
Putting the Mortgage to Bed – Year 2
of 7 [UPDATE]

It has been 13 months since devising our plan to pay our mortgage off in 7 years or
less. I won’t rehash the entire post again, but let me give you a brief synopsis of
how and why this goal came to be:

We purchased our house for $370K in 2014 with an original loan of $355,000.
As you would expect, one day I was doing some intermediate term planning,
and in doing so was trying to estimate how much income we would earn over
the next 5-7 years.

At the time I expected our annual income for 2015 to be around $185,000
based on what I knew at the time. And I assumed that we would be able
to increase our income by $10,000/year (which with hindsight was very
conservative, we ended 2015 with a total gross income of $254,359)

Based on the assumptions our 5 and 7 year gross income projections
were the following:

5 Year: $1,075,0001.
7 Year: $1,575,0002.

Then all of a sudden it just clicked for me. The remaining balance we owed on our
mortgage was 33% and 22% or our 5 year and 7 year income projections,
respectively. The next thought that popped into my head was “it would be
irresponsible of us not to pay the mortgage off far earlier than the 30 year
term.”

I know this goes against conventional wisdom. Many would ask “why pay off cheap
debt when you can just invest the difference and make much higher returns?” In
theory and to the finance nerd that lives deep inside my being, I typically would
agree with this statement.

But the problem arises when theory and reality collide. The first reality is that
most people love to say this but rarely do people follow through with investing
the difference that they could’ve put towards paying off the mortgage early.
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Secondly the return from paying your mortgage down early is guaranteed, the
stock market or other investments are not.

Thirdly, most of those financial gurus recommend a bond allocation in your
portfolio, and a paid off mortgage can represent a bond substitute. And lastly,
you have to question the source of the advice to never pay your mortgage off
early (what do they have to gain/lose if you do/don’t?).

I am not suggesting that the people don’t have your best interest at heart when
they’re steering you against paying off the mortgage. But think about it from
their perspective. A financial adviser can’t collect a management fee on the
funds you pre-pay to the mortgage. Likewise the banks misses out on interest
on all of those pre-payments as well (that is their profit). 

How many people do you know that have a free and clear house before they’re 35?
Can you imagine the change in lifestyle this could afford you?

Being the rational person that Mrs. GYFG is, she was immediately on board once I
presented the facts (i.e the numbers), well and I also did a little colorful painting
about the options it would afford us being without a mortgage. Actually, she has
really grown really fond of the strategy after watching our balance being
aggressively paid down.

The linchpin of the strategy is based on a no austerity foundation. We wanted to
accomplish this goal but suffer no loss to our current lifestyle. Yep, we’re
determined to have our cake and eat it too.

The early payoff would be entirely financed through increases in our annual income.
Remember that $10,000/year increase assumption from above? Each year we would
use this to pay down the mortgage, and never get used to seeing that money.
However, if increases were/are larger than $10,000/year we get to decide if we
want to put it towards the mortgage, investments, or lifestyle inflation (yep, I said a
naughty phrase).

https://genyfinanceguy.com/2016/04/18/paid-off-mortgage-equivalent-perpetuity-bond-dividend-paying-stock/


We are currently 13 months into this strategy (@ 3/5/16) and are currently paying
an additional $1,600/month in principal (it was $800/month extra in 2015). This
means we are currently amortizing our loan at a clip of $2,100/month.

Since putting the original income assumptions together we have experienced rapid
growth that has far exceeded our income projections. We are now projecting our 5
year and 7 year income at the following:

5 Year Income = $1,471,794 (37% increase from previous projection)

7 Year Income = $2,200,511 (40% increase from previous projection)

This now puts the original value of our mortgage at 24% and 16% of our total 5 year
and 7 year income, respectively. We could not be happier with how well things have
worked out and there has definitely been absolutely no austerity.

Is It Time To Speed Things Up?
With things taking a quantum leap on the income side of the equation, our stretch
goal of 5 years now seems very doable. The question I have been mulling over
these past couple of months is what route do we take to speed things up. Do we flat
out increase additional mortgage payment and leave the current loan in place (5/5
AMR @ 3.625%). Or do we refinance into a new ARM? Rates have come down since
we closed on our current loan back in September of 2014.

Once I get an idea in my head, I become obsessive, and begin the research and
necessary number crunching.
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We currently have almost 20% equity in the property based on comparable sales in
the area. When we first took the loan out we had 5.5% equity, part of the growth is
from appreciation, but another part is from the additional payments and regular
amortization.

Before we get into the possible loan refinance options that are under consideration
(actually our minds are already made up on what we will pursue, it’s just a matter of
timing), let’s me first provide a few opinions/beliefs that I have (that could be
totally wrong, only time will tell):

Interest Rates Will Stay Low: The fed may have raised rates by a token 251.
basis points in December, but the probability of another increase this year or
anytime in the next couple of years is very unlikely. With the rest of the world
now experimenting with negative interest rates and the bull market getting
long in the tooth, the fed will be hard pressed to not take rates back to zero,
and there is a high likelihood of the US going negative. Although, I think the US
will be the last county to do so.
Our Mortgage is a Substitute for a Bond allocation: You can choose to2.
lock your money up in bonds at historically low rates, where a bubble may or
may not be preparing to burst, or you can skip the bond allocation and treat
your mortgage as your bond allocation. The 30 year treasury yield as I write
this is around 2.6%, I would rather pay down my 3.625% mortgage early and
earn a full 100 basis points higher.
No plans to keep a 30 year mortgage to maturity: It is very obvious from3.
this post that we have no intention to keep our 30 year mortgage until
maturity. Yes, with an ARM comes the potential risk of interest rates going up.
But as you will see in the analysis below, we will have long paid off our
mortgage before that comes a reality as long as everything goes as planned.
On the flip side, even in the worst case scenario where interest rates rise and
our interest rate increases by the lifetime cap as quickly as the loan contract
allows, it is still a very small % relative to our income.
ARM Mortgages should not be used for affordability purposes: We have4.
not and will not use an ARM mortgage in order to afford our home. This is
where people get in trouble. Instead we strategically choose to use ARMS for
the lowest possible interest rate in order to maximize our ability to amortize
the loan rapidly to pay the mortgage off. The key to using an ARM is to by a
house that is far less than you can afford.
It’s best to ignore convention and instead be contrarian: I truly5.



believe that if you follow conventional wisdom and heard mentality the best
you can hope to achieve is average results. I am skeptical of any advice that
comes out of the mouth of someone that has the potential to make money
from you following that advice. I am not saying they don’t “think” they have
your best interest at heart, but they also have bills to pay. If you’re willing to
live your life like most won’t for a few years, then you will be able to live the
rest of your life like most can’t. You don’t get extraordinary results by doing
what most people do.
Theory rarely translates into reality: Everything in theory sounds great6.
until you get kicked in the nuts…yeah, that one wasn’t in the text book was it?
In theory you should take on as much cheap debt as possible and invest it at
higher rates. That is a no brainer right? Leverage is a double edged sword. It
can help you build wealth much more quickly during market expansions, but it
also multiplies losses when the market contracts. What happens when reality
hits and you can no longer service your debts and you have to file for
bankruptcy? That is what you call a sucker punch from the theory camp. I am
not against the use of leverage, just the abusive and irresponsible use of it.
The market return from stocks and real estate will be virtually zero7.
over next 5-7 years: I believe that the financial markets are mean reverting
and we have had an incredible run since the 2009 lows in the depth of the
financial crisis. From the low in 2009 to the high in 2015, the S&P 500
compounded at about 21% before dividends (back of napkin math). The
average bull market lasts 7 years and the longest on record was 10 years. At
some point we will go into recession if we are not already in one as I type this.
During a recession the market falls 20-40% based on history. I think we are
going to witness a period in time where market returns are much closer to 0%
then they are to 10% over the next 5-7 years.
If I am wrong I still win: Even if I am wrong about the market and interest8.
rates I still win. At the end of the day my mortgage will be free an clear. Let’s
say the market returns 8% per year instead of 0% or worse. I will have only
earned 3.635% (interest rate on my mortgage). But I also still have money in
stocks, real estate, P2P lending, etc. In addition to the additional principal we
are still investing/saving thousands every month. If the economy remains
strong, it is likely the company I work for will do very well, which in turn will
mean I do very well since a large part of my compensation is dependent on the
bottom line performance of the company.

I could go on, but I will stop there. Let’s move into the different refinance options we



have to help us speed up the elimination of our mortgage from 7 years to 5 years.
We explored the following 3 ARM options with our credit union: 5/5 ARM, 3/5 ARM,
and the 3/1 ARM.

All three of the loan options assume an 80% LTV (loan to value), come
with zero discount points, and zero origination fees. The only thing we would be
responsible to pay for would be appraisal, title, and escrow. And actually since my
wife is in the industry we don’t have to pay anything for escrow. Total fees would be
about $850.

In addition to the refinance we’re also looking to bring an additional $27,896 in to
pay the mortgage down to $300,000. The reality is that we have way too much cash
sitting idly in the bank and are not interested in putting it to work in the financial
markets right now.

If you look at the 5/5 ARM option you can see that the new rate we could refinance
into is about 63 basis points lower than our current rate and would save us about
$340/month or $4,086/year. This would provide a cash on cash return of 14.6%
during the first 5 years of the fixed rate period. You can see that in the worst case
scenario where interest rates rise and our loan increases by the max 2% per reset
period, has a lifetime cap increase of 5% (max interest rate of 8%), which means
our payment could go from $1,265 to $1,948.  However, this would only effect us if
we held the mortgage for longer than 5 years, and even in the worst case scenario
$1,948 is less than 10% of our gross monthly income as of today.

In all cases, we would use the monthly savings to throw right back at the
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principal.

Let’s skip the 3/5 ARM as we won’t be pursuing this option and I don’t want to
rehash what I wrote above for the 5/5 ARM. You can look at the table and see the
differences.

Chosen Path: 3/1 ARM @ 2.258% and Cash-in of $27,896

Recently I wrote about another refinance we are pursuing with our investment
condo. Like that refinance we are looking to bring cash into this deal. The cash on
cash returns are even better with this deal at 19.7% for the 3/1 ARM @ 2.258%.

So, am I really missing out on market returns? This is a return worthy of the
Oracle of Omaha himself (watch out Warren Buffet, there is a new kid on the block).

By refinancing into the 3/1 ARM loan, bringing in the $27,896 to pay down the
mortgage during refinance, applying the savings from the refinance towards the
principal, and staying the course with our existing plan to pay off the mortgage.
This now puts us on track to murder the mortgage in 5 years.

Our previous target date was January 31, 2022. The new target date is January 31,
2020.

Note: I wrote this post several months ago. And have since finished the refinance at
2.25%. The refinance required us to bring in a bit less cash in order to close (ended
up with a new loan amount of $305,000). So, although it has now been 16 months
since putting the plan together, we are actually at the 28 month milestone based on
the additional cash we brought in to increase our equity position to qualify for the
best loan terms and avoid any costs associated with the origination of the loan. Our
cash on cash return actually increased to 23% due bringing in $5,000 less and the
slight decrease in the final interest rate. We have since put additional payments on
hold while we dilute our net worth concentration here.

What would you do? Do you plan to pay off your mortgage early or keep it until
maturity? What arguments would you make for against this strategy? Do you think I
am completely nuts? Partially nuts?

– Gen Y Finance Guy

https://genyfinanceguy.com/2016/02/29/cash-refinance-16-5-cash-cash-return/
https://genyfinanceguy.com/2016/02/29/cash-refinance-16-5-cash-cash-return/


Is it time for you to consider a refinance? 

Gen Y Finance Guy

Hey, I’m Dom - the man behind the cartoon. You’ll notice that I sign off as "Gen Y
Finance Guy" on all my posts, due to the fact that I write this blog anonymously (at
least for now). I 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. I am trying to humanize
finance by sharing my own journey to Financial Freedom. I believe in
total honesty and transparency. That is why before I ever started blogging, I
decided that I would share all of my own financial stats. I 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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