The Mortgage Snowball Strategy:
Pay Your Mortgage Off In 5-7 Years

In a previous post, | mentioned that | had recently become debt-free outside of the
mortgages on my primary residence and investment condo. In that blog post, |
announced an outrageous goal of paying off the mortgage on my primary residence
in 7.5 years. | gave you the Cliff Notes version there of the strategy | devised to
accomplish this big, hairy, and audacious goal. In this post, | want to expand upon
the thinking and get more granular on the strategy. My hope is that by the end of
this post you will realize that this strategy is easy and anyone can follow
it...even though most won’t. Only those truly hot in pursuit of financial
independence will have the discipline and willpower to follow through on this
strategy.

To the Victor go the spoils. - Virgil

First, | would like to point out that this is a plan that involves absolutely no
austerity to your current lifestyle. | got the idea from a retirement savings
strategy referred to as the “save more tomorrow plan.” The premise is that you
start with the minimum contribution to your 401K that your company matches,
which is typically in the 3-6% range. The goal is to increase your contribution as a
percentage of your income in order to max out your 401K (max as of 2015

is $18,000). However, the objective is never to feel any pain during this increase
process. So you only increase your contributions every time you get a raise.
Because you never spend that increase, you never get used to having it, so you
effortlessly eventually max out your 401K. Thus the “no pain” comment.

Although we are talking mortgage snowballs here, | need to state that | have a
different philosophy on maxing out your 401K. In my opinion, it's imperative that
you max it out as soon as possible, and ideally, during your first year in the
workplace. If you think about it, you’'re typically just getting out of college and are
making more money than you ever have in your life. Even if you maxed out $18,000
on a $50,000 per year salary, | would wager that you're likely still making multiples
of what you made while you were going to school. Play poor a little longer and get
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that 401K working for you. You'll never get back the power of those first years if you
don’t. Perhaps I'm a bit biased since this is the path | chose when | first entered the
workforce, but it’'s worked for me so far. | have been maxing out my 401K since day
one.

Nonetheless, | do like the underlying philosophy of the strategy and its application
to paying down debt and particularly a mortgage. So let’s dive in and get under the
hood of this strategy...

If you have ever heard of “Snowball Momentum” then you will immediately
understand why | chose the name | did. The basic concept is that if you start with a
small snowball and roll it down a hill, you will gradually get a snowball that
increases in both size and speed. As | lay out the fundamentals of this strategy,
you'll see the exponential “snowball” power come to life.

The Fundamentals

Let’'s define the fundamentals of this strategy. If you can stick to the framework |
have developed, it will make it much easier to adhere to and will increase your
probability of success.

(1) Buy a house that is less than you can afford. Most people get pre-
approved for a loan during the house buying process. During that process, they
find out the maximum loan they can obtain in purchasing a home, and then
most people go out and buy as much house as they can right up to that
maximum amount of money the bank says they can borrow. In my case, my
wife and | were pre-approved for a loan of up to $750K. But we had no intention
of buying a house that would require a loan that large. My rule of thumb is to
borrow around 2X your annual gross pay (at most 3X).

(2) Increase your after-tax income every year. ldeally, you will increase
your after-tax income by about 2.9% of your starting mortgage every year.
So in my case, with a mortgage of $350K, that calculates to about $10,000 per
year. Over seven years that is an additional $280K (2.9% x $350K x 28 =
$280K). In the table below you will see that by year seven you are earning an
additional $70,000 per year based on this example.

Note: Numbers are rounded for illustration purposes. The income is after-tax because you



can only spend what you take home after Uncle Sam has taken his cut.

Yearl 10,000
Year 2 20,000
Year3 30,000
Year 4 40,000
Year5s 50,000
Year o o0,000
Year7 70,000
Cummulative 280,000

(3) Practice the “Pay More Tomorrow” strategy. Like in the “Save More
Tomorrow” plan, we only pay more to the mortgage in the form of additional
principal payments when we get raises. Every time you get a raise, divide that
after-tax amount by 12 and increase your mortgage’s payment to principal by
that amount. So again, based on my real life example, in year one | would take
the $10,000 increase in income (2.9% of our initial mortgage balance) and
divide it by 12, resulting in $833 per month paid to the principal of our
mortgage. Increase your income more than 2.9% of your initial mortgage? Do
what you want with anything above that $10,000 per year increase. Or you
could be more aggressive and pay the mortgage down even further, thus
getting it paid off even faster.

That's it. Those are the only three underlying fundamentals to make this strategy
work. Let’'s take a look at the details over the next seven years based on my own
real life example...

What paying my mortgage off in 7
years looks like
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Mortgage Snowball Strategy

In the above chart, you can visually witness the true snowball momentum or
exponential effect of this strategy. Also, | will point out that the equity curve is
based on the current market value of $383K per Zillow. We purchased the house for
$370K and have an outstanding loan of $350K.

Below is the detailed data table with all the relevant data points by month, with
each year representing a yearly milestone.
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Remember from my previous post, that it was going to cost us $230K in interest
over the life of the loan if held for the full 30-year term, assuming no rise in interest
rates. But we have a 5/5 ARM that is impacted by increasing rates. A good point to
make is that if our rate was to go up the maximum 5% stated in the loan
agreement, as fast as allowed by the terms of the loan, this plan looks even

better: by paying it off in seven years instead of the 30, we save an additional
$215K in interest savings. Nice!

All savings calculations were done very conservatively, by assuming no rise in
interest rates. So with this very conservative example, we will only end up paying
$62K in interest. YES! That is a $170K savings based on the conservative base case
I’'m sharing here.

The awesome part is that we will be mortgage-free before we are 35 years old. This
is when many of our peers are either just buying their first house or are still in the
first decade of their 30-year loan. More and more of our generation are living with
their parents longer, thus delaying the home buying process even longer.

This plan is very easy to do. But it's also very easy not to do. Imagine the options
being mortgage-free gives you if you have just a little discipline and intentional
action.

Let me be honest. My real goal is to pay it off in five years, but that is my
stretch goal and it may be a bit aggressive (although still worth trying).

Here are the numbers that made me realize that there is no reason why this wasn’t
feasible. Over the next seven years, this strategy will only account for about 22.3%
of the cumulative gross income we will earn (see table below). The numbers don’t
lie. How can I not do this? 22.3% is not that much in the grand scheme of things.
And look, over five years it’s still only 32.6% of cumulative gross income. Some
people pay up to 50% of their gross income just to amortize their regular mortgage
over 30 years.
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Meortgage Amount 5 350,931

% of 5 ¥r Income 32.6%
% of 7 ¥r Income 22.3%
Household Income | 5 185,000 |
Expected Annual Increase | 510,000 |
5 Years of Income 51,075,000
Avg Income 5215,000
7 Years of Income 51,575,000
Avg Income 5225,000

So what do you think? Are you ready to put a plan in place to pay your mortgage off
early? Can you imagine what life would be like with no mortgage? Let me know
what you think in the comment section below.

- Gen Y Finance Guy
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Gen Y Finance Guy

Hey, I’'m Dom - the man behind the cartoon. You'll notice that | sign off as "Gen Y
Finance Guy" on all my posts, due to the fact that | write this blog anonymously (at
least for now). | like to think of myself as the Chief Freedom Officer here of my little
corner of the internet. In the real world, I'm a 30-something former C-Suite
executive turned entrepreneur turned capital allocator. | am trying to humanize
finance by sharing my own journey to Financial Freedom. | believe in

total honesty and transparency. That is why before | ever started blogging, |
decided that | would share all of my own financial stats. | do this not to brag, but
instead to inspire motivate, and also to hold myself accountable. My goal is to be a
beacon of hope, motivation, and inspiration for you, the reader, by living life by
example and sharing it all here on the blog. My sincere hope is that you will be able
to learn from me - both from my successes and my failures! Read More
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