Personal Finance Case Group 10

In completing the task to recommend the source of fund for each person in the Brown family, it is assumed that the family is a middle-income household that lives in California. Each member of the family has a desire to spend on some particular purpose and here we will evaluate the source of fund for each person and each purpose of spending. Furthermore, analysis on the type of credit suitable for each case is presented if the best solution is to borrow. Please refer to the notes for detailed assumptions undertake regarding each person’s profile in order to make the appropriate suggestions.

	Person
	Purpose/Amount
	Reasons for Borrowing
	Reasons not to borrow
	Choice of Credit

	David and Elizabeth
	Hawaii Trip: $8050
	Borrowing: If they borrow open-end credit, for example, a credit card, this would allow them to benefit from shopping convenience and it is safer than holding cash. Using credit cards also provide them with a record of expenses and it can also provide up to a 50-day "float" which is the time after your purchase until they actually deducts the balance from your checking account. Furthermore, if they borrow and they can repay their credit, this will provide them with a good credit rating.
	Present Earnings and Drawing from Savings: Although their monthly earning is not enough to fund the trip, their accumulated savings does. Furthermore, they do not want to pay for the cost of borrowing money for this purpose since Hawaii Trip is not an investment, the money used will not generate income in the future. Lastly, borrowing may create temptations to overspend during the holidays and failure to repay the credit may result in loss of income, the collateral, and will also deteriorate their reputation. Not borrowing would be the best solution. Although the credit card could be convenient for their trip, they can possibly utilize ATM cards as well for safety concerns.  Even though ATM cards only allow them to spend as much as they have on balance, they have enough savings for their trip anyway.
	None

	
	Shop: $60000
	Present Earnings: Not enough Draw from Savings: He can draw on savings to finance the payment for shop expansion, however, doing this will leave them with little money left to spend for contingency purposes  Borrow: They can borrow from commercial banks which give lower rate than finance companies because they already have an established credit history from their house mortgage. Borrowing would be the best solution.

	Although the shop expansion will yield income in the future, they cannot be sure of the amount of that income. If it does not go well and if they cannot repay their credit rating may fall. In addition, borrowing will subject them to the cost of borrowing.

	They want to borrow from commercial banks because borrowing from relatives could possibly ruin their relationship. Borrowing from Financial Institutions would unnecessarily charge them high interest rate because they already have an established credit history. They should choose to borrow closed end credit since they have a specified amount that they want to borrow. Considering closed end credit choices, single Lump-Sum credit is not suitable for the loan because the loan payment cash flows do not match their income that comes in constantly not as a single big amount in the end. Installment Sales credit could be suitable for large purchases, however, Installment Cash Credit is the best solution. They will get cash that they can spend on whatever they need to expand the shop assuming they do not know yet what they will need to buy for the shop expansion. 

	Jim
	Iphone: 749/299
	Present Earnings: His monthly earning is not enough to buy the iPhone.
Borrow: Borrowing will allow Jim to save his money for other purposes. And if Jim is able to repay this credit, he will establish a good credit profile with the credit bureau.
	Draw from Savings: His savings from 3 months of part-time job already covers the cost of iPhone (3 months x $320/month = $960). So he does not need to borrow to buy a new smartphone and to have to bare the cost of borrowing. In addition, he has no estalished credit history, so he may have to borrow with finance institutions which charge high rates. He prefer saving the cost of borrowing rather than establishing a credit history since he is still a student and is unsure of his future earnings. Therefore, not borrowing is the best solution
	None

	Jason
	Car:

11000
	Present Earnings: Not Enough for the car payment and also monthly maintenance and fuel costs. Draw on Savings: He does not have enough savings to fund the car. Given that there is no other way since his savings and earnings are not enough, the best solution is to seek for credit knowing that he might be subjected to high rates.

	 Borrow: He has no established credit history and may have to borrow from finance companies that require high rates. Furthermore, his future income is unsure because he is not certain what type of job he will get. In addition, the car does not generate returns in the future, therefore, borrowing for the car may feel very costly to Jason. 
	Jason might consider borrowing from his parents to seek for the lowest rates since he knows his parents will be keen on him. It would be hard for him to apply for credit if possible. He may have to borrow from finance companies and apply for a closed end credit such as a personal installment loan. A single lump-sum credit is also a possible alternative because he might have enough money to repay the loan once he has graduated and has a decent job.

	Tarini
	House:

340000
	Present earnings and draw from savings:  The house price is higher than the affordable amount; therefore she cannot fund this house alone.  Borrow: Tarini’s savings is enough for a down payment and she has no other debts. From research she thinks that her monthly income covers the property taxes and homeowner's insurance cost. Lastly, she thinks there is high potential that she will progress higher in her career so that she can earn more money in the future, and she can borrow against her future income so borrowing is a good choice.                                                                                        
	If her income stream fluctuates, or an adverse incident occurs to her company, her capacity to repay the home mortgage will be affected.  Furthermore, she does not have an established credit history, therefore, she might be subjected to a higher loan rate. 

	Her monthly income after expenses is enough to repay around $2000 per month, therefore, total repayment will be done in around 11 and a half years. We advise Tarini to take out closed end credit, more specifically, the conventional fixed rate house mortgage for 11 and a half year if possible or if not, around 15 years. This would offer certainty about future monthly payments and therefore, safer for Tarini.



Factors that Affect the Credit Rating
We now consider the case of those who need to borrow: Elizabeth, David, Tarini and Jason. The factors that affect the personal credit ratings are 

1. Character – the borrower’s attitude toward credit obligations

The Brown payment history is good. They have used credit before to invest in the shop but they never fail to make cash payments on time. Also they have the house mortgage and Jason’s college loan outstanding. They have never been filed for bankruptcy and lived within their means (no money was excessively spent on luxury things). We assume earlier that the Brown has been living in California for a long time since Elizabeth and David were married and they have settled down with the current situation. David and Elizabeth have been employed as a high school teacher and an architect respectively since they graduated and so does their daughter, Tarini that has been employed for 3 years after she graduated. The other two kids also work part time. 

2. Capacity – Financial ability to meet the obligations

Elizabeth earns $4500/month, David earns $5000/month, and Tarini earns $3500/month, which is quite a lot as a starting salary and she will acquire more when she gets into a higher position of her career. These three characters have stability in their job and reliable income streams. They are also likely to gain more salary when they get promoted to a higher position. Another source of income of Brown family comes from the shop that they invest in. Their current debt is $220,000 on their house. Tarini has already graduated, so there is no expense on education for her. Jason has applied for college loan, and this may reduce their capacity to meet other future obligations. Jim got a scholarship, so he does not need to pay for high school tuition fees. The debt to equity ratio for the family is 220000/630000=0.3492, this is quite low.

3. Capital – Asset or Net worth

Their net worth affects their credit rating. 
	Assets:
House                           $650,000

Business                       $200,000
	Liabilities:
House                          $220,000

	
	Net worth:
$650,000 + $200,000 - $220,000 = $630,000


4. Collateral – Asset that you pledge to a financial institution to obtain a loan

The Brown can use their shop and/or house as collaterals. Elizabeth also put some money in pension fund. They buy insurance program for their house and their shop as well as health insurances. This helps improve their credit rating.

5. Conditions – General economic conditions that can affect your ability to repay a loan.

The Brown has stability in both their job and the firm they work for. The market for teachers is not volatile. Furthermore, Elizabeth works in the school ranked in the top 10 of the best high school in California. David’s job as an architect is also stable since he has been working in this company for a long time, and this industry is not volatile and he will not lose his job easily.  Their income increased every year and is expected to do so in the future. The profit from their shop has been increasing since they started to operate and the nature of their business is also stable. A recession where the whole economy will be affected could possibly dampen their income, however, in normal situations all their income streams are not subject to excess volatility than the market. 
Compare the cost of prepaid phone cards and the cost of signing a mobile phone contract.

Assume that Jim wants to buy an iPhone 5s. He has to evaluate the cost of buying a smart phone contract against the cost of buying a phone without any contract. All calculations here are based on the information obtained from AT&T.
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Case1: Jim will not break the contract

Contract details: 2-year contract. Early termination fee must be paid in order to break the contract prior to 2-year time period. The ETF is $325 minus $10 for each full month of completed service commitment. We consider 2 possibilities: the case that Jim will continue to use the service from the AT&T over 2 years and the case that Jim will break the contract and switch to another service provider before the 2-year period.
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Case2: Jim will break the contract
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Case1: Jim is certain that he will continue to use the service from AT&T and will not change the phone for 2 years. He will be better off signing a contract with AT&T if he uses the phone prior to 30 months or 2 and a half years. However, it is better for Jim to buy the phone separately and then buy prepaid package of $95/month if he uses the phone over 2 years and a half, as illustrated in the first diagram.
Case2: Jim is positive that he will break the contract before 2 years. Even though he will have to pay for the early termination fee, it is best for Jim to sign a 2-year contract since the cost is cheaper as shown in the second diagram.

Therefore, the only case that Jim should decide to buy a separate phone and prepaid cards is when he is certain that he will use this iPhone 5s over 2 years and a half.

Notes for Assumptions 
1. David and Elizabeth

Occupation: Elizabeth is high school teacher and David is an architect
Income: Their main monthly income stream comes from three sources, David’s salary, Elizabeth’s salary, and the earnings from the shop they operate. These are $5000, $4500, $3000, respectively. Altogether $12,500 per month.
Expense: Their main monthly expenses include house loan repayment of $5000*, Food $1000, Utilities $ 140, Insurance $320, Jim’s allowance $450, Jason’s apartment $550. Altogether $7460 per month. *It is assumed that the outstanding $220,000 to be paid for their house is paid off in the next 3years and 8 months, resulting in a payment of $5000 per month.
Savings: They save the remaining part of their income after deducting the expenses resulting in savings of $5040 every month. The accumulated savings they have up until today is from previous earnings left after deducting their expenses since they started working at the age of 22 for each month, assuming this add up to $65000. In addition, assuming their shop has been operating for seven years, it took 2 years to break even, and five years of profit yielded $15,000 today in aggregate. Their accumulated savings equal $80,000. 
Spending Needs: They want to go to Hawaii with Jim for 5 days four nights, the cost of this trip amounts to $8050. They also see the potential of their shop and with increasing customers they desire to upgrade the shop requiring $60,000.
2.Jim

Occupation: Jim is a high school student and has a part time job as a waiter at a restaurant. 
Income: As a high school student, he still receives allowance from his parents of $450 per month. In addition, he works at the restaurant 10 hours per week earning him $320 per month. Altogether his income stream is $770 every month.
Expense: Food and other expenses amount to $400 per month.
Savings: He uses his allowance to fund his monthly expenses and save what he has left. He started saving since high school, and now he has $150 in his balance. Furthermore, he keeps all the money from his part-time job that he has been working for three months, this amount to $960. Altogether he has $1110 accumulated savings.
Spending Needs: Jim wants an iPhone that costs $299 (contract) and $749 (prepaid)
3. Jason

Occupation: Jason is a college student in a junior year. He has a part time job as a teacher assistant and did an internship last summer.
Income: He does not receive monthly allowance from his parents. His part-time job as a teacher assistant earns him $480 per month.
Expense:  Food and other expenses amount to $400 per month. 
Savings: He saves the amount left after deducting his expenses. His accumulated savings comprises of $1700 from his internship last summer and $5000 from his savings since high school. Altogether he has $6700.
Spending Needs: He wants to buy a car that cost $11000 to get to the university.
4.Tarini

Occupation: Tarini is a young single adult age 25. She lives in California with her family. She is already graduated and is now working as an accounting assistant.
Income: Tarini earns $3,500 a month from her accounting assistant job.
Expense: She spends on average $400 on food and $328 on health insurance and other miscellaneous expenses. Altogether $728
Savings: Her monthly income covers the monthly expenses; the remaining amount is saved in her account. Accumulated savings amounts to $126,000.
Spending Needs: She wants to buy a house with 2 bedrooms which cost $340,000. 
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