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Dear Reader,

Your credit is one of the most important things in your life. It is your reputation, and often the only thing that business partners judge you on. Because of this, you may get uneasy just thinking about credit.

Let's change that right now. By demystifying the world of credit, you'll know what is good and bad for your credit, much like you know what's good and bad for your health: if you feel like indulging yourself, you can decide if it's worth it; if you need to shape up, you'll know how.

While having good credit can help you get lower loan rates, credit is increasingly used for other purposes as well. Employers screen job candidates for responsible credit use. Insurance companies offer their best rates and products to people who have great credit. Without a doubt, we will see credit pop up in more and more personal areas of our lives.

This book is intended to ensure that you have strong and healthy credit. If your credit needs to be fixed, we'll teach you how to do that. If you're fortunate enough to have good credit, we'll build a fortress around your credit so that you can keep it that way. I'm excited and honored to help you manage this part of your life. Now, let's get started.
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Top Ten Things to Know about Your Credit


	Your credit reports may show that you're maxing out your credit cards, even if you pay your cards off in full each month.


	You have more than one FICO score. Your scores will differ because they are calculated by different credit-reporting companies.


	Most credit scores sold to consumers online are never used by lenders — the FICO credit score is most often used by lenders.


	Closing inactive accounts does not help your credit, it lowers your score because it looks like you're using a greater percentage of your total available credit.


	You may be denied auto insurance because of your credit.


	Your credit tells companies how likely you are to leave for the competition.


	You can get at least one free credit report a year from each consumer reporting company.


	Some actions, like paying down balances and fixing errors, can dramatically improve your credit scores almost instantly.


	Keep your balances at 35 percent or less of your available credit. Any more than that, and lenders will worry that you're about to default.


	Your FICO credit score is designed to predict how likely you are to be more than ninety days late paying a creditor within the next two years.






  
    



Introduction

[image: illustration] PERSONAL CREDIT HAS BEEN important throughout history, and it continues to become more important. The world has become a much bigger place, and therefore your credit is used more often. Because lenders and other service providers cannot possibly know everything about you, they check your credit. Your credit is far more than a record of your borrowing habits — people also use your credit to judge your character. While many people understand that loan terms depend on their credit, many people do not understand the other ways that credit affects their lives. Depending on your credit, you may be more or less attractive as a job candidate or insurance-policy holder. If you already had some idea of how important your credit is, you're way ahead of the game. A large percentage of the population doesn't even know that a credit score is an indication of your risk as a borrower.

Credit is misused and misunderstood by many. Some people find the topic too confusing or too intimidating to understand. Others believe that they are powerless, that their credit controls them, and not vice versa. Nothing could be further from the truth. You can understand how credit works, and you can make it work for you. Credit is a powerful tool that you can use in your financial life. However, if you do not understand the world of credit you are, in fact, powerless. You'll simply have to take whatever offers you can get, and those offers probably won't be the best ones.

This book is designed to demystify the world of credit and credit scores. Knowing how this world works will empower you to manage your credit to your own advantage. You can start to think of your credit as your friend, not a skeleton in your closet. Your credit can get you things that you want, and it can help you save money. You'll have a clear idea of what your credit is, and how credit scores function in your life.

Your credit will be with you for a lifetime, so you should know how to manage it from start to finish. Things do not always work out the way we would like, so this book also prepares you for some of life's more challenging events. You can protect your credit from the unknown, and pick up the pieces when disaster strikes. If all goes well, you can continue to build on your successes. You'll discover secrets to developing great credit, and you'll learn about the traps that trip most people up. When it comes to credit, ignorance is not bliss. You can make your life easier by knowing how the system works and how to work within it.

The world of credit is actually quite fascinating. The world as we know it has evolved over years and years of borrowing, defaulting, repaying, and more. Consumers, lenders, and regulators have all done their part to bring about the current state of affairs. This book should fascinate you and educate you about the world of credit. Those completely unfamiliar with the world of credit will learn the basics, and they'll know what to do to make their credit a little better. Seasoned borrowers can also benefit from some of the more advanced information in this book. No matter what your level of expertise, you'll find information you can use to make your credit work better for you.
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Understanding Credit

Is credit a mystery to you? It shouldn't be. Instead of being intimidated by be. Instead of being intimidated by your credit and how the world of credit works, you should think of credit as your friend. In this section, you will get to know your friend a little bit better. You can find out where it came from, what it does, and where it is going. You will also understand what credit reports and credit scores are.


Your Financial Reputation

Your credit is simply your financial reputation. It gives lenders, and others, a tool to help decide whether or not they will do business with you. If you want to use their services, they want to manage their risk. The last thing a lender wants to do is give out money, only to have the borrower default on the debt. When this happens, the lender loses money. Of course, lenders are not charities — they are in business to earn money from interest payments, not to lose it.

The system of using credit in the United States serves a variety of purposes. First, this is a big country with a lot of people. It is difficult for any business to know everything about everybody. When the world was a much smaller place, a lender might make a lending decision based on an individual's reputation. In small communities, this would be easy. However, these days most loans come from large national, or international, organizations. They don't know your personal reputation, so they have to check your credit. In this way, credit serves as a way for lenders to share information so that they can make good decisions.

The fact that everybody can share information about you is extremely significant. Knowing that your creditors will spread the word about you gives you an incentive to pay your debts as agreed. If you knew you could borrow money and get away with defaulting on the debt, you might be tempted to do so quite often. After all, free money is enticing. Alas, there is no such thing. You might get away with it once or twice, but you will build up a bad reputation. Creditors depend on the fact that you want to have a good reputation so that you can borrow from others in the future.


Where Credit Information Comes From

Where does your credit come from? Are you born with it? No — if you don't use credit, you don't have credit; your credit is a result of your behavior in the world. Some of the most important information comes from your dealings with creditors. Of course, it is your credit, so the most relevant information comes from your use of credit.

Information Sources

The information that makes up your credit comes from numerous sources. Other sections of this book describe the sources in greater detail. For now, suffice it to say that there are a lot of organizations talking about you:


	Lenders


	Prospective lenders that you never worked with


	Government and court systems


	Collection agencies


	Credit-reporting companies




Depending on how you define your credit, information can come from a number of additional sources. Insurance companies report information on their customers to specialized databases. Landlords who rent properties share and use information about tenants. Finally, banks and retailers may share information about your check-writing habits.

Credit Scores

When you think about credit, you may think of the concept of a credit score. What exactly is a credit score? The credit score is a number that attempts to rank you on some level of creditworthiness. The credit score might tell potential lenders how likely you are to make late payments.


[image: illustration]

Your credit score does not determine whether or not you get a loan. The credit score is simply a number that ranks you with the rest of the population. Your lender may have a policy on granting loans based on credit scores, but the scoring programs do not know that. They just generate a score.



Imagine how difficult it must be to predict whether or not a customer is likely to pay late. Imagine yourself as a loan officer in a bank sitting across the desk from a potential borrower. What criteria do you use to judge this person's creditworthiness? You may pull credit reports from the major credit-reporting companies — if you have ever seen these reports, you know that they are full of information and can be several pages long. Then, you might read through their reports to get an understanding of how your potential borrower has behaved in the past. Finally, assume that you have three more potential borrowers waiting to see you, and you have not had lunch yet.

This scenario helps to highlight why credit scores may be useful. People have to make lending decisions with several goals in mind. They may want to grant the loan so that their organization earns interest income. They may also be motivated to grant loans in an effort to help serve the community, for example, making mortgage loans available to low-income households. On the other hand, the person making the lending decision has to try to minimize losses. The organization won't be able to help anybody if it loses all of its money.

Automate It

To make lending decisions easier, lenders often use credit scores. A computer program does a lot of the work, leaving just a few items for the person responsible for making a decision to fill in. In some cases, the computer program does all of the work, and human eyes never see the potential borrower's credit information. The credit-scoring model looks for good things and bad things in the borrower's history. It looks for late payments, bankruptcies, and maxed-out credit cards, among other things. These are the same items that a human would look for. Of course, the computer can do it in a split-second.


[image: illustration]

A 2005 study released by the Consumer Federation of America and Providian put a number on how much you can save with a better credit score. For consumers with an average credit score, a thirty-point increase would result in $76 of annual savings on finance charges. Of course, more significant positive changes in your score would yield more significant savings.



In addition to speeding up the process, credit scoring can level the playing field. Lenders might have biases that influence their decisions when considering an applicant's creditworthiness. From a fairness standpoint, creditworthiness should be the only factor considered. However, people responsible for making lending decisions might be swayed in one direction or the other for irrelevant reasons: if the applicant is good or bad looking; if the applicant has a health issue with negative stigma attached; or if the applicant seems friendly or unfriendly. In some cases, lenders may discriminate because of an applicant's sex, race, or creed. Credit-scoring models can eliminate these biases from the equation, because they look strictly at the credit history data. If the applicant has a good credit history, the score is high regardless of any personal traits.

Who to Lend To

Credit scoring makes it possible to make a large number of small loans. Lenders get flooded with applications for credit. How do they determine which ones to process? If they are strapped for resources (time and person-nel), they might decide to limit themselves to the loans that are more profitable. In this case, they might focus on the larger loans only because smaller loans require the same amount of processing but pay less interest. Credit scoring makes it efficient to look at loans of all sizes, which makes it easier for consumers to get loans.

Where Scores Come From

Where exactly do these credit scores come from? There are a variety of companies that create credit scores. These companies are described in greater detail later in this book. For now, you should understand that the credit score may or may not come from your lender. In many cases, it does not. External companies create the computer programs used to generate scores.

The computer programs are just empty programs that take in information and process it. They're designed to work with different systems. For example, the FICO credit score is designed to work with the data held at the major credit-reporting companies (TransUnion, Equifax, and Experian). The credit-reporting companies load the software, and then load the credit history for the individual who they are going to score. The software spits out a score, and it is forwarded to whoever asked for the report.

Mass Confusion

The world is full of confusion about credit scores. In part, this is because credit scores were unavailable to consumers for many years. In addition, the entire world of credit and credit histories can be intimidating. Unfortunately, ignorance is not bliss when it comes to your credit. The majority of consumers, 69 percent of them, have not checked their credit within the last year.

In 2005, a study released by the Consumer Federation of America, Providian, and myFICO.com explained the state of affairs. They found that about half of the American population does not understand the basic concept of a credit score. Indeed, only 51 percent of respondents in the study knew that a credit score represents credit risk. The other 49 percent thought a credit score described credit availability, credit IQ, or levels of debt. In addition, 45 percent of respondents thought that getting a substantial pay increase would result in a higher credit score. While it is possible that there might be an indirect link between your pay level in your credit score, many highly paid people borrow too much (the more you earn the more you spend) and can end up with a very low credit score.


Not All Scores Are the Same

Many people are under the impression that they only have one credit score. In fact, if you have one credit score, then you likely have many more credit-based scores. For the most part, when a lender refers to your credit score they are talking about your FICO credit score. This is a score based on the Fair Isaac Corporation's credit-scoring model. At the present time, it is the most commonly used score.

When you take on the goal of improving your credit, it is essential that you get a little bit more specific. You need to know which credit score you need to improve. That will depend on your current goal, whether it's buying a house, getting insurance, or landing a job.

Variations on the Theme

While the FICO score is the current gold standard, you most likely have several FICO scores. Each of the three major credit-reporting companies can calculate a FICO score for you, but they also sell their own proprietary scores which are not based on the FICO model, so be careful what you buy. Because the major credit-reporting companies all have different data on you, your fic o credit score will most likely be different at each company. Most experts suggest that you use the middle credit score (not the highest or lowest one) as a gauge of your creditworthiness. Your lenders, on the other hand, might use a different method. They might give you the benefit of the doubt and use your highest score, or they might just buy a single score from one of the credit-reporting companies that they have a relationship with. If you are not sure which score they will use, just ask.


[image: illustration]

A lot of organizations will offer to sell you a credit score. Before you fork over your hard-earned money, find out what you're getting. Scores from different sources can look deceptively similar, but you need to use the same score that your lender is using if you want to know where you stand.



Other Scores

There are other scores in addition to your multiple FICO credit scores, and any company that you do business with may have its own internal model. The most common internal model might be an application-based model. These models judge your creditworthiness using information you provide on your credit application. For example, your lender may ask how long you have lived at your current address, how much money you make, or how long you have worked at your current job. Of course, lenders won't make a lending decision based solely on your answers to the application. Instead, they use that information as a supplement to the information found in your credit history.

VantageScore

VantageScore is a relatively new scoring model developed by the three major credit-reporting companies: Equifax, TransUnion, and Experian. They suggest that the FICO credit-scoring system is too confusing for consumers. FICO scores range from 300 to 850. A pretty good score is 750, but you might not know that by looking at it. VantageScore uses a scoring system much like your high school teachers', with scores running from 500 to 990. If you remember the good old school days, a 99 percent was an A, anything from 80 percent to 90 percent was a B, and so on. The credit-reporting companies are hoping that this simplicity will help them win market share.

Behavior Scores

The scores described so far are used for a specific purpose, like deciding whether or not to grant you a loan, and at what terms. However, your credit information is used for a variety of other purposes. These stores might use the same credit-file data as your classic FICO credit score, but they analyze the data in a different way. In addition, they might incorporate information from other sources. The goal of these scores is to understand other parts of your behavior.

Profitability Scores

One of these scoring models is designed to determine how receptive you might be to new offers from your credit card company. If you are more likely to accept a given offer, the company is more willing to splurge and mail you an advertisement. Somehow, the way you use products and accounts can reveal how likely you would be to say yes.

Other scoring models help your creditors predict how profitable you will be as a customer. They get an idea of how much revenue you will generate, and they can predict how likely you are to switch brands. Presumably, they make attractive offers to customers who are less likely to switch, and they might create incentives (or penalties) to retain customers who are likely to switch.

Bankruptcy Scores

Creditors can even score you on the likelihood that you will declare bankruptcy. Not surprisingly, your credit history is a main ingredient to the score. A bankruptcy score is slightly different than your FICO credit score. The FICO score attempts to rank you based on the likelihood that you'll be ninety days late on any bill with any creditor. The bankruptcy score goes even further: it tries to determine whether or not you will declare bankruptcy and default on all of your debts.

Expanding the Reach

The FICO scoring model can only generate a credit score for you if you have a sufficient credit history. If you have not used credit accounts enough (perhaps because you are young or a new arrival to the country), there will not be enough data in your credit history to generate a score. In the past, individuals without a score had a hard time getting credit. However, Fair Isaac has remedied this situation in recent years. They created a score they call the Expansion credit score. This score judges your creditworthiness based on information from alternative sources. They examine your past for evidence of bounced checks, delinquencies with service providers, and other behaviors that might describe your creditworthiness.


[image: illustration]

The best thing you can do for yourself is be a responsible consumer. Pay your bills on time, and don't bounce checks. If you get in over your head, your credit scores will follow. A lot of different organizations check into your credit, so just do a good job and make it easy on yourself.



If your credit history is not sufficient to generate a FICO credit score, then you may be able to get credit because of the Expansion credit score. Once you get your foot in the door with lenders, you are building up your credit history. Over time, there will be enough information about you in the major credit-reporting company databases. As a result, they will be able to generate a FICO credit score on you eventually.

Insurance Scores

Insurers look at your FICO credit score to determine whether or not you are an attractive customer. In addition, there are specially designed insurance scores that help them further evaluate you. Based on your ranking, insurers may decide that they do not want you as a customer, or they might offer you coverage at higher-than-normal rates. The reverse is also true: if you score well, insurers may offer you a discount.


What's Not Part of Your Credit

The body of information called your credit is quite extensive. It contains data on all of the following:


	Every credit card you've ever used


	Every loan you've applied for Every loan


	you've actually used


	Any public records relevant to your credit


	Your residence and employment history


	And more




While some of these items may not appear in a given credit report, they are still part of your credit. However, your credit does not tell the complete story about you. There are a variety of things that are not part of your credit.

Irrelevant to Credit

A number of characteristics that might describe you are irrelevant to your credit because they have nothing to do with your creditworthiness. For example, certain characteristics are excluded by laws designed to limit discrimination. Of course, some of the common ones are race, color, religion, national origin, and sex. In addition, lenders may not discriminate against you based on the likelihood that you will have children or get married.

Despite these regulations, some of this information may be used by a potential lender. Although a credit-scoring model will ignore these characteristics, a human who looks at your credit report may be able to make some educated guesses. They may be able to guess your race or national origin based on your last name. Likewise, an applicant named Robert is most likely a male, while one named Susan is probably a female.


[image: illustration]

In the 1700s, borrowers could end up in prison if they did not pay their debts. Debtor's prisons punished defaulted borrowers, a stark contrast to today's practices. Ultimately, lawmakers found that debtor's prisons did not create enough of a deterrent to keep people from defaulting, and they are no longer used.



Your Personality

Your personality is also irrelevant to your credit. You may be the nicest person in the world, but you won't get a loan unless you have good credit. As the saying goes, actions speak much louder than words. Creditors will base their lending decisions on their knowledge of your previous actions. In some cases, you have the opportunity to sit face to face with a lender and explain that you have no intention of defaulting on your debt. For the most part, that's not an option. You have to work within the system and build good credit.

Your Burdens

Whether you love it or hate it, your credit just reports how you have paid your debts in the past. You might have missed some payments, or defaulted entirely, for a variety of reasons. Perhaps it was because you took on more debt than you should have. On the other hand, a freak accident or sickness could have overwhelmed you with medical bills. Whatever the case, your credit does not care. Credit scores don't explain why you missed payments or declared bankruptcy. They just slice and dice your account history and spit out a number.

Your Paycheck

Some people think that your salary is an important factor in your credit. It certainly is important for some scoring models, and those that ask for your salary on the credit application are obviously going to use that information. However, salary may be less important than you think. It is not a part of the FICO credit score. Therefore, you can have a high credit score even with a modest income. All you have to do is use credit wisely.


[image: illustration]

Who should I contact with a complaint?

If you feel that you have been discriminated against, or you have any other credit-related complaints, start with the Federal Trade Commission (FTC). Their Web site ( www.ftc.gov/credit ) has a wealth of information on your rights. From there, you can find out exactly who to contact.



The opposite is also true: you can have a terrible credit score even with a million-dollar income. Creditors don't care how much money you have, or how much you make, they just want you to pay according to the terms of your agreement with them. If you can't do that, they get nervous and would prefer not to deal with you.

Net Worth

Creditors don't care whether you are rich or poor. Again, they just care how you manage your credit. You can have bad credit even if you have a lot of money in the bank and another million or two in the stock market. Granted, you could pay off your debts without batting an eye. However, your creditors do not want to spend extra time, money, and energy collecting debts from you.


A Brief History of Credit History

How did we get to this point? Credit is a part of our everyday lives, and good or bad credit can make you or break you. Because of credit, you can buy a home for your family without hundreds of thousands of dollars in the bank. You can spread out the payments on a large item like a new automobile. If you need a loan, your prospective lender can make a decision extremely quickly.

Old-Fashioned Credit

People have been borrowing since ancient times. How did somebody with resources know who to lend to? They made a decision based on that person's character. The grocer might allow a regular customer to pay later based on past experience. Since the customer always paid for her purchases, she would likely pay again in the future.

In cities and towns, a variety of merchants might offer credit. They would allow customers to walk out without paying for food, clothing, furniture, and more. As populations grew, it became harder to know every customer personally. Therefore, merchants began to share information on their customers. They formed associations that are the roots of today's gigantic credit-reporting companies. Chambers of commerce were also responsible for forming early credit-reporting associations. For the most part, these associations were within a limited geographical area, like a single city.


[image: illustration]

The National Association of Retail Credit Agencies, the first national credit-reporting association, changed its name to the Associated Credit Bureaus, Inc. Currently, it is known as the Consumer Data Industry Association (located on the web at  www.cdiaonline.org ), and membership consists of about 500 American credit-reporting companies.



As the population and the economy grew, it became necessary for associations to gain a wider geographic reach. A consumer might move to a town, but have a credit history in another town. To meet this need, a trade association was formed in 1906. The National Association of Retail Credit Agencies allowed associations to pool their knowledge and increase the number of consumers that they could report on.

Evolution of Credit

Through the years, smaller associations have merged or been bought by larger organizations. Bigger and bigger companies emerge with a single focus on consumer credit reporting. They developed sophisticated computer systems, and they amassed more and more information on consumers. Today, the market is dominated by three of the largest consumer reporting companies: Equifax, TransUnion, and Experian.

When consumer credit-reporting companies first started to operate in the United States, they mostly helped merchants. People did not use credit cards or finance companies in their everyday lives. Instead, the merchant would extend credit. For example, a clothing store might allow customers to pay for their purchases over time. If a customer failed to pay, the clothing store owner would lose money. These days, things are different. If you buy clothes with a credit card and then go bankrupt, the credit card company loses money, not the clothing store.

In the early 1900s, most debt was held directly with a retailer. Today, most debt is on the balance sheet of a finance company. Retailers benefit because they do not have to take the risk that somebody will not repay. They're in business to sell products, not manage loans. Finance companies also benefit because they earn interest. Part of the reason for this shift is the fact that finance companies were prohibited from charging interest rates high enough to make a profit on small loans. Because usury laws have changed, banks and finance companies can now make a profit on these loans.


Consumer Rights

Around the 1960s, consumers and regulators began to see just how important credit could be. It was a way for people to buy a home in pursuit of the American dream. However, there was almost no transparency in the credit-reporting industry. The credit-reporting companies were mysterious organizations behind impenetrable walls. They had friends in high places, and they worked to protect their interests.

Consumers were powerless against the credit-reporting companies. Nobody knew who was checking up on them, and individuals were concerned about their privacy. Furthermore, a lender might deny credit to somebody based on information held in the credit bureaus. The lender did not have to explain why, so consumers were left in the dark. Often, there were errors in a consumer's credit history. Unfortunately, those errors persisted, because nobody could check their credit for errors.

Gaining Ground

Once consumers were granted the right to check their credit, they gained some ground. However, they were still largely powerless. Credit-reporting companies recklessly made errors and allowed them to persist. They made a point of digging up dirt on consumers, and were reluctant to fix errors. The history of credit reporting is marred with some truly sad stories about individuals who unfairly suffered from problems with their credit reports.
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Regulators and consumer advocates agree: education is your most powerful tool. By knowing what your credit is and how it works, you make great strides toward protecting yourself. You need to know who is involved, what they do, and why they do it. Then, it is your responsibility to be vigilant and proactive.



Consumer protection continues to evolve. Over time, consumers have begun the process of understanding and managing their credit. Regulators have held the credit-reporting companies more accountable for errors and abuses. Consumers slowly earned more and more rights: the right to request a credit score; the right to a free annual credit report from any consumer-reporting company; and the right to have errors fixed in a timely fashion. Regulations continue to evolve as the times change. Identity theft and its effects on your credit is just one of the latest hot topics in credit-reporting regulation.

Collections

Debt collection is an area related to consumer credit rights. When a lender cannot collect a debt from a customer, they have to take extra steps to try and get the money back. Sometimes they outsource collection activities to a dedicated debt-collection agency, and sometimes they do it in-house. Whatever the case, collectors have certain rules they must follow. In the past, some of the worst agencies made life miserable for delinquent borrowers. Regulators have to walk a fine line between conflicting goals. They want to protect the consumer, while allowing lenders to collect the money that is owed them.


A Look into the Crystal Ball

As Yogi Berra explained, it's hard to make predictions, especially about the future. Nevertheless, you can try to look ahead to see what might lie beyond the horizon. What does the future hold for your credit? How will credit be used? And what should you do about it?

Global Credit

Credit scoring and reporting is well entrenched in several developed countries. However, other countries have not come as far. This makes it difficult for individuals who travel between countries. They might have to build credit under a new system, even though they have been a responsible borrower under another system for many years. Standard global scoring models can help with this. According to the Fair Isaac Corporation, the world is asking for it.

Credit scoring will also be refined so that it is used in more and more places. As businesses and regulators look at how to use these systems fairly, you'll see more and more scores. Hospitals and utilities might be pioneers in this area. Who knows? You might see suburban neighborhoods that limit who can live there based on models similar to your credit score.

Laying the Groundwork

The credit reporting and credit-scoring industries have shown how data can be used. Whether you love it or hate it, organizations that buy credit scores believe in them. Banks and insurers may not understand exactly how the models work, but nevertheless, they're happy with the results they get from using credit scores. More and more nonfinancial organizations may jump on the bandwagon. They will likely tap into the knowledge and processes that lenders have been using, and modify them for their own purposes.

Law-enforcement agencies have already begun to do this. The California Penal system has contacted the Fair Isaac Corporation to build models in the past. The proposed models would help predict whether or not released inmates were likely to commit another crime. ChoicePoint, a large consumer-data repository, works with small and large government agencies to fight crime and terrorism.
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Why Improve Your Credit?

Your credit is a complex beast. It affects many different parts of your life, and many different parts of your life, and you might not even know it. In the background, your credit is telling other people what to think about you. Based on what it says, things can cost you more or less. In addition, doors in your life can open or close depending on whether you have good credit or bad credit. Overall, life is much easier and more rewarding if you have good credit.


Loan Rates

The number one reason to improve your credit is to have better loan rates. Simply put, the better your credit is, the less expensive it is to borrow. There are certainly other important areas of your life where having good credit is helpful, but lenders look at your credit as a major factor when making lending decisions. Your previous credit history is most relevant to lending decisions; the way you've handled loans in the past can be a hint as to how you will behave in the future.


[image: illustration]

How does my credit affect my loan rate?

Many lenders set their loan rates based on a borrower's credit score. They set up various tiers, and assign a different interest rate to each tier. Those with the best credit fall into the best tier, and they pay the lowest interest rates on their loans.



Most people don't even know that a credit score is a number that tells lenders how risky you might be as a borrower. In fact, that is exactly the purpose it serves. As you'll see elsewhere, your FICO credit score attempts to predict how likely you are to be at least ninety days late on a payment within the next two years. That is the one magic answer that the credit score gives: relative to the rest of the population, how likely are you to fall behind? Of course, your credit score is created from the information in your credit reports. You will learn more about that process later in the book. For now, just be aware that your credit affects the quality of loans that you are able to get.

Risk and Return

You may be familiar with the risk and return tradeoffs. In general, something that involves higher risk should be expected to pay a higher return. Take the stock market for example. Stocks can be fairly risky investments. Some stocks (such as brand new start-up companies) are riskier than others (such as well-established profitable companies). Which one should you make more money on? If you could expect equal returns from each type of company, you would always buy the well-established profitable one. Why would you take the risk on the new one? However, the markets tend to be fair. Riskier stocks have historically returned more than less-risky stocks. Of course, don't forget that riskier stocks have also lost all of their value more often than less-risky stocks.

Lenders look at borrowers in a similar fashion. Borrowers with a long history of on-time payments are presumably less risky than borrowers with no documented past. If the customer has constantly paid his mortgage, car payment, and credit card on time for the past twenty years, it is a fairly safe bet that he will repay the future loan as agreed. As a result, you might lend money to this individual at a lower interest rate. You need to be competitive to get his business.
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Lending money is risky business, even with sophisticated credit scoring models. Lenders know that they will occasionally lose money. They often budget for a small percentage of loans to be written off the books. Nevertheless, they like to minimize defaults. After all, they have to make up for these losses somehow.



Contrast the borrower with a perfect credit history with somebody who has a less-than-perfect credit history. This borrower may have only started using credit within the last three years. What's more, he recently paid his credit card bill three months late. If this person asks you for a loan, you should consider it a risky loan. But that doesn't mean that you should not lend the money. Instead, you might demand a higher return to compensate you for the higher risk you are taking.

This is exactly what your lenders do. They take a look at you and your credit history, and they determine how risky you might be as a borrower. Often, the question isn't whether or not to lend you any money, they just need to decide how much they want to earn for taking a risk on you. If they feel that they're not taking much risk, they might be happy with a lower return.

Eighth Wonder of the World

You can see how the interest rate is important to lenders. The higher the rate, the more they make on each dollar they loan you. How does the interest rate affect you then? Well, you are paying it, so it is important that you know. Higher rates can cost you a ton of money. You may not notice it month after month, but the effects are dramatic over the years. Your loan balances can increase substantially, and the opportunity costs mean you have to live on less for many years.

Compound interest, sometimes referred to as the eighth wonder of the world, is responsible for the dramatic effects just described. Compound interest refers to the concept of paying interest on top of interest. If you borrow money and pay it off slowly, chances are that compound interest is working against you. The reason is that your lenders charge interest, which increases your loan balance. Then, they charge you interest again on that increased loan balance. Therefore, you are paying interest on interest they recently charged you. Consider an example:


	You borrow $100 at a 10 percent interest rate


	At the end of one year, you are charged $10 in interest (10 percent of $100)


	Now, your total balance is $110


	At the end of next year, you will be charged $11 in interest (10 percent of $110)


	Then, your total balance will be $121


	And so on …




This example ignores any payments you might make on the debt. However, you can see how interest is charged on top of previous interest charges. Any payments you make will mitigate the effect, but many people do not make sufficient payments. For example, the minimum payment on your credit card barely covers the cost of interest. Try searching the Internet for a minimum-payment calculator, where you can see how this works for yourself.


Loan Products

Having good credit will ensure that the entire universe of loan products is available to you. With the best credit history (and therefore credit scores) you have more options. Lenders can make the best offers in the marketplace available to you. With bad credit, you will be somewhat restricted. Granted, you can almost always get a loan, even with very poor credit. However, you may not have all of the options available to you, so you may not be able to enjoy all of the flexibility that some products offer. Likewise, you may be restricted to a smaller universe of lenders. Typically, lenders who specialize in “bad credit” loans should not be your first, much less only, choice.
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To be attractive to lenders, you should have a healthy mix of well-aged accounts. Shoot for three to five open and active revolving-debt accounts (such as credit cards), and another one or two open and active installment accounts (such as an auto loan or mortgage). Keep your balances low, and always pay on time.



Having good credit, and therefore getting the best loans and products, is about more than just avoiding mistakes. Beyond a doubt, you will damage your credit if you make late payments or default on your debts. However, lenders won't necessarily look favorably on you just because you have a spotless record. They also want to see that you have a healthy and robust credit history. For some lending products, the lender has a minimum number of open and active credit accounts that they want to see in your credit history. If you don't meet the minimum requirement, you may have to work with a different, and possibly less competitive, lender.


Landing a Job

Your credit can also affect the type of job you get — or don't get. Employers have made a common practice of checking potential employees' credit during the hiring and promotion process. The belief is that good credit is a sign of a good employee. This practice is gradually losing steam. Employers have other ways to systematically evaluate job candidates, such as background checks and personality profiles. According to Craig Watts of the Fair Isaac Corporation, credit scores are probably not the best predictor anyway. The link between a FICO credit score and employee performance is still somewhat unclear, and Fair Isaac does not encourage credit scoring for every single job applicant.
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