CHAPTER 18:  CONSUMER LOANS, CREDIT CARDS, AND REAL ESTATE LENDING
Students should skim most of chapter 18 for an overview of consumer loan; however, we will go much deeper than the text on these subjects.  We will use the same loan production and pricing framework used for business loans previously to understand the different types of consumer loans.
Types of Loans Granted to Individuals and Families

A. Residential Mortgage Loans

B. Nonresidential Loans

a. Installment Loans

b. Noninstallment Loans

C. Credit Card Loans and Revolving Credit

Example of a Consumer Loan Application and credit bureau report (pp. 602-603)
Credit Scoring (pp. 604-608)
Laws and Regulations Applying to Consumer Loans (pp.  609-612)
The following federal laws give consumers who are borrowing money fuller disclosure about the terms and risks of taking on credit:
The Truth-in-Lending Act/Regulation Z (1968) makes household borrowers better informed about the terms of credit (APR) so they can shop around.  Effective July 21, 2011, the Dodd-Frank Act requires that the protections of the Truth in Lending Act (TILA) and the Consumer Leasing Act (CLA)/Regulation M apply to consumer credit transactions and consumer leases up to $50,000 ($53,000 in 2013, $53,500 in 2014, and $54,600 in 2015), compared with $25,000 previously. This amount will be adjusted annually to reflect any increase in the consumer price index. 

TILA requires creditors to disclose key terms of consumer loans and prohibits creditors from engaging in certain practices with respect to those loans. Private education loans and loans secured by real property (such as mortgages) are subject to TILA regardless of the amount of the loan. 

The CLA requires lessors to provide consumers with disclosures regarding the cost and other terms of personal property leases. An automobile lease is the most common type of consumer lease covered by the CLA.

The Fair Credit Reporting Act gives individuals easier access to their credit-bureau records and the right to challenge information contained therein and to insist on the prompt correction of errors.  

The Fair Credit Billing Act (1974) gives consumers the right to dispute billing errors and have those errors corrected.  

Fair Credit and Charge-Card Disclosure Act informs any change in credit card insurance coverage or fees by direct mail, by telephone, or through advertisements that reach the general public. 

The Fair Debt Collection Practices Act limits how far a creditor or credit collection agency can go in pressing that customer to pay up.
The Credit Card Accountability, Responsibility, and Disclosure Act (aka Credit CARD Act)(5/22/09) bans many existing card issuer practices regarding penalty rates, interest-rate hikes and marketing of cards to young adults, and goes into effect as early as March 2010.  The rule bans several harmful practices and requires greater transparency in the disclosure of the terms and conditions of credit card accounts, but banks also argue that the Act affects efficient pricing and fees associated with the regulations requiring changes in the current credit card lending practices.

They would protect consumers from unexpected increases in credit card interest rates by generally prohibiting a rate rise in the first year after an account is opened, and increases in a rate that applies to an existing card balance.

They would also prohibit creditors issuing a card to anyone under the age of 21 unless the borrower has either the ability to make the required payment, or has the signature of a parent or other co-signer who has the means to do so.

In addition, the proposed rules would mean a consumer's consent would be needed before creditors could charge fees for transactions that exceed the credit limit, and curb fees linked to subprime cards for consumers with risky credit.

They would also ban "two-cycle" billing methods, where a creditor raises an interest rate and charges the higher rate for a customers' previous borrowing.

The following federal laws protect borrowers against discrimination and predatory lending?

The Equal Credit Opportunity Act outlaws discrimination in lending based on race, age, sex, religious preference, receipt of public assistance, and similar factors.  
The Community Reinvestment Act requires banks and other lending institutions to make an "affirmative effort" to serve all segments of their designated market areas without discriminating against certain neighborhoods, i.e., redlining.
The Home Ownership and Equity Protection Act (1994) was aimed to protect home owners from loan agreements they could not afford.  Loans whose annual percentage rates (APR) is 10 percentage points or more above the yield on comparable maturity U.S. Treasury securities and closing fees above 8 percent of the loan amount are defined as “abusive” and consumers have 6 days in which to decide whether to proceed with the loan.  Credit granting institutions must fully disclose all fees and risks.  If these are not disclosed, then the borrower has up to 3 years to rescind the transaction and lenders might be liable for all damages that occur.

Bankruptcy is important, especially to unsecured lenders such as credit cards, because it may liquidate or reduce the borrower’s obligations.  Congress passed the Bankruptcy Reform Act in 1978, amending a federal bankruptcy code that had stood since the turn of the century.  While amendments in 1984 tightened up some of the loopholes in the 1978 law, the most recent reforms tipped the legal scales substantially in favor of individuals filing bankruptcy petitions and more severely limited the amount and kinds of debtors' assets that could be converted into cash for distribution to banks and other creditors.  However, the Bankruptcy Abuse Prevention and Consumer Protection Act was signed in April of 2005.  This law is likely to make it more difficult, expensive and time consuming to file for bankruptcy.  Consumers must complete a credit counseling program before becoming eligible for filing bankruptcy and a ‘means test’ has been added.  This test will let consumers know whether they are eligible to file for Chapter 7 bankruptcy (liquidation) which wipes out most debt or whether they will have to file Chapter 13 (reorganization) which requires them to have a court approved repayment plan for their outstanding debt.


The Interest Rate Attached to Nonresidential Consumer Loans (see p. 615-620)

The Cost-Plus Model (similar to loan production and pricing model but leaves out liquidity risk)

KNOW Different Annual Percentage Rate measures.  These measures and problems will be covered in a later lecture.  (pp. 620-625)
Comments by Smith:  Why do you need to know the following methods of calculating interest rates?  First, lenders may not be required to provide business borrowers with APRs; therefore, as a borrower you need to know what the actual APR is.  Second, the legal APR may be misleading based on the actual maturity of the loan, e.g., prepayment before loan matures.  For example, if a borrower says it will charge you a specific interest rate, e.g., 12%, do you know how the following features affect the actual APR, simple interest rate method, discount rate method, add-on rate method, Rule of 78s, discount points, compensating balances, and expected maturity.  If you do not understand these terms then you are not able to compare competing sources of funding.  

Annual Percentage Rate (APR)  = internal rate of return on debt that equates the present value of payments with effective loan amount.
Text Examples (pp. 620-621):

Borrow 2,000 and pay $200 interest with 12 monthly payments.  What is APR?
PMT = (2000 + 200)/12 = 183.33,
PV = 2000, PMT = -183.33, P/Y = 12, N= 12, compute I/Y = 17.97%

Loan = 1,000; APR = 12%, 12 monthly payments, What is payment?
PV = 1,000; P/Y =12; N = 12; I/Y = 12; compute PMT = -88.849

What are finance charges, i.e., how much more do you pay over the loan amount?

12 X 88.849 = 1066.19

1066.19 – 1000 = 66.19

Loan = 2000; 24 monthly payments, finance charges = 260, What is APR?

PV = 2000, PMT = (2000+260)/24 = 94.167, N = 24, Compute I/Y = 12.02%

Simple Interest Method: interest owed = principal X rate X time

Discount rate method - pay interest up front.  

Text example:  2,000 loan; 12% = interest rate; loan is paid in full at end of one year.

Effective rate = interest/(loan – interest) = (.12 X 2000)/(2000 – 240) = .1364 = 13.64%

Another example is $1,000 3-month loan at 12%.

APR 
= int. pmt. / net amount 

= [(Loan X I X (N/12)) / (Loan - (Loan X I X (N/12)))] X (12/N) 

= [ (1,000 X .12 X (3/12)) / (1,000 - (1,000 X .12 X (3/12)))] X (12/3)

= [ (30) / (1,000 - 30)] X 4 = .1237 = 12.37%

What if this loan is for 6 months?


APR = ([1000 X .12 X (6/12)]/[1000 – 60]) X (12/6) = .12766 = 12.77%

Add-on rate method (p. 622) - interest is added to loan balance and payments are determined on that basis.  Text Example is $2,000 one-year loan at 12% with monthly payments.

Monthly Pmt. = [2,000 + (.12 X 2,000)] / 12 = 2,240 / 12 = 186.67
PMT = -186.67; PV = 2000; P/Y = 12; N = 12; compute I/Y = 21.46%

(Note: the example on p. 617 of text gives 24% as a rough estimate.  You would be expected to calculate the actual rate as above.)

What if this loan is for 6 months?

Interest = .12 X (6/12) X 2,000 = 120 therefore monthly payment = (2,000 + 120)/6 = 353.33

PMT = -353.33; PV = 2000; P/Y =12; N = 6; compute I/Y = 20.29%

What if this loan is for 3 months?

Interest = .12 X (3/12) X 2,000 = 60 therefore monthly payment = (2,000 + 60)/3 = 686.67

PMT = -686.67; PV = 2000; P/Y =12; N = 3; compute I/Y = 17.91%

What if this loan is for 24 months?

Interest = .12 X (24/12) X 2,000 = 480 therefore monthly payment = (2,000 + 480)/24 = 103.33

PMT = -103.33; PV = 2000; P/Y =12; N = 24; compute I/Y = 21.57%

The reason that the effective rate is approximately double the stated interest rate is that the interest is calculated on the full amount of the loan but the average amount of the outstanding loan is a little more than half the loan amount.
Rule of 78s (p. 622) is a rule of thumb to determine how much interest income a lender is entitled to accrue at any point in time on a monthly payment loan when a borrower pays off a loan early.  The text describes this method as a “rebate” but it is usually only used in subprime auto loans because the alleged rebate is actually a prepayment penalty over what one would pay with a simple interest loan where one pays interest on the actual loan balance at that time.  In 1992 Congress outlawed its use for loans longer than 61 months.  It is outlawed in 17 states, but not Florida.  This method is similar to a sum-of-years digits method.  The 78 refers to the sum of 1 to 12 for the 12 months in a year.  The Rule of 78 states that the sum of the number of the remaining months on the loan is divided by sum of the number of month on the loan.  For example, for a 12 month loan that is paid off three months early the Rule would provide that (1 + 2+ 3)/78 = .0769 or 7.69% of the finance charges would be “rebated” to the borrower. In other words, the borrower would pay (1 - .0769) = .9231 or 92.31% of the finance charges.  If there were no Rule of 78s then the simple interest on the loan would be (9/12) or 75% of the finance charges.  Therefore, the inclusion of the Rule of 78s is not a rebate but a prepayment penalty.
Compensating Balances (p. 553) - the amount of the loan is reduced by the amount of the effective compensating balance but the interest is charged on the full loan amount.  Example is $1,000 one-year loan at 12% with 10% compensating balance (CB).

APR = int.rate  / (1 - CB) = 12% / (1 - .10) = 13.33%

Charging the Customer Mortgage Points (p. 625) - the points reduce the effective amount of the loan.  Example is $100,000 30-year mortgage loan with monthly payments at 9% with 2 discount points.  Fees that the Federal Reserve Board includes in APR calculations are service charges, buyer’s points, assumption fees, and private mortgage insurance.  These fees are subtracted from the mortgage balance in the same was as discount points to calculate APR.

First, calculate the payments based on the full $100,000.  Payment = $804.62.


Second, determine the interest rate that equates the present value of the payments with the effective loan amount, [Loan X ( 1 - discount points)], or $100,000 X (1 - .02) = $98,000.

Int. Rate = 9.227%  9.23%.

The effective interest rate in this case assumes that the mortgage is not fully paid until the maturity of the mortgage, 30 years in this example.  If a shorter maturity is used, then as the maturity decreases, the effective interest rate increases.  If the same loan is paid off after three, five and 10 years, the effective rates are 9.78%, 9.51%, and 9.32%, respectively.  For the three year example, PV = -98,000, PMT = 804.62, N= 36, P/Y = 12, FV = 97,752.13 (the outstanding balance on the loan at the end of three years); CPT I/Y = 9.78%.   The outstanding balances for five years = 95,880.13 and for 10 years = 89,492.74.  The implication here is that if the APR with no discount points is close to the APR with discount points then one should generally prefer the loan with no discount points.
What if loan is for 15 years?

PV = 100,000; I/Y = 9; P/Y = 12, N = 180; compute PMT = -1,014.266

Change PV = 98,000; compute I/Y = 9.346%

What if original loan is still 30 years but 3 discount points?

Change PV = 97,000; compute I/Y = 9.344%

Your lender may charge you points — prepaid interest — in connection with the refinancing. The points are deductible as an itemized deduction. In general, you have to spread your deduction over the term of the new loan. But points are currently deductible to the extent you spend the proceeds from the refinancing on improvements to your principal residence.  Refinancing a mortgage for the second time opens up the opportunity to deduct the balance of the points on your first refinancing, assuming you are switching lenders. If not, you can deduct the points remaining from the first refinancing over the life of the new loan. (Tax Report, 8/09)

ARM Int. Rate = index + margin.  Example is  ARM with one-year Treasury rate index of 5.94 and margin of 2.875%.  APR with no discount points = 5.94 + 2.875 = 8.815%

Also assume that the caps are 2/6, i.e., 2% per year and 6% over the life of the loan.  If one -year Treasury rates increase to 8.5% and stay there for two years, what would be the new rate for the next two years?  With no cap, the rate would be (8.5 +2.875 = 11.375%).  The cap limits the increase in year 1 to (5.94 +2.00 + 2.875 = 10.815%).  The next year it could increase by another 2% so the rate in year 2 would be 11.375%.  (See Consumer Handbook from earlier lecture for examples of past indexes and rates.)
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