve different currencies. This
represents a huge overhead to the cost of doing
business in Europe if an alternative is arailable. The
sheer cost of exchanging money between countries
is a major imposition. Someone leaving London
with f1000 in his pocket and visiting each of the EU
nations would have parted with nearly f400 in for-
eign exchange spreads and commissions before he
got home again. And this is before he buys any
g;oods or services in the countries he visits. Patently
this is unacceptable on a long term basis. It diverts
money and effort away from productive long term
investment and diverts it to an essentially parasite
sector.

Put another wav it has a huge impact on the
true cost to manv of us attending MIPIM. Fifty
percent of the delegates come from outside France.

If they each spend f750 in cash and on hotels and
sundries, the extra cost of simply undertaking the
necessary foreign exchange transactions, before
buying any goods or services, totals a staggering
€62,000.

E.rc/rarrre Rnles

Likewise with currencv parities. The US and Japan
trade internally with a single currenry unit for their
powerful domestic economies. This maximizes the
potential of their own markets and provides a large
boost to their exporting efforts. We have the disad-
\?ntage that intra-European trade still contains ex-
change rate risks and so increases both the price
and complexity of it relative to our competitors.

lnmtigrntion Coutrols
These internal disadvantages create enough diffi-
culty without the further disincentive to trade with
Europe suffered by our non-European colleagues.
Have vou considered the deterrent effect of the time
they have to endure in gaining immigration rights
to each countrv? We can use the blue channel, but
it can take up to an hour each time a US citizen, or
anyone else from outside the EC, lands at a Euro-
pean airport. And this applies even if the person
concerned is trar.elling within the EC.

I suspect that manv of us in the UK would have
thought at least twice before expanding our own
businesses into the United States if we had to put
up with passport controls every time we moved
from one state to the next.

Policy
To overcome some of these disadvantages I offer the
following two proposals as priorities which the
property industries of Europe should adopt. We
should press them on our respective governments
and on our own representatives to the European
parliament.

A single currency is an imperative for the rea-
sons alreadv stated. Foreign exchange charges and
the risks of currency fluctuations are two totally
unnecessary burdens for business to bear in the
EC. They are a real disincentive to foreign busi-
nesses to set up here. There are always political
reasons for delav in these circumstances, but I
would urge us to press for this immediately.

We must press for non-discriminatory treat-
ment of businessmen visiting from outside the
communitv There should be a first time entrv pro-
cess for those landing from outside the EC and
then the facility for non-Europeans to tra\€l around
within the community at will.

Commercial Property
Against this background we can move on to look at
the state of the property industries and their role in
Europe. Prop€rty people are renowned for com-
plaining that the relevance of our market is not

home owner would pay $211,324 n total payments
and $131,32{ in interest charges.

An AIM, by contrast, w,ould require a dor.r'n
pavment of only 5 percent, or $5,000. Thc' other
$15,000 would be used to purchase an annuity
which would serve as collateral in addition to the 5
percent down payment. The monthly pavment with
this AIM arranBement *'ould be $697, or $110 more
per month than the conventional mortgage u'ith 20
percent down. Interest charges rvith the AIM
would total $755,947, and the total payments o\€r
360 months would be $250,947. The difference in
total payments between the two mortSages is

$39,623.

Van P Carter, president of Financial Integration
Inc. which created the AIM, estimates that at a 6.2
percent rate of return (compounded monthly), the
AIM annuity value would exceed the $95,000 bor-
rowe.d for the house. However, the Buaranteed rates
of General Life Insurance Company and AIC Life
Insurance Company, lhe onlv insurers currently
approved bv FNMA for the program, are offering
3.5 and 4.0 percent, respectively.r After 30 years,
the $15,000 annuitv would be u,orth about 942,800
at an annual rate of 3.5 percent with monthlv com-
pounding, far less than $95,000 using a 6.2 percent
return. In addition, if the $110 difference r.rere in-
vested in a tax-deferred annuity offering a 6.2 per-
cent return, it would grow to $114,820. Therefore,
the ralue of the AIM is suspect from a uluation
standpoint. ln addition, the amount chosen for in-
vestment in the annuity is committed until the
mortgage is repaid.

AIMs offer benefits separate from direct valua-
tion. For example, Carter suggests that the realloca-
tion of funds to the annuity diversifies the assets of
the borrower and mhimizes risk. The annuitv
"lowers transaction costs and provides a financial
safety net."i Transaction costs are saved because the
annuiry serves as the alternative to mortgage hsur-
ance. Besides acting as a hedge, Carter suggests
that AIMs allow hrestors to eventually use the
money in the annuity without having to sell their
house or borrow against it. Also, because home
buvers are borrowing as much as 95 percent on the
value of the house, instead of 80 percent, the mort-
gage interest deduction is larger for AIMs.

However, as some financial planners exPlain,
AIMs are most attractive to those home buyers vvho
just cannot save money, since they will pay a higher
rate on the amount borrowed than they will earn on
the annuitv5ln addition, the gain on the annuitv is
tax-deferred, but it is not tax exempt.

Conventional AIM loans of $203,150 are eligible
for sale to FNMA using proper documentation and
servicing, and loans above this amount and non-
conforming loans can be sold to a restrictive grouP

of private secondarv market purchasers, such as
Kidder Peabody Capital Corporation, Capstead
Mortgage Corporation and Hamilton Financial Cor-
poration. In addition, Mortgage Guaranty lnsur-
ance Corporation (MCIC) has der,,eloped morttage
insurance coverates for AIMs, and other companies
are providing the document preparation, custodial
and filing services.

Valuation Of AIMs
The net present value of AIMs is determined bv
comparing the present value of cash flows from a

conYentional mortgage with those from AIMs. Let
I. and 1^ denote the interest expense from the con-
ventional and AIM mortgages, respectirely. Further,
let P. and P.o be the principal payments for the
conventional and annuity mortgages, respectively.
The future lalue of the annuity grou's to 4, from a

present amount 4u. The borrower's marginal tax
rate is T and the monthly interest rate on both mort-
gages is i,r,. The net present value of the AIM mort-
gage for a 360 month term is (1):

,"o".. S ,! _r,) rr - n . tP.'P,t . A. tL:_!!- r
'-. k {1 r rr,t tl . r.)'."

The first te,rm on the right hand side of equation (1)

represents the present value of the difference in the
after-tax interest plus repayment expense. The sec-
ond term is the present value of the after-tax dollar
return on the annuitv Equation (1) can be sim-
plified as follou,s (2):

Ipr 'r. 
/.r I 160lNpv^. tLr_ L.! . r [r 

- ..J Lq I , .1. | 
.""1

CDP
Consumer Exlxtdilun
Exryrts
Ibpulalion
lbpuloliorl Densily

'000 million, ECU
ItI capita, ECU
Million, ECU
\lillion
Itr square km

Sources: OECD EC

ar(r - 71 (1 , .1.)n" . I, 
"(1 . ir)

In equation (2), L. and L^ are the loan amounts for
the conventional and AIM mortgages respectively,
P^ is the payment on the AIM, and i^ is the
monthly interest rate earned on the annuity
investment.

As an example, compare a S100,000 loan, 8 per-
cent annual interest conventional loan with 20 per-
cent down, with an AIM requiring 5 percent down.
The AIM offers an annuity with an annual invest-
ment rate of 6.2 percent. OVer 30 vears, the NPV is

- $5,110 as follows (3):

/vPv. = t!ro,@ l9r.@)
_!! ll' tir@ .!!

l2

rrr.mo ly'r . !El' ' orr'm 2r).trr,
l, . ol'
t 12,

= lll!0 ' i1.lYl . t6,6e3

. lt,ll0

The first term on the right hand side of equa-
tion (3) represents the difference in the loan amount
between the conventional and AIM mortgages, or

- $15,000. The second term captures the present
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value of the difference in the tax shield between the
two mortgages. The tax shield is larger for the AIM,
therefore, it reduces the negative impact on the dif-
ference in the initial mortgage amounts. The third
term represents present value of the after-tax annu-
itv. In this example, the AIM has a cost disadvan-
tage of $5,110 relative to a conventional mortgage.

Finding The Indifference Investment Yield On
AIMs
To find the monthly hterest rate earned on the an-
nuitv investment that would make the home buver
indiiferent to thc conventional mortgage u"rsr. ih"
AlM, solve for i.., rvith the NPV:0, as follows (4):

Ffi he formation of the European Community has

I dominated our adult lives. The first steps lo-
I ward a common market were taken bv liobert

Schuman in 1950. Major events since then have in-
cluded the famous French "non" to Harold Mac-
millan in 1963, the eventual signing of our first
accession, the Treaty of Rome, by Edward Heath in
1973 and our fhal commitment to the union in
1993.

Much was made of the build up to 1992 and our
full membership of the communitv But even that
was the subject of public confusion. Some years
beforehand it was easy to focus on 1992 as a target
date. And yet as the time approached it became
clear that it reallv meant 1993, because the actual
date was 31st December 1992. So to some extent it
was an anti-climax when the great dav arrived
eventuallv As a result those who wished to ignore
things felt they could do so in peace and impunity.

Now that all the preparation and negotiation is
behind us, the property industries of the tu'elve
states must seize the initiative and play their full
part in the economic development of our new and
enlarged home market. There is a lot of work ahead
of us but it is accompanied by tremendous
oPPortunities.

I am honoured, therefore, to be asked to pre-
sent this keynote address to the fifth MIPIM here in
Cannes. MIPIM has established itself over the last
five international conventions as llr intemational
convention for the world's property markets. The
emergence of Europe as a powerful trading block
will strengthen the case for a greater integration of
the property markets of the member countries. And
with that will go a responsibility for us as the lead-
ing property professionals to clarify the role played
by property in the EC economy, as well as explain
our sector's contribution to a wider European audi-
ence. I hope this paper will stand the test of time as

one of the foundation blocks on which that cam-
paign can be built.

The European Union is now the great trading
force in the world. It ranks ahead of the USA and

Japan in terms of GDP

Our home market is the largest in the world,
but we suffer from {ragmentation when we com-
pare our position with our principal comPetitors.
This difference between us and our principal com-
petitors is potentiallv so imPortant that it r.tarrants
discussion before we consider the oPPortunities
and challenges presented by a single ProPerty
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Using equation (4), note that 915,000 and

-$3,192, the first and second terms from equation
(3) also are present in equation (4). Therefore, the
shorthand solution is as follows (5):

ItlJ,m. 28)
t2

tlr,ooqt 18)

68A

Solving for i.., the required monthly interest rate on
the annuitv is .6824 percent or 8.19 percent annu-
allv In general, because taxes are paid on the gain
of the annuity, the required return on the annuity
will exceed the mortgage interest rate.

Conclusion
Asset Integrated Mortgages (AIMs) are a recently
developed financial instrument that combines a

mortgage with an insurance annuity. The study
presented in this article investigated the net present
ralue of AIMs compared to conventional mort-
gages. It solrcd for the required return on the AIM
annuitv that will make the borrower indifferent be-
tween a conventional mortgate and an AIM. The
findings indicate AIMs are generally neBative NPV
propositions with required rates of return on the
annuity inskument that exceed the borrower's
mortBage rate.
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