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Student Resource 7.1
Notes: Credit and Debt
Student Name:							 Date:			
Directions: Use this organizer to help you take notes as you view the presentation on credit and debt.
	Slide
	Notes
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	Debt is….


A loan is….


A bond is….
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	Credit means….


The four main credit card types are….
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	An installment loan is….


Installment loan interest rates are….


A student loan is….


Student loan rates are….


A mortgage is….


Mortgage rates are….
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	Fees and costs associated with debt include….


Mental and emotional costs of debt are….
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	“Good” debt is….


Examples of “good” debt are….


“Bad” debt is….


Examples of “bad” debt are….
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	A person’s debt-to-income ratio is….


It is important because….
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	The introductory interest rate is different from the regular interest rate because….


Compound interest is….


The types of fees that are common on credit cards include….
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	How Mario uses credit could affect his career because….


How Mario uses credit could affect his plans to move out of his parents’ house because….
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	When choosing a car loan, Mario considers….


The APR (annual percentage rate) is important because….
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	Mario can choose two different types of mortgages….


The type he chooses is….


He chooses this type because….





Student Resource 7.2
Reading: Credit and Debt
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Credit and debt have become a way of life for nearly everyone. It seems almost impossible to live debt-free. According to the Federal Reserve, in 2021, the average balance for households that have credit card debt is $6,270. Also, it is estimated that approximately 52% of Americans have credit card balances of $2,500 or less.
That’s why it is so important to be knowledgeable about credit and debt. You cannot manage your money (or other people’s money) effectively unless you are aware of the different types of credit available. You can save hundreds and even thousands of dollars if you know about the costs associated with credit and debt.
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In most cases, debt refers to a sum of money, although debt can sometimes be repaid in the form of goods or services. This sometimes happens when you borrow money from a friend or relative; for example, if you borrow $20 from your mom, she might ask you to do some extra chores to pay her back. Either way, a debt is created when a creditor agrees to lend assets to a debtor. 
The most common form of debt is a loan. With a basic loan, an agreement is made for money (or other goods and/or services) to be lent for a fixed period of time and then paid back (generally with interest) at a certain date. Credit cards work like a loan. 
Another type of debt is a bond. Bonds are loans that investors make to corporations or governments. With bonds, the lenders earn interest and the borrowers get the cash they need. 
Debt lets people, businesses, and even the government do things that they would otherwise not be able to do. For instance, debt allows people to purchase homes, cars, and even an education. Unfortunately, many overextend themselves and rely on debt to support their everyday living expenses by charging groceries, clothing, or health care on their credit cards, which is considered a form of loan. Others even use debt to take vacations and purchase frivolous items that they don’t really need. Carrying a lot of debt is a heavy financial burden!
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Credit means that someone is willing to lend you money in exchange for your promise to repay it, generally with interest. 
Credit cards are a common form of credit. A credit card has a credit limit, or a certain amount of money you are preapproved to spend. You can spend the money on anything you like, but you will need to pay back any money you spend, plus interest (and credit card interest rates are typically high).
Different banks and institutions have different terms for credit cards, such as what the penalty is for not paying on time and how much interest they charge. So do some research and shop around to find the best fit for you. 
The average credit card debt of U.S. families is $6,270, according to the Federal Reserve’s Survey of Consumer Finances and 45.4% of families carry some sort of credit card debt.
This shows that more and more Americans rely on credit cards for their expenses. This is an expensive way to finance your lifestyle, given the interest and fees you’ll end up paying the credit card company.
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There are many different types of credit that are available to consumers, and each has a specific purpose. To name a few:
Credit cards are a form of consumer credit. Credit cards generally have high interest rates and fees attached to them. Interest rates vary significantly. Some cards have introductory rates to reel you in but then increase after 6–12 months. Read the fine print carefully to know what you are getting into. Credit cards have no payoff deadlines, because the longer you take to pay, the more money the credit card company makes. Paying only the minimum payment required (typically 2% of the balance) will cause you to pay excessive interest over the life of the debt. 
Installment loans are for large purchases such as a car or a home appliance. The loan terms can vary from a few months to years, and monthly payments are often set. The interest is usually a bit lower than that of a credit card.
Student loans are used for tuition and college expenses. Most student loan terms will let you delay payment until after graduation. Typically, student loans have low interest rates, and often you can get a tax break on the interest you pay.
Mortgages are loans for a home, and they come with a variety of different terms. The monthly payment can be fixed or it may fluctuate, depending on the type of loan and/or interest rate. Mortgages typically need to be repaid over 15–30 years. 
Image courtesy of Wink and Wink, PC.  Retrieved from http://www.winkandwink.com/american-family-debt-infographic/ on 2/23/15, and reproduced under Creative Commons Attribution-ShareAlike 3.0 Unported License.
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From interest charges to loan and processing costs, there are many different fees associated with credit and debt. When you make the decision to purchase an item using credit, the item will generally cost you more in the long run. 
Before you take out a loan or apply for credit, you need to be sure that you can afford it. Can you afford the added monthly payments that a loan will cost? Can you afford the processing fees of a loan or the annual fees and other hidden costs associated with credit cards? Do your research, evaluate your budget, and shop around for the best interest rate and the lowest fees. 
Aside from the financial cost of credit, there is also an emotional side. One of the most common forms of household stress results from the stress caused by debt. In fact, USA Today reports that over 10 million Americans are suffering from stress-related health issues as a result of their debts. 
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Debt can both improve and diminish your quality of life. The key to managing debt is to take control of your personal finances. An important part of this step is to understand the difference between debt that appreciates assets (good debt) and debt that wastes assets (bad debt). Good debt buys assets that usually appreciate or hold value over time. Good debt can also include things like a college education, because education can help you to earn more money in your lifetime. 
Acquiring some debt with the goal of increasing your future income or building your credit is looked upon as positive. For example, purchasing a home can be considered good debt because homes generally (over time) increase in value. 
On the flip side, when you buy something that goes down in value or is consumed, you have taken on bad debt. The biggest culprit of bad debt comes from purchases using credit cards. Using debt to purchase items such as clothes, groceries, toys, and vacations can cost you much more than these things are worth in the end. 
Keep in mind that good debt is still a financial challenge. Even though it’s an investment in your future, you still don’t want to take on too much. Purchasing a home you cannot afford or accepting a home loan with an outrageous interest rate would be a bad financial decision. That type of decision would not increase your wealth.
In the same way, an auto loan, which is usually considered bad debt, can sometimes be a good decision. If buying a car helps you to get to work on time so you can keep your job, that could be a good move.
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There are many different ways to measure and manage your debt. 
Debt-to-income ratio refers to the amount of debt a person or business has in relation to overall income. If someone has a lot of debt, lenders may not want to lend them money, or they may charge a higher interest rate. 
To figure out someone’s debt-to-income ratio, add up all your monthly debt (mortgages, car loans, credit card payments, student loans, etc.) and then divide it by your gross (pretax) monthly income. Your debt-to-income ratio should not exceed 36%. Maria spends one-third of her income on debt, which is around 33%. While Maria probably will still get approved for a loan, she might pay a higher interest rate because she has a fair amount of debt already.
A good financial habit is to not charge more on your credit cards than you can pay off in the next month. This way you avoid interest charges, establish a good credit history, and don’t spend more money than you have. You are simply using credit cards as a convenience (to consolidate purchases into one payment) and not as a short-term crutch that will create a long-term problem. Whether good or bad, remember that you should never allow your debt to outweigh your income or your assets. 
In the next slides, we will take a look at one young man’s use of credit and how it affects his life.
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By the time Mario finishes his first year of college, he will have been offered credit cards more than 48 times. The credit card representatives will attempt to reach him by mail, by phone, by confronting him on his college campus, through advertisements, through the Internet, and in the airport—like the Visa ad says, they’re everywhere he wants to be! They will try to tempt him with free T-shirts, water bottles, gift cards, phone minutes, magazine subscriptions, and much more just for filling out one of their applications! To state it bluntly, credit and debt is extremely profitable to credit card companies, and their goal is to hook people when they’re young—and keep them hooked for as long as possible.
On his way to class one day, Mario notices a group of his friends huddled around a table. They excitedly greet him and explain that by simply applying for this credit card they are receiving a “free” $20 gift card to iTunes! 
The credit representative then explains that through his application, Mario will be given the opportunity to begin building his credit report, which is imperative if he ever wants to purchase a car or buy a home. The representative explains that a credit report records an individual’s borrowing and repayment behavior and is looked at by lenders and even employers as a reflection of a person’s character. Establishing a credit history sounds like a good idea to Mario, and he can’t deny his excitement at receiving a free $20 gift card. 
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Within a few days, Mario receives a congratulatory letter in the mail explaining that he has been approved for the credit card and has been given a $1,000 limit! Mario knows a little bit about credit and understands that when you borrow money, you generally have to pay interest, or a fee, for borrowing the money. He carefully reads through the literature that accompanies his card and learns that he has been given an introductory interest rate of 3.9%, meaning that for the first three months only, the credit card company is offering him a special interest rate of $3.90 for every $100 spent. Mario realizes he must be very careful about paying off his balance, as the interest will be compounded monthly. In other words, every month he will also be charged interest on the interest that accumulates on his unpaid balance. 
By reading the fine print, Mario also learns that after the introductory rate expires, the rate will jump up to 18%. Also, he can be charged an over-the-limit fee if his balance exceeds his $1,000 limit. A late fee will also be applied any time his payment is received past the due date. Finally, Mario learns that after the first year, he will be charged a $50 annual fee, or a once-per-year cost, for just having the card. With all of these hidden fees and costs, Mario is disappointed by the true value of his “free” $20 gift card. 
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The good news for Mario is that he has graduated from college and has been a responsible user of credit. Many of his friends have made the mistake of making the minimum payment, or the smallest amount that you can pay to keep your account in good standing, and are now complaining about how much they have spent in interest. Also, by making late payments, his friends have interest rates close to 25% and some have even defaulted (failed to pay), which has undoubtedly damaged their credit reports. 
Mario has just landed a job as an insurance claims adjuster. He was surprised during the interview that he had to give his permission for the company to run a credit report. He learned that many positions in finance and government require favorable credit histories. A positive credit report is an indicator of character and can reflect a person’s honesty and sense of responsibility. Along with calling references, many companies look at an applicant’s credit history as part of the overall background check. Mario is relieved that his credit is good—a bad credit report could have cost him the job! 
He was also surprised that on the application for his new apartment he had to give his landlord permission to run a credit report—if his credit were bad, he might not be able to move out of his parents’ house.
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Mario understands that to buy a car he will have to take out a loan, or an agreement to repay borrowed money, to purchase the car. Mario quickly realizes that banks, credit unions, and even the dealer are all eager to lend him money. However, each lender seems to have its own terms, which vary according to the length of the loan, the desired monthly payment, and the APR, or annual percentage rate. Like the credit card companies, they too want to make as much profit as possible! 
Mario learns that the APR is the actual interest rate he will pay on the unpaid balance of the loan. Car loan APRs tend to be in the 4% range. The APR tells him how much the credit will cost him on a yearly basis and is expressed as a percentage. By law the APR must be calculated in exactly the same way, allowing consumers a standard with which to compare loan costs.
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Mario has continued to maintain a positive credit history by paying his bills on time, managing his debt wisely, and monitoring his purchases. He has avoided charging many items that will not hold their value or appreciate over time and is now ready to invest in a home. Again Mario decides to shop around for the best loan options available. Because Mario has a steady job and his debt-to-income ratio is good, he has qualified for a low interest rate. 
Mario decides on a fixed rate of 4.25% with a 30-year term. Securing a fixed interest rate means that his lender must charge him the same amount of interest throughout the life of the loan. The stability of this type of loan coupled with its predictable repayment terms will make budgeting easier for Mario. He decides that a loan with a variable interest rate, where his payment could change, seems too risky. Furthermore, securing a fixed rate seems to fit his current lifestyle better. Mario knows what he can afford and what type of payment his budget will allow. 
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Mario realizes that this is just the beginning of a life full of credit and debt use. 
But Mario is not a typical consumer. He’s well informed—he knows all of the details about a loan before he borrows the money. And he’s positive he has the financial means to comfortably make all of his loan payments each month. But throughout his life he must continue to make informed decisions about when—and when not—to borrow money by taking out a loan. By doing so, he can stay financially healthy and avoid being overly burdened by loan debt. 
Millions of Americans have taken out more loans than they can pay back, and this leads to financial problems and, eventually, bankruptcy. Through education and careful research, you can instead use credit as an instrument to help you achieve your financial goals. 





 


Student Resource 7.3
Web Quest: Credit Reports and Credit Agencies
Student Name:_______________________________________________________ Date:___________
Directions: Use your favorite search engine to research and answer the questions below. Make sure to write down the sources of your information in the Source Box at the end of the resource. Before you begin, read through all of the instructions on this resource, and read the assessment criteria at the end to make sure you understand how your work will be assessed.
What is a credit report, and why is it important?



What does the acronym FICO stand for and what is its primary use?




Visit one of the following websites and write down the names and contact information for three major credit-reporting agencies below: 
http://www.bcsalliance.com/cra_contact.html 
http://www.fightidentitytheft.com/credit_bureaus.html 
http://www.bankrate.com/brm/news/credit-management/creditbureau-info.asp 
	Credit Reporting Agency #1
	Credit Reporting Agency #2
	Credit Reporting Agency #3

	




	
	



What is the main service provided by each of these agencies?




List three factors that can affect your credit score.
	1. 



	2. 



	3. 






What are the four Cs of credit and why are they important?





In what ways can a negative credit report affect your financial goals?













Use the Source Box below to keep track of the sources you use. Write the name of the source (e.g., Federal Reserve website) under “Source” and the web address (www.federalreserve.gov) under “Address.” 
Source				Address
	Source
	Address

	
	

	
	

	
	

	
	



Make sure your assignment meets or exceeds the following assessment criteria:
All answers are detailed and accurate.
All answers are factually correct.
All sources are accurately recorded in the Source Box.
The entire web quest is completed.
The assignment is neat and easy to read.

Copyright © 20092016 NAF. All rights reserved.
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