A lot of people have been saying a lot of things about prepaying your mortgage, including Suzy Orman. This is probably not good advice for most people, particularly those who are NOT making maximum contributions to their 401k program. Let’s examine the reasons why.

· Paying off the mortgage is accepting a rate of return of whatever the mortgage rate is probably 5.5 to 6% right now. Most pension funds such as Calpers typically assume a rate of return of around 8% or slightly higher. While stock market returns the past few years have been rather poor, the long-term averages are good. The Vanguard S&P 500 index fund has a 10 year return of 11.24%, and the Vanguard Total Bond Market index has a 10 year return of 6.99%. A simple 60/40 mix of these two funds would have returned just over 9.7%(note that this is not a simple linear average). The typical expected appreciation for a house is 1-2% above inflation. The last few years have been rather unusual for home appreciation. 

· Choosing to fund your 401k instead of prepaying your mortgage lets you take advantage of dollar cost averaging by investing a modest amount each month. This is a very simple yet powerful investment tool that enhances returns over time by buying more shares at lower prices with a given amount of money. 

· A mortgage has tax advantages, as well as being a GREAT inflation hedge. The house is also an inflation hedge. Inflation has been increasing for a while and will likely continue to increase slowly. Interest rates are also likely to rise. The homeowner who chooses to prepay the mortgage in this environment is making his banker very happy when he prepays. An opposing case can be made for prepaying the mortgage when interest rates are falling and it is NOT economical to refinance. For example, if inflation is 2% and your income merely keeps pace with inflation your income will go up approximately 22% in 10 years. If your payment was initially 25% of your income, it will now be approximately 20.5% of your income. 

· When you took out your mortgage you chose a term that you wanted to repay the loan, and the interest rate for the longer-term loans are typically higher than shorter-term loans. By prepaying, you effectively forfeit this interest rate premium to your lender. For example, if 30-year loans are 6%, while 15-year loans are 5.5%, if you prepay your 30-year loan in 15 years, you have effectively given your lender an extra 0.5% per year. 

· Putting money into the 401k instead of the house will lower your tax bill NOW. The other benefit is the potential that by reducing current taxable income you may qualify you for various tax breaks that a higher income would disqualify you from, such as child tax credits, or limitations on itemized deductions to name a few. 

· You will likely be in a lower tax bracket when you retire, so you could gain on a relative tax rate basis on the 401k. For example, you may currently be in the 25 or 28% tax bracket, but when you retire you may be in the 15 or 25% tax bracket. 
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