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6. Credit: Understanding and Using It Wisely

Introduction

Credit is a wonderful tool that has allowed many people to achieve goals they might not have
otherwise been able to achieve, such as buying a home or paying for higher education. However,
credit has also been the downfall of many people who have not used it wisely. Understanding
both the positive and negative aspects of credit will help you be wise as you pursue your
financial goals.

The credit card can become a very destructive financial instrument if not carefully watched and
controlled. If credit card debt gets out of control, it can cause not only financial troubles but
personal heartache as well. Gordon B. Hinckley said, “Debt can be a terrible thing. It is so easy
to incur and so difficult to repay. Borrowed money is had only at a price, and that price can be
burdensome.”!

Objectives

This chapter focuses on the following four objectives to help you better understand credit, credit
reports and credit cards:

A. Understand credit bureaus, credit reports, credit scoring and the principles of using
credit wisely

B. Understand the correct uses of credit cards

C. Learn how credit cards work and how to manage credit

D. Understand and create your Credit Plan.

Learn About Credit Bureaus, Credit Reports, Credit Scores and the Principles of Using
Credit Wisely

Credit reports are files of information that credit bureaus compile about specific individuals.
Most individuals who have any type of credit (credit cards, checking accounts, loans, etc.) have a
credit report.

The information on your credit report is very detailed. It includes personal demographics, such as
your age, social security number, previous addresses, employment history, and criminal
convictions. The report also includes information about your credit history, including a list of
any inquiries you have made about your credit in the last two years. Factors that determine your
credit worthiness include your annual income, how long you have lived at your current
residence, how long you have been employed at your current job, and how many bank accounts
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and credit cards you have. Other factors that determine your credit worthiness include your age,
your employment history, and your credit history.

Although the information gathered by the credit bureaus is about you, it may not always be
correct. It is estimated that 70 percent of Americans have at least one negative remark on their
credit reports, and almost half of all credit reports contain incorrect or obsolete information.

You have specific rights related to your credit reports. If you are ever denied a line of credit, you
can request a free copy of your credit report from each of the credit bureaus. If you would like to
review your credit report, you can request a free copy once a year from each of the three major
credit reporting agencies (Equifax, Trans Union, and Experian) by going to
www.annualcreditreport.com and filling out several forms.

You should review your credit report from each credit bureau once a year to make sure there are
no mistakes on it. Even simple mistakes can result in a lower credit score, which may prevent
you from getting a mortgage or a consumer loan; these mistakes may even increase the cost of
your auto insurance.

When you are reviewing your credit report, look for open lines of credit that you were not aware
of and other indications that someone may be committing fraud by using your information. If
you think there are mistakes on your credit report, you need to have them investigated. If an
investigation does not clear up a mark on your credit report, but you still disagree with it, you
can add a personal statement of up to 100 words to your credit report explaining what happened
with a specific creditor. When you apply for credit, potential lenders can see your explanation of
what happened and consider it when they make their lending decisions.

Credit bureaus are private companies that collect and report information from creditors, public
records, and various institutions. There are over 1,000 different credit bureaus; the three major
ones are Equifax, Experian, and TransUnion.

Credit evaluation is the process potential creditors use to determine whether or not an individual
deserves to be given credit. This is based on an analysis of specific financial information from
various sources which results in a credit score. Financial institutions developed credit scores as a
way of determining which borrowers are most likely to repay their loans. While for students a
GPA is based on grades, for borrowers a credit score is based on factors such as credit history,
length of credit, repayment history, and types of credit owed.

Your credit score takes into account specific factors surrounding your debt and debt habits. You
are assigned a single score that lending institutions use to base their decisions on whether you
qualify for credit. Your credit score also determines what interest rate you will pay on the credit
an institution offers you. Generally, the higher your credit score, the lower the interest rate you
will have to pay.

One of the most important investments that may be affected by your credit score is a loan for a
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new home purchase. Your credit score can have a significant impact on whether or not you get
this type of loan: nearly 75 percent of all mortgage loans are sorted according to credit scores.
Your credit score may also affect the cost of your insurance. For these and many other reasons,
understanding credit and maintaining a high credit score are important to your overall financial
health.

Research by E-Loan showed the following statistics on how credit scores affected what interest
rate consumers paid on loans (see Table 1).

Table 1. Credit Scores and Interest Rates Paid?

Credit scores above 760 paid 3.27 percent.

Credit scores from 700 to 759 paid 3.49 percent.
Credit scores from 680 to 699 paid 3.67 percent.
Credit scores from 660 to 679 paid 3.88 percent.
Credit scores from 640 to 659 paid 4.31 percent.
Credit scores from 620 to 639 paid 4.86 percent.

For a $300,000, 30-year loan with monthly payments, the difference in how much someone with
a credit score of 760 (3.27 percent) paid in interest compared with how much someone with a
credit score between 620 and 639 (4.86 percent) paid was significant; there was an increase in
interest payments over the life of the loan of $99,275 on a $300,000 loan. There is a direct
correlation between your credit score and the interest rate you pay.

What Is a FICO Score?

The most common type of credit score is the FICO score, which was developed by Fair, Isaac,
and Company of San Rafael, California. Fair, Isaac, and Company is not the only credit scoring
company, but lending institutions use FICO scores more often than the credit scores provided by
other companies. Lenders usually base your interest rate on your FICO score, which can range
from 300 to 850. Generally, the higher your FICO score, the lower the interest rate lenders will
charge you. There are two main FICO scores, including FICO Score 8 (which is the most widely
used) and the FICO Score 2, which is used for mortgage lending.

Before 2001, consumers were not allowed to see their credit scores. However, in March 2001,
new legislation allowed the public to access their credit information for a price. You can now
purchase a copy of your FICO credit score from www.myfico.com or purchase credit scores
from other credit scoring and reporting companies, such as Experian, TransUnion, and Equifax.
You may also be able to get it free from your credit card company or other agency. I generally
recommend getting your FICO credit score as these are most used in the industry.. Getting a
copy of your credit report and credit score does not affect your credit score.

How Is Your Credit Score Determined?

There are a number of different institutions that calculate credit scores. Since the FICO score is
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the most common, this chapter will discuss how your credit score is determined based on the
FICO scoring methodology.

About 35 percent of your credit score is based on your payment record. This is why it is
important to pay your bills on time. Do what the scriptures and our leaders have counseled: do
not get into debt in the first place, if possible. If you are in debt, make timely payments, and get
out of debt as soon as you can.

Another 30 percent of your credit score is based on the total amount you owe as a percent of
your available credit or credit limit. Generally, try to keep your usage of credit below about 15
percent of your available credit limit. Keep your balances low, especially on revolving debt. If
you are hoping to get a mortgage loan in the future, it may be wise to pay off your revolving
credit every week so that the amount you owe is a small percentage of your total available credit.

Around 15 percent of your credit score is based on the length of your credit history. You should keep
your oldest accounts open whenever possible to show you have learned to manage credit over a
longer period of time. However, you do not want to have too many accounts open at one time.

Approximately 10 percent of your credit score is based on your application history. Do not apply
for credit too often. If you are applying for a new credit card every quarter, the question arises as
to what you are doing with your available credit. For most people, one to three credit cards is
generally sufficient. Realize that each time you apply for credit it is noted on your credit report.

Finally, 10 percent of your credit score is based on a credit mix. You do not want to have too
many of the same kind of card. Having a Sear’s, Nordstrom’s, and Kohl’s card may actually
bring down your credit score because they are all similar stores. Be cautious of retail stores that
offer a 10- to 20-percent discount on your first purchase if you apply for their store credit card.
These types of cards can have negative effects on your credit score.

Which Credit Score Should You Get and How Do You Get It

There are a number of credit score providers including FICO, VantageScore, PLUS Score, etc.
The most used credit score is from FICO. Most loans are sorted based on FICO scores, and there
are different FICO scores. While I recommend a FICO score, any score will fulfill the
requirements for your PFP.

You can go four routes for your credit score. I would recommend you do it for free if you can.

1. FICO Scores. Discover offers your FICO score for free, you can check it often as it is
updated monthly. Go to https://www.discover.com/free-credit-score/ and you can get a
free FICO score. You can also go to Google.com, and search for “Myfico promotional
code” (generally 10-30%), then go to www.MyFico.com and order a standard credit
report and FICO score for $19.95 less discount.
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2. Other Credit Scores. You can use free sites to get your Vantage or other scores and to
monitor it regularly. While not FICO scores, it can help you if you see your trending
score. Sites include www.CreditKarma.com (with an app) and www.Creditsesame.com.

3. You may be able to get a copy of your credit score from your bank or credit card
provider (it may or may not be a FICO score). Contact them and see what they have
available.

4. If you go to Mint.com, you can also get a free copy of your credit score from them.
You need to have already done your budget to get it.

Regardless of how you get your credit score, you will view and print off your credit report and
credit score and put it in your PFP.

What Should You Do Regarding Your Credit Score?

Just as you manage your assets carefully, you should manage your liabilities carefully. You must
take an active role in managing your credit score. Ideally, you should review your FICO score
every two years and review your credit reports annually; do these things more often if you are
planning to take out a loan for a house within the next 12 months. By planning ahead, you can
resolve any inaccuracies on your credit report before you apply for a loan; planning ahead can
help you get the highest credit score—and the lowest interest rate—possible.

Principles of Using Credit Wisely

Proper understand of the principles of using credit wisely can help us to be wiser consumers of
credit. Following are a few principles of using credit wisely which may be helpful as to try to
minimize the use of credit.

1. Know what you want out of life. Know yourself, your vision, goals, plans and values.
It is important that you have an idea of what you are trying to accomplish so that you can
slowly become that vision of yourself. Make sure that everything you do is consistent
with the things you are trying to accomplish and the values you hold dear.

2. Seek, receive and act on the Spirit’s guidance. This includes seeking diligently
through study and prayer, living worthy of the Spirit’s guidance, and then acting on it
once it is received.

3. Understand the key areas of credit and credit reports. It is critical that you
understand how our financial system works in regards to credit. Learn how things work
and how you can improve your standing with lenders.

4. Know where you are financially. This is especially important in regards to your
budget, assets and liabilities. Hide no bills from your spouse and make sure you
understand all assets and liabilities.
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5. Keep current on all bills. Pay off all credit cards and other debt monthly—you do not
need a balance to build credit. Set a goal to not go into debt except for those things that
the prophets and apostles have counseled. Work hard to not spend money you don’t have.

6. Make only planned purchases from your budget. Only make purchases that are in
your budget and that are planned for, particularly large purchases. Use this planning time
each quarter or month to wisely determine your needs and wants, and then to plan
accordingly.

7. Be wise in your use of credit and debt. Don’t go into debt except for a modest home
and modest education. Do not fall for the monthly payments trap that says you can pay a
certain amount each month.

8. Review your credit score and credit reports annually. This is to ensure correctness
and no identity theft which is becoming more prevalent. Work to improve your credit
reports and raise your credit score to above 750 if possible.

Finding Balance

As you work on managing credit, finding balance among doctrines, principles and application is
important in helping you become better. We have shared some ideas for principles, although I
am sure you can find others that are important to you. Below are a few ideas for doctrines on
which the principles are based.

Principles Doctrines
Know yourself, your vision, goals and budget Identity

Seek, receive and act on the Spirit’s guidance Obedience
Understand the key areas of credit and reporting ~ Agency

Know where you are financially Stewardship
Keep current on all bills, don’t go into new debt Accountability
Make only planned purchases Stewardship
Be wise in your use of credit Accountability
Review your score and credit reports quarterly Stewardship

From Obedience to Consecration

From the principles and doctrines, you can see that you are not just working on being wise with
your use of credit, which is an application; rather, from a higher perspective, or increased vision,

We are children of God (identity), striving to live worthy of the Spirit (obedience), acting
on our ability to choose (agency), who understands the benefits and dangers of credit
(stewardship) and who uses credit only for those items recommended (accountability).
We understand the credit industry (stewardship), use it to our advantage by keeping your
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credit score high (accountability), so we can get the lowest cost on needed credit products
(stewardship), so we can eliminate our interest costs and save money to accomplish our
individual missions and personal and family vision and goals.

Identify Appropriate Uses for Credit Cards

Credit cards are essentially open lines of credit. Credit cards can be either 1. the single most
destructive financial instrument in the history of the world, or 2. a tool to help us reach our
personal and family goals. It depends on us! If we use them to borrow money and get further

into debt, they are destructive. If we use them to achieve our personal and family goals, they can
be helpful.

There are five main benefits for using credit cards:

1. Emergencies: Credit cards can be useful when you don’t have cash on hand and need to
pay for something immediately, such as an auto repair or an insurance co-payment.

2. Reservations: Credit cards can be used to guarantee hotel rooms, rental cars, and other
rental items. This is an important use, especially if you travel.

3. Convenience: With a credit card, you can buy things over the phone or on the Internet.
Credit cards make purchasing things very easy. They also provide you with a record of
everything you spend, an important bookkeeping benefit.

4. Cash flow and timing: If something is on sale, and you know you have the cash coming
in a week, you can actually buy the item before you pay for it. In this way, you can take
advantage of sales (but remember, you do not save money by spending).

5. Free services: Often, credit cards offer rewards, such as extended warranties, travel
insurance, airplane miles, gasoline rebates, and cash rebates—all of which can reduce the
overall cost of some items.

While there are benefits to using credit cards, there are drawbacks as well. Credit cards must be
used wisely to avoid problems. The following is a list of some of the problems associated with
using credit cards:

Increased spending: People don’t take as much time to think about how much they’re spending
when they use a credit card. Research has shown that, on average, people spend 30 percent more
with a credit card than they do with cash.

Losing track of spending: It’s easy to lose track of what you spend with your credit card. It
requires discipline to track the charges you make.

Interest and other costs: Interest charges can range anywhere from 8 percent to 25 percent. In
addition to these interest charges, you must take into account compounding periods, annual fees,
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and other miscellaneous fees, such as cash advance fees and balance transfer fees. Often, the
costs of using credit cards are double or triple the costs of using other types of loans.

Obligations on future income: Most importantly, when you use credit cards, you put
obligations on future income. As you take on more debt, you not only obligate future income, but
you also limit future flexibility should emergencies arise.

Using a Credit Card Effectively

The following are some important keys to using your credit card effectively:

1. Know your personal and family vision and goals. What do you want to accomplish
individually and as a family? What do you want to accomplish financially? If you can
develop good habits, instead of paying interest you can earn it.

2. Spend money only on things planned for in your budget. If you understand your
goals, and if your budget is consistent with your goals, you will buy only things you have
planned for in your budget. If expenses you hadn’t planned for arise and you decide they
are necessary expenses, you will have to go back and revise your budget to make them
work.

3. Do not go into debt. It is wise to not go into debt except for a home or an education.
Follow this advice and avoid credit card debt whenever possible.

4. Use wisdom in deciding what to buy. Use wisdom in your expenditures. Learn to get
away from the “buy now, pay later” mentality, and adopt the “save now, buy later”
mentality.

Learn How Credit Cards Work and How to Manage Credit

Companies issue credit cards to earn money. Annual fees can be anywhere from $0 (no fee) to
$300 a year. Interest rates are high: some are as high as 25 percent before compounding! Balance
transfer fees can also be very high—they can start at 3 percent and increase with each transfer.
Cash advance fees usually start at 4 percent and can go higher. Often, these fees can’t be paid
back until the original, less costly debt is paid back; this results in even higher costs to you.
Penalty rates sometimes exceed 25 percent, and late fees are also high. All of these charges are
added on top of a 1.5 to 5 percent charge to merchants.

How Credit Cards Work

A credit card is one type of open credit. Open credit is an agreement you make with a financial
institution (in this case, a credit card company) that allows you to borrow money up to a specific
limit; it is expected that you will pay back the loan at a specific interest rate and pay other
attached fees as well. Many factors determine how much open credit will cost you annually: the
balance owed, the interest rate, the balance calculation method, the cash advance costs, the
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annual fee, and the additional penalty fees.

By understanding how open credit works, you can avoid the pitfalls this type of credit can
present. There are several key factors you should understand about open credit before you apply
for this type of loan:

Interest rate: Credit card companies state the interest rate as an annual percentage rate, or APR.
This is the true, simple interest rate that is charged over the life of the loan. However, the APR
does not take into account compounding periods or the time value of money. You should also
watch out for teaser rates. Teaser rates are introductory rates used to attract new customers (some
are as low as 2.9 percent) but these rates change after a specified period of time. Don’t be
fooled—read the fine print.

Compounding period: The compounding period is how often interest is charged to your
account. Most credit card companies compound interest daily. It’s interesting to note that when
you save money, interest is compounded monthly, but when you borrow money, interest is
compounded daily. Any time you borrow money, remember that you are paying interest, not
earning 1t.

Balance calculation methods: You should understand that credit card companies use three main
balance calculation methods: average daily balance, previous balance, and adjusted balance. The
most commonly used method of calculating your balance is the average daily balance. This
method adds up your average daily balances for each day during the month, divides the total by
the number of days in the month, and multiplies the result by your monthly interest rate (your
APR divided by 12). The previous balance method is the most expensive method. This method
takes the previous balance you owed last month and multiplies it by your monthly interest rate.
The last method, the adjusted balance method, is the least expensive. This method takes your
previous balance, subtracts your payments, and multiplies the total by your monthly interest rate.

Cash advances: Avoid using cash advances. Cash advances are an extremely expensive way to
borrow money. Interest begins to accrue as soon as you get a cash advance because they are not
considered normal credit card charges. Generally, the interest rate charged on cash advances is
higher than the interest rate charged on purchases. In addition, there is usually a cash advance fee
of between two and four percent of the cash amount advanced. Moreover, some cards require
you to pay the purchase balance before you can pay the cash advance balance so that the credit
card company earns the higher interest rate for a longer period of time.

Grace period: A grace period, or period over which you do not pay interest on new purchases,
normally lasts from 20 to 25 days. The grace period excludes cash advances and often doesn’t
apply if you carry over a balance from a previous month. If you do not owe a balance for the
previous month, a grace period means that you could avoid paying for a purchase for nearly two
months. However, you need to watch out because not all credit cards offer a grace period.

Credit card philosophy: Before you apply for open credit, you should determine your personal
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credit card philosophy. What kind of credit card user will you be? There are three main types of
credit card users: credit users, convenience users, and combined convenience and credit users. If
you use your credit card to borrow money you don’t have, you are a credit user. Credit cards are
one of the most expensive ways to borrow. Credit users typically carry a balance from month to

month. If you are a credit user (it is not a good idea to be one), look for a card with a low APR.

If you use your credit card only because it’s convenient, you are a convenience user.
Convenience users generally pay off their credit card balance each month. If you are a
convenience user, look for credit cards that offer low annual fees, long interest-free grace
periods, and free benefits.

Combined convenience and credit users need to balance the interest rate and the annual fee to
obtain the lowest overall cost for the card. Find the card that best matches your needs.

Understand and Create Your Credit Plan

Open credit can be either good or bad, depending on how you use it. There are five keys to
managing your open credit.

Managing Open Credit

1. Reduce Your Balance. If you have a balance, commit to reducing it each month. Do not take
on any additional debt. You need to set a goal to reduce your balance and then just do it. Commit
to remaining debt-free.

2. Protect Yourself against Fraud. You should save your credit card receipts. At the end of the
month, compare your receipts to your statement. Once you have done this, you can destroy the
receipts. Use caution when giving out your credit card number, especially over the phone. In
addition to these precautions, be aware of where your cards are at all times. Never leave a store
without your credit card.

If your credit cards are lost or stolen, there are a number of things you must do, and you must do
them quickly. First, you should call your credit card company immediately. Make sure you have
a photocopy all of your credit cards, front and back, and keep the toll-free numbers for your
credit card companies handy so you can report any loss or theft. Put your credit card information
in a safe place.

Second, you should immediately file a police report in the jurisdiction of the loss. This shows the
credit card company that you are serious, that you are diligent, and that you are trying to find
your credit card.

Third, you should call the three national credit-reporting organizations and the Social Security
Administration to place a fraud alert on your name and social security number. The phone
numbers for all four organizations are listed below:
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Equifax: 888-766-0008
Experian: 888-397-3742
TransUnion: 800-680-7289

Social Security Administration fraud line:  800-269-0271
3. Be Aware of Signs of Trouble in Credit Card Spending. Consider the following questions:

e Do you make only the minimum payment each month?

e Have you reached your credit limit on any of your cards?

e  When you dine with friends, do you pay the entire bill on your credit card and then have
your friends reimburse you with cash?

e Do you wait for your monthly bill to determine how much you have charged?

e Do you get cash advances because you do not have enough in your checking account to
pay bills or other expenses?

e Have you been turned down for credit or had a card canceled by a credit card company?

e Have you withdrawn money from savings to pay off credit card bills?

e Do you think it is too much trouble to figure out how much of your credit card bill is
interest?

e Does your stomach start churning when you get your credit card bill?

If you answered “yes” to any of these questions, you may be having some trouble managing your
credit card spending.

4. Control Your Spending. Part of controlling your spending is committing to always live on
less than you earn. If you have problems doing that, do plastic surgery, i.e., cut up your credit
cards. If nothing else works, use the envelope method of budgeting. The envelope method
involves placing money for each budget category in an envelope. When the cash in the envelope
for a particular budget category is gone, you have nothing more to spend in that category.

5. Opt Out. One final option is to “opt out.” Do you want to stop receiving credit card
applications in the mail? There is a national credit opt-out number you can call to take your name
off the mailing lists of all four major credit-reporting agencies. Dial 1-888-567-8688 (1-888-
50PTOUT). You will be asked for your home telephone number, name, and social security
number. You will then be sent a form to fill out and sign. After doing this, you will have much
less junk mail. You can also opt out on the Internet by going to www.optoutprescreen.com. After
you fill out the information on the site, you will be immediately removed from the mailing list
for credit card applications for five years. Opting out is easy and painless and can also help
eliminate some types of credit card and identity fraud.

Creating Your Credit Plan

How you use credit can have a major impact on how you accomplish your personal and family
vision and goals. Not living on a budget, not understanding your needs versus wants, and buying
on credit are significant constraints that have derailed many wonderful family visions and goals.
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As such, it is important that you develop a Credit Plan for how you will manage credit. It need
not be long, but it needs to be thought out. Following are a few ideas.
Vision
e From your “ Plan for Life.” Other ideas may include.”
e We will have the necessary financial resources to be able to accomplish my personal
mission and my individual and family vision and goals.

e We will use credit wisely in that we will not pay a dollar of interest for non-mortgage,
non-student loan debt.

Goals
e We will watch our Credit Reports and Scores quarterly to ensure no major changes and
no fraud.
e We will not go into debt except for those things specified by the prophets: a modest
education and home, and perhaps a first car.
We will use credit wisely and to our advantage, and will not pay interest.
We will not buy cars on debt after the first car.
We will pay off all credit cards monthly.
We will not pay any credit card or auto interest.

Plans and Strategies —
Overall
e We will live on a budget and save 20% (or your amount) and save 15% for retirement.
e We will not buy anything with credit cards unless we have the money to pay it off at the
end of the month.
e [fwe have spending problems, we will perform “plastic surgery” and cut up our credit
cards.
e We will save for all auto and toy purchases, and will pay cash for all vehicles and toys.

Credit Cards

We will maintain our Emergency Fund of 4 (your amount) month’s income.

We will use credit cards, but use them wisely and only for planned items in our budget.
We will use debit cards carefully as the risk of loss is higher.

We will pay cash for all our vehicles. We will save $300 each month (your amount) for
new vehicles.

Credit Reports

e We will Opt Out of all mailing lists for credit cards.

e We will pull one credit report every four months to make sure there are no changes.

e We will check our Credit Report each time to make sure there are no mistakes or fraud.
Credit Scores

e We will Opt Out of all mailing lists for credit cards.
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e  We will keep our credit score above 760 so we can get the lowest rates for a mortgage
and insurance.

e  We will pull our free FICO Credit Score annually to make sure there are no major
changes.

e We will watch our VantageScore monthly via the CreditKarma or CreditSesame app to
ensure no major changes.

Constraints
e Our biggest hurdles to accomplishing this will be:
0 bot living on a budget and not saving money.
0 Dbeing impatient and not saving for our vehicles, toys, and other large purchases.
0 Losing the Spirit and not keeping an eternal perspective by having scripture study
each day, FHE each week, and attending the temple regularly.
0 Not watching our spending on the little things so we can do the big things.

Accountability
e From your “Plan for Life.” Other ideas may include:
0 [ will share my vision, goals and plans with God each morning in prayers.
0 [ will share these vision and goals with my spouse and kids so they can keep me
accountable.

Summary

We have discussed credit evaluations, credit reports, and credit scores. Understanding how these
matters impact you is critical, especially if you are looking to buy a house. Your credit score not
only influences how much you will pay for a mortgage (or other types of credit) but it also
influences your insurance costs.

We shared the key principles and doctrines of using credit wisely. As we follow the principles
and understand the doctrines, it changes our perspective for the better.

There are appropriate uses for credit cards, and they can be useful in helping you attain your
personal goals. Credit cards can be used for emergencies, reservations, convenience, cash flow,
and free services.

There are several drawbacks to having credit cards. When you have credit cards, you are more
likely to spend more, lose track of spending, pay higher interest rates and fees, and obligate
future income. You need to be very careful if you use credit cards.

Before you apply for a credit card, consider the interest cost (or APR), compounding period,
balance calculation method, costs for cash advances, and grace period. Depending on the reasons
behind why you use credit cards, you are either a credit user, one who uses the card for
borrowing; a convenience user, one who uses the card only for convenience; or both a credit and
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a convenience user.

We shared how to manage your open credit and the importance of having a Credit Plan on how
you will use credit during your life. Open credit can be either good or bad, depending on how
you use it. The five keys to managing your open credit are

1. Reduce your balance.

2. Protect yourself against fraud.

3. Beware of trouble signs in credit card spending.
4. Control your spending.

5. Opt out.

Understanding credit and using it wisely, and having a Credit Plan are important parts of the
modern financial world. We shared concrete ideas on how to put together your credit plan.

Assignments
Financial Plan Assignments
Your assignment is to put together your Credit Plan. I recommend you use PFP Credit Use
Template (LT01-07). This will help you evaluate how you are doing in managing credit wisely.

Since credit evaluation and credit scoring are important tools in the acquisition of a home and
other important purchases, it is important that you understand where you stand.

Vision. What is your vision for Credit? Again, this need not be long.
Goals. What are your goals for using and managing credit wisely?

Plans and Strategies. For Credit Cards, answer the following for each credit card you have
(bold items are required--see Chart 1: Credit Card Rates). If you have no credit cards, state that
you have no credit cards and complete your action plan on views of future debt and perhaps your
plan to obtain a credit card.

Credit Report. Get a copy of your credit report. If you are from the United States, you can, by
law, obtain one free copy of your credit report each year from one of the major credit report
suppliers (Experian, TransUnion, or Equifax). Go to www.annualcreditreport.com and supply the
necessary information. You will select one of the major providers and input the necessary
identification information, and the credit reporting agency will provide you a copy of your credit
report online.

Once you have your credit report, read it thoroughly and ensure it is accurate. If there are
problems, follow the process we discussed to improve your score and remove inaccuracies from
your credit reports.
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Credit Score. Finally, go and obtain your credit score. This score is used by many industries to
determine the type of credit risk you are. While we prefer a FICO score, which is used by 85% of
the industry, you are welcome to go to free locations, such as www.creditkarma.com review your
credit score (they actually use VantageScore 3.0). it can give you an idea of how others see your
credit usage. They generally will use either the TransUnion or Equity credit data to calculate
your score.

Read through your credit score report in detail. Write down the things you can do to improve
your credit score and work on them as part of your Plans and strategies. Under your Action Plan,
what are the things you are going to do to improve your credit usage and to be better at wisely
managing credit?

Finish by writing your constraints and accountability.

Chart 1: Credit Card Rates

Annual Percentage Rate for Purchases (fixed or variable) %
Cash Advance APR (fixed or variable) %
Balance Transfer APR (fixed or variable) %
Overdraft Advance APR (fixed or variable) %

Variable Rate Information (Index is )

Purchase And Balance Transfer APR (Index + . %) %
Cash Advance APR (Index + . %) %
Default APR (Index + . %) %

Grace Period (in days)

Method of Computing Balance for Purchase

Annual Fee
Minimum Finance Charge
Transaction Fee for Balance Transfers
Transaction Fee for Cash Advances
Late Payment Fee
Over-the-Credit-Limit Fee
International Fee

Credit Limit

Date Opened (if available)

Learning Tools

The following Learning Tools may be helpful as you prepare your Personal Financial Plan:

Credit Card Repayment Spreadsheet (LT18)
This Excel spreadsheet helps you determine how long it will take you to pay off a
specific credit card or loan based on the balance owed, annual percentage rate,

- 151 - 2019-2020 Edition


http://www.creditkarma.com/
https://www.dropbox.com/s/iplb2kv20a5srml/TT18%20-%20Credit%20Card%20Repayment%20Spreadsheet.xlsx?dl=0

Chapter 6. Credit: Understanding and Using Credit Wisely

compounding periods, and payments per month.

Debt Amortization and Prepayment Spreadsheet (LT09)
This Excel spreadsheet is a debt amortization and prepayment schedule to help
you reduce and eliminate your debt.

Debt Elimination Schedule with Accelerator (LT20)
This spreadsheet allows you to input your different debts and interest rates. It then
prioritizes that debt based on interest rates and creates a repayment plan based on
the minimum payments due each month. You can choose pay highest interest
rates first, consistent with Marvin J. Ashton’s plan in the article “One for the
Money,” or smallest payoff first, consistent with Dave Ramsey. This spreadsheet
also allows you to include an accelerator amount and an amount in addition to
your normal monthly payments; you will be able to see how long it will take you
to pay off your debt.

Review Materials

Review Questions

1. What is the difference between a credit evaluation and a credit report?

2. How can you obtain one free credit report per year from each of the three credit
bureaus (Equifax, TransUnion, and Experian)?

3. What should you do if you find an error on your credit report?

4. What are the benefits of having and maintaining a high credit score?

5. What are the five most important factors in determining your credit score?

Case Studies

Case Study 1

Data
Steve and Adrianna Tanner recently graduated from college and started their first jobs. Based
on their combined salary of $90,000, the bank pre-approved them for a home loan, and they
found the perfect house. However, when they went in to finalize the loan, they were told they
did not qualify for the loan because of their low credit scores.
Application
A. What didn’t this couple do?
B. What should they have done?
C. What can they do to remedy the situation?

Case Study 1 Answers
A. Steve and Adrian Tanner did not determine their credit score before applying for a
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loan. Do not leave things to chance! If you know your credit score, you may be able
to get a lower rate for your loan.

B. They should have reviewed their credit reports and tried to resolve any problem areas
before applying for a loan. They also should have gotten their credit score to see how
they were perceived by the financial community.

C. They can get their annual credit report free from each of the three agencies we
discussed, and they can pay to get their credit score. They should then work to
improve their credit score so they can get the lowest rate possible for a loan.

Case Study 2
Data
Steve carried an average daily balance of $600 this month. His balance last month was
$1,000, and he made a $900 payment on the 15th of this month.
Calculations
Calculate the monthly interest charges for credit card accounts that charge interest rates of 10
percent, 16 percent, 18 percent, and 24 percent.
Fill in the following chart:
10% 16% 18% 24%
Average daily balance  $5.00
Application
Since the average daily balance is the most commonly used method of calculating balance,
how important is it to get a low interest rate?

Case Study 2 Answers
Calculations
The formula for calculating your finance charge is your average daily balance multiplied by
the interest rate divided by 12 months.
10% 16% 18% 24%
Average daily balance ~ $5.00 $8.00 $9.00 $12.00
Application
If you use credit cards to finance spending (which is not recommended), it is important that
you get a low interest rate on your card.

Case Study 3
Data

Bill was reading about the importance of keeping a high credit score and got his FICO score
of 690. He heard a rumor that to improve his FICO score, he needed to reduce the number of
cards in his name. Bill canceled three of his five credit/bank cards that he had not used in a
long time. The next time he got his FICO score he discovered it had dropped by 40 points.
Analysis
A. List three possible reasons why his score may have dropped.
B. What should he have done to make sure the canceled cards helped, and not hurt, his
score?
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C. What might he do to improve his score?

Case Study 3 Answers
A. There are three possible reasons his score may have dropped:

1. History: One of the cards he canceled had the longest history. His score may have
dropped as his time with credit was lessened due to the dropped card.

2. Available credit: Each of the canceled cards had a large amount of available credit.
When these were canceled, they decreased his total available credit and increased his
percentage usage each month, resulting in a lower score.

3. Mix. Perhaps the cards canceled resulted in a mix of credit that was biased toward one
type of card. This may have lowered his score.

B. He should have done the following to make sure his score did not drop:

1. History: He should have made sure the cards he canceled did not have the longest
credit history.

2. Limit: Before dropping the cards, he should have gone to his existing credit/bank card
companies and requested an increase in credit limit, at least to match the amount he had
previously. If they would not increase the limit, he should have kept the old cards.

3. Mix: Even though the cards may not have been used, if they had given a better mix, it
may have been wise to keep them. He should have avoided having too many of the
same types of cards.

C. The following are things he might do to improve his credit score:

1. Payment record: Tighten his budget and save 20 percent of his income. Pay bills on
time and don’t miss!

2. Amount owed: Use that 20 percent and any additional money to pay down debt (after
he has started his emergency fund). This will reduce his amount owed and his usage of
available balances.

3. Limits: Call his credit card companies and request an increase in credit limits. This will

help his use of available balances.

4. Credit history: Ask his parents to include him on one of their credit cards (I am not
sure I would do this).This will increase his credit history (this is called piggybacking,
and it works only for families, not individuals).

5. Application history: Do not apply for new cards. Generally, | recommend between two
to four cards for most individuals. Do not get new cards just for store credit.

6. Credit mix: Do not apply for too many of the same type of cards.

Case Study 4
Data

Bethany, a BYU student, was reading about the importance of having a high credit score. She
went to www.annualreport.com but found she has no credit history. She pays her bills on
time, has a checking account, and has a debit card.
Questions
A. Why might she not have a credit report?
B. What can she do to improve her credit history?
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C. Does a debit card help build credit?
D. If banks will not allow her to get a credit card, what could she do?
E. How could she get a secured credit card?

Case Study 4 Answers

A. She may not have credit history because she has not had much credit. Even though she
pays her bills on time, the bills may be in other students’ names. She may also be an
international student without a social security number.

B. She could try to get a credit card. This would be helpful to her in improving her credit
history.

C. A debit card does not help build credit.

D. If she cannot get a credit card, she should (carefully) look into a secured credit card. If
she can find one with low fees, she will put money into the card and can charge up to
the amount of money on the card. Credit reporting agencies cannot tell the difference
between a credit card and a secure credit card.

E. She should check with her bank or www.bankrate.com for a card that does not charge
an application or insurance fee and that has a low annual fee

! “Thou Shalt Not Covet,” Ensign, Mar. 1990, 4
2 http://myfico.com, 2 May 2012
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