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Conventional Wisdom

We have been conditioned to believe that we must have a free and clear home before we
canretire. This conditioning comes from our parents, who survived the depression and
from many financid planners, who have been taught that al debt isto be diminated.
Because different individuals have different wants, needs, and goals, the best approach is
to carefully weigh the advantages and disadvantages of using your capita to retire your
mortgage at or before retirement. While the best gpproach, for some, may be to leave the
mortgage intact and invest the money e sewhere, for others, the advantages of an
unencumbered house are more important than the opportunity for investment gain.

1. Smplidty. For many of uslife gppearsto become more complicated each day.
Aswe grow older, this complexity can become increasingly burdensome.
Eliminating the task of making amonthly mortgage payment has agreat ded of
gpped from asmplicity sandpoint. 'Y ou can reduce the inconvenience of having
to write a check every month by utilizing automatic withdrawa from your
checking account, but even that is more complex than no payment at dl. Whileit
may be possibleto invest funds at a higher rate than the cost of mortgage dett,
many homeowners, particularly the more affluent, don’t want to be bothered.

2. Risk. Without question, dl debt addsrisk to your life. Retiring debt reduces that
risk. In addition, the return you get from paying off your mortgege is usualy 1-
2% higher than you can get from other risk-free investments. Onething to
remember isthat, in most states, having your house free and clear doesn’t
preclude aforced sdle by other creditors. In fact, unsecured creditors may be
more likely to attempt to force the sde of an unencumbered house than one
encumbered by debt, the reason being that the mortgage creditor has a preferred
position in aforced sde and must be paid before unsecured creditors can claim
any of the proceeds from sde of the asst.

Developing a Plan to Pay off your Mortgage

If your god isto have your home free and clear but you still have amortgage, it is
important to decide how you intend to retire the mortgage. Many borrowers look towards
15-year mortgages and equity acceleration programs to provide them with the discipline

to make higher mortgage payments and repay their mortgage early. These programs

often suffer from two mgor flaws.

1. They don't redly provide the added discipline. While itstrue that a contractua
obligation to make the larger mortgage payments will force the conscientious
borrower to make those payments, it isal too easy to acquire secondary financing
with the intent of utilizing it for ashort term. Secondary financing, dong with the
accompanying higher interest rates defeats the purpose of having a short-term or
accelerated mortgage payoff. The borrowers good intentions often fal short
resulting in carrying both the primary and secondary financing into retirement.




2. They follow the borrower into retirement. Too many borrowers go into
retirement with 6-8 years remaining on the short-term mortgage. This hurtsthe
borrower’ s retirement cash flow during the early years of retirement. Since these
are usudly the best years, agood rule to follow isto pay off the mortgage within a
short time of retirement or not &t all.

Mortgage acceleration programs usudly add extrafees for the privilege of paying off the
mortgage early. These fees add unnecessary cogts resulting in ahigher effective interest
rate.

Example: The mortgage banking divison of amgor financid inditution has an

“equity acceleration” program offering its customers the “ opportunity” to convert

their current mortgage to a biweekly program which reduces the repayment term by

sx years. The cogt of this program isa $295 initid charge and an additiona $5.42

per month. The biweekly program represents a technique by which the borrower pays
26 payments per year, each of which is 50% of the required monthly payment under
the origind contract. Thisresultsin an additiona principa payment eech year. You
can make this extra payment on your own without paying these fees which add
gpproximately 0.1% to the effective interest rate.

Y ou can custom design your own equity accderation plan in fifteen minutes with the aid
of afinancid caculator. Y ou smply enter your current mortgage rate, the principa
balance, and the current payment. Then enter the repayment period desired and solve for
the new payment. For example, if you have a $120,000 loan a 7% with 28 years and
three months remaining, your current payment is $831.21 per month. If you want to
repay the loan in 120 months, the new payment is $1393.30. This means that you need to
make an additiond principa payment of $562.09 per month to accomplish your god. If
the additiona $562.09 per month isimpractica, you might compromise by adding a
smaler amount such as $300. The result is aloan baance of $43,360 at the end of 10
years. If thisisyour anticipated retirement date, you will have to continue paying $1131
per month for an additiona 4 years, you can drop back to the minimum payment level of
$831 per month for 66 months, or you can convert $44,360 of other assets to diminae
the debt entirely. Again, the trouble with any method that does’t result in complete
repayment on or before retirement isthat it requires relatively high payments during the
first few years of retirement. This represents a cash flow drain during what should be the
most enjoyable part of retirement. This s the reason that our philosophy is one of
repayment by the retirement date, or shortly theregfter, or not at all.



Y ou Have Choices

If you are approaching retirement with your mortgage till intact, you need not be
darmed. There are no compdlling financia reasons why your mortgage must retire when
you do. Infact, there are severd advantages to continuing to use mortgege credit after
you retire,

1. Liquidity. A cashreservefor liquidity has vaue evenif it earnsless than the cost
of the mortgage debt. The financid flexibility is often congderably more
beneficid than afree and clear house.

Example: Katherine, age 63, aretired army nurse with adequate pension income,
was considering paying off her $120,000 mortgage with part of her $150,000 savings.
Thiswould save her dmaost $200 per month since the principa and interest payments
on her 30-year mortgage were $798 and she was only earning $600 per month on her
svings.  While Katherine was in the process of making the decison, her 90-year old
mother died leaving only afree and clear house. The home was vaued at $210,000;
however, there was a claim for $110,000 against the estate and creditors were seeking
to force sdle of the asset to satisfy their claims. Through her attorney, she contacted
the creditors, who were willing to accept $30,000 in return for an immediate payoff.
In addition to the $30,000 savings, she was able to obtain full vaue on sde of the
home instead of the discounted price she would most likely have received as aresult
of aforced sdle. Had Katherine used the bulk of her savingsto retire her mortgage it
wouldn't have been available to settle her mother’s etate.

Katherin€ s Situation istypica of those who haven't had the benefits of high salaries
during their career but have excellent guaranteed pension benefits. These retirees may
not have had an opportunity to accumulate huge investment accounts but they have
adequate income to service mortgage debt.  While the opportunity in thisexampleis
unusud, the $2,400 annua cost of maintaining the liquidity reserveis smal compared to
the ability to fund emergency expenses and take advantage of opportunities for
exceptiond gain which may periodicaly arise.

2. Qudlity of Lifelssues. Retirees often believe that they must be exceptiondly
prudent in making their financia decisons since they will not be able to earn
additional income to replace funds used for less than sound financid reasons.
While we don’t recommend atotaly cavalier approach to post retirement
financid management, we do view retirement as an opportunity to do some of the
things you' ve aways dreamed about. The early retirement years are particularly
vauablein this regard since the retiree has energy to undertake adventures that
might not be practicd in later years.

Example: Roger and Alice, both 62, had been retired for five years. One of Roger's
fantasies was to own amotor home and travel around the country. The cost of the
motor home he wanted was $80,000. While Roger and Alice had sufficient liquid
assets to pay for the home, these assets were invested in qualified plans and the state



and federd tax costs of liquidation were 36%; therefore, they would haveto sl
$108,000 worth of investment assets to net $80,000 after paying the taxes. They
could aso borrow the $80,000 from Roger’s credit union. The cost of the loan was
9.5%, amortized over 10 years with monthly payments of $1035. Roger was so
motivated to experience his fantasy, he was willing to borrow the funds and worry
about how to pay them back later. His plan was to make the payments by
withdrawing extra money from his retirement account for ayear while he embarked

on an extengve tour of the country. He then planned to resume part-time work at the
end of the year in order to earn at least haf of the payment amount. Roger needed to
consider another ideax A cashtout refinance on his residence to obtain the necessary
funds. Threeyears prior to retirement Roger had taken out a 160,000 |oan, amortized
for 15 years a 7.125% with payments of $1450 per month. His objective wasto
make extra payments and have a free and clear house by his anticipated retirement at
age 65. Unfortunately, aforced early retirement interrupted these plans and hisloan
balance eight years later was $95,600. He had seven years remaining on his mortgage
and would be dmost 70 years old before it would be retired. Roger decided to add
$80,000 to the current mortgage and increase the repayment period to 30 years. The
new interest rate was 7.375% and the monthly paymentswere $1,213. This
accomplished Roger’ s god of $80,000 in cash and dso reduced his monthly
payments by $237 per month.

Thisexampleisinteresting in that Roger accomplished hisgod in amanner thet is

counter to what we might consider to be prudent financid practice. Heraised hisinterest
rate, he increased his loan amount, and he extended the time required to repay to the point
that he would be 92 before owning a free and clear house. The issue here is one of
whether or not Roger iswilling to trade hisgod of afree and clear homein 7 yearsin
order to experience his dream of owning amotor home. If so, this method alows him to
do so without disturbing his current qudity of life. Too often we focus on the wrong
issues in making decisons of thistype. Although Roger didn’'t want to ignore the interest
rate and the repayment period, the more important issues were cash out, monthly cash
flow, and qudity of life.

3. Tax Bendits. Thetax reform act of 1986, |eft mortgage interest deduction intact,
making it the most common tax shelter available to the average taxpayer. Despite
these tax deductions, it makes little sense to hold a mortgage drictly for tax
purposes. A taxpayer in acombined state and federa tax bracket of 33%is
gpending adollar in interest to save 33 centsin taxes unless a srategy is
developed which takes advantage of these tax benefits. One possible strategy isto
invest the funds that could have been spent in retiring the mortgage in a portfolio
of investments expected to produce the bulk of the returnsin the form of capita
gans

Example: Richard and Joan were nearing retirement and were fortunate to have
company funded pension plans that more than provided for their retirement needs. In
addition, they had just inherited $155,000 which they were consdering using to repay
their current mortgage of roughly the same amount. The mortgage had 12 years



remaining at 7.25% with payments of $1,823 per month. Another option was to
refinance that mortgage and take advantage of the lower interest rates available in the
market at that time. They could then invest the proceeds from the inheritance in a
portfolio of growth stocks. The new loan was a 6.875% for 30 years with monthly
payments of $1,018. Over a 10-year holding period, cost of the mortgage payments
would be partidly offset by the interest deduction. 1n a 33% tax bracket, tax savings
would amount to an average of $274 per month, resulting in anet cost of $714 per
month. The loan baance at the end of 10 years would be $132,615. Ignoring taxes,
in order to judtify taking out the mortgage and investing the proceeds in growth
stocks, the portfolio would have to produce a return greater than the cost of the
mortgage. Taking tax consegquences into account, the scenario changes. If the
portfolio earned only 6.875% (much less than the historical average return on a
divergfied growth portfolio), the total sum accumulated at the end of 10 years would
be $307,650 before taxes. The 20% capital gains tax would reduce this by $30,530
leaving net after tax proceeds of $277,120 or $144,505 more than the mortgage
baance. In effect, Richard and Joan invested $714 per month (the after-tax cost of
the mortgage payment) and increased their wedth by $144,505. This equatesto a
9.79% after-tax return, the equivaent of a 14.61% before-tax return.

The exampleilludrates the fact that, even with amuch smaller rate of return than
higtoricdly available for aportfolio of growth stocks, you can utilize the tax- advantaged
datus of mortgage interest to build wedlth. The capital gain accumulates with no current
tax obligation while the mortgage interest is deductible eech year. Thisdlowsusto
accumulate gains on money that would have gone to taxes. At the end of the holding
period, the capital gainistaxed at the preferred rate of 20%. In effect, we have converted
our interest deduction, which saves 33% ordinary income taxes to capita gains, taxed at
20%. If their objective was to build alegacy for future generations, they could avoid the
capitd gain entirely by leaving the portfolio intact and dlowing the harsto teke

advantage of the step up in basis upon their deeth.

4. Cash Fow Issues. Someretirees are not in apostion to utilize the previoudy
described technique because they lack the cash flow to comfortably service the
debt. Dueto the lower interest rates available on mogt fixed income investments
and the low dividend rates offered by many common stock investments it is often
difficult to generate enough cash flow from investments to provide debt service.
That said, there are times in which market opportunities are available to provide
more than enough current income to service the debt. Such opportunities have
recently been avalable viared estate investment trusts (REITS).

Example: Mike and Nancy had grown weary of climbing gairs and caring for the
yard on their 2-story home 0 they decided to sdll it and acquire a patio home. After
paying sales cogts, the net proceeds from the sale were $200,000. The new home they
were buying was $300,000 and they were going to take out a $100,000, 30-year
mortgage at $6.75% with payments of $649. Their reasoning for using the entire
$200,000 as a down payment was that they didn’t want to be obligated to make the



higher mortgage payments required by alarger loan. An dternative Srategy wasto
acquire adiversfied portfolio of REITswith ayidd of 11%. By taking out a
$200,000 loan with payments of $1,297 and investing $100,000 at 11%, they were
able to obtain $917 in average monthly dividend income to make the mortgage
payments. This left them with anet payment of $380 instead of $649 and the
increased dividend gave them congderable added financid flexibility.

The markets occasionaly present us with opportunities to enhance our cash flow by
taking advantage of inefficiencies. The downside in the previous example isthat REIT
dividends are not guaranteed and income from the portfolio is subject to variation. Using
adiversfied portfolio and analyzing each company to sdect thosein which dividends
gppeared to be likely to increase rather than decrease can mitigate thisrisk. Tax laws
mandate thet, in order to avoid corporate tax, REITs must distribute at least 90% of their
net income to shareholders; therefore, a decrease in dividendsis unlikely unless
accompanied by adeclinein earnings. Statigtica studies show us we should receive a
dight increase in the yidd from this portfolio each year.  Inthis example REITs were the
preferred investment vehicle. Other options for high-current yieds vary with the
marketplace.

All techniques invalving investing the proceeds of a mortgage involverisk. Before these
techniques are utilized, it is best to consder a wordt-case scenario and devel op a strategy
for dedling with the consequences.

The examples described in this article are but afew of the opportunities that might arise
from using capitd for purposes other than retiring amortgage. Undoubtedly, some may
consder that the risks of these opportunities outweigh the potentia benefits. That
decison is purely a matter of persond choice and there is little room to argue with
investors who choose not to take those risks; however, the decision is sometimes more
psychologica than logica. Before making the decison to tie up capitd in your home,
the best approach isto carefully consder the dternativesin light of your risk tolerance
and financid objectives. Thiswill dlow you to make fully informed choices.
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Our mission isto help you make informed real estate decisions. These may range from
simple decisions involving refinancing or purchasing a home to complex investment
decisions such as constructing a real estate investment portfolio.

For a copy of our monthly newsletter also written by Phil Storms please contact us by
phone or email to be added to our mailing list. Keep an eye on our website at
www.WestmontCompanies.com for frequent financial tips, market commentary, FAQ's
and dates and times for other seminars or speaking appearances.

Of course, if you have any questions about the issues raised in this publication or any
general real estate questions feel free to call us at 720/449-0200.
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