
Ch 12 Consumer Credit and Loans

· Total debt – the sum of consumer debt and mortgage debt
· Consumer Credit
· All personal debt incurred by households, excluding mortgage debt and business debt
· Mortgage Debt
· Any debt that is secured by real property
· Usually involves larger amounts and for much longer terms than consumer debt does
· Borrowing to invest in property can be an effective way to accumulate assets
Basic Concepts

· Lender
· The creditor, Supplies funds for a loan in exchange for a credit, Incurs consumer credit
· Borrower
· The debtor, Receives the money, Incurs consumer debt
· Accepts commitment to repay the debt at some time in the future
· Promises to repay not only the principal but also the interest
How Much Credit Do We Have? 

· There is a long-term trend in Canada toward increased use of consumer credit
· Mortgage debts, personal loans and credit card bills now represent 92% of Canada’s after-tax income, compared to 25% in 1982
· Rapid rise in consumer credit is not due to changes in Canada’s population
· Some may argue that the price of goods rose substantially, necessitating larger loans
Debt Burden

· Ratio of debt or credit to income 
· Or total consumer credit outstanding to total personal disposable income
· Personal Disposable Income
· All income received by Canadians after income tax and other deductions are made
· After hitting bottom in the early 1990s, the debt burden has been rising steadily
Consumer Debt Use at the Household Level

· A household’s probability of having consumer debt increases with the household’s income
· 35 to 44 years of age appear most likely to have the highest average levels of consumer debt
Why Do We Use Credit?

· We use credit:
· For convenience, immediacy
· As long as outstanding balance is paid each month
· To bridge the gap when income is insufficient, infrequent, or irregular
· To consolidate loans
The Two Forms of Consumer Credit

1. Consumer loans from a financial institution
2. Point-of-sale credit – using credit cards
· Major consumer lenders:
· Banks, Credit unions, Trust companies, Small loans companies, Life insurance policy loans
Credit Unions

· Financial co-operatives in the consumer lending and saving business
· Pool funds of savers
· Allows loans to be made at reasonable rates
· Gradual growth of credit unions through 1950s and 1970s and have since declined steadily
Types of Loans

· Line of Credit
· Offered to creditworthy customers by banks, trust companies and credit unions
· Convenient substitute for personal loans
· A flexible way to use credit
· Overdraft Protection
· Allows deposit accounts to become overdrawn to a set limit
· Overdraft becomes a loan subject to interest rates as high as those charged on credit card loans
· Credit Card Cash Advances
· Interest rates higher than those of either a line of credit or a personal loan
· Demand Loan
· Agreement to repay loan in full at a certain date, with interest due monthly
· Lender has right to recall a demand loan at any time
Security For Loans

· Security
· A claim or right that the borrower has voluntarily assigned to the lender in order to reduce the lender’s risk
· Collateral
· Refers to tangible assets used as security
· Financial assets/durable goods
· Loans may be fully or partly secured
· Full Secured Loans
· Borrower signs over to the lender assets that are equal in value to the total loan
· Very few consumers’ loans as fully secured
· Partially Secured Loans (more realistic)
· Most loans are only partly secured because borrowers rarely have sufficient assets to obtain a fully secured loan
· A car buyer uses car as security
· Signature Loans
· Borrowers with little risk can sign a promissory note
· Unconditional promise to repay the loan
· Many people not eligible for this type of loan
· Considered by lender to be unsecured 
· Lender has nothing of value belonging to the borrower that can be liquidated to pay the debt
· Only used if one is a longtime customer of the financial institution that can judge your character and creditworthiness
Forms of security for loans:

· Co-Signers
· Required if borrower has poor credit rating
· Lender may require another person to sign loan agreement
· Co-signer agrees to repay outstanding balance if borrower fails to do so
· Future Wages
· If co-signer can’t be found, borrower may sign a wage contract
· Agreement for lender to collect portion of borrower’s wages directly from employer
· Financial Assets
· To secure a loan, lender may require collateral
· Bonds, stock, life insurance policies, deposits, GICs, CSBs
· Assets that can be readily convertible to cash if borrower fails to make payments
Economic Significance of Credit

· Consumer credit has accelerated rapidly in last 25 years
· Access to credit much easier now
· Not uncommon to have more than one credit card
Debit Cards

· Another method of making purchases and accessing automatic teller machines
· Differs from credit cards – funds have to be available in savings/chequing accounts
· 85% of Canadians have a debt card (Canadian Bankers Association) and use their cards to make purchases
Charge Cards

· Provide for short-term credit (about a month)
· Used by corporations and by travel/entertainment clubs such as American Express and Diner’s
· Require full payment within a specified grace period
Credit Cards

· Used for revolving charge accounts
· Can continue charging purchases as long as a portion of the bill is paid each month
· Two types of credit cards
· Issued by banks, trust companies, credit unions, and other financial institutions
· Issued by retailers
· Grace period in which full payment can be made without interest charges
· Substantial spread between credit card interest rates and the Bank rate
· High interest rates due to substantial risk of uncollectible debts and fraudulent use of credit cards
Ten Ways to Protect Your Credit Cards

1. Never leave your cards unattended at work
2. Protect your Personal Identification Number (PIN) or security code
3. Don’t leave your credit cards in your vehicle
4. Always check your card when returned to you after a purchase
5. Carry your cards with you or make sure they are in a secure location
6. Report lost or stolen cards immediately
7. Sign the back of a new card as soon as you get it
8. Make a list of all your cards and their numbers
9. Always check your monthly statement
10. Never give your card number over the phone unless you are dealing with a reputable company
Credit Regulation

· Significant consumer protection legislation has been implemented recently
· Require creditors to describe all costs of credit – annual percentage rates and total dollar amounts
· Rules of disclosure of credit to conditional sales agreements
· Legislation allowing consumers time to change their minds about contracts signed in their own homes – “cooling off” period
· Varies from province to province
Chapter 13 Home Mortgages

· A long-term loan on a specific piece of property
· Security is the value of the house
· Decision depends on the individual and his/her particular financial and social circumstances
· To Buy or Rent?
· Needs to consider opportunity costs
· What is foregone or sacrificed from making one decision over another
· Expenses associated with home ownership
· Property taxes
· Mortgage payment
· Insurance
· Utilities
· Maintenance and repairs
Factors to Consider in Making Decision to Rent or Buy

· General economic climate and local economy
· High economic activity leads to higher inflation and interest rates
· Demographics
· Age, mortality, birth rates influence demand for housing
· Opportunity Costs of Renting/Buying
· Present Income and Future Income Prospects
· Availability of Down Payment
· Illegal to borrow for down payment
· Must consider other outstanding debts or commitments:
· Credit cards
· Food
· Car payment
· Gasoline, car insurance, car repairs
· Kid’s schooling, clothing etc
Renting

· Advantages:
· Mobility, Fewer responsibilities, Little or no maintenance, Lower initial and ongoing costs
· Disadvantages:
· Limitations on remodeling, Smaller space, Restrictions on noise, pets, etc
· Not building equity
Buying

· Advantages:
· Pride of ownership, Possible capital gains from sale, Payments going to equity
· No limitation to remodeling
· Disadvantages:
· Major commitment (financial and time), Large opportunity costs, Limited mobility, Responsible for maintenance and repairs, Higher insurance and property taxes, Higher living costs
What Price of Home Can You Afford? 

· Depends on:
· Size of down payment, Interest rate, Amortization period, Mortgage Features
Types of Mortgages 

· Conventional
· Is a loan where the property being purchased is given as security
· Has equal payments over 25 years based on a fixed/specific interest rate
· Down payment at least 25% of property value
· Not usually insured by CMHC
· If mortgagor defaults, the mortgagee or lender, seizes the property (forecloses) and sells it to recover the funds lent
· Provides certainty of future payments 
· Insured
· Most mortgages are of this form
· Permits purchaser to obtain mortgage with less than 25% of property value
· Homebuyers may purchase a home with as little as 5 percent down with CHMC insurance
· If purchaser defaults, lender applies to CMHC for looses incurred
· Second Mortgages
· A cash advance based on equity of home
· Sometimes called home equity loan
· Open Mortgages
· Permits prepayments without restriction or penalty
· Loan may be paid off completely at any time
· Closed Mortgages
· Permits some prepayments without penalties under certain conditions
Qualifying for a Mortgage

· Two basic criteria for determining whether or not to grant a mortgage:
· Quality of the property as security
· Borrowers creditworthiness
· Need property appraised to determine lending value
· Purchaser will need to provide:
· Full credit history, Employment history, Details on income, assets, debts
· Need to calculate Gross Debt Service
· Percent of buyer’s gross income needed to cover home expenses – mortgage, utilities, taxes, etc., Acceptable range – 25% to 35%


· Another measure of capacity to handle mortgage is total debt service
· Percentage of annual income needed to cover mortgage payments, heating costs and consumer debt payments
· Should not exceed 37% of annual income or 40% if heating costs are included
Mortgage Repayment

· Amortization Period-Period of time over which mortgage is to be paid off
· Mortgage Term-Length of time before lender can demand repayment of all outstanding principal
· Interest rate and monthly payments fixed for the term
· Anywhere from 6 months to 7 years
· Maturity Date
· End of mortgage term
· When mortgage terms have to be renewed or lender can legally demand full payment of outstanding balance
Prepayments of Principal

· Repayment
· Following of a mortgage schedule to eliminate the loan
· Prepayment
· Way of accelerating the reduction of principal during term
· Many banks permit additional payment of 15% of outstanding principal to be paid each year
· Prepayment Penalties
· Usually three month’s interest on amount of prepayment
· Lender shortens the time the loan will be outstanding
· When repayments are made, it is common practice to make no change in the size of the monthly payments, thus shortening the time that the loan will be outstanding
· The reduced amortization period will result in less total interest
Total Cost of Home

· Varies with down payment, the interest rate and the amortization period
· Aim is to have the largest possible down payment, the shortest amortization period affordable and the lowest interest rate
Reverse Mortgages

· Program to assist home owners who have large equity and need cash
· Provides elderly homeowners with tax free income
· Equity used as collateral to obtain loan which is paid back when homeowner dies or when agreement ends and the home is sold
· Home owners face prospect of having to sell home before desired
· There are other less expensive ways to borrow money
· Get a line of credit
· Sell the house when market is high and buy a smaller, more manageable house
General Insurance

3 types of insurance:

· Property
· Personal Liability
· Automobile
· While more than 9 out of 10 homeowners have property insurance, only about 4 out of 120 renters are covered
Economic Risks of Ownership  

· Why do we have insurance?
· Damage to or loss of property
· Hail damage on roof, Fire, theft, vandalism, Damage to your vehicle
· Liability for Damages
· People responsible for injury to others and damage to other’s possessions
· Car accident
· Injury or death to yourself or your passengers, Liability to others for injury, death or property damage
· Ice on steps 
· Someone falls – can be legally liable
· Someone drowns in your hot tub/swimming pool
· Renters’ careless smoking
Basic Concepts and Principles  

· What Is Insurance?
· Pooling of risk – large number of people facing common risk pool their money into a fund for emergencies
· Car insurance/ home insurance
· Pay regular fees to be covered in event of loss
Factors Affecting Cost of Insurance  

· Probability of risk occurring
· Car insurance – males under 20 years of age – higher probability of claims leads to higher insurance premiums
· Number of people sharing the risk
· Cost of compensation
· Depends on value of property to be repaired or replaced
Issues Associated with Risk Management  

· Insurable Interest
· In order to obtain insurance, buyer must be an insured interest in the risk
· There must be a financial loss to the owner if event occurred 
· Insurable Risks
· Insurance concerned with insurable risks only
· What policy will cover
· Acts of God, hail and water damage, etc
Handling Risk

· Three ways of dealing with insurable risks
· Take steps to eliminate or reduce the risk
· Put locks on windows and doors
· Fire detectors in house
· Prepare to handle the loss oneself
· No collusion coverage on older vehicle
· Sharing the risk with others
· Obtain insurance
The Insurance Contract

· Can purchase insurance from:
· An agent – someone who represents a single insurance company
· A broker – someone who represents several companies
· Insured – people buying the insurance
· The insurer – the insurance company 
· Policy – legal contract or agreement between insurer and insured
· Peril – a risk of some damage or injury
· Endorsement or rider – a statement appended to an insurance policy that may specify additional coverage and a change in ownership or in risk 
 Approaches to Determining Amount of Insurance Settlements

· Actual Cash Value-cost of replacing the property less the use already received from it
· Property insurance based on principles of indemnifying the insured for a loss
· Indemnification – compensating the insured at such a level that the insured will be returned to approximately the same financial position enjoyed before the loss or event
· No one should profit from a settlement – fraud
· Determine the replacement value of the loss and deduct any accumulated  
· Three options to settle claim:
· Cash settlement – $160
· Replacement – replace used possession with similar new one – most popular 
· Repair damaged article
· In cases of partial loss, insured might be reimbursed for a total loss
· To retain salvage value, owner must pay insurer for it
Replacement Value Insurance

· There are policy limits with respect to home insurance
· If home is insured for $80,000, yet damage is valued at $120,000, owner only gets $80,000 – have to pay for rest
· Insurer’s liability – lesser of the actual cash value or the cost of repairs
· If car is valued at $1,500, yet cost of repairs is $2,500, vehicle is written off 
Property Insurance

· How many have home or tenant insurance?
· What are the risks?
· Criminal, Accidental, Fire and smoke damage, Water damage, Acts of God – tree falls on car, deck, etc., Hail storm damages car or roof, Vandalism, Break and enter
Homeowner’s Insurance Coverage

· Buildings and other structures
· Home, Garage, Tool shed, Gazebo, Shrubs, plants 
· Additional living expenses
· Cost of living in a temporary location while your home is being repaired 
· Personal Property
· Clothes, furniture, appliances
· Typically, insurance companies estimate value of contents to be 30% of the value of the house, excluding land
The Inventory

· When  a loss is experienced, it is necessary to produce proof of what was lost
· Need to keep up-to-date inventory of possessions and the value of all items
· Keep sales receipts, Pictures, Serial numbers, model numbers, Video records, Written appraisals of value particularly on antiques, jewelry, art, firearms, silverware, photographs, video recordings of your home and contents, Keep a copy of each document in a secure location such as a safety deposit box
 Two Types of Policies

· Named-Peril Coverage
· Coverage is limited
· Provides protection from a list of perils named in the contract
· Jewelry, art, clothes, cameras
· Paid certain percentage of value of items
· Need scheduled property rider – list of items covered along with their value and serial numbers
· Need pictures, serial numbers, certification of value, appraisals
· All-Risks Coverage
· Covers all risks
· Have to check fine print for what is excluded
· Home and contents and contents away from home – camera taken on camping trip and falls into fire – covered
Problems If Under-Insured

· Sometimes policies will state that one must be insured for 80% to 100% of property replacement value
· Need to know current market value of home
· If insured for less and claim is made, may not be covered for entire amount of claim
Property Insurance and Mortgages

· Property insurance may include a mortgage clause that recognizes that there is a mortgage on the property and specifies rights and obligations of both lender and insurer
· Lender has right to share in any insurance settlement on the property as long as the insured still has an outstanding balance owing
· Mortgage clause entitles the lender to receive a loss payment regardless of any act or neglect of the home owner or borrower
 Personal Liability Insurance 

· To succeed with a liability claim, person seeking damages must prove that loss of damage was caused by negligence
· Negligence – failing to do what a “reasonable and prudent person” would do in a similar situation
· Doing what a prudent person would not do in a similar situation
· Example: 
· not stopping at a cross walk and hitting someone

· a ball through a window
· not clearing ice off steps for mailman
· not having warning signs and a fence around a swimming pool
Liability Insurance 

· Covers the risk of being found responsible for damage caused by your own negligence or by the negligence of family members (children’s carelessness), employees, animals, etc.
· Also known as third-party insurance
· Before insurance company can settle a liability claim, must be satisfied:
· That insured was legally liable
· That the policy covers this particular liability
· May be purchased separately or as part of another policy such as home or auto insurance 
· A homeowner’s or tenant’s policy can include comprehensive personal liability coverage
Car Insurance 

· Insurance Providers
· Basic car insurance coverage provided by provincial governments – B.C., Manitoba and Saskatchewan
· Coverage split between government and private companies – Quebec
· Provision of car insurance by private companies – the rest of the provinces and territories
The Risks of Car Ownership 

· Liability to others for injury, death or property damage
· Legal requirement for liability insurance coverage is $50,000 in Quebec and $200,000 elsewhere in Canada
· Minimum of $1,000,000 is recommended
· Rising costs of lawyers, court fees, car repairs, medical care, income replacement for those hurt/killed warrants high coverage
· Liability claim depends on proving negligence (2 types)
· Ordinary 
· Either failing to do what a reasonable person would do or doing what a reasonable person would not do
· Gross 
· Constitutes reckless behaviour, willful misconduct, undue care and attention
· Injury to or death of self or passengers
· Insurance provides benefits in case of bodily injury to occupants of vehicle or anyone struck by vehicle
· All provinces except Newfoundland require compulsory accident benefits coverage as part of car insurance 
· Accident benefits – insurance coverage for personal injury or death
· Basic Rule – everyone has responsibility to take proper care no matter what we are doing 
· Damage to insured’s vehicle
· Least serious risk faced by car owners
· Insurance coverage generally not mandatory for this risk, except in Saskatchewan and Manitoba
· Coverage for physical damage to vehicle often subject to some deductible amount that insured pays
· Example: $500 deductible – first $500 in damage paid by insured
· The higher the deductible, the lower the insurance premiums
· Why? 
· You share more of your risk with insurance company, so they have to pay less. 
· People are more careful if costs of being careless is high
· A higher deductible means that the insurance company deals with fewer claims, thus, reducing its administration costs
· Collision Coverage
· Car collides with another object
· If collision is caused by negligence of another person, that person’s insurance company pays the damage claim
· Comprehensive Coverage
· Protects against all perils, except collision
· Theft, vandalism, fire, lightning, windstorms, hail, falling objects
· Coverage subject to a deductible amount, but deductible may not apply in certain situations – such as when entire car is stolen
Factors Affecting Insurance Rates

· Why do we pay more for car insurance each year than for tenants/home insurance, even though homes are more valuable?
· Cars pose greater risks to financial security, more accident claims and the cost of settlements are getting larger
· Personal Characteristics
· Age – under 25 and over 70 – have more frequent and severe accidents – pay higher premiums
· Also no accident history for younger drivers, Gender, marital status
· Types of Vehicles
· Some vehicles more susceptible to theft/vandalism than others, better designed and less easily damaged, more expensive to repair – sports cars and various older vehicles
· Use of Car
· Deals with probability of getting into an accident
· Depends on whether vehicles driven for pleasure, business, how many miles driven per day, whether making deliveries or carrying passengers 
· Region
· City versus rural driving
· Fewer accidents, less adverse driving conditions and less vandalism in rural areas than in major urban centres
· Provincial Differences
· Provinces differ in factors used for determining premium rates
· Quebec sets premiums for a given class of vehicle, regardless of risk/qualification presented by the individual
· High Risk Premiums
· Some drivers have accident/driving records that make them very high risk and unacceptable to issuer for standard car insurance
· Premiums paid by high-risk drivers are very high
Reducing Automobile Insurance Premiums

· Comparison shop – premium rates and services vary among insurance companies
· Establish and maintain a safe driving record
· Purchase an older vehicle – avoid sports cars
· Avoid accidents and traffic violations
· Being a non-smoker
· Increase the deductible amount
No-Fault Automobile Insurance

· Permits one to collect payments for damage or bodily injury no matter who is at fault for the accident
· Example: Accidents caused by adverse road or weather conditions
· Example: By cars or pedestrians who are not involved in the accident
· Some accident victims are never compensated because no one can be shown to have been negligent
· Problems have prevented the implementation of a true no-fault auto insurance system
· Modest coverage for personal injury remains mandatory in most provinces
 Life Insurance

What Is Life Insurance?

· A mechanism to protect an income stream for dependents should the breadwinner die prematurely
· To provide liquidity for an estate at death
· Life insurance proceeds can be used to:
· Provide education or income for children
· Pay off the mortgage or other outstanding debts
· Provide retirement income
· Make estate or tax payments
· Provide survivor benefits
· Establish endowment funds for children at a specified age
Basic Concepts

· Policy – agreement or contract that states which risks the life insurance company has agreed to assume
· Face Amount – amount of agreed payout at time of death
· Beneficiary – person named in the policy to receive the proceeds
· Premiums – regular insurance payments
· Insurable interest 
· Relationship between the insured and the event being insured against
· Spouse, child, grandchild, employee or any person on whom issured may be wholly or partially dependent
Three Basic Principles of Life Insurance

1.Pooling Risk

· Pooling small contributions from many people to create a fund able to compensate those who experience a loss
2.Pure Cost of Life Insurance

· The cost of insuring a life for one year based on the mortality rate for persons of same age and gender
· Insurance becomes more expensive each year as one ages, but is less costly for females
3.Level Premium

· Constant payments each year, regardless of duration of the policy
· Established in order to ensure that there will be enough money to pay the face amount to the beneficiary at some future date
Factors Affecting Cost of Life Insurance  

· Mortality Rate
· Primary determinant of the price paid for life insurance
· To estimate mortality risk, actuaries require information on age, gender, state of health, you and your family’s medical history, engagement of dangerous activities (smoking, skydiving) 
· Loading Charges
· Administrative costs, commissions to sales people and profit for shareholders
· Commissions can be 13% to 110% of first year’s premium, renewals range between 2% and 15%
· Frequency of Premium Payments
· Annual payments yield lowest costs than semi-annual or monthly payments 
· Participating and Non-Participating Policies
· Depends on how premiums are collected
· Non-participating policies 
· Premiums are estimated as accurately as possible
· Premiums can’t be adjusted if company underestimated or overestimated cost
· Participating policies
· Premiums usually set somewhat higher than for non-participating policies
· Policyholder receives refund on an excess – called dividends
· Dividends depend on company’s efficiency, its return on investments, number of policies that have been cancelled
Basic Types of Life Insurance  

· Two important characteristics to consider are whether or not:
· The coverage is for life
· The policy accumulates a cash value
· Term Insurance
· Provides protection against a specified risk for a definite period of time – not life
· At end of this time, insurance lapses, unless it is renewed
· Terms on 1, 5, and 10 years are common
· Pays a benefit (face value of policy) only if one dies during period that policy covers
· At renewal, premiums raised as insured has aged and probability of dying has increased, no cash value is available
· “no frills” form of life insurance
· Provides most face value per premium of any type of life insurance
· Example: For every $100 that you can afford to spend each year on life insurance, you obtain more face amount (life insurance coverage) with term insurance than with other polices
· For a given amount of life insurance, the annual cost is lowest for term coverage
Group Life Insurance 

· Bought by employers to cover the lives of a large group of employees
· Payments shared by employer and employee
· Policy available without medical examinations
· Group insurance is term insurance – most often one-year renewable terms
· Coverage ends upon employee termination
Credit Life Insurance 

· Purchased by lenders to cover the lives of a group of borrowers
· Insurer agrees to reimburse the creditor for the balance owing should borrower die
· Cost of insurance borne by the borrower
· As principal owing on mortgage decreases, so does amount that would be paid to lending institution should home owner die prematurely
Whole Life Insurance 

· An insurance plan in which policy holder pays specified premium each year until death
· Premiums are level for life
· Distinguishing feature
· Accumulation of policy reserves, also known as cash reserves or cash surrender value (see Figure 6.3)
· Derived as payments exceed the base cost of insurance
· Is an amount which increases over time, and paid out if you cancel the insurance 
Combination Policies

· Universal Life Insurance-A whole life policy combining term insurance with investment elements
· Distinctive features:
· Pay premiums in any amounts at any time within prescribed limits
· The premiums are used to create a fund from which the company deducts the cost of insurance protection and a loading charge
· The balance collects interest and can be withdrawn and borrowed against
· Policy holders receive regular statements of all transactions in account, rates of return on investment, commissions, loading charges, costs of insurance, etc.
The Insurance Policy

· A life insurance policy is a contract between the insuring company and the policy holder
· A life insurance contract is not a contract in indemnity - unlike property insurance – whereby insured is returned to financial position before loss
· Life insurance policies pay a predictable sum of money
Features of an Insurance Policy

· Description of Policy
· Provides basic information on face amount, type of policy, name of the insured person, the insured’s age, the date of coverage, and amount of the premium
· Grace Period
· Policy holder has a grace period of one payment of premium without penalty
· Dividends
· Covers the details of the company’s payment of dividends and describes the various options available to the policy holder
· Can take dividends in cash, use them to reduce the premium, or leave them on deposit to earn interest
· Incontestability
· Policy states that after the policy has been in force for 2 years, it will not be invalidated by any non-disclosure or misrepresentation that may be discovered, with the exception of fraud
· Policy Loans
· Conditions are set out under which policy loans are available
· Can borrow any amount up to the cash value of the policy
· Ownership Rights and Assignment
· Stipulates the rights of the life insurance policy
· A life insurance policy is assignable – its ownership may be transferred
· Beneficiary
· Identifies the person(s) or organizations intended to receive the proceeds of the insurance upon policy holder’s death
· Insurance proceeds are not distributed through the deceased’s will, but go directly to the beneficiary, free from claims that creditors may have to the estate, including the CCRA
Uses for the Cash Reserves

· There are several uses of the policy reserve also known as cash value or cash surrender value
· Terminate the insurance coverage and take the cash value
· Borrow from the cash surrender value, usually at an interest rate that is lower than from other sources
· Pay premiums
· Use it as collateral for a loan
· Purchase a paid-up policy with a smaller face value – the amount of the face value will depend on the amount of the cash value at that time
Endorsements or Riders

· An insurance policy can be modified with addition of endorsements or riders
· Common riders include:
· Guaranteed renewability without providing evidence of insurability with another medical examination, at an extra cost
· Waiver of premium, when policy holder is disabled
· Guaranteed insurability, particularly for younger people who do not currently have dependents, but who may desire additional coverage when they start a family and increase their financial obligations
· Conversion privilege which entails converting to another type of insurance at any time before the end of the term
· Accidental death benefit provides additional benefits, up to twice the face amount of the policy if the insured’s death results from an accident
Chapter 14 Credit, Debt, and Bankruptcy

· When applying for credit, the lender must estimate the probability that you will be able to repay the debt as scheduled
· The lender starts by assessing your reliability and capacity to repay the debt
· Credit history is available from 3 major sources:
· The individual seeking to obtain credit
· The individual’s creditors 
· Public records – chattel mortgages, conditional sales agreements
· The lender will want to know how you handled previous credit transactions
· Such information is available from the local credit bureau
Credit Reporting

· A credit bureau is a business that sells information about credit transactions to its subscribers, who are mostly creditors and other businesses
· Obtain credit information from people who abuse credit and who are in debt
· Anyone who has credit cards, charge accounts, a mortgage, has rented, paid utilities and phone bills, has a file at a credit bureau
Credit Rating

· Credit bureaus do not make assessments on anyone’s capacity to handle credit
· Collect and sell information
· Provide information on certain characteristics such as capacity, character and collateral
· Lenders have programmed their computers to score the information to determine whether the applicant is a good, bad, or uncertain risk
Regulation of Credit Bureaus

· Except for Alberta, New Brunswick, and the territories, all other provinces has passed laws that regulate consumer reporting agencies which include credit bureaus
· Two basic concerns are:
· The consumer’s privacy with regard to credit information
· The consumer’s right not to suffer from inaccurate credit or personal information
· As a consumer, you have the right to know what is in your credit bureau file
Debt Collection

· When a debt is in arrears or in default, the creditor will attempt to retrieve money owed as quickly and cheaply as possible with minimal destruction of the debtor’s goodwill
· Will send notices and reminders
· Banks, small loan companies or credit unions have collection facilities to collect their own overdue accounts
· Third party collecting/collection agencies specialize in collecting overdue accounts for others
· Retain a percentage of money recovered as a fee
· The Criminal Code of Canada prohibits indecent, threatening or harassing telephone calls
Use the Courts to Collect Debts 

· The creditor who has an account in default has the right to enforce security and use reasonable collection procedures
· If those are not sufficient, the next alternative is to sue the debtor
· Two possible outcomes:
· Debtor does not owe the money and the case is dismissed
· Debtor does owe some or all of the money claimed by the creditor
· If debtor cannot or will not repay the debt
· Garnishee debtor’s wages or bank account
· Seize some of the debtor’s goods under an execution order
· Wage Garnishment
· Is a court order that instructs an employer to pay into the court’s trust some percentage of the debtor’s wages
· Provincial laws specify what proportion of wages may be garnisheed – 70% to 80% of gross wages may be exempt from garnishment
· Bank Account Garnishment
· May take 100% of an account to satisfy a judgment debt
· Initiated by the courts
· Sometimes used to collect debts from persons receiving welfare
· Family Court Garnishment
· Whenever payments on a maintenance order are not kept up-to-date, the family court can issue an attachment on wages
Overindebtedness: Why Does It Happen? 

· The condition of having more debts than one can or is willing to repay
· An overindebted person is often found to have several accounts in arrears with creditors and collectors actively pressing for payment
· Serious Consequences of Debt
· Loss of job because of garnishment proceedings
· “Rob Peter to pay Paul”
· No peace of mind
· May lead to heavy drinking, neglect of children, marital difficulties and drug abuse
· Different Degrees of Overindebtedness 
· Some unable to repay the debts due to:
· Unexpected job loss
· Unexpected loss of income
· Unforeseen large expenses
· Personal difficulty
· Poor financial management
· Irresponsibility
· Some due to disputes with creditors or retailers
Personal Bankruptcy 

· Approximately 90% of all bankruptcies in Canada are by consumers, rather than business
· Personal bankruptcy has been on the dramatic rise for several years, increasing by almost 8% annually since the mid 1990s
· Become an acceptable tool of credit management
· However, it still does not eliminate one’s obligations to pay alimony, maintenance, fines, penalties or co-signor responsibilities
· Causes of Personal Bankruptcy 
· Poor education
· Many are “financially” illiterate
· Unable to find a good job
· Forced to live at the margins of society
· The inability to socialize and form lasting, meaningful relationships
· Come from broken homes, dysfunctional families
· Marrying or forming a relationship at a young age
· Lack financial resources necessary to run a home
· See credit as only means to obtain appliances and furniture
· Addictions
· Gambling, alcohol, drugs, shopping
· Serious medical problems or disabilities
· Large student loans
· Loss of job and income
Alternatives for the Overcommitted Debtor

· Negotiate new terms with creditors
· Obtain a consolidation loan
· Used to discharge a number of existing debts, hopefully at a lower interest rate
· Borrowing sufficient funds to cover all outstanding obligations may not work
· Smaller monthly payments may mean longer time to pay loan off
· Total interest charges higher 
· Seek help from a credit counselling service
· Declaring insolvency and filing a consumer proposal
· Apply for insolvency protection under the Bankruptcy and Insolvency Act – a federal law initiated in 1992 and amended in 1997 to regulate bankruptcy and proposal proceedings in Canada 
· Making an assignment in bankruptcy 
· Allows an insolvent debtor to obtain relief from a financial crisis with any assets distributed in an orderly fashion among creditors
Bankruptcy and Insolvency

· Declaring Insolvency
· Last resort of the overindebted
· May be only alternative for families that do not have enough money to cover regular living expenses and also repay their debts in full
· A Consumer Proposal
· A plan for reorganizing a debtor’s personal financial affairs for presentation to his/her creditors
· Maximum five-year plan for paying creditors all or a portion of the total debt owed
· Both the court and your creditors must agree to the consumer proposal, and if approved, abide by it
· Protects debtor against discontinued utility services, accelerated payments, employer retaliation due to the consumer proposal
Basics of the Insolvency Process

· A person applying for a consumer proposal must be insolvent and have less than $75,000 in debts, excluding a mortgage on a principal residence
· There are 5 main actors in the insolvency or bankruptcy:
· The insolvent – who is unable to meet his/her debt obligations
· The creditors – those who can prove a claim against the insolvent
· The official receiver – the federal civil servant who oversees the insolvency process
· The trustee in bankruptcy – a federally licensed official, who carries out the insolvency process
· The administrator of consumer proposals 
· Trustees handle both bankruptcies and consumer proposals, while administrators are limited to handling only consumer proposals and the related counselling
Bankruptcy

· Bankruptcy – allows an insolvent debtor to obtain relief from a financial crisis
· At the end of 2003, 78,232 Canadians were bankrupt
· The reason for the high bankruptcy is a rise in consumer debt
· When the debtor is deemed bankrupt by the courts, several actions take place:
· All of the debtor’s assets are assigned to a licensed trustee
· The trustee calls a meeting of creditors to discuss administration of estate and liquidation of assets
· All creditors must prove claims against the estate
· Secured creditors will be paid first with proceeds. 
Chapter 11

Wills: Planning for the Distribution of Assets  

· Wills provide for an orderly procedure for changing the ownership of assets after a death
· A comprehensive financial plan should include a will
· Though most Americans are aware they need a will, the majority – about 70% – don’t have one (Metlife)
What Is a Will?  

· A legal document that directs how one’s assets should be distributed upon one’s death
· May also give someone the power to act as one’s financial representative – executor
Who Needs a Will?  

· Most adults should have a will:
· To ensure their estate is distributed according to their wishes
· To simplify the handling of the assets
· Most people have a larger estate than they realize
· People forget about assets that do not form part of their estate until they die
· Proceeds from privately purchased life insurance
· The lump sum death benefit from the CPP
· Group life insurance plan’s connected to employment
· RRSPs
· A will has no effect or power during one’s lifetime
· When one is alive, one can change the will as often as one wishes
· A will takes effect when the person who signs the will dies
Drawing up a Will

· Take stock of possessions, assets and any other moneys that form part of the estate
· Decide on allocation of assets
· A lawyer’s role is to translate your wishes into legal language
· A will should include:
· The domicile (or home) of the testator (the person that signs the will)
· A statement that previous wills made by the testator are revoked
· A direction to pay funeral expenses, debts, and taxes before distributing the estate
· Possible specific bequests (or legacies) of certain possessions or moneys to named persons
· A clause that covers how to dispose of the residue of the estate
· The appointment of an executor and possibly an alternate executor
· The naming of a guardian if the testator has any minor children
· Possibly, a common-disaster clause to cover such situations as the death of a couple as a result of one event
· A guardian for children is often designated in a will, but the testator does not have final word
· The court appoints a guardian for the children
· In many cases, the guardian named in the will is appointed by the court if the person is agreeable and able to act
· There is no legal requirement that a person must leave his/her estate to family members
· However, if a spouse or children who were financially dependent on the decreased at the time of the death are disinherited, these survivors may have a basis for contesting the will
Signing and Witnessing a Will

· A will must be signed by testator and by two witnesses simultaneously
· By their signatures, the witnesses attest that they watched the testator sign this will
· Advisable that neither a spouse nor a person who is to benefit from a will serve as a witness to that will
Where to Keep a Will

· Should be kept in a safe place, but provide easy access to survivors
· Leave it with a trust company or a lawyer
· Safety deposit box
Marriage and Wills

Usually a will made before marriage is rendered void by event of marriage, unless the spouse elects in writing to uphold it after the testator’s death

Revoking or Altering a Will

· A will may be cancelled or revoked by:
· Destroying it
· Writing a new will that states previous wills are revoked
· Getting married
· To alter an existing will without writing a new one, add a codicil – a postscript to a will
· Some  lawyers believe that it is better to rewrite a will than to add a codicil
The Holograph Will

· A will entirely in the handwriting of the testator, dated and signed, but not witnessed
· Not valid in B.C., Nova Scotia, or PEI – need witnesses
 Proving the Will

· After death, a will is submitted to the Surrogate Court for probate
· A process whereby the court verifies the authenticity of the will and appoints the executor
· Some wills are not probated, especially when the estate is small and uncomplicated
Administering the Estate in Trust

· After the testator’s death, the property included in the will comes under the authority and control of the executor
· An executor usually engages a lawyer, but final responsibility rests with the executor
· The executor is responsible for computing assets and liabilities
· Before estate can be distributed, all debts must be paid with taxes and funeral expenses taking first priority
· There are no estate taxes, but there are probate taxes which vary by province
· The executor has to pay any income tax that is due on:
· Any income the deceased received from January 1 of the year in which the death occurred until the date of the death
· Any income generated by the estate between the date of death and the date of distribution
· An income tax return must be completed for the portion of the year during which the deceased was alive
· Just before distributing the estate, another tax return must be completed
Distributing the Estate 

· When the executor has paid the deceased’s debts, filed an income tax return and paid the legal fees, the estate can be distributed to beneficiaries
· In some cases, the executor may have to sell property in order to divide the estate among several people.
· For example, if the estate’s chief asset is a home and there are three beneficiaries
· Executors are entitled to a fee based on the estate’s complexity and on the time and effort they have expended
· Usually 4% to 5% of the estate’s value
Settling an Estate Without a Will 

· Upon death without a will (intestate), someone with a financial interest in your estate must apply to the court to be appointed administrator of your estate
· The application includes an inventory of the estate’s assets and debts, a list of close relatives and an affidavit stating that the deceased left no will
· The administrator carries out the same duties as an executor
· When there is no will (intestacy), the estate is distributed according to the provisions of the appropriate provincial law
· There is a method of classifying relatives according to the nearness of their relationship to the deceased
· Called a table of consanguinity (blood relationships) 
· Some provincial statutes have considered common-law spouses to be legal spouses in cases of intestacy
Estate Assets Not Distributed By the Will

· There are two situations in which the deceased’s assets go directly to a beneficiary, independently of the will:
· By contract
· At law
· Certain financial assets – life insurance, annuities, RRSPs – may have designated beneficiaries who were named in the contract by the deceased
· Other assets not distributed – those held in joint tenancy
· Couple has a joint bank account, real property such as a house
· Joint tenancy is not the same as tenancy in common
· Joint tenancy – ownership of the house passes to survivor
· Tenancy in common – only one half of the value of the house forms part of the deceased’s assets – the other half continues to belong to the survivor
Power of Attorney

· Another aspect of financial planning – providing for the possibility that you may become incapacitated through accident or illness
· A power of attorney – a legal document that names someone to handle your finances under certain conditions
· Major concern to all parties involves knowing when this power of attorney comes into force
· It is easier, cheaper and less cumbersome for the family if a power of attorney is signed when the individual is capable
 Identity Theft, Fraud & Security

· When applying for credit, the lender must estimate the probability that you will be able to repay the debt as scheduled
· The lender starts by assessing your reliability and capacity to repay the debt
· Credit history is available from 3 major sources:
· The individual seeking to obtain credit
· The individual’s creditors 
· Public records – chattel mortgages, conditional sales agreements
· The lender will want to know how you handled previous credit transactions
· Such information is available from the local credit bureau
Identity Theft

· Identity theft is a crime of stealing key pieces of someone’s identifying information, such as: 
· name, 
· address, 
· Social Security number, 
· birth date, and
· mother’s maiden name 
Common Forms of Identity Theft

· Credit card fraud
· Communications services fraud
· Bank fraud
· Fraudulent loans
· Internet fraud
How Identity Theft Occurs

· Identity thieves…, steal wallets and purses containing your ID, steal your mail
· Complete false “change of address” forms
· rummage through trash (“dumpster diving”)
· Pose fraudulently as someone else to get your information
· steal business or personnel records at your workplace.
· find personal info in your home.
· Use info you put on the Internet.
· buy personal info from “inside sources.”
· “shoulder surf” at ATMs and telephones.
Technology Scams: Phishing, Fraudulent E-mails, etc.

Look-Alike (Fake) Web Sites

· Spoof e-mail messages sent to “verify” or “update” account info
· Appears to come from reputable company
· Example: eBay, Best Buy, banks, merchants
· Looks “legitimate”
· Scam is called “phishing”
· Get people to disclose sensitive data
· Data used to commit identity theft
Red Flags of a Phishing Scam

· E-mails that direct users to a Web site to “validate” or “update” info
· E-mails warning accounts will be closed
· Grammatical errors and typos
· Return addresses at yahoo.com, juno.com
· Words Like “Urgent” and “Important”
Steps To Avoid Phishing

· Be cautious: African refugees with $10 million, suspended FDIC insurance, etc.
· Realize that banks never ask for account info, especially in an e-mail
· Don’t click on any links in suspicious e-mails
· Report suspicious e-mails to companies
· D-E-L-E-T-E
Recommended Technology Fraud Risk-Reduction Practices 

· NEVER click on unsolicited pop-up ads
· Avoid putting your e-mail address on public Web pages (can be harvested by spammers)
· Don’t use “good” e-mail address in chat rooms
· Avoid short addresses like “John101”
· Keep virus software & patches up to date
· Never forward chain letters & virus warnings
Interesting Fact

58% of e-mail messages in 2003 were spam

How Identity Thieves: Use Your Information

· Change mailing addresses on credit card accounts.
· Open new credit card accounts.
· Establish phone or wireless service in your name.
· Open new bank accounts and write bad checks.
· File for bankruptcy under your name.
· Counterfeit checks or debit cards.
· Buy and take out car loans in your name.
Reducing the Risk of Identity Theft

· Destroy credit card applications, receipts, bank, and billing statements.
· Avoid giving your SSN unless it’s absolutely necessary -- use other identifiers.
· Pay attention to billing cycles.
· Guard your mail from theft.
· Put passwords on credit card, bank, and phone accounts.
More Ways to Reduce the Risk of Identity Theft

· Carry as little identification information as possible.
· Limit the number of credit cards you carry.
· Don’t give personal identification on the phone unless you initiate the call.
· Be cautious with personal info in your home.
· Check on who has access to your personal info at work.
· Don’t carry your SS card.
· Save ATM and credit card receipts to check against statements.
· Alert family members to dangers of pretexting.
· Be informed about your financial institutions’ policies of sharing information.
· Make sure your credit reports are accurate.
How to Get Your Credit Reports

· Equifax -- www.equifax.com
· To order:  800-685-1111
· To report fraud:  800-525-6285
· Trans Union -- www.tuc.com
· To order:  800-916-8800
· To report fraud:  800-680-7289
If You’re a Victim...

· 1. Contact the fraud departments of the three major credit bureaus.
· 2.  Contact creditors or financial institutions for any accounts that have been tampered with.
· 3.  File a report with local police or police where the theft took place.
Scams


