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What do they have in common?









Willie Nelson, MC Hammer, Drake Bell, Mike Tyson, Anna Nicole Smith and Donald Trump….have all filed bankruptcy.  
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What are we doing today?
We will:
Understand what credit is, how it works and why you need it.
Understand the different ways of establishing credit.
Learn your responsibilities as a borrower.
Understand how to monitor credit using a credit report and credit score
Understand loans and credit cards and how to borrow responsibly 




Credit Course Objectives.  
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Why would someone lend money?

What is credit?



Credit is the ability to borrow money or obtain goods by paying little or no money at the time of purchase and then paying back the money or goods by making payments over time. 

The advantage to the person or institution lending you money is that you promise to pay back the amount you borrowed plus interest. 

Interest payments often add up to much more than the amount you originally borrowed!
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Leveraging credit




Debt is not necessarily a bad thing.  It’s important to understand that debt can be used as leverage to further your position in life.  

Examples:

Student Loans- research shows that having a degree will increase your earning potential.

Mortgage- We all have to live.  Putting money towards a mortgage benefits paying rent because the value of the house is growing and it is a deduction on your taxes.  
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Why do you need credit? Where does credit come into play?
Borrowing
Buying a house
Getting phone service
Renting an apartment
Financing a car
Getting a credit card
Student loans

Other
Getting a job
Getting insurance



Your credit not only effects your ability to borrow, but it can affect other aspects of your life.  If you are going to work in the financial industry the employer can pull your credit.  Your insurance rates can also be affected by your credit.  
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How did you get it?

Do any of you have a credit card?



Ways to establish credit:
Turn to a company with which you already have a relationship, like your bank.
Add a co-signer.
Get a secured credit card.
Get a department store card.
Become an authorized user on someone else’s credit card.
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Can I have 3 volunteers?



This exercise demonstrates why credit would be denied.

1 participant is the lender
Other two are borrowers

“Which borrower would you lend to?”

Scenario 1:  Borrower 1 you do not know at all and Borrower 2 you know and have a good relationship with

Scenario 2: Borrower 1 normally doesn’t need to borrow money and Borrower 2 owes money to three other friends of yours

Scenario 3: You lent to Borrower 1 last week and he still hasn’t paid you back and borrower 2 borrowed money last week and paid you back the next day
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Lender


Borrower 1


Borrower 2


Your responsibilities as a borrower:



Borrow only what you can repay- You should always have a plan for repaying loans.  People can get into financial trouble when they borrow money and only focus on the monthly payment. 
Read and understand the credit contract- Be sure to understand the credit contract.  Loans require more and more paperwork now and many times people will blindly sign a contract without knowing the terms they are agreeing to.  Key contract items to make sure you understand include the:
Interest rate
Payment due date
Loan term
Ramifications of paying late
Grace period, if applicable
Pay debts promptly- You can quickly hurt your credit rating if you do not pay your bills on time.  If you do miss a payment, do not worry that your credit is immediately negatively affected.  Payments are not reported to the credit reporting agencies until they are over 30 days past due.  For example, if your payment is due on the 15th of June, it will not be reported as late until the 15th of July.  
Notify credits if you cannot meet payments- If you find yourself in a position where you cannot meet the payments, it is always best to call you creditor and tell them about your situation.  In many cases, they will work with you to develop a plan for repayment.  
Report lost or stolen credit cards promptly- As long as you notify your credit card company promptly of a lost card, then the most you can be responsible for is $49.  Unusually they will not hold you responsible for fraudulent charges that arise out of your card being lost or stolen.  
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Borrow only what you can repay


Read and understand the credit contract


Pay debts promptly 


Notify creditors if you cannot meet payments


Report lost or stolen credit cards promptly


What if I can’t pay?
Keep in contact with creditors
Credit counseling
Negative marks will show on credit for 7-10 years
Bankruptcy last resort



Keep in contact with creditors- Many times creditors will have options to help get you back on track.  For example if you are late on a car loan you may be able to defer a payment to the end of the loan to bring the account current.  

Credit counseling- Credit counselors can help you to develop a budget and may even be able to work out a payment plan with creditors for you.  

Negative marks will show on credit for 7-10 years- The good news is a payment will not show as late until it is 30 days late.  So if the payment is due on the 1st, it will not show as late on your credit unless you miss another payment on the 1st of next month.  

Bankruptcy last resort- If you find you are in a hole you cannot get out of you can look to filing bankruptcy.  Not all debts can be discharged in a bankruptcy.  
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What debts never go away?



Though you can eliminate many debts through Chapter 7 bankruptcy, there are a few things that you cannot discharge.  
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Student loan debt


Taxes


Child support


Alimony


Have you or someone you have known been a victim of fraud?




What to do if you are a victim of fraud:
Notify the company as soon as you discover the fraud.
Notify your bank to put a freeze on accounts if needed.  
Obtain a free credit report to see if there are any additional issues.
File a police report if requested by the company.  
Report fraud to the Federal Trade Commission.
Set up a fraud alert on your credit report.  
If you are really concerned about future fraud you can put a freeze on your credit.  

Your credit card and debit card can provide you with protection against fraud.  It is your responsibility to make sure that you monitor your accounts for fraud.  
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Credit reporting agencies



Annualcreditreport.com



Credit reporting agencies create a database of information about you to help potential lenders determine if they should loan you money.  
Experian, Equifax and TransUnion are the three largest credit reporting agencies.  
For smaller loans, lenders usually just pull one credit agency’s report.  For large purchases, like your house, finace companies will pull all three reports to make sure they have the most accurate picture.  
Annualcreditreport.com is the federally regulated site which consumers can pull one free credit report from each of the three agencies each year.  
A good rule of thumb is for consumers to keep a constant eye on their credit by pulling one agency’s report each 4 months.  
When going to annualcreditreport.com you’ll need to provide:
Full name
Social Security Number
Address for 2-5 years
Date of birth
They will ask you to verify information like your address or loans.  
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Review Sample Credit Report
Page 14-15 of the Resource Guide
What’s on there?
Identity 
Accounts
Public records
Inquires
Dispute instructions



When can you request credit reports?
Allowed one free report each year
If you are a victim of fraud
If you were denied credit
You are unemployed and looking for work
If you think your report has errors or if it is ever used against you

What do you do when you have a report?
Check it carefully
Look for accounts that may not be yours 
Verify all credit limits/balances
Make sure accounts you’ve closed say “Closed at Consumer’s Request”

What are your rights when it comes to your report?
See what’s in your report
Have an accurate report
Have mistakes corrected
The ability to tell your side of the story
Know who has seen your report
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What is a credit score?
Myfico.com



The credit reporting agencies just gather information and report it out.  The scoring systems are separate and take the information from the credit reports and put a score to it.  
Scores range from 300-850.  The higher the score the better.  
How do you find out your credit score?
Obtain your score at the same time as your credit report
Visit all three reporting agencies or Fair Isaac
Getting your credit score usually requires you to pay a few (usually $5-10)
You can obtain a free credit score estimate by using myfico.com credit score estimator.  
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850


Excellent


Very Good


700


Good


660


Not Good


620


Poor


300 


Worst


750


What makes up your score?



Payment history- Payment history reflects how the consumer has paid on their accounts.  This is probably the easiest aspect for a consumer to understand.  If accounts are paid timely then if reflects positively on credit scores, but if they are paid late then it has a negative impact on the credit score.  Payment history reflects about one third of the overall credit score.  
How much you currently owe- The balance owned on an account in relationship to the credit limit available is another large factor in determining one’s credit score.  This accounts for almost a third of the credit score, yet consumers find this a lot harder to understand.  For example, if a consumer has a balance close to their credit limit it will negatively affect their credit score, even though they are still operating within their contractual terms.  
Length of credit history- The amount of time a consumer has had credit accounts for accounts for about fifteen percent of their credit score.  The consumer obtaining credit once they become legally able to, at 18 years of age in order to begin their credit history, is about the only thing a consumer can do to help this aspect of the credit history.  Many consumers think that being able to live their life without having to use credit is good, still this can hinder them once they do want to obtain financing and have no history to demonstrate. 
Amount of new credit- A consumer opening several credit accounts in a short period of time can send a red flag up and reflect negatively on their credit score.  When consumers shop for good credit rates or transfer balances in order to maximize the credit card offers it can have a negative effect on their credit score.  
Mix of credit- There are several different types of accounts that can appear on a credit report including revolving accounts, installment accounts, mortgages and more.  It can help one’s credit score to have a good mix in the types of accounts.  The important thing for a consumer to understand here that it is important not to open accounts that they do not intend to use.  This accounts for about one tenth of the overall credit score.  
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Column1	
Balance to limit ratio	Mix of credit	Payment history	Length of history	New credit	30	10	35	15	10	
What if you have a good score of 780 and make some mistakes?
	Mistake	Point Downgrade	New Score
	Maxed out credit card	25-45	735-755
	30 day late payment	90-110	670-690
	Debt settlement	105-125	655-675
	Foreclosure	140-160	620-640
	Bankruptcy	220-240	540-560




Maxed out credit card- Borrowing close to your limit on a credit card will decrease your score because they worry you are over extended

30 day late payment- If you miss your payment, it will not report until 30 days after the due date.  So if your payment is due on the 1st, it will not report on your credit until the 1st of next month.  So you’d actually have missed 2 payments by then. 

Debt settlement- Individuals or something through working with an agency will settle a balance with a lender for less than what is owed.  

Foreclosure- This will have a large impact and make it hard to obtain a mortgage in 
the future.

Bankruptcy- Will show on your credit for 10 years.  
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What is the impact of your score on the interest rate?
	FICO Score	Interest Rate	Monthly Payment	Total Interest Paid
	720-850	6%	$608	$1,901
	690-719	7.6%	$623	$2,430
	660-689	9.6%	$642	$3,096
	620-659	13.4%	$678	$4,391
	590-619	18.1%	$724	$6,077
	500-589	18.7%	$730	$6,290

$20,000 Auto Loan- 3 Year Term



It can be easy to get caught up in your loan payment and if you can afford it, but it’s important to take into account all factors of the loan.  

Having a high credit score will give you a much better interest rate than if you have a low credit score.  

As the interest rate creeps up so does the monthly payment and your total interest paid.  
19

Types of Loans



Revolving- Allows an individual to borrow money over and over.  The borrower being extended a line of credit with a limit, that allows them to borrow money and pay it back periodically.

Installment- Typically have an ending date.  At no time can the borrower extend more credit to allow them to pay for additional items.

Secured- A loan that requires an asset to be used as collateral.  This ensure the lender that if the borrow were to default on their loan, the lender could seize the asset to cover some of the monetary loss of the loan.  

Unsecured- A loan that does not require an asset be used as collateral.  The borrower’s credit history, score and income level are the usual determinants as to if they can take out this particular type of loan.

Interest rates will be hirer on revolving and unsecured loans than interest rates will be on installment and secured loans.  
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Revolving


Installment


Secured


Unsecured


Credit card


Line of credit


Department store card


Car


Home


Car


Home


Credit card


Personal line of credit/loan


How does interest work?
Costs money to borrow  
Annual Percentage Rate – APR
How often it’s compounded? 
Monthly? 12%/ 12 months =1%           Daily? 12%/ 365 days= .03%
Calculating interest 
Balance * Interest % for the period
More interest paid at the beginning of a loan than the end
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$20,000 Car Loan at 10%



This chart shows the breakdown of principle and interest paid each year on a $20,000 6 year car loan at 10% interest.

You can see in year one, the amount of interest paid is almost equal to the amount of principle paid, but in year six interest is much less than principle paid. 

The reason for this is because the interest is being calculated from the loan principle and as the principle loan amount goes down, so does the amount of interest paid.  
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Total Interest Paid	Year 1	Year 2	Year 3	Year 4	Year 5	Year 6	1884.708894000973	1616.4871914247201	1320.1791716173809	992.84383014855928	631.23220099259242	231.75510892525961	Total Principle	Year 1	Year 2	Year 3	Year 4	Year 5	Year 6	2561.4921721839419	2829.7138747601939	3126.0218945675329	3453.3572360363551	3814.9688651923052	4214.4459572596515	



Payday Loans
Short-term and high interest
Post date check or provide debt card number
Laws vary by state
A vicious cycle to get into





Payday loans were originally created to help people who needed money in an emergency.  This is why it’s so important to have an emergency fund.  

The laws are different from state to state.  Oregon can charge 36% per year with loan fees of 10% of the loan amount up to a maximum of $30. In Washington, the maximum fee is 15% of the first $500. Note that the fee is not an annual percentage rate. 

The average loan is $375 with $430 due within 2 weeks.  Only 14% of borrowers pay off their loan in the 2 weeks.  Typical is 5 months and $520 in fees for this same average loan.
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Credit Profile: Sasha
Sasha has a monthly payment on $1200 on her mortgage.  She owes $200,000 on the mortgage and the APR is 6%.  
Page 9 of the Resource Guide



Direct students to page 9 in the Resource Guide.  Have them complete the Credit Profile: Sasha either independently or in pairs.  Then come back together as a group to review the exercise.  
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Credit Profile: Sasha Answers
Monthly interest rate: 6%/12=.5%
How much interest in first payment: $1,000
How much of her first payment goes to pay off the loan: $200
How would you calculate the 2nd month: (200,000-200)*.005= $999 in interest 2nd month



Whereas when we were looking at a car loan we never saw a time when the interest was more than the principle of the payment.  

With a mortgage, the majority of the payment goes towards interest at the beginning of the loan and the majority of principle is paid at the end of the loan.  

It takes 20 years of a 30 year loan to pay off half of the principle!
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How interest works: Sasha Case
	Time	Total Paid	Total Interest	Loan Balance
	5 Years	$71,946	$58,055	$186,109
	21 Years 	$302,173	$202,051	$99,877
	30 Years	$431,676	$231,676	$0




Credit Card Cycle



Finding the right card:
Fees- Many credit cards will charge an annual fee.  The fees are usually charged annually and range for $50-100.
APR- You may find that you are lured into a credit card for the low introductory rate, but it’s just that…introductory.  Be sure to understand how long the introductory rate lasts and what your interest rate will be after the introductory period.  
Late payments- If you make a late payment you sometimes not only get a late payment charge, but your interest rate or credit line can also be negatively affected.  
Using it:
It is important to only use your credit card if you know when you will will pay for the item and what the total cost is including interest.  Be sure to keep the balance low so it does not negatively affect your credit.  Avoid cash advances.  
Paying it:
Paying your bills on time is the largest factor is determining your credit score.  Be sure to set up a system that works for you to ensure that you make all of your payments on time.  You can set up automatic bill payment if you worry you might forget.  
Maintaining it:
Be sure to properly manage your card and keep it only if it makes sense.  Keep an eye on the credit terms and make sure they continue to be the best for you.  If not, it’s okay to look for another card.  Don’t worry about closing out accounts you no longer use as long as you do not plan on making any large purchases, like a house, in the next six months.  
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Finding the right card


Using it


Paying it


Maintaining it


Credit Profile: Steve
Steve’s credit card has an annual interest rate of 18%.  The minimum payment is 4% of the current balance.  Right now, Steve’s balance has grown to $2,500.  
Let’s see how the minimum payment helps Steve pay off is balance.  
Page 11 of the Resource Guide



Steve cannot figure out why he is so far in debt.  He graduated from high school, got a job at the local grocery store, and opened a credit card.  Each month when he gets his bill, he always make the minimum payment on time, yet the balance on his card keeps growing.  
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How can Steve help himself?
Balance $2,500
Annual Interest Rate 18%
Minimum Payment 4% of balance
	Payment	Interest Paid	Real Cost	# of Payments	Total Years to Pay off
	Minimum	$1,289	$3,789	87	7.1
	$150	$499	$2,899	20	1.6
	$200	$289	$2,789	14	1.2




It’s never a good idea to only make the minimum payment on your credit card.  It’s best to pay the balance off every month in order to avoid interest charges and keep your credit good.  

“Do you see the impact making larger payments had on Steve’s situation?”
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Lending terms:



Fixed-rate loan- The APR is set when the loan is opened and remains the same throughout the entire term of the loan.  

Variable-rate loan- The APR can change when market indexes or other interest rate fluctuate.

Finance charge- The cost of credit.  It includes interest, service charges and transaction fees.

Collateral- Assets pledged by a borrower to secure a loan or other credit.

Secured loan- A loan guaranteed by something of value (collateral).

Unsecured loan- A loan that has no collateral securing the loan.
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Fixed rate loan


Variable rate loan


Finance charge


Collateral


Secured loan


Unsecured loan


Credit Profile: Ava
Credit card balances: $3,000
Income: $50,000
Inheritance $30,000
Wants to purchase a $125,000 condo
	Page 12 of the Resource Guide




Refer students to Credit Profile: Ava on page 12 of the Resource Guide.  

Ava, 24 years old, recently graduated from a state university.  During her college years Ava had four credit cards and used them to buy many items she did not have the money for.  Often Ava was late with the payments on her card by a few days.  A couple of times she missed payments entirely and paid them 60 days after they were due.  

When Ava left college she had a combined balance of $3,000 on her credit cards. 

Ava works at a bank earning $50,000.  She learned that she could finance her own one-bedroom condominium for about the same amount she pays in rent each month.  

Ava has a $30,000 inheritance from her grandmother, which she can use as a down payment on a condo.  After looking at places for a month or two, Ava finds a $125,000 condo that she wants to buy.  She fills out all of the paperwork required by the mortgage lender and waits to hear if she is going to get the home loan.  
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Do you think Ava will get her mortgage?
In what ways could Ava have handled her credit more responsibly?



Do you think Ava will get her mortgage?
Ava has over 20% to put down on the home and income that can make the payment.  She may find that she can get approved, but she will likely not get the prime interest rate due to her poor payment history.  

In what ways could Ava have handled her credit more responsibly?
While in school, Ava should not have used her credit cards to purchase items she did not have the money to pay for.  Making late payments had a negative effect on her credit score and will likely cause her to pay more for the mortgage.

Other thoughts:
Ava could consider using some of the inheritance to pay off the credit cards.
Ava could also use some of the inheritance to establish an emergency fund.  Once she is a homeowner if something needs to be repaired on the house, it is her responsibility to repair it.  
32
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Establish good credit early on


Pay as agreed


Have a plan to pay off


Do not overuse


Takeaways


Got it?
Do you:
Understand what credit is, how it works and why you need it?
Understand the different ways of establishing credit?
Know your responsibilities as a borrower?
Understand how to monitor credit using a credit report and credit score?
Understand loans and credit cards and how to borrow responsibly? 
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