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Buying Clothing and Cars – A Modelling Exercise

Section A

1.
The article below was taken from The Sunday Times (Business Times)
 and deals with 
buying clothes on credit. The article began like this …

[image: image1.png]Johannesburg - need to buy a new car of about
R300 000. The depreciation of the car really hurts. What
would be the best possible way to finance the car?" John
‘asked Fin24.com's Money Clinic recently.

I can afford to pay cash, but never I'm sure if this makes
sense.”

Acar is probably the worst investment you can make. By
some estimates. new cars often lose almost 30% of their
value in the first year. After two years, a new car may be
worth half it original price and all models continue to lose
a chunk of value every year.

This should underscore the main consideration when
buying a car: don't waste any money on it. Buy something
you can comfortably afford.

But how should you pay for it?




The journalist took the trouble to investigate different clothing shops and some of her findings are summarised below:

Most clothing chains offer both the traditional six-month, interest-free account 
(you merely pay for your purchases over six months, at no extra cost), and an 
extended payment plan, 12 to 24 months, on which you pay interest. The extended 
payment plan is a relatively new option for clothing stores; in the past, interest-bearing accounts were the domain of furniture stores. 

Stan Aldridge, chain and financial manager at clothing store Edgars, explains the 
two types of accounts. The group's grey card is the six-month plan. No interest is 
charged on this account unless the accountholder falls behind on monthly repayments, 
and then interest at 32% a year is levied. The red card is a 12-month payment plan 
where interest is charged. The interest is 2.66% a month, which works out to 32% 
a year. 

Bally Spitz shoe stores offer a six-month interest-free account as well as a 12-month account, with interest. Marketing director at Bally Spitz, Allen Kelner, says interest 
charged on the cards is the same as for "the ordinary bank credit card" which, 
according to First National Bank, is 35% a year. 

Sue Towse, advertising manager at Truworths clothing chain, says the company offers 

a six-month interest-free account, as well as extended payment plans (12, 18 or 

24 months) where interest is charged at 2% a month - an effective 26.5% a year. 
Truworths charges the same interest over 18 or 24 months as charged on a 12-month 
account. 


Uwer Kutu, customer services manager at the Woolworths head office in Cape Town, 
says the group charges 30% interest a year on its card. 

a)
Complete the table below. Note that the accounts compared here are only the ones on which 
interest is charged.








(8)
	Name
	Period (in months) over which the account must be paid
	Nominal annual interest
	Nominal monthly interest

	Edgars
	12
	i
	ii

	Bally Spitz
	12
	iii
	iv

	Truworths
	12, 18 or 24
	v
	vi

	Woolworths
	not stated
	vii
	viii


b)
Elsewhere in the same article we are told the following:
Pelma Lekhele, who works for a public relations company in Johannesburg, 
says a clothing store at which she already has an account recently sent her a 
letter saying she can buy R17 000 worth of clothing on credit! 

Lekhele says she does not need clothing worth that much and rightly feels the 
store should put a limit on credit. 

Even if you are a loyal customer who always meets payments, she says, a debt 
this much will not be affordable today given the country's economic situation. 

If Lekhele decided to go on a shopping spree and buy R17 000’s worth of clothing on credit, calculate what her monthly payments (on a reducing balance) would be if she was buying from:

(i)
Edgars

(ii)
Truworths (the 12 month option)





(8)

What percentage would Lekhele be paying in interest (rounded off to the nearest decimal 
place) if she was buying like this from:


(iii)
Edgars


(iv)
Truworths (the 12 month option)





(6)
c)
Sue Towse states that interest is charged at 2% a month, which translates to an effective 
interest of 26,5% a year. Prove whether this statement is accurate.


(4)
[image: image2.png]Ccash

If you pay for it in cash. you will lose a big chunk of it
because of depreciation. But at least you won't also have
to pay R88 400 i interest, monthly administration fees
plus an once-off initiation fee of some R1 100 (on a 54~
month finance deal with a 10% deposit and an interest rate.
of 13%).



2.
In a recent News24 article, Should you pay cash for a car?
, the following was stated:
[image: image3.png]Instalment sale:

If you choose to pay for the car in monthly instalments, you'll fork out about R362 000 (including
charges and fees) over the course of 54 months (ith a 10% deposit and an interest rate of 13%).

Another way of doing it is by using money available on your home loan facilty, which usually has a
lower interest rate. You may end up saving almost R20 000 if you could pay interest of 11%,
instead of 13%. But then you have to force yourself to pay off the loan within a set timeframe - and
not stretch it over the term of your home loan



[image: image4.png]57 MONEY

Buying clothes on credit wears a hole in
your pocket

Cash-strapped consumers should resist the temptation to
buy on extended payment plans, writes MASEIPATI
TSOTSOTSO

Some costs on your card may be optional - so if you don't want
them, be sure to inform the store

STAY away! The interest rates charged by clothing chain stores on
their extended payment accounts are sky-high.

Don't let high anxiety.
knock vou off tha,

Consumers are losing more than they need to by using the popular
buy now-pay later plans offered by stores to make their goods more

Out of the frving pan into
Out of the i "o

the tax infer.




And then the author makes the following statements:

[image: image5.png]Balloon payment

This option means you pay only a part of the value of the car at irst. At the end of the loan term,
you're left with an amount payable. You can settle it by selling the car (if the value of the car hasn't
Tallen too much), or by paying it off in monthly instaiments. usually over a period of 12 months.

With a balloon payment of 40%, and if you pay off the outstanding amount within 12 months
afterwards, the car may cost you more than R400 000.

Itis really important to ensure that balloon value is lower than the expected vehicle price when the.
Ioan agreement is over.




Investigate each of the claims made by the author. You must show calculations and write a conclusion on the accuracy of the claim in each case. For each of the claims you must assume that the loan is for a period of 54 months and the interest is compounded monthly.
a)
If you loan money to pay for a R300 000 car, you will end up paying about R362 000 (including charges and fees) over the course of 54 months (with a 10% deposit and an interest rate of 13% p.a.).


Note: you do not know what the “charges and fees” will be, but assume that they are 
reasonable. 









(7)
b)
You may end up saving almost R20 000 if you could pay interest of 11% instead of 13%.

Note: assume that it is for the car in (a).





(6)
Section B

3.
Balloon payments are described in the article.



You can assume the following:


· The initial loan payments are only calculated on 60% of the loan’s value.
· The 40% left over of the loan are not repaid immediately. The financier carries this cost. You have to repay this amount as a lump sum (without interest charged on it) at the end of the loan period. You can also decide to pay it off in monthly instalments, but then interest will be charged.

· The loan period is 54 months.

a)
If the interest rate is 13% p.a., calculate the initial loan payments on a balloon 
payment scheme for a R300 000 car.





(4)

b)
If you decide not to sell the car, but to keep it, what will your monthly instalments be 

if the financier insists that you pay the remainder of the loan off in 12 months? The 

interest rate has now risen to 15% p.a..




(4)

c)
Explain which option would be better: Balloon payments as outlined above, or 


repayments as investigated in 2(a) on the previous page in Section A.
(4)
4.
Paul Barnard, a CA, of North Star Solutions states that,


On average, a balanced budget would have:

· 35% of after-tax income spent on household expenses (groceries, school fees, transport, entertainment, etc.);

· 25% spent on financial items (retirement funding, insurance, life assurance, medical aid, etc.);

· 35% spent on debt repayments; and

· 5% put away for savings or debt reduction.

Mike’s monthly after-tax income is R8 600. From that he deducts R2 950 for pension fund, life policies, medical aid, etc. Other regular monthly deductions such as cell-phone and clothing accounts amount to a further R2 200. He lives with his parents and therefore does not have to pay rent, although he often contributes towards groceries, etc. He wants to buy a second-hand car for R35 000 and will have to borrow the money at 15% p.a. compounded monthly. He will repay this over a period of 5 years. 
a)
Can he afford this car on his current salary?




(7)
b)
Mike decides to save the monthly payment he would have paid for the car at a rate of 11% p.a.. The price of a similar type of car appreciates in value at a rate of 15% p.a.. Will he be able to buy such a car for cash at the end of the 5 years?


Note: the book value of a car is calculated once a year.


(6)
c)
Another option that Mike decides to explore is the following: he buys the car, but after 2 years he sells it again, using the money he has earned from the sale to pay off the balance on his loan. Is this a viable option if the car depreciates every year at a rate of 10%?








(6)
AS12.1.4 (b) Apply knowledge of geometric series to solving annuity, bond repayment and sinking fund problems, with or without the use of the formulae for future and present value annuities.

AS12.1.5 Critically analyse investment and loan options and make informed decisions as to the best option(s).
AS12.1.6 Solve non-routine, unseen problems.







� Source: � HYPERLINK "http://www.btimes.co.za/98/0906/btmoney/money11.htm" ��http://www.btimes.co.za/98/0906/btmoney/money11.htm�





� Source: � HYPERLINK "http://www.fin24.com/articles/default/display_article.aspx?ArticleId=1518-2386-2432_2571736" ��http://www.fin24.com/articles/default/display_article.aspx?ArticleId=1518-2386-2432_2571736�





� Rands and Sense: Getting good deals on wheels by Paul Barnard. � HYPERLINK "http://www.northstarsolutions.co.za" ��www.northstarsolutions.co.za�
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