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INTRODUCTION

If you’re interested in securing a financially healthy future, having good credit is key. Your credit helps determine some of life’s most important milestones, like buying a house, renting an apartment, or even getting a job. To get the money to afford these next steps, lenders need to see you’re able to repay what you’re borrowing. That’s where credit comes in. This book helps you to understand the facets of credit and credit reports, how to raise your credit score, and more.

In Credit 101, you’ll find simple, easy-to-understand, and up-to-date information that you can personalize to help you make the right decisions for your specific credit-related needs. Plus, you’ll learn how to avoid costly pitfalls (like predatory lending), consolidate debt you may already have, and build credit when you have none. Once you understand the basics of credit, you can work on paying off debts as needed, strategize your way toward an excellent score, and learn how to keep your financial information safe. Within these pages, you’ll find practical and financial advice, including:


	What your credit score is and ways to use it to accumulate wealth.

	How lenders use your score to approve or deny a loan application.

	How to read your credit report and dispute errors that are costing you.

	What loans to steer clear of.

	
How to protect your identity and avoid common financial scams.

	And more!



Your credit score is sometimes influenced by things outside of your control, but the power to improve this number lies in your hands. Making changes to the way you prioritize and pay down debt, taking out the right types of loans, and slowly maintaining those upward movements puts you in charge of your credit score. Understanding how to align your life goals with your credit (and overall financial) reality is the key to long-term economic success. This book will help you navigate those complexities.

Whether you’re applying for your first credit card, fixing past credit mistakes, or trying to make the most of an excellent score, this book breaks down how credit really works and offers practical information that anyone can use. No matter where you are in building, rebuilding, or taking control of your credit, this book helps to point you toward a healthy financial future. You don’t need to be perfect; you just have to start. So, let’s begin.












Chapter 1 The Foundations of Credit


At first glance, credit may seem complicated. However, given the right access to information and resources, you can positively impact your credit score. In this chapter, you’ll start to learn the basics of credit, including what a credit score actually is, what “good credit” means, the types of debt that are out there, and how debt can be a positive (or negative) thing.

You’ll also learn the first steps for succeeding in building, improving, or maintaining that score. Large purchases, after all, are a part of living; so, regardless of the types of debts you’ll accrue, having good credit is not only helpful, but necessary.











WHAT IS CREDIT? Your Financial Reputation and Ability to Borrow




In the most basic terms, credit is receiving goods or money in exchange for the promise of payment, or repayment, at a future date. Any time a consumer buys something without paying the full cost up front, they’re using credit—it’s a system based on trust. Some types of credit may seem obvious, like car loans, mortgages, and credit cards. But even leased furniture is considered credit, regardless of whether you plan on buying your items at the end of your contract.

Credit also refers to a consumer’s ability to borrow. Whether a consumer has good credit or bad credit depends on how risky a lender deems them to be. Lenders, like banks, credit card companies, and other institutions, determine creditworthiness by reviewing factors like credit score, income, and how much debt a borrower already has. Every loan works a little differently, but generally, once a lender approves a borrower, they will give them an open line of credit (like a credit card), a lump sum of cash (like a personal loan), or funding that skips the borrower and goes directly to the entity selling the item or property (like a mortgage). Most often, borrowers must pay interest on top of their loan or line of credit, and these interest rates can be fixed or variable. Fixed rates stay the same for the life of the loan, and variable rates fluctuate with the market. Unless otherwise stated, most installment loans (like auto loans) have fixed rates. Credit cards almost always have variable rates.



HOW LENDING WORKS

When used correctly, credit can pave a path to better opportunities and greater wealth. There are a few factors to understand when using credit. In these pages, you’ll learn the basics behind lending, including how interest, APR, and fees impact what you originally borrowed.


Interest versus APR

Interest is what the lender charges on top of the loan’s principal amount (or the original money borrowed); it’s represented by a percentage, and it’s the main cost of borrowing for consumers. An annual percentage rate (APR) includes interest and fees, and it reflects the total cost of borrowing over a year’s time. Lenders tend to use interest and APR interchangeably, which can be confusing because they aren’t the same thing.




Simple Interest versus Compounding Interest

Almost all types of credit come with interest, but interest doesn’t accrue the same way on all types of credit. Loans and cards typically have either simple interest or compounding interest. On simple interest loans, interest only applies to the total loan amount. Interest does not continue to build as the loan gets older. Rather, the total amount of interest due goes down as the borrower pays back their loan. So, paying a simple loan back faster will reduce the loan’s overall interest.

With compounding interest, borrowers pay interest on top of interest. Credit cards are a good example of compounding interest at work. When a borrower carries a balance from billing cycle to billing cycle, they will end up paying interest on what they charged, plus the interest that continues to build from month to month.





Fees

Lenders also typically charge fees (additional costs), and each type of loan has its own unique fee structure. For instance, a personal loan might come with an origination fee, an auto loan could have a doc fee, and mortgage lenders usually charge closing costs. Many times, borrowers don’t pay these fees out of pocket. Instead, lenders roll fees into the principal. This can help make a loan more affordable in the short term, but the more principal there is, the more interest the borrower usually pays.






A QUICK HISTORY OF CREDIT

A general understanding of how credit started and evolved will help you better grasp how credit functions today. The concept of credit and debt goes as far back as ancient Mesopotamia, around 3000 B.C. During this time, lending often revolved around food rather than physical currency. Farmers would borrow seed on credit from a palace and then pay back with their harvest (usually with interest). Mesopotamians even had a debt forgiveness system: If the farmer failed to yield a crop due to outside conditions (like poor weather), their debt was forgiven.

Credit in the modern world, however, generally started at the cash register. Until credit cards were invented, buying on credit was often as simple as starting a tab. Starting a tab was undoubtedly convenient for the borrower but risky for the shopkeeper. As borrowers started proving themselves trustworthy (or not), stores began keeping lists of customers who reliably paid their debts. Eventually, shopkeepers began selling these lists to each other, leading to an early form of data sharing. These lists led to unfair lending practices, as they didn’t just include a person’s borrowing history, but also based their creditworthiness on unrelated (and unethical) characteristics like their race, political affiliation, and neighborhood.

In 1841, the first U.S. credit reporting agency was created: the Mercantile Agency. However, this agency was business-to-business rather than business-to-consumer. The Mercantile Agency acted as a conduit between New York wholesalers and merchants across the country. It was incredibly risky for New York wholesalers to provide credit to a merchant 1,000 miles away. The wholesaler couldn’t meet the merchant in person (an integral part of assessing creditworthiness at that time), and it had no reliable way to determine whether the merchant would be able to pay back what they owed.

The Mercantile Agency created a nationwide network of business professionals that acted as “boots on the ground” across states, investigating merchants and creating ledgers based on their findings. It would then sell these ledgers, also called reference books, to wholesalers that subscribed. Today, the Mercantile Agency still exists in an evolved form as the company Dun & Bradstreet.


America’s First Credit Card

In 1949, American businessman Frank McNamara went to dinner with clients, only to realize that he’d forgotten his wallet. This gaffe inspired him to create the Diners Club card, the nation’s first plastic credit card.



In the early days of credit, usury (or lending) laws were largely up to the states and/or the shopkeepers. Today, two government agencies—the Federal Trade Commission (FTC) and the Consumer Financial Protection Bureau (CFPB)—fight against unfair business practices, set national lending laws, and help define what lenders can and cannot look at when deciding a borrower’s creditworthiness.




MODERN DAY CREDIT REPORTING

Nowadays, lenders rely on standardized credit reports, usually obtained through the three credit bureaus: Equifax, Experian, and TransUnion. Which report the lender uses—and how it uses that report—depends on the loan product the borrower is applying for. (These concepts are covered in the entries “The Three Credit Bureaus” and “What Is a Credit Score?”) The following are the three largest credit bureaus in the United States in order of size, though there are other smaller bureaus that exist with niche specialties. It should be noted that each lender and company has the freedom to choose which credit reporting agency it uses. In some cases, it may use more than one.


	
Experian: The largest credit bureau, known for its involvement in issuing credit cards and lending products for borrowers with good credit.

	
Equifax: The second-largest credit bureau, known for working with utility companies, auto lenders, and specialty lending products like rent-to-own.

	
TransUnion: The third-largest credit bureau, known primarily for its involvement with rental agencies, landlords, and lenders that specialize in working with bad-credit borrowers.



These three companies, though specializing in different things, all deal in credit. And, though the world today trades in currency rather than seeds and crops, the basic idea of credit still works the same way as it did in ancient Mesopotamia.









EXTERNAL ISSUES THAT IMPACT CREDIT AVAILABILITY Why Qualifying for Credit Is Harder Than Ever




In the past, credit systems could be very simple. As the world got more complicated, so did lending. Today, there are no running tabs or store credit. You must submit a loan or credit card application, which is often filtered by AI or a software program rather than a human underwriter. Underwriting is the act of reviewing a loan or credit card application to determine how likely it is that the borrower will pay back their debt in full and on time.

Then, there’s the broader economy to consider. When the economy is unpredictable or inflated, it’s harder for lenders to assess risk. And when it’s harder for lenders to assess risk, they protect against loss by raising their bar for eligibility. As you’ll see in this entry, any or all of these factors can make it more difficult for borrowers to be approved for a loan.


THE ROLE OF AI AND LENDING

Many lenders today use sophisticated AI-powered underwriting programs to analyze not only credit scores but also buying behavior, income, and sometimes even alternative data like the borrower’s level of education. For example, online lending platform Upstart’s AI underwriting model takes more than 2,500 factors into consideration on a single loan application.

Lenders that use AI-powered underwriting say that it helps them more accurately predict if someone can truly afford a new loan or card. This can work in the borrower’s favor. The more underwriting factors a lender considers means that past credit mistakes can carry less weight (since there’s a larger data pool).

AI underwriting models can also make it easier for nontraditional borrowers to qualify, depending on the factors the model uses. For instance, it might be easier for a college student with no credit history to get a loan underwritten with an AI model, given that the model uses education as a scoring factor. But because the student has no credit history, qualifying will likely be harder if they apply with a bank that only uses traditional underwriting models and factors to evaluate applications.

Some argue that using AI in underwriting means less human bias, but that also means less human leniency. If the algorithm doesn’t like what it sees, consider your application denied. Plus, algorithms are only as good as the data they’re trained on. If an algorithm refers to data that already reflects some sort of social bias, that bias could inadvertently be applied to the loan application. Complex machine learning models operate as a sort of “black box.” Because the algorithm is so intricate and uses so many data points, it’s going to be hard for a human to figure out why it denied an application.





ECONOMIC UNCERTAINTY LEADS TO TIGHTER UNDERWRITING STANDARDS

When the economy is shaky or unclear, lenders protect themselves and tighten their purse strings by raising qualification requirements. They also tend to offer less-than-favorable terms to everyone except those with the best credit. It’s expensive for a lender when a borrower defaults (or stops paying) on their loan or card. The lender doesn’t just lose the money the borrower still owes; it also won’t get the interest the borrower would have paid (and interest is the main way lenders turn a profit).


The COVID Pandemic Example

The COVID-19 pandemic is a real-world example of lenders shifting their standards during economic turmoil. Job loss was rampant due to shutdowns, and in April of 2020, the national unemployment rate was a whopping 14.7%, according to the Bureau of Labor Statistics (BLS). This led lenders to drastically pull back on credit card offers.

The Consumer Financial Protection Bureau did a study of closed (or finalized) loans and credit card applications from 2019 to 2021. In May of 2020, two months after the U.S. Centers for Disease Control and Prevention declared COVID-19 a pandemic, only about three out of ten people who applied for a credit card were approved. The month prior, that rate was close to one in two.





Taking a Risk

Why do lenders shy away from uncertainty? Because the entire lending business model is based on predicting risk. Lenders are like insurance companies in that way. A car insurance company needs to know how risky a driver is before it can determine how much to charge. It reviews factors that are largely inside a driver’s control (like driving history) and ones that are more or less outside of their control (like where they live).

Instead of assessing driving risk, lenders assess financial risk. This helps them predict how likely it is that a borrower will pay back their loan. Credit score and credit history play a big role in the approval process, but so do outside factors like the economy. If the job market is weak, for example, and the borrower works in a sector prone to layoffs, the lender probably won’t extend credit if it thinks the borrower will be out of a job soon. If it is willing to lend, it may charge a higher interest rate to compensate for the increased risk or to dissuade the borrower from accepting the loan.






INFLATION

Inflation is a big risk for lenders, primarily because the money they lend today could be worth less when the borrower pays it back in the future. This erosion of value has a downstream effect. As the cost of goods rises, consumer buying power goes down. This can squeeze even the most meticulously planned budgets, and people naturally prioritize essentials like groceries and utilities over credit card bills.



The Consumer Payment Hierarchy

Borrowers usually pay their mortgages first, auto loans second, and credit cards last, but this order isn’t set in stone. The Federal Reserve Bank of New York found that auto loans were prioritized over mortgages during the Great Recession. Many could no longer afford their homes, so they focused on their auto debt instead.



Also, lenders aren’t immune to the direct effects of inflation. When overhead costs go up, the lender’s profit margin goes down. To close the gap, lenders may require higher credit scores to entice only the “safest” borrowers while simultaneously raising rates. Lenders might also pull back on how much credit they offer. A lender that typically offers loans up to $50,000 might drop its maximum amount down to $25,000. By doing so, the lender stands to lose less money if the borrower defaults.









WHAT IS GOOD CREDIT? More Than Just a Number




Today, credit scores matter for a variety of reasons; ultimately, having a high credit score opens doors you may not have realized were shut. You need good credit to get a decent rate on a loan, rent an apartment, and pay cheaper car insurance premiums, as well as a slew of other important things for your daily life. But what’s a good score, and who gets to define what’s good and bad?


“GOOD” DEPENDS ON THE LENDER

Credit can be frustrating because in a lot of ways, it’s subjective. According to FICO (the Fair Isaac Corporation, a data analytics company that creates credit scores), a score that falls between 670 and 739 is considered good. But a credit score is just a guideline. There is no set standard for what a lender must use as an underwriting factor—just what it can’t, like your race and religion. Further, every lender “sees” your score differently. A lender that caters to good and excellent credit borrowers will view a 670 less favorably than a buy now, pay later (BNPL) app that has looser eligibility requirements.

Some lenders are more transparent about their eligibility requirements than others. Credit score requirements are often public, but lenders typically consider most of their underwriting process proprietary information. While lenders vary in transparency, their approaches to different credit profiles can be generalized by institution as follows:


	
Banks usually require higher credit scores. Banks may be willing to work with lower credit borrowers if they have a longstanding, positive relationship with the institution and if their checking account displays responsible spending habits.

	
Credit unions are owned by their members and are usually nonprofits. Because of this structure, they tend to have their members’ best interests in mind. Credit unions don’t approve every applicant, but they often carry credit products that are designed to boost or build credit.

	
Online lenders are a mixed bag. It may be possible to get an online loan with bad or no credit, but rates can be predatory. That doesn’t mean that every online lender is untrustworthy, though. Many of these lenders offer rates similar to bank loans, and some only lend to those with good (or great) credit scores.



Within each of these categories, individual institutions have their own standards for lending, and many have their own definitions of good credit.


Credit Discrimination

Lenders can’t turn you down or offer you worse terms based on who you are as a person, and credit discrimination as a whole is illegal. There are a great number of laws in place to disallow unfair lending practices; some of which are:


	
The Equal Credit Opportunity Act (ECOA) prohibits lenders from using your race, color, religion, national origin, sex, marital status, age, or public assistance use as underwriting factors.

	
The Fair Housing Act offers similar protections, but for housing, homeowner’s insurance, and banking. For example, this act means that landlords can’t refuse to rent to you because of your race or other similar factors.

	
The Fair Credit Reporting Act (FCRA) protects your information and gives you the power to dispute information on your credit report. The FCRA also ensures that you’re informed when a credit card company, loan company, employer, or insurance company takes an adverse action based on your credit report (such as offering an increased car insurance premium based on the information found on a soft credit hit).



Knowing what resources there are to protect you will help immensely when applying for credit and paying back your debt.






“GOOD” DEPENDS ON THE TYPE OF LOAN

What a lender considers “good” credit usually depends on the specifics of the loan, including how much the borrower is requesting and why, the loan’s term, and whether collateral or a down payment is involved. For example, a mortgage is harder to qualify for than an auto loan. Mortgages usually last for fifteen to thirty years and involve hundreds of thousands of dollars or more. In contrast, car loans cap out at seventy-two or ninety-six months (six to eight years). The longer a loan is open, the more chance the borrower has to fall behind on payments. And the larger the loan, the more the lender stands to lose if that should happen.

Collateral is also something to consider. Collateral is valuable property that the lender can repossess if the borrower stops paying. This helps the lender hedge its bets and lower its risk. On a mortgage, the home being financed serves as collateral. For auto loans, it’s the car. Loans with collateral can be easier to qualify for than credit cards. If a borrower stops paying on most types of credit cards, the lender has nothing it can repossess to recoup some of its loss. And for loans that require a down payment, a larger contribution might compel a lender to accept a lower score. More money down means a smaller loan, and a smaller loan is less risky for the lender. The borrower has skin in the game and may be more likely to pay on time to avoid losing their down payment through repossession.

Even how a borrower plans on using a loan can make or break an application. If a borrower’s score is on the low end of good, a lender may be more apt to approve a personal loan for debt consolidation than it would be for a vacation. When someone begins debt consolidation (the act of taking out one loan to pay off several other debts), it shows that they’re serious about taking control of their finances. On the other hand, a person who is more financially stable may be more likely to save up for a vacation rather than take on debt to fund it.




“GOOD” DEPENDS ON YOUR OVERALL FINANCIAL HEALTH

Your credit score is just a small snapshot of your financial health. Lenders also look at factors that aren’t directly related to your score, such as your debt-to-income ratio (DTI). DTI is not technically part of your credit score, but lenders can calculate it by looking at your credit report. DTI measures how much debt you have compared to how much you make before taxes. Many lenders consider a DTI ratio at or above 36% as a red flag. To them, it means you may already have more debt than you can handle.


Calculate Your DTI

To calculate your DTI, add up your monthly debt payments and divide them by your pretax monthly income. Here, debt means credit card payments, mortgage or rent payments, personal loan payments, and other debt tied to a credit product. Don’t include living expenses like groceries, utilities, and entertainment.



How long the borrower has been with their current employer is also important. Lenders look for stability. If a borrower job hops every couple of years, the lender might view them as less reliable. Depending on the type of loan, the lender might also ask for a running bank statement (detailed transaction history) and a list of assets to make sure the borrower has a steady source of income and a nest egg in case of unexpected job loss.









TYPES OF DEBT Know Your Loan Before Signing the Dotted Line




When someone has debt, that simply means that they owe something (like cash, goods, or services) to another party. However, not all debt is the same, and each type is linked to a different financial product. Remember: The debt that you take on impacts your credit, as do the payments you make toward that debt. Knowing the differences between types of debt and how you accrue them is key to understanding how credit really works; you’ll learn about all of this in detail in this entry.


SECURED DEBT VERSUS UNSECURED DEBT

The first types of debt we’ll review are secured and unsecured debt. These types of debt are classified based on their use of collateral, and both have pros and cons based on the factors described here.


Secured Debt

Secured debt is backed by collateral, which makes it easier to qualify for, as mentioned in the previous entry. To back something with collateral, the lender puts a lien on the collateral. A lien is a legal claim that gives the lender the right to repossess or seize the collateral, although the borrower is still the owner of the property. For example, if a borrower falls too far behind on their car payments, their finance company (or lienholder) can repossess (or take back) the car. Mortgage companies, on the other hand, won’t “take back” the home if the homeowner stops making payments, as the mortgage company never had possession of the home to begin with (it just provided the financing the homebuyer needed to complete the purchase). Instead, the mortgage company will foreclose (or sell) the property to another buyer to make back its losses.

Most of the time, the collateral is directly tied to the loan, like in the car and mortgage lender examples. But on some loans, the collateral has nothing to do with the reason for the loan. Pawnshops, for example, frequently accept jewelry, electronics, musical instruments, or anything else of value. Other than auto loans and pawnshop loans, some other popular forms of secured debt include mortgages, home equity loans, and home equity lines of credit (HELOCs).




Unsecured Debt

Unsecured debt is not tied to collateral. Instead of repossession, the lender will “charge off” the debt if the borrower defaults. This means the lender will stop attempting to get the borrower to pay. Instead, the lender will write it off as a business loss. Then, the lender may sell the debt to a debt collection agency, usually for pennies on the dollar. Depending on how much is owed, the lender could also take the borrower to court to get permission to garnish the borrower’s wages. Credit cards, medical bills, student loans, most personal loans, and personal lines of credit (PLOCs) are unsecured.


Balancing Risk with Reward

Secured loans are lower risk for lenders, so they come with lower rates. Conversely, unsecured loans tend to have higher rates but are lower risk for the borrower. The lender can’t repossess collateral to recoup losses if the borrower falls behind.









REVOLVING DEBT VERSUS INSTALLMENT DEBT

In addition to being secured or unsecured, debt can also be revolving or part of an installment, which defines how funds are borrowed and repaid. These two types of debt are used for very different purposes, each having their benefits for the types they’re used in.


Revolving Debt

Credit cards, HELOCs, and PLOCs are forms of revolving debt. Also called open-ended credit, revolving debt gives borrowers continued access to money, and paying back what is owed frees up more credit that can be used again up to a certain limit. As long as the borrower is within their credit limit, they can generally borrow as often as they’d like. The borrower’s monthly payments will go up and down based on how much they charged during their billing cycle and their interest rate at the time.

Often, interest compounds on revolving debt. This means that interest continues to grow on what is owed, and that interest gets added to the loan’s principal or the card’s balance. Once this interest is added to the principal or balance, it also accrues interest. In other words, borrowers pay interest on their interest with compounding debt. Interest rates are usually variable. Variable interest rates are tied to market conditions, but, contrary to popular belief, they aren’t directly dictated by the Federal Reserve, either. Instead, they’re usually connected to The Wall Street Journal prime rate. This is the average rate that most lenders are currently giving to their most creditworthy borrowers. While the Federal Reserve rate can indirectly impact the prime rate, its primary purpose is to set the price that banks charge each other for loans—not dictate the pricing the banks and lenders charge consumers. For consumers, the main takeaway here is that monthly payments fluctuate on variable interest debt, based on the current interest rate that the lender is charging at any given time.




Installment Debt

Installment debt is also called closed-ended credit. Mortgages, home equity loans, auto loans, and personal loans are types of installment debt. Installment debt provides funds as a lump sum. Sometimes, the funds will go directly to the borrower, as is the case with a personal loan. Other times, the funds skip the borrower and go to a person or entity selling property, like with a mortgage. After the loan is finalized, the borrower will repay in equal monthly payments over a certain period of time (called a loan term).

Installment debt usually has fixed interest rates; the interest rate at the start of the loan will remain the same until the end of the loan. Interest usually doesn’t compound on installment debt. Instead, the lender calculates how much interest the borrower will pay based on how much is left on the loan. If the borrower pays off their loan faster than their loan term allows, they will pay less total interest.


The Long and Short of Loan Terms

Loan terms are usually expressed in months or years. The longer a loan term is, the more time you have to spread your balance across. This leads to a lower monthly payment. However, the longer it takes you to pay back your debt, the more overall interest you’ll pay.













GOOD DEBT AND BAD DEBT Not All Debt Is Created Equal




There’s a common myth that one should avoid borrowing money at all costs. After all, borrowing isn’t free, and having an excess of debt can stop you from reaching other financial goals. Yes, taking on debt is serious business. But with proper planning, borrowing for the right reasons can be a strategic way to build wealth and credit. Understanding different types of debt can help you choose the product that best suits your needs or whether you should take on debt at all. It can also help you avoid expensive loans or cards that could lead you to fall behind on payments, damaging your credit score and your ability to borrow down the line.


GOOD DEBT AS AN INVESTMENT IN YOUR FUTURE

Good debt helps a borrower increase their net worth. To figure out whether debt is good or bad, you must weigh the cost of borrowing against the potential for future earnings. In general, loans or credit that help boost your education level, living situation, or business opportunities, or that increase the value of a tangible item, can be good debt. Consider the following examples.


Student Loans

A student loan can be a form of good debt: Go to college, get a degree, and make more money. But there are some factors to consider before automatically labeling a student loan as good debt. One is the earning potential of the field of study the student is interested in. It may not be wise to go into debt to get a degree in a sector that doesn’t show much growth or earning potential. Also, tuition costs are something to think about. Unless the student is planning on entering a highly competitive or specialized field, getting a smaller student loan and going to community college for the first two years can be a huge money saver. And the more money the student saves, the larger return they’ll get on their investment.

Importantly, though, a student loan (specifically, a federal student loan) can quickly turn from good debt to bad if the borrower doesn’t understand how interest accumulates on what they borrowed. Federal student loans use simple daily interest. That means that the principal earns interest every day. If it’s a subsidized loan, then interest does not accrue while the student is in school. On unsubsidized loans, it does. Either way, when it’s time for the student to start repayment, the interest is capitalized, or added to the loan’s principal. Then, this larger amount accrues interest as the student repays their loan, likely over many years or decades.




Mortgages

A mortgage can be another type of good debt, but it depends on the housing market, the neighborhood, the condition of the home, and whether the borrower is overstretching their budget. Under the right circumstances and with proper upkeep, the property could rise in value. This increase could outweigh the interest the borrower paid on the mortgage if they decide to sell.





Business Loans

Taking out a loan to start a business can have a huge payoff, but opening a business is a serious commitment, and a serious risk. Unless the borrower went to business school or has another form of experience, it’s a good idea for them to meet with a consultant to see how viable the business could be. A business plan is a must, as is targeting the right type of loan. Government-backed Small Business Administration (SBA) loans typically have the friendliest rates and terms, but the process can be arduous and lengthy.




Home Renovation Loans

According to the Journal of Light Construction, simply replacing a garage door has a 268% return on investment, on average. If the borrower qualifies for a reasonable APR, borrowing for home renovations could pay off big, assuming the borrower sells their house down the line.






BAD DEBT IS UNNECESSARY OR EXPENSIVE

If good debt increases a borrower’s net worth and credit score, then bad debt does the opposite. Rather than coming out ahead, the borrower ends up spending more on interest than the purchase was worth. Bad debt comes in a few forms, including:


Unnecessary Debt

Taking on debt for nonessentials can be a quick way for a borrower to end up in the red, and for no good reason. Still, it’s important to note that something doesn’t always need to have tangible value for it to be essential. You don’t have to throw a traditional wedding to get married. But if the memories and celebration are worth it to the borrower, a wedding loan could be good debt as long as the borrower is at peace with the interest they’ll pay.




Expensive, Short-Term Debt

Most lending laws (or usury laws) are handled at the state level, and there is no one federal law that strictly defines predatory lending. Even so, financial experts generally agree that rates above 36% are predatory. The same goes for loans that have short, weeks-long repayment terms. It can be hard, if not impossible, to keep up with loan payments when there’s one due every week or two.


Special Rules for Military Members

The Military Lending Act (MLA) prohibits lenders from certain predatory practices, including charging APRs above 36% on some types of loans. The Department of Defense conducted a study and found that high-interest payday loans have a negative impact on military readiness.



Expensive debt is usually a byproduct of an emergency, poor credit, or impulsive spending. An emergency fund and solid budget are essential to avoid excessively high rates. If a borrower has less-than-perfect credit, it would make sense for them to improve their credit before borrowing, assuming they have the luxury of time.




Debt for a Depreciating Asset

Using a loan or card to buy an item that will go down in value can lead to bad debt. For example, using a loan to buy a brand-new car is often considered unwise. Kelley Blue Book states that new cars usually decrease in value by about 20% in the first year of ownership.

This is not to say that buying a brand-new car will always lead to bad debt. If the buyer qualifies for a 0% APR deal or pays their loan off quickly (effectively reducing the amount of interest they’ll pay), the peace of mind that comes with a brand-new car could be worth it. Still, buying a certified pre-owned vehicle might be a better deal. The car has already depreciated some, so the asking price will be lower. And although certified pre-owned cars might not have that new car smell, they do typically have warranties similar to those of a new car.

Cars aren’t the only assets that depreciate. A home can be a depreciating asset if it’s located in an undesirable area or if the homeowner doesn’t keep up with repairs. Cell phones and electronics also almost always depreciate in value over time. Anything you buy could be a depreciating asset, making it important to research before financing or taking on debt.
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A
CRASH COURSE

IN
MANAGING
YOUR CREDIT

A CREDIT FREEZE HELPS PREVENT IDENTITY
THEFT AND FRAUD—BUT YOU MUST CONTACT ALL
THREE NATIONWIDE CREDIT BUREAUS TO PLACE
AND LIFT ONE.

CREDIT 101

FROM HOW TO BUILD CREDIT AND IMPROVE YOUR CREDIT SCORE
TO REDUCING CREDIT CARD DEBT AND PREVENTING FRAUD,
YOUR ESSENTIAL GUIDE TO USING CREDIT TO BUILD WEALTH

CONSISTENTLY USING LESS THAN 30% OF YOUR
TOTAL AVAILABLE CREDIT HELPS TO MAINTAIN
A GOOD OR EXCELLENT SCORE.

CREDIT SCORES RANGE FROM 300 TO 850. SCORES
FROM 670 TO 739 ARE GOOD, 740 TO 799 ARE VERY
GOOD, AND 800 AND ABOVE ARE EXCELLENT.

FINANCIAL TOOLS LIKE SECURED
CREDIT CARDS AND CREDIT
BUILDER LOANS CAN HELP YOU
REBUILD CREDIT.

MOVING YOUR CASH BACK CREDIT CARD REWARDS INTO
RETIREMENT ACCOUNTS LIKE A TRADITIONAL IRA OR
ROTH IRA BUILDS WEALTH WITHOUT GOING INTO DEBT.

YOUR PAYMENT HISTORY
ACCOUNTS FOR 35% OF
YOUR CREDIT SCORE. LATE
PAYMENTS CAN STAY ON
YOUR CREDIT REPORT FOR UP
TO SEVEN YEARS.
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