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Pre-Paying Principal On A 
Waterfront Home

Waterfront Real Estate

Chances are you

don’t own the waterfront

home you are living in.

While owning a home is the

American dream, most peo-

ple really never do.  When

they move or die, it’s the

bank that usually owns most

or at least part of the prop-

erty because of the outstand-

ing mortgage that still

remains.

However, you can own

the entire house free and

clear - and sooner than you

think - if you make it a habit

to prepay principal. Prepay-

ment is nothing more than

mailing in extra principal

along with one or more of

your mortgage payments

each year.  You not only pay

off your loan sooner, but you

also save a fortune in inter-

est.

For example, on a 30-year

loan of $200,000 written at

6.5 percent, the monthly

principal and interest pay-

ment is $1,264.14.  The total

amount of interest paid on

that loan if held full term is

an astounding $255,086.02.

This means that the

$200,000 loan is actually

costing $455,086.03, but

send in just an extra $15

each month with your regu-

lar payment and you’ll save

$10,679 in interest and end

the loan a year sooner.  Send

in an extra $100 per month -

probably what you spend on

Starbucks coffee each morn-

ing during that period - and

you save $55,945 in interest

and end the loan 5 years and

7 months early.

Most people know that

each monthly payment is

composed of interest and

principal.  In the loan’s early

years, the payment is com-

prised mostly of interest.

Halfway through the loan’s

term, it’s about 50 percent

interest and 50 percent prin-

cipal.  The last payment is 99

percent principal.

Loan payments are set up

this way so that the lender

can make as much interest,

also known as profit, as

quickly as possible.  Even if

you refinance or sell your

home a few years after pur-

chasing, the lender still has

collected a lot of interest. As

a loan nears the end of its

term, lenders often mail out

a letter saying that the home-

owner can end his mortgage

by sending in the remaining

principal.  You end up own-

ing the home free and clear a

few months sooner, but at

this point you’ve paid most

of the interest on the loan.

There’s really no benefit to

you.  In fact, it’s better to

keep the loan going and have

someone pay your taxes and

insurance via the escrow ac-

count.

When you send in extra

principal in the early years of

the loan, it is applied to the

back end or final payment.

As the lender receives the

extra money, the final loan

payment advances forward,

which is how the loan ends

sooner.  The more extra prin-

cipal you send, the more

quickly the loan ends and the

more interest you save. You

can prepay by sending extra

principal monthly or in one

lump sum annually.  How-

ever, the earlier in the year

that you prepay, the faster

the loan’s term is reduced.

Many use their tax refunds to

prepay principal.  Even

sending in as little as $1 a

day can save about $20,000

in interest on a $100,000 30-

year loan.  (It should be

noted that you can’t really

send in $1 a day. Lenders

want the extra funds in-

cluded with each mortgage

payment.)

Think of prepayment as

a forced savings plan where

the return is your mortgage

interest rate.  In addition,

you are building equity in

your home faster.  Mortgage

coupons usually have a place

for designating how much

extra principal is being sent.

If the coupon doesn’t have a

space, then include a note

stating that this is what the

extra money is for.  This is so

that the lender doesn’t think

you are just sending money
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in earlier to apply to the next

month’s payment or to go into

your escrow account.  Another

option is to write a separate

check for the prepayment

amount and label it as such so

that there is no confusion.

Some experts say that

rather than prepay, you should

refinance your loan and take a

shorter term; for example, go

from a 30 to a 20-year mort-

gage. However, rates have

been on the rise, meaning that

you will probably have to pay

a higher rate of interest than

you have now.  Even when the

rate is lower than what you are

currently paying, there are

closing costs to refinance.

Your monthly payment also

will be bigger even if rates are

lower, because the term is

shorter.  In addition, you are

locking yourself into making

that larger payment each

month. However, if you keep

your existing loan and just

prepay, you can skip sending

in extra principal whenever

you are short on funds, with

no penalty.  You then can

make it up later when your

cash flow is better. But, while

prepaying sounds like the

greatest way to own your

home sooner and save interest,

speak with your financial

planner before doing this.

If you have other debt,

such as credit cards, which

carry a higher interest rate

than your mortgage, you

should pay this off before pre-

paying principal.  In addition,

some financial planners sug-

gest funding a 401K or Roth

IRA first as well as checking

out other investments.  When

you prepay your mortgage,

you are using money that

could earn a greater rate of re-

turn elsewhere. Another draw-

back is that you will lose your

mortgage interest write-off

sooner, and some argue (if you

are in the 30 percent tax

bracket) that you are still pay-

ing 70 cents of each dollar to

save only 30 cents in taxes.

While financial planners

can give a multitude of rea-

sons why it may be wiser to

use this extra money for an-

other form of investing rather

than prepaying principal,

there’s one other factor to con-

sider:  peace of mind. De-

pending on how much you

prepay, you can actually own

your waterfront home free and

clear much earlier than ex-

pected.  Once the mortgage is

gone, your only housing ex-

penses will be property taxes,

utilities and insurance. You

then can take the money you

would have sent to your

lender for the remaining five,

eight or however many years

and use it for vacations, eating

out or buying a new boat.

Should you need a new dock,

siding or some other unex-

pected maintenance item, and

you are short on funds, you

can always tap the equity in

your home, or better yet, save

some of the money that would

have gone toward the mort-

gage and put it into an emer-

gency fund.

One option some lenders

give instead of prepaying is to

convert a current mortgage

into a bi-weekly.  The loan

term remains the same, but

half of your current monthly

mortgage payment is automat-

ically deducted from a speci-

fied savings or checking

account every two weeks.

This results in a 13th payment

being made annually.  A 30-

year loan will be shortened by

about 8 years.  Equity is built

more quickly and you save

tens of thousands in interest.

This is a great plan – espe-

cially for the bank.

These conversions usually

have a one-time set-up fee

from $300 to $500.  Then

there’s a monthly fee of $3 or

more, all for something that

you can do yourself just by

sending in extra principal with

your payment.  You are better

off taking the set-up charges

and fees and using them to

prepay additional principal.

These bi-weekly conversions

only make sense for people

who can’t remember to send

in extra principal or don’t

have the discipline to do so.
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