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Paying Cash or Financing a Purchase:
Understanding “Opportunity Cost”
We get questions like this all the time, “Should I pay off my mortgage?”
“Should I finance a car or pay cash?” “Don’t I save money by not paying
interest?” The answer is “it depends.” There is more to this financial decision
than just the interest you pay versus the interest you avoid by paying cash.
The reality is that whether you pay cash or take out a loan for any purchase,
there is always going to be a cost. In other words, you either pay interest (for
having a loan or mortgage) or you forego earning interest because your cash
was removed from either a savings or investment account. This is called
“opportunity cost” and you can’t avoid it. This also applies to any extra or prepayments (including bi-weekly mortgage payments) you make toward paying
off any type of loan early.
Here’s an example. When you take out a loan (e.g., a car loan or a
mortgage), most people only look at the amount of interest they will pay.
That’s how people usually determine the actual cost of the loan. For
example, a 5-year car loan of $30,000 with a 5 percent interest rate will have
incurred a total of $3,968 in interest (total payments were $33,968 of which
$3,968 was interest). Therefore, one might conclude that paying off the loan
early (before 5 years) would save them interest, or that paying cash for the
car up front would save all the interest.
Continued on Pg. 2
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But if you pay $30,000 in cash for the car, that is $30,000 you no longer have to put into your
savings accounts where it will earn interest at no risk to principal. It is also $30,000 you will not
have to invest if an appropriate opportunity presents itself to you – hence you are paying
“opportunity cost’. It is the cost of losing the potential of earning money from the investment.
There are other types of opportunity costs. If you pay off your mortgage early (by extra or prepayments, including bi-weekly mortgage payments) you save interest, but you lose what may be
an important tax deduction as well as the possibility of growth on the money you use to pay off the
mortgage.

Pay over time
Or

Pay Cash?

Don’t get me wrong, we are not saying
don’t pay off a mortgage or loan. We
are simply saying that you need to
factor opportunity cost into your
financial decisions and understand
how it impacts you. The fact is,
opportunity cost does matter. It’s real
money that can be earned or real
money that can be lost.

That’s why when clients ask us if they
should make extra payments toward
their mortgage or loan or pay it off entirely, I always respond by saying, “It depends.” It depends on
a lot of factors, not just how much interest will be paid out to the lender. Remember, everyones
situation is different and there is no “one size fits all” solution. Therefore we follow up “It depends”,
with “If you look at it purely from a financial and tax perspective, then we have to see what interest
rate you are currently paying on the loan and compare it to the earnings rate you can get by saving
or investing the money instead.” This is examining the opportunity cost.
However, we also must address your emotional comfort level too. Some people just don’t like any
debt at all, regardless of the financial or tax benefits provided. Having no debt helps them sleep
better at night knowing they do not owe anything and do not have outgoing cash flow payments
they must make every month. It’s peace of mind for them. Therefore, looking at the situation
holistically (not just financially), there is not necessarily a single right or wrong answer applicable
to everyone.
We can help you work out the best way to proceed based on your personal situation and comfort
level. Call us, we will work with you to figure it out.

For Business Owners:
Addressing Business “What Ifs”

Most business owners know their business is their biggest financial asset; they just don’t treat
it like it is. They are too busy working in their business to work on their business.

They need to ask:
• What are their retirement goals? What will it take to reach them?
• What is their business worth today in cash?
• Do they have a personal financial plan to make sure their family is secure if the unexpected
happens?
The What Ifs: The most important questions of all.
•
•
•
•
•
•
•
•

What if I die?
What if I get sick?
What if I get an unexpected oﬀer to sell before I’m ready?
What if I haven’t thought about the tax issues?
What if a key employee wants to leave?
What if I want to be a more passive manager but not sell?
What if my partner dies?
What if I have to close down my business?

Every business has risks. Planning helps manage them. At Mappa Wealth Management our
years of experience tell us most business owners have NOT covered the “What Ifs”. Let us
help you with the “What Ifs” of owning a business. If you know a business owner who might
need our help, please let us know if we can be of service.

This month we have a book we think is perfect for this time of the
year. We hope you enjoy it as much as we did.

Saladish: A Crunchier Grainier, Herbier, Hardier, Tastier
Way With Vegetables
By Ilene Rosen with Donna Gelb
It’s summer, too hot to cook so this book is perfect. Practical and easy (make it
ahead and leave it in the fridge!) with combos like toothsome, fluﬀy, hefty,
crunchy and crisp) alongside menu suggestions for real life. We love it because
you can make dinner and stay cool.
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