CHAPTER 7   CONSUMER LOANS AND CREDIT MANAGEMENT

SOLUTIONS TO END OF CHAPTER APPLICATION PROBLEMS
Page 229 in the Textbook
1. Payment Ratios.

Payment Ratio = Debt payments / Monthly income



= $300 / $1,200  =  25%

This is too high.  The maximum recommended by financial planners is 10 to 20 %.

2. Opportunity Costs.

You should use the savings to pay off the card.  It would save you about 10% or a little less than $300 in interest in one year.  The 15% interest is not tax deductible, but the 5% interest income is taxable.  Withdrawing the $3,000 would reduce your liquidity, but if you deposit the monthly payments, in less than four years the money will be replaced.

3. Payments Necessary to Achieve Debt Reduction Goals.   (Using Exhibit 7-7)

a. $48.49

b. $118.95

c. $228.08

d. $368.04

4. Payments for Loans.  

a. 6% / 12 = .0050   PVIFA36,  .005  = 1 – (1 / (1+.005))36 / .005 = 32.880

    Payment = $10,000 / 32.880 = $304.14

b. 6.5% / 12 = .005417   PVIFA48,  .005417  = 1 – (1 / (1+.005417))48 / .005417 = 42.1636

    Payment = $10,000 / 42.1636 = $237.17

c. 7% / 12 = .005833   PVIFA60,  .005833  = 1 – (1 / (1+.005833))60 / .005833 = 50.5057

    Payment = $10,000 / 50.5057 = $198.00

d. 7.5% / 12 = .00625   PVIFA72,  .00625  = 1 – (1 / (1+.00625))72 / .00625 = 57.840

    Payment = $10,000 / 57.840 = $172.89

5. Finance Charges.  

$1,000 @ 10% / 2 years
a. Simple interest, single payment $1,000  x  10% = $100
annual interest / average loan balance = $100 / $1,000 = 10%

b. Simple interest monthly payments    10% / 12 = .00833   PVIFA24,  .0083  = 1 – (1 / (1+.0083))24 / .0083 = 21.6687

    Payment = $1,000 / 21.6687 = $46.16
average monthly balance = $786.01
APR = Total annual finance charge / Average loan balance over the year.

=78.6 / 786.01 = .099 or 10%

c. Add-on installment loan
Payment = Amount of loan + (Amount of loan  x  Nominal rate  x  number of years) / number of payments
= $1,000 + ( $1,000  x  .10  x  2) / 24
= $50

APR approximation for add-on loan = total annual finance charges / Original loan amount  x  0.5

= $100 / ($1,000  x 0.5)
= .2 or 20%
6. Finance Charge.

$3,000 for 3 years.
a. 8%, Simple interest, single payment
annual interest / average loan balance = $240 / $3,000 = 8%

Total interest = Principle  x  interest  x  number of years  $3,000  x  .08  x  3 = $720
b. 8%, Simple interest installment loan   8% / 12 = .006667   PVIFA36,  .0067  = 1 – (1 / (1+.0067))36 / .0067 = 31.9034
Payment = $3,000 / 31.9034 = $94.03
Total interest = payment  x  number of payments – Principle
$94.03  x 36 - $3,000


= $385.08

APR = Total annual finance charge / Average loan balance over the year.


=206.63 / 2583.00 = .080 or 8%

c. 6% Add-on, using N-Ratio method, Box 7-3
APR = (12 x ((95 x 36)+9) x ($3,000 x .06 x 3)) / ((12 x 36) (36+1)  x  ((4 x $3,000) + ($3,000 x .06 x 3))

= (12  x  $3,429  x  540) /  (432 x 37 x $12,540) = 22,219,920 / 200,439,360 = .1109 = 11.09%
Total interest = Principle  x  interest  x  number of years  $3,000  x  .06  x  3 = $540

d. 7% Discount  APR = ($3,000  x  .07) / ($3,000 – ($3,000  x  .07  x  3))

= $210 / ($3,000 - $630)
= $210 / $2370
= 8.86%
Total interest = Principle  x  interest  x  number of years  $3,000  x  .07  x  3 = $630

7. Decision Factors in Loan Choice.

Unsubsidized Student Loan Now 6%, Variable


- Accrues interest from date of award


- Repayment deferred until six months after graduation


- Helps student liquidity while in college


- Tax deductible interest starting with loan repayment


- Possibility of rising rates in the future?


- Owed by student

Home Equity Loan, Fixed at 7%

· Payments start now

· Tax deductible interest starting now

· Possibility of falling rates in the future?

· Reduces parents current liquidity
· Increases parents debt ratio

· Owed by parents

8. Loan Payoff for Simple Interest Loan
$13,000 @ 6% 48 months, simple
6% / 12 = .0050   PVIFA48,  .005  = 1 – (1 / (1+.005))48 / .005 = 42.5803
Payment = $13,000 / 42.5803 = $305.31

Remaining balance after 24 payments = $6,888.45
(See accompanying spreadsheet)
9. APR and Loan Payoff for Add-on Loans

$13,000 @ 6% 48 months, add-on

a. Total interest = Principle  x  Rate  x  Time = $13,000  x  .06  x  4 = $3,120
   Monthly payment =  (Principle + Interest)  /  Number of payments 

    =  ($13,000+ $3,120) / 48 = $335.83
b.  APR = (12 x ((95 x 48)+9) x ($13,000 x .06 x 3)) / ((12 x 48) (48+1)  x  ((4 x $13,000) + ($13,000 x .06 x 3))
= (12  x  4,569  x  3120) /  (576  x  49  x  55,120
= 171,063,336 / 1,555,706,880 = .1100 = 11.00%

c. Loan payoff using rule of 78’s

Sum of digits for 48 payments = (N/2)  x  (N+1) = (48/2)  x  (48+1) = 24  x  49 =  1176

Sum of digits for 24 payments = (N/2)  x  (N+1) = (24/2)  x  (24+1) = 12  x  25 =  300

Proportion of finance charges avoided = Sum of remaining digits / Sum of all digits

= 300 / 1176 = .2551 or 25.51%

Finance charges avoided = Original finance charge  x  Proportion of finance charges avoided
= $3,120  x  .2551 = $795.91
Loan payoff = (Number of payments left  x  Payment amount) - Finance charges avoided

= (24  x  335.83) - $795.91 = $7,264.01
d. Loan payoffs are so different because add-ons have higher APR than simple interest and more interest is allocated to the earlier payments by the rule of 78’s.
10. Consumer Credit Rights.
a. Unlawful. You have the right to be treated fairly and civilly.
b. Lawful.  There is no credit history.  There is no way to judge your ability and willingness to pay.  A small loan at a higher rate successfully paid off may be necessary.

c. Lawful.  However, You have the right to fair and accurate reporting by the credit bureau.  You should immediately inform the credit bureau of the error.  Creditors are responsible for the accuracy of information they provide.
d. Lawful.  Probably was a “teaser“ rate, but not actually available without perfect credit.
11. Improving Creditworthiness.
- Obtain a credit card with a low limit. Use it for a few small items and make payments on time.  Paying off the balance each month would save finance charge.
- Perhaps a phone in her name, and / or other utilities if she is renting, making sure all payments are on time.
- A consumer loan on something like a car with great care to make timely payments.  Perhaps her parents would cosign if necessary.

- Discuss the importance of a monthly budget and keeping track of expenses.

12. Home Equity Loan Amounts.

Home value = $120,000  90%Loan-to-value ratio

$120,000  x  .9 = $108,000 
 Less Mortgage = $80,000  
Maximum Loan=$28,000
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