
DEBT MANAGEMENT

Tackle Your Debt Before

Retirement
You should aim to leave the workforce with as little debt as possible.

Otherwise, money that could be spent enjoying your golden years

could end up going to repaying loans.

The debt just crept up on Kathy Lee, 59, and her husband over time. The couple

made some home improvements thinking it would boost Lee's in-home day care

business. Then there were the costs of an international adoption that never

happened. In all, the Lees racked up about $72,000 in credit card debt and a car

loan on top of their $582,000-plus mortgage. "We had so much debt," says Lee, a

social worker for seniors in Northern California. "It's so hard to get out of it."

Then one day Lee heard personal finance guru Dave Ramsey on the radio extolling

the value of getting and staying out of debt. She became a regular program

listener and began reading personal finance blogs. After attending a local Ramsey

seminar, the Lees sold possessions they no longer needed and worked part-time

jobs for extra cash. They also stopped using credit cards. In more than a year, they

paid off roughly $44,000 in consumer debt.

The 2008 financial crisis ended their progress abruptly. Lee's husband, who

worked in commercial construction, struggled to find employment. Meanwhile,



parents who had lost their jobs withdrew their kids from Lee's day care. She was

forced to close the business and find other work. Eventually, the couple filed for

bankruptcy.

Today, about a decade after declaring bankruptcy, the couple lives debt-free, and

they remain committed to the fundamentals they learned while paying down

debt. "Now we have more peace of mind," Lee says. "We don't have to worry

about debt collectors."

Adults today are nearing and entering retirement with more debt than previous

generations. Americans ages 50 to 59 had $3.39 trillion in debt in 2021's first

quarter, twice as much as 20 years ago after adjusting for inflation, according to

data from the New York Fed Consumer Credit Panel and Equifax. For people 60

and older, it was $3.58 trillion, more than three times as high after inflation

compared to first quarter 2001.

Much of that is mortgage debt. The number of adults carrying a mortgage in

retirement has doubled in the last 20 years, says Caezilia Loibl, a professor of

consumer sciences at Ohio State University in Columbus. Mortgage debt in

retirement is tied to increased food insecurity and trouble paying for medications.

"Being able to borrow against the equity in your home can be important later in

life," she says, because it "eases other financial burdens for an older couple."

"Debt is kind of evil when you go into retirement," says Mike Riffel, private wealth

manager at Lucco Financial Partners in Highland, Ill. "You are stuck with a
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guaranteed payment you have to make when the focus in retirement should be to

minimize your expenses. That is something that will haunt you until it's repaid."

And the strategies for taming that debt don't get any easier late in life.

How Much Debt Is Too Much?
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You'll need to decide if your debt is manageable -- preferably before you retire.

One gauge is your debt-to-income ratio, which measures how much of your

monthly gross income goes to debt payments, says Jonathan Howard, a financial

planner at SeaCure Advisors in Lexington, Ky. To calculate, divide your monthly

debt payments by your monthly pre-tax income -- retirees should include pensions

and Social Security benefits. The lower this number the better, though a ratio

under 15% is healthy, Howard says. Banks frequently use this ratio to determine

creditworthiness and often won't consider borrowers with a ratio over 43%.
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The debt-to-income ratio is also used in another gauge, the 28/36 rule. With this

ratio, no more than 28% of your monthly gross income should be spent on

housing, including rent or a mortgage, insurance and taxes, says Jay Guyer, a

senior financial planner at Janney Montgomery Scott in Philadelphia. Your total

debt-to-income ratio shouldn't exceed 36%.

You should also estimate your total expenses in retirement and practice living on

that amount while you are still working, recommends Mike Sullivan, director of

education at Take Charge America, a nonprofit credit counseling agency in

Phoenix. If you struggle to do this while carrying debt, you'll need to develop a

repayment plan. Having one in place before you turn 55 gives you time to make

adjustments, including paying off more debt or even delaying retirement. "You will

earn more at the job you have now than the job you will be forced to take if you

realize later you don't have enough to live on," he says.

Lower Your Interest Rates
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You'll pay off debt faster by lowering the interest. If you own your home,

refinancing the mortgage can reduce the interest rate and the monthly payment.

The savings can be used to pay off higher-rate debt like credit cards. Don't

refinance your home unless you can lower the interest rate by at least

three-quarters of a percent, Riffel says. Also, avoid lengthening the term of your

loan, says Paul Humphrey, founder of Humphrey Financial in Forest Lake, Minn.

Lenders used to charge more for originating mortgages with an unusual term, like

22 years instead of 30, but now they are more open to it, he says. If you have a

nonstandard number of years left on a mortgage, ask your bank to refinance it for

that period. "I hate to see a 50-year-old take out a 30-year mortgage," he says.

If that's not possible, pay more than the required monthly amount to eliminate

the mortgage sooner. (Just make sure the lender won't penalize you for prepaying

the mortgage.) Although this strategy can leave you with less cash to repay other

debt, the total cost of your mortgage is reduced in the long run.

Homeowners who are at least 62 years old may be eligible for a reverse mortgage,

which eliminates the monthly mortgage payments while freeing up a large portion

of the home's equity as cash to pay off other debt. In exchange, you or your estate

repays the principal plus accrued interest when you move out or die.

A reverse mortgage isn't recommended for everyone. Although you remain the

owner and retain the title to your home, repayment is triggered if you stop living

there for 12 months, no matter the reason. "If you could guarantee that you will

stay in that home for 20 years and then die in your sleep, that would be ideal, but
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that is also unlikely," says Todd Christensen, education manager at Money Fit, a

nonprofit credit counseling agency in Bohemia, N.Y.

Double-digit annual percentage rates on high credit card debt can demolish

retirement savings. Transferring the balance to a new card with a low or zero

introductory interest rate reduces the cost of the debt. "If you are not able to pay

it off rapidly, at least you can find a more competitive rate," says Bruce McClary,

senior vice president of communications at the National Foundation for Credit

Counseling in Washington, D.C.

This tactic comes with a few caveats. Some card issuers charge a balance transfer

fee, usually about 3% to 5% of the amount transferred. Also, that 0% APR typically

expires after a set number of months, and there could be an annual card fee.

Before transferring a balance, check these fees and look for a card without them.

Transferring an existing balance to a new card won't help you if you continue to

use the old one, so either cancel or stop using it.

These options aren't always possible. Lenders can still reject your application for

new credit because of a poor credit score or high debt-to-income ratio.
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Use the Avalanche Method to Repay Debt
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Taming debt doesn't always involve refinancing, and despite their names, these

next two strategies won't leave you out in the cold. Under the "snowball" method,

you attack your smallest debt first, regardless of interest rate, while paying the

minimums on all other balances. Once the smallest debt is paid off, put the extra

cash toward repaying the next smallest debt. Lee, who used the snowball method

to pay off her debt, says it "gives you a sense of winning, that you are making

progress."

The "avalanche" method resembles the snowball strategy except that you target

the debt with the highest interest rate first, regardless of the amount owed. In the

long run, though, using the snowball strategy to pay off all your debt will cost you

more and take longer, Christensen says. He recommends that if you need the

quick win from the snowball method, start with that strategy and then switch to

the avalanche method after eliminating one or two balances.

If you have medical debt, experts say you should never pay those bills using a

credit card. Instead, contact the provider and discuss repayment options. Most

medical providers are open to working out a repayment plan, often with little or

no interest. "A lot of people may hesitate to do this because they are afraid their



request will be rejected or will accelerate sending them to a debt collector, but

this actually improves your chances of avoiding that," McClary says.

Seek Out Credit Counseling
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If you can't make any headway repaying the debt, get professional help from a

nonprofit credit counseling agency. Counselors charge a startup fee, usually about

$20 to $40, and then a monthly fee, ranging from $20 to $30, for a debt

management plan; by law, the charges are capped in all 50 states. Budgeting plans

are free.

Once you sign on to a debt management plan, the agency works with your lenders

to waive fees and lower interest rates on unsecured debt, such as credit cards and

medical bills, with the goal of repayment in two to five years. Creditors are often

willing to negotiate with a credit counselor because these plans usually require

that you repay the principal.
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Look for a nonprofit credit counseling agency affiliated with the National

Foundation for Credit Counseling. It requires counselors to meet 18 quality

standards, such as accreditation by a third party and debt management plans that

are only provided to clients who can repay the money in 60 months. Be wary of

for-profit credit counseling agencies, which don't come with NFCC's seal of

approval. For-profit counselors often have an incentive to sell the agency's

products and services instead of working in the client's best interest.

Credit counseling agencies are not debt settlement companies, which negotiate

with your creditors to accept less than what you owe on unsecured debt. Typically,

borrowers are told to stop repaying their loans to strengthen the debt settlement

firm's bargaining power, but this destroys the consumer's credit score with no

guarantee that your debt will be resolved. Linda Jacob, director of education at

the nonprofit credit counseling agency Consumer Credit of Des Moines, had a

client who paid a debt settlement company more than $2,000 to settle a debt for

$367.

Bankruptcy should be a last resort because creditors may be able to seize assets,

such as real estate or tax refunds, to settle what you owe. Besides badly damaging

your credit, a bankruptcy stays on your credit report for up to a decade.
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Be Inspired
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No debt repayment plan is complete without considering what caused the debt.

Financing strategies are "just a debt shuffle," Christensen says. "I'm rarely a fan of

debt shuffles because they don't address the problem, just the symptoms."

Once you create a budget, find like-minded people with similar goals to help you

stay on track, says Lee, who now helps others become financially independent

with her Baby Boomer Super Saver blog. Her advice: Look for positive and uplifting

examples of people who have paid off their debt. Those examples, she says, can

inspire you to reform your own financial habits and may even spark ideas for ways

to become debt-free.
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