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LINES OF CREDIT

In contrast to an istallment loan, a per-

sonal line of credit is a type of revolving

credit. It lets you write a check against

the line or use a linked debit card for the

amount you want to borrow, up to a limit 

set by the lender. The credit doesn’t cost

you anything until you access the line. 

Then you begin to pay interest on the 

amount you borrowed. You must repay

at least a minimum amount each month

plus interest, but you can repay more, or 

even the whole loan amount, whenever 

you want. Whatever you repay becomes

available for you to borrow again.

Banks and credit card issuers some-

times offer lines of credit automatically 

to people they consider good customers. 

But that doesn’t mean you have to bor-

row money this way if you prefer not to.

When you need money to buy a car,  

pay college tuition, fix up your home, 

or foranything else that requires an 

immediate cash outlay, you are often 

able to borrow the amount from a 

lender such as a bank or a credit union. 

If you know how different types of loans 

work and the particular features they 

offer, you will be in a better position to 

look for the one that will be best suited 

for you. 
In some ways, of course, all loans 

are alike. You borrow money, called the 

principal, and agree to pay it back over 

a specific term, or length of time, with 

interest. But the conditions of the loan 

can affect how much you can borrow 

and how much the loan will cost you. 

Some common conditions include:

•  Whether you pay in installments or  

return the lump sum

•  Whether the interest is fixed or  

adjustable

•  Whether the loan is secured or  

unsecured

INSTALLMENT
ADJUSTABLE

FIXED
REVOLVING

SECURED

Buying on time, or paying for something while you’re using  

it, was introduced by Isaac Singer in 1856 as a way to sell his

sewing machines. At $5 down and $5 a month, the average

family could afford a $125 machine—otherwise impossible  

on a typical $500 annual income.

If you take a five-year $20,000 loan at  

8% interest:

Monthly payments for 5 years $386.66

Total payment $23,196.60

Total interest paid $3,196.60

INSTALLMENT LOANS

When you take an installment loan, you 

borrow the money all at once and repay  

it in set amounts, or installments, on 

a regular schedule, usually once a 

month. Installment loans are also called 

closed-end loans because you must pay 

them off by a specific date.

for example

VS.SECURED LOANS

Your loan is secured when you provide 

collateral, or property, as a guarantee  

you will repay. The lender can sell  

the collateral if you default. Car loans 

and home equity loans are the most 

common types of secured loans.

UNSECURED LOANS

An unsecured loan is made solely on 

your promise to repay. If the lender 

thinks you are a good risk, nothing but 

your signature is required. However,  

the lender may require a cosigner, who 

promises to repay if you don’t. Since 

un secured loans pose a bigger risk for 

lenders, they may have higher interest 

rates and stricter conditions.

VS.FIXED RATE
Many installment loans have a fixed  

rate. The interest rate and the monthly 

payments stay the same for the term,  

or length, of the loan.

Advantages

•  Installments stay the same

•  Easy to budget payments

•  The cost of the loan won’t increase

•  No surprises

Disadvantages

•  Interest remains the same, even if market 

rates decrease

•  Rate typically higher than initial

adjustable rate

ADJUSTABLE RATE

An adjustable rate loan has a variable 

interest rate. When the rate changes,  

usually every six months or once a year, 

the monthly payment also changes.

Advantages

•  Initial rate lower than fixed rate

•  Lower overall costs if rates drop

•  Annual increases usually controlled

Disadvantages

•  Vulnerable to rate hikes

•  Hard to budget increases

•  Not always available

for example

If you have a $10,000 line of credit, you 

have access to that money over and over, 

as long as you repay what you use:

$ 10,000 Line of credit

 – $ 6,000 You borrow

 = $ 4,000 Available credit

 + $ 1,000 You repay

 = $ 5,000 Available credit

Advantages

•  Only one application

•  Instant access to credit

Disadvantages

•  Potentially high interest rates

•  Easy to over-borrow

Loans
You can arrange to borrow and repay the money you need 

for specific expenses.
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Using credit means being able to buy 
the things or services you need or want 
by borrowing the money to pay for 
them. When you arrange for credit, you 
agree to repay the lender the amount 
you have borrowed. You typically  
pay a finance charge, calculated as a  
percentage of the amount you borrowed, 
for the opportunity to use the credit. 

Loans and lines of credit, of which 
credit cards are the best-known example, 
are the types of credit people use most 
often. Loans allow you to borrow a specific 
amount as a lump sum and repay over 
time. Lines of credit give you revolving 
access to a fixed sum of money. Revolving 
means that as soon as you repay what you 
have borrowed, you can borrow it again.

AVAILABLE CREDIT
Creditors are willing, and often eager, to advance 
you the principal, or money you borrow, 
because they make money on the finance 
charges you pay, especially if you stretch out the 
payments over an extended period. Creditors 
figure the finance charge by adding a  
percentage of the principal to the amount you 
owe. The percentage, called the interest 
rate, varies, depending on the type of credit 
you’re using and the amount of competition  
the creditor has in attracting your business.  
It’s often linked to the interest rates that are 
current in the economy at large, particularly the 

prime rate, which lenders use as a  
benchmark rate. In general, finance charges  
on credit cards are figured at a higher— 
sometimes much higher—rate than those  
on most loans. 

Other factors sometimes influence the 
finance charges you pay, including your credit 
reputation or assumptions a potential creditor 
makes about you. If a creditor believes there’s  
a risk that you may default, or fail to repay, 
the rate you’ll have to pay for credit may be 
higher than someone who seems to pose  
less risk.

TWO FACES OF CREDIT
Credit has enabled many 
people to live better by 
paying for goods or 
services as part of their 
regular living expenses 
rather than having to 
wait until they could 
afford to make the  
purchase. It’s more avail-
able today to a broader range of people 
than it customarily was in the past. 

In fact, most Americans use credit 
in one form or another: About 80% 
of US households have credit cards, 
most people who buy homes have a 
mortgage loan, and about 60% of 
college students (or  

their parents) use loans 
to help pay tuition.

But credit does have 
a downside. Although 
many people use credit 
wisely, some owe more 
than they are able to 
repay. It may be that 
they’ve used credit to 
buy food and gas as 

usual but have lost their jobs or are  
burdened by major medical expenses. 
It may be that they’ve been unrealistic 
about what they can afford, or that  
they haven’t recognized how deeply  
in debt they are. Whatever the reason, 
the consequences are costly and put 

access to future 
credit at risk.

CREDIT REGULATION
Legitimate credit providers are regulated by the  
US government and the states where they operate. 
The laws, which have evolved over time, require 
the lenders to offer credit on an equal basis,  
disclose credit terms and conditions, and avoid 
unfair and deceptive practices, including hidden 
fees and unreasonable expenses. The law also  
governs liability for unauthorized use of your  
credit card and details procedures for resolving 
billing errors and other disputes.

CREDIT PARTNERS
Two parties are involved in making credit work, 
the consumer, or user of credit, and the  
creditor, or supplier of credit. And unless  
you have informal arrangements with family  
or friends, getting credit usually involves an  
agreement you make with a financial institution 
such as a bank or a credit union.

Customarily, the partners agree on the amount 
of credit available and the conditions under which 
it will be repaid, as well as the fee the creditor will 

EVALUATING CREDIT USE
People use credit in different ways. Some  
of their choices work better than others. 

Credit cards can be a convenient way  
to simplify bill-paying. If you charge a  
number of different purchases, you can 
make a single payment. If you regularly  
pay in full and on time, there’s usually no 
finance charge. And you may accumulate 
rewards points if your card offers such a 
program. You may also be able to take 
advantage of sales, avoid carrying large 
sums of cash, or shop conveniently by  
phone or online.

On the other hand, if you regularly 
charge more than you can afford to pay, 
the finance charges can add substantially 
to your expenses, and in the worst of  
circumstances drive you deeply into debt.

Similarly, a car loan or lease can  
enable you to replace an old car with  
one less apt to need expensive repairs.  
But you can also find yourself repaying a 
loan on a car or other property that’s no 
longer serviceable. Or worse yet, if you 
overcommit yourself and can’t pay, you 
may lose the property entirely.

ARTHUR MORRIS 
originated the installment  
loan. His Morris Plan,  
the first to make credit  
available to the average  
citizen, began in 1916  
despite common wisdom  
that lending money to  
working people was  
doomed to failure. Today,  
it’s hard to imagine how  
the US economy could  
function without credit.

charge for advancing the money. Since credit is  
a common phenomenon, those agreements are  
generally standardized. But that doesn’t mean  
that some credit arrangements won’t work better 
for you than others. It’s important to understand 
the details, especially what the credit will cost, 
and to do some comparison shopping. After all, 
any creditor to which you apply will check to see 
whether you’re a good risk before making money  
available to you. 

Using Credit
When you borrow money to pay for something or use a 
card to charge a purchase, you’re using credit.
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NATIONAL CREDIT SYSTEMS
How do lenders know enough about 
how you’re using credit to decide 
whether to lend you money or give 
you a credit card? There are three 
nationwide credit reporting orga-
nizations—Equifax, Experian, and 
TransUnion—that collect credit  
information and create credit reports 
and credit scores based on relevant 
information about individual people. 
These credit bureaus sell the reports  
and scores to lenders, employers,  
insurers, landlords, and others who 

have a legitimate right to use the  
information to evaluate applicants.

According to the Fair and Accurate 
Credit Transaction Act, you have the 
right to dispute any information on 
your credit report that you believe  
is inaccurate. You can also write a  
100-word explanation, which will be
sent out whenever your credit report
is requested.

To get a copy of your credit report if 
you’ve been turned down for credit, you 
can contact the following organizations 
directly. You’re entitled to a free copy. 

Equifax
800-685-1111 
Equifax Credit 
Information Services
PO Box 740241 
Atlanta, GA 30374 
www.equifax.com

Experian
888-397-3742 
CreditExpert 
Customer Care 
PO Box 19729 
Irvine, CA 92623 
www.experian.com

TransUnion
800-888-4213 
TransUnion 
PO Box 2000 
Chester, PA 19022 
www.transunion.com

If you want to be able to use credit, you 
must show potential lenders that you’ll 
live up to your end of the bargain. The 
way you establish this credit history is by 
borrowing and repaying on time. With a 
record in place, creditors are more likely 
to grant your new credit applications.

This can mean having a large enough 
spending limit on your credit card to be 
able to buy what you need. Or it may 
mean being able to get a loan to buy a 
house or a car, pay for higher education, 
or start and build your own business.

THE ROAD TO GOOD CREDIT
You can build a strong credit history if 
you use credit wisely over a period of 
time. It’s important not to wait until 
you need to borrow to think about 
whether you’ll qualify. 

Get a credit card. The easiest first step 
in building a good credit reputation is 
usually obtaining and using a credit card 
on a regular basis. If you don’t already 
have a credit card, you can apply for one 
that’s issued by the bank or credit union 
where you have an account. 

If your application is rejected, you  
can apply for a retail store card or a 
gasoline card. While the ways you can 
use these cards is more limited, using 
them wisely can help you establish your 
creditworthiness. 

As a last resort, you may consider 
what’s known as a secured credit card, 
which is typically linked to a savings 
account you maintain with the issuer. 
But be careful. Some of these cards have 
high fees and using one may not always 
help you get a regular card.

Make payments on time. It’s essential 
to make at least the minimum payment 
on your credit card bill by the date it is 
due. In addition to the late fee you’ll  
be charged each time you miss the  
deadline, you put your credit reputation 
at risk if you pay more than 60 days late 
at least three times.

Keep balances well below credit limit. 
Lenders evaluate how much debt you have 
in relation to the amount of credit available 
to you on your cards or from other credit 
sources. The smaller the proportion of 
credit you’re using in relation to what  
you could use, the stronger a candidate 
you are for more credit.

Limit your applications for new 
credit. If you apply repeatedly for new 
credit, you may appear irresponsible to 
a potential creditor.

UNFAIR CREDIT PRACTICES
If you apply for credit and are 
turned down, you have the  
right to know the specific 
reason why your application 
was rejected. Under the Equal 
Credit Opportunity Act, it’s 
illegal for a lender to give 
vague or indefinite explana-
tions. So if you are denied credit 
but aren’t given a specific reason, 
you should request an explanation 
immediately, in writing. The lender 
must respond within 60 days. 

Among other things, you can’t be 
denied credit because of your gender,  
race, marital status, religion, ethnicity,  
or age. But not having a regular source  
of income or a strong credit history are 
legitimate reasons for rejection.

FIXING BAD CREDIT
If you’ve had credit problems, there are a 
number of ways to repair the situation—
though you’ll have to work at it over time.

Limit the number of credit cards 
you use, charge less, and make 

your payments on time. But don’t stop 
using cards entirely because meeting 
your obligation to pay is one way to 
demonstrate you’re being responsible.

Don’t repeatedly shift balances
from card to card or apply for a lot 

of new credit.
Develop a plan 
to pay off your 

debts and get your 
finances in order.  
Then put the plan  
into action.

11
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AVOIDING FRAUD
Your credit reputation can be damaged by 
fraud perpetrated by identity thieves who 
make unauthorized purchases or open new 
accounts in your name. So it’s important  
to keep your Social Security number,  
credit card numbers, and bank account  
information secure. 

Scammers are extremely creative in  
seeking access to those details over the 
telephone or online. Typically they pose as 
a legitimate organization and ask you to 
confirm account information or personal 
information. Don’t do it. No reputable  
organization would make such a request.

Building Good Credit
There’s a clear road to qualifying to borrow.
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CR ED I TCR ED I T

CLERK’S

OFFICE

CREDIT REPORT

There’s a staggering amount of informa-
tion available about the way you and 
other people use credit. It’s also con-
stantly changing. As new reports  
are created, updated data is fed into 
existing reports and details are circulated 

to new and existing creditors. In fact, 
collecting and reporting credit histories 
is a $1 billion industry that maintains 
records on more than 190 million  
people and supports over 1,000 local  
and regional offices. 

WHAT LENDERS WANT
To decide whether or not to grant you 
credit, lenders consider several factors  
to evaluate the credit risk you pose:
•  Your credit report and credit score
•  Your ability to make payments, based

on your income and job history
•  Your debt-to-income ratio, or what

you owe based on what you earn
•  In some cases, the collateral you can

provide to guarantee repayment
So you can keep track of what has been

reported about the way you use credit, 

you are entitled to one free credit report 
a year from each of the three national 
bureaus. This allows you to keep track of 
the information that potential creditors 
will receive about you and to resolve any 
errors before they damage your credit 
history. You may want to request your 
reports one at a time throughout the 
year, since any major problem is likely 
to show up on all three reports. The 
authorized Web address for free reports 
is www.annualcreditreport.com and the 
phone number is 877-322-8228. 

WHAT CREDITORS MUST TELL YOU
Anyone who turns you down for credit must, by law:

Send you a written
rejection within 30 days 

of the decision.

State in writing the 
specific reasons for  

rejection, or at least tell you  
that you can learn the reasons  
if you request them in writing.

List the name and  
address of any credit  

bureau that issued a report.

Tell you if information
from another source  

was used, and that you have  
the right to learn about that 
information if you request it  
in writing.

Retailers, credit card companies, and most other grantors 
of credit provide information on payment habits  

to credit bureaus—roughly two billion 
items of information a month.

+

you owe, the length of your credit 
history, the amount of new credit you 
have, and the types of credit you use. 

A bureau doesn’t have to tell you 
how it calculated your score, but it is 
required to provide up to four reasons 
for the number you’re assigned. If you’re 
turned down for a loan or a card, ask 
what those reasons are so you’ll have a 
sense of what needs fixing. If you pay 
bills more than 30 days late, if you have 
ever defaulted on a loan, or if you have 
several large lines of credit, you can be 
pretty sure those will be on the list.

MORE THAN JUST FACTS
Two people with the same income and 
assets may be offered very different terms 
when they apply for credit, or one may 
be approved and the other turned down. 
The reason is probably the credit scores 
that credit bureaus have assigned them. 
The best rates and the most approvals go 
to people with the highest scores. You 
can learn your score, for a fee, from the 
credit bureaus or www.myfico.com.

Lenders like credit scores because 
having lots of information reduced 
to one number simplifies their job in 
evaluating whether you’re a good risk. 
Employers, insurance companies, and 
rental agents like them for similar rea-
sons. But that can be a problem if your 
score suggests you may be a poor risk.

Credit scores are based on five 
main criteria. Your payment history, 
especially whether you pay on time, is 
generally considered the most impor-
tant. The others are the total amount 

=PUBLIC  
RECORDS

YOUR CREDIT 
HISTORY
The bureaus provide summaries of the  
in formation they have collected when it  
is requested by creditors, employers, and  
others. The recipients use the information  
to make decisions on granting credit,  
approving loans,  
providing  
insurance, 
or hiring job 
applicants.

CONSUMER CREDIT 
INFORMATION

Public records on 
any bankruptcies, 
foreclosures, tax 
liens, and court 
judgments can be 
gathered by the 
credit bureaus and 
included in your 
credit report.
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Most lenders use FICO credit scores  
calculated using formulas developed by  
the Fair Isaac Corporation. The scores, which 
range from 300 to 850, are based entirely on 
data in your credit report. They don’t reflect 
your income, the interest rates you pay on 
existing accounts, or if you’re working with  
a credit counselor.

Credit Histories
Your credit history—and other people’s—are being written  
and rewritten all the time.
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SECURED CARD CAUTION
If you apply for a secured credit card,  
compare issuers to be sure you choose  

one whose card costs the least. Some 
programs charge such high fees 

that you actually have access  
to very little credit. Ask about 
the annual fee, application fee,  
activation fee, the APR, and 
whether credit insurance is 
required and its cost. Also be  

sure that the issuer will report 
your card use to the credit bureaus  

so you’re building a credit history as you use 
the card.

Credit cards share a number of specific 
characteristics that, as a group, define 
this form of credit. 

•  Cards are issued by lenders,
typically banks, credit unions, or
other financial services companies

•  They’re widely accepted as a way
to make purchases in person, by
phone, or online

•  They offer access to revolving credit,
which means you have continuing
access to an amount of money
known as a line of credit. When you
use the card, you’re borrowing against
that line. Any amount you repay is
available for you to borrow again

•  They add a finance charge, figured
as a percentage of the amount you’ve
borrowed against your credit line,
to what you owe if you haven’t paid
the previous balance in full by the
due date
But each card also differs in certain

ways from the others available to you, 
including whether or not the issuer 
charges an annual fee, the annual  
percentage rate (APR) at which the 
finance charge is figured, and the  
way that the charge is calculated. It’s 

important to investigate the terms  
of any card you’re considering since  
some of those differences can have a  
significant impact on what using the 
credit will cost you. 

CARD ALTERNATIVES
You have alternatives to credit cards that 
may be appropriate to your borrowing 
needs, either in addition to a traditional 
credit card or in place of it. 

Charge cards allow you to make 
purchases and require you to repay your 
outstanding balance in full each billing 
period. Your credit limit is typically not  
as explicit as it is with a credit card,  
but your ability to use the card may  
be revoked if you fall behind on your 
payments or your outstanding balance  
is too high. Most charge cards have an 
annual fee.

Retail credit cards generally can  
be used only to make purchases from 
the store or other retailer offering the 
card. These cards typically don’t have  
an annual fee and may offer discounts 
on purchases, but finance charges may 
be calculated at a higher rate than on  
traditional cards.

Affinity cards, sometimes called 
loyalty cards, are issued by a financial 
services company in conjunction with 
another organization, such as an 

airline, a car company, or a non-
profit organization. Each offers 

a specific advantage for using 
the card, but you must 
often charge significant 
amounts to realize the 
benefit. Affinity cards 
may have an annual fee.

Without a grace period, you’re 
charged interest from the moment you 
make a purchase until you pay your bill, 
even if the previous balance was paid  
in full.

IF YOU PAY OVER TIME
If you repay only part of your balance, 
the interest rate a card issuer charges 
makes a big difference for you. The 
lowest rate you can find will save you 
the most money. But be careful. Some 
cards offer low introductory rates, called 
teaser rates, that last only six months. 
The actual rate is often much higher.

You’ll want to determine when the 
APR can change, how much warning 
you’ll be given, and what the new  
rate could be. New rules limit most  
retroactive rate increases on unpaid  
balances, though not if you pay late.

MAKING YOUR CHOICE
When you’re choosing a credit  
card, the questions to ask—and 
answer—include:

•  Do you always pay your credit
card bills in full and on time
each month?

•  Do you sometimes
take a number of
months to pay off
large purchases?

•  Do you regularly
pay just the
minimum
balance or some- 
what more each month?
You may decide that one card will

meet your needs, but it’s possible that 
using two would be a wiser choice. For 
example, if the only times you don’t pay 
in full are when you make a major large 
purchase, you might choose one card  
for routine purchases and a second for 
purchases that will take more time to pay 
off. That way, you incur finance charges 
on just a portion of what you spend.

IF YOU PAY IN FULL
If you pay off your balance when it’s due, 
you’ll want a card with a grace period. 
That’s the amount of time—by law at 
least 21 days—between the date your 
bill is mailed to you and the date your 
payment is due. If there’s no outstanding 
previous balance, there are no finance 
charges. This means access to credit 
really pays off for you. 

Choosing a Credit Card
It’s important to select a card that works well for the way 
you use credit.

WHAT IT’S CALLED WHAT IT MEANS

Annual fee The flat rate you pay per year to use the card. It’s not included in the  
annual percentage rate (APR). Some but not all cards charge this fee.

Annual percentage The cost of using credit, expressed as a yearly rate, that includes  
rate (APR) interest and certain fees, though not late or over-limit fees.

Finance charge The dollar amount you pay to use credit, determined by the amount  
you borrow, the term, and the APR.

DEFINING THE TERMS
To make the best choices, you need to understand the language of credit cards.
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Your new balance is what you owed when the statement 
was issued. It includes the purchases you made in the billing 
period that just ended, as well as any outstanding balance, 
finance charges, or late fees you owed when the period 
started. Any part of the new balance that you don’t pay gets 
carried forward into the next period, and you’ll have to pay 
interest on it.

Your statement closing or billing  
date shows the date your statement was  
created. Any charges and payments on your 
account after this date will appear on your  
next statement.

Charges are the purchases  
and cash withdrawals you  
make. Each of these  
has a date and a 
reference code in  
case you need to  
discuss it with your 
card issuer.

Credits  
are amounts  
subtracted from  
the balance you  
owe because  
of payments  
you’ve made,  
corrections of  
incorrect charges,  
or merchandise  
you returned.

Your previous  
balance is the  
amount you owed when 
your last statement was 
issued. Your new balance  
is calculated using this  
number as a starting point.

Your finance charge  
is the interest that has  
accumulated on the  
balance you owe.

Your total available credit is the  
amount you could still charge at the time  
that the statement was issued. It’s equal to  
your total credit limit minus any charges  
that were outstanding at the time.

Your credit limit, also known as  
your credit line, shows the total amount  
of credit you have access to with  
your card.

The minimum payment due 
is the amount you have to pay to keep 
your account in good standing—that 
is, without incurring any penalties  
or harm to your credit history. This 
amount must cover the interest and 
some principal.

You have to pay at least  
your minimum payment by the  
payment due date or you’ll  
be penalized with a late fee.

You can use your credit card to  
withdraw money from an ATM up  
to your cash advance limit.  
You pay a finance charge from the  
day you withdraw until the amount  
is repaid. There’s usually no grace  
period on cash advances and the  
APR is higher.

The monthly billing 
statement your credit 
card issuer sends you 
provides the most 
important things you need to know 
about your credit account: how much 
you owe and when payment is due. 

But you can find out a lot more, 
including all the activity in the account 
since your last statement, and what, 
if anything, you’re paying in fees and 
finance charges. 

AN EYE TO THE STATEMENT
Every credit card statement looks a  
little bit different, but they all contain 
pretty much the same information. 
Make sure you understand everything 
that’s being reported. It’s the key to  
using your card wisely.

It’s always a good idea to check over 
each entry to make sure that every 
charge is accurate, and that every pay-
ment you make shows up for the right 
amount. It’s easy for a merchant to slip 
up and charge you twice for a purchase, 

or forget to credit you for something 
you return. And credit card numbers  
can be stolen, leading to charges that 
aren’t even yours to begin with.

Paying close attention to your  
statement can also help you evaluate 
and even improve your spending habits. 
Since you can see exactly where your 
money goes, as well as how much  
you spend, it’s easy to figure out what 
portion of your card spending is going 
to discretionary items and what portion 
is going to necessities.

ONLINE STATEMENTS
Many card issuers let you view your 
statement online. This can make the 
information you’ll find a lot more timely 

and convenient, as well as a lot more 
useful. You can check your account  
status any time and from anywhere.  
But that’s just the beginning.

Since online records are updated 
regularly, you can see exactly what’s 
happening with your account whenever 
you want, without having to wait for a 
paper statement to arrive once a month. 
And most cards let you make payments 
online, which can save you time and 
make your life a lot easier.

Some cards go beyond a simple 
online statement—they can notify you 
by email when a billing period on your 
account closes, for example, or when a 
payment posts to your account. If your 
card offers extra reminders like these,  
it can’t hurt to take advantage of them.

INVESTIGATE FEES
All credit cards have fees that aren’t included  
in the APR. The issuer must provide a list of 
those costs and when they apply in plain  
language and in plain sight, usually on the  
back of your statement. You can avoid some  
of the highest charges, like late fees and over-
limit fees, by paying on time and keeping your 

outstanding balance well below your credit line. 
If you travel frequently, you’ll also want to 

check the currency conversion fees that may 
apply when you charge a purchase outside the 
United States. Since some issuers charge less 
than others, or impose no extra charges at all, 
you may want to have one of those cards.

NEW RULES
Credit card statements must now state 
how long it will take you to pay off your 
outstanding balance if you make only  
the minimum monthly payments, and 
how much you’ll pay in interest over  
that period. They must also tell you  
what monthly payments you would  
need to make to pay off the balance  
in three years.

Your Monthly Statement
Your monthly credit card statement tells you what you 
owe—and a lot more.
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CANCELLING YOUR CARD
By law, you can cancel your card and avoid paying the 
annual fee as long as you notify the lender in writing 
within 40 days of receiving the bill for the fee. 

DEFECTIVE MERCHANDISE
You can legally refuse to pay for defective merchandise  
if it cost more than $50, and you were unable to resolve  
the problem with the merchant. The purchase must be 
made in your home state or within 100 miles of your 
mailing address, though companies are flexible on this 
matter. The price and mileage restrictions don‘t apply if 
the card issuer advertised the product or was involved 
in the purchase.

LOST OR STOLEN CARDS
If your credit card is lost or stolen, and someone  
uses it, the Fair Credit Billing Act limits your liability  
to $50 if the card is used and zero if only the number  
is used. In fact, most card issuers don’t hold you 
responsible for any charges. But you should notify 
the issuer as soon as you realize the card is missing 
to eliminate any questions about whether or not the 
charges were yours.

PURCHASES YOU DIDN’T MAKE AND 
OTHER BILLING ERRORS
You have 60 days to notify the lender in writing about 
credit card billing errors. This includes wrong amounts 
of credit extended, wrong goods or services, incorrect 
payments or credits, computational errors, or any 
other disputed charges. 

Card companies have 30 days to respond and up 
to 90 days to resolve the problem. They can’t stop you 
from using your card while investigating the problem 
and can‘t release a bad credit report on you based  
on the disputed charges if you pay the rest of your 
bill. And if they don’t respond, they can’t collect the 
disputed amount or finance charges.

Things can go wrong when you use 
credit cards. You may be a victim of 
scammers who make a business of 
ripping off other people’s credit and 
are notoriously successful at it. You 
may be hounded by debt collectors  
for bills that you never incurred  
or have paid in full. And you may be 
frustrated by unresolved billing errors, 
which credit-centered legislation  
dating back to the Truth in Lending  
Act of 1968 has tried to address.

As a first step, you need to review 
and be sure you understand the terms 
of any credit arrangement you make, 
including the updates you’re sent. 
Typically the agreement is in fine print 
and seemingly endless detail, despite  
the Credit CARD Act requirement that 
issuers provide relevant information  
“in plain language in plain sight.” 

You’ll also want to keep your receipts, 
check them against your next statement, 
and notify the issuer immediately if you 
spot errors or find charges you don’t rec-
ognize. Even if it turns out you made the 
purchase, it doesn’t cost anything to check. 

Most card issuers respond promptly  
if there’s evidence of fraud. They usually  
cancel your current card and provide a new 
one to prevent future misuse. Many issuers 
are also proactive: They’ll notify you if they 
see unusual activity, based on your normal 
card use. You can do your part, by letting 
your issuer know if you’ll be traveling  
overseas, for example, or making an  
exceptionally large purchase. 

MAKING CHANGES
If you find dealing with your credit issuer  
difficult, you can always switch to more user-
friendly provider, ideally a cheaper one. Unless 
you’ve had credit problems, it should be easy to 
establish a new relationship. If your new rate is 
lower and there’s no fee for a balance transfer, 
you may want to move your outstanding  
balance. Better yet, simply pay it off.

BE PREPARED
If you want to know more about the credit protection laws that  
establish your card rights, visit www.federalreserve.gov and search 
for “credit protection laws.” What you learn can be a good defense 
against potential credit card problems.

Never give your card  
number (or card) to  

anyone unless you are buying 
something or making a reser- 
vation. Since merchants can’t 
charge your account if your  
check bounces, there’s no reason 

11 to write the number on your 
check for them. And there’s  
no need to put your phone, 
name, or address on a credit  
card receipt. In some states,  
it’s illegal for a retailer to ask  
you to do this. 

Be careful with your 
receipts and billing  

statements. Thieves can use  
your number to charge  
purchases or even order  
new cards. 

Never make your PIN 
available to anyone.  

Don’t write it anywhere a thief 
may have access to it. It’s also 
essential to use a PIN others  
can’t figure out easily. But it has 
to be one you can remember.

22 33

Protecting Your Card Rights
You’re protected against excessive charges 
and deceptive practices.
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LINES OF CREDIT
In contrast to an istallment loan, a per-
sonal line of credit is a type of revolving 
credit. It lets you write a check against 
the line or use a linked debit card for the 
amount you want to borrow, up to a limit 
set by the lender. The credit doesn’t cost 
you anything until you access the line. 
Then you begin to pay interest on the 
amount you borrowed. You must repay 
at least a minimum amount each month 
plus interest, but you can repay more, or 
even the whole loan amount, whenever 
you want. Whatever you repay becomes 
available for you to borrow again.

Banks and credit card issuers some-
times offer lines of credit automatically 
to people they consider good customers. 
But that doesn’t mean you have to bor-
row money this way if you prefer not to.

When you need money to buy a car,  
pay college tuition, fix up your home,  
or foranything else that requires an 
immediate cash outlay, you are often 
able to borrow the amount from a 
lender such as a bank or a credit union. 
If you know how different types of loans 
work and the particular features they 
offer, you will be in a better position to 
look for the one that will be best suited 
for you. 

In some ways, of course, all loans 
are alike. You borrow money, called the 
principal, and agree to pay it back over 

a specific term, or length of time, with 
interest. But the conditions of the loan 
can affect how much you can borrow 
and how much the loan will cost you. 
Some common conditions include:

•  Whether you pay in installments or 
return the lump sum

•  Whether the interest is fixed or 
adjustable

•  Whether the loan is secured or 
unsecured

INSTALLMENT
ADJUSTABLE

FIXED
REVOLVING

SECURED

Buying on time, or paying for something while you’re using  
it, was introduced by Isaac Singer in 1856 as a way to sell his 
sewing machines. At $5 down and $5 a month, the average  
family could afford a $125 machine—otherwise impossible  
on a typical $500 annual income.

If you take a five-year $20,000 loan at 
8% interest:
Monthly payments for 5 years $386.66
Total payment $23,196.60
Total interest paid $3,196.60

INSTALLMENT LOANS
When you take an installment loan, you 
borrow the money all at once and repay  
it in set amounts, or installments, on  
a regular schedule, usually once a 
month. Installment loans are also called 
closed-end loans because you must pay 
them off by a specific date.

for example

VS.SECURED LOANS 
Your loan is secured when you provide  
collateral, or property, as a guarantee  
you will repay. The lender can sell  
the collateral if you default. Car loans  
and home equity loans are the most 
common types of secured loans.

UNSECURED LOANS
An unsecured loan is made solely on 
your promise to repay. If the lender 
thinks you are a good risk, nothing but 
your signature is required. However, 
the lender may require a cosigner, who 
promises to repay if you don’t. Since 
un secured loans pose a bigger risk for 
lenders, they may have higher interest 
rates and stricter conditions.

VS.FIXED RATE 
Many installment loans have a fixed  
rate. The interest rate and the monthly 
payments stay the same for the term,  
or length, of the loan.

Advantages

•  Installments stay the same

•  Easy to budget payments

•  The cost of the loan won’t increase

•  No surprises

Disadvantages

•  Interest remains the same, even if market
rates decrease

•  Rate typically higher than initial 
adjustable rate

ADJUSTABLE RATE
An adjustable rate loan has a variable 
interest rate. When the rate changes, 
usually every six months or once a year, 
the monthly payment also changes.

Advantages

•  Initial rate lower than fixed rate

•  Lower overall costs if rates drop

•  Annual increases usually controlled

Disadvantages

•  Vulnerable to rate hikes

•  Hard to budget increases

•  Not always available

for example

If you have a $10,000 line of credit, you 
have access to that money over and over, 
as long as you repay what you use:

$ 10,000 Line of credit
– $ 6,000 You borrow

 = $ 4,000 Available credit
+ $ 1,000 You repay

 = $ 5,000 Available credit

 Advantages

•  Only one application

•  Instant access to credit

 Disadvantages

•  Potentially high interest rates

•  Easy to over-borrow

Loans
You can arrange to borrow and repay the money you need 
for specific expenses.
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Whether you’re borrowing for the first 
time or you’ve had other loans, you should 
be concerned with the same basic things:

•  The amount you’ll be able
to borrow 

•  The annual percentage rate (APR)
and other charges

•  How long you’ll have to repay

Some loans have built-in dollar lim-
its. For example, if you borrow money 
to buy a car, the maximum you’re eligi-
ble for is determined by the price of the 
car. If you borrow to pay tuition, there 
is often a per-year or four-year total that 
you can finance. Home equity loans are 
generally capped at 80% of your equity.

Other loans have built-in terms, or 
time frames. Car loans rarely last for 
more than five years, in part so that the 
vehicle hasn’t outlived its usefulness 
before it’s paid off. But the only thing 
that limits the APR is competition.  
If lenders want your business, they  
offer rates similar to or lower than  
what other lenders are quoting.

THE LOAN AGREEMENT
When you take a loan, you’re commit- 
ting yourself not only to repay, but 
to repay on a specific schedule. Those 
details are spelled out in the loan  
agreement, or loan note, a detailed  
document the lender provides. When 
you sign it, you’ve agreed to its terms 
and conditions. The fine print may  
be off-putting, but you should read  
it carefully. It explains exactly what 
you’re getting—and getting into. 

Lenders increasingly write their loan 
agreements in plain English to make  
them more easily understood. And the 
loan officer you work with should be  
willing to answer your questions before 
you sign. You should never hesitate to ask. 

Usually you request a specific 
loan amount. The lender can 
approve it, reject it, or offer you 
a smaller amount. Some times 
you need to apply to more than 
one lender to find one who will 
approve your request. You may 
have to pay an application fee 
each time.

The amount financed, 
or the principal, is what you 
borrow. However, you may not 
actually get the entire amount 
that is approved. That’s because 
the lender will usually subtract 
any application fees, credit- 
check fees, or other costs of  
the loan from the amount you 

receive. In addition, the lender 
may require you to use part  
of the loan amount to pay off 
another loan or to purchase 
credit insurance to cover the  
loan if you should die.

HOW MUCH 
CAN YOU  
BORROW?1.

The cost of a loan is determined 
by the APR that the lender offers. 
However, you may be able to 
find a loan at a better rate if you 
investigate what various lenders 
are charging before you apply. 

Sometimes lenders are eager 
to lend, and offer lower rates  
or waive the fees. While you 
probably can’t time your need  
to borrow to coincide with those 
occasions, some borrowers apply 
for home equity lines of credit 
when lenders promote them. 
Then the money is available if 

it’s needed, but there’s no charge 
unless you use the line.

You may also be able to get 
a preferred customer 
rate, or a small discount on the 
APR, if you maintain a savings  
or investment account with  
the lender.

HOW MUCH 
WILL IT  
COST?2.

The terms of repayment are  
part of your loan agreement.  
In most cases, you pay interest 
and some of the principal on a 
regular schedule, usually once  
a month.

In some cases, including 
some college loans, you may pay 
only interest for a specific period 
and then begin to repay the  
principal. In others, you pay  
only interest for the term of the 
loan and then repay the entire 

principal in a lump sum. Most 
lenders allow you to prepay  
a loan at any time. Some charge 
a prepayment penalty, usually 
about 2% of the amount  
borrowed, although many  
states prohibit this practice.

WHEN DO  
YOU HAVE TO 
REPAY?3.

In many cases, you may have  
to pay a late fee if your  
payment arrives after the  
payment due date, and you 
should expect to be penalized  
if you send a payment check  
that bounces or is returned  
for insufficient funds.

Failing to live up to  
the agreement is called 
defaulting on the loan.  
The lender may have the right  
to repossess and sell the  
property you put up  
as collateral.

Lenders may also impose  
a stiff penalty if you default.  
And, if they hire a collection 
agency or lawyer, you’ll have 

to pay for those services, too.
Another way lenders can  

collect if you default is by  
taking, or setting off,  
the amount owed from any 
checking or savings account  
you have with the lender.

WHAT IF YOU 
DON'T PAY  
ON TIME?4.

Someone at work may be asked to verify your employment, and you may be 
asked to provide recent paystubs and income tax returns.

You may be asked for your credit card account numbers and balances, and for 
your banks’ and securities firms’ names, account numbers, and balances.

You may be asked to provide details of your current assets and liabilities.

Employment

Accounts

Net worth

IT ALL BEGINS WITH THE APPLICATION
Loan applications may vary, but they all ask for the same basic information:

UNCONVENTIONAL LOANS
Conventional loans you take from banks, credit 
unions, and many financial services companies 
must state the cost clearly and provide some  
consumer protections. You may also take  
unconventional loans if you have poor credit  
or need money quickly. But there’s a price tag.

Pawnbrokers lend a small percentage  
of the value of property you leave with them  
and charge more than market interest rates.  
If you don’t repay, you lose your property.

Payday loans offer immediate cash in  
exchange for access to your checking account.  
The lender debits the account for loan amount  
plus a fee on the due date. You can roll over  
the loan from pay date to pay date, paying an 
additional fee each time. The actual annual  
interest rate may be more than 500% in some 
states but is capped in others. 

Advance fee loans charge an upfront 
fee for a loan. Often the loan doesn’t come  
through and you lose the prepayment.

I.O.U.If you’re not absolutely clear about any of  
the details of a loan agreement, it’s essential  
to get answers to your questions before  
you sign the document. You may want to  
consult an experienced local attorney.

The Substance of a Loan 
Before you borrow, you should be confident you can 
afford to repay the loan.
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FIXED
ADJUSTABLE
PRIME

You can arrange a mortgage with com-
mercial or savings banks, credit unions, 
mortgage banks (also called mortgage 
loan companies), and other financial  
services companies. If you already have  
an account with a lender, you may want 
to check there first to see if you qualify for 
a preferred rate. However, it usually pays 
to shop around before you apply to get 
the best rate and the lowest closing costs.

You probably won’t know the exact 
interest rate you’ll pay on your mortgage 

loan before you sign the final papers, 
though you may be able to lock in the 
rate that’s available when you apply. 
That assurance may be a deciding factor 
in selecting the lender.

If your initial application is rejected, 
or if you aren’t sure how to find a 
lender, you should investigate state and 
federal loan programs for which you 
may qualify based on your income,  
status as a veteran,  
or other factors.

 APPLY 
 HERE

•  No more than 28% of 
your total income needed
to pay your mortgage, 
insurance, and taxes

•  A good credit record, 
as loan defaults and a 
history of late payments
are a problem

•  No more than 36% of your 
total income needed to 
pay your mortgage plus 
debts, as large credit card 
balances can be a problem

•  A history of regular
employment at a 
full-time job

WHAT LENDERS WANT TO SEE
Lenders evaluate your application to decide if you’re a good 
investment risk. In most cases, they use criteria set by Fannie 
Mae and Freddie Mac, government-linked companies that 
buy mortgages from lenders. Here’s an overview:

As a general  
rule, you can  
afford to buy  
a house that 
costs up to  
2½ times  
your annual  
income.

APPROVED

You’ll also  
need 5% to 
10% of your 
new home’s 
cost in cash to 
close the deal.

MORTGAGE DECISIONS
Most lenders offer both fixed-rate  
and adjustable-rate mortgages. With 
a fixed-rate mortgage, the amount  
of interest you owe is set when you  
borrow because the rate stays the  
same over the length of the loan. 
With an adjustable-rate mortgage, 

the interest rate, and therefore the amount of interest you pay, 
rises or falls as interest rates in general move up or down. 

With either type of loan, there are ways to reduce the 
cost of borrowing. One is to consider a shorter term. Your 
monthly payments will be somewhat larger, so you’ll want  
to be sure you can afford them before you make this choice. 
But a 15-year rather than a 30-year mortgage for the same 
amount can reduce your borrowing costs by more than 55%. 

You can also explore paying off your loan faster, by making 
bimonthly payments or paying an extra amount toward the 
principal with each regular monthly payment. However, it 

may be that you make out better 
financially by investing your extra 
cash elsewhere, especially in the 
last years of a fixed-rate loan when 
most of the interest has been paid.

MORTGAGE SHORTCUTS
The usual approach is to find the property you want and then go looking for 
a mortgage. But sometimes, when lenders have mortgage money available, 
they may offer you a chance to prequalify. That means you apply for a  
mortgage before you have chosen a home to buy. The lender will let you 
know how much you can borrow and confirm that the money is available.

Prequalifying is probably worth doing if you’re serious about buying, 
since you can shop with more confidence if you know how much you can 
afford. But there is a charge, so it’s not something you want to do lightly. 

Another way to simplify buying may be to look at new construction rather 
than buy from a previous owner. Sometimes a builder is able to negotiate 
with a lender for lower rates or quicker approval than you could get on your 
own. But always check first to be sure it is the best deal you can get.

EXTRA HELP
Mortgage research firms, like HSH 
Associates, provide a list of lenders 
and current rates in your area for  
a small fee. You can reach them at 
800-873-2837 or www.hsh.com.
If you know what the going rates
are, you’ll be able to make better- 
informed choices.

Package your financial information,
putting your assets and liabilities  

in the best possible light. Regular  
employment, limited debt, good credit, 
and investment assets can help.

11

Look for the lowest- 
rate mortgage you 

qualify for to reduce the 
interest you’ll owe.

22

Decide which  
is more  

important: fixed  
payments or a  
lower initial rate. 
That will help you 
choose the type  
of mortgage.

33

Don’t focus only on  
getting things done  

easily. Focus on getting a  
good deal on your mortgage.

44

If you’re 
turned 

down for a 
mortgage,  
insist on an 
explanation  
of the  
reasons.

66Work with a  
real estate  

lawyer to be sure  
you don’t miss any 
important details 
about what you  
owe, the terms  
of repayment,  
and any fees  
or penalties.

55

Taking a Mortgage Loan
The path to a mortgage loan isn’t always a straight line, 
even when you have good directions.

MORTGAGE RATES
The interest rate you’re able to arrange on your mortgage is deter-
mined primarily by the general interest rates at the time you borrow 
and your credit rating. When rates are low, you pay less. And if they’re 
high, you pay more. Both the rate you pay, and the term, or length, 
of your loan make a big difference in what it will cost you to buy.

This chart gives you a quick sense of the difference the rate makes 
on the monthly payment of a 30-year fixed-rate $125,000 mortgage: 

Interest rate 6% 8% 10% 12% 
Monthly payment $749 $917 $1,097 $1,285
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Fixed-Rate 
Mortgages
Fixed-rate or con- 
ventional mortgages  
have been around since 
the 1930s. The total  
interest and monthly  
payments are set when 
you buy. You repay the 
principal and interest 
in equal, usually  
monthly, installments 
over a 15-, 20-, or  
30-year period. You
know right from the
start what you’ll pay
and for how long.

In most cases, 
though, you can  
renegotiate the  
terms of your loan  
to get a lower rate. 
Though there’s a cost  
to renegotiating, paying 
less interest saves you money 
over time. 

A RANGE OF RATES
The introductory rate you pay for  
the first months of an adjustable-rate 
mortgage is almost always lower than 
the actual cost of borrowing the money. 
What it means for the borrower is not 
only a few months of relief but also lower 
closing costs. The effect is to make mort-
gages more accessible to more people.

What it means for the lender is being 
able to adjust the rate upward within a 
few months while staying competitive 
with other lenders.

You can often choose the method that’s  
used to figure interest on your mortgage. 
With a fixed-rate loan, the rate you pay 
remains the same throughout the term.  
With an adjustable loan, the rate you pay 
changes as the cost of borrowing changes.

Adjustable-Rate 
Mortgages
ARMs were introduced in the 
1980s to help more buyers  
qualify for mortgages, and to  
protect lenders by letting them 
pass along higher interest  
costs to borrowers.

HOW ARMs WORK
An ARM has a variable interest  
rate: The rate changes on a 
regular schedule—such as once 
a year—to reflect fluctuations 
in the cost of borrowing. Unlike 
fixed-rate mortgages, the total 
cost can’t be figured in advance, 
and monthly payments may rise 
or fall over the term of the loan. 

Lenders determine the new 
rate using two measures: 

•  The index, which must be
a published figure, like the rate on
Constant Maturity Treasury (CMT)
Indexes or the Cost of Funds Index
of the 11th Federal Home Loan Bank
District. Be sure to check the index.
Some fluctuate more—and change
more rapidly—than others

•  The margin, which is hundredths
of a percentage point added to the
index to determine the new rate

CAPPED COSTS
All ARMs have caps, or limits, on the 
amount the interest rate can change.  
An annual cap limits the rate change 
each year, while a lifetime cap limits  
the change over the life of the loan.

Be careful: Lifetime caps are often 
based on the actual cost and not on  
the introductory rate. For example,  
with a 4% teaser rate and a 6.5% actual 
interest cost, your rate could go as high 
as 12.5% with a six-point lifetime cap. 

NEGATIVE 
AMORTIZATION
When the payments you 
make on your mortgage 
loan aren’t large enough  
to cover the interest that’s 
due during a particular 
period, it’s called negative 
amortization. When that  
happens, the interest that 
hasn’t been paid is added to 
the principal that’s due, up 
to a cap figured as a percent-
age of the loan amount. This 
increases the amount you owe 
on your loan.

Some but not all ARMs can 
amortize negatively. Check the 
terms of any loan you have or  
are considering. You may want  
to avoid putting yourself in this 
position if you’re able.

If you have a poor credit score or your 
lender has concerns about your ability 
to repay, you may be offered a mortgage 
at a rate higher than the current average. 
This is known as a subprime loan, and 
means it will cost you more to buy  
than a conventional  
loan would.

HYBRID MORTGAGES 
Choosing between a fixed-rate or an adjustable- 
rate mortgage isn’t an all-or-nothing proposi-
tion. In fact, there are hybrids that offer certain 
advantages of each type while softening some 
of their drawbacks.

Among the most popular are mortgages  
that offer an initial fixed rate for a specific 
period, usually five, seven, or ten years, and  
then are adjusted. The adjustment may be a 
one-time change, to whatever the current rate 
is. More typically, it changes regularly over the 
balance of the loan term, usually once a year. 

One appeal of the multiyear  
mortgage, as these hybrids are often  
called, is that the borrower can get a lower rate 
on the fixed-term portion of the mortgage than 

if the rate were set for the entire 30 years.  
That’s because the lender isn’t limited by a  
long-term agreement to a rate that may turn  
out to be unprofitable.

The lower rate also means it’s easier to qualify 
for a mortgage, since the monthly payment will 
be lower. That’s a real plus, especially if you’re a 
first-time buyer. 

For people who plan to move within a few 
years, especially if it’s within the period during 
which they’re paying the fixed rate, there’s  
the added appeal of paying less now and not 
having to worry about what might happen when 
the adjustable period begins. In fact, the typical 
mortgage lasts only about seven years. Then  
the borrower moves or refinances and pays off  
the balance. 

PLUSES

•  You always know your housing
costs, so you can plan your 
budget more easily

•  Your mortgage won’t increase
if interest rates go up

MINUSES

•  Initial rates and closing costs
are higher than for ARMs

•  Your monthly payments may
be larger than with ARMs

•  You won’t benefit if interest 
rates drop, and have to re-
finance to get the lower rates

PLUSES

•  Low initial rates (sometimes 
called teaser rates) reduce
your closing costs and early 
monthly payments

•  Your interest rate will drop if
interest rates go down

MINUSES

•  It’s hard to budget housing 
costs, since monthly payments
can change yearly

•  Interest costs may jump after
the teaser rate expires

•  You may have to pay more
interest if rates go up

Mortgage Rates
Mortgages can have either fixed or adjustable rates, 
or sometimes a combination of the two.
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Home equity loans let you borrow using 
the equity you’ve built up in your home 
as collateral. You can often borrow more 
money at a lower interest rate than with 
other types of loans. And, in many cases, 
you can deduct the interest you pay on 
the loan when you file your tax return, 
reducing the actual cost of borrowing 
still further. Most of the other interest 
you pay, on car loans or personal loans, 
for example, isn’t deductible. 

You can choose between:

•  Home equity loans, sometimes
known as second mortgages

•  Home equity lines of credit

HOME EQUITY LOANS
With a home equity loan, you borrow a 
lump sum, usually at a variable rate of  
interest, although some fixed-rate loans 
are available. You pay off the debt in  
installments, just as you repay your  
mortgage, with some of each payment 
going toward the interest you owe and  
the rest toward the principal, or loan 
amount. At the end of its term, or  
payment period, the loan is retired.

You may have to pay closing costs on 
your loan, just as you did for your first, 
or primary, mortgage. But lenders may 
offer loans with no up-front expenses as 
part of a promotional deal. You might 
also be offered a teaser rate, or a period 
of low interest as an incentive to borrow. 
If that’s the case, the lender has to tell you 
the actual cost, or annual percentage rate 
(APR), and when the temporary rate ends.

HOME EQUITY LINES OF CREDIT
Home equity lines of credit are actually 
revolving credit arrangements, which you 
can use in much the same way you use a 
credit card. Your credit line, or limit, is 
fixed, and you can write a check for any 
amount up to that limit. Whatever you 
borrow reduces what’s available until  
you repay. Then you can use it again.

The terms of repayment vary, and  
are spelled out in your agreement. In 
some cases you begin to repay principal 
and interest as soon as you borrow, or 
activate the line. In others, you pay 
interest only, with a balloon, or one-time 
full payment of principal, due at some 
set date. Or, you may make interest-only 

payments for a specific period, and then 
begin to pay principal as well. 

Most credit lines have an access  
period, often five to ten years, during 
which you can borrow, and a longer 
payback period. The longer you take to 
repay, the more expensive it is to borrow. 

WHAT YOU CAN BORROW
As a general rule, you can borrow up to 
80% of your equity in your home with 
a home equity loan. For example, if you 
owed $75,000 on a home appraised 
at $250,000, your equity would be 
$175,000. In most cases, you’d be able 
to borrow up to $140,000, or 80% of 
$175,000.

Some home equity lines of credit,  
especially those offered without closing  
costs or other up-front expenses, are 
capped at a fixed amount, often $50,000.

While you use the loan, your equity is 
reduced by the amount you owe. When 
it’s paid off, your equity is restored. 
However, if your home loses some of its 
value during the loan period, you still 
owe the full amount you borrowed.

BEWARE THE RISK
While home equity borrowing has many 
advantages, it has one serious drawback: If 
you default, or fall behind on repayment, 
you could lose your home through fore-
closure. That means the lender takes over 
the property and sells it at auction. That’s 
true even if you’ve made all the payments 
on your first, or primary, mortgage. 

DANGERS
•  They can be very

expensive when you
consider total cost

•  You risk losing your
home if you default
on the payments

•  Even if the value
of your house
decreases, the
amount of your
loan stays the same

ATTRACTIONS
•  They may be easy

to get

•  The rates are usually
lower than on
unsecured loans

•  The interest is tax
deductible, though
there may be a cap
and other restrictions.
Check with your
tax adviser

That risk is the chief reason most 
experts caution against using home 
equity borrowing—lines of credit in 
particular—to pay day-to-day expenses. 
If you’re using the money to make  
improvements in your home, pay 
tuition bills or meet other major 
expenses, and include loan repayment 
as a regular item in your budget, home 
equity borrowing can be a wise choice. 
But if you’re in the position of not being 
able to repay, you’re exposing yourself to 
losing everything you’ve invested in your 
home—and having no place to live.

FINDING A LOAN
Banks offer home equity loans, and so 
do credit unions, mortgage bankers, 
brokerage houses, and insurance compa-
nies though their availability is affected 
by housing prices and interest rates. 

You can start by checking rates and 
terms advertised in the newspaper and 
making some phone calls to see what’s 
available. But before you commit your- 
self, you should get a description—in 

writing—of the rates, the term, and 
the other conditions of the loan. 

SETTING THE RATE
Each lender sets the terms and condi-
tions of loans it makes, though the basic 
elements are usually similar. If the loan 
has a variable rate, it must be tied, or 
pegged, to a specific public index, rather 
than to some internal index that the 
bank controls. 

The lender adds a margin, often 
several percentage points, to the index 
to determine the new rate each time it’s 
adjusted. It may happen once a year or 
sometimes more often. 

REVERSE MORTGAGES
For older people with home equity but 
limited income, a reverse mortgage 
may seem to be an appealing alternative 
to selling their homes or depending on 
family members to meet their bills.  
A reverse mortgage allows owners to 
borrow against the value of their home, 
either by getting a regular monthly 
check (either for a fixed term or for as 
long as they live in the home), a line  
of credit, or some combination.

You can arrange for reverse mortgages  
through lenders who offer a Home 
Equity Conversion Mortgage (HEMC) 
insured by the Federal Housing 
Administration (FHA) or from a lender 
who has developed its own proprietary 
loan product. The amount you can  
borrow depends on your home’s market 
value, your age, and the cost of the loan. 
In addition, there are caps on the amount 
most lenders will allow you to borrow.

While interest rates quoted on reverse 
mortgages can be similar to those for 
other mortgages, there are additional 
fees and charges that can make them 
more expensive than other types of 
loans. Lenders must provide a “Total 
Annual Loan Cost” disclosure form that 
estimates the average annual cost as an 
interest rate, or percentage of the loan. 

Federal regulations require a financial 
assessment of the applicant before a loan 
is approved and an escrow account in 
some cases. They also limit the amount 
that can be withdrawn in the first year  
of the loan.

BUYER BEWARE
You can protect yourself against paying  
inflated rates on home equity loans if you 
check the rates a number of different  
lenders are quoting before making a  
deal—especially if you’re shopping for  
a loan when you’re financially stressed.

Home Equity Borrowing
If you need to borrow, a home equity loan may offer the 
best rates, plus the advantage of tax savings.
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LINING UP THE MONEY
If your child is applying for a federal loan, it’s smart to apply early in the year he or she wants  
to borrow. 

for certain other reasons. And there are 
ways to defer or postpone repayment  
in certain circumstances.

If you’re able, you can help your child 
repay loans with a gift up to the annual 
tax-free amount.

STAFFORD LOANS
Stafford loans are available directly from 
the federal government. The loans may 
be subsidized or unsubsidized,  
and repayment is deferred until six 
months after you graduate or aren’t 
enrolled at least half-time. The interest 
rate is set each year on July 1.

Subsidized loans are awarded on the 
basis of financial need. The government 
pays the interest while you are enrolled 
at least half-time and until repayment 
begins. Unsubsidized loans may be  
available if you don’t demonstrate  
financial need. Your loan begins to 
accrue interest as soon as the money  
is disbursed and, if you choose to  
postpone paying it, the accrued  
interest is added to your principal  
before repayment begins.

You’re eligible for Stafford loans  
for graduate or professional school in 
addition to undergraduate work.

•  US provides money for direct loans or guarantees loans from other lenders
•  There is a six-month grace period for repayment from the date

of graduation or leaving school

•  Money is a combination of government and school funding
•  There is a nine-month grace period for repayment from the date

of graduation or leaving school

Stafford  
loans

Perkins  
loans

Students and their parents can turn to the federal government first when 
they need to borrow money to help them pay for higher education, 
including college, graduate, and vocational school. The government’s 
programs include Stafford and Perkins loans for students, and 
Parents Loans for Undergraduate Students (PLUS).

To apply, you must provide detailed information 
about your family’s finances by filing the Free 
Application for Federal Student Aid (www.fafsa.ed.gov). 
This will determine whether you qualify for federally 
subsidized assistance and what you’ll be required 
to contribute.

You may also have to file a separate application 
for state- sponsored aid, and some colleges require 
individual applications in addition to the federal 
form. Check with the college and the  
US Department of Education website 
(www.ed.gov) for more information. 

FACTORS THAT DETERMINE  
ELIGIBILITY FOR AID:
•  Income
•  Family assets, including savings 

and investments except retirement accounts
•  Number of other students in the family 

also paying tuition
•  Family expenses, both ordinary and unusual

THE AMOUNT YOU’RE 
EXPECTED TO PAY IS FIXED
Your child is eligible for the difference 
between what a college costs and the 
amount you’re expected to contribute, 
based on your financial situation.

Assume you’re 
responsible for 

$9,500

PERKINS LOANS
Perkins loans, which are granted by  
your college or university, are made 
based on need and the amount of money 
the school has available when you apply. 
The interest rate is fixed and begins to 
accrue nine months after you graduate  
or aren’t enrolled at least half-time. 
That’s when repayment begins as well.

But there are caps on the amounts 
you can borrow through the Direct Loan 
program each year and an aggregate total 
for undergraduate and graduate loans.

CONSOLIDATING STUDENT LOANS
If you have federal student loans, you 
may want to investigate consolidating 
them into a single loan directly with the 
government. Consolidating means you 
have a new loan at a rate that may be 
lower than the average on your other 
loans, and you make one payment 
instead of several.

There are advantages to a Direct 
Consolidation Loan. With it, you may 
be eligible for more generous repayment  
terms or for loan forgiveness under 
the Public Service Loan Forgiveness 
Program. 

COLLEGE A 
TUITION 

$12,000

Available 
aid 

$2,500

COLLEGE B 
TUITION 

$19,500

Available 
aid 

$10,000

FACTORS THAT INFLUENCE  
WHAT YOU CAN BORROW: 
•  Financial resources of the college or university
•  Needs of other students
•  Special interest in your child

STUDENT OBLIGATIONS
Most higher education loans available 
from the federal government or the 
institution a student attends are made 
to the student, not the student’s parents. 
Repayment is an unavoidable obligation, 
and failure to do so has serious conse-
quences for his or her credit history.

There are generally several ways  
to repay, each one suited to a slightly 
different financial situation. The best 
plan isn’t necessarily the one with the 
lowest payments—or the highest. Some 
loans may be forgiven for working in 
certain occupations for a fixed period or 

CONSIDER A PLUS
As a parent, you can borrow to cover the full cost  
of your children’s higher education—as long as 
those costs have not been covered by other loans, 
grants, and scholarships—regardless of financial 
need. You must have good credit to qualify or 
arrange for a cosigner, or endorser.

If you take a PLUS, you must begin to repay 
within 90 days after you receive the money or  
write a check against your PLUS line of credit.  
The interest may be deductible, based on your 
adjusted gross income, which isn’t true of  
personal loans.

OTHER WAYS TO BORROW
If you need to borrow more than is available 
through the government or your child’s college, 
you do have alternatives. 

You might consider a home equity loan. The 
rates may be as low or lower than on a PLUS and 
the interest may also be deductible. However, you 
put your home at risk if for any reason you are 
unable to make the payments that are due.

You might consider borrowing against your 
401(k) or other employer plan. But if you should 
leave your job for any reason and can’t repay the 
401(k) loan, it will be considered a taxable with-
drawal. You might withdraw from your IRA, but 
you’ll owe income tax on any IRA earnings and  
on your contributions if you deducted them. 
Tapping your 401(k) or IRA might also put your 
own long-term financial security at risk. 

You or you child might also take a personal 
education loan from a bank or other lender. 
However, the rates tend to be higher than on  
most other education loans.

Borrowing for Education
More than half of all American college students or their 
families borrow part of the cost of their education.
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PAYBACK

401(k)
LOAN

MY 401(k)

PLAN

If you’re facing a financial emergency or you’re 
in a cash crunch, you may consider borrowing 
from your 401(k), 403(b), or other employer-
sponsored retirement plan. 

When you take a loan from your 401(k), 
you are borrowing from yourself rather than a 
bank. The interest rate is usually reasonable, 
often just a percentage point or two above  
the current prime rate. And because you’re 
paying yourself back, the interest you owe 
goes into your account. 

In addition, you don’t have to be 
approved or go through a credit check 
to borrow from your 401(k). In many 
cases you don’t have to explain or justify 
to anyone why you need the money. 
Plus, the loans are usually processed in  
a matter of days. 

RISKS OF 401(k) BORROWING
But 401(k) loans aren’t without risks. 
To start with, you lose out on potential 
growth in your retirement account, 
since the money you take out reduces 
the principal on which earnings  
accumulate. In fact, a study by the 
Center for American Progress, a 
Washington policy institute, suggests 
that the average worker who takes a 
401(k) loan of $5,000 reduces his or her 
future retirement savings by up to 22%. 

And because you have to make  
payments towards the loan, you may  
be tempted to reduce the size of your  
regular 401(k) contribution, or stop 
making contributions altogether, further 
eroding your account’s potential long-
term value. 

In addition, unlike a home equity 
loan or line of credit, the interest on a 
401(k) loan isn’t tax deductible even if 
you use the loan to buy a home. 

Not only that, but you’ll pay income 
tax twice on what you borrow: once 
because the money that’s deducted 
from your paycheck to repay the loan 
is after-tax income, and a second time 
when you make withdrawals from your 
account during retirement. 

A LAST RESORT
Plan sponsors aren’t required to permit 
401(k) loans, but many do. However, 

some plans limit the number of loans you 
can have outstanding at any one time. 

Federal law caps the amount you 
can borrow at 50% of your vested 
account balance or $50,000, whichever 
is less. And because 401(k) loans can 
be costly to administer, some programs 
may impose a loan floor, or minimum 
amount you must borrow. For example, 

your employer may set a minimum of 
$1,000 for a 401(k) loan. 

In addition, you may have to pay  
a fee to cover the administrative costs 
of arranging the loan. Each plan sets  
its own rules, within federal guide- 
lines, so you’ll need to check with  
your plan administrator.

THE BIG PAYBACK
If you borrow from your 401(k), you’ll 
need to sign a loan agreement, just as 
you would if you were borrowing  
from another source. There’s very little 
flexibility to renegotiate repayment if 
your situation changes, so before you 
borrow you should be sure you’ll be  
able to meet the terms.

You usually have up to five years to 
repay the loan with regular deductions 
from your paycheck. And, in most cases, 
you begin to repay almost immediately 
after receiving a check for the amount 

you borrowed. If you’re borrowing to 
purchase a primary residence, you may 
have as long as 25 years to repay the 
loan, although this exception doesn’t 
apply if you’re buying a vacation home. 
In most cases, you can pay the loan off 
early if you want to without penalty.

However, if you leave your job,  
you’ll probably have to repay your  
entire loan balance within 30 to 90 days 
of your departure. If you can’t repay by 
the deadline, it’s considered a default, 
and you owe tax on the outstanding 
balance, plus a 10% early withdrawal 
penalty if you’re younger than 59½. 
These rules apply even if you’ve been  
laid off and you’re unemployed.

It’s extremely unusual to be able  
to transfer a loan to a new employer’s 
plan, though it’s probably worth asking 
about if you’ve been recruited to a new 
position. You may also be able to arrange 
a personal loan, called a floater loan, or 
an advance against your salary or bonus 
to settle your debt.

IN YOUR BEST INTEREST
Whether your retirement savings take 
a big or small hit depends a lot on the 
market environment when you borrow.  
For instance, if you take a loan just 
before or during a period of stock 
market growth, you’re missing out on 
potential earnings on the money that’s 
no longer in your account. On the  
other hand, if you borrow right before a  
sustained downturn or when the markets 
are flat, the impact may be less.

SPOUSAL CONSENT
Some plans require you to get your spouse’s 
approval before you borrow from your 401(k). 
Consent is essential in any plan that requires a 
joint or survivor lifetime payout. In that case, 
retirement income is paid over two lifetimes, 

yours and your spouse’s. Other types of plans 
may require spousal approval as well.

If you’re separating or getting divorced, 
spousal consent for a loan can become a serious 
point of controversy. Your spouse might have a 
right to a portion of your 401(k) assets, or you 
might have a similar claim on your spouse’s 
assets. If one of you borrows from your own 
account, and then changes jobs and doesn’t 
repay, the other spouse’s rightful share could  
be affected. You might want to consult an  
attorney if you anticipate a potential problem.

Borrowing From 
Your 401(k)
If you need cash, you may be tempted 
to raid your retirement savings.
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When you’re using money that could 
otherwise go into your savings or invest-
ment accounts to pay interest that’s 
accumulating on old debts, it’s time to 
take a hard look at your spending plan. 

When you construct a spending plan, 
sometimes called a budget, you divide  
up your income so that it covers your  
regular expenses—both essential and 

nonessential—always including some 
for your emergency fund and ideally  
some that you’re saving or investing  
for future goals. 

Some people use what they spent  
last year as a starting point—though 
last year’s spending may be what got  
you into debt. Or you may prefer to 
check the Bureau of Labor Statistics 
website (www.bls.gov) for the average 
nationwide expenditures for housing, 
food, and other costs. You’ll have to 
modify that information to reflect 

local costs and your own situation. 
But it’s a place to start.

KEEPING ON TRACK
If you’re determined to stick to 

your plan, it helps to keep careful track 
of where your money goes. Get into 
the habit of writing down the cash you 
spend and where you spend it. Then, 
once a month, using those notes, your 
bank statement, and your credit card 
bills, analyze where your money went. 

You may find you’ve underestimated 
some essential costs and overestimated 
others. But since a spending plan is an 
evolving document, not a set of rules, you 
can always adjust it if necessary. For exam-
ple, heating your home and buying gas 
for your car may jump in price at certain 
times, or you may have unusual medical 
expenses in some years. You may also be 
spending much more than you thought 
on something you consider expendable.

Following a plan doesn’t guarantee 
you’ll stay out of debt. But it does mean 
you’re less likely to be taken by financial 
surprise if you follow the guidelines 
you’ve set for yourself.

FACING A  
TIDAL WAVE?
If you owe more  
than you can comfort- 
ably repay with your  
current income, an  
informal spending plan may  
not be enough to solve the problem.

Rather than risk losing your home 
or your car, having your electricity and 
telephone turned off, or your insurance 
canceled, be proactive. Ask your creditors  
to change the terms of your loans. They 
may agree to add the amount you’re 
behind to the end of the loan, reduce your 
monthly payment, or both. It will extend 
the payback period and cost you more in 
finance charges over the long term, but  
it may keep you from drowning in debt. 

You may also decide to seek  
professional help from an accredited 
credit counselor, who will help you 
change the way you spend and create  
a repayment plan. Check with the 
National Foundation for Credit 
Counseling for a not-for-profit center 
near you. You can call 800-388-2227 or 
find them on the Web at www.nfcc.org.

As part of choosing a credit counselor, 
ask how he or she will work with you, 
and how your collaboration may affect 
your credit report. Ask, too, whether there 
is a charge for the assistance. Payment 
arrangements vary from center to center. 

AUTOMATIC PAYMENTS
If part of your debt problem is the result 
of not paying on time, you may want to 
consider automatic bill payment arrange- 
ments that help you avoid hefty late fees. 
For example, many utility, telephone, 
and cable companies make it easy to 
sign up, and they debit your linked bank 
account each month. Some credit card 
issuers also offer automatic payment 
plans, which give you the choice of  
paying as little as the minimum  
balance or as much as the full bill. 

Of course, there has to be money 
in your account, or enough overdraft 
protection, for the debit to go through. 
But you can time automatic payments to 
coincide with the direct deposit of your 
paycheck for added peace of mind.

DON’T PANIC
While it’s possible to slide slowly into 
debt, you’re actually more likely to face 
serious problems as the result of illness, 
an accident, or unemployment. That’s 
why having an emergency fund is so 
important, along with adequate health-
care, disability, and life insurance.

DON’T GET DETOURED
If you simply can’t pay your credit 
card bills in full each month, even 
with a spending plan in place, you 
may have to take radical action. 
Consumer debt can create major 
problems, even if you are meeting 
your other obligations on time. 

Try substituting a debit card  
when you shop. Though there’s no 
guarantee that you won’t overdraw the 
bank account it’s linked to, especially 
if you have a line of credit that gives 
you overdraft protection, you’ll know 
you’ve spent too much the next time 
you check your balance. 

Give up all but one of your  
credit cards and use the one that’s  
left cautiously. While using a credit 

card is a good way to build a strong 
credit history, it’s also one of the  
easiest ways to end up with a poor 
one. Once your finances are under 
control, you may be comfortable 
using a credit card more often. But 
you’ll be smart to charge fewer of  
your purchases than you once did.

Avoid buying on impulse. You  
may lose out on a good deal or two, 
but you’ll strike a major blow against 
finance charges.

A WORD TO THE WISE
Be careful when you use a debit card  
frequently to keep close tabs on your  
account balance. With overdraft protection 
you could rack up significant charges if you 
overdraw. But without it, your attempts to  
pay or withdraw cash could be rejected. 

Managing Debt
You don’t want debt to be a stumbling block that trips you up.
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and leaves you even shorter of cash, 
but it could affect your job security or 
chances of promotion. You could also  
be responsible for paying court or  
collection costs.

BEING PROACTIVE
If you owe more than you can repay, ask 
your creditors to change the terms of 
your credit agreements. They may agree 
to add the amount you are behind to 
the end of a loan, reduce your monthly 
payment, or both. This approach will 
extend the repayment period and cost 
you more in finance charges, but it may 
keep you from drowning in debt. 

And don’t wait too long to act. In 
many cases, including most mortgage 
loans and student loans, it’s possible  
to work out repayment only if you  
have not defaulted. Information  
about possible remedies for repaying 
federal student loans is available at  
www.studentaid.ed.gov. For mortgage 
issues, begin by checking with your 
lender or loan servicer. The servicer  
is the bank or other organization to  
which you make payments.

You may want to seek professional 
help from an accredited credit counselor 
who can help create a payment plan. 
You need to be careful in selecting some-
one to work with, as qualifications vary. 
Before you choose, be sure you know  
the kinds of advice the counselor will 
provide and what the service will cost. 
You may want to search online to see 
if any complaints or other problems 
emerge when you type in a prospective 
counselor’s name or agency affiliation. 

You can also check with the National 
Foundation for Credit Counseling 
(www.nfcc.org) or the Association 
of Independent Consumer Credit 
Counseling Agencies (www.aiccca.org) 
for a referral in your area.

Losing your job, coping with serious  
illness, and going through a divorce can 
threaten your economic security and 
undermine your ability to keep up with 
your credit obligations. So can spending 
more than you can comfortably afford to 
repay. While you may be able to juggle 
creditors for a time, sooner or later, you 
could find yourself in serious trouble.

One preventive measure is to build an 
emergency fund, accumulating at least 
six months of living expenses in readily 
accessible accounts. Some combination 
of relatively short-term certificates of 
deposit (CDs) and US Treasury bills will 
generally work. The goal is not to touch 
the money except in a real emergency. 
Ideally it will last long enough to get 
you back on your financial feet.

RED FLAGS
The most effective way to handle  
evolving credit problems is to recognize 
the danger signals, not ignore them:

Your debts, including your  
mortgage if you have one,  
are more than 40% of your 
monthly income. 

You’re making only the  
minimum payment on your 
credit cards. 

You’re skipping some payments  
entirely every month. 

You’ve borrowed up to your 
credit limit on one or more of 
your revolving credit accounts. 

You’re using savings or  
investment accounts to pay 
your monthly bills. 

You’re putting off essential  
medical or dental treatment. 

Unless you can increase your income 
or cut your expenses, you could find 
yourself in a situation from which it’s 
difficult to extract yourself.

If you default, your income tax 
refund can be withheld to pay your 
debts and your wages can be garnished, 
which means a percentage of your  
paycheck is withheld to pay your  
creditors. It’s not only embarrassing  

ONE LOAN FROM MANY
In some cases, you may want to  
investigate loan consolidation. In that 
case, you take a new loan large enough 
to pay off your existing debt, so that  
you owe just one lender rather than 
many. But unless you can confirm  
that the cost of the new loan will be  
less than the combined costs of your  
existing loans, you may be facing  
greater hardship. 

WHAT ABOUT BANKRUPTCY?
Bankruptcy is the last resort for 
resolving credit problems, a  
harsh but legal remedy for  
preventing financial disaster.  
In general, bankruptcy is a  
three-step process:

You file a petition in  
federal or state court saying 

that you are insolvent, which means 
you have no assets to pay your debts.

You work out a repayment plan 
with your creditors and the court.

You discharge your debts, or settle
them, typically for less than the 

full value of what you owe.
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Bankruptcy does 
provide legal protection 
from your creditors, 
resolves most though 
not all debts, and may 
prevent the loss of your 
home, depending on the 
jurisdiction in which it is 
handled. And bankruptcy 

does offer you the chance to start again. 
On the other hand, your financial 

affairs are public knowledge, hashed  
out in court and part of the public 
record. Your credit standing is seriously 
damaged, you forfeit assets, and some 
debts still remain outstanding.

It’s essential—and in some cases 
mandatory—to consult an experienced 
attorney before filing for bankruptcy.

bankruptcy

The interest rates and fees on  
consolidated loans tend to be high, 
especially since you already have  
damaged credit. And some loan  
consolidators impose a large pre- 
payment penalty if you want to  
pay off the debt early. 

The one place consolidation  
may make the most sense, and is  
apt to be reasonable, is with federal 
student loans that you take directly 
from—and consolidate with—the  
government.

Coping With Credit Problems
The key is to act before you find yourself in serious 
financial trouble.

THE DOCTOR IS OUT
People who call themselves credit doctors 
claim they can restore your credit reputation. 
Don’t believe it, especially if they promise you 
won’t be required to make any changes in 
your spending habits. Their approach is never 
better than quackery, and it’s often fraud.

C R E D I T  &  B O R R O W I N G C R E D I T  &  B O R R O W I N G
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Adjustable rate is an interest rate  
that moves higher or lower on a specific 
schedule, such as once a year, in response 
to changes in the cost of borrowing in 
the economy at large.
Annual percentage rate (APR) is the 
cost of credit for one year expressed as 
a percentage of the amount you borrow 
with a loan or line of credit. The APR 
includes interest and any fees you pay 
to arrange a loan. It does not include 
annual credit card fees, late payment 
fees, or over-limit fees.
Collateral is property you pledge as a 
guarantee that you will repay a secured 
loan. The terms of the loan note gener-
ally state that if you default the lender 
has the right to claim the property.
Credit card provides access to a revolving 
line of credit, which you activate as you 
use the card to make purchases. You pay 
finance charges on amounts you borrow 
if you don’t pay the outstanding balance 
in full by the payment due date. Amounts 
you repay are available to borrow again. 
Creditor is the person or institution  
that makes credit available by making 
a loan or extending a line of credit.
Credit report details how you use  
credit. It includes information about 
the types of consumer credit accounts 
you have, the amounts you owe, your 
payment history, and any bankruptcies, 
foreclosures, or other court-ordered 
financial judgments that are part of  
the public record. 
Credit score distills the credit risk you 
pose to a potential lender into a single 
number, the higher the better. Scoring 
is calculated using a proprietary formula 
that incorporates data in your credit his-
tory, including your payment history, the 
total amount you owe, the length of your 
credit history, the amount of new credit 
you have, and the types of credit you use. 
Debt-to-income ratio is the amount  
you owe divided by the amount you 
earn, expressed as a percentage. Potential 
lenders use this ratio as one of the factors 
in evaluating your ability to repay. 
Default is failure to repay what you owe 
on time. If you default, a lender has the 
right to collateral you have pledged to 
obtain the loan and to take legal action 
against you to recover what it is owed.
Finance charge is the dollar amount you 
pay to borrow. It is calculated as a fixed 
or adjustable interest rate, or percentage 

of the outstanding balance, on a schedule 
specified in the credit agreement. 
Fixed rate is an interest rate that remains 
the same for a period of time. With a 
loan, the rate is set for the term. With a 
line of credit, the lender may change the 
rate from time to time on new charges 
but must provide advanced notice. 
Installment loan lets you borrow money 
in a lump sum and repay it in a series of 
payments over a preset term.
Interest rate is the percentage of principal 
used to calculate the finance charge you 
pay on a loan or line of credit. The  
interest rate is the primary component  
of the annual percentage rate (APR).
Line of credit is a type of credit that gives 
you access to a predetermined amount of 
principal, which you can borrow at any 
time and repay with interest on a regular 
schedule. Any amount you repay is  
available to borrow again.
Loan is a type of credit that lets you  
borrow money in a lump sum and repay it 
in a series of payments over a preset term.
Loan note is an agreement you sign  
with a lender that spells out the details 
of the loan. By signing the note, you  
agree to meet all of its conditions,  
including repayment.
Margin, measured as percentage points 
and hundredths of a percentage point, 
is what a lender adds to an underlying 
index to determine an adjustable  
interest rate. Generally the margin  
is fixed, so changes in the rate are  
determined by changes in the index.
Prepayment is paying off an outstanding 
installment loan before the end of the 
loan term. This reduces the interest you 
pay, but some loans impose a prepayment 
penalty to protect their profit.
Principal is the amount you borrow 
when you take a loan, and the amount 
on which finance charges are calculated. 
The same term applies to an amount  
you invest.
Revolving credit is a type of credit that 
gives you access to a preset line of credit, 
which you can access, up to your credit 
limit, at any time. Amounts you repay 
are available to borrow again.
Teaser rate is the initial interest rate a 
lender charges on an adjustable-rate loan. 
It is often lower than the actual cost of 
borrowing and is adjusted higher after  
a certain period, such as a year.
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LINES OF CREDIT

In contrast to an istallment loan, a per-

sonal line of credit is a type of revolving 

credit. It lets you write a check against 

the line or use a linked debit card for the 

amount you want to borrow, up to a limit 

set by the lender. The credit doesn’t cost 

you anything until you access the line. 

Then you begin to pay interest on the 

amount you borrowed. You must repay 

at least a minimum amount each month 

plus interest, but you can repay more, or 

even the whole loan amount, whenever 

you want. Whatever you repay becomes 

available for you to borrow again.

Banks and credit card issuers some-

times offer lines of credit automatically 

to people they consider good customers. 

But that doesn’t mean you have to bor-

row money this way if you prefer not to.

When you need money to buy a car, 

pay college tuition, fix up your home, 

or foranything else that requires an 

immediate cash outlay, you are often 

able to borrow the amount from a 

lender such as a bank or a credit union. 

If you know how different types of loans 

work and the particular features they 

offer, you will be in a better position to 

look for the one that will be best suited 

for you. 
In some ways, of course, all loans 

are alike. You borrow money, called the 

principal, and agree to pay it back over 

a specific term, or length of time, with 

interest. But the conditions of the loan 

can affect how much you can borrow 

and how much the loan will cost you. 

Some common conditions include:

•  Whether you pay in installments or 

return the lump sum

•  Whether the interest is fixed or 

adjustable

•  Whether the loan is secured or 

unsecured

INSTALLMENT
ADJUSTABLE

FIXED
REVOLVING

SECURED

Buying on time, or paying for something while you’re using  

it, was introduced by Isaac Singer in 1856 as a way to sell his 

sewing machines. At $5 down and $5 a month, the average  

family could afford a $125 machine—otherwise impossible 

on a typical $500 annual income.

If you take a five-year $20,000 loan at 

8% interest:

Monthly payments for 5 years $386.66

Total payment $23,196.60

Total interest paid $3,196.60

INSTALLMENT LOANS

When you take an installment loan, you 

borrow the money all at once and repay  

it in set amounts, or installments, on  

a regular schedule, usually once a 

month. Installment loans are also called 

closed-end loans because you must pay 

them off by a specific date.

for example

VS.SECURED LOANS 

Your loan is secured when you provide  

collateral, or property, as a guarantee  

you will repay. The lender can sell  

the collateral if you default. Car loans  

and home equity loans are the most 

common types of secured loans.

UNSECURED LOANS

An unsecured loan is made solely on 

your promise to repay. If the lender  

thinks you are a good risk, nothing but 

your signature is required. However,  

the lender may require a cosigner, who 

promises to repay if you don’t. Since 

un secured loans pose a bigger risk for 

lenders, they may have higher interest 

rates and stricter conditions.

VS.FIXED RATE 
Many installment loans have a fixed  

rate. The interest rate and the monthly 

payments stay the same for the term,  

or length, of the loan.

Advantages

•  Installments stay the same

•  Easy to budget payments

•  The cost of the loan won’t increase

•  No surprises

Disadvantages

•  Interest remains the same, even if market 

rates decrease

•  Rate typically higher than initial 

adjustable rate

ADJUSTABLE RATE

An adjustable rate loan has a variable 

interest rate. When the rate changes, 

usually every six months or once a year, 

the monthly payment also changes.

Advantages

•  Initial rate lower than fixed rate

•  Lower overall costs if rates drop

•  Annual increases usually controlled

Disadvantages

•  Vulnerable to rate hikes

•  Hard to budget increases

•  Not always available

for example

If you have a $10,000 line of credit, you 

have access to that money over and over, 

as long as you repay what you use:

$ 10,000 Line of credit

 – $ 6,000 You borrow

 = $ 4,000 Available credit

 + $ 1,000 You repay

 = $ 5,000 Available credit

 Advantages

•  Only one application

•  Instant access to credit

 Disadvantages

•  Potentially high interest rates

•  Easy to over-borrow

Loans
You can arrange to borrow and repay the money you need 

for specific expenses.
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