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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?

	





























� 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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