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Unit 4 begins with a general introduction to what credit
is and why it is important to you as a consumer in the
American economy. Credit has many advantages for
those who use it wisely, but it can also be a trap.

In Chapter 17, you will learn about credit
bureaus, ratings, and reports, and your rights and
responsibilities as a credit user. You will also discover
the many credit laws that have been enacted to
protect consumers.

In Chapter 18, you will study the responsibilities
associated with consumer credit along with the high
costs of credit. You will also explore ways to minimize
those costs and manage credit wisely.

Finally, in Chapter 19, you will learn about credit
problems and ways to avoid them, both when getting
started and as a final resort.
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Chapter16
Credit in America

16.1 Credit: What and Why

16.2 Types and Sources of Credit

Consider THIS

It was two days before the spring festival, and Jasmine still hadn’t purchased
the supplies she needed in order to make her costume. She had been saving her
money for four months and was still $50 short of her goal.

“I’ll just have to borrow the rest,” she told her friends. “Otherwise, I won’t
be able to get the costume completed and that means I’ll have let down the
team. I really wanted to pay cash and not go into debt, but in this case, it can’t
be helped. Credit is serious because it’s money I’ll have to pay back in the
future. I probably should have used credit a little sooner. Now I’ll have to
work all night in order to get this costume completed. I learned an important
lesson. There’s a time and a place for using credit.”
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16.1

Credit: What and Why
G
O
A
L
S n Discuss the history of credit and

the role of credit today.
n Explain the advantages and dis-
advantages of using credit. T

E
R
M

S n credit, p. 357
n debtor, p. 358
n creditor, p. 358
n capital, p. 358

n collateral, p. 359
n finance charge, p. 359
n line of credit, p. 359
n deferred billing, p. 360

THE NEED FOR CREDIT

When you borrow money or use a charge account to pay for purchases, you
are taking advantage of the most commonly used method of purchase in the
United States: credit. Over 80 percent of all U.S. purchases are made with
credit rather than cash. Credit is the use of someone else’s money, borrowed
now with the agreement to pay it back later.
The need for credit arose in the United States when the country grew from a

bartering and trading society to a currency exchange economy. During the
1800s, the Industrial Revolution started a new economy. Items were manu-
factured in mass for sale to others. People no longer produced everything
exclusively for their own use. With their earnings, they were able to buy the
things they previously had to make for themselves. Soon the need developed
for sources of credit to help families meet their financial needs. Consumer
credit had begun.

EARLY FORMS OF CREDIT
One of the earliest forms of credit was the account at the general store. Wage

earners or farmers would pick up supplies and put the amount due “on
account.” When the borrowers received a paycheck or sold a harvested crop,
they would pay their account in full, and the charging process would begin
again. The store rarely charged interest. Credit was a convenience that
storeowners provided for customers they knew well and trusted. The cus-
tomers paid off their accounts as soon as they could.
As the use of credit expanded, individual purchasing power also increased.

Because credit increased people’s ability to buy more goods and services, the
American economy grew at a healthy pace. People bought luxuries as well as
necessities with the help of credit, and the average American’s standard of
living rose. Both businesses and consumers benefited from credit.
Between 1920 and 1990, buying on credit became the American way of life.

No longer was credit saved for emergencies. Many different forms of credit
developed to meet changing consumer needs and wants.
In the 1990s, record numbers of people declared bankruptcy. Overuse of credit

cards was one of the main reasons. With the economic prosperity of the decade,
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people were optimistic and willing to
spend their income well into the future.
But this overspending brought enormous
credit debt.

CREDIT TODAY
Credit today is a way of life. Merchants
encourage consumers to use credit to
buy all kinds of goods and services.
Banks, stores, and credit card companies
offer credit in the form of cards, loans,
and lines of credit. Both short-term and
long-term financing is available.
Some transactions are difficult to make
without a credit card, such as reserving a
hotel room, renting a car, or making an
online purchase. It’s no longer “How
can I get credit?” but “How can I wisely
manage credit?”

Millions of Americans are overextended with credit. They have adopted a
lifestyle that is dependent on the use of credit to make ends meet. The average
American has more than $5,000 in credit card debt.
Some people are living beyond their means and are abusing credit. They are

barely able to make the minimum payment on outstanding debt and resort to
tactics such as using one credit card to pay another credit card. This technique
of “robbing Peter to pay Paul” results in ever-increasing credit card debt.
Many people have no savings, no emergency fund, and no way to support

themselves if they should lose their job or experience a financial downturn.
These people often turn to credit. For them, credit becomes a burden, an
enemy, and something to avoid.

THE USE OF CREDIT
A debtor is a person who borrows money from others. This money, called

debt, must be repaid. A creditor is a person or business that loans money to
others. Creditors charge money for this service in the form of interest and fees.
A debtor must be qualified to receive credit.

Qualifying for Credit

To qualify for credit, you must have the ability to repay the loan. Qualifications
are based on three things: income, financial position, and collateral.

Income You need to have a job and earn an income in order to make loan
payments. Income can also come from other sources, such as interest, dividends,
alimony, royalties, and so on. Income represents cash inflow. When your
earnings exceed your expenses, you have the capacity to take on debt.

Financial Position Your financial position is based on capital. Capital is
the value of property you possess (such as bank accounts, investments, real
estate, and other assets) after deducting your debts. Having capital tells the
creditor that you have accumulated assets, which indicates responsibility. Your
debt represents cash outflow and will be compared to your cash inflow (income).
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How did the use of credit get started in this country?

358 Unit 4 Credit Management

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



*Gajender* D:/Temp_Dailyproduction/Ryan_120640/z_production/z_3B2_3D_files/ryan_0538449373_ch16.3d, 19/12/08/15:17:38, 15:17, page: 359

Collateral To borrow large amounts of money, creditors often want more
than just your promise to repay; they want collateral. Collateral is property
pledged to assure repayment of a loan. If you do not make your loan pay-
ments, the creditor can seize the pledged property. For example, when you buy
a car on credit, the car serves as collateral. If you do not repay the loan, the car
can be repossessed. The lending institution can take possession of the car and
sell it to repay the loan.

Making Payments

Once you have completed a credit purchase, you owe money to the creditor.
The principal (amount borrowed) plus interest for the time you have the loan
is called the balance due. You generally will make monthly payments until you
repay the balance due in full. The payments include both principal and
interest, and with each payment, the amount you owe is reduced. The finance
charge is the total dollar amount of all interest and fees you pay for the use of
credit. It is the price you pay for the privilege of using someone else’s money to
buy goods and services now.
Credit card or store account statements usually specify a minimum payment.

This is the least amount you may pay that month under your credit agreement,
though you may pay more to further reduce your debt. All credit payments are
due by a specific due date. Typically, you will be given 10 to 25 days from the
date you receive a bill in which to pay. If you do not pay within the time allowed,
you are likely to be charged a late fee, which is added to the balance due. In
addition, your interest rate may go up as a result of late payments.
For particularly expensive purchases, you may have to sign a loan agreement.

You agree to make regular payments for a set period of time. At the end of that
time, you will have repaid the entire debt. This is a type of secured loan, because
the goods you purchased with the loan serve as collateral for the money loaned.

ADVANTAGES AND DISADVANTAGES
OF CREDIT

Some people use credit extensively while others pay cash as much as possible.
Many people get into trouble each year by not using credit carefully. Credit
can have several advantages, but you must not lose sight of its disadvantages.

ADVANTAGES OF CREDIT
Used correctly, credit can greatly expand your purchasing power and raise

your standard of living. For example, credit allows you to purchase expensive
items now that you do not currently have enough cash to buy, and then pay
for them over time. As a result, you can enjoy items like furniture and a car
earlier in your life. Making your payments on time helps you establish a good
credit record that will help you get loans in the future.
Credit can also provide emergency funds. A sudden need for cash can be solved

by a line of credit, which is a preestablished amount that can be borrowed on
demand with no collateral. To establish a line of credit, you fill out the appli-
cation with a lender. Lenders examine your income and financial position and
approve an amount that they believe you can repay. With a line of credit, money
is always available should you need it.

Chapter 16 Credit in America 359

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.



*Gajender* D:/Temp_Dailyproduction/Ryan_120640/z_production/z_3B2_3D_files/ryan_0538449373_ch16.3d, 19/12/08/15:17:38, 15:17, page: 360

Credit is convenient. Credit customers often get better service. If there is a
problem with a purchase, cardholders can withhold payment until it is resolved.
Regular charge customers of a department store, for example, receive advance
notices of sales and special offers not available to the general public, such as
deferred billing. Deferred billing is a service available to charge customers
whereby purchases are not billed to the customer until much later than the
standard billing time. For example, merchandise purchased in October might
not be billed until January, with no payment due until February.
Consumers also have more leverage when using credit rather than cash or

other methods of purchase. With credit, the money remains to be paid, giving
the consumer more power in the event of a dispute. With a debit card, check,
or cash, money has already been paid for the purchase, which may make it
more difficult to settle a dispute and get a refund. Finally, carrying a credit
card is safer than carrying large sums of cash.

DISADVANTAGES OF CREDIT
Use of credit also has disadvantages. For instance, credit purchases may cost

more than cash purchases. Merchants must pay fees, which are usually a
percentage of credit card sales, to credit card companies, and they often pass
this cost on to customers in the form of higher prices. In addition, an item
purchased on credit and paid for over time costs more because of the finance
charges. A finance charge of 18 percent a year is 1½ percent a month. On a
$1,000 balance, the finance charge would be $15 a month. The larger your
balance and the longer you take to pay it off, the greater the finance charges.
When you use credit, you tie up future income. You have committed to making

payments. During that time, those funds are not available to you for buying other
products you may need. This situation can put a strain on your budget.
Buying on credit can lead to overspending. Because no cash leaves your bank

account, youmay not realize howmuchmoney you are really spending. You can
get into trouble with credit if you buy more than you can pay back comfortably.
At the end of the month, when the bills come in, you may be surprised at how
much you have really spent. Using credit too much can result in debts so high
that you can never pay them off, and it may even lead to bankruptcy.

   GLOBAL  View
Traditionally, consumers in
Thailand preferred to use cash
when purchasing goods and

services. This conservative atti-
tude toward cashless transactions

hindered consumer credit expan-
sion. As of 2002, it was estimated that only

10 percent of the Thai population had a credit
card. Major card issuers then began aggressive
marketing campaigns and promotional offers to
entice new customers. With extensive incentives
for consumers and a low minimum income

threshold for credit card eligibility, many card
issuers witnessed considerable growth in their
customer numbers. Today many consumers in
Thailand rely on credit.

THINK CRIT ICALLY

What consumer benefits as well as problems
might result from the boom in credit card
use in Thailand? How can consumers avoid
the disadvantages of credit as it grows in
popularity?
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Planning a Career in... Loan Processing

Nearly 90 percent of all loan pro-
cessors work in banks, savings banks,
credit unions, and other financial
institutions. For most people, taking
out a loan is the only way they can
pay for a house, a car, or a college
education.

Businesses also depend on
credit to start their companies, buy
inventory, and expand. Loan pro-
cessors guide their clients through
the process of applying, qualifying,
and executing loan documents.
This process involves getting credit
reports and verifying other informa-
tion, such as employment history,
capital, and collateral. Loan officers
must also be sure that loan applicants
are able to meet the requirements of
the underwriter—the company that
provides the loan funding.

Loan processors often special-
ize in consumer, commercial, or
mortgage loans. They earn commis-
sions based on the loans that are
closed (completed).

Employment Outlook
l An average rate of employment

growth is expected.

Job Titles
l Loan consultant
l Loan processor
l Loan collection officer
l Mortgage loan specialist

Needed Skills
l A bachelor’s degree in finance,

economics, or a related field is
desirable.

l Training and licensing require-
ments vary by state.

l Good communication skills and
high motivation are needed.

What's it like to work in. . .
Loan Processing
Blake works as a consumer lending
specialist for a credit union. He helps
customers obtain loans for cars,
boats, and major appliances. Blake
works with customers to help
them obtain the financing option
that best meets their needs.

Each day, Blake keeps up with
the latest financial market news.
He knows when interest rates are
rising or falling. He knows the best
rates he can offer his customers
and what it takes to qualify for
them. When customers ask for
his assistance, he must be able to
give them good estimates of what
a loan will cost them and how long
it will take to process and close on
the loan.

Blake’s office is comfortable
and complete with all he needs
to facilitate the loan process,
including a high-speed Internet
connection.

What About You?
Would you like working with
people of various backgrounds to
help them obtain financing so that
they can meet their goals? Do you
like advising people to ensure they
make knowledgeable decisions?
Is a career as a loan processor right
for you?
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16.1

Assessment

KEY TERMS REVIEW
Match the terms with the definitions.

1. Property pledged to assure repay-
ment of a loan

2. A service whereby purchases are not
billed to the customer until much
later

3. A person who borrows money

4. The value of property you possess

5. The total dollar amount of interest
and fees you pay for the use of credit

6. A person or business that loans
money to others

7. The use of someone else’s money, borrowed now with the agreement
to pay it back later

8. A preestablished amount that can be borrowed on demand with no
collateral

CHECK YOUR UNDERSTANDING
9. Compare the use of credit today to its use in this country’s early years.

10. Why is it important tomake credit card payments on or before the due date?

APPLY YOUR KNOWLEDGE
11. Credit can be very beneficial or it can lead to financial ruin. Discuss the

advantages of credit in terms of purchasing power. Discuss how credit
can become a trap and lead to overspending and other problems.

THINK CRIT ICALLY

12. Individuals and families must make choices regarding credit—how much
credit, when is it appropriate, and so on. How does your family make use
of credit? Do you see credit use in your family as a good or bad thing?
Explain your answer.

13. In the early part of our nation’s history, we had no credit. People used
coins or paper money to make purchases. Today, we are moving toward a
paperless and cashless society. Would it be possible to live without ever
using coins, paper money, or even checks? Explain how people might live
on credit alone.

a. capital

b. collateral

c. credit

d. creditor

e. debtor

f. deferred billing

g. finance charge

h. line of credit
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16.2

Types and Sources of Credit
G
O
A
L
S

n List and describe the types of
credit available to consumers.

n Describe and compare sources of
credit.

T
E
R
M

S

n open-end credit, p. 363
n annual percentage rate
(APR), p. 364

n grace period, p. 364
n closed-end credit,
p. 365

n service credit, p. 366

n finance company, p. 367
n loan sharks, p. 368
n usury law, p. 368
n pawnbroker (or pawnshop),
p. 368

TYPES OF CREDIT

You will likely use several forms of credit throughout your life. Different
types of credit are designed to meet different consumer needs.

OPEN-END CREDIT
Credit card accounts are an open-end form of credit. Open-end credit is

where a borrower can use credit up to a stated limit. As payments are made,
the limit allows for more use of credit. The borrower usually has a choice of
repaying the entire balance within 10 to 25 days or repaying it over time while
making at least minimum pay-
ments. Open-end credit can be
used again and again, as long as
the balance owed does not
exceed the credit limit.

Charge Cards

In a charge card agreement, a
consumer promises to pay the
full balance owed each month.
Travel and entertainment cards,
such as American Express and
Diner’s Club, are examples of
charge cards. On all charges, the
balance must be paid in full
when the bill is received. A
25-day billing period is com-
mon. These cards are widely
accepted nationwide and over-
seas, usually have high or no
credit limits, and provide instant
purchasing power.
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Why would anyone want to use a charge card if the balance has to be paid in
full when billed?
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Charge cards often include rewards or rebates based on purchases. These
rewards can be a percentage of dollar purchases or gift items of value. You
benefit in two ways—you do not incur interest charges, and you receive a
payback (such as a reward or rebate) based on card usage.

Revolving Accounts

With a revolving account, the consumer has the option each month of paying
in full or making payments at least as high as the stated minimum. The
minimum payment is based on the amount of balance due. Most all-purpose
credit cards, such as Visa, MasterCard, and Discover, as well as store accounts,
are revolving credit agreements. Retail store cards, such as department store
and gasoline company cards, are also based on revolving credit. Many of these
credit cards also offer rewards or rebate programs. Figure 16.1 shows a credit
card statement for a revolving credit account.

Credit Card Agreements

Credit card companies keep a record of transactions made on your account
and send you a bill at the end of each billing period. If you pay off the total
each month, you probably can avoid a finance charge. But remember—a credit
card is a form of borrowing and usually involves interest and other charges.
Before selecting a credit card, be sure to compare the following terms that will
affect the overall cost of the credit you will be using.

n Annual Percentage Rate. The annual percentage rate (APR) is the cost of
credit expressed as a yearly percentage. The Truth-in-Lending law
requires lenders to include all loan costs in the APR. The APR must be
disclosed to you when you open the account and must be noted on each
monthly bill you receive. Usually the APR is a variable rate, and it can be
very high on credit cards.

n Grace Period. The grace period is a timeframe within which you may pay
your current balance in full and incur no interest charges. The grace
period may be from 10 to 25 days, and to qualify, you must have had no
balance carried forward from the previous period. If there is no grace
period specified, the card issuer will impose an interest charge from the
date you use your credit card.

n Annual Fees. Many credit card issuers charge an annual fee. The fee can
range from $15 to $35 or more, and you must pay it whether or not you
use the card.

n Transaction Fees. If you use a credit card check, pay by phone, or request a
balance transfer, you may be charged a transaction fee. These fees may
run from 3 to 10 percent of the transaction amount.

n Penalty Fees. If you go over your credit limit or make your payment late,
you are likely to be charged a flat penalty fee, such as $30 to $50.

n Method of Calculating the Finance Charge. If you pay for purchases over
time, it is important to know how the card issuer will calculate your
finance charge. The method used can make a difference, sometimes a big
difference, in how much finance charge you will pay. Examples of these
methods will be shown in Chapter 18.
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CLOSED-END CREDIT
To pay for very expensive items, such as cars, furniture, or major appliances,

consumers often use closed-end credit. Closed-end credit is a loan for a
specific amount that must be repaid in full, including all finance charges, by a
stated due date. Often called installment credit, closed-end agreements do not
allow continuous borrowing or varying payment amounts. The borrower takes
out a closed-end loan for a particular amount and then repays it with fixed
payments, or installments, that include principal and interest.
The contract for closed-end credit tells, among other things, the amount

loaned, the total finance charge, and the amount of each payment. Sometimes

FIGURE 16.1 Credit Card Statement

Account
Number

Payment
Due Date

New
Balance

Minimum
Payment Due

Indicate
Amount Paid

ADDRESS CHANGE

ADDRESS

CITY/STATE/ZIP

(AREA CODE) PHONE

ELIZABETH SANCHEZ
3410 MAIN STREET
VANCOUVER WA 98684-0129

779 19 9171 05/24/-- $244.61 $20.00

70

5008440
Please return this portion
with your payment. Detach here

Account
Number

PageTo avoid additional FINANCE CHARGES being applied to your current purchases on
next month’s statement, pay the new balance on this statement in full by the due date. of

Store Payments
Or Credits

ChargesDescriptionReferenceDate

779 19 9171
11

3/28

4/07

4/12
4/24

021

021

311
097

108475936

108476335

071070078

SPECIAL CARE TREATMENT
COSMETICS
COSMETICS
CLEANSERS, TONERS, MOISTURIZERS
PAYMENT-THANK YOU
FINANCE CHARGE

ANNIVERSARY TO DATE PURCHASES $1,853.39
ANNIVERSARY TO DATE DIVIDEND      $5.96

YOU WILL EARN A 1% DIVIDEND ON MCADAMS PURCHASES
MADE PRIOR TO YOUR NEXT BILLING.

DIVIDEND WILL BE CREDITED ON YOUR JUNE 19-- STATEMENT.

60.00

80.00

4.61
189.16

Previous
Balance

+ New 
Charges

– Payments 
Or Credits

Average Daily Balance 
(For Finance Charge Only)

 + FINANCE CHARGE 
(50¢ Minimum)

+ Late 
Payment Fee

= New 
Balance

Billing Date 
This Month

Payment
Due Date

PERIODIC
RATE

ANNUAL
PERCENTAGE RATE

Credit
Line

Amount
Past Due

Minimum
Payment Due

244.614.61307.19189.16140.00289.16

20.002,00018.001.5004/24/-- 05/24/--

Payments or credits received after payment due date will appear on next month’s statement. For 
customer service inquiries, please call 1-800-555-6200. AMOUNTS DUE HEREUNDER MAY BE ASSIGNED.
NOTICE: SEE REVERSE SIDE FOR IMPORTANT INFORMATION.
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a down payment is required. The product purchased with the loan becomes
collateral to assure repayment.

SERVICE CREDIT
Almost everyone uses some type of service credit. Service credit involves

providing a service for which you will pay later. Your telephone and utility
services are provided for a month in advance; then you are billed. Many
businesses—including doctors, lawyers, hospitals, dry cleaners, and repair
shops—extend service credit. Terms are set by individual businesses. Some of
these creditors do not impose finance charges on unpaid account balances, but
they do expect regular payments to be made until the bill is paid in full.
Others, such as utility and telephone companies, expect payment in full by a
specified due date. However, they usually offer a budget plan as well, which
allows you to average bills to get lower monthly payments.

SOURCES OF CREDIT

The extension of credit is a service to consumers. It is not free—consumers
must pay for it, the same as they would pay for any other purchased service. As
with other things you buy, it pays to shop around to get the best deal.

RETAIL STORES
Retail stores sell goods directly to consumers. Examples include department

stores, discount stores, and specialty stores. Many retail stores offer their own
credit cards. These cards are accepted only at the issuing store. Store credit
customers often receive discounts, advance notice of sales, and other privileges
not offered to cash customers or to customers using bank credit cards.
Most retail stores also accept credit cards issued by major credit card com-

panies. Accepting credit cards helps retail stores attract customers, because
people like to shop where they can buy on credit.

CREDIT CARD COMPANIES
You may receive credit offers directly from credit card issuers, such as Visa,

MasterCard, American Express, and Discover. These all-purpose cards are gen-
erally accepted nationwide and even internationally. You can also get an all-
purpose credit card through your financial institution or other organizations.
Affinity cards are credit cards sponsored by professional organizations, college

alumni associations, and some members of the travel industry. Although these
cards may show the name of the organization, they are actually issued and
serviced by a credit card company. The affinity card issuer usually donates a
portion of the fees and/or a percentage of the purchases made with the card to
the sponsoring organization.
With an all-purpose credit card, you have an automatic line of credit up to

the limit of the card. Some cards even allow you to take a cash advance, which
is money borrowed against your line of credit. You can access this money at a
teller machine, at a customer service desk in your bank, or by writing an access
check against the credit card account. Access checks, which are supplied by the
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credit card company, look just like regular checks and are treated by the credit
card company as a purchase. You must pay back the cash advance in the same
way that you pay for credit card purchases. There is often a transaction fee for
this service in addition to interest charges, which may or may not be the same
rate as purchases made with the card.
Some companies (like American Express) offer both charge cards, where the

balance must be paid in full each month, and credit cards, where you are
required to pay only a portion of the balance each month. It’s important to
read the terms carefully, so you are sure which type of account you are
getting.

BANKS AND CREDIT UNIONS
In addition to offering credit cards,

commercial banks and credit unions
make closed-end loans to individuals
and companies. They loan money to
consumers for specific purchases, such as
a home, car, or vacation. Interest on
closed-end loans tends to be lower than
on credit cards, usually because there is
collateral used as security on the loans.
Credit unions make loans to their

members only. Interest rates are some-
times lower than those charged by banks
because credit unions are nonprofit and
are organized for the benefit of mem-
bers. Credit unions may be more willing
to make loans because the members who
are borrowing also have a stake in the
success of the credit union.

FINANCE COMPANIES
A finance company is an organization

that makes high-risk consumer loans. In
many cases, people who are turned
down by banks and credit unions can
get loans at finance companies. These
high-risk loans are usually accompanied
by high interest rates. Finance compa-
nies are second only to banks in the
volume of credit extended.
There are two types of finance

companies:

n Consumer finance companies
n Sales finance companies

A consumer finance company makes most of its loans to consumers who are
buying durable goods. Durable goods are items expected to last several years,
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What types of credit do banks and credit unions offer?
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such as automobiles, appliances, and electronics. Well-known consumer finance
companies include HSBC.
A sales finance company makes loans to consumers through authorized rep-

resentatives, such as car dealerships. For example, GMAC Financial Services
finances General Motors automobile dealers and their customers. Both types
of finance companies borrow money from banks and lend it to consumers at
higher rates.
Finance companies take more risks than banks. Therefore, they must be

more careful to protect their loans. If you do not make your payments when
due, you can expect a call from someone at the finance company who will ask
for an explanation. The company will stay in constant contact with you until
you make your payments as agreed. You can expect phone calls, letters, and
even personal visits if you deviate even slightly from the agreed-upon payment
schedule.
High interest rates are another form of protection for finance companies. The

high income from interest makes up for the percentage of loans that become
uncollectible.
The growth of finance companies is partially the result of efforts to eliminate

loan sharks, which are unlicensed lenders who charge illegally high interest
rates. Nevertheless, it is difficult to eliminate such practices, which take
advantage of the poorest members of society—those who can least afford to pay.
A usury law is a state law that sets a maximum interest rate that may be

charged for consumer loans. In states where usury laws exist, finance companies
charge the maximum rate allowed. Where no usury laws exist, finance com-

panies charge as much as the customer is
willing to pay. When an emergency or
other extreme need arises, consumers feel
forced to pay these higher rates to get the
money they need.

PAWNBROKERS
A pawnbroker (or pawnshop) is a legal
business that makes high-interest loans
based on the value of personal possessions
pledged as collateral. Possessions that are
readily salable (such as guns, cameras,
jewelry, radios, TVs, and collector’s coins)
are usually acceptable collateral. The cus-
tomer brings in an item of value to be
appraised. The pawnbroker then makes a
loan for considerably less than the
appraised value of the item. Some pawn-
shops give only 10 to 25 percent of the
value of the article. Most give no more
than 50 or 60 percent.
For example, if you have a ring appraised
at $500, you could probably borrow
between $50 and $300 with the ring as
collateral. You would turn the ring over to
the pawnbroker and receive a receipt and
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What do pawnbrokers usually accept as collateral? Why?
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a certain length of time—from two weeks to six months—to redeem the ring
by paying back the loan plus interest. If you do not pay back the loan and
claim the ring, the pawnbroker will sell it in the pawnshop and keep the
proceeds. Property acquired by a pawnbroker is considered collateral for
the loan because it is something of value that may be sold if you fail to pay off
the loan.

PRIVATE LENDERS
One of the most common sources of cash loans is the private lender. Private

lenders might include parents, other relatives, friends, and so on. Private
lenders may or may not charge interest or require collateral. Those who loan
money to friends and relatives should take special steps to be sure their
interests are protected. For example, rather than loaning cash to someone
based on oral promises, they should get the agreement in writing with a
formally signed note or other document that will serve as evidence of the debt.

OTHER SOURCES OF CREDIT
Other sources of credit include the following:

n Life insurance policies
n Borrowing against a deposit
n Borrowing against an asset

Life insurance policies that build cash value can be used to borrow money.
The loan does not have to be repaid, but interest will be charged. The loan
amount will reduce the value of the policy. You will learn more about life
insurance policies in Chapter 27.
If you have a certificate of deposit (CD) or retirement account with a

financial institution, you might be able to borrow money against it. A loan
against this type of account usually has a good interest rate because of the
collateral providing safety. In addition,
borrowing an amount against such a
deposit allows you to avoid the pen-
alties for early withdrawal. However,
you should consider the drawbacks to
this type of loan. If you do not repay
the loan, the bank or other lender can
collect the account balance. Also, you
are slowing down the growth of your
savings plan by withdrawing money
from it. Thus, this type of loan should
be considered a last resort.
You may also borrow against an

asset, such as your car. If you own a
vehicle free and clear (no loan against
it), you can take the title to your credit
union or bank and ask for a loan.
They will use the car title as collateral
for the loan. Usually the car must be
fairly new—five years old or less—for
this type of loan.

A payday loan is a small, short-term loan that is intended
to cover a borrower’s expenses until his or her next
payday. Typical loans are between $100 and $500 and
are due in two weeks, with interest rates of up to 400%
APR. On a two-week loan, fees average $15 for each
$100 lent. In 2008, the state of Ohio passed a law to
more closely regulate payday lending. Access www.
cengage.com/school/pfinance/mypf and click on the link
for Chapter 16. Read the article and then answer the
following questions: What did the Ohio law do? Why did
the Ohio legislators think the law was needed? What
does the payday lending industry say in response? What
is your opinion about the Ohio law?

www.cengage.com/school/pfinance/mypf
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ISSUES IN YOUR WORLD

CREDIT CARD TRAPS
Credit offers may sound good, but you must read the fine print carefully. There are
many traps to avoid. What may appear to be a great deal can be a very expensive
lesson that hurts your credit rating. Watch for the following signs that the credit offer
is not as good as it sounds:

Low Introductory Rate. Interest rate offers may be as low as 0 percent for six months.
The fine print may tell you that if you are late by even one day in making a payment,
the rate will rise to 25 to 30 percent or more! This introductory rate may be subject
to change without notice.

Fixed Percentage Rate. The offer may say the interest rate is fixed, which should mean
that it will not go up. But the fine print may tell you that the fixed rate is subject
to change without notice and that it can be “adjusted” (raised) at the option of the
creditor.

Closed Account Rate. You may see fine print that says “closed account rate.” This
is the rate you will be assessed if you close your account. These rates are often very
high—25 to 30 percent or more! This tactic is used by credit card issuers to keep you
from closing your account when they raise your interest rate. Without this clause,
consumers could reject a change in terms regarding interest rates, close the account,
and continue making payments based on the original agreement until the balance
is paid off. But if the agreement specifies a closed account rate, you won’t be able to
“lock in” the lower rate you had previously agreed to pay.

Late Fees. Most credit card issuers charge late fees if you do not pay your account
within the time specified. Often this timeframe is only 10 to 25 days. These late
fees are bad enough, but you may also discover that if your account is “late,” the
issuer will also raise your interest rate. On credit reports, your late payment(s) can
make you appear to be a high risk, so other creditors may also raise your interest
rates.

Over-the-Limit Fees. Card issuers will charge you a fee for exceeding your credit limit.
This fee is added to your balance, and it will take even more money to pay the
account down (remember, interest charges are increasing your balance daily). Fine
print may tell you that if you go over the limit, your interest rate will increase.

Transaction Fees. Some credit card companies allow you to transfer balances from
other credit cards. They may also provide you with access checks where you can
borrow money without preapproval. There may be very high transaction fees for these
types of borrowing, such as 3 to 10 percent of the transaction amount, in addition
to flat fees, such as $30.

To avoid being taken advantage of, read the credit offers carefully and compare them
to offers by known lenders, such as your credit union or bank. Ask questions and
be sure you understand the terms and conditions.

THINK CRIT ICALLY

1. Look for a credit card offer in your mail. Then read the fine print. Make a list
of all the potential “traps” you find.

2. Discuss credit offers with parents and other adults and ask about their experience
with credit offers. Write a paragraph about what you learn.
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16.2

Assessment

KEY TERMS REVIEW
Match the terms with the definitions. Some terms may not be used.

1. The providing of a service for which
you will pay later

2. A timeframe within which you may
pay your balance in full and incur no
interest charges

3. A legal business that makes high-
interest loans based on the value
of personal possessions pledged
as collateral

4. State law that sets a maximum
interest rate that may be charged
for consumer loans

5. An organization that makes
high-risk consumer loans

6. The cost of credit expressed as a yearly percentage

CHECK YOUR UNDERSTANDING
7. What is a revolving credit agreement?

8. Why might it be better to get a bank loan rather than a loan from a
finance company?

APPLY YOUR KNOWLEDGE
9. How is open-end credit different from closed-end credit? What are the

advantages and disadvantages of each? Which of these is most likely to
have a lower annual percentage rate? Why?

THINK CRIT ICALLY

10. Do you think it is unfair that some consumers get “free credit” by taking
advantage of the grace period on credit cards? Give reasons for your answer.

11. One major advantage of credit is that it helps consumers deal with
emergencies. How does this advantage have special meaning where
service credit is concerned?

12. If you were going into business for yourself, you would have to decide
whether or not to accept credit cards from customers. Explain the points in
favor of both positions.

a. annual percentage
rate (APR)

b. closed-end credit

c. finance company

d. grace period

e. loan sharks

f. open-end credit

g. pawnbroker

h. service credit

i. usury law
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16

Chapter Assessment

SUMMARY

16.1
n Credit began as the United States grew from a bartering society to a

currency exchange economy with mass-manufactured products available
to consumers. Today, credit has become a way of life.

n The person who borrows money is called the debtor; the person or
business that loans money is called the creditor.

n To qualify for credit, your ability to repay will be assessed based on your
income, financial position, and collateral.

n For the privilege of using credit, you will pay a finance charge, which
includes interest and fees.

n A line of credit can be preestablished to provide for emergency funds.

n Advantages of credit are the ability to buy now and pay later, a source
of emergency funds, deferred billing, and the safety of not having to carry
a lot of cash.

n Disadvantages of credit are higher product prices, finance charges,
decreased ability to spend in the future, and the tendency to overspend.

16.2
n Open-end credit allows you to borrow again and again, up to a set limit.

n The annual percentage rate is the cost of credit expressed as a yearly
percentage.

n With a grace period, you can avoid interest charges so long as you pay
your balance in full every month by the due date.

n Closed-end credit is a one-time loan for a specific amount that must be
repaid in full by a specified due date. Lenders generally require payment
in monthly installments.

n Many service providers, such as your utility company, provide service
credit, allowing you to pay for services a month or more after their
use.

n Sources of credit include retail stores, credit card companies, banks,
credit unions, finance companies, pawnbrokers, private lenders, and life
insurance policies.

n Loan sharks are unlicensed lenders who charge illegally high rates and
prey on people who can least afford to pay.

n Usury laws in some states protect consumers from unfairly high interest
rates.
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APPLY WHAT YOU KNOW

1. Give an example of a situation in which you would use collateral when
making a purchase on credit. What would be the advantage to using
collateral with a closed-end loan over making the purchase with your
credit card?

2. Companies and organizations that offer credit cards compete for your
credit card business by offering low introductory rates. Search the
Internet for offers of a special deal. What is the “low introductory
rate”? Read the fine print. What will the rate be after the introductory
period? At the regular rate, how much finance charge would you have
to pay on a $1,000 balance each month? How does this compare to
the introductory rate?

3. How are consumer finance companies different from sales finance
companies? Why do finance companies charge high interest rates?

4. Why might credit unions offer lower interest rates on loans than do
commercial banks or credit card companies?

5. Does your state have a usury law? You can find out by consulting your
state’s web site, a current almanac, or other library resources. Identify
the maximum finance rate that your state allows. Then identify the
maximum rates allowed by neighboring states.

6. What is the purpose of a pawnshop? What kind of merchandise can you
find at a pawnshop?

MAKE ACADEMIC CONNECTIONS

7. Communication Write a one-page paper about credit—the good and
the bad of how it has affected you, what it means to your family, and
what it means to retailers and other businesses. Explain in a neutral tone
how credit is both positive and negative for the economy as a whole.

8. Research/History Do library and/or Internet research about the
Industrial Revolution in this country and how it changed the lives of
Americans. How did people adapt? Specifically, explain how people
changed their buying and spending habits.

9. Economics When citizens in an economy save money, their deposits
provide money that can be loaned to others. This increases the supply
of money and lowers its cost to borrowers. Research the economic con-
cepts of average propensity to save (APS) and marginal propensity to
save (MPS). Explain what these concepts are, how they are computed,
and why they are important to the economy as a whole.

10. International Studies Choose another nation in the world and research
the use of credit in that country. Compare it to the United States.
How different is the standard of living enjoyed by its citizens? Prepare
a one-page report of your findings.
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SOLVE PROBLEMS AND

EXPLORE ISSUES

11. Suppose that your elderly neighbors have never used credit. When they
were young, their families lost their life savings during bad economic
times. As a result, they don’t have much trust in financial institutions
and prefer to use only cash. What types of problems can result from
not using credit? What would be your advice to them, knowing that
they have a good income and have no need to buy on credit?

12. Interview three or four adults about credit. Ask them the following
questions: (a) How do you feel about the use of credit? (b) Do you think
interest rates charged on credit cards and accounts are reasonable?
(c) Do you prefer to make purchases using credit or cash? Why? Prepare
a short report from what you learn.

13. Find three credit card offers. You can find them in junk mail, e-mails
(spam), bill enclosures, advertisements, credit card web sites, and even
kiosks found in shopping areas. Analyze and compare the provisions
of the offers, such as the introductory rates, regular rates (variable
or fixed), grace periods, annual fees, and so on. Prepare a report of
your findings.

14. Do you feel that the advantages of using credit outweigh the disadvan-
tages?Howwould you advise a youngperson just starting out about credit?
Write a paper giving reasons for your opinions.

15. A friend of yours wishes to buy a new car but has only enough money
to make a down payment. She asks your advice about where she can
finance the balance of her loan for $10,000. What will you tell her?
Explain.

16. Your cousin Tyler needs $100 immediately. He has a portable stereo
worth at least $800 and wants to take it to a pawnbroker. Explain to
him how much he might be able to borrow against the stereo and what
can happen when using pawnbroker credit.

EXTEND YOUR LEARNING

17. Ethics The wide use of credit can lead to abuses. Some people take out
more credit than they can repay. Then they refuse to pay back what they
have borrowed. When merchants get stuck with unpaid balances, they
pass along that cost to other customers in the form of higher prices. Thus
we all pay for people who overuse credit. Is it ethical for people to
overextend their credit, knowing or suspecting that they will not be
able to repay it? What can we all do to keep the cost of products and
services at reasonable levels?

For related activities and links, go to www.cengage.com/school/pfinance/mypf
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