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# Understanding the Hidden Risks of Low-Interest and High-Residual Loans
#### By Mary Nebotakis, Managing Director, Natloans, B. Eco, Dip. Financial Services

As we move into 2025, low-interest rates and high-residual loans are being promoted more than ever.
While these offers might seem like a dream come true, they can often lead to significant financial
pitfalls, particularly the risk of negative equity. Let's take a closer look at what this means and how you
can protect yourself.

## What is Negative Equity?

Negative equity occurs when the value of an asset, such as a car or property, drops below the
outstanding balance of the loan used to finance it. This situation is particularly common with vehicles,
which depreciate quickly after purchase. For example, if you owe $30,000 on your car loan but the car’'s
market value is only $25,000, you have $5,000 in negative equity.

## Why Are Low-Interest and High-Residual Loans Risky?

These types of loans are structured to offer lower monthly payments, which can be appealing to many
borrowers. However, the trade-off is that they slow down equity accumulation, leaving you vulnerable if
the asset depreciates faster than anticipated. This is especially problematic for rapidly depreciating
assets, like vehicles, where negative equity can develop quickly.

### The Real Costs of Negative Equity

1. Limited Financial Flexibility: If you decide to sell or trade in your asset before the loan is paid off, you
may need to pay the difference out of pocket.



2. Challenges with Refinancing: Loans with high loan-to-value (LTV) ratios can make refinancing
difficult or result in less favourable terms.

3. Insurance Gaps: If your asset is damaged or totalled, insurance may not cover the remaining loan
balance, leaving you with debt but no asset.

### How to Avoid Falling Into the Negative Equity Trap
1. Choose Shorter Loan Terms

While longer terms lower your monthly payments, they increase the risk of negative equity by slowing
down equity build-up. A shorter term reduces this risk and helps you build equity faster.

2. Make a Larger Down Payment

Putting more money down upfront reduces the principal amount of the loan, which helps build equity
from the start and mitigates depreciation risks.

3. Focus on Asset Quality

Investing in assets with strong resale values can minimise depreciation-related risks. Do your research
and opt for options that maintain their worth over time.

4. Be Cautious of Residual Balloon Payments

High residual amounts can leave you owing a large sum at the end of the loan term, which may be
challenging to pay off or refinance.

## Why Transparency Matters

Understanding the long-term implications of your financial decisions is essential to making smart
choices. At Natloans, we believe in transparency and equipping our clients with the knowledge they
need to make informed decisions. By identifying potential pitfalls like negative equity, we aim to help
you achieve financial stability and peace of mind.

## Plan for Success in 2025

Low-interest and high-residual loans may seem like a quick fix, but understanding their potential
drawbacks is crucial. By taking steps to avoid negative equity, you can protect your financial future and
ensure that you're making the most of your investments.

For more tips and expert advice on smarter finance solutions, visit our blog regularly or get in touch with
one of our specialists.
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