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Chapter19
Problems with
Credit

19.1 Solving Credit Problems

19.2 Bankruptcy as an Option

Consider THIS

Ann Marie has income of $1,500 per month, but when she totals her expenses,
she has over $2,100 per month in bills to pay.

“I’m ready for some type of debt relief,” Ann Marie told her credit
counselor. “My income just doesn’t cover my expenses. I didn’t overspend,
either. Last year I had to have extensive dental work. I also had to get a
different car because my old one was costing too much in repairs each month.
And then my dog had to have surgery. The end result is that I’m buried. I have
more expenses than income!”
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19.1

Solving Credit Problems

G
O
A
L
S

n Discuss good credit management
rules and warning signs that you
are overextended.

n List sources of credit advice.
n Explain how to avoid credit scams.

T
E
R
M

S

n credit management,
p. 418

n 20/10 Rule, p. 418
n credit payment plan,
p. 420

n credit counseling,
p. 421

n debt management plan
(DMP), p. 421

n debt negotiation pro-
gram, p. 422

n debt adjustment, p. 422
n credit repair, p. 423

CREDIT MANAGEMENT

One major disadvantage of credit is that it can lead to overspending. Many
people get into trouble with credit every year, and they represent all levels of
income and social standing.

Credit problems often do not happen
suddenly. Certainly, emergencies can and do
occur, causing people to get buried in debt.
Typically, however, credit problems arise
after months and years of poor planning,
impulse buying, and careless budgeting. If
you recognize early enough that you are
falling into excessive debt, you can take steps
to fix the problem.
Exercising good credit managementmeans
following an individual plan for using credit
wisely. It involves recognizing your limits and
planning your use of credit. There are steps to
good credit management, beginning with
following the 20/10 Rule.

THE 20/10 RULE
Credit counselors often suggest use of the
20/10 Rule. The 20/10 Rule is a plan to limit
the use of credit to no more than 20 percent
of your yearly take-home pay, with payments
of no more than 10 percent of monthly take-
home pay. Mortgage loans and monthly
payment commitments for housing are not
included in these limits. However, all other
types of borrowing are included in the limits
of the 20/10 Rule.©
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What is meant by credit management?
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DANGER SIGNS
Another part of credit management is recognizing when you are headed for

trouble. It’s easy to get caught up in spending—enjoying vacations, purchasing
clothes, and eating out with friends and family. Watch for these early warning
signs that you are overextending your credit.

n You pay for everything with credit.
n You often pay late or at the end of the grace period.
n You often pay one credit card by shifting the balance to another.
n You worry about how you will be able to pay your bills.
n You recognize that if an emergency arises, you would have inadequate
unused credit to take care of it.

n Your credit cards are all near the limit.
n Your credit card companies are raising the interest rates on your accounts
because of late payments and charges that have exceeded your credit limit.

n You must time your payments carefully because otherwise you would not
have enough income to pay your bills.

n You skip some payments in order to make other payments.
n Your credit rating is falling because you have too much credit.

A CREDIT PAYMENT PLAN
Nobody knows your situation better than you do. Before getting outside

help, there are some things you can do first to help yourself. You can sit down
with your most recent credit card bills and design a credit payment plan.

  MATH  Minute
USING THE 20/10 RULE

Take-home pay is roughly 70 percent of gross pay. If your annual salary is
$30,000, then your take-home pay (after taxes) is $21,000 ($30,000 � .70).
If your annual salary is paid in 12 equal monthly payments of $2,500,
your monthly take-home pay is $1,750 ($2,500 � .70).

Using the 20/10 Rule, your total borrowing should not exceed 20 percent
of annual take-home pay:

$21,000 � .20 ¼ $4,200 maximum borrowing

Your monthly credit payments should not exceed 10 percent of monthly
take-home pay:

$1,750 � .10 ¼ $175 maximum monthly credit payments

Following the 20/10 Rule can help you keep your debt within your means
to repay.

Now, assume you have an annual salary of $42,000. Apply the 20/10 Rule
to determine your maximum borrowing and monthly credit payments.

Solution:

$42,000 � .70 ¼ $29,400; $29,400 � .20 ¼ $5,880 maximum borrowing

$29,400 � 12 ¼ $2,450; $2,450 � .10 ¼ $245 maximum monthly credit
payments
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A credit payment plan is a record of your debts and a strategy for paying
them off. Figure 19.1 is an example of what a person’s current debt might look
like. Listed are all debts, with enough information to analyze which ones
should be paid off first. Generally, accounts with the highest interest rates
should be first priority. Focus on paying one off at a time, while making only
minimum payments on others. As one gets paid off, shift your focus to the
next priority.
Once you’ve listed and analyzed your debt, you can prepare a plan to pay off

the balances. Assume you have the debt listed in Figure 19.1, and you have
disposable income of $200 per month with which to pay credit card bills.
When you add up the minimum monthly payments in Figure 19.1, it totals
$125. This leaves $75 ($200 – $125) to add to the minimum payment of the
card having the highest priority. Figure 19.2 illustrates the credit payment
plan.

FIGURE 19.1 Current Debt Schedule

Credit
Card/

Account

Minimum
Monthly
Payment

Current
Balance

Credit
Limit

Interest
Rate Priority

1. Visa #1

2. Visa #2

3. Store #1

4. Store #2

5. MasterCard

    Totals 

$900

500

200

400

300

18%

22.9%

14.9%

11.9%

9.99%

2

1

3

4

5

$  55

15

10

25

20

$125

$   850

450

300

600

500

$2,700

FIGURE 19.2 Credit Payment Plan

Credit
Card/

Account
Current
Balance

New
Minimum
Monthly
Payment

No. of
Months

Required
Monthly
Payment

1. Visa #2

2. Visa #1

3. Store #1

4. Store #2

5. MasterCard

    Total

$450

850

300

600

500

$90*

145****

155

180

200

 6**

 7

 3

 4

 4

24

$110***

    55

    45

    20

      0

     *$15 (Visa #2 minimum monthly payment) � $75 ($200 � $125) = $90. 
   **$450 � $90 = 5 months � 1 (additional month to allow for added interest) = 6.
  ***$125 (total minimum monthly payment) � $15 (Visa #2 minimum monthly
       payment) = $110.
****$90 (monthly payment that was being paid to Visa #2) � $55 (Visa #1 minimum
      monthly payment) = $145. 
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Once Visa #2 is paid off, you can take the $90 you were paying on it and add it
to the minimum monthly payment of Visa #1 (the next highest-priority card).
You can continue this pattern until the cards are paid off. With this credit
payment plan, you will have all of your accounts paid off in 24 months.
In creating the credit payment plan, you should use the original balances for

estimation purposes, because by making minimum payments, balances will go
down very slowly as interest continues to accumulate. Also, the number of
months required to pay off the debt will not be exact, because you are adding
one extra month to allow for accumulating interest charges. Finally, the credit
payment plan works best when you are responsible and do not incur new debt.

SOURCES OF CREDIT ADVICE

If you find you still need help to get back on your feet, credit advice is available
from several reliable sources. Be aware, however, that some sources will try to
take advantage of you and leave you worse off than you were before.

CREDIT COUNSELING
Credit counseling is a service to help consumers manage their debt load and

credit more wisely. It is available from nonprofit, government-sponsored, or
commercial credit counseling services. These organizations can help you
redeem your credit and manage your credit better in the future. Services begin
with in-depth credit advice.
You may receive free advice and help, or you may be charged fees for the

services provided. Much of what is done by a credit counselor you can do for
yourself. A counselor will help you set up a realistic budget and will give advice
about how to stay within your budget.
You cannot get a loan from a credit counseling service. A counselor can work

with your creditors to reduce interest rates and set up a payment plan that you
can afford. You could contact creditors and ask for reduced payments and
interest rates on your own behalf. However, creditors are often more willing to
work with a credit counselor.
When your financial situation is serious and needs immediate action, your

credit counselor may suggest you enroll in a debt management plan. A debt
management plan (DMP) involves giving money each month to a credit
counseling organization. The organization uses your money to pay your unse-
cured debts (such as credit cards) according to the payment plan the counselor
develops with you and your creditors. Typically, the creditors have agreed to
lower your interest rates and waive fees. These concessions may be available only
through a credit counseling organization. Usually debt management plans take
48months or longer to complete. You also must agree not to use credit while the
plan is underway.
You can find consumer credit counseling services in the Yellow Pages or

through an Internet search. Your local Consumer Credit Counseling Service
(CCCS) is a nonprofit organization affiliated with the National Foundation for
Credit Counseling (NFCC). Anyone overwhelmed by credit obligations can
contact a CCCS office. The NFCC web site will help you find a CCCS office
near you. You may even be able to work with a CCCS counselor over the
Internet. Some churches, private foundations, universities, military bases, credit
unions, and state and federal housing authorities provide similar services.
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ONLINE CREDIT ADVICE
There are good online sources of

credit advice, both to help you get
out of trouble and to stay out of
trouble. For example, at the Federal
Trade Commission (FTC) web site
(www.ftc.gov), you will find con-
sumer information about credit traps
to avoid. At the MyMoney web site
(www.mymoney.gov), you can find
information on credit, credit repair,
and current rip-offs against consumers.

DEBT NEGOTIATION
Debt negotiation programs are not

the same as debt management or
credit counseling. With a debt
negotiation program, a company
you hire will call your creditors on
your behalf and negotiate reductions
in the amounts you owe. Some
advertise that they can negotiate a deal
to lower your debt by 10 to 50 per-
cent. These programs are not free and,
in some cases, are costly. If you choose
debt negotiation, be sure to check
with the Attorney General’s office of
your state to verify that the company
you want to hire is legally in business.

And be prepared—while your debts may be lowered, your credit rating is likely to
fall as well.

DEBT ADJUSTMENT
People who are in deeper credit trouble than advice can solve often go to a

finance company for debt adjustment. Debt adjustment is the formal process
of taking over your debt situation for a period of time, after which you will be
free of debt. There are two types of debt adjustment: a debt adjustment service
plan and a debt consolidation loan.

Debt Adjustment Service Plan

With a debt adjustment service plan, a finance company takes over your
checkbook, your paycheck, and your bills. This is similar to a debt manage-
ment plan (DMP), except you hand over complete control of your finances to
a counselor. You are given only a small spending allowance. The counselor
uses your checkbook to make the payments on your unsecured and revolving
credit accounts for a period of three to five years, after which time your
checkbook is returned to you. To be eligible for a debt adjustment plan, you
need to maintain a monthly income, and that income must be sufficient to pay
off your bills in three to five years. Typically, this service involves a five-step
plan. A counselor will do the following:
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What are some sources of good credit advice?

422 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_ch19.3d, 19/12/08/15:24:29, 15:24, page: 423

1. Take your paycheck and checkbook and make debt payments for you
2. Counsel you so that you understand how you got so far in debt and how

to avoid doing so again in the future
3. Work with you to create a reasonable budget with which you can live
4. Take away your credit cards and give them back slowly as the counselor

becomes certain that you understand how to use them wisely
5. Supervise your budget and help you make any needed changes or

adjustments

Debt Consolidation Loan

With a debt consolidation loan, the finance company loans you money to pay
off your debts. You then make a monthly payment to the finance company,
instead of to your creditors, until the debt is repaid. To qualify for a con-
solidation loan, you must have some type of collateral, such as a house, that
secures the payment of the debt. If you make payments as agreed, the second
mortgage on your house is released. If you fail to make payments as agreed, the
house is foreclosed. Foreclosure is a legal process where property used as col-
lateral is sold to pay off a debt.

CREDIT REPAIR
After the damage is done and your credit rating is poor, you can take steps to

repair it. Credit repair is the process of reestablishing a good credit rating. You
can obtain copies of your credit reports, challenge incorrect information, and
respond to disputes. For a fee, a credit repair company will complete these
steps for you. Beware of credit repair
companies that “guarantee” to rees-
tablish your credit and cleanse your
record—credit bureaus do not sell
this service; it must be earned.
If your credit rating is poor for good

reasons, you can begin to repair your
record by using credit responsibly
from this point on. Start by paying off
your debts through credit counseling
or debt adjustment. Then begin the
repair process by making small pur-
chases on your credit card and paying
off the balance in full each month.
Credit repair is a slow process. It may
take several years of responsible credit
management to raise your rating
enough to enable you to get a loan
when you need one.

CREDIT SCAMS

Credit counseling, debt adjustment, and repair scams abound. You may
receive e-mail or pop-up messages, see TV ads, or get calls from telemarketers
promising to repair your credit record “instantly.” They may offer to reduce

The Federal Trade Commission offers advice to con-
sumers with credit problems. Access www.cengage.com/
school/pfinance/mypf and click on the link for Chapter 19.
Read the tips, and answer the following questions: What
is the only way to assure the removal of accurate nega-
tive information from your credit report? Can you get out
from under debt by inventing a new credit identity by
using an Employer Identification Number? Why is it a
good idea for all consumers to periodically review their
credit reports?

www.cengage.com/school/pfinance/mypf
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your debt if you pay a fee up front or
sign your house over to them. Such
promises are warning signs of a scam.

PROMISES AND
GUARANTEES
Paying off a large debt and repair-

ing a poor credit record take time—
often several years of responsible
credit management. Beware of offers
that do the following:

n Require you to pay a fee before
they perform any service

n Do not tell you your legal rights
n Suggest that you start a “new”
credit report by applying for a
new Social Security number or
Employer Identification Number
(EIN)

n Recommend that you do not contact the credit bureau or creditors
yourself

By law, credit-assistance companies may not charge you until they have
performed the promised services. They must give you a copy of the “Con-
sumer Credit File Rights Under State and Federal Law” before you sign a
contract. They must provide a written contract that shows the organization’s
name and address and spells out the payments, total cost, and services to be
performed. Every state has legitimate nonprofit credit counseling services that
charge little or no fee. Your local bank or government consumer protection
office can supply a list of reputable organizations.

GOLD AND PLATINUM CARDS
Be wary of some gold and platinum cards that promise to improve your

credit rating. While they may look like general-purpose credit cards, they often
permit you to buy only goods from special catalogs. The promises that these
cards will lead to future credit offers, larger credit lines, and better credit
reports are usually false. These cards are examples of “easy access” credit. Watch
for promotions of gold and platinum cards that:

n Charge upfront fees of $50 or more, and then charge additional fees to
cover the costs of catalogs and other items.

n Use 900 or 976 telephone exchanges. You will be charged for phone calls
with these prefixes, and the costs can be high.

n Misrepresent prices and payments. Often you are not allowed to charge the
total amount; you must make a cash deposit. For example, if the catalog
price is $200, you might be allowed to charge only $150, with the
remaining $50 to be paid in cash.

n Promise to improve your credit. The cards you may be offered will be
“secured,” which means you’ll have to maintain a savings account as
security for your line of credit. This deposit requirement makes the offer, in
fact, not credit.

©
Ph

ot
od

is
c/
G
et
ty

Im
ag

es

What red flags should alert you to a credit scam?
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Planning a Career in... Law

Lawyers, also called attorneys, are
both advisors and advocates. As
advisors, they counsel clients about
their legal rights and duties, suggest
courses of action, and prepare legal
documents. As advocates, they rep-
resent clients at trial, both civil and
criminal.

Attorneys also specialize. Trial
lawyers communicate well and
specialize in litigation—courtroom
actions. Other areas include bank-
ruptcy, probate, divorce, real estate,
and contract law, to name only a few.

About one-fourth of lawyers
are self-employed. Most work in
private practice. Bankruptcy attor-
neys practice law in federal district
trial courts. They represent individu-
als and businesses that are experi-
encing severe financial difficulties.

Employment Outlook
l An average rate of employment

growth is expected.

Job Titles
l Trial lawyer
l Attorney at law
l District attorney
l U.S. attorney
l Bankruptcy attorney

Needed Skills
l Must have a bachelor’s degree

followed by a J.D. (doctorate in
jurisprudence).

l Must be licensed by the state(s)
in which law is practiced,
requiring passage of the state’s
bar exam.

l Must have excellent communi-
cation and negotiation skills.

What's it like to work in. . .
Law
Celia is an attorney specializing in
bankruptcy. She spends consider-
able time talking to potential clients
about their options involving bank-
ruptcy. She has an initial consultation
with them in which she discusses the
clients’ financial situation. Once Celia
has a better grasp of clients’ debts
and obligations, she works with them
to explore their options, such as the
various types of bankruptcy. In some
cases, bankruptcy is not the best
option.

Today will begin with two initial
consultations followed by a court
appearance. Celia’s court appearance
will be the final hearing for a client
who has completed an intensive debt
repayment program for some of his
accounts. Today her client will have
the remainder of his debts discharged.

Celia enjoys helping people and
giving them advice and encourage-
ment to improve their financial health.
Many of her clients are overwhelmed
with debt and need immediate relief
from debt collection.

What About You?
Would you like to learn about leg-
islation and apply it to help others in
need? Are you interested in a career
that involves communicating effec-
tively in a courtroom environment?
Would you consider a career as an
attorney?
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19.1

Assessment

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

1. The process of reestablishing a good
credit rating

2. A service to help consumers manage
their debt load and credit more wisely

3. Following an individual plan for
using credit wisely

4. Hiring a company to call your
creditors to negotiate reductions
in the amounts owed

5. The formal process of taking over your
debt situation for a period of time,
after which you will be free of debt

6. A plan to limit the use of credit to no
more than 20 percent of yearly take-home pay, with payments of no
more than 10 percent of monthly take-home pay

7. A record of your debts and a strategy for paying them off

CHECK YOUR UNDERSTANDING
8. Does the 20/10 Rule apply to all types of credit? Explain your answer.

9. How is credit counseling different from debt adjustment?

10. How can you avoid credit counseling scams?

APPLY YOUR KNOWLEDGE
11. What are some warning signs that you are overusing credit and will soon

have credit problems? What choices do you have (in the order you would
pursue them) to help you solve your credit problems?

THINK CRIT ICALLY

12. Explain how the 20/10 Rule is helpful as an individual manages his or her
use of credit. Why is it important for consumers to consider credit
management?

13. Why should individuals try a credit payment plan before seeking other
types of credit advice?

14. Explain the two types of debt adjustment plans. Which one do you think is
better? Why?

a. 20/10 Rule

b. credit counseling

c. credit management

d. credit payment plan

e. credit repair

f. debt adjustment

g. debt management
plan (DMP)

h. debt negotiation
program
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19.2

Bankruptcy as an Option
G
O
A
L
S

n List and describe the types of
bankruptcy.

n Discuss the major causes of
bankruptcy.

n Explain the advantages and
disadvantages of declaring
bankruptcy.

T
E
R
M

S

n bankruptcy, p. 427
n involuntary bank-
ruptcy, p. 428

n voluntary bankruptcy,
p. 428

n discharged debts,
p. 428

n Chapter 7 bankruptcy,
p. 428

n Chapter 13 bankruptcy,
p. 429

n reaffirmation, p. 429
n exempted property,
p. 431

WHAT IS BANKRUPTCY?

When a person gets into serious and irreversible debt and cannot pay the bills,
the final and most serious step is bankruptcy. Bankruptcy is a legal process that
relieves debtors of the responsibility of paying their debts or protects them while
they try to repay. When you declare bankruptcy, you are said to be insolvent.
This means you have insufficient income and assets to pay your debts. Bank-
ruptcy is a second chance, but it carries serious consequences.

BANKRUPTCY
LAWS AND THEIR
PURPOSE
Bankruptcy law in the

United States has two goals.
The first is to protect debtors
by giving them a fresh start,
free from creditors’ claims.
The second is to give fair
treatment to creditors com-
peting for debtors’ assets.
Many creditors complain that
the bankruptcy code requires
them to tighten credit policies
because it is too easy for peo-
ple to give up their debts
rather than accept responsi-
bility for them. On the other
hand, bankruptcy casts a long,
dark shadow over an individ-
ual’s credit record.
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What are the two main purposes of bankruptcy law?
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Bankruptcy laws treat two general classes of debt: secured and unsecured. As
you learned in Chapter 18, secured loans are backed by specific assets that the
debtor pledged as collateral to assure repayment. If the debtor does not pay,
the creditor can take possession of the pledged asset. Unsecured debt is a loan
that is not backed by pledged assets. In bankruptcy, most of the debtor’s
resources may be used to repay unsecured debt.

TYPES OF BANKRUPTCY
Bankruptcy can be voluntary or involuntary. Involuntary bankruptcy occurs

when creditors file a petition with the court, asking the court to declare you,
the debtor, bankrupt. If the court agrees, it takes over your assets to pay off as
much of your debt as possible. Involuntary bankruptcy does not occur very
often, because most creditors would prefer to be repaid in full over a period of
time rather than settle only for a portion of your remaining assets.
Voluntary bankruptcy, the most common kind, occurs when you file a

petition with a federal court asking to be declared bankrupt. The court notifies
your creditors of the pending bankruptcy. Once notice is given, creditors may
file claims. The court decides how much debt you will pay, what assets you can
keep, and what debts will be canceled. Usually the value of all the bankrupt
debtor’s assets is not enough to pay off all the debts. The court trustee sells the
assets and gives each creditor a share.
Discharged debts are debts erased by the court during bankruptcy pro-

ceedings. Creditors can no longer seek payment for these debts. Some debts
are not discharged and must still be paid. These include child support, ali-
mony, income taxes and penalties, student loans, and court-ordered damages
due to malicious or illegal acts. Once declared bankrupt, an individual cannot
file for bankruptcy again for several years (based on the type of bankruptcy).
The bankruptcy process deals with debtors in one of two ways: liquidation or

reorganization. Under liquidation, the court sells the debtors’ assets and uses
the proceeds to pay as much of the debt as possible. The remaining debt is
then discharged. Under reorganization, debtors may keep their property but
must submit a payment plan to the court for repaying a substantial portion of
their debts.
The types of bankruptcy can be distinguished by which of these methods is

used. Chapter 11 bankruptcy is a reorganization form of bankruptcy for
businesses that allows them to continue operating under court supervision as
they repay their restructured debts. The two kinds of bankruptcy available to
individuals are Chapter 7 and Chapter 13.

Chapter 7 Bankruptcy

Commonly called straight bankruptcy, Chapter 7 bankruptcy is a liquidation
form of bankruptcy for individuals. It wipes out most debts in exchange for
giving up most assets. Some assets that are considered necessary for survival
may be retained. The advantage of Chapter 7 bankruptcy is immediate debt
relief—large debts are wiped out as well as any payments on the debt. All
collections must stop as soon as bankruptcy is filed. Debtors have a clean slate
to start over. However, recent bankruptcy laws make it more difficult for a
person to qualify for straight (liquidation) bankruptcy.
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Chapter 13 Bankruptcy

Chapter 13 bankruptcy is a reorga-
nization (payment plan) form of
bankruptcy for individuals. It allows
debtors to keep most of their property
and use their income to pay a portion
of their debts over three to five years.
Debtors work out a court-enforced
repayment plan. Under Chapter 13,
often referred to as the wage-earner’s
plan, some debts are totally dis-
charged, while others are paid off as
agreed within the payment period.
Chapter 13 bankruptcy may seem

better for the debtor in terms of
reestablishing credit. However, the
blemish on the debtor’s credit record
caused by any form of bankruptcy is
hard to overcome for many years.

LEGAL ADVICE
A person considering bankruptcy

should seek good legal advice. In most
states, it is possible to file for bankruptcy
without an attorney. But the law is
complicated, and a good bankruptcy
attorney can help you navigate through
the details. The attorney can also assist
you in deciding which bankruptcy plan
will work best to help you solve your
credit problems.

REAFFIRMATION OF DEBTS
Creditors may ask debtors to agree to pay their debts, even after bankruptcy

has discharged them. Reaffirmation is the agreement to pay debts that have
been legally discharged. You may choose to reaffirm a particular debt if a
friend or family member cosigned the loan and you don’t want to burden this
person with the debt. Also, you may choose to reaffirm rather than allow the
collateral, such as a car, to be repossessed. Reaffirmation requires a court
hearing, and debtors have 30 days to change their minds about promising to
repay. A creditor is prohibited from harassing debtors to reaffirm after the
court proceedings are over.

MAJOR CAUSES OF BANKRUPTCY

Bankruptcy is a last-resort solution to credit problems. Common reasons why
individuals file for bankruptcy are job loss, emotional spending, failure to
budget and develop a good financial plan, and catastrophic injury or illness.
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Why is it best to seek legal advice if you are filing for bankruptcy?
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JOB LOSS
According to Consumers Union, two-thirds of people in bankruptcy have been

unemployed for a period of time before the filing. While you cannot control
unexpected events in life, such as a layoff, you can plan and save for them.
Rather than spend all your income, save a portion each month to help you get
through rough financial times. Avoid overuse of credit, locking you into high
payments. If unemployment causes your income to fall, these payments could
push you into bankruptcy.

EMOTIONAL SPENDING
Consumers often get into trouble because of purchases based on emotion rather

than reason. Buy to meet your needs, not to impress people and not for recre-
ation. Impulse purchases can quickly add up to more debt than you can afford.

FAILURE TO BUDGET AND PLAN
Many people who go bankrupt neither have nor follow a budget. Many do

not know how to set up a budget and are not willing to ask for help in solving
their credit problems. Bankruptcy is not a condition limited to poor people.
Poor planning can occur at any income level. No matter what your financial
position, you must keep your spending and borrowing in proportion to your
income. Most causes of bankruptcy can be avoided by careful planning and
decision making, based on good financial judgment, advice, and goals.

CATASTROPHIC INJURY OR ILLNESS
Medical care costs a great deal. Many people are uninsured or underinsured.

Some insurance policies have high deductibles, holes in coverage, and dollar
limits for major illnesses. While not all catastrophic injuries or illnesses result
in bankruptcy, they often damage a person’s finances for many years. For
example, a person hospitalized for a long time with a critical illness could easily
owe $100,000 a month for medical care, drugs, room charges, and other fees.
If the person has no insurance, his or her savings can be wiped out in the

  VIEW  Points
Some businesses, such as
credit card companies, believe
that consumers abuse credit

laws and take advantage of
creditors. They believe bank-

ruptcy laws are too lenient and
make it possible for people to run up debts

and then walk away from them. These busi-
nesses believe that credit is a privilege and not a
right, and people should be held accountable
for their decisions.
Others believe that credit laws are designed

to protect consumers from unscrupulous busi-
nesses that would take advantage of them.

Bankruptcy is the ultimate protection to give
consumers a new start when they get buried in
debt that they can never repay. Those holding
this viewpoint believe that creditors use decep-
tive practices to lure people into buying things
they cannot afford. Then they raise interest rates
and minimum payments, trapping consumers
into a cycle of debt.

THINK CRIT ICALLY

With which side do you agree? What is your
attitude toward credit laws, such as bank-
ruptcy protection for consumers?
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first month. Many people with this type of debt try to pay it back at a rate they
can afford. It may be years, even decades, before this type of debt can possibly
be repaid, if ever.

BANKRUPTCY: FRIEND OR FOE?

Bankruptcy has its pluses, but it also comes with its downside. A person
considering bankruptcy should carefully weigh the advantages and dis-
advantages of declaring bankruptcy.

ADVANTAGES OF BANKRUPTCY
For individuals whose debt situation seems hopeless, bankruptcy offers a

solution. While this solution is not without a price, bankruptcy does offer the
following advantages:

n Debts are erased. Bankruptcy offers a fresh start. It reduces or eliminates
overwhelming bills, and the debtors can start over. With good financial
planning and counseling, they can avoid future credit problems. How-
ever, future credit may be more difficult to obtain and much more costly
for anyone who has filed bankruptcy.

n Exempted assets are retained.
While Chapter 7 bankruptcy
requires debtors to give up most
of their assets in order to erase
their debts, they can keep certain
amounts and types of exempted
property, or those assets consid-
ered necessary for survival.
Exempted property includes a
limited amount of equity in a
residence, interest in a vehicle,
personal property and furnish-
ings, clothing, some jewelry, and
tools of the trade, including books
and equipment. Exempted items
allow the debtor to start over and
have a base with which to begin.

n Certain incomes are unaffected.
Bankruptcy will not affect certain
types of income a debtor may
have, such as Social Security,
veterans’ benefits, unemployment
compensation, alimony, child
support, disability payments, and
payments from pension, profit-
sharing, and annuity plans. These
sources of income need not be
considered even in a Chapter 13
bankruptcy, in which a required
payment plan is established.
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What is exempted property? Why is it important?
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n The cost is small. Attorneys’ fees and court costs in bankruptcy are rela-
tively small in comparison to the amount of financial relief provided. On
the first visit to an attorney’s office, a debtor will be given total cost
estimates and information about the options available in bankruptcy
proceedings.

DISADVANTAGES OF BANKRUPTCY
While bankruptcy offers debt relief, it carries serious consequences. Bank-

ruptcy should be considered a last resort. Some of the disadvantages of bank-
ruptcy include the following:

n Credit is damaged. A bankruptcy judgment destroys your credit record for
a long time. This judgment remains on your credit records for seven to
ten years. During that time, you could find it very difficult or impossible
to obtain credit. If you did get credit, it would be at a very high interest
rate because you would be considered a very high risk. For example,
credit card interest rates often exceed 25 percent for people who have filed
bankruptcy. Bankruptcy is a red flag to creditors and others that you were
at one time unable or unwilling to meet your financial responsibilities.
Depending on the circumstances that caused the bankruptcy, people may
continue to mistrust you in business affairs for well beyond the ten years.

n Property is lost. Most of your property will be taken away and sold to pay
your debts. You may not even be able to keep exempt assets. Assume that
you own a house worth $120,000 that has a mortgage of $90,000 against
it. Your equity is $30,000. While the bankruptcy code (2007) allows you
to keep the first $20,200 of equity in your home, you may be required to
sell the home. You will be allowed to keep $20,200, and the remaining
amount must be used to pay off creditors. Or, if you own a car valued at
$5,000 and you owe $2,800 on it, your equity is $2,200. Since this
amount is less than the allowance for a car according to bankruptcy law,
($3,225 in 2007) you will not have to sell the car. However, if you own a
car valued at $9,000 with a loan of $5,000, your equity is $4,000. You
are allowed only equity of $3,225. In this case, you will probably have to
sell the car and use all proceeds over $3,225 to help pay off your creditors.

n You may not qualify for liquidation. Recent bankruptcy law changes make
it difficult for people to file for Chapter 7 (straight) bankruptcy. Thus,
they will be required to complete a three- or five-year payment plan.

n Some debts continue. Regardless of the type of bankruptcy selected, all debt
is not erased. Certain obligations, such as for child support and alimony,
will remain after bankruptcy. Income taxes and related penalties that are
less than three years old, student loans, and other debts at the discretion
of the bankruptcy court will also remain. Also, if a lender can prove that
there was any type of false representation on the debtor’s part in con-
nection with a debt, the debt will not be discharged.

n Some debts can be reaffirmed. You may feel the need to reaffirm some debts
to protect your cosigners or avoid losing an important asset. However, by
reaffirming, you will not get the fresh start that you probably need.

n Cosigners must pay. After you have been declared bankrupt under Chapter 7,
your cosigners must repay the loans they cosigned. Cosigners are likely to be
your close friends or family members. Leaving them saddled with the debt
can damage your personal relationships.
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ISSUES IN YOUR WORLD

WHEN BANKRUPTCY IS THE BEST CHOICE
Ben and Michelle were married less than two years when she became pregnant
with their first child. He was working full time and had good health insurance that
paid 80 percent of all charges that were reasonable and necessary. The pregnancy
appeared to be normal until shortly before the expected delivery date. At that time,
it was discovered that the baby would be born with serious health problems, including
a hole in her heart, birth defects that would leave her deaf, and underdeveloped
organs that would require considerable medical attention.

Six months later, the baby came home, having survived six weeks in the hospital,
three surgeries, and a poor prognosis. She would have to undergo several more
surgeries in order to repair the damage and birth defects. During that time, Ben
had to change jobs so he could have better coverage (most medical policies have
maximum amounts they pay out on one individual). In addition, many procedures
were considered “experimental” for which the insurance company would not pay.
Still, the couple wanted their daughter to live, so they pledged their house and all
other assets to secure medical care.

Medical technology has come a long way. When the baby was a year old, she had
her last operation. It both repaired her hearing loss and allowed for the removal of
feeding tubes so that she could, for the first time, eat on her own. When the final
medical bills came in, the couple found themselves owing more than $300,000 to
hospitals, doctors, labs, and surgeons.

Faced with payments that were overwhelming, the couple elected bankruptcy. It
was the best choice for several reasons. First, even by spreading out payments
over ten years, they would be unable to meet other financial obligations. Second,
the debt would prevent them from moving forward with a financial plan for the
future of their child as well as their own financial security. Third, bankruptcy allowed
them the debt relief they needed to avoid the stress of overwhelming debt.

THINK CRIT ICALLY

1. Do you agree that filing bankruptcy was the best option for Ben and Michelle?
Explain why or why not.

2. Do you know someone who has faced a financial disaster for which bankruptcy
was (or might yet be) the best solution? Explain why. Or, describe a situation in
which you think bankruptcy would be the best solution.

3. Assume you know someone who is facing bankruptcy because of overspending,
careless planning, or greed. What advice would you give this person?
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19.2

Assessment

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

1. Debts erased by the court

2. The agreement to pay debts that
have been legally discharged

3. A legal process that relieves debtors
of the responsibility of paying their
debts or protects them while they try
to repay

4. A reorganization (payment plan)
form of bankruptcy for individuals

5. Assets considered necessary for
survival that a bankrupt debtor
is allowed to keep

6. Bankruptcy that occurs when
creditors file a petition with the
court against a debtor

7. A liquidation form of bankruptcy for individuals

CHECK YOUR UNDERSTANDING
8. What kinds of spending are most likely to get you into credit trouble?

What can you do to avoid these dangers?

9. Do you believe that advantages of bankruptcy outweigh the disadvantages?
Explain.

APPLY YOUR KNOWLEDGE
10. List the four major causes of bankruptcy for individuals. Next to each one,

explain what you could do to avoid bankruptcy caused by these events.

THINK CRIT ICALLY

11. How is Chapter 7 bankruptcy different from Chapter 13 bankruptcy?
Which do you think is the best form for a person with enormous debts?

12. Explain why bankruptcy may be the best option for some consumers,
giving advantages and reasons for choosing a form of bankruptcy.

13. Explain the disadvantages of bankruptcy and explore reasons why it
should be a person’s last resort.

a. bankruptcy

b. Chapter 7 bankruptcy

c. Chapter 13
bankruptcy

d. discharged debts

e. exempted property

f. involuntary
bankruptcy

g. reaffirmation

h. voluntary bankruptcy
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19

Chapter Assessment

SUMMARY

19.1
n Consumers should have a responsible credit management plan. The

20/10 Rule suggests that your total debt not exceed 20 percent of
yearly take-home pay and that your monthly payments not exceed
10 percent of your monthly take-home pay.

n Danger signs that you are overextended include buying everything with
credit, paying late, using one account to pay another, worrying about
debt, having inadequate unused credit to meet emergencies, reaching
card limits, skipping payments, and having a falling credit rating.

n Consumers should manage their credit with a credit payment plan, which
is a strategy to pay off the most expensive debt first.

n Credit counseling services provide budgeting advice and work with your
creditors to create a payment plan you can afford.

n With a debt management plan, you give money each month to a credit
counseling organization that uses it to pay off your debt.

n Debt negotiation involves hiring a company that will work with creditors
to reduce the balances owed.

n Debt adjustment involves either a debt adjustment service plan, in which
you hand over control of your finances, or a debt consolidation loan.

19.2
n Bankruptcy laws are designed to help people get a fresh start and to

provide fair treatment to creditors competing for the debtor’s assets.

n Bankruptcy may be voluntary (filed by debtor) or involuntary (filed by
creditors against the debtor).

n Chapter 7 bankruptcy is a liquidation form in which debtors must give up
most of their assets in exchange for having debts discharged.

n Chapter 13 bankruptcy is a reorganization form in which debtors may
keep most of their property and repay a portion of their debts following a
court-enforced repayment plan.

n Common causes of bankruptcy are job loss, emotional spending, failure to
budget, and catastrophic injury or illness.

n Advantages of bankruptcy include that debts are erased, exempted assets
are retained, certain incomes are unaffected, and the cost is small.

n Disadvantages of bankruptcy include that credit is damaged, property is
lost, you may not qualify for liquidation, some debts continue, some debts
can be reaffirmed, and cosigners must still pay.
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APPLY WHAT YOU KNOW

1. Search the Yellow Pages, business directories, and the Internet, and
list several of the following: (a) nonprofit credit counseling services,
(b) finance companies that offer debt adjustment services, (c) attorneys
specializing in bankruptcy, (d) classes or other credit counseling services
provided in the community, either for a fee or free. Visit the web site
of one organization of each type and write a brief summary of the kinds
of information and services it provides.

2. Search the Internet for advice on staying out of credit trouble. Make a list
of at least five tips that you find helpful. Note the URL of the web sites.

3. Mark and Julie have the following debts:

n Credit Card #1: $2,000 balance, 18% interest, minimum payments of
$30 per month

n Credit Card #2: $1,000 balance, 15% interest, minimum payments of
$20 per month

n Credit Card #3: $3,000 balance, 24.99% interest, minimum payments
of $50 per month

n Store Account #1: $800 balance, 21% interest, minimum payments of
$40 per month

Prepare a credit payment plan. How many months will it take to pay off
their credit cards if they have $200 per month to make credit payments?

4. Check the classified section of your newspaper for bankruptcy notices
every day for one week. Answer these questions: (a) How many total
bankruptcies were filed in the seven-day period? (b) What is the lowest
amount of debt claimed? (c) What is the highest amount of debt claimed?
(d) What was the lowest amount of property claimed as exempt? (e) What
was the highest amount of property claimed as exempt?

5. Search for articles online or in print publications for information on
the most recent bankruptcy laws in your state. List the exempted
amounts for the most current year for (a) homestead, (b) personal
property, (c) jewelry, (d) motor vehicles, (e) tools of trade, and (f) wild
card—any property.

MAKE ACADEMIC CONNECTIONS

6. History Look up the original federal Bankruptcy Act of 1898 in a
reference book or online and write a report covering the following:
(a) provisions of the law (in outline form), (b) exempted items allowed
and types of income excluded, and (c) procedures or steps involved in
filing bankruptcy. Write a report about your findings.

7. Economics Although bankruptcy is used by consumers to get a “fresh
start,” it has other effects on businesses and the economy. Research the
impacts of bankruptcy on our economy and prepare a short report.

8. International Studies Choose another nation in the world. Conduct
Internet research and prepare a presentation on bankruptcy law in that
country. Compare it to U.S. bankruptcy law. How is it different? How is
it similar? Which one is better? Why?
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SOLVE PROBLEMS AND

EXPLORE ISSUES

9. Your friend Al has trouble paying his bills. He has taken a second job
in order to make all his payments, but the long hours and hard work
are causing him health problems. What suggestions do you have in
helping him manage his credit problems?

10. Mark and June have decided to get help with their credit problems
rather than declare bankruptcy. They want to extend the time for
repaying loans, but they don’t want to hand over their checkbook
and credit cards to a finance company. What other options do they have?

11. Betty owns a small store. The store has been losing money for some time.
Because she is the sole owner of the business, her personal assets are
at risk. Explain to Betty the differences among Chapters 7, 11, and 13
bankruptcy.

12. Dan is considering bankruptcy. He has the following assets: $34,000
equity in home, $5,000 equity in motor vehicle, $500 in personal items
and clothing, $2,000 in appliances and furnishings, $2,000 in tools of
the trade, and $8,000 in jewelry. Using the table below, how much (total)
will he be allowed in exempted items?

Federal Bankruptcy Exemptions, Effective April 1, 2007:

Homestead $20,200

Life insurance 10,775

Personal property 525 per item, up to $10,775

Jewelry 1,350

Motor vehicle 3,225

Tools of trade, books, or equipment 2,025

Wild card 1,075 of any property

EXTEND YOUR LEARNING

13. Legal Issues Willfully hiding assets (in storage units or other places) so
that they won’t be used to pay off debts is called bankruptcy fraud. It is a
federal crime. It is also illegal to transfer title to assets to relatives or
friends so that they won’t be part of the bankruptcy estate. The bank-
ruptcy trustee must be able to access a debtor’s full assets in order to
fairly distribute lawful amounts to creditors. Why do people try to hide
and transfer assets? How could they get caught? What are the penalties
for this type of crime? Do you think the penalties are fair? Why or
why not?

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

Chapter 19 Problems with Credit 437

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



ryan_0538449373_unitcase04, 12/19/8, 15:7, page: 438

Suze Orman
Born Susan Lynn Orman in Chicago in 1951, Orman came from a working
class background and says she “did not grow up with money.” She has a BA in
social work from the University of Illinois, but she began her working life as a
waitress at the Buttercup Bakery in Berkeley, California (1973). In 1980, a
long time customer gave her a $50,000 loan to use toward her dream of
opening her own restaurant. She tried investing the money but was swindled
by a stockbroker. Orman took it as a hard lesson and decided to learn more
about financing and investing. She went to work for Merrill Lynch and

completed training to become an account executive. She stayed there
until 1983 and then moved on to the position of vice president of
investments with Prudential Bache Securities. In 1987 she opened
her own financial planning company. In 1997, she stepped down
from Suze Orman Financial Group to write books and pursue her
television personality goals.
Orman has written several books including The Courage to be Rich,
The Road to Wealth, and Women and Money: Owning the Power to
Control Your Destiny. She has a Q&A advice section in O, The Oprah
Magazine, writes a biweekly column entitled “Money Matters” on
the Yahoo! Finance web site, and contributes articles to magazines
such as Costco Connection and Your Business At Home. Orman hosts a
weekend financial planning show on CNBC called The Suze Orman
Show and a TV program on QVC called Suze Orman’s Financial
Freedom. As of 2008, Orman’s personal net worth was more than
$10 million.
Orman has a straightforward approach, telling it as she sees it. She
believes that people use too much credit and that overuse of credit is
irresponsible. She advises people to get out of debt and save for the
future. She explains that credit is a trap, and it’s easy to get caught.
Financial freedom is based on having money to spend, not tying it
up on purchases you really cannot afford. She advises consumers to
act responsibly and to not spend more than they can comfortably
pay back.

THINK CRIT ICALLY

1. How did writing books help Orman achieve success?

2. Explain what Orman means by “credit is a trap.”

3. Will you follow Orman’s advice regarding how to achieve financial
independence? Why or why not?

UN I T 4 CA S E
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Managing Credit
and Debt

Overview
Previous unit projects focused on examining your financial
position, building and protecting your savings and
investments, and planning your retirement and estate.
In this project, you will learn more about credit and
debt load and how to protect yourself from credit card
fraud.

YOUR USE OF CREDIT
Credit will enable you to enjoy a standard of living that otherwise would not be

possible. Nearly everyone uses credit. Wise consumers analyze their use of credit
annually, comparing sources, interest rates, minimum payments, and other
features (such as rebates). Understanding your current credit and planning
future credit purchases is a part of good credit management. To analyze your use
of credit, complete Worksheet 1 provided for you in the Student Activity Guide
and also presented for reference on the next page.
When examining your use of credit, you may want to keep control sheets for

tracking your progress in paying off debts. A sample control sheet is shown in
Figure U4.1. You can make similar sheets for each credit account and track the
monthly payments. At the end of the year, you can total the finance charges.
Keeping the control sheets will help you see the true cost of your credit card

purchases. It will also encourage you as you see the debt going down.

UN I T 4 P RO J E C T
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Directions: List each type of credit you have and its features. Then complete the analysis to determine what action
can and should be taken. 

No. of 
Payments

Left
Monthly
Payment

Installment credit:  

Personal loans: 

Automobile  

Home improvement  

Other:____________

__________________ 

Charge accounts: 

1.________________

2.________________

3.________________

Total debt outstanding..............................................    

Average APR.............................................................................................  

Ranking
Special 
FeaturesAPR

Outstanding
Balance 

_________

_________

_________

_________

_________

___________

___________

___________

___________

___________

___________

___________

___________

$__________

______

______

______

______

______

______

______

______

______

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

How long will it take to pay off the outstanding debt? (Total outstanding debt divided by total monthly payments) 

________________________________________________________________________________________________________ 

Which debts do you feel comfortable with? _________________________________________________________________

________________________________________________________________________________________________________ 

Which debts will you pay off first (those with highest rates/priority ranking)? ____________________________________

________________________________________________________________________________________________________

________________________________________________________________________________________________________

What are some anticipated future debt needs?_______________________________________________________________

________________________________________________________________________________________________________

________________________________________________________________________________________________________

Which credit sources will you use for future debt (those with lowest rates)?______________________________________

________________________________________________________________________________________________________

________________________________________________________________________________________________________

WORKSHEET 1 
Credit Analysis 

FIGURE U4.1 Control Sheet

Control Sheet: VISA Account

(1)

Date 

(2)
Previous 
Balance

(3)
Payments
(Credits) 

(4)
New Charges

(Debits) 

(5)
Finance
Charge 

(6)
New Balance

(2 � 3 � 4 � 5)

1/1
2/3
3/2
3/4

$280.63
272.85
244.86
231.74

$35.00
35.00
35.00
35.00

$20.00
0     

15.00
0     

$7.22
7.01
6.88
6.55

$272.85
244.86
231.74
203.29
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YOUR DEBT LOAD
A debt load is the amount of outstanding debt at a particular time. Whether

your debt load is acceptable to you will depend on your ability to meet the
regular payments, your ability to pay off the debt quickly if necessary, and
your level of comfort with the amount of debt you owe.
One rule says that installment debt should not exceed 20 percent of yearly

take-home pay. Another holds that you should be able to pay off all install-
ment debts in one year at your current monthly payments. Still another says
that you should be able to pay off your debts within 30 days if absolutely
necessary (with all the cash you can raise).
Complete your debt-load analysis, using Worksheet 2 provided for you in the

Student Activity Guide and also presented for reference below. Compute your
self-score. Assessing your debt load will help you determine the severity of your
debt problem so that you can take corrective action if necessary.

WORKSHEET 2 
Your Debt Load

Directions: Answer the following statements with a “Yes” or “No.” Then read the information following the

statements to make an assessment of your debt load.

  1. You pay only the minimum amount due each month on charge and credit accounts.

  2. You make so many credit purchases that your debt load (total debts outstanding)

      never shrinks.

  3. You are usually not able to make it until the end of the month and must borrow

      from savings.

  4. You have borrowed from parents or others and do not have plans to repay the debt.

  5. You are behind on one or more of your payments.

  6. You worry about money often and are discouraged.

  7. Money is a source of arguments and disagreements in your family.

  8. You often juggle payments, paying one creditor while giving excuses to another.

  9. You really don’t know how much money you owe.

10. Your savings are slowly disappearing, and you are unable to save regularly.

11. You’ve taken out loans to pay off debts or have debt consolidation loans.

12. You are at or near the limit of your credit lines on credit and charge accounts.

13. You worry more about the amount of the payment than the amount of interest 

      (interest rate) you are paying on loans.

ASSESSMENT: Total number of “Yes” answers _________

If you answered yes to 8 or more statements, you need to take immediate action to correct your debt load. If

you answered yes to 4–7 statements, you should seek to remedy the defects in your debt load soon. If you

answered yes to 1–3 statements, you are in pretty good shape and can solve your debt problems. If you 

answered no to all the statements, congratulations—keep up the good work! 

YES

YES

YES

YES

YES

YES

YES

YES

YES

YES

YES

YES

YES

NO

NO

NO

NO

NO

NO

NO

NO

NO

NO

NO

NO

NO
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Debt represents future earnings already spent. Unfortunately, many people
never assess how much future income they have already committed to debt
and whether the types and sources of credit they use are most advantageous to
them. You can avoid this trap by periodically making a careful assessment of
your debt load throughout your life.

PROTECTING YOURSELF FROM CREDIT FRAUD
The cost of credit fraud exceeds $3 billion a year. Maybe you will never be a

victim, but everyone pays for credit fraud through higher interest rates and
membership fees and in other ways in which the costs are passed along to
consumers. To protect yourself, do the following:

1. Shred unneeded statements and credit documents before pitching them
so that account numbers cannot be read.

2. Do not allow store clerks to write your Social Security number, credit
card number, expiration date, or other sensitive information on checks or
other documents.

3. Pay cash in cases where you suspect your credit information may not be
secure.

4. Never give credit information over the telephone or on the Internet to a
person or company you do not know.

5. When shopping online, check for your browser’s security icon to make
sure your transaction will be encrypted.

6. Never sign blank credit slips, and draw a line through blank spaces when
you sign.

7. Verify your monthly statements promptly upon receipt.
8. Notify creditors in advance of an address change.
9. Never lend your credit cards to anyone.

10. Never put your account number on the outside of an envelope or on a
postcard.

11. Use a separate credit card with a low credit limit for purchases from
merchants you don’t know and for use on the Internet. This way you
minimize the fraud that could occur.

12. Keep a list of credit accounts with their 1-800 contact numbers. In the
event an account is compromised, report it immediately.

13. Freeze your credit if you suspect there is unauthorized activity.
14. Monitor all of your credit accounts, even those with zero balances. Most

businesses have online account access that allows you instant contact.
15. Carefully examine all credit offers, reading the fine print and comparing

them to other offers.

You can probably think of many more ways to protect yourself from credit
fraud. One bad experience will convince you that it’s worth your time to take
precautions.

CREDIT SCAMS
There are many credit scams that sound like great deals. For example, you may

see advertisements that guarantee you a loan, claiming that “bad credit or no
credit” is not a problem or that “no applicant is ever turned down.” In reality,
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these advertisements are for advance-fee loans. In this scam, the applicant fills out
an application and pays an upfront fee. The fee is often substantial—from $25
to $200—and there may be other monthly service charges and fees in addition
to interest. A legitimate lender does not charge a fee for applying for open-end
credit, nor will the lender guarantee that you will qualify for credit. Whenever it
seems too easy, there is likely a good reason to be suspicious.
Other scams may look like credit restoration or repair services. For example, a

prepaid credit card is one where you have a “savings” balance that is as much
or greater than the credit card spending limit. Maintenance fees and other
charges are added to your account, so that you are making payments even
when you aren’t using the card. These deals make money for the scam artists
but do nothing to help rebuild credit for the consumer. Legitimate credit card
companies do not follow these practices.

ETHICAL DECISIONS
Ethics are principles of morality or rules of conduct. Ethical behavior con-

forms to these rules; unethical behavior violates them. You may have many
opportunities to take advantage of other people. When these opportunities
come your way, stop and think how you might feel if you were victimized.
Worksheet 3 lists some circumstances involving credit. Think about how you
might react to each circumstance. To develop skill in analyzing ethical issues,
complete the situational analysis using Worksheet 3 provided for you in the
Student Activity Guide and also presented for reference below.

WORKSHEET 3 
Situational Analysis

For each situation described below, explain how you would respond and
why. What are the ethical issues involved in each decision?

1. You walk by an ATM in a mall. You see a bank debit card that was left
    there by a previous user. You look around and there is no one nearby
    to claim the card. If you leave it there, someone else may find it. What
    would you do? 

2. You make a payment on your credit account at a customer service 
    center. The worker, who is new and in training, accidentally credits
    your account for more than you paid. For example, you gave her $25
    and she credited your account twice, totaling $50. What would you do?

3. Someone you know returns merchandise to a store and gets a credit
    on his charge account, knowing that he purchased the merchandise
    elsewhere. What would you do? 

4. Your friend frequently buys clothing on credit, wears it to a special
    event, and returns it to the store before the account is due, claiming
    the garment is damaged or dirty. She then receives a credit or a refund
    for the merchandise. What would you do? 
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