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AFI Training Toolkit for 
Money Smart Module #7: To Your Credit
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Introduction

The AFI Resource Center has developed this series of training toolkits to supplement the FDIC’s Money Smart curriculum.  The kits provide additional lessons on key asset building topics, and they are designed for use with participants in Individual Development Account (IDA) programs.  The tools in this toolkit supplement FDIC’s Module #7: To Your Credit, which helps participants learn about credit reports, credit histories, and ways to improve credit scores.  This toolkit includes: 

· An overview of how this Money Smart Module #7 is organized.  

· AFI Training Tools for teaching Money Smart curriculum to various Target Audiences. (people without formal banking relationships, people with existing banking relationships, young people).
To get the most benefit from this Toolkit: 

· Order a complimentary copy of the FDIC Money Smart Curriculum and become familiar with its contents.  

· Review the key terms and definitions used in the AFI Training Toolkits.  
· Access the Training Techniques and Terminology used in the AFI Training Toolkits. 
Note: All materials should be attributed to the AFI Resource Center.

Overview of Money Smart Module #7: To Your Credit
Objectives of Money Smart Module #7
After completing the module, participants are able to:

· Describe the purpose of a credit report and how it is used;

· Order a copy of their credit report;

· Read their credit report; and

· Identify ways to build and repair their credit history.
The module can be delivered in about 90 minutes.  Much of the module is presented via lectures, although there are also small group discussions and exercises that give participants a chance to practice what they have learned.

Step-by-Step Overview of the Module

The module begins by soliciting participant expectations for the session and providing an overview of the module’s objectives.  At this time, participants also complete the “Before-the-Training” column of the “What Do You Know?” form in the participant guide.  

Next, participants will reflect on their first experience with credit.  Participants are paired off to interview and learn about each other’s first experience with credit.  This activity will show participants that there are many different ways that consumers use credit and that past behavior influences their ability to get new credit and build assets today.  

The module then transitions to a discussion on paying off past debt while saving in an IDA.  Here, participants will analyze a case study of a fictional IDA account holder named Maria who wants to pay off past debt while at the same time saving in her IDA.  This exercise gives participants hands-on experience of creating a spending plan to achieve two objectives.  

The next section discusses the major components of a credit score:

35 percent
History of On-Time Payments

30 percent
Amount of Outstanding Debt

15 percent
Length of Credit History

10 percent 
New Applications for Credit

10 percent
Types of Credit (Installment, Revolving and 30-Day)

Participants then work in small groups to review the characteristics of five fictional IDA account holders and how they manage debt.  Using the carousel method, each group will advise these characters on how to improve their borrowing behaviors so that they are more likely to achieve their IDA goals.

Next, participants will analyze a credit timeline.  In this exercise, participants review the life events of Jean, a fictional IDA participant, and make the connection between Jean’s life events and their impact on her credit score.  This exercise teaches participants that credit scores are affected by both life choices and events over which one has no control.

The next section of the module features a brief presentation on the 5 “C’s” of Credit: Capital, Capacity, Credit, Collateral and Character and emphasizes that lenders analyze various pieces of an applicant’s financial history when making the determination to make a new loan.

The To Your Credit module concludes with an in-depth exercise in playing loan underwriter and calculating a debt-to-income ratio.   In this activity, small groups work together to analyze the debt of a fictional IDA participant and her husband.  Through a hands-on exercise, participants learn how lenders make decisions to extend new credit based on the debt that borrowers currently possess.  The module finishes with participants making recommendations on how the fictional couple can improve their financial situation to make future loan applications stronger.

Instructor Aids Included in the Module

Money Smart Module #7: To Your Credit includes six Instructor Aids.  Each instructor aid is described below.  Supplemental materials are provided in the next section.

· #1, To Your Credit: Individual Reflection, is provided to help your participants think about how their first credit experience and what their early uses of credit were like.  This exercise provides a foundation for discussions of credit reports.

· #2, Case Study: Maria Tackles her Debt While Saving in an IDA, gives participants the information necessary to make a debt repayment plan for a fictional participant in an IDA program.  Case studies are useful in teaching sensitive topics where focusing on personal experiences might be too confusing or emotional.  Instead, participants can master the concepts using a fictional person and apply the lessons to their experience later.

· #3, Credit History “Hot Spots” and Behavior Change, is a worksheet that describes five fictional IDA participants and how they use credit.  This gives participants the opportunity to apply what they have learned on the components of a credit score and provide advice on how these characters can raise scores in the future.

· #4, Jean’s Credit Score Timeline, is a worksheet that illustrates how credit scores reflect the actions and life events of the credit user and thus are constantly changing.
· #5, The 5 “Cs” of Credit, is a worksheet that provides participants with a place to take notes during the discussion on factors to take into consideration during a loan application.  

· #6, Case Study: Larry and Lucy Prepare to Apply for a Mortgage, deals with a fictional couple in an IDA program who are preparing to purchase their first home.  The exercise guides participants in determining the debt-to-income ratio for the couple, and gives participants the opportunity to give the characters advice on how to bring down their monthly debt payments.

AFI Training Tools for

Money Smart Module #7: To Your Credit
The following training tools supplement Money Smart Module #7:  To Your Credit and are for use by AFI project staff in teaching financial education to their IDA participants.

The supplemental activities and exercises also may be used for different target audiences of IDA participants including people without formal banking relationships, people with existing banking relationships, young people and new Americans (immigrants, refugees and asylees).  Under each exercise heading, we have indicated the target audience for the exercise.
Supplemental training tools include:

· 7.1 Key Terms and Definitions for Credit and Credit Building – Facilitators may use these terms and definitions in the training or provide them to the participants as a handout.  Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.
· 7.2 Building Strong Credit Histories to Build Assets – Provides participants with a framework to connect past and present use of credit to saving in an IDA and preparing for an asset purchase.  This information is presented through presentation, individual reflection, pair exercise and large group facilitation.  Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.

· 7.3 Paying Off Past Debt While Saving in an IDA – Provides participants with a conceptual framework as well as practical hands-on experience in creating a debt elimination plan.  This is presented through presentation, a case study to be completed in small groups and large group facilitation. Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.

· 7.4 Credit History “Hot Spots” and Behavior Change – Provides participants with a link between past behaviors and the impact to their credit reports.  These factors are presented through presentation, a small group exercise accompanied by a carousel and large group facilitation. Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.
· 7.5 Credit Timeline – Provides participants with a visual explanation of the link between borrowing actions, life events and credit scores.  This information is presented through presentation, individual exercise and large group facilitation. Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.

· 7.6 The 5 “Cs” of Credit – Provides participants with the five areas that will be assessed on a loan application.  This information is presented through large group facilitation. Target audiences: people without formal banking relationships, young people and new Americans.

· 7.7 Debt-to-Income Ratios – Provides participants with an explanation of how lenders assess consumers’ debt versus their income when making a decision to for loan money.  This is presented through presentation, a small group exercise utilizing a case study and large group facilitation. Target audiences: people without formal banking relationships, people with existing banking relationships, young people and new Americans.
Feel free to adapt these materials for your IDA participants.  The AFI Resource Center welcomes feedback on the content or quality of these supplemental materials and exercises.  
AFI Supplemental Training Tools

Money Smart Module #7:  To Your Credit
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Trainer Tips
The curriculum includes action words, which are suggestions for trainers to follow in going through steps in each lesson.  This is what they mean.

Ask: These are to pose to participants in order to generate thinking and discussion.  These are the foundation for facilitated discussions.

Explain: These are statements to clarify and define topics.  They usually come after participant discussions or before an activity that involves participants applying knowledge.

Summarize: Trainers usually (but not always) will want to provide participants with a recap of what the group just discussed—in particular, summarizing and highlighting what participants said so they feel like they are part of the learning process.  If the group did not provide sufficient input on a topic, trainers can use the examples to further illustrate key points.

In some cases, an Example is provided to explain a particularly challenging topic.

7.1 Key Terms and Definitions for Credit and Credit Building

Bankruptcy: This is a legal proceeding that can release a person from repaying debts.  There are two types of bankruptcy, they are Chapter 7 and Chapter 13.  These definitions are from the Bankruptcy Act.   In Chapter 13 bankruptcy, the debtor keeps all of his or her property and makes regular payments (payment amounts are determined during the bankruptcy proceedings) on the debts, even after filing for bankruptcy.  In Chapter 7 bankruptcy, the debtor gives up all nonexempt property to the bankruptcy court.  These assets are then used to pay off creditors.  The debtor keeps his exempt property.  Record of a bankruptcy stays on your credit report for 7 to 10 years.

Collection account: This is a past-due account that has been referred or sold to a specialist to collect part or all of the debt.

Credit report: This is a record of some of your bill and debt paying history.  It tells lenders who you are, how much debt you have, whether you have made payments on time and whether there is negative information about you in public records.

Credit reporting agencies: The three credit reporting agencies are Equifax, Experian, and TransUnion. These agencies receive information from a variety of creditors, usually monthly, about whether loan payments are made on time.

Debt Management Plan (DMP): In a DMP, you deposit money each month with the credit counseling organization, which uses your deposits to pay your unsecured debts (such as your credit card bills, student loans and medical bills) according to a payment schedule the counselor develops with you and your creditors.  

Debt Settlement: Unlike debt management plans which are designed to pay off your debts in full over time, debt settlement companies work to get your creditors to settle.  Generally, clients send monthly payments to the debt settlement company instead of their creditors.  The first few months, the debt settlement companies take the payments as their fee.  Subsequent payments are placed in an account where they accrue.  During this time, all of the debts have become delinquent, so the debt settlement company negotiates a settlement—partial pay out—of the outstanding debt.  Debts that are settled show up on credit reports as “Charged Off-Settled” or “Paid-Settled”, which factor in negatively to both the credit reports and scores. 
Dispute letter: This is the letter you write to a credit reporting agency when you believe there is an error in your credit report. The credit reporting agencies are required to conduct an investigation within 30 days of receiving your letter.

FICO score: Fair Isaac Corporation (FICO) scores are the dominant method lenders use to assess whether you qualify for credit and how much the credit will cost you.  FICO scores are calculated using a computer model that compares the information in your credit report to what is on the credit reports of thousands of other customers.  FICO scores range from 300 to 850.
.

Identity theft: Identity theft occurs when thieves steal your personal information, such as your Social Security number, birth date, or credit card numbers.  The thieves might then open a new credit card account using your name, birth date and Social Security number or open a new bank account in your name.  This can have a negative effort on your credit reports and scores.
Judgment: This is a court order placing a lien on a debtor’s property as security for a debt owed.  It remains on the credit report for seven years from the date it was filed. 

Opting out: Credit card companies often access your credit report so that they can send you applications for their credit cards.  You have the right to “opt out” of receiving these offers.  Once you ask to opt out, the credit card company can no longer send you these offers. 

Tax lien: A claim against property or assets filed by the taxing authority for unpaid taxes.  It remains on your credit report for seven years.

VantageScore: A new credit score that is different from the FICO score.  It was developed as a joint venture among three credit reporting agencies (Experian, Equifax, and TransUnion) that ranges from 501 to 990.  It also groups scores into letter categories covering a 100 point range, similar to grades you receive on a report card.  From 501 to 600 points, you would have an "F" credit grade.  If you have 901 points or more, your credit grade would be “A.”
7.2 Building Strong Credit Histories to Build Assets

Purpose:  

To provide participants with a framework for connecting past and present credit use to IDA savings and preparing for an asset purchase.

Objectives:

After completing the exercise, participants will be able to:

· Recognize how past credit use affects them today.
· Understand the relationship between having a strong credit history and realizing financial goals.

Time Needed: 15-20 minutes

Materials Needed: Chart paper or erasable board; markers

Process: Presentation: Individual Reflection (Part I); Individual Reflection (Part II); Pair Exercise (Part III); Large Group Facilitation (Part IV).

Part I:  Presentation

Explain:
· In order to realize savings goals and eventually invest in an asset, you must first consider past use of credit (if any). 

· Any lender that you work with in the future will assess your ability to repay a loan based on your past behavior is borrowing.

· In this country, many opportunities to increase financial assets will be granted based on past history of successfully repaying debt. 

· If you have made poor borrowing choices or have had unfortunate life experiences that led to negative entries on our credit reports, now is the time to make positive changes for the future.  

· If you have no formal record of using credit, there are ways to document non-traditional credit to begin building a formal credit history.  [Note:  Tips on how to build a formal credit history appear in other segments of this module.]

Part II: Individual Reflection

Provide the following instructions:

· Please think for a minute about your first experience in using credit.  If you have never used credit in a formal setting, think about a time when you either borrowed or lent money informally.  

· On your handout, please answer the following questions.  

· You will have 10 minutes to complete this exercise.

· What was the experience like?  

· Did you purposely seek out the credit, or was it offered to you?  

· Once you had the credit, how did it make you feel?  

· How did you use it?  

· What was the experience like in paying down the debt that you built up?

· Were you able to pay off the debt?  If not, what did you do?

Part III:  Pair Exercise

Provide the following instructions:

· After you have completed the handout, interview your partner to learn about their experience with credit.  Each member will have five minutes to interview his or her partner.  Then you will switch roles for the remaining five minutes.

Part IV: Large Group Facilitated Discussion

Ask: What did you learn about yourself through completing this handout?  

Ask: What did you learn about others through the interviews?

Ask: Why is it important to think about past use of credit when you are preparing for your IDA purchase?
Summarize the discussion using the following key points:

· You may not believe that past behavior using credit cards is a true reflection of us as people.  

· You may think that you might have been irresponsible with credit cards in the past because you were young or inexperienced, but that you will be more responsible with credit in the future.  

· It is up to you to make changes now so that they appear on credit reports for future lenders to see.

· Years ago, many homeowners received a mortgage from the community bank where they held their accounts.  

· They went to the bank counter to perform all of their transactions and they got to know the bank staff over time.  

· Loan committees may have been made up of members of the community.  This type of lending is called character lending -- you were approved for a loan based both on your past borrowing behaviors but also on the character that you exhibited when you interacted with bank staff.

· Today most homebuyers do not have a previous banking relationship with the lender that they approach for a loan.  The lender relies on their credit histories in order to make a lending decision.  

· If you do not believe that your credit history is an accurate depiction of your borrowing character, it is up to you to change your current behavior and make any needed corrections to your credit report.  [Note:  Making corrections on your credit report is covered in a different section of this module.]

7.3 Paying Off Past Debt While Saving in an IDA

Purpose:  

To provide participants with a conceptual framework as well as practical hands-on experience in creating a debt elimination plan.

Objectives:

After completing the exercise, participants will be able to:

· Assess their own debt repayment needs alongside their IDA savings goals.

· Create a monthly spending plan to address both categories. 

Time Needed: 30-40 minutes

Materials Needed: Chart paper or erasable board; markers; calculators

Process: Presentation (Part I); Case Study to be Completed in Small Groups (Part II); Large Group Facilitation (Part III). 

Part I: Presentation

Explain:

· Most Americans carry debt.  In fact, in 2007 the average credit card balance for consumers was $7,300
.  

· When we are trying to save and invest for our future, how are we supposed to pay down this past debt?

· It is not an easy task, but it is possible over time with focus and determination.  

Part II: Case Study: Maria Tackles Her Debt While Saving in Her IDA

Please refer to your handout to complete the following exercise in small groups.  [Give each small group 20-30 minutes to complete this task.]

Explain:

· In this case study, we will focus on Maria’s goal to save in her IDA and eventually purchase a home.  Maria currently owes $1,800 on three credit cards:

	Name
	Balance
	APR

Annual Percentage Rate
	Minimum Monthly Payment

	#1: ABC Credit Card
	$250
	9.9%
	$10

	#2: 123 Best Card
	$1,000
	13.5%
	$10

	#3: XYZ Platinum
	$550
	21.0%
	$15


· She is also trying to save $1,200 in her IDA, and has committed to saving $50 each month for 24 months.  

· Maria and her husband have talked about their monthly spending plan and have committed to spend $150 each month to pay down their credit card balances along with making deposits in the IDA.   How can Maria pay off her past debt and achieve her savings goal in two years?  

[Please note: For the sake of simplicity, daily Annual Percentage Rate (APR) is not being tallied to each credit card’s balance.  In real life scenarios the credit card balances would continue to rise incrementally through the pay-down period and it would take a few additional months to pay down each balance.]

Explain the following steps:

· Step 1: Decide which credit card to pay off first, second and third.  Be prepared to discuss how you made your choice.

· Step 2: Make a spending plan for Maria for the following 24 months by completing the chart on the following page.

· Step 3: $150 is a lot of money to come up with each month.  What are some expenses in Maria’s spending plan that she can reassign to debt repayment?

· Step 4: If Maria completes her goal before Month 24, what are some ideas for what she could do with the additional money?

Part III: Large Group Facilitated Discussion

Provide the following introduction to a discussion about the solution to the case study:

· In this exercise we examined how one IDA saver created a plan to simultaneously save in her IDA while paying down past debt.  Let’s go over some of the answers that your teams came up with.  

Be sure to get answers from one or two groups before providing summary comments for each step provided below:

· Step 1: Decide which credit card to pay off first, second and third.  Be prepared to discuss how you made your choice.
· There are different schools of thought as to how to go about paying down debt.  Some believe that it is best to choose the credit card with the highest interest rate and pay that one down first, thereby saving you more money in interest charges.  Others believe that it is optimal to first pay down the credit card with the lowest balance, thereby giving you a feeling of accomplishment in paying off a card.  This is commonly called the “snowball method.”  Finally, others recommend that you pay off the debt with the shortest term (the debt with the shortest time frame) to fulfill your obligation to the lender.  Any method for paying off debt is the correct method if it inspires you to stick with it!

· Step 2: Make a spending plan for Maria for the following 24 months by completing the chart (included in the supplemental handouts at end).
Maria’s Spending Plan (Possible Completed Exercise) (Are the credit card payment amounts supposed to account for interest accrued on the outstanding debt?)
	Month
	IDA +
	Credit Card #1 +
	Credit Card #2 +
	Credit Card #3 =
	Total Payments

	1
	$50
	$10
	$10
	$80
	$150

	2
	$50
	$10
	$10
	$80
	$150

	3
	$50
	$10
	$10
	$80
	$150

	4
	$50
	$10
	$10
	$80
	$150

	5
	$50
	$10
	$10
	$80
	$150

	6
	$50
	$10
	$10
	$80
	$150

	7
	$50
	$10
	$20
	$70
	$150

	8
	$50
	$10
	$90
	$0
	$150

	9
	$50
	$10
	$90
	$0
	$150

	10
	$50
	$10
	$90
	$0
	$150

	11
	$50
	$10
	$90
	$0
	$150

	12
	$50
	$10
	$90
	$0
	$150

	13
	$50
	$10
	$90
	$0
	$150

	14
	$50
	$10
	$90
	$0
	$150

	15
	$50
	$10
	$90
	$0
	$150

	16
	$50
	$10
	$90
	$0
	$150

	17
	$50
	$10
	$90
	$0
	$150

	18
	$50
	$10
	$20
	$0
	$150

	19
	$50
	$70
	$0
	$0
	$150

	20
	$50
	$0
	$0
	$0
	$50

	21
	$50
	$0
	$0
	$0
	$50

	22
	$50
	$0
	$0
	$0
	$50

	23
	$50
	$0
	$0
	$0
	$50

	24
	$50
	$0
	$0
	$0
	$50


· Step 3: $150 is a lot of money to come up with each month.  Where are some expenses in Maria’s spending plan that she can reassign to debt repayment?
· Shopping in cheaper grocery stores;
· Using coupons;
· Avoiding meals out;
· Budget plan for utilities (find out the details of utility payment plans in your area for the sake of this discussion);
· Seeking out sales for needed household items; and
· Changing withholding on paycheck to increase net pay.
· Step 4: If Maria completes her goal before Month 24, what are some ideas for the use of additional money?

· Begin additional savings account for upcoming home purchase expenses

· Set aside money for upcoming IDA deposits

Ask: What was this experience like for you?  
Ask: How do you think or feel about any outstanding debt that you currently owe?
Ask: Do you feel that the debt repayment plan that you created for Maria was realistic?  Why or why not?

7.4 Credit History “Hot Spots” and Behavior Change

Purpose:  

To provide participants with a link between past behaviors and the resulting impact to their credit reports.

Objectives:

After completing the exercise, participants will be able to:

· Make the connection between personal behavior and/or life circumstances and their credit history.

· Understand how behavior change will improve future credit reports.

Time Needed: 20-30 minutes

Materials Needed: Chart paper or erasable board; markers; five pieces of chart paper labeled with the five worksheet characters posted at various locations throughout the training room

Process:  Presentation (Part I); Small Group Exercise Accompanied by a Carousel (Part II); Large Group Facilitation (Part III). 

Part I: Presentation 

Review the composition of FICO
 scores: [Write on flip chart]

35 percent
History of On-Time Payments

30 percent
Amount of Outstanding Debt

15 percent
Length of Credit History

10 percent 
New Applications for Credit

10 percent
Types of Credit (Installment, Revolving and 30-Day)

Explain the following:

· Each of these components of the credit scores reflects your past behavior regarding your use of credit.  

· Each percentage expresses the weight given to each behavior, so you can see the history of on-time payments and the amount of debt that you owe have the greatest impact on your credit scores.  

Part II: Small Group Exercise/Carousel

Instruct participants to their handouts.

Review the hypothetical credit users who will exemplify the characteristics captured in the FICO credit scoring model.
· Naiser Nearmiss Naiser is a hard-working man enrolled in U Town’s “U Save” IDA Program.  Naiser has a history of making late payments on his credit cards.  Naiser received his first credit cards when he was in his early twenties through mail solicitation.  Naiser was starting out in the work world and enjoyed having the ability to go out with his friends when he wanted or to purchase things that he needed without waiting for his next paycheck.  He did not notice the payment due dates on his statements and, therefore, frequently made late payments.

· Olga Overboard Olga came to the United States 15 years ago and within a few years she had amassed six credit cards with a combined credit limit of $9,000.  Olga is a participant in Eastville’s “Up with Assets” IDA Program and is saving for a home.  After getting a good job, Olga paid for her work wardrobe with her credit cards.  She also used her credit cards to pay for her family to visit her home country in 2007.  Olga occasionally pays for her groceries or utilities with a credit card.  Her combined balance is now $7,000.

· Louis Longtime Louis is an industrious man in his early twenties.  He is enrolled in Northwest CDC’s “Business Bucks” IDA Program.  Louis has a plan to open his own business and is interested in applying for a loan.  He has three credit cards that he has received within the past year.

· Maria Multi Maria and her husband were beginning to plan a first home purchase when they learned about the Houston “Welcome Home” IDA Program and joined.  Under the advice of a neighbor, Maria began to submit mortgage applications with various lenders.  When she did not like the terms of a mortgage that was offered to her, she sought out a new lender and submitted a new application.  Within a year and a half she had submitted seven mortgage applications.

· Sammy Sameol Sammy is a member of the Aaville’s IDA Program and is saving for higher education.  Sammy has been a limited user of credit, holding only one Diners Club card that he pays off each month.  He has no other type of credit.

Provide the following instructions:

· In small groups at your tables, discuss each of the profiles that were just reviewed and write on your handouts ideas for how they can change their behavior in the future resulting in a positive impact on their credit scores.  

· You will have 15 minutes to complete this exercise.  

After answering the questions on the handout, representatives from each table will travel around the room and list on each piece of chart paper their group’s best piece of advice on how the characters should change their behaviors to improve their credit scores.

Give participants 15 minutes to complete the handout and an additional 5 to 10 minutes to list their recommendations on the flip charts.

Part III: Large Group Facilitated Discussion

Begin the large group discussion by stating the following:

· Let’s see what you all came up with as recommendations for our five IDA savers.  [Walk through the room and read aloud the advice listed on the five flip charts, asking for clarification when needed and acknowledging creative answers.]

Ask:  How did it feel to complete this exercise?  

Ask: How was this exercise related to the information that we discussed at the beginning of the lesson?  

Ask: Did completing this exercise assist you in any work that you might have to do to improve your credit score?
7.5 Credit Timeline

Purpose:  

To provide participants with a visual explanation of the link between borrowing actions, life events, and credit scores.

Objectives:

Participants will be able to:

· Understand the relationship between borrowing behaviors, life circumstances, and credit scores.

Time Needed: 15-20 minutes

Materials Needed: Chart paper or erasable board; markers

Process:  Presentation (Part I); Individual Exercise (Part II); Large Group Facilitation (Part III). 

Part I: Presentation

Explain the following:
· We know that our credit scores are derived from the five primary borrowing actions: 

· Paying on time;
· Amount of debt;
· Length of credit history;
· New applications for debt; and
· Utilizing different types of credit.
· Credit scores are ever-changing.  

· While past actions will always be expressed in some fashion in credit scores, the older the information is the less weight it will hold.  

· Therefore, if you were late on your payments five years ago but have been current on your payments for the past two years, the more recent on-time payments will cause your credit scores to rise.  

· Likewise, if you have a history of keeping your credit balances at 20 percent of your available limit but recently maxed out one card and brought your total balance up to 75 percent of your entire credit limit, your credit scores are likely to drop.

Part II: Individual Exercise

Instruct participants to review Jean’s credit timeline on their handouts and note which of the five borrowing actions caused Jean’s score to go up or down.  

Give participants ten minutes to complete this exercise.  

[Note: The following scores are for discussion purposes only and may not reflect the exact change in score for this type of situation.]

Part III: Large Group Facilitated Discussion

Use the following to lead a small group discussion:

	September 2006
	Jean checks 
his credit score
	720


The act of ordering a credit report annually or checking a credit score has no impact on a credit score

	December 2006
	Jean purchases holiday gifts with his credit cards and maxes one out
	690


Amount of Debt:  Utilizing over 50 percent of your available credit negatively impacts your credit score

	February 2006
	Jean files his taxes early and uses his refund to pay down his credit card balances
	710


Amount of Debt:  Lowering balances on credit accounts will raise a score

	June 2006
	Jean pays his credit cards and installment loans consistently and on time 
	730


On-time Payment and Types of Credit:  Paying on time and utilizing different types of credit raises credit score

	November 2006
	Jean applies for a 
new credit card
	720


Application for New Credit:  Seeking out too much credit lowers score

	March 2007
	Jean becomes ill
	720


This has no impact on a credit score

	May 2007
	Jean takes a leave of 
absence from his work
	720


Changes in employment have no impact on a credit score

	August 2007
	Jean misses payments on his credit cards due to his 
lack of income
	650


On-time Payments:  Missing payments or making late payments has a negative impact on credit scores

	November 2007
	Jean continues to miss and make late payments with medical bills and other debt
	590


On-time Payments:  Missing payments or making late payments has a negative impact on credit scores

	January 2008
	Jean begins to recover and takes on part time work
	590


Changes in employment have no impact on credit scores

	April 2008
	Jean increases his hours 
at work and makes 
on-time payments
	620


On-time Payments:  Making on-time payments positively impacts credit scores

	June 2008
	Jean pays down one credit account and begins to 
pay down another
	650


Amount of Credit:  Lowering the amount of debt to less than 50% of available credit improves credit score

	September 2008
	Jean checks his credit score
	680


The act of ordering a credit report annually or checking a credit score has no impact on a credit score

Ask: What are your thoughts on Jean’s life events and the corresponding credit score over the course of two years?
Ask: Was there anything that Jean could have done differently?
For example:  

· Not opened new accounts;
· Contacted credit card companies; and/or
· Set up a payment plan for medical expenses.
Ask: What could Jean do if he has the need to seek out new credit in the near future?
Answer:  Submit personal statement to three credit bureaus explaining temporary illness
7.6 The 5 “Cs” of Credit

Purpose: 

To provide participants with the five areas that will be assessed on a loan application.

Objectives:

After completing the exercise, participants will be able to:

· Understand the five “Cs” of credit with relation to their future IDA asset purchase.

Time Needed: 10-20 minutes

Materials Needed: Chart paper or erasable board; markers

Process:  Large Group Facilitation (Part I).

Part I: Large Group Facilitation

Use the following points to introduce the large group facilitation:

· We have spent time today discussing the importance of your credit score in relation to your future asset purchase.  

· It is important to understand that there are factors in addition to your credit score that lenders will look at when making the decision to lend money to your.  

· Let’s look at the five “Cs” of Credit.  Please use your handout to take notes on each of the five factors in receiving a loan.

Capital

Ask:  Can anyone tell us what “capital” means in relation to credit or borrowing money?

Capital is the amount of money that you have in savings that you will use to finance your investment.  Lenders will require that you contribute a certain percentage of the total amount to the investment.  For example, a mortgage lender might require that buyers contribute 5, 10, or 20 percent towards a mortgage loan.  Your IDA savings and match money will account for part or all of the capital that you may need to purchase your asset.

Capacity
Ask:  If capital refers to the amount in savings that you contribute to an asset investment, what does “capacity” mean?
· Capacity is the ability to repay a loan in terms of regular income.  Even if you have significant capital to contribute towards an asset purchase, lenders will also examine regular income before granting a loan.  Lenders analyze income with formulas called “debt-to-income” ratios to determine if you have enough regular income to support monthly debt payments.  We will cover debt-to-income ratios in greater depth in the next activity.

Credit
Ask:  Someone please share with us what “credit” means with regard to the Five “Cs”?
· As you know from this module, credit refers to our experience in paying back money that you have borrowed.  What you know from credit scoring is that the two biggest factors that contribute to credit scores are on-time payments and the amount of money that you have borrowed compared with the total amount of available credit.  Credit usage should be spread out among the different credit cards that you have and should be below 50 percent of available limits.  Optimally, balances should be below 30 percent of the total credit limit.  For example, if your credit limit is $___, you credit balances should be below $___.
Collateral
Ask:  What does “collateral” mean on an application for a new loan?
· Collateral is something you own that you pledge to the lender should you be unable to pay your debt. In a home purchase, homebuyers pledge the home itself as the collateral.  If the homeowner is unable to fulfill the obligation of the mortgage loan, the lender can become the owners of the home through the foreclosure process.  For IDA savers who plan to take a loan to capitalize a small business, lenders might look at other possessions such as a car, business equipment or personal items such as jewelry or art to serve as collateral for a loan. In some cases, such as financial aid, a lender might not ask for collateral.
Character
Ask:  Finally, what does “character” mean when we talk about credit?
· Character describes who you are as a person and the likelihood that you will pay back your debts.  Years ago, most people applied for credit through their local community bank where they held their checking and savings accounts.  Since this was in the days before ATMs, customers would go into the bank on a regular basis and would get to know the bank staff.  Also, banks have loan committees who made decisions about making loans.  The committees were comprised of local residents who probably knew the loan applicant.  Personal character played a larger role in the loan application than it does today.

· Today many people apply for loans at huge national banks or other lenders where they do not keep their personal bank accounts and do not have personal relationships.  For this reason, credit scores and a process called “desktop underwriting” (computer software-based underwriting) have become the norm in making lending decisions.  Applicants are evaluated based on past borrowing history (as expressed in their credit history and credit score) and on the financial information provided on their loan application.  All of this information is entered into a computer program and evaluated.  

· IDA savers who may not have the strongest loan application may be able to boost their “character” score through their participation in IDA programs and their relationship to IDA staff.  If needed, IDA staff can submit references on loan applications that vouch for IDA participants’ record of regular savings and successful completion of program requirements.  While this might not completely replace “desktop underwriting,” it gives lenders additional information to take into consideration when making a loan decision.

7.7 Debt-to-Income Ratios
Purpose:  

To provide participants with an explanation of how lenders assess consumers’ debt versus their income when making a decision to grant a new loan.

Objectives:

After completing the exercise, participants will be able to:

· Understand the relationship of monthly debt to monthly income.

· Be able to use their financial information to calculate a debt-to-income ratio.
Time Needed: 30-40 minutes

Materials Needed: Chart paper or erasable board; markers; calculators

Process:  Presentation (Part I); Small Group Exercise Utilizing Case Study (Part II); Large Group Facilitation (Part III).

Part I: Presentation

Use the following to provide information about the debt to income ratio:

Explain:

· When consumers apply for a large loan, such as a home loan, lenders calculate a borrower’s “debt-to-income” ratio.  

· A debt-to-income ratio compares how much money is spent on debt service versus how much money is entering a household through various sources of income.  

· It is typically expressed in a monthly figure.  

· This ratio helps lenders decide whether or not to approve a borrower to take on more debt.  

· In this activity we will talk in depth about how to determine a debt-to-income ratio.

Part II: Case Study: Larry and Lucy Prepare to Apply for a Mortgage

Introduce the case study using the following points:

· Larry and Lucy joined the “Dollars Make Sense” IDA Program one year ago and hope to purchase a home for their family of five.  

· They are making regular deposits into their IDA and have completed general financial education requirement.  

· Larry and Lucy are now taking a first-time homebuyer education course and are meeting with their IDA staff person to discuss their current debt.  

· Specifically, they are concerned that their current debt obligations will keep them from qualifying for a mortgage.  

· They have brought their paystubs and various account statements to the one-on-one meeting.

Instruct participants to work together to determine Larry and Lucy’s debt-to-income ratio.  

Give participant 15 minutes to complete this exercise.

Use the following to provide the correct answers to the participants.

1. Determining Income
Larry works as a taxi driver and makes between $80 and $100 for each of the five days per week that he drives his cab.

Average gross monthly pay:  To determine Larry’s average gross monthly pay, take the average that he makes per day ($90) and multiply it by five days.  Then multiply that figure by 50 weeks per year (assuming that he does not work for two weeks each year) to determine average annual pay.  Finally, divide by 12 to determine average gross monthly pay.

$90 * 5 * 50 = $22,500 average gross annual pay

$22,500 / 12 = $1,875 average gross monthly pay
Lucy works as a home health aide and makes $12 an hour.  She occasionally works overtime hours at $18 an hour.  In her last two paychecks (which she receives bi-weekly) she grossed $960 and $1,032.  

Average gross monthly pay:  To determine Lucy’s average gross monthly pay, add her two paychecks together and multiply by 13 (26 pay periods per year) and then divide by 12 months.

($960 + $1,032) * 13 = $25,896 average gross annual pay

$25,896/12 = $2,158 average gross monthly pay
Combined, Larry and Lucy have an average monthly income of $4,033.

2. Determining Debt
Larry and Lucy have two credit cards and Lucy has a student loan from past studies at the local community college.  They also have a car loan.  The minimum monthly payments on their credit cards are $15 and $20.  Lucy’s monthly student loan payment is $135.  Their monthly car payment is $250.  




Credit Card #1:

$15




Credit Card #2:

$20




Student Loan:

$135




Car Loan:

$250



Total Monthly Debt:
$420
3. Determining Debt-to-Income Ratio

To determine Larry and Lucy’s debt-to-income ratio, divide their debt by their income:

($420 monthly debt/$4,033 monthly income) * 100 = 10%

Part III: Large Group Facilitated Discussion

Review worksheet with participants.

Explain the following:

· In this case study, Larry and Lucy are spending about 10 percent of their gross monthly income on debt repayment.  

· Many lenders require a 28/36 debt-to-income ratio to qualify for their mortgage products.  

· Here the 28 represents the front end ratio, or the percentage of gross monthly income homebuyers can spend on housing costs.  36 represents the back end ratio, or the percentage that homeowners can devote to all debt.  36 – 28 = 8, or 8 percent of gross monthly income can be spent on debt.

· To be within the 8 percent limit for a mortgage application, Larry and Lucy need to bring their monthly debt payments down $97, or to within $322 per month.   

Ask:  What are some of the ways that they can lower their monthly debt payments?
· Pay off one or more of their credit card balances.

· Refinance Lucy’s student loan to lower monthly payments.

· Sell their car and buy a used car with cash or a smaller loan.

· With this exercise you can see how to formulate the debt-to-income ratio needed to know if you are eligible to qualify for loans such as mortgages.  Some lenders grade debt-to-income ratios in this way: [Write on flip chart].  

0-15 percent  
A

16-23 percent  
B

24-38 percent  
C


39-50 percent  
D

51+  percent   
F

· These ratios include mortgage debt so even a score of C is acceptable.

· We know through this exercise that lenders take an interest in current debt when assessing your ability to take on more.  You can determine debt-to-income ratios yourselves and use this information to improve your spending plans.

AFI Training Tools
Handouts

To Your Credit: Individual Reflection 
Supplemental Handout for Exercise 7.2
Please think for a minute about your first experience in using credit (for example, _____).  If you have never used credit in this way, think about a time when you did so informally, like when you borrowed money or goods.  

What was the experience like?  

	

	


Did you find the credit on your own, or was it offered to you (like a mailing)?  
	

	


Once you had the credit, how did it make you feel? 
	

	


How did you use it?  
	

	


What was the experience like in paying down the debt that you built up?

	

	


Were you able to pay off the debt? If not, what did you do?

	

	


Case Study:  Maria Tackles Her Debt While Saving 
in Her IDA

Supplemental Handout for Exercise 7.3
In this case study, we will focus on Maria’s goal to save in her IDA and eventually purchase a home.  Maria currently owes $1,800 on three credit cards:

	Name
	Balance
	APR

Annual Percentage Rate
	Minimum 
Monthly Payment

	#1: ABC Credit Card
	$250
	9.9%
	$10

	#2: 123 Best Card
	$1,000
	13.5%
	$10

	#3: XYZ Platinum
	$550
	21.0%
	$15


She is also trying to save $1,200 in her IDA, and has committed to saving $50 each month for 24 months.  Maria and her husband have talked about their monthly spending plan and have committed to spend $150 each month to pay down their credit card balances along with saving in the IDA.  How can Maria pay off her past debt and achieve her savings goal in two years?  

[Please note: For the sake of simplicity, daily Annual Percentage Rate (APR) is not being tallied to each credit card’s balance.  In real life scenarios the credit card balances would continue to rise incrementally through the pay-down period and it would take a few additional months to pay down each balance]

Step 1: Decide which credit card to pay off first, second and third.  Be prepared to discuss how you made your choice.

Step 2: Make a spending plan for Maria for the following 24 months by completing the chart on the following page.

Step 3: $150 is a lot of money to come up with each month.  What are some creative places in Maria’s spending plan that she can reassign to debt repayment?

Step 4: If Maria completes her goal before Month 24, what are some ideas for what she could do with the additional money?

Maria’s Spending Plan

	Month
	IDA +
	Credit Card #1 +
	Credit Card #2 +
	Credit Card #3 =
	Total Payments

	1
	$50
	
	
	
	

	2
	$50
	
	
	
	

	3
	$50
	
	
	
	

	4
	$50
	
	
	
	

	5
	$50
	
	
	
	

	6
	$50
	
	
	
	

	7
	$50
	
	
	
	

	8
	$50
	
	
	
	

	9
	$50
	
	
	
	

	10
	$50
	
	
	
	

	11
	$50
	
	
	
	

	12
	$50
	
	
	
	

	13
	$50
	
	
	
	

	14
	$50
	
	
	
	

	15
	$50
	
	
	
	

	16
	$50
	
	
	
	

	17
	$50
	
	
	
	

	18
	$50
	
	
	
	

	19
	$50
	
	
	
	

	20
	$50
	
	
	
	

	21
	$50
	
	
	
	

	22
	$50
	
	
	
	

	23
	$50
	
	
	
	

	24
	$50
	
	
	
	


Credit History “Hot Spots” and Behavior Change
Supplemental Handout for Exercise 7.4
The major components of a credit score are:

35 percent History of On-Time Payments

30 percent Amount of Outstanding Debt

15 percent Length of Credit History

10 percent New Applications for Credit

10 percent Types of Credit (Installment, Revolving, 30-Day)

Read the following descriptions and answer the accompanying questions.

Naiser Nearmiss Naiser is a hard-working man enrolled in U Town’s “U Save” IDA Program.  Naiser has a history of making late payments on his credit cards.  Naiser received his first credit cards when he was in his early twenties through mail solicitation.  Naiser was starting out in the work world and enjoyed having the ability to go out with his friends when he wanted or to purchase things that he needed without waiting for his next paycheck.  He did not notice the payment due dates on his statements and, therefore, frequently made late payments. How can Naiser manage his credit behavior in the future to improve his credit score?

Olga Overboard Olga came to the United States 15 years ago and after a few years she had amassed six credit cards with a combined credit limit of $9,000.  Olga is a participant in Eastville’s “Up with Assets” IDA Program and is saving for a home.  After getting a good job Olga paid for her work wardrobe with her credit cards.  She also used her credit cards to pay for her family to visit her home country in 2007.  Olga occasionally pays for her groceries or utilities with a credit card.  Her combined balance is now $7,000.  How can Olga manage her credit behavior in the future to improve her credit score?

Louis Longtime Louis is an industrious man in his early twenties.  He is enrolled in Northwest CDC’s “Business Bucks” IDA Program.  Louis has a plan to open his own business and is interested in applying for a loan.  He has three credit cards that he has received within the past year.  How can Louis manage his credit behavior in the future to improve his credit score?

Maria Multi Maria and her husband were beginning to plan a first home purchase when they learned about the Houston “Welcome Home” IDA Program and joined.  Under the advice of a neighbor, Maria began to submit mortgage applications with various lenders.  When she did not like the terms of a mortgage that was offered to her, she sought out a new lender and submitted a new application.  Within a year and a half she had submitted seven mortgage applications.  How can Maria manage her credit behavior in the future to improve her credit score?

Sammy Sameol Sammy is a member of the Aaville’s IDA Program and is saving for higher education.  Sammy has been a limited user of credit, holding only one Diners Club card that he pays off each month.  He has no other type of credit.  How can Sammy manage his credit behavior in the future to improve his credit score?

Jean’s Credit Score Timeline
Supplemental Handout for Exercise 7.5
Credit scores are derived from the five primary borrowing actions: 

· Paying on time;
· Amount of debt;
· Length of credit history;
· New applications for debt; and
· Utilizing different types of credit. 

Review Jean’s credit score timeline and note which of the five borrowing actions caused Jean’s score to go up or down.
	Date
	Action
	Resulting Score
	Reason

	September 2006
	Jean checks his credit score
	720
	

	December 2006
	Jean purchases holiday gifts with his credit cards and maxes one out
	690
	

	February 2006
	Jean files his taxes early and uses his refund to pay down his credit card balances
	710
	

	June 2006
	Jean pays his credit cards and installment loans consistently and on time 
	750
	

	November 2006
	Jean applies for a new credit card
	720
	

	March 2007
	Jean becomes ill
	720
	

	May 2007
	Jean takes a leave of absence from his work
	720
	

	August 2007
	Jean misses payments on his credit cards due to his lack of income
	650
	

	November 2007
	Jean continues to miss and make late payments with medical bills and other debt
	590
	

	January 2008
	Jean begins to recover and takes on part time work
	590
	

	April 2008
	Jean increases his hours at work and makes on-time payments
	620
	

	June 2008
	Jean pays down one credit account and begins to pay down another
	650
	

	September 2008
	Jean checks his credit score
	680
	


The Five “C’s” of Credit
Supplemental Handout for Exercise 7.6
Capital

	

	


Capacity
	

	


Credit

	

	


Collateral

	

	


Character

	

	


Case Study:  Larry and Lucy Prepare to Apply 
for a Mortgage
Supplemental Handout for Exercise 7.7
Larry and Lucy joined the “Dollars Make Sense” IDA Program one year ago and hope to purchase a home for their family of five.  They are making regular deposits into the IDA and have completed their general financial education requirement.  

Larry and Lucy are now taking a first-time homebuyer education course and are meeting with their IDA staff person to discuss current debt.  Specifically, they are concerned that their current debt obligations will keep them from qualifying for a mortgage.  They have brought their paystubs and various account statements to the one-on-one meeting.

1. Determining Income

Larry works as a taxi driver and makes between $80 and $100 for each of the five days per week that he drives his cab.  He works year-round with the exception of two weeks that he takes off each year.

Average gross monthly pay:  To determine Larry’s average gross monthly pay, take the average that he makes per day and multiply it by five days.  Then multiply that figure by 50 weeks per year to determine average annual pay.  Finally, divide by 12 to determine average gross monthly pay.

Average daily pay * # workdays/week * workweeks/year = 

Average gross annual pay

______ * ______ * ______ = ______ Average gross annual pay

Average gross annual pay / 12 months = Average gross monthly pay

______ / 12 months = ______ Average gross monthly pay

Lucy works as a home health aid and makes $12 an hour.  She occasionally works overtime hours and is then paid $18 an hour.  In her last two paychecks (which she receives bi-weekly) she grossed $960 and $1,032.  

Average gross monthly pay:  To determine Lucy’s average gross monthly pay, add her two paychecks together and multiply by 13 (26 pay periods per year) and then divide by 12 months.

[(Paycheck #1 + Paycheck #2) / 2] * 26 pay periods = Average gross annual pay

[(______ + ______) / 2] * 26 = ______ Average gross annual pay

Average gross annual pay / 12 months = Average gross monthly pay

______ / 12 months = ______ Average gross monthly pay

Combined Average Gross Monthly Income:





Larry ________




+
Lucy  ________





Total ________

2. Determining Debt

Larry and Lucy have two credit cards and Lucy has a student loan from studying at the local community college.  They also have a car loan.  The minimum monthly payments on their credit cards are $15 and $20.  Lucy’s monthly student loan payment is $135.  Their monthly car payment is $250.  



Credit Card #1:

$______




Credit Card #2:

$______




Student Loan:

$______




Car Loan:


$______




Total Monthly Debt:
$______

3. Determining Debt-to-Income Ratio

To determine Larry and Lucy’s debt-to-income ratio, we must divide their debt by their income:

(Monthly debt / Monthly income) * 100 = Monthly Debt-to-Income Ratio
(______ / ______) * 100 = ______percent
If Larry and Lucy need to bring their debt-to-income ratio to 8 percent, what are some of the ways that they can alter their monthly debt payments?
Common Grades for Debt-to-Income Ratios

Ratio


Grade


Explanation





0-15 percent  

A


Great

16-23 percent  

B


Good


24-38 percent  

C


Fair (This includes mortgage debt so 








even a score of C is acceptable)

39-50 percent  

D


Poor

51+ percent   

F


Very Poor  






























� All definitions are from the Federal Deposit Insurance Corporation, 2006 unless otherwise noted.


� Fair Isaac Corporation, 2009.


� (www.creditcards.com)


� There are other credit scoring models used; this example is based on the FICO’s model.


� Based on Your Credit Scores, created for the Consumer Federation of American and Fair Isaac Corporation, Federal Citizen Information Center. � HYPERLINK "http://www.pueblo.gsa.gov/cic_text/money/creditscores/your.htm_" ��http://www.pueblo.gsa.gov/cic_text/money/creditscores/your.htm�.





1 of 43


