PREPAY MY MORTGAGE?

THE SIMPLIFIED VERSION
(This is a simplified version compared to the more complicated one called   Should I Prepay My Mortgage And/Or Buy A Prepayment Program?
)
Should I prepay my mortgage?  
Yes, if you have no better alternative for your money.  (Just be sure that you have an equity line of credit, where you can borrow if you miscalculate the extra money you thought you had available to pay down the mortgage.
)

The effects of prepaying a 30 year (360 month) mortgage, ignoring tax effects:
This will be referred to in the following discussion, so you may prefer to wait to read this.

	Mortgage Balance
	Normal Payment
	Extra $ Prepaid
	Months To Pay Off
	Total Paid
	Accumulated

If invested instead by same payoff date, 8%
	Mortgage balance at that time if no early payoff

	200,000
	1,265.14
	0
	360
	455,090
	
	

	200,000
	1,265.14
	500
	176.3
	310,939
	
	

	200,000
	1,265.14
	$1,000
	120.5
	272,828
	
	

	
	
	
	
	
	
	

	500,000
	3,160.34
	
	360
	1,137,722
	
	

	500,000
	3,160.34
	500
	249.3
	
	279,705
	263,125

	500,000
	3,160.34
	1000
	194.9
	
	361,052
	344,352

	
	
	
	
	
	
	

	
	
	
	
	
	
	


Note in the cases of prepaying the mortgages you will save “interest”, since interest is the charge for the use of money over time – you use less of it for less time, you save interest.  So you save by paying an extra $1,000 a month on the $200,000 mortgage the sum of $182,262 ($455,090 minus $272,828), but not for nothing and not out of magic.  It is just compound interest working.
And besides that the $182,262 is not a legitimate total.  See The Time Value of Money, Compound Interest on the Site.

Note that if I, on the $500,000 mortgage, invested the extra $1000 per month into an investment earning 8% pre-tax equivalent (an IRA at 5% would earn more than this), I would have $361,052 in the investment.  Yes, I would still owe on the mortgage at the time an amount of $344,352, but I could pay that off any time with the investment if I was in a jam or I could use part of the investment to make my payment.  In this case, having a mortgage is not the burden it is often made out to be.
In terms of investing or paying debt
There are only two strategies that give you a benefit:

1. Interest difference:  Paying off something charging interest with something charging less interest (or using money from an account earning less interest, such as a certificate of deposit or a checking account).  Withdraw money from a 5% CD to pay off a 6.5% mortgage earlier (as long as you have another device for emergency liquidity, such as an equity line with additional borrowing power).

2. Time difference:  Paying off something earlier than you would have otherwise.

OVERALL COMMENTS
In finances, interest earned or paid will “compound” (i.e. you’ll incur interest on prior interest or save interest being compounded on prior payments), so it is a “falsehood” to add each year’s numbers of interest to each other as it is an untrue total.
  

Some computer models will have so many items (things that can vary, or “variables”) that they obscure the simple principles and the simple calculations; this is the case in the “prepayment” software sold by exaggerating benefits.  Because everything is so obscure, people have no clarity and can therefore be easily misled by inaccurate statements.

The only advantage of some of these programs is that they may provide a discipline that may cause one to do what is right sooner (i.e. prepay earlier than if one had no discipline on one’s own).  The program must, however, adjust properly for taxes on the income and on the interest earned or incurred, or it will produce result that are not valid.  

It is true that one might go ahead and take a risk of running out of money at the end of the month if one prepays too much, but that is worth it if you can simply borrow the difference on an equity line (so you don’t starve) and then pay it off as quickly as possible (since its interest rate is higher).  

It is also true that if one does not know how to do a calculation (or won’t do it), then a program that calculates what to do next may be appropriate.   The general order, assuming you invest for the long term and earn 8%, would be (your tax accountant can calculate after tax returns and costs):
1. Pay down, or pay extra, on (non-deductible) credit card with interest of 12%
 or more.

2. IRA, 401K or other pension type plan.

3. Pay down credit card with interest of less than 12% (approximately).

4. Pay down an equity line with interest more than about 8.5%.

5. Invest in long term investments

6. Pre-pay some of your mortgage

A key point here is “be careful” about the “prepaying your mortgage” programs as the promised benefits may not be accurately portrayed.  There is no “wow” factor, there is only “compound interest, after tax, that is working for you or against you”.  Also, be careful about implementing the “prepay your mortgage” program on your own, especially if you do not have an equity line of credit with sufficient remaining extra borrowing capacity and/or if you have other opportunities available that would be more beneficial (investments, higher interest credit cards).  
Seek professional counsel that is independent of the product you are buying.     
� At � HYPERLINK "http://www.thelifemanagementalliance.com" ��www.thelifemanagementalliance.com�, Financial/Material, Financial Planning, Home.


� You make an extra payment on your mortgage and your balance owed goes down, but your payments don’t decline at all nor can you stop paying without penalties in most mortgages.  (In other words, it would be nice to make those extra payments and if you come up short in any month or months you could just not make the normal monthly payment since you had “extra credits” from the past extra payments.  


� � HYPERLINK "http://www.thelifemanagementalliance.com" ��www.thelifemanagementalliance.com� , Financial/Material, Investing 


� See � HYPERLINK "http://www.thelifemanagementalliance.com" ��www.thelifemanagementalliance.com� , Financial/Material, Investing, The Time Value of Money, Compound Interest. 


� The “breakeven” point is arguable, and includes such factors as using money in tax deductible accounts and “forced” savings – too complex for the discussion here.  10% could be argued also.
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