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[image: image3.emf]AFI Training Toolkit for 
Money Smart Module #9: Loan to Own 

The AFI Resource Center has developed this series of training toolkits to supplement the FDIC’s Money Smart curriculum.  The kit provides additional lessons on key asset building topics, and they are designed for use with participants in Individual Development Account (IDA) programs.  The tools in this toolkit supplement FDIC’s Money Smart Module #9: Loan to Own, which presents information on consumer installment loans. This Money Smart module was designed to help participants to better understand the different kinds of consumer installment loans and determine the right consumer installment loan for their needs. The AFI toolkit before you includes: 

· An overview of how Money Smart Module #9 is organized.  

· AFI Training Tools for teaching Money Smart Module #9 to various Target Audiences (e.g., people without formal banking relationships, people with existing banking relationships, young people). 

To get the most benefit from this Toolkit: 

· Order a complimentary copy of the FDIC Money Smart Curriculum and become familiar with its contents.  

· Review the key terms and definitions used in the AFI Training Toolkits.  
· Access the Training Techniques and Terminology used in the AFI Training Tools. 
Note: All materials should be attributed to the AFI Resource Center.

Overview of Money Smart Module #9: Loan to Own 
Objectives 

The Loan to Own module will provide participants with information about consumer installment loans including car loans and home equity loans.

At the end of the module, participants will be able to:

· Identify various types of installment loans.

· Explain why installment loans cost less than rent-to-own services.

· Identify the factors lenders use to make loan decisions.

· Identify the questions to ask when purchasing a car.

· Describe the advantages and disadvantages of borrowing against a home.

The total facilitation time is 90 minutes, depending on how many questions participants may have or how long participants take to complete the exercises. 
Step-by-Step Overview of the Module

The module begins by providing an overview of the module objectives. At this time, participants also complete the “Before-the-Training” column of the “What Do You Know?” form in the participant guide.  

The module continues with installment loan basics:  that installment loans are loans repaid in equal monthly payments (installment) for a specific period of time. (The AFI supplement is designed to enhance this section of the module by showing the difference between installment loan repayment and revolving credit repayment.) Participants are then asked to share examples of what they know about installment loans.  This is followed by a review of common lending terms.
Participants are then asked to apply these terms to situations described by the facilitator.

The next section discusses a specific type of secured installment loan: car loans.  This includes a discussion of car loans versus rent-to-own; decisions to make regarding purchasing or leasing a car (e.g., securing a car loan for a used or new car; car loans versus car leases; where to obtain a car loan; loans offered by car dealers and cautionary tips). 

The module then covers another type of secured loan, home equity loans—what they are and their advantages and disadvantages.  

The next section covers unsecured installment loans, also called personal or signature loans, with a brief discussion on their advantages and disadvantages as well as tips when considering this type of loan.

The session concludes with an overview of the three “Cs” used by lenders to determine whether a loan applicant will be approved for a loan and the cost of the loan.  These include:

· Capacity – an evaluation of an individual’s present and future ability to meet payment obligations.

· Capital – an evaluation of an individual’s savings and other assets that can be used as collateral for a loan.

· Character – an evaluation of how an individual has paid bills and debts in the past.
· Collateral – property or assets offered to secure a loan.
Participants are then asked to complete the “After-the-Training” column of the “What Do You Know?” form found at the end of the participant’s guide and the evaluation also found at the end of the Participant Guide.

AFI Training Tools for

Money Smart Module #9: Loan to Own 
The following training tools may be used for different Target Audiences of IDA participants, including people without formal banking relationships, people with existing banking relationships, young people, and new Americans (immigrants, refugees, and asylees). 

· 9.1 Key Terms – Provides definitions of key terms used in this module.

· 9.2 Installment Loans vs. Revolving Credit – Provides participants with an exercise that compares installment loan and revolving credit repayments.  Using a presentation followed by a pair exercise and a group facilitated discussion, this training tool is intended to supplement the Money Smart module material on this topic.  Target audiences: people without formal banking relationships, people with existing banking relationships, young people, and new Americans.
· 9.3 Financial Terminology Bingo – Provides participants with a fun way to learn or reinforce financial terminology in teams in two participants. This training tool uses a game followed by discussions to reinforce understanding of the various terms used in the module.   Target audiences: people without formal banking relationships, people with existing banking relationships, young people, and new Americans.
· 9.4 Whether to Consolidate Debt – Provides participants with a case study to determine whether to consolidate debt as well as a pro/con list to debt consolidation.  This is presented through presentation, small group case study, and large group facilitation and is intended to supplement the Money Smart segment on types of loans. Target audiences: people without formal banking relationships, people with existing banking relationships, young people, and new Americans.
Feel free to adapt these materials for your IDA participants.  The AFI Resource Center welcomes feedback on the content or quality of these supplemental materials and exercises.  
AFI Training Tools for
Money Smart Module #9:  Loan to Own 

Trainer Tips
The curriculum includes action words, which are suggestions for trainers to follow in going through steps in each lesson.  This is what they mean.

Ask: These are to pose to participants in order to generate thinking and discussion.  These are the foundation for facilitated discussions.

Explain: These are statements to clarify and define topics.  They usually come after participant discussions or before an activity that involves participants applying knowledge.

Summarize: Trainers usually (but not always) will want to provide participants with a recap of what the group just discussed—in particular, summarizing and highlighting what participants said so they feel like they are part of the learning process.  If the group did not provide sufficient input on a topic, trainers can use the examples to further illustrate key points.

In some cases, an Example is provided to explain a particularly challenging topic.

9.1 Key Terms

The following terms are used throughout this toolkit and the Money Smart Module #9.  This list is provided as reference.

· Annual percentage rate (APR) -- The APR is a measure of the cost of a loan expressed as a yearly percentage rate, such as 10 percent or 11 percent.  The APR reflects the cost of interest and other charges.   When comparing loans, potential borrowers should use the APRs instead of interest rates 

· Capacity – Capacity is one of the four “Cs” used by lenders to determine whether an individual should be approved for a loan.  Capacity is an evaluation of an individual’s present and future ability to meet payment obligations.

· Capital – Capital is one of the four “Cs” used by lenders to determine whether an individual should be approved for a loan.  Capital is an evaluation of an individual’s savings and other assets that can be used as collateral for a loan.

· Character – Character is one of the four “Cs” used by lenders to determine whether an individual should be approved for a loan.  Character is an evaluation of how an individual has paid bills and debts in the past.

· Collateral – Collateral is one of the four “Cs” used by lenders to determine whether an individual should be approved for a loan.  Collateral refers to the asset promised to the lender should a loan not be paid back as agreed.

· Finance charge -- The finance charge is the dollar amount the loan will cost.  The finance charge includes interest, service charges, and loan fees.

· Fixed rate loan -- A fixed-rate loan has an interest rate and payment amount that stays the same throughout the term of the loan.  Most installment loans are fixed rate loans.

· Secured loan – A loan where the borrower offers collateral for the loan.

· Unsecured loan – The opposite of a secured loan, an unsecured loan is where the lender does not require collateral.

· Variable rate loan – The opposite of a fixed rate loan, a variable rate loan has an interest rate that might change during the term of the loan as per the loan agreement or contract.

 9.2 Installment Loans vs. Revolving Credit

Purpose:  To provide participants with examples so they can describe the difference between an installment loan and a revolving credit repayment in terms of costs and other features.
Objectives:

By the end of this session, participants will be able to:

· Define amortization
· Recognize an amortization schedule
· Explain the difference in costs between installment loan repayment through an amortization schedule and revolving credit repayment

Time Needed: 20 minutes

Materials Needed: Handouts: Installment Loan Amortization Schedule (Handout #1), Revolving Credit Repayment Spreadsheet (Handout #2), and Which Loan Cost More? (Handout #3); chart paper or erasable board; markers

Process:  Presentation (Part I); Pair Exercise (Part II); Facilitated Discussion (Part III)
Part I:  Presentation

Explain:

· There are two kinds of loan repayment processes that people generally experience:  the repayment of an installment loan and the repayment of debt created by revolving credit.
· Both types involve payment of interest on the money you borrow.
· The pros and cons of each kind of loan can be more clearly understood if you learn how each works in terms of repayment.

· Installment loans are calculated so that the monthly payment is the same over time.  These loans come with an amortization schedule.  

· Write this on an erasable board or easel pad as you explain it:

· Amortization is a repayment method that allows the principal and interest to be paid off in regular installments during the term of the loan.
· Repayment of revolving credit is a little harder to understand.  Credit card repayments are the most common source of debt created by revolving credit.  The amount owed monthly changes depending on these factors: the amount of the loan outstanding, whether additional fees such as over the limit fees or late fees have been applied, and the computation method used by the credit card company.
· With revolving credit, the amount of interest you owe is based upon the unpaid balance.  Each month, interest is figured out based on the unpaid balance.  The interest amount that is derived from this calculation is then added to the unpaid balance, which is called compound interest.  
· The best way to see the difference between these two kinds of repayment is by looking at examples.
Part II: Pair Exercise

Provide the following instructions:

· Put participants in pairs.

· Provide each person with the following handouts:  Installment Loan Amortization Schedule, Revolving Credit Repayment Spreadsheet, and Which Loan Cost More?

· Answer the questions on the handout Which Loan Cost More?
· You will have 10 minutes to complete this exercise.

Part III:  Large Group Facilitated Discussion

Provide the following instructions:

· After 10 minutes, review the answers to the questions.  Before providing the answers, invite participant teams to share their answers.

· Be sure to talk about making extra payments to principal in both loan examples and how this impacts the cost of the loan and the time it would take to pay back either loan.

· Provide time for other questions.

Ana opens a credit card. She pays an Annual Percentage Rate of 24%.  This means that interest will compound at 2% monthly.  Ana charges $1,000 on her card to get a new appliance.  Each month she is charged 2% interest on the balance and has to pay 5% of the amount owed.  See Revolving Credit Repayment Spreadsheet to answer questions 1 to 3 on the handout Which Loan Cost More?
Ana finds out from a friend that an installment loan may have been a less costly approach.  See Installment Loan Amortization Schedule handout to answer questions 4 to 6 regarding the installment loan for $1,000 at 24%.

9.3 Financial Terminology Bingo

Purpose:  To reinforce key financial terminology

Objectives:

By the end of this session, participants will be able to:

· Define key financial terminology

Time Needed: 15 minutes

Materials Needed: “Money” Bingo cards, “Money” Bingo Question Slips, Markers for Bingo Cards, Small Prizes for Winners, Chart paper or erasable board; markers

Process:  Game (Part I); Facilitated Discussion (Part II) 

Part I: Game

Set up the game:

· Print out the “Money” Bingo Cards.  There are four different cards.  You can make additional variations by mixing up the order of the words on the cards.

· Distribute markers (coins, bingo markers, small slips of paper, beans) for participants to use to place over bingo cards when they get the right answers.

· Print out the “Money” Bingo Questions, fold them in half, and put them in a hat or box.

· Pair up the participants so that everyone is in a team of two.

Explain the instructions:

· We are going to play Bingo.

· You will hear definitions of terms.

· If your Bingo card has the term that matches the definition, put a marker on it.

· When you have five in a row, in a column, or diagonally, call out “Money.”

· Work with your partner to identify the right terms.

Note:  When a team calls “Money,” check their answers by checking their words with those that have been called.  You may ask them to provide summary definitions, too.

Note:  To simulate a Bingo game, you may want to have some small prizes to the winning teams.  Ideas for prizes include:  calculators, money diaries, financial planner, financial management books.  Often partners can provide or help provide prizes.

Part II: Facilitated Discussion

Lead a discussion with participants about any questions they may have about the terms.  Solicit questions they may have about other lending terms, too.

“Money” Bingo Questions
Print out the following list of questions and cut them into slips of paper.  Fold the slips in half and put them in a hat or a box.  Draw one slip at a time and read the question ONLY.  Do NOT read the answer.  
Once someone calls BINGO or MONEY, have them read their words.  Check them against those called.  

You may want to continue playing to see if you can get another person or two with BINGO/MONEY to ensure reinforcement of some of the other terms.

1. What is a record of your bill and debt paying history? This record tells lenders who you are, how much debt you have, whether you have made payments on time, and whether there is negative information about you in public records.)


ANSWER: Credit report
2. What is the dominant method lenders use to assess whether you qualify for credit and then determine how much the credit will cost you? 

ANSWER: FICO scores 
3. What is a claim against property or assets filed by the taxing authority for unpaid taxes? It remains on your credit report for 7 years. 

ANSWER: Tax lien
4. What is a loan that has an interest rate and payment amount that stays the same throughout the term of the loan? 

ANSWER: Fixed rate loan 
5. What is a loan that has an interest rate that might change during the term of the loan, as spelled out in the loan agreement or contract?  

ANSWER: Variable rate loan 
6. What is the cost of a loan expressed as a yearly percentage rate that reflects the cost of interest AND other charges? 

ANSWER: Annual percentage rate 
7. What is the dollar amount the loan will cost including interest, service charges, and loan fees? 


ANSWER: Finance charge
8. What is a loan where the borrower offers collateral for the loan? 

ANSWER: Secured loan
9. What is a loan where the lender does not require collateral?  

ANSWER: Unsecured loan
10. What is an evaluation of an individual’s present and future ability to meet payment obligations? 

ANSWER: Capacity 

11. What is an evaluation of an individual’s savings and other assets that can be used as collateral for a loan?

ANSWER: Capital
12.  What is an evaluation of how an individual has paid bills and debts in the past? 

ANSWER: Character
13. What is the asset promised to the lender should a loan not be paid back as agreed? 

ANSWER: Collateral
14. What is the fee charged for the use of borrowed money?  

ANSWER: Interest 
15. What is the amount borrowed? 

ANSWER: Principal
16. What is a loan made against the equity of your home that could result in loss of your home if the loan is not paid?  

ANSWER: Home equity loan
17. What is a business that rents things like furniture and appliances on a weekly or monthly business? 

ANSWER: Rent to own
18. What is a fee that some auto dealer finance companies might charge to obtain a loan?  ANSWER: Participation fee
19. What is a loan repaid in equal monthly payments for a specific period of time?  

ANSWER: Installment loan
20. What is a fee assessed on some installment loans like car loans for paying off a loan before the end of the term?  

ANSWER: Prepayment penalty
21. What are long term rental agreements where the dealer retains title throughout the term of the agreement?  

ANSWER: Automobile lease
22. What type of loan allows a borrower to continue to borrow up to a limit as long as minimum payments are made monthly?  

ANSWER: Revolving credit
23. What is a repayment method that allows the principal and interest to be paid off in regular installments during the term of the loan?  

ANSWER: Amortization
24. What is the short-term loan made against the title to a car?  This loan is usually a high cost loan.

ANSWER: Title loan
9.4 Whether to Consolidate Debt

Purpose:  To provide participants with the pros and cons of debt consolidation loans and a tool to evaluate whether debt consolidation is financially beneficial.

Objectives:
By the end of this session, participants will be able to:

· Define debt consolidation
· Explain the pros and cons of debt consolidation
· Calculate whether debt consolidation is financially beneficial
Time Needed: 20-30 minutes

Materials Needed: Debt Consolidation (Handout); chart paper or erasable board; markers; calculators

Process:  Facilitated Discussion (Part I); Presentation (Part II); Case Study (Part III)
Part I: Facilitated Discussion 

· Ask:  Can anyone define debt consolidation loan?
· Write participant responses on an erasable board or chart paper.  After a few people make suggestions, provide the following answer:

· A loan that is used to pay off other debts.  The result is one debt payment rather than multiple debt payments on a monthly basis.

· Ask:  What do you think are some of the pros and cons to debt consolidation loans?

· Write participant responses on a white board or chart paper.  After a few people make suggestions, provide the following answers in addition to participants’ responses:

	Pros
	Cons

	One payment instead of lots of payments, which may be easier to manage.

Generally, a reduction in interest rates, especially if done through a home equity loan.  If you have poor credit, however, you’re likely to pay a fairly high rate.  The rate will be even higher is the loan is unsecured.

Lower monthly payments.

Only one creditor to deal with.

Tax deduction on interest if debt consolidation is based on home equity (a second mortgage).
	Easy to get further in debt (70% of Americans end up with the same or higher debt within 2 years of taking the debt consolidation loan)—once people have a lighter load on a monthly basis, they tend to increase spending; often people find themselves deeper in debt with a debt consolidation loan because the underlying behaviors have not changed.

While monthly payments are lower, people end up paying for a lot longer time—the lower payment is the result of stretching out the terms.

This means that over the long-term the debt actually may cost more; it’s just more manageable in the short-term.

Many debt consolidation loans are secured—this puts whatever is used to secure the loan (including a home) at risk of being repossessed in case of default—you can lose whatever you secure the loan with.


Part II: Presentation

Review the questions to consider before taking a debt consolidation loan.  These are also included on the participant handout:

1. How difficult is it for you to make monthly debt payments now? (Have you tried budgeting approaches already?)

2. Would the new loan (the debt consolidation loan) rate be lower than your current weighted average rate (see next page-Calculating the Weighted Average Interest Rate)?

3. Is the interest rate fixed or can it be increased at any time?  (You want fixed; this is very important to understand.)

4. Are there monthly fees, enrollment fees or penalties including prepayment penalties?

5. What are some of the risks involved?  Could you lose your home as a result of this loan?

6. Are you working with a reputable lender?  While this may be hard to determine, there are a lot of businesses that offer these loans and many do not have long track records or may be predatory lenders.  Be careful—get assistance.

Some experts suggest setting up a Debt Management Plan (DMP) with a Credit Counseling (use a nonprofit).  This also results in one payment, but comes with credit counseling and a commitment not to use credit.  Because credit counseling agencies often negotiate lower payouts to creditors, DMPs can reflect negatively on your credit history.

· Explain the process for determining whether a debt consolidation loan makes sense from the cost perspective by calculating the weighted average interest rate.

· Use the following:

Note:  Because this is math based, work through each step on an erasable board or flip chart with the participants.  This example is also contained in participant handout.
Step 1

Multiply each loan by its interest rate to obtain the per loan weight factor. 

$10,000 * 5.5% = 550 
$30,000 * 7.25% = 2175

Step 2

Add the per loan weight factors together. 

550 + 2175 = 2725

Step 3

Add the loan amounts together. 

$10,000 + $30,000 = $40,000 

Step 4

Divide the total per loan weight factor by the total loan amount and then multiply by 100. This will give you the actual interest rate. 

2725 / $40,000 = 6.8%

You would want your estimated consolidation interest rate to be equal to or less than 6.8%. 

Part III: Case Study

· Have participants complete the case study on the third page of the participant handout.

· Provide 7 – 10 minutes.

· Once time is up, ask participants to share their answers to the case study.

· Use the following to ensure participants got the correct solution.

Facilitator Answer Key:

	Step 1
	
	
	

	Multiply each loan by its interest rate to obtain the per loan weight factor. 

	Balance
	
	Rate
	Per Loan Weight Factor

	     25,000.00 
	X
	0.068
	1687.5

	     15,000.00 
	X
	0.08
	1200

	     10,000.00 
	X
	0.12
	1200

	
	
	
	

	Step 2
	
	
	

	Add the per loan weight factors together. 

	4088
	
	
	

	
	
	
	

	Step 3
	
	
	

	Add the loan amounts together. 

	    50,000.00 
	
	
	

	
	
	
	

	Step 4
	
	
	

	Divide the total per loan weight factor by the total loan amount and then multiply by 100. This will give you the actual interest rate. 

	8.1800%
	
	
	

	
	
	
	

	The consolidation loan offered is 8.5%.  Based on rate alone, taking the debt consolidation loan would not be an advantageous move for Michael.  However, there are other factors Michael may want to consider.  For example, one payment may make more sense even though he’ll pay more in interest depending on Michael’s circumstance.

	
	
	
	


AFI Training Tools

Handouts

Which Loan Costs More?
Supplemental Handout for Exercise 9.2
Ana opens a credit card. She pays an Annual Percentage Rate of 24%.  This means that interest will compound at 2% monthly.  Ana charges $1,000 on her card to get new appliances.  Each month she is charged 2% interest on the balance.  She has to make minimum payment of 5% of the amount owed.  See Revolving Credit Repayment Spreadsheet to answer questions 1 to 3.

Ana finds out from a friend that an installment loan may have been a less costly approach.  See Installment Loan Amortization Schedule to answer questions 4 to 7 about the installment loan for $1000 at 24% she could have gotten. 

1.  How many months will it take Ana to pay off the debt created by the revolving credit?

	


2.  How much interest will she pay on the $1,000?

	


3.  What percentage of the total loan does she pay in interest by the end?

	


4.  How much interest will Anna pay on the installment loan with the same interest rate?

	


5.  What are the advantages of installment loan over a revolving loan (credit card, payday, etc.)?  What are the advantages of revolving credit repayment over an installment loan?

	

	


6.  What percentage of the total loan does she pay in interest by the end?

	


7.  Which loan costs more?

	


Which Loan Costs More? 
Supplemental Handout for Exercise 9.2
 (ANSWER KEY FOR FACILITATORS)
1.  How many months will it take Ana to pay off the debt created by the revolving credit?

	60 months.  It would have taken even longer if she hadn’t made the lump sum payment in month 60.




2.  How much interest will she pay on the $1,000 by the end of the 60 month period?

	$381.57




3.  What percentage of the total loan does she pay in interest by the end of the 60 month period?

	$381.57/1000 = .38 or 38%




4.  How much interest will Anna pay on an installment loan with the same interest rate?

	$134.72




5. a.  What are the advantages of an installment loan over a revolving loan (e.g., credit card, payday)?  b. What are the advantages of revolving credit repayment over an installment loan?

	a. Total cost of an installment loan is less because the interest paid is less; same amount owed every month, which makes budgeting easier; less time to pay back the loan



	b. Monthly amount paid on a revolving loan is less



	


6.  What percentage of the total loan does she pay in interest by the end of the 60 month period?

	134.72/1,000 = .1347 or 13.5%




7.  Which loan costs more?

	The revolving credit loan.  It costs almost three times as much as the installment loan.




“Money” Bingo Cards
Supplemental Handout for Exercise 9.3
 “Money” Bingo Card 1

	M
	O
	N
	E
	Y

	Finance Charge

	Secured Loan
	Capacity
	Annual Percentage Rate
	Principal

	Home Equity Loan

	Fixed Rate Loan
	Tax Lien
	Credit Report
	Character

	Rent to Own

	Participation Fee
	FREE SPACE
	Unsecured Loan
	Installment Loan

	Interest

	Collateral
	Prepayment Penalty
	Variable Rate Loan
	Capital

	FICO Scores

	Automobile Lease
	Revolving Credit
	Amortization
	Title Loan


Notes from Discussion:

“Money” Bingo Card 2

	M
	O
	N
	E
	Y

	Title Loan 

	Finance Charge 
	Capacity
	Annual Percentage Rate
	Tax Lien

	Home Equity Loan

	Fixed Rate Loan
	Installment Loan 
	Credit Report
	Character

	Principal 

	Amortization 
	FREE SPACE
	Unsecured Loan
	Rent to Own


	Interest

	Collateral
	Prepayment Penalty
	Variable Rate Loan
	Capital

	Participation Fee 

	Automobile Lease
	Revolving Credit
	FICO Scores

	Secured Loan


Notes from Discussion:

“Money” Bingo Card 3

	M
	O
	N
	E
	Y

	Title Loan 

	Finance Charge 
	Capacity
	Secured Loan
	Tax Lien

	Home Equity Loan

	Fixed Rate Loan
	Annual Percentage Rate 
	Credit Report
	Character

	Principal 

	Installment Loan 
	FREE SPACE
	Unsecured Loan
	Rent to Own


	Amortization 

	Collateral
	Prepayment Penalty
	Variable Rate Loan
	Capital

	Participation Fee 

	Automobile Lease
	Revolving Credit
	FICO Scores

	Interest 


Notes from Discussion:

“Money” Bingo Card 4

	M
	O
	N
	E
	Y

	Installment Loan

	Prepayment Penalty

	Capacity
	Rent to Own 
	Tax Lien

	Finance Charge 

	Title Loan 

	Annual Percentage Rate 
	Credit Report
	Character

	Principal 

	Secured Loan 
	FREE SPACE
	Capital 
	FICO Scores 


	Amortization 

	Collateral
	Fixed Rate Loan 
	Variable Rate Loan
	Home Equity Loan

	Participation Fee 

	Automobile Lease
	Revolving Credit
	Unsecured Loan 

	Interest 


Notes from Discussion:

Debt Consolidation

Supplemental Handout for Exercise 9.4
What is a debt consolidation loan?

	


	Pros to Debt Consolidation Loan
	Cons to Debt Consolidation Loans

	
	


Here are questions to have answered before taking out a debt consolidation loan:

1. How difficult is it for you to make monthly debt payments now? (Have you tried budgeting approaches already?)

2. Would the new loan (the debt consolidation loan) rate be lower than your current weighted average rate (see below, Calculating the Weighted Average Interest Rate: An Example and a Case Study)?

3. Is the interest rate fixed or can it be increased at any time?  (You want fixed; this is very important to understand.)

4. Are there monthly fees, enrollment fees or penalties including prepayment penalties?

5. What are some of the risks involved?  Could you lose your home as a result of this loan?

6. Are you working with a reputable lender?  While this may be hard to determine, there are a lot of businesses that offer these loans and many do not have long track records or may be predatory lenders.  Be careful—get assistance.

Some experts suggest setting up a Debt Management Plan (DMP) with a Credit Counseling agency (use a nonprofit).  This also results in one payment and comes with credit counseling and a commitment not to use credit.  Because credit counseling agencies often negotiate lower payouts to creditors, DMPs can reflect negatively on your credit history.
Calculating the Weighted Average Interest Rate:  An Example and a Case Study

To determine whether a debt consolidation loan may be a good deal, use the following process.

Example:

Step 1

Multiply each loan by its interest rate to obtain the per loan weight factor. 

$10,000 * 5.5% = 550 
$30,000 * 7.25% = 2175

Step 2

Add the per loan weight factors together. 

550 + 2175 = 2725

Step 3

Add the loan amounts together. 

$10,000 + $30,000 = $40,000 

Step 4

Divide the total per loan weight factor by the total loan amount and then multiply by 100. This will give you the actual interest rate. 

2725 / $40,000 x 100 = 6.8%

You would want your estimated consolidation interest rate to be equal to or less than 6.8%. 

Case Study:

Michael has three debts as follows:

	
	Student Loan 1
	Student Loan 2
	Personal Loan

	Loan Balance
	$25,000
	$15,000
	$10,000

	Current Interest Rate
	6.75%
	8%
	12%


He has received a quote from his credit union for a debt consolidation loan.  This would allow him to pay off all three debts and have only one payment per month.  The credit union has quoted a rate of 8.5% for this unsecured loan.

Is this a good deal for him to consider?

	Step 1

	Multiply each loan by its interest rate to obtain the per loan weight factor. 

	Balance

Rate

Per Loan Weight Factor

X

X

X



	Step 2

	Add the per loan weight factors together. 

	

	

	Step 3

	Add the loan amounts together. 

	

	

	Step 4

	Divide the total per loan weight factor by the total loan amount and then multiply by 100 and round. This will give you the actual interest rate. 

	

	

	Is the consolidation loan a good deal?

	
































� FDIC, 2006


� Source: http://www.studentloanconsolidator.com/consolidation/weighted.php


� From workshop series Financial Health Increases Your Wealth.  Developed by Inger Giuffrida for Citizen Potawatomi Nation.


� Source: http://www.studentloanconsolidator.com/consolidation/weighted.php
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