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Introduction

Welcome to Managing Your Money All-in-One For Dummies, a big one-
stop shop designed to help you get control over your financial life!

This book tackles a lot of big topics, but we’ve tried to keep things simple,
clear, and to-the-point. We've culled the best, juiciest information from a
good sampling of For Dummies books on personal finance and compiled them
into one fat volume. It’s absolutely packed with easy-to-grasp advice on all
things having to do with managing your money. Whether you're a home-
maker, truck driver, burger flipper, or CEO — whether you're interviewing for
your first job or you retired ten years ago — we bet you'’ll find scads of great
tips and sound advice in these pages that will help you get a handle on every-
thing from your credit cards to your health insurance, from your groceries to
your taxes to your will.

If it has something to do with your personal relationship to your own money,
it’s a good bet we talk about it in this book. Managing Your Money All-in-

One For Dummies offers money-management and personal-finance tips to
help assess your true financial situation and take charge of your economic
life. You'll find information on getting the best mortgage, saving for the
future (whether for college or retirement), paying off debt, scaling back on
expenses, managing home and personal budgets, repairing and improving
your credit rating, planning an estate, banking online, saving and investing,
and protecting your money and other assets.

The facts on the ground aren’t pretty at the moment. Real wages have been
stagnant or declining for nearly 40 years in America. And in the current cli-
mate of economic uncertainty, skyrocketing home foreclosures, job cuts,
bank failures, and unaffordable health insurance, many people feel more pow-
erless than ever against mighty and faceless institutions that seem designed
for nothing but to confuse and rip off. We’re here to tell you: It doesn’t have to
be that way. By doing a little homework and taking a renewed interest in your
own situation, you can reclaim many rights and advantages you probably
didn’t know you had.

If information is power, then this book is like a gigantic supervitamin.
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Foolish Assumptions

In order to shovel so much material on such a wide variety of topics into a
single book that’s actually helpful and inviting, we make a few assumptions
about you, the reader. See whether one or more of these shoes fit:

v You can’t seem to get out from under credit card debt.

v You'd like to find ways to spend less money, but the idea of sitting down
and setting up a budget makes you feel slightly ill.

v You've heard about how great it is to save for retirement in an IRA or
401(k), but the whole concept seems too complicated to deal with.

v When tax time rolls around, you feel frightened and uncertain.

» You can’t seem to keep up with mounting bills and wonder where in the
world your paycheck goes every month.

v You worry that you’ll ever be able to afford college for your kids.

v You have a vague feeling that you should probably have certain kinds of
insurance, but what they might be is a mystery.

» You have health problems and are afraid they are going to end up bank-
rupting you.

If we’ve hit the mark with any (or, God forbid, all) of these descriptions, this
book is most definitely for you.

How This Book Is Organized

Managing Your Money All-in-One For Dummies is organized so that you can
easily and quickly access the information you’re looking for. We've arranged
everything into seven “books,” each of which focuses on one aspect of your
financial life. Without further ado, here’s how it’s all set up:

Book I: Taking Charge of Your Finances

We start at the very beginning and take a good, hard, honest — and yes, per-
haps slightly painful — look at where you are now financially. (Sometimes
pain leads to something good: Look at surgery, for example, or birth.) The
chapters here ask that you be truthful with yourself and your habits when

it comes to handling your own money. Only by seeing what you are actu-
ally, really, and truly doing with your cash now will you be able to make the
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most efficient and worthwhile improvements necessary to turn around your
finances.

Before you know it you’ll be tracking where your hard-earned dollars go,
easily maintaining a household budget, trimming away unnecessary spend-
ing, finding ways to make extra money, and even tackling that ugly but impor-
tant beast: your credit report.

Book 1I: Managing Home and
Personal Finances

Here is where we delve a bit deeper into how you deal with the money that
comes in and goes out every month. Your home is your castle, as they say,
and here is where we explore concrete and detailed ways of turning your
household into a strong financial fort. In recent years, the American dream

of owning a home has suffered seriously from the popped housing bubble,
the housing market slump, the credit crisis, and rising mortgage defaults
nationwide. That’s why it’s more important than ever to understand how to
find and maintain the right kind of mortgage for you and how to avoid trouble
with it down the road.

Housing is usually the largest piece of your monthly financial pie, but another
increasingly large slice goes to health insurance and other health-related
expenses. We devote a whole chapter on health insurance and ways to
reduce your medical costs. And we address ways of using the greatest infor-
mation tool of all time, the Internet, to help you in your new quest for finan-
cial self-empowerment.

Book 111: Dealing with Debt

“In the midst of life we are in debt, et cetera,” sang one of the great bands
of the 1980s (The Smiths, in case you have to ask), and truer words were
never spoken. There’s little you can do to totally avoid debt in your life, and
in some ways that’s not a terrible thing. You may be surprised to learn that
some debts are a lot better than other debts. What you want to do is reduce
your “bad” debts before worrying too much about your “good” ones.

The first step is to find out how much you owe and to whom. The next is to
gain a little knowledge about what exactly credit is and how the different
types really work. Remember: Knowledge is power. For those in need of a
little bit more aggressive help credit-wise, we tackle the issues of debt con-
solidation (in which you bundle your debts into fewer payments), negotiat-
ing with creditors (yes, it is possible and in many cases very advisable), and
seeking professional help from knowledgeable credit counselors who can size
up your particular situation.
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In the end, it may be that even after all that, you are still saddled with too much
debt to keep your head above water. In that case, we give you the lowdown

on whether, when, and how to declare bankruptcy and thereby give yourself a
fresh start while protecting as much of your assets as possible. There is such a
thing as a second chance, but if you need it, you need to do it the right way.

Book 1U: Saving and Investing

Debt is only one side of the coin. We'll call it tails. Heads, then, is all about
keeping some of the money you have worked so hard to earn. It’s amaz-

ing how diligently people will work — only to unthinkingly fritter it away

and have nothing to show for it at the end of the month. If you're like most
people, you have to change your thinking about saving money, and this book
lays the groundwork for how to become a saver.

There are lots of ways to save money, and some are easier and work out
better for you than others. The classic and historically most successful
method is to invest your money in stocks, bonds, and mutual funds, and now
there are cutting-edge ways of doing that online. We also cover the smartest
ways to save up for giving the next generation that most important arrow in
the financial quiver: a college education.

Book U: Protecting Your Money and Assets

Once you do get a grip on your finances and manage to start your nest egg,
you may notice that your egg attracts predators and has become vulnerable
to new dangers. One growing danger is that of identity theft, and you need to
know how to avoid falling prey to those who would use information against
you in order to take away what’s yours. And where do you keep your money?
In the bank, right? Well, banking itself has gone through the online revolution,
and it’s a very good idea to know options and pitfalls in this area.

The main way most people avoid financial disasters in their lives is by buying
insurance, which (knock on wood) pays things off when bad things happen.
Besides health insurance, which we cover in Book II, there are three other
main forms of insuring yourself against catastrophic losses: homeowner’s
insurance, auto insurance, and life insurance. We tell you what and what not
to look for in all three categories.

There’s one other “predator” out there that drools over the thought of
your moolah: That would be the government, which seems to want a piece
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of everything you do. It’s all very well and good, of course, to pay your

fair share to enjoy the benefits of living in a modern society, but there’s
no reason to pay more than that out of ignorance, is there? That’s why we
include a chapter on how to deal intelligently with your tax bill and how to
avoid tipping Uncle Sam unnecessarily.

Book VI: Retiring Comfortably

You see yourself laughing with friends on a boat, perhaps, a merrily clinking
drink in your hand, with a little paper umbrella, recounting stories to cap-
tivated friends? Snapping photos of the Great Pyramid or strolling through
some exotic, colorful bazaar? Or maybe you’d like to do nothing but play golf
everyday and lunch in the sun? Well, we hope we’re not the first to tell you
that Social Security isn’t going to cover that stuff. When it comes to clichés,
we try to avoid them like the plague, but here’s one that is most definitely
true: Failing to plan is planning to fail.

To enjoy your Golden Years to their full extent, you absolutely have to pre-
pare for them, and the sooner the better. Fortunately, retirement plans such
as IRAs, 401(k)s, and 403(b)s are excellent vehicles for doing just that. Also,
if you've been paying off that big house that got you through your full nest
period, there’s a way to make that house start paying you back: the reverse
mortgage. The Internet is a great resource in these areas as well.

And once you are retired, that doesn’t mean you can slack off on all the financial
tricks and skills you’ve gained — or you could very well end up spending your
“retirement” greeting people at your neighborhood supermegacenter. That’s
why we have a chapter on great ways of managing your money in retirement.

Book VlI: Planning Your Estate and Will

It’s just a fact that even if you follow every piece of advice in this book and
end up wealthy and happy beyond your wildest dreams, when it comes time
to head off into the sunset you'll have to leave your possessions behind.
What will happen to your estate? Bad things, possibly, if you are careless.

The more you know about preparing for this eventuality, the more control
you’ll have over what happens to your stuff after you're gone. Here we give
you lots of information on the best ways to gain and keep that control. And in
many cases it’s not just you that you have to worry about, which is why we
include a chapter on taking care of aging parents.

5
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Icons Used in This Book
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You'll see a number of funny-looking little graphic elements sprinkled
throughout this book. Here’s what they are and what they mean:

Marks concrete tips and tricks that you can put to use in giving you more
control over your financial life.

Highlights passages that are good to keep in mind when it comes time to
make decisions.

Alerts you to common mistakes that can trip you up and cause trouble when
managing your money.

Notifies you that something is a bit more complex than usual, and that you
can safely skip it if you're in a hurry or only want to skim the surface of the
topic.

Where to Go from Here

If you already have a specific interest in one particular area of managing your
money, or have a sense of what you really need to tackle first, by all means
flip to the Table of Contents or Index and zip straight to that section. You cer-
tainly are not expected to read this book cover to cover. On the other hand,

if you're here because you are well and truly lost when it comes to handling
your finances, you may as well begin at the beginning with Book I, Chapter 1
and go from there.

However you end up using this book, we hope you at least gain some insight
into better and smarter ways of keeping more and wasting less of what you
work so hard for. And we hope you find the determination to apply some of
the ideas here to your life. You'll be very glad you did, we promise. Just keep
in mind that even in tough times like these, there are a surprising number of
things you can do to beat the system, even if it seems stacked against you.

The idea is to empower yourself. No one is going to stop you if you try, and
no one is going to do it for you. So, buck up and steel yourself to look at your
life more critically and honestly. We all have bad habits. Recognizing them

is half the battle. Get ready to take charge of your life and get more out of it.
Good luck! We know you can do it.
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In this book . . .

e ask you to take an unflinching look at your finan-

cial life and your relationship to your own money.
Don’t be afraid! It’s not like you are going to be that sur-
prised, is it? No, you know deep down approximately how
bad things are. So why not face them once and for all and
begin repairing your economic standing? And maybe
things aren’t quite as bad as you suspect. In the end it’s
not only financially rewarding to face the music, it’s also a
tremendous load off your shoulders to feel that you are
finally doing something about it. There’s a ton of stuff you
can do immediately to begin improving your finances. So,
what are you waiting for? Starting at Square One is what
this book is about.

Here are the contents of Book | at a glance.

Chapter 1: Assessing Where You Are Financially ..................... 9
Chapter 2: Improving Your Relationship with Money............ 27
Chapter 3: Building and Sticking to a Budget............ccccuc...... 45
Chapter 4: Cutting Spending and Boosting Income................ 61

Chapter 5: Fixing Up Your Credit Report.........cccccecvevrvenennenee. 81




Chapter 1

Assessing Where You
Are Financially

In This Chapter

Being honest with yourself about money
Finding out about credit reports and your FICO score
Comparing your spending to your income

Figuring out what you own and what you owe

ou've bought this book, so we assume you’re probably at least a little

worried — maybe really worried — about your financial health. Perhaps
your debts have you biting your nails, and you’re not sure what to do about
them. We doubt you're reading this book for the fun of it! And you probably
don’t have a good handle on the true state of your finances. After all, it’s
human nature to try to avoid bad news.

We understand. Facing financial facts can be unsettling and even scary.
When you know the state of your finances, it becomes hard to ignore the
fact that improving your financial situation requires changing your lifestyle
and making some big sacrifices. But no matter how scary it is, confronting
the reality of your financial situation is essential — and the good news is that
seeking out this book is a terrific first step to doing just that.

This chapter begins your next step: figuring out where you are so you know
where you need to go. Until you come face to face with the actual facts of
your finances, you may find it impossible to develop the resolve and self-
discipline you need to implement your plan of action. That’s why we begin
with this series of fact-finding exercises to get you going.

The more bad news you get as you complete these exercises, the more criti-
cal it is that you get serious about dealing with your debts. The sooner you
do that, the quicker and easier it will be to improve your finances and the
less likely that your creditors will take some of your assets or that you’ll have
to file for bankruptcy. So let’s get going!
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Some Preliminary Questions

A\

You can get a rough sense of your debt problem by honestly answering the
following questions. The more “yes” answers, the more work you have to do.
v Are you clueless about how much you owe your creditors?

v Over time, is a growing percentage of your household income going
toward paying your debts?

v Do you ever pay your bills late because you don’t have enough money?
v Have you stopped paying some of your debts?

v Are you paying only the minimum due on some of your credit cards
because you can’t afford to pay more?

v Are you using credit and/or credit card cash advances to help pay debts
and/or your basic living expenses, such as groceries, rent, or utilities?

v Have you maxed out any of your credit cards, or have any of your cards
been cancelled for nonpayment?

v Do you have little or nothing in savings?
v Have you borrowed money from friends or relatives to pay your bills?

v Have debt collectors begun calling you, and/or are you receiving threat-
ening notices from some of your creditors?

v Are you having a hard time concentrating at work because you are wor-
ried about money?

v Are you losing sleep because of your finances?
v Have you and your spouse or partner begun to fight about money?

v Are you drinking more or using illegal drugs to try to cope with your
money worries?

v Are you an overspender? According to Debtors Anonymous, most compul-
sive spenders answer “yes” to at least 8 of 15 questions. Go to www .
debtorsanonymous.org/help/questions.htm and take the Debt Quiz.

Vour Relationship with Money

You may have the misconception that you are what you buy. You may
believe on some level that the more you spend, the more successful and
important you are. Developing that mindset is easy because all of us are con-
stantly bombarded with messages that equate money and stuff with success.
How often do you see ads promoting frugality, saving, or self-denial? If you're
struggling to keep up with the Joneses, you may need to reevaluate your
friendships. The Joneses may be driving you straight to the poorhouse.
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Recognizing emotional spending Book |

Taking

Maybe you spend money for emotional reasons. For example, think about Charge

what you do when you feel sad or disappointed, or when you want to cele- :' Your
inances

brate a success. Do you head to the mall? Do you click on your favorite retail
Web site? Do you treat yourself to an expensive meal or enjoy a weekend get-
away even though you really can’t afford it? If so, spending may have become
a sort of addiction. Everyone likes to reward themselves from time to time,
but doing so continually is a problem, and losing track of whether you can
afford to treat yourself is a cause for real concern.

If emotional spending describes your behavior to a T, you need to get a handle
on it fast. One option is to meet with a mental health professional; you may
qualify for help from a low-cost/no-cost clinic in your area. Or get involved
with Debtors Anonymous (www .debtorsanonymous . org or 781-453-2743).
DA uses the time-tested methods of Alcoholics Anonymous to help people
understand why they spend and to gain control over their spending.

Living for the moment

Maybe your problem is that you “live for today” and don’t think about tomor-
row. In some ways, living in the moment is great, sure — but not if you turn

a blind eye toward your future. How do you know if you’ve got this attitude
toward money? You probably

v Use credit too much.

v Don'’t try to pay off your credit balances as quickly as possible, telling
yourself there will be plenty of time to do that later.

v~ Save little, if anything.
v Rarely, if ever, take time to balance your checkbook, check out your
credit reports and credit score, or maintain a household budget.

Such money attitudes are self-destructive, and they do catch up with you
eventually. Because you're reading this book, they may already have.

Checking Out Vour Credit Reports

Three national credit-reporting companies operate in the United States:
Equifax, Experian, and TransUnion. Reviewing the information in your
credit report from each company is an excellent way to see your true finan-
cial picture.
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Getting copies of your credit reports

For a comprehensive survey of your creditworthiness, order a copy of your
credit report from each of the national credit-reporting agencies, not just
from one. Each report may contain slightly different information about you,
partly because not all creditors report all consumer account payment infor-
mation to all three agencies.

You are entitled to one free copy of each of your credit reports every year. To
order yours, go to www . annualcreditreport.com or call 877-FACT-ACT.

If you've already obtained free copies of your credit reports during the past
12 months, you must pay a fee to order additional copies. In most states, the
cost is $10 per report (and some states also charge a sales tax), although the
cost is less in some states. You can call your state attorney general’s office to
find out.

Also, you are always entitled to a free credit report if

»* You are unemployed and intend to apply for a job within 60 days.

v You are receiving public welfare assistance.

» You believe that you have been the victim of identity theft.

v You have been denied credit, employment, insurance, or a place to rent

within the past 60 days because of information in your credit report.

To order additional copies of your credit reports after you’'ve obtained your
free annual ones, you must contact each of the three credit-reporting agen-
cies individually. You can order the copies by mail, by phone, or online.

v Equifax: www . equifax.com; 800-685-1111; Disclosure Department, P.O.
Box 740241, Atlanta, GA 30374

v Experian: www . experian. com; 888-397-3742; P.O. Box 2104, Allen, TX 75013

v TransUnion: www . transunion. com; 800-888-4213; P.O. Box 1000,
Chester, PA 19022

If you order additional copies by mail, put your request in a letter that
includes the following information, and be sure to sign it:
v Your full name (including Jr., Sr., Ill, and so on)
v Your Social Security number
v Your date of birth
v Your current address and previous addresses for the past five years
v Your phone number, including area code

v The name of your current employer
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The credit report you get is the same one that your current creditors and Charge

potential future creditors use to make decisions about you. The more nega- :' Your
inances

tive information is in your credit histories (such as past-due accounts,
accounts in collection, accounts that your creditors have charged off as
uncollectible, tax liens, and so on), the worse your finances are.

Your existing creditors may use the information to decide whether to raise
the interest rates you are paying, lower your credit limits, or even cancel your
credit. And whenever you apply for new credit, the creditors review your
credit record information to decide whether to approve your application, how
much credit to give to you, the interest rate you must pay, and so on.

Many insurance companies, landlords, and employers also review your credit
record information. If they find a lot of negative information, insurance com-
panies may not agree to insure you or may charge you higher-than-normal
premiums; landlords may refuse to rent to you; and employers may not want
to hire you or to give you the promotion you applied for.

The federal Fair Credit Reporting Act says that most negative information
remains in your credit reports for 7% years and that a Chapter 7 liquida-

tion bankruptcy and a Chapter 13 reorganization of debt linger there for ten
years. However, the three credit reporting agencies have a policy of report-
ing completed Chapter 13s for only seven years. A tax lien sticks around until

you pay it.

For more detailed information about credit reporting, including advice on
understanding your credit reports and correcting problems in them, pick up
a copy of Credit Repair Kit For Dummies, by Steve Bucci (Wiley).

Finding Qut Your FICO Score

A growing number of creditors, as well as insurance companies, employers, and
landlords, use something called a FICO score together with (or even instead of)
your credit history to make decisions about you. Your FICO score is a numeric
representation of your creditworthiness and is derived from your credit history
information. Like your credit history, the score is a snapshot of how you’ve man-
aged credit in the past. As such, your FICO score is generally considered an indi-
cator of how well you are likely to manage credit in the future.

Actually, a variety of different credit scores exist. Equifax, Experian, and
TransUnion have developed their own credit scores. (Each credit-reporting
agency sells its credit score on its Web site.) But the FICO score has become
the industry standard. You can order your FICO score by going to www .
myfico.com.
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Your FICO score can range from 300 to 850. The higher, the better: A score

of at least 720 is considered to be very good. If your score is well below 720,
you may still qualify for credit from some creditors, but you’ll be charged a
higher interest rate and you may not qualify for as much credit as you would
like. Likewise, insurance companies may be willing to sell you insurance, but
you’ll probably pay extra for the coverage and you may not be able to pur-
chase as much insurance as you would like. When you have a low FICO score,
some landlords will not rent to you, and you may not qualify for certain kinds
of jobs, especially those that involve handling money.

You can raise your FICO score by improving the state of your finances. For
example, your credit score will go up if you

v Pay down your account balances.

1 Begin paying your debts on time.

v Build up your savings.

v Minimize the amount of credit you apply for.

v Correct problems in your credit histories.

Comparing Spending and Income

Now comes the real measure of the state of your finances: figuring out how
your total spending compares to your total household income. You may be in
for a shock. Are you ready?

Gathering the necessary materials

To complete this exercise, you need a pad of paper, a pen or pencil, and a
calculator. You also need the following financial information:

v Check registers

v Bank statements

v Receipts for major purchases not made with a credit card

v Credit card account statements

v Other expense records for the past 12 months
You also need records of your income for the past 12 months, such as pay

stubs and deposit slips or direct deposit information. If you're self-employed,
you need your business records.
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Your spouse or partner should gather the same information because the goal
of this exercise is to give you as complete a picture as possible of how your
household spending compares to your household income.

Categorizing your expenses

Creating a worksheet modeled after the one in Table 1-1 (at the end of this
section) will help you organize your spending and income information and
make sure that you don’t overlook anything. This worksheet will also come in
handy in Book I, Chapter 3, where we help you build a budget.

The worksheet in Table 1-1 divides your spending into three categories:

v~ Fixed expenses: These expenses stay the same from month to month.
Examples are your rent or mortgage, car loan, home equity loan, and
insurance.

v Variable expenses: These expenses tend to vary from month to month.
Examples are your groceries, gas, utilities, restaurant meals, movies,
CDs, and books.

v~ Periodic expenses: These expenses may be fixed or variable. You pay
them just once in a while, such as quarterly, every six months, or annually.
Tuition, some kinds of insurance, property taxes, and dues are examples.

Some expenses listed as fixed on the worksheet may actually be periodic
expenses for you. For example, instead of paying your auto insurance every
month, you may pay it every quarter.

After you've calculated total annual amounts for each of your debts and for
all your living expenses, enter them on the appropriate worksheet lines.

Figuring out the fritter factor

It’s so easy to fritter money away, isn’t it? A latte here, a happy-hour drink

or two there, lunch out with friends or colleagues, new clothes. Before you
know it, it’s the end of the month and you don’t have any money left. Where
did it all go? Most likely, you unconsciously frittered it away on unnecessary,
miscellaneous items. Each purchase may not have cost much, but together
over a month’s time, frittering adds up to a significant amount. How much?

Let’s assume that every workday you spend $3 on a latte. In a month, you
spend $60, and in a year that small daily purchase adds up to $720! If you also
spend $2.50 per day for a bagel or pastry to go with the latte, you're spending
$110 each month and more than $1,300 per year! Scary, huh?
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If you're like the vast majority of people, you get paid money much less often
than you spend it. You probably get paid every week, every two weeks, or
every month — but you spend money every day, don’t you? This leads to a
distortion in how you think about money and makes frittering all too easy.

To help you get a handle on how much you fritter away, for one month we want
you to write down everything you purchase with cash, a debit card, or a credit
card. Your spouse or partner should do the same. Carry a small notebook with
you whenever you leave the house so you can record every expenditure right
away instead of trying to remember it later. When the month is up, add up
everything you spent on nonessential items. We bet you’ll be shocked to see
how much it amounts to. Multiply this number by 12, and put that number in
your worksheet under “Other” in the “Variable Spending” section.

Totaling spending and earnings

Add up the numbers in each of the three spending categories in Table 1-1 to
get a subtotal for each category. Then add up the subtotals. The final number
represents the amount you are currently spending each year.

Next, add up all the income you received during the same 12-month period.
Take into account not just your net household income (your take-home pay,
which is gross income minus all deductions including taxes), but also any
other income you or your spouse or partner may receive: government ben-
efits, investments, royalties, child support or spousal support, income from a
family business, and so on. Record that total on your worksheet.

If you are entitled to child support and/or spousal support but the payments
rarely come, don’t include those amounts when you calculate total annual
income for your household. If it’s unreliable income, you can’t count on it to
help cover your spending.

Calculating your financial bottom line

When you have a total annual income amount and a total annual spending
amount, subtract your spending total from your income total.

If the final number you calculate is negative, you can probably guess what
that means: The amount you are spending is more than your annual house-
hold income. You may be financing your lifestyle by using credit cards and
cash advances, and/or you may be falling behind on some of your obliga-
tions. Furthermore, you may not be paying some of your bills at all, which
means that if you add the amount of those bills into your calculations, you
have an even bigger deficit.
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If you ended up with a positive number, your finances may be in better shape
than you think. Or not. If the number is small, you may be just barely stay-
ing ahead. And if your bottom line is positive only because you're paying

just the minimum due on your credit cards each month or because you’ve
stopped paying some of your debts, you have no cause for celebration. If this
describes your situation, you are treading water, at best, and a financial set-
back such as a job loss or expensive illness could be devastating.

Table 1-1 Annual Income and Spending Worksheet

Annual Income

Your household take-home pay

Child supportincome

Alimony income

Other income (specify the source)

Other income (specify the source)

Other income (specify the source)

Total Annual Income

DA | A ||| DD

Annual Spending

Fixed Spending

Rent

Mortgage

Home equity loan

Condo or homeowners’ association fee

Car payment

Other loans

Homeowner's insurance

Renter’s insurance

Health insurance

Auto insurance

Life insurance

Other insurance

Childcare

Dues and fees

Cable/satellite service

Internet access

Child support obligation

DA (A A A A A (A (A DA DA DDA || P

(continued)
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Table 1-1 (continued)

Alimony obligation

Other fixed expenses (specify type)

Other fixed expenses (specify type)

Other fixed expenses (specify type)

Other fixed expenses (specify type)

Total Annual Fixed Spending

N APA|h|h|h|h

Variable Spending

Groceries

Cigarettes

Alcohol

Utilities

Cell phone

Gas for car

Public transportation

Tolls and parking

Newspapers, books, and magazines

Allowances

After-school activities for kids

Baby-sitting

Entertainment

Restaurant meals

Personal care products

Clothing

Body care (haircuts, manicures, massages)

Laundry and dry cleaning

Out-of-pocket medical expenses

Lawn care

Home repair and maintenance

Other (specify type)

Other (specify type)

Other (specify type)

Other (specify type)

AR A A A A (A A (A A A A A A A DA DA DA AA DA AP
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Insurance

Auto registration and inspection

Subscriptions

Charitable donations

Tuition

Dues and fees

Income taxes

Property taxes

Other (specify type)

Other (specify type)

Other (specify type)

Other (specify type)

Total Annual Periodic Spending

Total Annual Spending

| NP A A A h|h| A A A A | AP

Total Annual Income

minus

Total Annual Spending $

equals =

Your Bottom Line

Assessing Your Spending Habits

Congratulations! You just took the most important step on the road to finan-
cial recovery. To varying degrees, we all live in a self-imposed fog when it
comes to spending money. Spending becomes a comfortable habit — just the
way you go about your daily life — and habits are always hard to break. But
you’re on your way. Now that you’ve committed yourself to recovery, you
can take a closer look at where your money is going, consider the possibility
that overspending is a habit, and, if it is, examine ways to deal with it.

Okay, documenting your expenses has proven the obvious: You've wasted
money and probably made some lousy financial decisions. Who hasn’t? (If
you haven’t assessed your spending habits, see the section “Comparing
Spending and Income,” earlier in this chapter.) Now that you have a handle
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on the problem, you’re in position to take control. With the right attitude,
eliminating unnecessary expenditures can be a little like a treasure hunt.
There’s extra money out there — you just have to find it!

Although we don’t presume to tell you how much to spend on any particular
item — that’s your call — here are a few things to zero in on:

v Credit card payments: If a big chunk of your monthly income is going
to pay credit card bills (especially if you're paying minimum payments),
bankruptcy may be the best solution by far (see Book III, Chapter 5).

If this is the case, you're just spinning your wheels in the worst of all
worlds — paying interest without significantly reducing the principal
amount of the debts. For example, say you've got a fairly modest credit
card debt of $3,000. At 17 percent interest — and a lot of times the inter-
est rate is even higher — you’ll be indebted to the credit card company
for about 35 years if you just make minimum payments.

v Daily dribbles: We all live our lives amid daily patterns that eventually
become habits. Many times, these habits include unnecessary spending
that provides no real benefit or enjoyment. What seems like small stuff
eventually adds up. Again, consider the latte on the way to work, the
buck you put in the soda machine, and the $2.50 you spend for an after-
noon snack — all without even thinking about it, right? Over the course
of a year, you've blown $1,430. If you invested this money for 20 years at
10 percent interest, you’d end up with more than $80,000!

v Extravagances: True, one person’s luxury is another’s necessity, but
you really need to think long and hard before plopping down $100 at a
restaurant or $60 for a pay-per-view prize fight on TV. It’s sometimes
helpful — though painful — to figure out how much work you had to do
to pay for a particular treat. If a night on the town costs you a day and a
half of work, is it really a good return on your investment?

+ Impulse purchases: In the section “Cataloging What You Own,” later in
this chapter, we ask you to list all your belongings; for now, just make
a trip to your attic, basement, and garage. If you're like most people —
and us — you’ll see tons of stuff you've bought but rarely, if ever, use.
Simplify. And go further: Sell.

v~ Gifts: Studies show that many folks spend lavishly on gifts they would
never buy for themselves. Christmas, of course, is the granddaddy of
budget-busters. Scale back gifting.

v Overwhelming mortgage payments: If you obtained your mortgage
recently, most of your monthly payment goes toward the interest. You
may not have much equity, and the home may not be worth keeping —
especially if it’s a second mortgage.

v~ Killer car payments: New cars are awfully pricey these days. If you're
struggling to maintain payments on a new car, you may want to consider
selling it and buying something more affordable. Plenty of reliable, mod-
erately priced used cars are on the market.
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to get an equally firm grasp on what you own. Documenting your assets e

v Helps determine what property you may lose by filing bankruptcy.
v Lets you know whether selling things could head off bankruptcy.

v Demonstrates how little you have to show for credit card debt.

Use Table 1-2 to get a rough idea of what you own and how much it’s worth.

Table 1-2 What You Own

Asset Value

Real Property

Your home

Other real property

Timeshares

Motor Vehicles

Bank Account Balances

Household Goods

Furniture

Appliances

Audio and video equipment

Computers and accessories

Other household items
Art Objects and Collectibles

Jewelry

(continued)
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Table 1-2 (continued)

Asset Value

Firearms

Hobby Equipment

Stocks, Bonds, and Other Investments

Cash Value of Life Insurance

Interests in Any Trusts

Business Interests and Inventory

Money You Are Owed

Alimony and support

Bonuses at work

Accounts receivable

Claims where you can sue someone

Commissions

Tax refunds

Money You Are Entitled to Because Someone Died

Life insurance

Distributions from an estate

Patents and Copyrights

Tools and Machinery Used for Work

Cash Value of Pensions
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Adding Up What Vou Owe

Purveyors of consumer credit want you to think in terms of monthly pay-
ments instead of considering the total amount you owe. It’s a lot easier to sell
that new car when the customer focuses on a $400 monthly payment rather
than on a $25,000 albatross. But when it comes to assessing your financial
condition, knowing the total amount of your debts is critical.

Consider home and car loans separately from other debts, for two reasons:

v You can reduce or eliminate these loans if you sell the house or car.

v Bankruptcy affects home and car loans differently than other debts.
You can find out how much you owe on these loans by phoning the creditor.
If you're behind in payments, also find out how much it will take to bring the
loan current (that is, not behind anymore, as opposed to paid in full).

Filling the blanks in Table 1-3 helps you get a grip on what you owe.

Table 1-3 What You Owe on Mortgage and Car Loans
Total Monthly Value of Arrearage
Balance Payment Home/Car (Amount
Owed You're

Behind)

Residence

Other real

estate

Cars

Calculating how much you owe on other debts is a little tougher. Ordering credit
reports is one place to start (see earlier in this chapter and Book I, Chapter 5).
You can often determine the amounts owed on judgments, child support,
alimony, fines, and restitution obligations from documents on file in the
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courthouse. You can get a rough idea of how much you owe on income taxes
by looking at copies of your income tax returns, but this method doesn’t give
you the amount of penalties and interest that have accrued. Hopefully, you
have a rough idea of how much you owe on student loans. If not, find out.

When you know what you owe, use Table 1-4 to help you keep track of it.

If creditors don’t how where you live, or have given up on you, don’t ring
their bell by calling them. However, you may have to face the music about
the money that you owe eventually because some types of debts will not go
away. So use the time when creditors are not hounding you to plan how you
will deal with your debts. Among other options, for example, you can try to
increase your income and/or save more money so that you can eventually
contact your creditors and offer to satisfy your debts by paying a percentage
of their total amounts. You can also contact a reputable credit-counseling
organization for help working out payment plans with your creditors; or you
can look into bankruptcy as a possible solution to your financial problems.

Table 1-4 How Much Do You Owe on Other Debts?
Type of Debt Total Amount Owed
Judgments

Income taxes

Child support and alimony

Student loans

Fines and restitution obligations

Medical bills

Credit card balances

Loans to friends and relatives
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At this point, you should have a better idea of your particular situation. Feel
free to scan the Table of Contents or Index to go straight to the area you need
to address first. If you're like most folks, it likely involves debt. If that’s your
problem, run — don’t walk — to Book III. If you want to continue your pre-
liminary assessment and examine your relationship to money, turn the page
to Chapter 2 and keep reading.
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Chapter 2

Improving Your Relationship
with Money

In This Chapter

Achieving financial goals with your partner
Staying positive

Dealing with setbacks and seeking help
Getting out of debt and budgeting

ust as you have relationships with the people in your life, you also have

a relationship with money — how you earn it, spend it, lose it, waste it,
save it. It’s important to take a good, hard look at how you use and misuse
money. Otherwise, you'll never really get a grip on what happens to it, and
you'll always be left scratching your head, wondering what happened to your
earnings.

In this chapter we help you analyze and improve your own habits and pat-
terns regarding how you handle your love-hate connection to your cash.

Most people are not in the boat alone, and finding financial common ground
can be difficult when one spouse is a spendthrift and the other’s a miser.
Being smart about money is a choice that’s easiest to live with if both part-
ners share the same general financial goals, even if their money styles are a
bit different. If you both want to save money, get out of debt, live within your
means, and attain mutual long-term goals, it’s important to discuss your dif-
ferent approaches to money management and find some common ground.
Otherwise your frugal efforts may be voided by your partner’s poor spending
habits.

Children can also be difficult to win over. If you listen carefully, you can prob-
ably still hear the echoes from the latest whine-fest: “But [ want it now/”
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Working with Your Partner
to Achieve Financial Goals
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Wouldn't it be nice if everyone were exactly the same? Well, actually not. You
probably wouldn’t want to live in a boring world of identical clones that look,
think, and act exactly alike. Variety is the spice of life, and it’s also the spice
of relationships, even in the area of finances. Just like the ingredients in your
favorite meal, the right amount of spice can make the mix of flavors abso-
lutely perfect — but too much spice is almost unbearable. You don’t need to
do away with each and every difference; you just need to blend the flavors
together.

Resolving (or at least discussing openly) any financial differences between
you and your partner is important. In order to fully adopt many of the prac-
tices outlined in this book, everyone involved needs to understand the ben-
efits of adopting a more frugal lifestyle and how important it is to control
impulsive spending habits.

Recognizing your financial
strengths and weaknesses

If you're currently involved with someone and considering a serious commit-
ment, or if you've never discussed your spending habits with your spouse

or significant other, take some time to talk about your financial mindsets.
Identify your differences and spend some time planning how you want to
handle them in your relationship. By dealing with your financial differences,
you’ll not only cut down on arguments later in life, but you and your partner
will become a united front working for common financial goals.

Sit down together and share details about the practical aspects of your
personal money style. If you're already married, use this opportunity to
reevaluate your current financial situation. Ask yourselves, individually, the
following questions and then compare answers:

v Do | carry credit cards? How many and what kind? Gas cards, depart-
ment store cards, general credit cards? Do I pay the cards in full each
month, or just the minimum payments?

v Do I carry cash with me? How much? What do I use it for? How do [ keep
records of cash spent?

v What does my credit history look like? Any debt problems, overdue
bills, repossessions, bankruptcy filings, or late payments?

v What sort of insurance coverage and financial contingency plans do I
have for medical expenses and other emergencies?
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v Do [ have a system for paying bills? What is it? Book |
v How do | keep track of receipts and tax-related paperwork? Taking
v Do [ buy lunch at work every day or bring it from home? g'h 3:3::
v Is recreational shopping a favorite pastime? What sort of limits, if any, Finances

do I set for my personal shopping sprees?

v How do I decide to make a major purchase such as a car, new furniture,
large appliances, or a home?

v How much of my income do [ save each month, and what sort of system
do [ use for saving money?

v What is my philosophy about financially assisting elderly, disabled, or
cash-strapped relatives?

v Do | want (or want my spouse) to stay home after we have children?
v Is tithing or regular philanthropic giving important to me?

v How far in debt can I go and still feel comfortable?

You may well find that your significant other is a spendthrift and you're a
miser or vice versa — opposites tend to attract each other. One reason oppo-
sites attract may be that on some unconscious level, people are aware of
their own weaknesses and shortcomings and know almost instinctively what
they need to “complete” themselves. If you have trouble keeping to a written
budget, you may choose a life partner whose greatest joy is keeping detailed
written records of every flower growing in the yard or every penny spent on
bubble gum by the kids — and imagine you balance each other out in the
process. Having differences is healthy, but we also know from experience
that these differences can test your limits of grace and reason.

If you are the spend-a-holic in the relationship and are already convinced

of the need for financial change in your life, the road ahead is much easier.
Unfortunately, reforming a loved one from their spendthrift ways can be diffi-
cult and requires a lot of sensitivity and tact. Don’t allow yourself to become
adversarial with the spend-a-holic in your life. Instead, be reasonable and
show how adopting frugal habits can reduce outstanding debt, free up money
for fun activities such as vacations, and help to finance large future expenses
such as buying a house or paying for college tuition.

Identifying long-term goals

You've probably heard the old cliché, “If you don’t know where you're going,
how will you know when you get there?” Well, it holds true in the area of
family finances, too. Establishing long-term goals for yourself and your family
helps to keep your current financial picture in perspective. For example, if
one of your goals as a couple is to have a full-time parent at home when the
new baby arrives, you can start cutting back on spending now in order to get
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out of debt and establish some savings before that big day arrives. Keeping
your long-term goals in mind will help keep you on track whenever you're
tempted to spend money on extras.

A necessary step toward working together as a financial team is to establish
your life goals and review them with your significant other. Ask yourself the
following questions to help you determine your long-term financial goals:

v What hobbies do I want to pursue to add recreation and fun to my life?

v What place does education hold in my future or that of others in my
immediate family?

v How important is home ownership in my future?

v What are my career goals? What further training, if any, do I need to
reach those goals?

v How much time, money, and effort do I want to give in the near future to
charity or church-related activities?

v What character traits do [ value most and want to develop in my own life
and the life of my children? Are my financial goals and decisions in line
with those character traits?

v What are my retirement goals?
v How will I take care of future healthcare concerns?
v How soon do [ want to pay off any outstanding consumer debt?

v At the end of my life, what things might I regret if [ choose to spend my
money on less-important pursuits?

Writing out your goals and the values that are important to your family can
go a long way toward keeping your life and finances on track. But even if you
don’t write down your goals, thinking through your priorities and keeping
them in mind as you make decisions (financial and otherwise) is an excellent
habit.

Establishing savings goals

After you've discussed your financial desires and goals for life, set some sav-
ings goals. If you and your partner are not accustomed to working together
toward a financial goal, start with something relatively small like saving for
a new couch or your next short vacation. You can usually reach these goals
within six months to a year, and so you get a fairly quick return on your
savings investment — and an opportunity to reinforce the value of working
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together toward a savings goal. After you've seen that you can work together
toward small goals, start working on long-term goals like retirement and the
kids’ education.

One way to set up a savings plan is to set aside a small amount of money in

a special account from each paycheck until you've reached your short-term
goal. Keep a big jar on the dresser, where you can empty your pockets and
purse of loose change. It’s entirely possible to finance a long weekend at the
ocean with just the change you throw into a jar every day. Seeing a success-
ful example of how easy it can be to reach a savings goal can be just the thing
that many spendthrifts need to give second thought to their impulsive spend-
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ing habits.

Finding peaceful solutions to differences

Above all else, it’s important to discover the art of diplomacy when you iden-

tify significant financial differences between you and your partner. Money
problems are the root of all sorts of marital discord and strife.

Even when you’re in the middle of a major disagreement about finances or

your savings goals, the relationship doesn’t have to break down if you con-

tinue to treat each other with kindness and respect. You will never convince
people to change their minds by yelling at them, calling them names, manipu-

lating their emotions, or giving them the silent treatment.

The three checking account system

One way for partners who each have their own
income to deal with differing money habits
is to open three checking accounts: one joint
account (for paying bills) and an individual
account for each person. Note: It's important
to first establish a workable budget before
implementing the three-account system so
each partner knows how much to deposit each
pay period to cover the basics. See later in this
chapter for more on budgeting basics.

When you receive your paychecks, you each
deposit a predetermined amount into the joint

account. The joint account is then used for
paying bills and for short-term savings for
future expenses. The individual accounts are
for the money left after you both pay for the
basic essentials. If one partner wants to fritter
his money away on designer coffees and video
rentals, fine. The other person can be happily
saving for that nice vacation she’s been dream-
ing of for years — whether she chooses to take
the spendthrift spouse with her on vacation
may be another story, though.
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If you are beyond the talking stage and are in the yelling, crying, door-slamming
stage, consider seeking help from a trained financial counselor with a local
debt-counseling agency. You can contact the National Foundation for Credit
Counseling, a nationwide nonprofit network of Consumer Credit Counseling
Service offices, at 1-800-388-CCCS and www .nfcc.org. The NFCC can put

you in touch with a counseling office near you. Even if you're not dealing
specifically with debt issues, a financial counselor can help you work through
financial planning decisions in a calm, reasonable fashion. Many religious
communities and churches offer free counseling of this sort, too. Just having
an uninvolved third party helping you think calmly through your financial
choices can be tremendously helpful.

Pulling together with your
spouse or partner

If you're the primary money manager in your family, you will probably shoul-
der most of the responsibility for turning your family’s finances around.
However, the cooperation of your spouse or partner and family is essential.
Although you may pay the bills each month, you and your spouse or partner
both spend your family’s money, so he or she has a very direct effect on the
success or failure of your financial program.

The support and cooperation of your spouse or partner is essential to getting
your family’s finances back on track. One of you can’t be pinching pennies
while the other is spending like there is no tomorrow. Both of you should be
totally committed to getting out of debt and reducing or eliminating the use
of credit.

You may find that talking about money is easier in a public place, such as a
coffee shop or a park. If a change of venue doesn’t improve your communica-
tion, consider scheduling an appointment with a marriage counselor or reli-
gious advisor so you can get at the root problems.

When you talk with your spouse or partner about your debts, try to stay
focused on solutions to your financial problems instead of letting the conver-
sation turn into a blame game. Both of you are probably responsible for your
debts to some degree, and finger-pointing won’t pay the bills. Keep in mind
that no matter how hard you try to cooperate with one another, money prob-
lems create a lot of stress in a relationship. We can’t offer easy solutions for
getting through the tough times ahead. We can only encourage you to work
hard at keeping your relationship amicable.
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If your spouse or partner is unwilling to work with you to help your family get
out of debt, and if you are concerned that his or her spending will condemn
you to a life of financial troubles, you may have little choice but to reevaluate
your relationship. Although ending your relationship at the same time you
are trying to resolve your family’s financial problems won’t be easy, you may
conclude that it’s best. If you are thinking about divorce, consider Divorce
For Dummies (Wiley), which explains how to prepare for it emotionally and
financially.

Talking money with your children

You should be honest about your family’s finances with your children. They
don’t need to know all the details, but if your children are old enough to
sense money-related tension and anxiety in your household, you need to tell
them what is going on and what you are doing to improve things.

If you're like a lot of parents, your initial instinct may be to protect your chil-
dren from your family’s financial problems. Usually, that doesn’t end up a
good idea. Even very young children are amazingly perceptive about negative
changes in their environment. They may not know exactly how things have
changed or why, but they can sense the change and may develop problems
as a result unless you help your kids understand and deal with what is going on.

Help your children maintain a sense of security by explaining your family’s
financial situation and what they can expect in the months ahead. Take their
ages and maturity levels into consideration when you decide what to say and
how to say it. Tell them as much as you think they need to know and can pro-
cess intellectually, being careful not to scare them.

You probably need to go into greater detail with a preteen or teenage child
than you do with a younger child. Teen and preteen kids generally have more
financial needs and wants than young children and are more subject to peer
pressure, so they need a clear sense of how they may be affected by your
efforts to get out of debt. For example, they may have to start bringing their
lunches to school, or you may need them to get part-time jobs to help pay for
their gas, auto insurance, or nonessentials.

Compared to younger kids, preteens and teenagers are most apt to have dif-
ficulty accepting the fact that they can’t do and have all the things they have
become used to. Peer pressure can be a powerful thing.

Regardless of the age of your children, reassure them that things may be
different for a while, but you love them and everything will be okay. Help
them feel safe by letting them know that you and your spouse or partner are
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putting a financial turnaround plan together, by keeping their day-to-day rou-
tines as unchanged as possible, and by doing fun things together.

Be alert to signs that your family’s financial problems are creating a lot of
stress in your children’s lives or that they are becoming depressed. Signs of
trouble include crying, angry outbursts, withdrawal, behavior problems at
school, headaches, stomachaches, not wanting to go to school — just about
anything out of the ordinary. Try to get your kids to talk about what is both-
ering them. If they won'’t, or if their symptoms get worse, they probably need
to meet with a mental health professional. Contact the psychologist at their
school and consider letting their teachers know what is going on so they can
look for signs of trouble as well.

As you help your children cope with your family’s financial circumstances, bear
in mind that your money troubles offer you an opportunity to teach them impor-
tant lessons about managing money and the dangers of too much debt. When
they become adults, they may be able to use those lessons to avoid financial trou-
ble. One good way to help them master these lessons is to involve them in creat-
ing a monthly household budget. We talk about budgeting later in this chapter.

Believing in Vourself

Getting out of debt can be no fun. We're the first to admit it because we’ve
been there. Like countless other people, we’ve had our share of money trou-
bles over the years, so we understand what a drag it is to pinch pennies, give
up the things you enjoy, and work harder than ever. We've also counseled
people whose finances were in such bad shape that getting out of debt meant
having to take further steps such as consolidating their debts, negotiating
with their creditors, and even giving up some of their assets.

Keeping family relationships a priority

Most people at the end of their life don't wish
they'd spent more time at the office, but they do
often regret not spending more time with their
family, especially when their children were
young. Unfortunately, people who find them-
selves with debt payments that exceed what
they can reasonably afford usually cast about
for ways to increase their income.

Instead of taking a part-time job, working
overtime every week, or getting involved in a

get-rich-quick scheme, look at your budget for
ways to cut back your spending. Decreasing
spending is usually a lot easier than increas-
ing your income. Plus, you won't sacrifice
time with your family in exchange for a paid-
off credit card. By cutting back and tightening
your money belt, you can pay off your bills and
watch little Johnny's championship T-ball game
on Saturday afternoon.
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It can be daunting to owe a bundle to your creditors and to be faced with the
change and sacrifices that are necessary to turn your finances around. Success
may require every ounce of determination and self-discipline you can muster.
It definitely requires that you be able to maintain a can-do attitude — a get-
out-of-debt attitude — over a sustained period of time, because your finances
are probably going to improve gradually, not overnight.

A positive, can-get-out-of-debt attitude is key to turning your finances around.
You have to believe that you've got what it takes. Here are some proven

strategies for helping you believe in yourself and set your resolve:

v Draw strength from tough challenges you’ve faced in the past. Maybe
someone in your family had a serious illness, you went through a
divorce, a close relative or friend died, or you experienced a major dis-
appointment in your career. Think about what you did to get through
those tough times and use the memories to remind yourself of your
strengths and abilities.

v If you believe that you're largely responsible for your family’s finan-
cial problems, don’t beat yourself up about what you did or didn’t do.
You can’t change what happened, and letting feelings of self-recrimina-
tion and guilt bog you down makes it a lot harder to do what you need
to do now. Benefit from your mistakes and move on. When negative
thoughts come into your head, shrug them off, knowing they cannot con-
trol you after all.

A negative attitude can be contagious. If you act bummed out all the
time about your family’s financial situation, your bad attitude is likely to
spread to everyone else in your household. If you have kids, don’t forget
that they are observing how you behave in the face of adversity, so set a
good example.

+ Remember that you're not the only person who has ever experienced
financial problems. Millions of people have been where you are and
have had to do what you must now do to get out of debt. If they can do
it, so can you!

v Get inspired by reading a book or watching a documentary about
someone who had to overcome something difficult. These types of
stories are plentiful, but if you need some suggestions, consider Franklin
Delano Roosevelt, Nelson Mandela, Helen Keller, or Stephen Hawking.

1 Motivate yourself by visualizing your future. Close your eyes and think
about what life will be like when you don’t have a lot of debt, you're not
stressed out about money all the time, you’'ve got a comfortable balance
in your savings account, and you and your family can afford a few extras.

+* Don’t stay silent about your money troubles. You don’t need to shout it
from the rooftops, but let your close friends and family members know
that you are going through some financially tough times, even if you
have to swallow your pride and admit some mistakes. You may need
their support and encouragement. If you've kept your financial problems
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a secret until now, telling people about them can take a huge load off
your shoulders. And you just may discover that your friends or relatives
have been in similar situations.

If some of your friends or family members are also experiencing money
problems, create your own support group. Get together regularly to
share ideas about getting out of debt, to give one another encourage-
ment, and to celebrate your successes.

1 Boost your self-confidence by getting smarter about money. Enroll in
a basic personal finance class or read a good book on the subject (such
as this one). Make regular visits to personal finance Web sites such
as www . bankrate. com for practical information about all aspects of
everyday money management.

1 Be realistic about how long getting out of debt will take. Don’t expect
to pay off your high-interest debts, build your savings account, and have
extra money in your pocket by next week. Depending on the specifics of
your finances, tackling your debt could take months — or, yes, years. As
long as you're serious about dealing with your debts, you’ll see gradual
improvement in your finances, but there’s no quick fix for serious money
problems — so don’t get yourself down because you can’t find it.

1 Rethink your definition of success. It’s easy to get caught up in the idea
that success means spending a lot of money. After all, the more stuff you
have, the happier you’ll be, right? That’s certainly what credit card com-
panies and advertisers want you to believe! But there are other ways to
define success: being a good parent, spouse, and friend; helping the less
fortunate; living an ethical life; making a difference in your community;
and so on. Money can’t buy these things, yet they can bring you more
profound and lasting happiness than more stuff ever could.

v~ Stop making excuses. Maybe you hear yourself saying, “Yes, but [ don’t
have time to find cheaper insurance.” “Yes, but living on a budget is too
much work.” “Yes, but I can’t earn more money right now.” You can make
the necessary changes in your life. You can’t afford to make excuses.

Handling Setbacks

When you begin down the path toward financial health, you may get off
course occasionally. If you do, don’t beat yourself up. Instead, refocus, steel
your resolve to do better from now on, and move forward.

Okay, that’s great advice, but is it realistic? Negative thinking can creep up
on any of us, making it seem impossible to move forward. Maybe you’re
tired of living on a budget, having to say no to your kids, and working all the
time. Maybe you’'ve been hit with a financial setback such as a creditor who
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acknowledge what you've achieved. Maybe you got one of your credi-
tors to agree to lower the interest you are paying, or you landed a part-
time job that will allow you to pay off your debts faster. Celebrating your
successes, even small ones, can motivate you to keep moving forward.

v~ Stay active. Exercise is a great way to get rid of stress, frustration, and
negative thoughts. So when you're feeling down, don’t plop yourself in
front of the TV. Go for a run or walk, take a bike ride, swim, or play your
favorite sport.

v+~ Find things to laugh about. Rent a funny movie, spend time with a witty
friend, watch your favorite sitcom, read the funny papers, or check out
a humorous Web site such as www. theonion.comor http://swcbc.
org/humor. A good belly laugh is therapeutic.

v Do something fun. There are plenty of ways to have fun on the cheap.
Read a good book, play board games, do puzzles with your kids, go for
hikes, dig in the garden, invite friends over for a potluck meal, rent a
movie, enjoy your local park, visit a museum. Go out and play!

+* Count your blessings. Draw strength from the good things in your life.
Volunteering at a food bank or homeless shelter is an excellent way to
get rid of a “poor me” attitude and to keep your situation in perspective.

v Accept what you can’t change. If your financial problems are the result
of things you had no control over (maybe you lost your job in a downsiz-
ing or had a bad accident that landed you in the hospital), railing against
your fate is a waste of time. Accept what happened and move on.

v Find peace through prayer or meditation. Whether it’s a church, syna-
gogue, mosque, Buddhist retreat — or your house or nearby woods or
beach — find a quiet place where you can recharge your spirit regularly.
Use prayer or meditation to detach yourself from the negatives going on
in your life. Tell yourself, “All this will pass.” And it will, eventually.

<® If you're experiencing more than the occasional blues — if you can’t shake
your negative feelings — you may be clinically depressed. Major Depression
will sap your energy and make it difficult, if not impossible, to move forward
(see the nearby “Signs of depression” sidebar). Get help by scheduling an
appointment with a mental health professional. We can hear you saying, “But
I can’t afford that!” But if you really are depressed, can you afford not to?
Your local chapter of the Mental Health Association is a good resource for
finding the help you need at an affordable price. To get started finding local
help, ask your doctor or go to www.nmha.org/go/find_therapy.
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Signs of depression

Major Depression can be a debilitating dis-
ease, and even fatal given its suicide rate, but
in most cases it's also very treatable. If, after
reading the following list of symptoms, you
suspect that you may be depressed, schedule
an appointment with a mental health therapist
right away. Keep in mind that you don't have to
have all these symptoms to be diagnosed as
depressed.

Signs of depression include
v Sadness, all the time.

v Worthlessness, hopelessness, and/or guilt
for no rational reason.

v~ Constant anxiety and/or irritability.
v~ Lethargy.

v Loss of interest in the activities you used to
enjoy.

v A change in your sleep patterns: You want
to sleep all the time, you are having trouble
falling asleep, or you're not getting a full
night's sleep.

Difficulty concentrating and making decisions.
A lot of headaches or stomachaches.

Loss of interest in eating or a need to overeat.

A W W U

Alcohol and/or illegal drug use to avoid
reality.

\

Constantly thinking about death or even
suicide. If you have these thoughts, get
help immediately. The crisis hotline of the
National Strategy for Suicide Prevention is
a good resource: Call 800-273-8255. It will
connect you immediately to someone with
your local suicide crisis center who can
help you deal with your feelings.

Asking for Help

You may find that you need more than pure willpower and resolve (coupled
with the information in a good book like this) to help you handle your finan-
cial problems. If you are having trouble committing to a get-out-of-debt pro-
gram and staying focused, or if you can’t shake feelings of discouragement
and hopelessness about your finances, take advantage of these resources:

v Debtors Anonymous (DA): Drawing on the time-tested principles and
approach of Alcoholics Anonymous, DA chapters around the country
help consumers with spending problems. DA meetings are free and open
to anyone. Hearing other DA members talk about their own struggles
and successes can be inspiring. And having a sponsor — someone
to call when you feel discouraged or want to spend money that you
shouldn’t — can help you stay in control of your life and get out of
debt. To find a DA chapter near you, use your local Yellow Pages, go to
www . debtorsanonymous . org, or call 781-453-2743.

1 Mental health professionals: Individual or group therapy can be invalu-
able when emotional problems are getting in the way of your get-out-of-
debt efforts. If you have medical insurance but it doesn’t cover mental
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books like Your Money or Your Life: Transforming Your Relationship with
Money and Achieving Financial Independence by Joe Dominguez and
Vicki Robin (Penguin Books) and Mary Hunt’s Debt-Proof Living: The
Complete Guide to Living Financially Free by Mary Hunt (Broadman &
Holman Publishers) can help you rethink your attitude toward spending
and debt. They can also help you live a life that is simpler, more person-
ally rewarding, and less focused on spending.

v Your friends and family: Don’t let pride and embarrassment keep you
from letting the people closest to you know that you’re having financial
trouble. You'll isolate yourself when you are most in need of their moral
support and encouragement.

Digging Out of Debt

Excessive consumer debt can be a prison, holding you captive to past finan-
cial decisions and overspending. You need to pay off your debts to free up
money for your current lifestyle and future plans and dreams. In addition to
living an all-around frugal lifestyle, the following steps help you get debt free.

Step 1: Acknowledge the problem

The most important step is acknowledging the problem and realizing you
need to actively do something about it. Make paying off your debt a high
priority or you may face a major debt-related problem such as utility shut-off
notices or even a personal bankruptcy. If any of the following statements are
true, you have a consumer debt problem:

v You have little or no savings and are at your limit on most credit cards.

v You juggle bills each month, deciding which ones to pay and which need
to wait until the next payday, even if it means paying after the bill’s due
date and incurring subsequent late fees.

v You've taken at least one cash advance from a credit card account or
other line of credit to make payments on other debts.

v Your debt load (including car payments but not including mortgage)
exceeds 20 percent of your income. Most budgets can reasonably handle
a 10-15 percent debt load, but more than that is excessive.
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If you use credit cards to finance your lifestyle, you're living beyond your
means. It’s time to remedy the situation.

Step 2: Cut the cards

Identifying the problem is the first step to digging out of debt. The second
step is often difficult for hard-core credit card junkies: Cut up your credit
cards. Yep, pull out the scissors and start snipping.

Some credit providers can’t officially close the account until you've paid in
full, but consider it closed to your usage. Do not, under any circumstances,
use a credit card until your debts are paid in full. If you’re deeply in debt, be
aware that this can take several years. But after you’re out from under the
burden of excessive debt, the relief you experience more than makes up for
the inconvenience of going without credit for a long stretch of time.

Sometimes you need a credit card of some sort for making airline reserva-
tions, buying items online, or renting a car. If so, get a check card from your
bank. You are essentially paying cash because the money immediately comes
out of your checking account. But this way you can take have a “credit card”
without deepening your credit debt.

Step 3: Set a good budget
and live within it

When planning your budget, be realistic about what you need to spend in
each category, but don’t be overly generous with yourself either. You need to
cinch in your money belt if you're serious about repaying your debts so that
you have the money to budget for your debt-repayment plan. Chapter 3 in
this book and Book II's Chapter 1 contain a lot of tips on this process so you
can get in shape to pay off those debts as quickly as possible.

Step 4: Contact your creditors

Communicate directly with your creditors and explain to them that you're
having problems meeting your payments. Tell them about your frugal budget
and ask whether they’d be willing to accept slightly lower payments for a
period of time. Many creditors are more than happy to lower monthly pay-
ments if that prevents a customer from filing bankruptcy — after all, from
their point of view, a smaller payment is better than no payment at all.
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of credit counseling agencies, but we strongly recommend beginning your
search with the National Foundation for Credit Counseling at 1-800-388-2227
or www.nfcc.org for help locating a counseling agency near you. This net-
work of credit counseling agencies is nonprofit and doesn’t have a vested
interest in making money off the debt-ridden consumer.

Budgeting for the Future

Does the word budget send chills up your spine? We know it did for us for many
years. But we’'ve had a change of heart on this whole topic of budgets. Now we
realize that budgets allow you to be organized and have some control over
what you spend. They help you to decide how to spend your money, plan

for your future, pay off existing debt, and save a few pennies each month by
reducing wasteful and impulsive purchases. Book 1, Chapter 1 introduces
budgets, and Book 1, Chapter 3 talks a lot more about budgeting, but the fol-
lowing is a refresher on what you will be doing when you start budgeting.

Step 1: Categorize your expenses

When you begin setting up a monthly budget, start with big categories before
breaking down your budget into smaller expense categories. A good list of
basic budget categories to begin with includes the following:

v Housing: Mortgage/rent, repairs, property taxes, cleaning supplies,
homeowner’s/renter’s insurance, utilities, furnishings, décor
v Food: Groceries, meals out, pizza delivery, snacks and beverages at work

v Transportation: Car payments, insurance, gas, oil, parking, repairs/main-
tenance, public transportation fees

v Medical: Insurance, out-of-pocket expenses such as deductibles and
noninsurance-covered medical services, pharmacy, eye care, dental

v+ Clothing: New purchases, dry cleaning, repair
v Personal: Cosmetics, haircuts, cleansers

v Insurance: Life insurance and any other insurance not covered under
home, transportation, or medical expenses
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v Education: Tuition, dues/fees, school pictures, yearbooks, school sup-
plies, books

v Credit accounts: Payments on major credit cards, department store
cards, lines of credit through your bank or other lender, or on any other
outstanding debt

v Gifts: Holidays, birthdays, graduations, weddings, showers

v Recreation: Vacations, movies, books, magazines, newspapers, cable
TV, restaurants, sporting events, sports equipment

1 Savings: Long-term and short-term goals, as well as retirement

v Donations: Charities, churches

You need to set aside money each month for those yearly and quarterly pay-
ments that often sneak up on you when you least expect them. If you spend
$1,200 on your yearly property taxes, divide that number by 12 and set aside
$100 per month so that you aren’t caught off guard by your property taxes,
insurance payments, or any other periodic bills.

Within each general budget category, note that some items are essential (the
mortgage or rent payment, the electric bill, and groceries), but other items
are extra (new furniture, gifts, and pizza delivery). From your first list of gen-
eral budget items, develop two separate budget lists, one for essentials and
the other for extras. (We can’t dictate what’s essential and what’s extra for
other people, so we don’t divide up the lists for you. Some people may have
to eat out regularly because of work-related issues and so dining out is an
essential item in their life rather than an extra. Others may consider chari-
table giving an extra, whereas their friends down the street consider it non-
negotiable because of religious convictions.)

After you divide your expenses into two lists, look through both your essen-
tial and extra lists to find flexible budget items such as clothing, groceries,
and other food-related expenses where you can cut back using the tips and
advice throughout this book. Make a star next to flexible items in each of
your lists to identify them easily.

Extra and flexible budget items are the main places to focus your frugal living
tactics. You're always going to have to pay your water bill, but cable televi-
sion may be an extra utility that can be done away with for awhile if money’s
needed in a more-essential budget category. Book II deals with many budget
categories and helps you find lots of ways to cut back on the extras — and
save a bit on the essentials, as well.

Step 2: Estimate what you spend

You can’t control what you don’t know. Go through your checkbook and any
other receipts or records you've kept over the past few months so that you
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can track how much you actually spend on essentials. Then for one month,
keep a detailed diary of all your extra purchases, even for cheap things like
newspapers or coffee from the vending machine at work. Little expenses
quickly add up to big money when they’re made on a daily basis, and these
smaller, out-of-pocket purchases that are frequently made with cash usually
won’t show up in your check register, so writing them all down helps make
you aware of where the cash is dribbling out of your life.

After you've discovered exactly where your money goes throughout the
month, you may need to reevaluate your written budget lists if you find your
actual spending differed from your anticipated spending.

Step 3: Calculate and adjust

Now that you’ve made two lists of budget items (essentials and extras), use
the two lists to see if your spending habits are keeping you in the red.

Add up the essentials list and the extras list separately. Subtract the essen-
tials total from your monthly income. If you have money left over, subtract the
extras total from that amount. If you still have money left over, great! Look
into a savings or investing plan — talk to your bank or a certified financial
planner for help in setting one up. But if your extras list takes you into negative
numbers, start looking for places to cut back. For example, cancel your news-
paper delivery or eat out once a month instead of once a week. You can also
trim from the extras list in order to put more money toward debt repayment if
that’s a high priority in your financial picture. Much of this book is dedicated
to helping you save money on various expenses, so don’t give up hope if you
find you need to drastically cut your spending in order to stick to your budget
and live within your means. A lot more ideas are waiting for you in these pages.

The envelope system

The simplest budgeting plan is frequently
referred to as the envelope system. You can
revolutionize your financial situation by set-
ting aside cash in envelopes labeled with the
various expense categories that you pay for in
cash: bus fare, gas and oil for the car, grocer-
ies, lunch money, toiletries, office supplies, and
so on. (For things like utility bills that need to
be paid with checks, you don’t use the enve-
lopes.) The envelope system can make all
the difference in the world because you can

visualize how taking a few dollars from the
grocery envelope to pay for a movie is actually
stealing money from a budget category. When
your money is just a lump of abstract figures in
your bank statement, taking a little bit here and
there for nonbudgeted items is easier to do. But
taking only cash to the grocery store makes you
shop more carefully, plan meals more frugally,
and put things back on the shelves if you go
over the budgeted amount.
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For keeping track of your budget, take a look at office supply stores for an
easy-to-use, inexpensive family budgeting book. If you want something small
that you can carry with you at all times, the Budget Map (http://budget
map . com) is a specially designed ledger that fits in your personal checkbook
and takes the fuss out of making and sticking to a budget. We’ve found it to
be easy, effective, and relatively inexpensive ($30, with a 90-day money back,
no-questions-asked guarantee). Give up one latte a month, and the Budget
Map is paid for.

A simple tip for taking care of your budgeting woes for regular bills is to pay
for a part of each budget item each time you get paid. Maybe your utility bill
is due every two months, but your husband gets paid twice a month. Figure
out what your average two-month utility bill is and then divide that number
by four. That amount then comes out of each and every pay period for utili-
ties. Sometimes you can plan for a small payment every two weeks easier
than for one large payment once every other month. If you have a monthly
mortgage payment and get paid twice a month, write a check for half the
mortgage payment each pay period. If you have an insurance payment due
every six months, write 12 small checks, one on each pay period.

We hope you've caught the budget bug! If so, the next chapter is up your alley.
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In This Chapter

Calculating your monthly spending and income

Dealing with deficits (and surpluses)

Distinguishing between high- and low-priority financial obligations

Making your budget work month to month
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We know. You hate the idea of a household budget. However, a budget is
a basic and important money-management tool for getting out — and
staying out — of debt. So if you're serious about improving the state of your
finances and avoiding future problems, you need to lose your antibudget bias.

A budget is nothing more than a written plan for how you intend to spend
your money each month, how much you’ll contribute to savings and retire-
ment, and so on. A budget helps you live within your means. It doesn’t have
to be scary. When you’re drowning in debt, a budget is your financial life raft.

In this chapter, we show you how to create a monthly household budget and
monitor your compliance with it. If you can’t afford to pay all your obliga-

tions in a certain month, we tell you which debts to pay and which to put off.
We also warn you against using certain types of loans to generate extra cash.

Over time, if you stick to your budget and follow the rest of the advice in this
book, your financial situation will improve. But even when your financial out-
look is rosier, you should continue to manage your money by using a budget.
Otherwise, you may get careless about your spending or begin using credit
too much, and your debt may creep up to dangerous levels again.

Living on a budget also makes it easier for you to
v Build up your savings so you have money to fall back on if you're hit

with a big unexpected expense, if you lose your job, or if you have to
take a pay cut.
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v Purchase big-ticket items with minimal use of credit.

v Help make your family’s financial dreams come true: a new home, a

great vacation, college educations for kids, a comfortable retirement.

Comparing Monthly Spending
and Income

A\

Creating a monthly budget for your household is not a complicated process,
but it can be time consuming. Simply stated, you need to do this:

v Compare your current total monthly spending to your current total

monthly income.

v Reduce your spending as necessary so that it’s less than your income.

v~ Allocate your dollars appropriately so that you are able to pay all your

living expenses and debts.

Back in Book I, Chapter 1's Table 1-1, in the section “Comparing Spending and
Income,” we ask you to compare your annual spending to annual income to
start getting a fix on the state of your finances. If you haven’t already com-
pleted that exercise, do so now; that information is essential to the budgeting
process in this chapter. Don’t worry, we’ll wait here for you. Ready?

1. Divide each of the annual dollar amounts in Table 1-1 by 12 to come

up with monthly amounts.

. Make photocopies of the spending and income worksheet in Table 3-1

(so you can use it multiple times).

3. Record each monthly amount in the appropriate worksheet space.

4. Review the dollar amounts and adjust them up or down as necessary

so they’re as accurate as possible. For example, the cost of your auto
insurance may be about to increase, your child’s tuition may be increas-
ing next month, or your income may be decreasing. Always assume the
worst scenario so that you build in a potential cushion.

If your annual totals don’t include living expenses and debts that you
should be paying but aren’t because you don’t have enough money, add
them to your annual totals before you divide by 12. For budget-building
purposes, you must have an accurate picture of all your living expenses
and debts.

. Subtract your total monthly spending from your total monthly income.

Record that amount on the worksheet; it can be a negative number.
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Table 3-1 Monthly Spending and Income Worksheet B°°_k'
Monthly Income z::lrl;i
Your household take-home pay $ of Your
Child supportincome $ Finances
Alimony income $

Other income (specify the source) $

Other income (specify the source) $

Other income (specify the source) $

Total Monthly Income $

Monthly Spending

Fixed Spending

Rent

Mortgage

Home equity loan

Condo or homeowners’ association fee

Car payment

Other loans

Homeowner's insurance

Renter’s insurance

Health insurance

Auto insurance

Life insurance

Other insurance

Childcare

Dues and fees

Cable/satellite service

Internet access

Child support obligation

Alimony obligation

Other fixed expenses (specify type)

Other fixed expenses (specify type)

Other fixed expenses (specify type)

Other fixed expenses (specify type)

R R R R R I I - I - I I I I I R - - R - - I - - -

Total Monthly Fixed Spending

(continued)
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Table 3-1 (continued)

Variable Spending

Groceries

Cigarettes

Alcohol

Utilities

Cell phone

Gas for car

Public transportation

Tolls and parking

Newspapers, books, and magazines

Allowances

After-school activities for kids

Baby-sitting

Entertainment

Restaurant meals

Personal care products

Clothing

Body care (haircuts, manicures, massages)

Laundry and dry cleaning

Out-of-pocket medical expenses

Lawn care

Home repair and maintenance

Other (specify type)

Other (specify type)

Other (specify type)

Other (specify type)

D A A A A A (ADA DDA DD DD DD DD DD DD D || D

Total Monthly Variable Spending $
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Periodic Spending

Insurance

Auto registration and inspection

Subscriptions

Charitable donations

Tuition

Dues and fees

Income taxes

Property taxes

Other (specify type)

Other (specify type)

Other (specify type)

Other (specify type)

Total Monthly Periodic Spending

AN A | DDA AR | DDA |||

Monthly Contributions

Savings

Retirement

Other (specify type)

Other (specify type)

Other (specify type)

Other (specify type)

Total Contributions

Total Monthly Spending and Contributions

AN A A (A A AN

Total Monthly Income

<

(minus)

Total Monthly Spending and Contributions

(equals)

Your Bottom Line
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Making budgeting a family affair

Developing a budget and making it work is
something that you and your spouse or part-
ner should do together. After all, you're both
spending your family’s money. It's a good
idea to involve your kids in the process, too.
Sit down as a family and talk about why your
family needs to live on a budget and what bud-
geting involves. Show your kids the income and
expense worksheets you fill out as you work
your way through the budgeting process. Share
your current income and spending figures with
them, let them know how much less your family
needs to spend each month, and ask your kids
for budget-cutting ideas, including things they
are willing to give up. Also discuss any budget
cuts you plan to make that will directly affect
them.

At the end of each month, sit down as a family
and compare your budgeted spending to your
actual spending. Celebrate if your family’s
spending is in line with its budget by doing
something inexpensive together — maybe
ice-cream cones for all or a picnic in the park.
When your comparison shows that your family
spent more than was budgeted, talk about why
you went over budget and what all of you can
doto ensure that it doesn’t happen again. When
your children feel like an important part of your
family’s financial team and understand that you
value their input, they will be more apt to pull
with you, not against you. They'll also be less
apt to resent changes that may affect them.

Tackling a Budget Deficit

If the “Your Bottom Line” number on your worksheet (see Table 3-1) is
negative, you've got a budget deficit. You may be making up the difference
between your total monthly income and your total monthly spending by
using credit cards, getting credit card advances, borrowing money, writ-
ing hot checks, paying bills late, or not paying bills at all. Stop doing those
things! They’re only driving you deeper into debt.

Cutting expenses

Deal with your budget shortfall instead by reducing your spending. Review
your budget, looking for expenses you can trim or eliminate. Focus first on

your discretionary spending because those are nonessential items. You'll find

most of your discretionary spending items in the “Variable Spending” cat-

egory on your worksheet; however, some of your fixed and periodic spending

items may also be discretionary. For example, cable TV is not an essential
expense. Likewise, you may be able to find a cheaper Internet provider (or
go to the library when you need the Internet) and cancel some of your

memberships.
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If your deficit is small and most of it is due to waste and fluff, you may be able Book |
to move your budget into the black just by eliminating nonessentials. But

maybe not. Instead, you may have to go through several rounds of budget- z:kirng
cutting and do some serious belt-tightening before your household’s total of ;o?::
monthly spending is less than its total monthly income. Use your worksheet Finances

to calculate the impact of each round of cuts on your budget’s bottom line.

For many spending-reduction suggestions, check out our ideas in Book I,
Chapter 4.

Reducing debt before saving

If you contribute to a savings and/or a retirement plan, stop doing that for
now. Use that money to cover your living expenses and pay down your high-
interest debts. Why? The money in your savings and retirement accounts
earns only a small amount of interest each month — most likely far less than
the interest rates on your debts. When you have debt, every month you pay
more in interest than you can earn in interest on your savings, and you fall
further behind.

When your financial situation improves, start contributing to savings and

retirement again. But for now, you must put every penny you have toward
your essential living expenses and toward paying down your high-interest
debts.

Using other strategies

Moving your budget from red to black may require more than budget-cutting
alone. The same is true if you can afford to pay only the minimum due on your
high-interest debts. When you pay just the minimum each month, it takes
months, if not years, to pay off those debts, and you pay hundreds or even
thousands of dollars in interest — dollars that you could put to better use.
What else can you do? Many parts of this book (especially in Book II) expand
on lots of ideas and strategies, but for starters, you can try these suggestions:

+ Increasing your household income: Get a second job, turn your hobby
into a part-time business, or let your boss know that you would like to
work more hours. If your spouse or partner is not working outside the
home, discuss whether a paying job makes sense — at least, until your
finances improve.

v Negotiating with your creditors: Some of them may be willing to lower
your monthly payments or make other changes to help you afford to
continue paying on your debts.
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v Consolidating your debts: Debt consolidation involves borrowing
money to pay off high-interest debt and lower the total amount you pay
on your debts each month.

1 Getting help from a reputable nonprofit credit counseling agency:
Such agencies can help you develop your budget and may also suggest
that you set up a debt-management plan.

v~ Filing for bankruptcy: Bankruptcy should always be your option of last

resort. When may it become your best option?

e [f you're about to lose an important asset

e [f your monthly expenses are so much higher than your income
that it will take years of sacrifice and bare-bones budgeting before
your debts are manageable and you have a little extra money left

over each month

Gauging your finances by using
standard percentages

Financial experts agree that, in general, your
basic living expenses and the total amount of
debt you owe (secured and unsecured) should
equal no more than a certain percentage of your
net household income. (Net household income
is your income after deductions for taxes and
other expenses — it's your take-home pay.)
When you're developing your budget, one way
to pinpoint expenses to reduce is to compare
your numbers to the following standard per-
centages. When you have a budget, you can
also use the standard percentages to monitor
the state of your finances over time.

If your percentages are a little higher than the
ones on the following list, you don’t necessarily
need to worry because certain expenses may
be higher in your part of the country. Housing,
for example, varies greatly from place to place.
Some financial books and Web sites also
may use slightly different percentages than
these; no one correct set of figures exists. These

percentages are just approximate amounts for
you to use as spending guidelines:

v~ Monthly housing expense: 25 percent of your
net household income (35 percent if you take
into account homeowner’s insurance, prop-
erty taxes, home maintenance, and repairs)

v+~ Consumer debt (credit cards, student loans,
medical debts, and so on): 10 percent of
your net household income

v~ Utilities: 15 percent of your net household
income

v~ Transportation: 15 percent of your net
household income

v~ Savings: At least 10 percent of your net
household income

v~ Everything else (food, clothing, medical insur-
ance, prescriptions, entertainment, and so
on): 25 percent of your net household income
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After reviewing your financial information, a bankruptcy attorney

can tell you whether you should file for bankruptcy and which type of
bankruptcy you can file: a Chapter 13 reorganization, which gives you
three to five years to pay your debts; or a Chapter 7 liquidation, which
wipes out most of your debts. (To be eligible to file a Chapter 7, you
must pass a federally required means test that takes into account your
income and your expenses.)

If you decide to file bankruptcy, the attorney will inform you that within
six months of doing so you must go to a court-approved credit counsel-
ing agency. The agency will make sure that you understand your alterna-
tives to bankruptcy and that there is no way that you can avoid having
to file. If the agency concludes that bankruptcy is your only option, it
will give you a certificate that you must provide to the bankruptcy attor-
ney. The certificate permits you to file for bankruptcy. Without it you
cannot pursue bankruptcy. For detailed explanations of your bankruptcy
options and the bankruptcy process, check out Personal Bankruptcy
Laws For Dummies, by James P. Caher and John M. Caher (Wiley).

Paying the Important Stuff If
Vou Can’t Pay Everything

If you've cut your budget to the bare bones and you still can’t afford to pay
all your debts and cover all your living expenses, you have to decide what
you will and won’t pay. Here’s how to prioritize:

v~ Essential living expenses: Your essential living expenses belong at the

top of your “Bills to Pay” list, including putting bread on your table,
keeping a roof over your head, keeping your utilities on, and gassing
up your car if you need it to earn a living. However, make sure that you
have reduced those expenses as much as you possibly can.

v Secured debts: Your secured debts also belong at the top of the list of

things to pay. Keep reading if you aren’t sure what a secured debt is.

v Certain unsecured debts: Some of your unsecured debts should take

priority over others. We go into detail in the upcoming section “Knowing
when to prioritize an unsecured debt.”
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Distinguishing between secured
and unsecured debt

A secured debt is a debt that you collateralized with an asset that you own.
(The asset is often referred to as your collateral.) When you collateralize a
debt, the lender puts a lien on that asset, which gives the lender the legal
right to take the asset if you fall behind on your payments. For example, if
you have a mortgage loan, your lender has a lien on your home. If you have a
car loan, the lender has a lien on your vehicle.

Alot of your debt, like credit card debt, is probably unsecured, which means
that the creditors do not have liens on any of your assets. If you don’t pay
an unsecured debt, the creditor will try to get you to pay up. If you don’t, the
creditor may bring a debt collector on board to try to get your money. If you
still don’t pay, the creditor must sue you to get the court’s permission to try
to collect what you owe. The creditor can ask the court for permission to

v Seize one of your assets.

v~ Put a lien on an asset so you can’t borrow against it or sell it without
paying your debt.

v Garnish your wages (take a portion of them each pay period), assuming
that wage garnishment is legal in your state.

Knowing when to prioritize
an unsecured debt

Depending on your circumstances, you’ll want to treat certain unsecured
debts as top priorities, given the potential consequences of not paying them.
These unsecured debts deserve priority treatment:

1 Child support, especially if it’s court ordered.

v Federal income taxes. Uncle Sam has almost unlimited powers to col-
lect past-due tax debts.

v~ State income taxes. If you don’t pay these taxes, your state can sue you,
garnish your wages, or seize your property.

QNING/ v Property taxes and homeowner’s insurance, if these expenses aren’t
Ry included in your mortgage payments. When you don’t pay your prop-
erty taxes, the taxing authority will eventually take your home. If your
homeowner’s insurance gets cancelled for nonpayment, your lender will
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buy insurance for you, but the insurance will be very expensive, so the
total amount of your monthly mortgage payments will increase.

1 Federal student loans. The IRS can collect what you owe when you fall
behind on your federally guaranteed student loans.

v Your health insurance, if you’re responsible for the payments. Keeping
up with your health insurance is especially important if you or a family
member has an ongoing health problem. Without insurance, an expen-
sive illness or accident could push you into bankruptcy.

v Medical bills. A growing number of healthcare providers, including
hospitals, are getting very aggressive about collecting on their patients’
past-due accounts, even suing patients in some instances. If you owe
money to a healthcare provider, contact the provider to try to work out
a plan for paying what you owe.

If one of your unsecured creditors turns over your debt to a debt collector,
no matter how much the debt collector may hound and threaten you, do
not give in to the collector’s demands if paying the unsecured debt means
you won'’t be able to pay your priority debts or living expenses. In Book III,
Chapter 1, we tell you how to deal with debt collectors.

Examining a Budget Surplus

<MBER
S
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If your monthly spending and income comparison shows that you have
money left over each month, don’t break out the champagne just yet. You
may have a surplus because you’re not paying some of your bills or you're
meeting some of your obligations by using credit cards. If this is the case,
you must still reduce your spending so your income covers all your bills and
living expenses each month.

A key aspect of getting out of debt is not using your credit cards. We certainly
understand that sometimes you may have to use a credit card to pay for a
financial emergency if you have no extra money in your budget and you have
nothing in savings. But you should resolve to pay off the amount you charge
as quickly as possible — the next month, if possible. And you should try not
to charge anything more until you’ve wiped out the new credit card debt.

You may also have a surplus because you're paying only the minimum due
on your outstanding credit card balances each month. You’ll never get out of
debt that way! If you have any surplus in your budget, use it to accelerate the
rate at which you pay off the balances, starting with the highest-rate card.
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Even if you can cover your monthly obligations without using credit cards
and while paying more than the minimum due on your card balances, don’t
assume that you shouldn’t reduce your spending. You must be concerned
about how much you owe to your creditors, or you probably wouldn’t be
reading this book. Cut back where you can, and use that additional money

to pay off your debts as fast as you can, starting with the debt that has the
highest interest rate. After you've paid off that one, focus on paying off the
debt with the next-highest rate of interest, and so on. When you’ve paid down
your high interest debts, use your surplus to start building up your savings.

Finalizing and Sticking to Your Budget

s

When you’ve reduced your spending as much as you can and decided what
you will and won’t pay if you can’t afford to pay everything, you can final-

ize your household budget. Make a fresh copy of the worksheet from Table
3-1. Label it “Monthly Household Budget” and record your revised monthly
spending amounts, as well as your monthly income amounts. Now you have a
written plan for what you’re going to do with your money each month.

Review the budget with your family members, and post it in a visible location
so everyone can see it — maybe on a bulletin board in your kitchen or family
room or on the refrigerator.

Steeling your resolve

Now comes the hard part: living according to your budget. Having a budget

is meaningless if you and your family aren’t going to stick to it. Sticking to
your budget won’t be easy, but keep your eye on the prizes: less financial
stress, fewer debts, less damage to your credit history, and (eventually) more
money to spend the way you want.

As you go through each month, be mindful of every dollar you spend, every
check you write, and every time you use your debit card or go to an ATM machine.
Cut up your credit cards, or use them only in emergencies. Refer to your budget
regularly to make sure you're staying on track. If you find that you have overspent
in one area, try to compensate by reducing in another area.

If your kids ask for things that you haven’t budgeted for, remind them why
your family is trying to spend less. If they’re older, maybe they can earn the
money they need for what they want.



<P Carry a small notebook or some other small record-keeping device with you
for writing down everything you purchase with cash, a debit card, or a credit
card each day. Keep all your receipts as well. You'll need this information at
the end of each month when it’s time to evaluate how well you're doing.

Checking your progress each month

To live on a budget, each month you must compare your actual monthly
spending to what you budgeted. Here’s how:

1. On your monthly budget, add a column to the right of each dollar
amount that’s labeled “Actual.”

2. Compile all your spending records for the month (check registers,

bank statements, receipts, the information in your spending notebook)

and all your income records to figure out your actual expense and
income numbers.

3. Record these amounts in the appropriate places in the “Actual”
column of your budget for the month.

4. Calculate subtotals and grand totals for the month.
If you spent more than you budgeted on something, or if your total spending

exceeded what you budgeted, try to figure out why you spent more. Here are
some possible explanations:

+* You overlooked a living expense or debt when you developed your
budget.

v Your budget isn’t realistic. It’s too bare bones, so it’s impossible for you

and your family to live on it.

v Your family didn’t try hard enough to live according to your budget.

Making a budget work takes a 100 percent commitment from everyone in

your household.

+ You were hit with an unexpected expense that month. For exam-
ple, you were working late at the office, so your childcare expenses

increased, or your car broke down and you had to spend money to fix it.

+ Some of your expenses increased for reasons beyond your control.
The cost of gas went up or your insurance premium increased, for
example.

» Your income dropped. Maybe you had to take a cut in pay, your sales
commissions were lower than usual, or a client didn’t pay you.

Chapter 3: Building and Sticking to a Budget
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Avoid these loans

If you don’t have enough money to pay all
your living expenses and debts, do not raise
the money you need by getting one of the fol-
lowing types of loans. Although they may give
you some temporary financial relief, in the end,
they'll make things worse — maybe a lot worse.
When it comes to improving your finances, easy
answers and shortcuts just don’t exist. You've
just got to bear down and do it.

v+~ Advance fee loan: Just as its name implies,

to get this kind of loan, you must pay money
up front to the lender — sometimes as
much as several hundred dollars. Some
advance fee lenders will take your money
and run, but others will give you a very
high-interest loan. Traditional lenders do
not make advance fee loans.

Finance company loan: Finance companies
make relatively small high-interest loans.
Some finance company loans are downright
dangerous: The lender may be less than
honest about all the fees associated with its
loan, or it may mislead you into thinking that
you're getting an unsecured loan when the
loan actually is secured by one or more of
your household goods, such as your furni-
ture, entertainment center, and so on. (This
detail is usually buried in the fine print of the
loan agreement.) If you default on the loan,
you risk losing the asset(s). Some finance
companies encourage consumers to get a
bigger loan than the consumers can afford
so they'll end up in default.

Payday loan: This is a very short-term
high-interest loan made by check-cashing
companies, some finance companies,
and businesses that do nothing but make
payday loans. To get this loan, you write a

v

7

personal check to the lender for the amount
of money you want to borrow plus the
amount of the lender’s fee — usually a per-
centage of the loan amount or a set amount
for every $50 or $100 you borrow — and
you agree to repay the loan on your next
payday. The lender pays you the amount of
the check minus its fee but does not cash
your check.

On your next payday when you repay the
loan, you get the check back. If you can't
repay the loan on the next payday, the
lender rolls over the loan until the follow-
ing payday in exchange for your paying the
lender another fee, which will probably be
higher than the first fee. Over time, if you
keep rolling over the loan and paying higher
fees, the cost of the loan skyrockets and
you have a harder time paying it off.

Some states have payday loan laws.
Contact a consumer law attorney or your
state attorney general’s office to find out if
your state has such a law and what your
rights are.

Pawnshop loan: This is a short-term loan
(no more than three months, in most states)
with a very high interest rate. With this kind
of loan, you give the pawnshop an item that
you own, such as a TV, DVD player, piece of
jewelry, or computer. The pawnshop lends
you a percentage of the item’s value. At the
end of the loan period, if you cannot afford
to pay the loan plus interest, the pawnshop
keeps your item and sells it.

Tax refund loan: Also known as a tax antici-
pation loan or an instant refund loan, this
kind of loan involves borrowing against your




future IRS tax refund. Some tax preparers,
as well as finance companies, car lenders,
retailers, and check-cashing companies,
make this kind of loan. Usually the loan
will be for no more than $5,000, and it will
last for no more than ten days. In addition
to having to pay a very high rate of interest
on the loan, you must pay the lender an up-
front fee, and you must file your tax return
electronically to the tune of about $40. So
when you consider the loan’s interest rate
plus the fees involved, the effective rate of
interest you pay to borrow against your own
money may be in the triple digits. When the
IRS issues your tax refund, it deposits the
money directly into an account set up by
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the lender, who takes its money and gives
you the rest.

Car title loan: If you own your car free and
clear, some lenders will make you a loan for
a small fraction of what your car is worth.
Usually the loan will be for no more than
30 days and will have a very high rate of
interest. To get the loan, you must give the
lender the title to your vehicle and a set of
car keys. The major danger with this kind of
loan is that if you miss a loan payment, you
risk losing your car. Depending on the loan
agreement, one missed payment may be all
it takes.

Depending on your conclusions, you may need to revise some of the numbers
in your household budget. If you have to increase the amount of an expense,
try to decrease another expense by the same amount. If you have to revise
your budget to reflect a decrease in your household’s monthly income, try to
offset the decrease with budget cuts as well.

If your monthly comparison shows that some of your expenses were lower
than what you budgeted, don’t revise your budget right away. Wait a month
or two to see if the changes are permanent. If they are, put the extra money
toward your high-interest debts, focusing first on paying off the debt with the
highest rate of interest. Do the same if your income increases permanently.

Your budget is a dynamic document that should change as your finances
change, hopefully for the better. Gradually, if you stick to your budget, you’ll
start paying off your debts faster. Eventually, you'll also be able to add some
extras to your budget (maybe some of the things you’ve had to give up for
now) and start contributing to savings so you’ll have a financial safety net.

If you continue to be careful about your spending and minimize your use of
credit, before you know it, your family will be in a position to make its finan-
cial dreams come true.
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Chapter 4

Cutting Spending and
Boosting Income

In This Chapter

Cutting back on housing costs, utilities, food, and more
Boosting your household income

an your monthly expenses are greater than your income, you must
rein in your spending and stop using your credit cards. The same

is true if you're just barely getting by each month, if you’re paying only the
minimum due on your credit cards, or if you have little or nothing in savings.

Finding ways to increase your family’s income may also be essential, espe-
cially if you've cut your budget to the bare bones and you're still sliding
backward, just treading water, or paying for every unexpected expense with
a credit card. You may also want to consider working at another job or work-
ing more hours at your current job.

This chapter gives you practical suggestions for reducing your spending and
boosting your income. Although every idea in this chapter probably doesn’t
apply to you, the advice we offer here may help trigger other ideas that do
make sense for your particular situation.

Finding Ways to Spend Less

In this section, we offer a treasure trove of ideas for spending less, organized
by category of everyday expense: housing, utilities, food, transportation,
healthcare, and so on. Some of the ideas are small and simple but yield big
benefits over time, especially when done in combination with other money-
saving suggestions.
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Don’t reject any cost-cutting ideas right off the bat, even if implementing
them means major changes in your lifestyle and a lot of sacrifice. Be open to
anything and everything; try to focus less on what you're giving up and more
on where spending less will help get you in the end.

After you give up a few “essentials,” you may discover that you don’t even
miss them. You may find that not having them actually improves your quality
of life. For example, using public transportation to get to and from work gives
you time to read, think, and maybe even relax. And cutting out some activi-
ties that have filled your kids’ after-school hours and weekends may open up
new opportunities for you and your kids to interact.

Looking for good deals

Before we tackle specific areas of your household budget, we have a couple
tips for getting the most out of your money, no matter what you're buying.

First is a Web site that should be on your list of favorites: www.yokel . com.
Whether you're in the market for a prom dress, a car, a DVD player, or a new
refrigerator, you can locate the best deals in your area by going to this site.

Next is a piece of advice about advertising: Although you should always try
to buy things when they’re on sale, you shouldn’t buy an item just because
it’s discounted. Instead, make purchases based on whether you truly need

an item. If you scan the Sunday ad flyers in your newspaper looking for good
deals, you're bound to be tempted to buy things you don’t really need. Keep
this in mind: That item that looks like such a good deal today may get marked
down even more in a week or two.

If you can’t resist a sale, you may have a spending problem. People with
spending problems tend to buy for the sake of buying, even when they know
they shouldn’t. Spending makes them feel good at the time but lousy later.
Even so, they spend again. If you think you may have a spending problem,
don’t be embarrassed. Get help from other overspenders by going to a
Debtors Anonymous (DA) meeting in your area. To find a DA chapter in your
area, go to www.debtorsanonymous . org or call 781-453-2743.

Spending less on your housing

Housing is probably the single biggest item in your budget, especially if you
are a homeowner and take into account the cost of maintenance, repairs,
insurance, and taxes. You can rein in your housing costs in many ways.
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Following are some options to consider if you're renting: Taking
Charge
v If you're close to the end of your lease, find a cheaper place to live. If of Your
you've got time left on your lease, read your lease agreement to find out Finances

how much it costs to break it so you can move out early.

v Move in with your parents or other relatives while you work on improv-
ing your finances.

v Stay where you are, but get a roommate, if your lease allows.

Homeowners
If you own your home, consider the following possibilities:

v Look into mortgage refinancing to lower your monthly payments. Be
careful, however, about refinancing with a mortgage that may create
problems for you down the road, like an interest-only mortgage or one
with a big balloon payment at the end. If you're confused about whether
a particular mortgage is good or bad for your finances, talk to a financial
advisor, a nonprofit credit counseling agency, or a real estate attorney.

v Rent out an extra room in your home.

v Lease your home to someone else and move into cheaper digs. Make
sure the rent you charge covers your mortgage payments plus the cost
of your homeowner’s insurance, property taxes, and routine mainte-
nance and repairs.

v Sell your home. We know this may be a lot to ask, but if you're paying for
more house than you can truly afford, getting out from under the debt is
a good thing.

Lowering your utility bills

The cost of heating and cooling a home always seems to go up, up, up. Add in
the cost of water, wastewater, and lights, and you may find yourself gasping
when you open your utility bills each month. Consider these suggestions for
bringing down these costs:

v Use your heat and air conditioning less by keeping your home cooler in
the winter and warmer in the summer. Keep your thermostat set at 68
degrees in the winter and no less than 78 degrees in the summer.

v Lower the temperature on your water heater, but not to less than 120
degrees.
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v Ask if your local utility company offers free energy audits. You can find
out where your house is losing energy and what you can do to make
your home more energy efficient. The utility may also offer rebate pro-
grams that can lower the cost of your energy improvements, or you may
qualify for a low-interest/no-interest home energy loan to finance expen-
sive improvements like installing a more energy-efficient heating and
cooling system.

v Find out if your utility offers an energy-saving program. For example,
some power companies will automatically shut off your household appli-
ances during peak use hours each day.

v Replace your commode with one that uses less water. Also replace old
showerheads with new low-flow heads.

v Make your home more energy efficient by caulking, using weather strip-
ping, and adding insulation, all of which are relatively easy do-it-yourself
projects.

v Use fans, not air conditioning, to cool your home.

v Hang up your clothes to dry. Not only is using a dryer expensive, but all
that hot air makes your clothes wear out faster.

v~ If you have to replace your washing machine, get one that loads from
the front instead of the top. You’ll reduce your energy use by as much as
50 percent and save on water, too.

v Take showers, not baths, and limit the length of your showers.

v Replace old-fashioned light bulbs with the new ultraefficient fluorescent
bulbs.

v Never run a dishwasher that is only half full.

v Fix leaky faucets.

Eating for less

One of the easiest expenses to reduce is the amount you spend on food.
Reducing your grocery bill may mean eating more homemade foods and
fewer prepackaged items, which has some added bonuses: You'll be eating
healthier, and you’ll probably shed a pound or two!

v Plan your meals for the coming week based on your budget, and go to
the grocery store with a list of the items you need. Buy them and noth-
ing more.

v Minimize your trips to the grocery store. The more trips you make, the
more you're apt to spend. Also, never shop when you are hungry. You're
more apt to load your cart with items you really don’t need.
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v When you make a meal, double the recipe and store the extra half in Book |
your freezer. When you have to work late one night or are feeling fraz- .
zled after a difficult day at the office, you'll be less tempted to purchase (T:::L"i
prepared food or carryout on your way home because you have a meal of Yo!:"
waiting that you can just pop into the microwave. Finances

v Clip coupons and read the grocery store inserts in your local newspaper
for good deals on items you plan to buy.

Coupon Web sites like www . couponcabin. com, www.couponcraze.
com, and www . coolcoupons . com offer savings at specific stores and on
popular national brands. Some offer free product samples, too.

v Shop at several different grocery stores. Some may offer better deals on
certain items that you use.

v Purchase house brands.

»* Minimize your use of prepared foods and convenience items. You pay a
premium for them.

v If you drink regularly, drink less and buy less-expensive wine, beer, or
hard liquor.

v Purchase groceries at warehouse stores, discount houses, and buying
clubs. When practical, buy in bulk.

But don’t buy perishable items in large quantities unless you’re sure
you’ll use them before they spoil. Also, don’t buy items in bulk or on
sale that you’re not sure your family will use; these deals are good ones
only if you actually use what you buy!

v Pack lunches for yourself and your family.

v Make your own morning coffee instead of buying it on your way to work.
v~ Eliminate sodas and junk food from your diet.

v Reserve dining out for weekends or special occasions only.

v Celebrate a special occasion with a picnic instead of a restaurant meal.

v Pop your own popcorn for the movies. Old-fashioned homemade pop-
corn tastes a whole lot better than the prepopped stuff available at most
movie theaters, and it’s a lot cheaper, too.

v When your family goes on a day trip, pack your meal instead of eating at
arestaurant.

v Grow your own vegetables and herbs. If you don’t have a green thumb
or if you lack the space for a garden, buy your fruits and veggies at your
local farmers’ market.
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Just how much do your vices cost?

You may find a silver lining in your cash crunch
if you're a regular smoker or drinker. Not having
the money you need to pay your creditors and
cover your basic living expenses may convince
you that it's time to become a nonsmoker, or to
give up that glass or two (or three) of wine you
sip at the end of each day, or that six pack of
beer you throw back each evening.

Let's assume, for example, that you and your
spouse or partner enjoy a $15 bottle of wine
with dinner each night. In a week’s time, your
nightly bottle of wine costs you $105. That's
$420 a month and more than $5,000 a year!

Now that's a lot of money to spend on the fruit
of the vine. Just think what you could do with
that money instead.

Now let’s look at how much you may be spend-
ing to smoke. Let's assume that you smoke half a
pack of cigarettes every day and that you pay $5
for each pack. More than $900 of your money is
going up in smoke each year, which doesn't even
take into account how much extra you're paying
for life insurance because of your unhealthy habit.
If you give up the habit, you can reduce the cost
of your premium by as much as 30 percent. You'll
probably pay less for health insurance as well.

Paying less for transportation

After the cost of housing, the cost of getting from place to place may be your
second-biggest monthly expense. You may already have found ways to trim
your transportation budget since the cost of a tank of gas has been rising, but
you could well find some new ideas here.

v Use public transportation, ride your bike, walk, or carpool to work, if
possible. If you use public transportation or carpool, you may be able
to read and enjoy the passing scenery. If you ride your bike or walk, you
may even lose a few pounds.

v Shop around for the best deal on gas. Driving a little farther to fill up
your tank for less may be worth the extra miles and time.

v If your vehicle is a gas guzzler or is expensive to maintain, consider sell-
ing it and purchasing a reliable, less-expensive used vehicle.

v Change your own oil, and do your own simple car repairs. Your local com-
munity college or an adult education program in your area may offer a
class in basic car maintenance, or maybe a neighbor or friend can show
you the basics. Also, the Car Talk guys on National Public Radio feature a
humorous but down-to-earth do-it-yourself guide to car repair and main-
tenance at their show’s Web site, www.cartalk.com/content/diy.

v Pump your own gas and wash your own car. Also, don’t buy a higher
grade of gas than your car really needs.
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v+ Find a reliable mechanic who won’t charge you an arm and a leg every Book I
time you bring your vehicle to the repair shop. Ask people you know, .

. . . Taking

especially people who drive cars similar to yours, for the names of Charge

good mechanics. A shade tree mechanic — someone who maintains of Your
and repairs cars in his backyard — may provide affordable, high-quality Finances
service. Avoid having your car repaired by a dealer or at a chain car

repair shop.

The experts on the Car Talk radio show also maintain a “humongous
database of over 16,000 great mechanics, recommended by — and
for — the Car Talk community.” Access their Mechanics File by going
towww.cartalk.com/content/mechx.

v Ask your teenagers to pay for their own gasoline and auto insurance or
to help contribute to the cost.

Having fun for less

Reducing your budget doesn’t mean that you and your family have to elimi-
nate fun from your lives. It means cutting out the frills and taking time to find
affordable ways to have a good time. Think back to when you were just mar-
ried and money was tight or to when you were a kid. What did you do for fun
then? Do any of these cheap fun suggestions sound familiar?

v Use your public library instead of buying books and DVDs, or swap
these items with your friends.

v Go to www . zunafish.com and exchange your used books, CDs, DVDs,
and videogames with others online for a buck a trade. As the Web site
says, “Trade the stuff you're done with for the stuff you want!”

v Commune with nature. Go for a hike, ride your bike, have a picnic in the
park, go fishing, enjoy the babble of a swift running creek, and take time
to enjoy the sunset.

v Have fun the old-fashioned way: Put together jigsaw puzzles, play card
and board games, do crossword puzzles, play charades, create a scrap-
book, or put all your photos into albums.

v Use your community pool.
v Take advantage of free events in your community.
v Entertain with potluck meals.

v Invite friends over for a backyard barbeque, and have everyone bring
something to throw on the grill.

v Curl up with a good book.
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v Use two-for-one coupons or share an entrée with your dinner companion
when you want to dine out.

v Trade baby-sitting services with friends or relatives who also have
young children, to make going out occasionally more affordable.

Looking good for less

When you’re rolling in dough, you can afford to spend a bundle on salons,
spas, personal trainers, and so on. But those are all luxuries you can’t afford

right now. Here are suggestions for keeping yourself and your family looking
good for less:

v Do your own manicures and pedicures, or get together with a girlfriend
and do them for each other.

v Cut and color your own hair, get it cut and colored less frequently, or
look in your Yellow Pages or on the Web for a beauty school in your
area. Most beauty schools offer free or low-cost cuts and coloring so stu-
dents can hone their skills while being supervised by professionals.

v Cut your family members’ hair.

v Get a massage at a massage school in your area. Find one in your local
Yellow Pages, or go to www.naturalhealers.com.

v Eliminate expensive cosmetics, creams, and lotions. Although the pack-
aging may not be as attractive as what you find on the high-priced stuff,
drug store cosmetics, creams, and lotions usually do the job.

v Minimize your use of dry cleaning, and wash and iron your own shirts,
blouses, and pants. If you hate ironing, watch TV or listen to music while
you work out those wrinkles.

v~ If you belong to a health club and your membership is about to expire,
find a less-expensive alternative or — if you rarely go — cancel your
membership. Your local YMCA or community center may be an option.

v Speaking of health, give up your nightly wine or beer. Not only do they
cost you money (see the sidebar “Just how much do your vices cost?”),
but they also increase the number of calories you consume each day
and jeopardize your health if you're a problem drinker.

Dressing for less

With a little planning and ingenuity, you and the rest of your family mem-
bers can look like fashion plates without paying top dollar. The key is to
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plan ahead, eliminate impulse buying, and maybe rethink where you shop. Book |
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v~ At the end of each season, take inventory of the clothing items you need
to replace because they’re worn out or because your kids have out-
grown them. Then take advantage of end-of-season sales.

v Check out thrift shops, nearly-new stores, and yard sales. You'll likely
find some great deals.

v Buy on sale whenever possible, and shop at discount stores like T.J.
Maxx, Target, Marshall’s, and Kohl’s.

v If you have young children, make their clothes last longer by buying
them a little big. Then roll up the sleeves and pants bottoms, and
shorten the hems on skirts and dresses.

v Swap clothes with friends or family members.

v If you've got the time and the skills, make some of your own clothes.

Reducing your phone costs

Over the past decade or so, the amount of money you spend to stay in touch
has probably increased. Cell phones are ubiquitous, and phone companies
offer a plethora of extras that are nice but unnecessary. Therefore, reducing
the amount you spend on your phone service each month may not be much
of a challenge, and those reductions should have little or no real impact on
your lifestyle. You can implement some of these suggestions for staying in
touch for less:

v Shop around for the best deal on phone service. If you’re in the market
for a cell phone and service plan, Web sites like www.letstalk.com
and www .myrateplan.com can help you home in on your best options.

v Cancel your landline and go with Internet-based phone service through
your cable company or a company like Vonage, SunRocket, or Skype.
Typically, you pay a flat fee of about $25 for unlimited domestic calls.
However, most of these companies require that you have high-speed
Internet access, and you may need to purchase a headset; before you
ditch your landline, put pencil to paper to be sure you’ll save money.

v Make sure your calling plan matches the way you use your phone. For
example, if you make a lot of in-state calls, your calling plan should have
a low intrastate rate; if you frequently call out of state, be sure your plan
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offers low interstate rates. Some plans allow unlimited long-distance call-
ing on weekends, in the evenings, or 24/7.

v Consider a family plan for your cell phone service if multiple people in
your household have wireless phones. Also ask your teens to pay for the
cost of having a cell phone.

v Get rid of your landline if you have a cell phone with an unlimited calling
plan.

1 Review the extras you're paying for, like voicemail, call waiting, caller ID,
call forwarding, and so on. Do you really need them?

v Minimize or eliminate your use of directory assistance.

Saving on prescription drugs

If the cost of prescription drugs is taking a big bite out of your budget, don’t
do without — follow this advice for reducing what you pay for your pills:

v Ask your doctor for free samples whenever she prescribes a prescrip-
tion drug for you or someone in your family.

v Ask your doctor if a generic or less-expensive alternative to a drug is
available. Many newer drugs are more expensive than their older equiva-
lents, but they’re not necessarily better.

v Buy 90-day supplies of drugs when you order, to save on the dispensing
fee that many pharmacies charge each time they fill a prescription.

v Talk with your doctor about prescribing a higher dose of the pill you
normally take, and use a pill splitter to split it in half. You pay for fewer
refills this way. However, your doctor should have the final say on
whether this is a good option for your particular medication.

v Shop around before you get a prescription filled. You may be surprised
by the range in prices from drugstore to drugstore.

v Purchase prescription drugs from an online pharmacy — one licensed
by the National Association of Boards of Pharmacy through its VIPPS
program. (The VIPPS seal of approval will be prominently displayed on
the site.) Go to www.nabp.net for a list of the online pharmacies it has
licensed. Reputable online pharmacies include www.costco. com,
www . drugstore.com, and www. familymeds. com.

v~ If you take medications regularly, buy in bulk from a mail-order pharmacy.

v Find out if you qualify for a drug-assistance program. Some programs
are income based, but others, like Merck’s, offer prescription drug dis-
counts to consumers who are uninsured, regardless of their incomes.
Partnership for Prescription Assistance at www.pparx. org offers an
online databank of drug-assistance programs.
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Inching down your insurance costs

Maintaining your insurance coverage is essential even when you need to cut
back. Without it, a serious illness, a car accident, or flood or wind damage to
your home could be financially devastating and push you into bankruptcy.

Shop around for the best deal on your insurance. An insurance broker

can help, or you can explore your options by using a Web site like

www . insure.com. For example, you may be able to get less-expensive
coverage by switching to another provider, by raising your deductibles (the
amount of money you have to pay out of pocket before your insurance com-
pany starts to pay) on your current policies, or by getting rid of any insur-
ance bells and whistles you don’t need.

¥ Also make sure you're getting all the insurance discounts you're entitled to.
For example, you may be entitled to a discount if you don’t commute to work
in your car, if you take a class to refresh your driving skills and knowledge,
if you purchase your home and auto insurance from the same company, if
you're over 65, if you install certain safety features in your home, and so on.

Homeowner’s insurance
Following are specific tips for reducing your home insurance costs:

»* When you insure your home, don’t count the value of the land your
home sits on. Insure the structure only.

v Find out if you’ll save money by installing deadbolt locks and smoke
detectors. If your home already has a security system, make sure it’s
reflected in your policy.

v If someone in your family was a smoker but has kicked the habit,
find out if your insurance company will lower your premium costs.
Households with smokers often pay a premium for insurance because
burning cigarettes are a leading cause of house fires.

Auto insurance
Consider the following ways you may trim your auto insurance bill:

v If your vehicle is old and not worth very much, drop your collision cov-
erage, especially if you're spending more on the coverage than your car
is worth. Another option is to increase the deductible amounts for your
collision and comprehensive coverage.
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v Be sure that you're getting all the discounts you may be entitled to, such
as discounts for

e A car with antilock brakes, automatic seat belts, and airbags.

e A particular profession. Statistics show that people in certain types
of professions — engineers and teachers, for example — tend to
have fewer accidents.

e Military service. Some insurance companies give you a break on
the cost of your insurance if you're in the military or used to be.

v If you have to purchase a new car, buy one like your granny might drive.
High-profile/high-performance cars cost more to insure.

v+ Find out if your association membership entitles you to a discount on
your auto insurance.

Health insurance

Health insurance costs continue to skyrocket, and finding ways to reduce
them can seriously help your household budget. Here are some suggestions:

v Talk with your employer’s health plan administrator, or with your insur-
ance broker or agent if you're not part of a group plan, about what you
can do to lower your monthly health insurance costs. Possibilities may
include increasing your annual deductible, switching insurance compa-
nies, or changing plans. Keep the following in mind:

¢ [f you'’re willing to sacrifice the freedom to go to whatever doctor,
pharmacy, or hospital you want, you can save money. Sign up with
a plan that limits your choices; the more flexible, the more costly.

Q‘&N\BER ¢ [f someone in your family has a preexisting medical condition,
& don’t change plans or insurers before you know how coverage
for that condition may be affected. Some plans or providers may
refuse to cover the condition at all or may not cover it for a period
of time — six months to a year, for example.

¢ Be aware that the insurance plan with the lowest premium cost
is not a good deal if it doesn’t offer the coverage and benefits you
need. In the long run, paying a little extra to have the appropriate
coverage may mean lower out-of-pocket expenses for doctors, hos-
pitals, and prescription drugs.

v If your income is low and you have few, if any, assets of value, find
out if you qualify for Medicaid, the federal/state health insurance pro-
gram that is state administered. To check on your eligibility, go to
www . familiesusa.org, click on “Consumer Assistance Program Locator,”
and choose your state. You'll get a link to your state’s Medicaid office.

v If you don’t qualify for Medicaid, you may be able to get health coverage
for your children through the federal State Children’s Health Insurance
Program (SCHIP). Go to www . insurekidsnow. gov for information
about the program in your state.
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Blogs that can help you make every penny count

Blogs can be a great way to find out what other .~ Everybody Loves Your Money, (www.

people in your same financial straits are doing everybodylovesyourmoney . com).
to cut back and live on a budget. They can also The author of this blog grew up in a family
provide you with moral support and encourage- where money was tight.

ment. Here are a few blogs we think are worth

v The Frugal Duchess (www. sharonhr.

avisit blogspot.com). A Miami Herald per-

v The Budgeting Babe (www.budgeting sonal finance columnist who claims that
babe.blogspot . com). This blog claims she has “fine tastes and a small budget”
thatit's dedicated to “all of the young work- writes this blog.

ing women who want to spend like Carrie
in a Jimmy Choo store, but have a budget
close to Roseanne . .."

v Stop Buying Crap (www.stopbuying
crap . com). The goal of this blog is to help
people stop wasting money.

Bringing in More Bucks

A\
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If slashing your spending doesn’t free up all the money you need to meet
your financial obligations and accelerate the rate at which you pay off your
debts, look for ways to increase your household’s monthly income. Maybe
to improve your financial outlook, you need to work extra hours at your
current job (if you're paid by the hour), take a second job, or work as a
freelancer. This section discusses the in and outs of each of these income
boosters.

If your spouse or partner is a stay-at-home parent and is considering
getting a paying job, take into account the costs of working outside
the home, such as childcare and transportation, so you can be sure
that the change makes financial sense. The online calculator at
www.fincalc.com/bud_06.asp?id=6 makes that analysis easy.

If making more money will be an uphill battle because demand for your skills
is declining or because the industry you work in is depressed, consider get-
ting trained for a new career by attending your local community college or

a reputable trade school. Before you leap into anything, however, find out
where the experts expect future job opportunities to be. Start your research
by looking through the Occupational Outlook Handbook and the Career
Guide to Industries, two publications available at the Web site of the U.S.
Department of Labor’s Bureau of Labor Statistics, www.bls.gov.
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Earning more at your current job

Your current employer may be an immediate source of additional income. If
you’re paid by the hour, let your boss know that you want to work additional
hours. If demand for your employer’s product or service is growing or if your
employer is opening a new office or store, you may be able to add another
shift to your schedule, work longer each day, or work on weekends, espe-
cially if you have a good reputation as an employee.

Asking for a raise is another option, assuming that you can justify your
request. For example, a raise may be in order if you haven’t received one in a
long time, if you have assumed new responsibilities without additional com-
pensation, or if you recently completed an important project. Other possible
reasons to ask for a raise include a stellar performance review and the fact
that coworkers in your same position may be paid more than you.

Another way to earn more money at your current place of employment is to
apply for a promotion. Let your boss know that you want to be considered
for a higher-paying job in your same department. If you're qualified to work
in other departments, schedule a time to meet with the managers of those
departments to let them know that you're interested in working for them.

Looking for a new job

Getting a better-paying job with a new employer is another obvious way to
boost your income. In this section, we share tips for starting a job search.

Doing your homework

Prepare for your job hunt by whipping your résumé into shape, writing a
short but snappy cover letter, and honing your interview skills. If you need
help doing any of these things, you'll find a wealth of free information on the
Web. Here are a few sites to check out:

v The Center for Communication Practices at Rensselaer Polytechnic
Institute: This site (www.wecc.rpi.edu) offers a clear, step-by-step
process for creating a winning résumé. Click on “E-handouts” and look
for “Resumes.”

+ The Career Advice section of Monster.com: At www .monster . com,
you can find résumé assistance, help in figuring out how much salary to
ask for, and a self-assessment center for evaluating your skills and abili-
ties. You also get career-specific advice based on whether you want to
change careers, are looking for a job, or are 50 years old or over. You
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can even go through a virtual interview to prepare for the kinds of ques-
tions you'll likely be asked in a job interview.

v Career Builder: This Web site helps you build an online résumé from
scratch or improve the one you already have. Then you can post it at
the site for employers who are looking for someone like you. To access
the site’s résumé-building help, go to www. careerbuilder.com and
click on “Post Resumes” at the top of the home page. Then click on
“Build Your Resume.”

v The Wall Street Journal’s Career Journal: The site http://online.
wsj .com/careers features useful articles and tips on how to use the
Internet to find a job, pointers on crafting effective résumés and cover
letters, job-search strategies, interviewing tips, strategies for negotiating
your salary, and more.

Finding out about new job opportunities

When your résumé and cover letter are up to date and you’re ready to turn a
practice interview into a real one, how do you find potential employers?

v Let your friends know you’re in the market for a better-paying job.
They can keep an eye out for opportunities at their workplaces.

1 Visit job search Web sites. Scope out a variety of job sites to find ones
that best meet your needs and are easiest to use. We've listed some
possibilities:

¢ National online job Web sites like CareerBuilder (www.career
builder.com), Job-Hunt.org (www.job-hunt .org), Monster.
com (www.monster .com), and America’s Job Bank (www.ajb.
dni .us). Some of these sites send you email alerts to let you know
about new job listings that match your criteria.

¢ Niche online job sites that focus on a narrowly defined type of job
or on jobs within a specific industry. For example, www.dice.com
focuses on high-tech jobs; www . bankingboard. com zeroes in on
jobs in the mortgage banking, title, escrow, and real estate fields;
and www.allretailjobs.com focuses on — you guessed it — all
types of positions in the retail world.

¢ Your state’s employment office. Most of these sites include a job
bank of openings with local and national private-sector employers,
nonprofits, state government, and sometimes local governments.

e The Web sites of your local and county government. These sites
may feature job banks with a focus on government job openings in
your specific locale.
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e The Web sites of any professional or trade organizations you
belong to. Many of these organizations list job openings of specific
interest to their members.

e www.craigslist.org. Craigslist features traditional and offbeat
job listings for many larger cities.

<W¥ Visit QuintCareers (www.quintcareers.com/top_50_sites.html)
for descriptions and links to 50 great job sites. You can also search for jobs
by industry type — from jobs in the airline industry and law enforce-
ment to jobs in academia, fashion, retail, finance, and advertising — at
www.quintcareers.com/indres.html.

+ Read the employment listings in your local newspapers.

1 Attend job fairs. Job fairs are a great way to meet employers in your
area that are hiring. You may even have the opportunity to do some
initial interviews at the job fairs or set up interviews for a later date.
You can find out about job fairs through your local media; by visiting
www.careerfairs.com, www.careerbuilder.com, or other Web
sites dedicated to job fairs; and by searching the Internet.

1 Network. Many great jobs are never advertised online or in newspa-
pers. Instead, they are filled via word of mouth, through networking.
Networking involves letting anyone and everyone know that you're
looking for a job, including your former bosses, professional associates,
friends, relatives, neighbors, elected officials you may know, and even
people you just happen to meet. Any of these individuals may know
about a job opening that would be perfect for you.

You can also network by attending networking events. For example,
your local Chamber of Commerce may sponsor breakfasts, luncheons,
or happy hours that are organized to help professionals network. Other
good networking opportunities include meetings of your alumni associa-
tion, meetings of clubs and associations you may belong to, community
events, cocktail parties and dinner parties, and conferences — just

about anywhere that you’ll be with other people.

éQ‘N\Bfli y . .. .
P When you're networking, be prepared to explain in concise terms

exactly what type of job you're looking for and your skills and experi-
ence. You may have only a minute to make a first impression.

Carry business cards with you at all times to take full advantage of every
networking opportunity that comes your way. And whenever you meet
people who could be helpful in your job search, get their business cards
so you can follow up. You may even want to carry copies of your résumé
with you whenever you leave your home so you can pass them out when
appropriate. For more information about all aspects of networking, go to
http://online.wsj.com/careers.
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v Find a headhunter. Schedule an appointment with an employment Book |
agency in your area or with an executive-recruitment firm (also known .

. , . . Taking
as a headhunter) if you're looking for a mid- to upper-level management Charae
position. of Yo!:"
Employment agencies and executive-recruitment firms are paid a fee for Finances

linking up employers and employees. Typically, employers pay the fees
of executive-search firms, but you may have to pay the fee if an employ-
ment agency finds you a job. Be clear about who will pay before you
sign an agreement with a business that says it will try to help you find
employment. If you’ll be responsible for the fee, make sure you under-
stand the amount and the conditions of the fee you’ll owe.

Getting (and surviving) a second job

Thinking about making more money by working at another job, otherwise
known as moonlighting? Join the crowd. According to the U.S. Department
of Labor, about 7.2 million Americans hold down more than one job. See the
job-hunting resources we suggest in the previous section.

Moonlighting can be a great way to make some extra bucks, as long as your
second job doesn’t interfere with your ability to be effective at your primary
job. You also need to make sure you come out ahead financially after taking
into account any additional expenses you may incur by working two jobs:
transportation, childcare, food costs, and so on.

If you signed a contract with your current employer, read it before you take a
second job. The contract may prohibit you from working for specific types of
employers or from moonlighting at all.

If you feel like your life is already a juggling act, a second job will make keep-
ing all your balls in the air even more of a challenge. However, you can take
steps to alleviate some of the stress that working multiple jobs may create:

v Ask your spouse or partner and older children to assume more day-to-
day chores if you're the one who is responsible for most of them.

v Create a schedule of when things need to be done and post it on your
family’s bulletin board or refrigerator.

v Accept the fact that, for now, some things at home will fall through the
cracks, and everything may not get done according to your standards.

v Make casseroles, soups, and other nutritious one-pot meals that you can
freeze and that will feed your family for several days.
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v Try to find a second job you enjoy — maybe relating to a hobby or spe-
cial interest. You won’t resent the extra work if what you do is fun.

v Avoid taking a second job that involves a lot of pressure and stress,
especially if you're already under a lot of pressure and stress at your
main job. You’'ll quickly burn out, and this may create health problems.

v Look for a second job that is relatively close to either your home or your
main job so you're not spending a lot of time commuting.

v Grab naps when you can!

Considering freelancing

Depending on what type of skills you have, you may be able to boost your
income by doing part-time freelance work. When you’re a freelancer, you are
self-employed and offer your services to other businesses. For example, you
may be a freelance copywriter, graphic designer, software designer, or CPA.

Working for yourself may sound appealing and can be quite profitable, but if you
need an immediate infusion of cash, it’s probably not your best bet. Usually,
before you can expect to see any money from freelancing, you have to

v Prepare information explaining your services.

v Decide how and how much you will charge for your services (by the
hour, by the project, or on a monthly retainer basis, for example).

v Let potential clients know about your services and then hope that some
of them will contract with you.

v After you are hired, invoice your clients and cross your fingers that
they’ll pay you quickly.

Obviously, being a successful freelancer, especially when you’re holding
down a regular job, takes organization, self-discipline, the ability to manage
numerous tasks simultaneously, and a little bit of luck. However, if freelanc-
ing appeals to you, you can use these avenues to find out more about the
process and about potential freelancing opportunities:

v Talk to people you know who are already freelancing.
v Let your former employers know you would like some freelance work.

v Visit wow . quintcareers.com/freelancing career.html.

v Read Freelancing For Dummies, by Susan M. Drake (Wiley). You can find
a For Dummies book for everything, can’t you?

v Register at www. guru. com so that businesses looking for someone who
offers your type of service know how to find you.
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The skinny on business scams reking

Beware of business “opportunity” scams that from happy business owners, don’t accept it. :_”0“’
inances

you may find out about on the Internet, in your
local newspaper, through the mail, and so on.
Typically, the promoters of these scams prom-
ise you'll earn big bucks after you pay them for
equipment, software, supplies, training materi-
als, and/or business leads. Typically, the value
of what they sell you is negligible and far less
than the fee you pay. Two common work-at-
home scams are envelope stuffing and medical
billing.

If a business opportunity sounds interesting,
ask the promoter to send you printed informa-
tion about its offer. Among other things, the
information should

v Indicate the promoter’s name, address, and
phone number.

v Explain the business opportunity in detail —
what you will get for your money and what
assistance the promoter will give you.

v~ State the opportunity’s total cost, as well
as how and how often you'll be paid, who
will pay you, and all terms and conditions
for getting paid.

Ask for the names and phone numbers of people
who have pursued the business opportunity,
and contact them to find out if it lived up to their
expectations. If the business promoter offers
instead to provide you with a list of testimonials

The testimonials may be made up. Don't work
with a business opportunity promoter who has
no information to send you or no references you
can contact.

Also ask to see a copy of the contract you will
have to sign if you agree to work with the pro-
moter. The contact information should match
the company’s printed information and what-
ever you may have been told via an email or
over the phone.

Federal law requires promoters who charge
more than $500 for a business opportunity to
also tell you how much you can earn from the
opportunity and the number and the percent-
age of individuals who have earned at least that
much recently.

Never pay any money to one of these compa-
nies without checking first with your local Better
Business Bureau and with the Better Business
Bureau where the company is located, as well
as with your state attorney general’s office and
with the Federal Trade Commission. They can
tell you if they've received complaints from con-
sumers who feel that a business opportunity
promoter ripped them off. Contact these same
organizations if you get ripped off by a busi-
ness opportunity scam, and talk to a consumer
law attorney if you lost a substantial amount of
money as a result.

When you freelance, your clients won’t deduct taxes from the money they

“‘QN\BER
& pay you. Therefore, you owe those taxes to Uncle Sam on April 15. If you're
making a considerable amount from freelancing, it’s a good idea to pay your
taxes quarterly. Otherwise, you may end up in hot water with the IRS if your
tax return shows that you owe more taxes than you can afford to pay when
April 15 comes around. Meet with your CPA to figure out the best way to
handle your taxes as a freelancer.
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Chapter 5

Fixing Up Your Credit Report

In This Chapter

Grasping the importance of your credit report

Identifying what a credit report is

Uncovering the details in your credit report

Knowing how negative information gets in your credit report
Translating your FICO and Vantage credit scores

Examining two specialized credit-reporting agencies

M any people used to put their credit reports in the same category as 1Q
results, SAT scores, school report cards, job reviews, and cholesterol

readings — in other words, information that’s important only when a particu-
lar situation arises. As soon as the situation goes away, so does the need to
monitor it. Sort of like a diet. Once your belt stops cutting off your circula-
tion, you can stop counting your calories. Right? Wrong! The same applies to
watching your credit report and keeping track of your score periodically.

Today, with tightening credit, a larger-than-usual need to refinance a home
by a larger-than-usual percentage of the population, and credit card debt at
very high levels, your credit report and score have moved to center stage.
And that doesn’t begin to touch on the other problems that a low score

or negative credit file can exacerbate. Insurance rates are rising and home-
owner’s insurance is getting not only expensive but, in some places near the
water, also hard to find. The information in your credit report and score can
make an important difference here as well. In this chapter, we explain why
you need to be on frequent and intimate terms with your credit report.

Understanding Why a Credit
Report Is Important

Your credit report doesn’t come into play just when you want to borrow
money. A bad credit report may affect what you pay for insurance, whether
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you can rent the apartment of your choice, or whether you’ll be hired for cer-
tain jobs. A particularly finance-conscious romantic prospect may even nix
you for a bad credit history!

Your credit score can cost you thousands of dollars and deny you opportuni-
ties you never even knew you missed. Clearly, what you don’t know can hurt
you. Consider two hypothetical life situations to illustrate this point:

v Say you signed up for a dating service. Now, what if all the information
available to your prospective dates is given to them by people you've
dated in the past? What if the quality of the dates you get in the future is
directly tied to what all the people you've dumped (or been dumped by)
say about you? Starting to sweat a little?

v Say you're applying for a job. Your salary, your job title, and the size of
your office will be tied directly to what’s on your résumé. But what if
your past employers wrote your résumé — and mixed up your person-
nel file with the file of someone else who was fired for sexual harass-
ment? Can you imagine walking into that job interview without any idea
of what your former boss reported or whether it was correct?

Meeting your life partner, landing a great job — these situations are ones in
which you have a great deal of personal interest in a successful outcome.
Kind of like getting a good mortgage rate so you can afford or keep that
dream home.

We're not saying that you're guaranteed to like the outcome of your date or
job interview — but at least you know it’s based on information you’re privy
to. The same is true with your credit report. You can’t rewrite your own
credit history, but you can be knowledgeable about what a credit report is
and how much weight it carries as you try to negotiate your way through
the financial universe. You can be savvy about situations that could cost you
thousands of dollars more or deny you opportunities. And you can catch
inaccuracies on your report (a common situation) and correct them.

You have no excuse for not knowing what’s in your credit report. Getting
a current copy of your credit report from each of the three credit bureaus
(Equifax, Experian, and TransUnion) is easy. And don’t even think about
saying that you can’t afford it, because you can now request your credit
report from each credit bureau once a year for free.

So what’s in your report? Is the information correct — or even yours? And if
not, what can you do to fix it? Settle in for some facts that will open your eyes
and save you money, time, and frustration.
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What Is a Credit Report, Anyway?

Taking
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In its most basic sense, your credit report is your financial life history of bor- of Your
rowing money. Credit-reporting bureaus or agencies gather, manage, main- e

tain, and share this information. Trust us, you don’t have to lift a finger to
create it or disseminate it. As many as 20 credit-reporting bureaus exist; most
are specialty reporting agencies. The following three are the biggies:

v Equifax (www.equifax.com; 800-685-1111)
v Experian (www . experian.com; 888-397-3742)

v TransUnion (www. transunion. com; 800-888-4213)

This section details the items in your credit report and who uses this
information.

What your credit report says about you

As a snapshot of your financial life, your credit report may also indirectly
predict your potential behaviors in other areas of your life. The fact that

you have a history of making credit card payments late may tell a prospec-
tive landlord that you’re likely to be late with your rent, too. A history of
defaulted loans may suggest to a potential boss that you aren’t someone who
follows through with commitments. If you have a foreclosure in your file, it
may tell someone that you may take on more than you can handle or are just
one unlucky duck. If you’'ve declared bankruptcy because your finances are
out of control, perhaps you’re out of control in other ways, too.

This snapshot, which brings into focus the details of your spending and bor-
rowing and even suggests your personal life patterns, also paints a bigger pic-
ture of two important factors — characteristics that are critical to employers,
landlords, lenders, and others. We cover these two critical characteristics in
the following sections.

Do you do what you promise?

Your credit history is an indicator of whether you’re someone who follows
through with commitments — a characteristic important to most people,
whether they're looking for a reliable worker, a responsible nanny, a depend-
able renter, or a faithful mate. Needless to say, a person or company who is
considering lending you a sizable sum of money will want to know the same.
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Based largely on your history of following through with your financial prom-
ises, you're assigned a credit score. People with higher scores generally get
the best terms, including lower interest rates and reduced minimum down
payments. People with lower credit scores may not get credit in today’s
economy, unless they pay higher interest rates and possibly additional

fees or insurance. Even then, they may not qualify for anything, under tight
approval guidelines.

Do you do it on time?

When it comes to your credit score, following through with your promises is
only half of the game. The other half is doing it on time. In the lending business,
the more overdue the payment is, the more likely it will not be paid at all — or
paid in full. This fact is why, as you get further behind in your payments, lend-
ers become more anxious about collecting the amount you owe. In fact, if you're
sufficiently delinquent, the lender may want you to pay back the entire amount
at once instead of as originally scheduled. (When it comes to money, your credi-
tors’ faith in you is only 30 to 90 days long. Car dealers, notoriously short on
faith, see the end of the world happening in credit terms in a payment that’s late
by as little as two weeks.) So the longer you take to do what you promised, the
more it costs you and the more damage you do to your credit score.

Uncovering your credit report’s details

Many people believe that your credit report contains the intimate personal
details of your life, ferreted out from interviews with your neighbors, your ex,
and your business associates. Not true! You can rest assured that your credit
report doesn’t reveal whether you tend to drink too much at office parties,
whether you sport a tattoo, or whether you had an eye-lift or indulged in a
wild fling on your last vacation to Mexico.

The information in your credit report is specific, purely factual, and limited
in scope. What it lacks in scope, however, it makes up for in sheer volume of
material and the length of time it covers. If students cut a class, chances are
no one will notice, but if they fail to pay a bill on time, a multibillion-dollar
industry will notice, record it, and tell everyone who asks about them for the
next seven years.

Consider the short take on what’s in your credit report:
v~ Personal identification information, such as your name, Social Security

number, date of birth, addresses (present and past), and most recent
employment history.
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and address. Name, address, and date of birth are the most common sources Taking
used to identify which file is yours. Social Security number is fourth. Charge
of Your

v Public-record information on tax liens, judgments, bankruptcies, child- Finances

support orders, and other official information.

v Collection activity for accounts that have been sent to collection agen-
cies for handling.

+ Information about each credit account, open or closed (also known as
trade lines), such as whom you owe, the type of account (such as a mort-
gage or installment account), whether the account is joint (shared with
another person) or just in your name, how much you owe, your monthly
payment, how you’ve paid (on time or late), and your credit limits.

1 A list of the companies that have requested your credit file for the
purpose of granting you credit: Requests are known as inquiries and are
one of two types:

e Soft inquiries are made for promotional purposes (for instance,
when a credit card issuer wants to send you a hot offer). These
inquiries don’t appear on the version of your credit report that
lenders see. They are on the consumer’s copy that you get.

® Hard inquiries are made in response to a request from you for more
or new credit. These inquiries do appear on the lender’s copy of
your credit report.

1 An optional message from you, up to 100 words in length, that explains
any extenuating circumstances for any negative listings on your report.

v An optional credit score: Your credit score is not really part of your
credit report; it’s an add-on that you have to ask for. Your score prob-
ably is different for each credit report because of data differences. (We
cover the importance of your credit score later in this chapter.)

Credit reports are easy to read, although there’s still room for improvement.
Each of the three major credit-reporting agencies reports credit information
in its own unique format. The credit-reporting agencies compete with each
other for business, so they have to differentiate their products.

MBER Among the list of items not included in your credit report are your lifestyle
choices, religion, national origin, political affiliation, sexual preferences,
friends, and relatives. Additionally, the three major credit-reporting agencies
do not collect or transmit data on your medical history, checking or savings
accounts, brokerage accounts, or similar financial records.
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You can see sample credit reports from Equifax, TransUnion, and Experian online
at the sites listed here. You may have to hunt a bit for them on the sites, but they
are there, along with endless offers to buy your report and credit monitoring:

v Equifax: www.equifax.com
v TransUnion: www . transunion.com

v Experian: www . experian.com

Who uses the info in your credit report?

Every day, businesses rely on the information in your credit report to help
them decide whether to lend you money and at what price (otherwise known
as the interest rate and loan terms). But because the information in your
credit report can be sliced and diced many ways, your report becomes an
important tool that serves different purposes for different people:

v For a lender, your credit report is a tool to determine how likely and
able you are to repay a loan, and it’s an indicator of how much interest
and what fees to charge you based on the risk profile you represent — if
you qualify for a loan or refinance at all.

v For an insurance company, your credit report is a tool to predict how
likely you are to have an accident or have your house burn down.

v For an employer, your credit report is a tool to predict whether you’ll be
a reliable and trustworthy employee.

v For a landlord, your credit report is a tool to determine whether you're
likely to pay the rent on time or at all.

v For you, your credit report is a tool to help you understand how you’ve
handled your finances in the past and how you're likely to handle them
in the future.

Many different types of people can look at this information and make an
increasing number of significant decisions that can affect your life. For this
reason, double-checking this information is essential. Establishing a positive
credit history as soon as possible can help with jobs, insurance, and more.

Understanding How Bad Stuff
Gets in Your Credit Report

Whether you're new to the world of credit or you’re an experienced bor-
rower, you need to keep a few key concepts in mind as you look over your
credit report. Like the person who can’t see the forest because there are too
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may be blinded by the amount of information. In the following sections, we .
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Nobody’s perfect: Don’t expect
a straight-A report card

You aren’t perfect. (We hate to have to be the ones to tell you this, but if you
aren’t married, someone has to!) The same goes for your credit report — and
lack of perfection isn’t a big deal, as long as your credit report shows more
smooth patches than bumps. No matter how early you mail off that bill pay-
ment, it can still arrive late or get lost, which means you can expect to find
some negative information on your credit report from time to time. The good
news is that you can still be eligible for plenty of loans at competitive rates and
terms without having a flawless credit report or qualifying for credit sainthood.

But how many bad marks are okay? How long do they stay? And how will
lenders who view your report interpret them? For example, say you're a well-
heeled, easy-going gal and you loan your boyfriend $5,000 for a very worthy
cause. He promises to pay you back monthly over two years. But after four
months without a payment, two things likely will happen: He’ll no longer be
your sweetie, and you’ll have mentally written off any chance of collecting
the debt. Plus, if you're smart, you'll think twice before lending money to a
friend again. You may even mention the negative experience to your friends,
especially if they were thinking of floating him a loan.

If you were to run into your ex-boyfriend sometime down the road, you’d

probably mention the $5,000 — after all, you want your money back, and

he still owes you. Whether you’d ask him to join you for dinner is another
matter and may depend on his showing you some good-faith gesture.

In business, as in love, trust and faithful performance are keys to success. A
creditor can tell your future and current creditors any repayment information
that is correct and accurate through your credit report, in the same way that you
can warn your friends about your ex-boyfriend. That information or warning may
be modified at any time, as long as the new information is correct and accurate.

Just how much does a mistake cost you when it comes to your credit report?
Well, it depends on your history. Along with the credit report and all the
information that it contains, lenders can buy a credit score based on the infor-
mation in the report. That score comes from a mathematical equation that
evaluates much of the information on your credit report at that particular
credit bureau. By comparing this information to the patterns in zillions of
past credit reports, the score tells the lender your level of future credit risk.
(Check out the section “Fleshing out credit score components,” later in this
chapter, for more information on credit scores.)
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So people with a lot of information in their credit files will find that a lot of good
credit experiences lessen the effect of a single negative item. Score one for the
old folks with long credit histories! If you're a young person or a new immigrant
with only a few trade lines and a few months of credit history (sometimes called
a thin file), a negative event has a much larger effect in relation to the informa-
tion available. Many young people think the world is stacked against them. In
this case, it’s true — but to be fair, it’s also stacked against anyone with a limited
credit history, regardless of your age or what country you come from.

Checking for errors: Creditors aren’t
perfect, either

Other people make mistakes, too — even banks and credit card payment proces-
sors. Considering that about 4.5 billion pieces of data are added to credit reports
every month, it shouldn’t be a big surprise that incorrect information may show
up on your credit report. And we won’t even get into the unrelated problem of
errors caused as a result of identify theft. A number of conflicting studies have
been done on what percentage of reports contain errors and, of those errors,
how many were serious enough to affect either the terms under which credit
was granted or whether credit was granted at all. So you may or may not have
errors on your report. And they may or may not be serious. But unless you're
feeling really lucky, we strongly suggest that you find out what'’s in your report.

Still, credit-reporting agencies have a vested interest in the accuracy of the
information they report. They sell it, and their profits are on the line if their
information is consistently inaccurate. If credit-reporting agencies consis-
tently provide error-riddled data, companies that grant credit won’t be as
eager to pay money to get or use a bureau’s credit reports.

Getting a copy of your credit report gives you a chance to check for these
errors and — better yet — get them corrected! You can have inaccurate
information removed by one of two methods: contacting the credit bureau
or contacting the creditor.

Contacting the credit bureau

If you notice incorrect information on your credit report, contact the credit
bureau that reported the inaccurate information. Each of the three major
bureaus allows you to dispute information in your credit report on its Web
site, or you can call the bureau’s toll-free number (see “What Is a Credit
Report, Anyway?” earlier in this chapter). If you make your dispute online,
you need to have a copy of your credit report available; the report includes
information that allows the bureau to confirm your identity without a signa-
ture. If you opt to call the toll-free number, you're unlikely to get a live person
on the other end — this stuff is heavily automated — but you’ll be told what
information and documentation you need so that you can submit a written
request. After you properly notify the credit bureau, you can count on action.
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The Fair Credit Reporting Act (FCRA) requires credit-reporting agencies to Book |
investigate any disputed listings. The credit bureau must verify the item in Taking
question with the creditor at no cost to you, the consumer. The law requires Charge
that the creditor respond and verify the entry within 30 days, or the infor- of Your
mation must be removed from your credit report. The credit-reporting Finances

agency must notify you of the outcome. If information in the report has been
changed or deleted, you also get a free copy of the revised report.

Contacting the creditor

The Fair and Accurate Credit Transactions Act (commonly referred to as the
FACT Act or FACTA) covers another way to remove inaccurate information
from your credit report. Under the provisions of the FACT Act, passed in 2003
and rolled out in pieces through 2005, you can deal directly with the creditor
that reported the negative information in the first place. Contact information
is shown on your latest billing statement from that creditor.

We strongly suggest that you do everything in writing, return-receipt
requested. After you dispute the information, the reporting creditor must
look into the matter and cannot continue to report the negative information
while it’s investigating your dispute.

For new delinquencies, the FACT Act requires that you be notified if nega-
tive information is reported to a credit bureau. That said, you may have to
look closely to even see this new notice. Anyone who extends credit to you
must send you a one-time notice either before or not later than 30 days after
negative information — including late payments, missed payments, partial
payments, or any other form of default — is furnished to a credit bureau.
This stipulation also applies to collection agencies, as long as they report to
a credit bureau. The notice may look something like this:

v~ Before negative information is reported: “We may report information
about your account to credit bureaus. Late payments, missed payments,
or other defaults on your account may be reflected in your credit report.”

v~ After negative information is reported: “We have told a credit bureau
about a late payment, missed payment, or other default on your
account. This information may be reflected in your credit report.”

The notice is not a substitute for your own close monitoring of your credit
reports, bank accounts, and credit card statements.

Looking at the accurate information

Most of the information in your credit report likely is accurate. A popular mis-
conception is that data stays on your credit report for seven years and then
drops off. What really happens is that negative data stays on your credit report
for seven years, although a few items remain longer, such as a Chapter 7
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bankruptcy, which stays on your report for ten years. Even though the nega-
tive information is included for a long time, as the months and years roll by,
it becomes less important to your credit profile. The fact that you were late
in paying your credit card bill one time three years ago doesn’t concern most
creditors. Positive information, however — the good stuff everyone likes to
see — stays on your report for a much longer time. Some positive data may
be on your report for 10, 20, or even 30 years, depending on whether you
keep your account open and depending on each bureau’s policy.

Unscrupulous lenders may use negative information as a reason to put you
into a higher-cost loan (and a more-profitable loan, for them), even though
you qualify for a less-expensive one. This is just one example of a situation

in which understanding your credit score can save you money. The scenario
can go something like this: You're looking for a loan for a big-ticket item.
Instead of going from bank to bank and wasting days of precious free time or
risking being turned down after filling out long applications and explaining
about the $5,000 your ex-boyfriend owes you, you go to a trusted financial
advisor who knows how these things work. She pulls your credit report and
shops for a loan for you. Your answer is that this is “a great deal considering
your credit score.” Translated, this answer means you’re being charged a rate
higher than the market rate because of your imperfect credit score. If you don’t
know what your score is and what rate that score entitles you to in the market-
place, you may be taken advantage of. So read on and get the skinny on credit
scores, which have a big effect on your interest rates and terms.

Deciphering Your Credit Score

With billions of pieces of data floating around, it’s little wonder that the people
who use this data to make decisions turned to computers to help make sense
of it all. Starting back in the 1950s, some companies, including one called Fair
Isaac Corporation, began to model credit data in hopes of predicting payment
behavior. (A model uses a series of formulas based on some basic assump-
tions to simulate and understand future behavior or to make predictions.
Weather forecasters use models to predict your weather for tomorrow.
Usually, the credit guys are more accurate because they're predicting the
likelihood of something bad happening in the next year or so.) Until recently,
the three major credit bureaus offered different scoring models that Fair Isaac,
the developers of the FICO score, created for them. Each one called the score
by a proprietary name. Now they also use an identical credit-scoring model
called the VantageScore. Your credit score is a three-digit number that rules a
good portion of your financial life, for better or worse.

You may have no credit score if you don’t have enough of a credit history.
Understanding what factors into your credit score is an important step in
ensuring that yours is the best it can be. This section takes a closer look at
the two main types of credit scores — FICO and VantageScore — and helps
you understand what makes them up.
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Fleshing out credit score components

For a score to be calculated, you need to have at least one account open and
reporting for a period of time. In this category, the Vantage people have the
current edge. They require that you have only one account open for at least 3
months, and that account must have been updated in the last 12 months. FICO
requires you to have an account open (and updated) for at least six months.
Although having no credit history makes it difficult for you to get credit initially,
you'll find it a lot easier to build credit for the first time than to repair a bad
credit history (which is like being down two runs in a ballgame and trying to
catch up). In this section, we give you the skinny on both main types of scores.

The most widely used of these credit scores is the FICO score. Until recently,
the proprietary formula for FICO scores was a well-guarded secret. Creditors
were concerned that if you knew the formula, you may be tempted to manip-
ulate the information to distort the outcome in your favor. Well, that may or
may not be the case, but if creditors are looking for good behavior on your
part, it only makes sense to tell you what constitutes good behavior. In 2001,
Fair Isaac agreed with us, with a little help from some regulators, and dis-
closed the factors and weightings used to determine your credit score.

FICO scores range from 300 to 850. The higher the number, the better the credit
rating. FICO takes into account more than 20 factors when building your score;
the importance of each depends on the other factors, the volume of data, and
the length of your history. Your FICO score consists of five components:

+* Paying on time (35 percent): Payment history is considered the most
significant factor when determining whether an individual is a good
credit risk. This category includes the number and severity of any late
payments, the amount past due, and whether the accounts were repaid
as agreed. The more problems, the lower the score.

1+ Amount and type of debt (30 percent): The amount owed is the next-
most-important factor in your credit score. This factor includes the total
amount you owe, the amount you owe by account type (such as revolv-
ing, installment, or mortgage), the number of accounts on which you're
carrying a balance, and the proportion of the credit lines used. For
example, in the case of installment credit, proportion of balance refers to
the amount remaining on the loan in relation to the original amount of
the loan. For revolving debt, such as a credit card, this amount is what
you currently owe in relation to your credit limit. You want a low bal-
ance amount owed in relation to your amount of credit available. Having
credit cards with no balances ups your limits and your score.

v The length of time you’ve been using credit (15 percent): The number
of years you’'ve been using credit and the type of accounts you have
also influence your score. Accounts that have been open for at least two
years help to increase your score.
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v~ The variety of accounts (10 percent): The mix of credit accounts is
a part of each of the other factors. Riskier types of credit mean lower
scores. For example, if most of your debt is in the form of revolving
credit or finance-company loans, your score will be lower than if your
debt is from student loans and mortgage loans. Also, the lender gives
more weight to your performance on its type of loan. So a credit card
issuer looks at your experience with other cards more closely, and a
mortgagee pays closer attention to how you pay mortgages or secured
loans. An ideal mix of accounts has many types of different credit used.

v The number and types of accounts you’ve opened recently, generally
in the last six months or so (10 percent): The number of new credit
applications you've filled out, any increases in credit lines that you
requested (unsolicited ones don’t count), and the types and number of
new credit accounts you have affect your credit score. The reasoning is
that if you're applying for several accounts at the same time and you're
approved for them, you may not be able to afford your new debt load.

What constitutes a VantageScore?

A relatively new and up-and-coming entrant to the scoring field is the
VantageScore. Vantage needs 3 months of history and an update in the
last 12 months for a score. VantageScore’s range is from 501 to 990. Your
VantageScore is made up of six components:

v Payment history (32 percent): Again, payment history is the most sig-
nificant factor when determining whether an individual is a good credit
risk. Your history includes satisfactory, delinquent, and derogatory items.

v~ Utilization (23 percent): This factor refers to the percentage of your
available credit that you have used or that you owe on accounts. Using a
large proportion of your overall available credit has a negative effect.

+~ Balances (15 percent): This area includes the amount of recently
reported current and delinquent balances. Balances that have increased
recently can be an indication of risk and can lower your score.

v Depth of credit (13 percent): The length of history and types of credit
used are included. A long history with mixed types of credit is best.

v Recent credit (10 percent): The number of recently opened credit
accounts and all new inquiries are considered. New accounts initially
lower your score because companies initially aren’t sure why you want
more credit. However, after you use the accounts and pay on time, they
can help raise your score by adding positive information.

v~ Available credit (7 percent): This factor refers to the amount of avail-
able credit for all of your accounts. Using a low percentage of the total
amount of credit available to you is a good.

If you're trying to build a credit history for the first time, you're an immigrant,
or you're in the FBI's Witness Protection Program and you’re looking for your
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first unsecured credit card in your new name, look for a lender that uses a Book |
VantageScore to grant credit after you have established a credit record.

Examples of ways to start a credit history include using a secured card or E::L';i
using a passbook loan. of Your
Finances

If you’ve too thin: The Expansion score

It used to be that if you didn’t have much information in your credit file,
known as a thin file in the business, you were in a pickle. Lenders had a more
difficult time assessing your risk because they couldn’t get a score for you.
Well, thank heavens for Yankee ingenuity, because just as soon as a problem
shows up, so does a solution.

FICO calls it an Expansion score. Essentially, it’s a credit-risk score based
upon nontraditional consumer credit data (in other words, it’s not based on
data from the three major national credit bureaus). The purpose of this new
score is to predict the credit risk of consumers who don’t have a traditional
FICO score. The use of FICO Expansion scores gives millions of new consum-
ers who don’t have extensive credit histories an opportunity to access credit.
This category includes the following people:

v Young people just entering the credit market
v New arrivals and immigrants to the United States

v People who previously had mostly joint credit and are now widowed or
divorced

v People who'’ve used cash instead of credit most or all of the time

Examining Specialized Credit Bureaus

The world of credit reports has the “big three” credit-reporting bureaus:
Equifax, Experian, and TransUnion. But specialty credit-reporting bureaus,
which are covered by the FCRA and the FACT Act, also exist. In fact, to allow
for the large number and to allow for even more to come under the law, the
Federal Trade Commission doesn’t specifically name them as it does the big
three — the list would be too long and would change frequently. Specialized
credit bureaus report data about you in areas such as gambling, checking,
medical, and insurance experience.

Exploring all these specialized bureaus would require a book of its own, but
we do want to give you a sampling of what’s out there. In the following sec-
tions, we fill you in on two types that are worth knowing about.
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Getting to know national check registries

One of my favorite stories as a kid was the original 1932 Tarzan, The Ape Man,
in which Tarzan goes to the elephant graveyard. The legend was that when ele-
phants knew they were going to die, they all went to this big, secret graveyard
to do it — and it was full of ivory! Well, where do checks go when they bounce?
To the bounced-check graveyard, of course, and it must be full of rubber!

There are several repositories of information that cover your checking account
activity. Two of the biggest are owned respectively by mega players First Data
Corporation and Fidelity National Information Services. Both are major interna-
tional information processors serving hundreds of thousands of retailers and
financial institutions worldwide. They contain only negative information about
your history — only bad news is reported to them. Each of these repositories
has a database of information that its members, banks, retailers, and other
subscribers use to help make decisions regarding the acceptance of checks or
the opening of accounts. This information helps members reduce their financial
losses from returned checks, improve customer service, and safeguard against
identity theft and fraud. Here is contact information for two of them:

1 Chex Systems (www . consumerdebit.com/consumerinfo/us/en/
chexsystems/report/index.htm; 800-428-9623)

v TeleCheck (www . telecheck. com; 800-835-3243)

Maybe working with all that negative information has rubbed off on these
companies, because they aren’t as easy to deal with as the other relatively
consumer-friendly credit bureaus. They’re regulated under the FACT Act, so
thanks to Uncle Sam you can get a free copy of your consumer report and
dispute errors as you can with the other credit bureaus.

You can look at a sample report from ChexSystems online. Go to
www . consumerdebit.com and, under Consumer Assistance, click Sample
Consumer Report. Then, next to ChexSystems report, click View Sample.

Gambling with Central Credit Services

When you want credit, usually you want it now. Well, at least one credit
grantor couldn’t agree with you more! Every minute you go without credit
can cost them money. Who are these guys? Why, they’re none other than
your friendly neighborhood casino or bingo parlor. And — what are the
odds? — there’s a credit-reporting agency just to serve their needs!

Getting credit casino style

The gaming industry is thrilled with Central Credit Services (CCS). And why not?
In its own words, “Services from CCS help put more cash on the floor.” Personally,
we like cash in our pocket instead of on the floor.
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Need a credit line of $10,000, $50,000, or maybe $1 million or more? Have a Book |
credit score of 300? Want the money fast, in cash, with no hassles, fees, or

interest? How about 45 days, interest-free, to repay whatever you draw from E::ir"i
the line of credit, with no strings attached? Oh, we almost forgot. How about of Yo!:"
dinner and a suite at the best hotel in town because you were such a good Finances

customer and borrowed a lot of money?

Sound like a lender’s nightmare? Welcome to the world of Global Cash
Access, the parent company of Central Credit Services and owner of the larg-
est gaming-patron credit bureau database in the world. Every day thousands
of gaming patrons make just such requests from casinos all over the United
States and around the world. Instant financial reports on new and seasoned
gamblers have to be available quickly, or the patron (the best patrons are
sometimes affectionately call whales) will migrate to another casino.

Gamblers live in a culture of their own. It’s no wonder they have a unique
credit-granting system. Central Credit is the big Kahuna of what is called the
gaming-patron credit database industry.

Matking bets with markers

When a gambler needs cash at a casino, either he can go to an ATM and pay
through the nose for a cash advance or he can stroll into the casino credit
department and ask for a marker. The super-sophisticated modern gaming
systems give you a card with a unique number — similar to what you get with
your garden-variety ATM card — and the card ties into your file that contains
your name, picture, birthdate, Social Security number, and casino rating

(how much you bet, how long you play, and whether you win or lose) for that
day and for your previous trips to the casino. Use this card at an automated
cashier’s window, and be sure to smile for the camera, because it may use
face-matching technology to be sure you are who you're supposed to be.

A marker entitles you to interest-free chips or cash with very generous repayment
provisions. Gamblers think only a chump would use an ATM or her own money
when the free stuff is available and comes with oodles of customer service, free-
bies, and, yes, even that most elusive of commodities . . . respect! Capisce?

How does Central Credit Services do it? A worldwide network of casinos
accumulates each patron’s marker experience and makes it available in
much the same way that creditors report your experience to the three credit-
reporting bureaus. If you're late paying a marker, have too many markers
outstanding at the same time, or have a derogatory notation (for example,
you punched a dealer in the nose), it all gets tracked in the Central Credit
database. This data, accumulated worldwide from casinos and gaming estab-
lishments, along with information from consumer credit bureaus and bank-
reporting agencies, is entered into your patron record.

The stakes are high for both you and the casino. We're not talking about the
lender losing out on a monthly 1 percent interest income ($500 on a $50,000
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cash advance). We're talking about the whole $50,000 as potential income to
the casino if you lose it all. These stakes are big numbers with big risks and
big rewards. About 80 percent of a casino’s profit comes from 20 percent of
its customers. And these customers don’t use credit cards — they use mark-
ers. So speed and accuracy in making underwriting decisions are critical

to successfully doing business with some very particular people, whether
you're in Vegas, the Bahamas, or Monte Carlo. In fact, the competition for
business is so stiff and so profitable that to minimize the risk of a patron
going next door to gamble, the goal is to offer the patron preapproved credit
during the check-in process at the front desk. Now, that’s what we call a wel-
come gift amenity!

You can contact Central Credit Services at its headquarters in — where
else? — Las Vegas: 3525 East Post Road, Suite 120, Las Vegas, NV 89120;
phone 702-855-3000 or 702-262-5000.
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In this book . . .

man’s home is his castle, and your castle, no matter

how humble, is where you spend most of your time
and money. They don’t call them “kitchen table issues” for
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begin taking seriously. You'll likely be shocked at the
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Chapter 1

Running a Money-Smart
Household

In This Chapter

Keeping a lid on utility and service bills
Saving money on housing, transportation, and major appliances

So you've decided to become a frugal utility user and cut back a bit on
your electricity, phone, and water use. Does that mean nothing but
cold showers, dark rooms, and hot, miserable summers from here on out?
No more warm, cozy winter nights? No more long-distance phone calls? No
more evenings at home watching favorite movies? Hardly! Instead of living a
Spartan life of shivers and shadows, pick a few ideas in this chapter to try.

Every little bit helps, and if you combine a number of these ideas, you just
may see a substantial downward shift in your utility bills and fees for other
monthly services, like cable and garbage pickup.

The first half of this chapter tackles cutting utility and service bills. The
second half gives advice about saving on big-ticket items.

Reaching Out to Touch Someone

Do you have any “phone friends”? You know, those people who live too far
away to see regularly in person, so your relationship stays alive through the
wonders of the phone lines? Even though calling long distance can get expen-
sive over time, it’s still often much cheaper than the gas and time you would
use to visit people. Email and traditional letter writing also help fill in some of
the gaps created by long-distance relationships.
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Saving on phone bills

Check your statement from the phone company and make sure you're not
paying for extra services you never use or don’t really need. If you have an
answering machine, you probably don’t need voicemail from the phone com-
pany. If you have a voicemail service but no answering machine, consider
buying one. Purchasing your own machine is often considerably less expen-
sive over a period of time than paying the monthly fees for the voicemail
service.

Here are some other ways to save on your monthly phone bill:

v Check to see whether your phone company offers a flat rate or a mea-
sured service plan that can save you money based on how often you call
or on the times and days you usually use the phone.

v Put off making long-distance calls until evenings and weekends, when
rates are usually lower. If you make a lot of long-distance calls, check
around for calling plans that suit the amount of calls you make.

v Try not to use operator assistance for placing long-distance calls unless
absolutely necessary.

Using one of those access numbers you see advertised (“Call this number
and your first 20 minutes are only 99 cents!”) can save a lot of pennies if
you're careful. Just talk until your 20 minutes are up, and if you're not done,
the other party can call you back on the same plan.

Many companies charge the entire 99 cents even if you only reach an
answering machine and hang up right away. Try calling first on your
regular long-distance plan to see if the person you're calling is available
(so you're charged for only 1 minute, not 20). Then hang up and call back
immediately on the 99-cent plan.

Another way to reduce your phone bill if you call friends and family out of
state regularly may be to get a cell phone. Some cell phone plans offer huge
amounts of free long-distance calls.

Using email to stay in touch

As long as you don’t have per-minute service charges connected with your
email or Internet service, sending an email is free. And what’s a better price
than that? Some people have a home computer but don’t want or need com-
plete Internet access. If you're one of these people, you can get email-only
services, often for free. Ask at your local computer store or talk to your
friendly neighborhood computer geek for local ideas for free email-only
services.
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If money is really tight, sending an email greeting card from an online card
company is much better than sending no greeting at all. (For a large collection
of free email greeting cards and messages, go to www.bluemountain.com.)

Another way to save on the cost of a stamp or a long-distance call is to use
online video-conferencing and instant-messaging services. You can also set
up meeting times with family and friends in online chatrooms or message
boards to exchange greetings.

Rediscovering the joys of letter writing

Book II
Letter writing seems to have become a relic of the past, as archaic as Managing
dinosaurs or Model Ts. But nothing can match the thrill of finding a hand- Home and
addressed envelope from a good friend or favorite family member in your Personal
mailbox. Sending cards and letters doesn’t have to be much more expensive Finances

than the price of a first-class stamp if you watch for specials on stationery
while you're shopping. You can often find beautiful note cards and stationery
at garage sales and thrift stores for pennies. Dropping an inexpensive card or
letter in the mail is still much cheaper than making an extended long-distance
phone call or paying for Internet access.

If you don’t have a long period of time to write a detailed letter to a friend,
try carrying around a pad of stationery when you’re out and about. Instead of
being a source of frustration, a 15-minute wait in the doctor’s reception area
can be the start of a great letter. You can also use that time spent sitting in
the van waiting for Junior to get out of school to keep in touch with far-flung
family members.

Saving on Climate Control

A\\S

The weather outside may be frightful, but your utility bills don’t have to be.
Whether it’s warming the house in winter or cooling it in summer, you can
put to use the helpful tips on temperature control in this section.

Dressing for the weather

Your first reaction to uncomfortable temperatures may be to run for the ther-
mostat. An easier and more energy-efficient way to deal with the extremes

of heat and cold is to dress appropriately. Wear light-colored, lightweight,
breathable natural fabrics in summer. Spend your day in a T-shirt, shorts,
and sandals. In the wintertime, wear woolen clothes or dress in layers,
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perhaps by adding a fleece vest. By trapping air between the layers, you're
actually using your own body heat to keep warm. You’ll also be amazed by
what a difference a second warm pair of socks can make on a cold day.

Keeping your cool when the weather’s not

If you can keep excess heat from entering your house in the first place,
you’ve already won half the battle of trying to reduce your cooling bill. The
primary source of heat inside a home during the hot summer months is sun-
light absorbed through the roof, the walls, and the windows. Indoor appli-
ances, especially in the kitchen and laundry room, give off heat, too.

Insulating yourself against the heat

If you want to drop your cooling — and heating — bills dramatically, add
insulation to your home. First, insulate your attic floor. Then, when time and
money allow, add insulation to your basement, exterior walls, floors, and
crawl spaces (in that order). Insulation on the attic floor helps reduce the
amount of heat absorbed through the roof and then through the ceiling of the
house. Adequate ventilation under the eaves allows cooler air to enter and
circulate. Install an exhaust fan in one of the attic windows (if you have them)
to cut down on heat buildup under the roof. Even if you don’t have a perma-
nent exhaust fan installed in the upstairs window, you can set up a temporary
box fan with the air flow pointed outward, to pull the hot air out of the house.

Shading your house from the sun

One of the coolest options of all is shade. Trees on the south side of the
house are always a good investment, but if you’re not planning to live in your
home for a long period of time, you may not personally reap the shady ben-
efits from planting a leafy friend. If your house isn’t shaded by trees, install
awnings over any windows that are exposed to direct sun during the day.
Many awnings are removable and adjustable.

Filtering the sunshine: Covering your windows
Windows are a major source of unwanted heat during summer. Some easy
ways to reduce the heat coming in through your windows include the
following:

v Close the drapes during the hours of direct sunlight.

v Add reflective window tint to southern windows.

v Use bamboo window shades. By hanging old-fashioned bamboo shades
on the outside of heat-producing windows, you create a bit of shade
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and a pocket of insulating air between the heat and the house. Bamboo
shades are fairly inexpensive and are made to last in the elements for
years. Look for them at garage sales. Shutters work well, too.

v Keep window coverings closed in unused rooms. If some bedrooms sit
vacant all day, keep the curtains shut.

v Add reflective window curtain liners. Usually these liners have the
reflective coating on only one side, so be sure to have the reflective side
facing outward during the summer to keep the heat out of your house.
Then during the winter, reverse them to reflect warmth back into the

room.
Book II
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An air conditioner can be the most expensive appliance in your home. Save a Home and
bit on the cost by implementing some of the following ideas: Personal
Finances

v Turn up the thermostat a bit. If you normally have it set to 72 degrees
during the summer, switch to 78 degrees. When it’s 95 degrees in the
shade outside, 78 degrees still feels comfortable and not too warm.

v~ Use fans to circulate air. Moving air feels several degrees cooler than
still air. An overhead ceiling fan works well for cooling the whole room,
but even a small box fan or oscillating fan keeps the air moving.

v At the end of the day, when the temperature outside cools down, turn
off the air conditioning, open the windows, and place an outward-facing
fan in a window to vent the hot air from the house. A vent fan in an
upstairs window works best. Opening a downstairs window at the same
time allows a full cross-breeze to develop throughout your home. The
fan cools your house in a fraction of the time it takes to only open the
windows and let the hot air sit in the house. Open the windows only if
humidity is low, however. Otherwise, the air conditioner will have to
work much harder to cool the humid air when you turn it back on.

Reducing the creation of inside heat

The first line of attack in reducing your cooling bills is to keep the heat out-
side your home, but reducing the heat you create inside your home is also
important:

\\J

v Use your outdoor grill more often, to keep from heating up the kitchen.

1 Use small appliances instead of the stove and oven for cooking. The
microwave, slow cooker, electric skillet, and toaster oven give off less
heat and are more energy efficient than the range.

v Dry clothes in the dryer on the no-heat setting. Add a clean, dry towel to
the dryer load to help absorb extra moisture from your clothes.
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v Hang your washed clothing on a clothesline in the backyard or on the
porch. You can find retractable clotheslines that fit in almost any small
space. Or simply put your clothes on hangers and hang them over the
shower curtain rod or on a line in the laundry room.

v Use the no-heat drying cycle on the dishwasher. Don’t open the door
after the rinse cycle; you'll just add steam and more heat to the house.

v Take short showers to avoid a buildup of steam. Use the exhaust fans in
the bathroom during the summer.

v Darker colors absorb more heat, so if the outside walls of your house
are dark, consider painting the house a lighter color. Light-colored cur-
tains reflect more heat back out of your house, too.

Warming the house

It never seems to fail: Opposites attract. Some people love the brisk air and
like to see their breath in the house. “It’s so invigorating!” Meanwhile, their
partners sit huddled with four blankets and a down parka near a roaring
fire. “Brrrr . . . turn up the heat!” Well, you can both be happy and still save
money on your heating bills by following the hints in this section.

Staying warm without turning up the heat

The simplest way to save money on heating is to turn down your furnace a
couple degrees. During the winter months, if you usually keep your thermo-
stat set at 72 degrees, turn it down to 70. If you’re used to 70-degree tem-
peratures, turn the thermostat down to 68. Lower the temperature of your
thermostat even further at night for when you’re sleeping. Toss on an extra
blanket if you're still a bit chilled. To keep your furnace running efficiently,
have it inspected regularly and change the filters monthly during heavy use.

Consider these other ways to stay warm without running up your heating bill:

v If you heat with a wood-burning stove or fireplace insert, make friends
with a builder. Builders often pay people to haul away the scraps of
lumber around construction sites — they can be a great source for free
firewood if you don’t mind a bit of work to collect it yourself.

v Close off the vents and doors in rooms that aren’t in use for long periods
of time.

v A ceiling fan set to push air down into the room keeps the warm air cir-
culating to the lower regions of the house.

v Add some steam to the air of your house. Higher humidity keeps the air
warmer. Let steamy air from the bathroom escape into the rest of the
house after a shower. Boil water on the stovetop. Keep a kettle or pan
full of water on top of your wood-burning stove or radiator.
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Insulating against drafts

<P New houses are often built with energy-efficient features such as thermal-
paned windows, well-insulated walls, and energy-efficient water heaters and
furnaces. If you aren’t in the process of having a new house built with all the
energy-efficient bells and whistles, consider using some of the following ideas
to increase the benefits of your home’s current heating system.

v Add a layer of air between your windows and the great outdoors (the air
insulates much better than the window glass alone). If you have storm
windows, use them. You can also buy special sheets of plastic to stretch
across the inside of your window frames.

Book Il
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v~ After dark, hang blankets or quilts in front of the windows for added Home and
insulation. Install a decorative towel bar or curtain rod over your exist- Personal
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v Open your curtains during daylight hours, especially on southern win-
dows, for a bit of passive solar heating.

v Use weatherstripping or caulk around doorways and window frames.
We've heard an estimate that, when all the various cracks and spots that
lose heat in the average house are added together, they would equal a
2- or 3-foot square hole in the outside wall of your house.

v Use a draft stopper at the bottom of outside doors. You can make one
yourself, buy one inexpensively, or even just roll up a bathroom towel
and place it along the bottom of the door.

v~ Fill electric switch plates on outside walls with plastic foam, or purchase
plastic insulation that’s already cut to size and made for this purpose.

v~ Close the flue on your fireplace when you’re not using it. Leaving a fire-
place flue open is like having a vacuum hose hooked to your living room,
sucking all the warm air right up the chimney.

Cozying up

Even if you're trying to save money on heating costs, you don’t need to sit
and shiver when the weather cools. Consider these simple ideas for staying
cozy and warm this winter.

3

v Use a hot water bottle in bed. You can even use a 2-liter bottle filled with
warm (never hot!) water; just tape the lid shut to prevent leaks.

v Use cotton flannel sheets during the winter.
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v Keep a blanket or two as throws on the couch for snuggling when it’s
cold. Instead of running to the thermostat, grab a blanket.

v Happiness is a warm friend. Snuggle up on the couch and read a good
book with your kids, your spouse, the dog, or a warm Kkitten. Sharing
body heat really does keep you warmer.

Cutting Back on Electricity and Gas Use

<¥ Saving money on electricity and gas utilities can be as easy as making a few
minor adjustments in your day-to-day life. Every penny and dime saved adds
up to a considerable amount of money day after day. When combined, the
following tips can help cut your electricity and gas use considerably:

v Wash clothes in cold water. The majority of electricity used for wash-
ing clothes is used to heat the water. Save hot-water washes for white
towels, socks, and undergarments.

v Wash only full loads in the washing machine and dishwasher.

v Nuke it. Heating a cup of water in the microwave uses less energy than
using the stovetop. When you’re boiling water on the stove, always keep
the pot covered because water boils much faster. Or use a teakettle.
Don’t boil more water than you actually need.

v Keep indoor lights off during the daytime. Position your desk near a
window for adequate lighting.

v Turn off your computer, printer, scanner, monitor, and any other office
equipment at night. Even when they’re turned off, a lot of devices use
electricity. Plug devices into power strips that you can flip off easily.

v Find out whether your local energy provider has off-peak hours when
electricity use is less expensive. If so, do your laundry and run the dish-
washer accordingly.

v Many power companies allow users to pro-rate their bills, paying a flat
rate every month of the year instead of racking up really high energy
bills in the heat of the summer and dead of winter. If the total energy use
is higher or lower than the amount paid over the course of the year, the
extra amount is charged or refunded accordingly the next year.

v Put a timer on your water heater so it runs for only four hours each
day during peak times (for morning showers, evening dishes, and bath
times).
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v Use a programmable thermostat that you can set for different tempera-
tures at different hours. This strategy costs a bit upfront, but you can
quickly recoup any money spent by not overheating the house all day
while the family is at work and school, or at night while everyone is
sleeping.

v If you have a heated waterbed, keep the bed made when you’re not in it.
The blankets and bedspread help to insulate it.

Improving your appliance efficiency

Book Il
Older refrigerators, freezers, and air conditioners are often inefficient and Managin
sometimes run constantly, needlessly draining electricity and money. Buying Hom ega ng

a newer appliance is often more economical than using an old one over along  pgrsonal
period of time. But if you're planning to move soon and won’t be taking the Finances
appliance with you, replacing it probably isn’t worthwhile financially.

If you're in the market for a new major appliance, check the energy ratings.
Purchasing a slightly more-expensive but energy-efficient refrigerator or
washing machine can save you hundreds of dollars in energy bills over its
life.

Refrigerators and freezers work better if they're full. Fill the empty spaces
with clean milk jugs filled with water. Not only will your freezer run more
efficiently, but the ice-filled jugs will keep your freezer cold during a power
outage. You can also use the water for drinking in an emergency situation.

Consider these other ways to use your appliances efficiently:
v Clean the coils of the fridge regularly so the cooling mechanism can run

more efficiently.

v Whenever you open the refrigerator or freezer, always close it again as
quickly as possible.

v Gas stovetops heat up instantly, so they don’t have to run as long.

v Use a water-heater insulation blanket and keep the water heater’s tem-
perature set at 120 degrees.

v~ Keep your dryer lint-free. A full lint trap doesn’t allow the moist air to
escape properly, which slows the drying cycle.

v Have your air conditioner inspected and serviced every spring.

v If you have a window unit air conditioner, run a fan in the room at the
same time. The moving air makes the room feel cooler so that you don’t
have to set the air conditioner thermostat so low.
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Shedding some light on the subject

After appliances and heating, indoor and outdoor lighting is one of the big-
gest electricity users in an average home. By cutting down on the number of
light bulbs turned on at any one time, you save substantially on your electric
bills.

You can implement these easy tips for lighting-related savings:
v If you have outdoor lighting for safety reasons, install motion detectors

on the lights. Limit outside lighting to the minimum required for safety.

v Replace frequently used light bulbs with fluorescent bulbs. They’re a bit
more expensive to buy, but they often last up to ten times longer.

v Use sunlight for indoor lighting as much as possible.

Trash Talk: Controlling Garbage Costs

Probably the best way to save money on garbage pickup and trips to the
landfill is to limit the amount of garbage brought into the home. Remember
the three Rs of the antitrash mantra: reduce, reuse, recycle. You can reduce
the frequency of your garbage pickup, or at least the size of the container, if
you reduce the amount of garbage created in your home.

Reducing what you throw away

Simple decisions such as using cloth grocery bags instead of disposable
paper or plastic bags, or choosing items based on whether you can recycle
the packaging can make a world of difference in your home garbage situation.

Avoiding trash by “precycling”

One method of cutting back on garbage production is referred to as “pre-
cycling.” Precyclers choose which items to buy based on packaging. For
example, someone who has a precycler mindset doesn’t buy cereal that’s
packaged in a plastic bag inside a cardboard box. They skip that extra layer
of potential garbage and go for the cereal that comes only in a plastic bag.
The cereal in just the plastic bags is often less expensive, too.

Recycling items like paper, cardboard, plastic soda bottles, milk jugs, alu-
minum cans, and glass jars, and composting kitchen and garden scraps can



Chapter 1: Running a Money-Smart Household

A\

reduce your garbage to a fraction of what it was before. Even a simple act like
purchasing reusable lunchboxes cuts down on the need to throw away paper
bags. And reuse plastic containers to store your food instead of using and
throwing away single-use plastic wrap and foil. Avoid obviously disposable
items such as paper plates, plastic utensils, plastic coffee cups, and plastic
diapers. Look for the rechargeable (batteries, for example) and the refillable
(such as printer cartridges).

Recycling to save money and reduce waste

Recycling not only saves money, but it has the added benefit of saving the
environment. Buying items that are already recycled — and can be recycled
again — helps the environment even more.

Having a compost pile in the backyard is one of the best ways to recycle
assorted vegetable scraps. Just save all your trimmings and discards from
salads and veggies, toss them on the old compost heap, and use the home-
made compost to grow more fresh salads and veggies.

Reusing household items in creative ways

You can give many everyday trash items a new lease on life by creatively
reusing the items in the home or office. Here are few easy examples:

v Use the backs of old envelopes for writing your shopping lists. You can
even slip coupons right into the envelope before you leave the house.

v Cut cereal boxes to size to use for photo mailers.

v Cut off the fronts of old holiday cards and make them into holiday post-
cards. You save on postage and on the price of new cards.

v Instead of grabbing a paper towel next time you spill something or need
to dust, keep a supply of scraps of old T-shirts and other clothes. If
someone else can still use an article of clothing, donate it to charity; if it
has stains or holes, it’s a prime candidate for a household rag.

v~ If you get plastic grocery bags at the supermarket, don’t just throw them

away. You can reuse plastic grocery bags in a multitude of simple ways:
¢ Pack your lunch.
e Use them as garbage bags for the trash can.

e Wrap dirty cloth diapers in a plastic bag when you’re out and
about.
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¢ Put dirty laundry in bags when traveling.

e Store shoes in bags to keep them separate from clothes in suit-
cases and travel bags.

e Wrap smelly garbage and bloody meat wrappers in plastic bags
before putting in the trash.

Reducing Television and Cable Expenses

Getting rid of cable television can save substantially on your yearly house-
hold expenses. If you figure that your cable costs you $25 per month on the
low end, you're paying a bare minimum of $300 per year, and if you add pre-
mium channels, you can spend more than $80 per month.

If cable television is absolutely essential to your life, the best way to save
money is to stick with the bare-bones basic package. This package usually
includes the major networks, public broadcasting, assorted educational
channels, and a handful of others. It usually doesn’t include many of the chil-
dren’s cartoon channels, however. Basic analog cable seems to run $10 to
$15 per month throughout the United States, compared to more than $50 per
month for expanded cable. You save at least a couple hundred dollars per
year. With a fraction of that amount, you can rent all the movies you really
want to see — or, better yet, borrow them from your library.

Cutting Down on Water Use

A\ . .
Conserving water does save money, so consider a few easy, less-extreme

ideas for cutting back on water use around the house:

v Take short showers and shallow baths. Set a timer for three minutes and
get in, get soaped, and get back out before it dings at you.

v Turn off the water while brushing your teeth or shaving.

v Rinse fresh vegetables in a sink or pan of standing water instead of
under running water from the faucet.

v Reduce the amount of water used per flush by placing a tall plastic
bottle filled (and sealed!) with sand or rocks in the back of the toilet
tank. By displacing some of the water in the tank, you use less water
each flush.

v Run the washing machine and dishwasher only with full loads. If you do
wash dishes by hand, don’t let the rinse water run while you're scrub-
bing the dishes. Either save all your soapy dishes to be rinsed at once,
or use a dishpan of clear water for dipping and rinsing.



v Install low-flow showerheads.

v Keep a bottle or pitcher of water in the refrigerator to keep it cold. You
waste gallons of water running the tap until the water gets cold. To chill
tap water quickly, add ice to your glass before you fill it with tap water.
Just don’t let the faucet run needlessly.

v Fix leaky faucets and running toilets as soon as they occur. These prob-
lems can waste gallons of water each day.

v Sweep the driveway and walkways instead of spraying them clean with
the water hose.

v Water lawns and gardens in the evening or early morning to minimize
evaporation.

v Avoid using the garbage disposal. Disposals use a lot of water each
time they’re turned on, so try to recycle or compost your kitchen waste
instead. When you do use the garbage disposal, run cold water only.

v Use the water-saving settings on your washing machine, if applicable.

v Don’t use the toilet as a wastebasket. If you pick up a wad of stray hair
or a bit of paper from the floor or carpet, put it in the trash.

Keeping a Ceiling on Housing Budgets

Housing and transportation are two of life’s biggest budget-busters. But you
can find simple ways to keep your car from taking you to the cleaners and
to keep your rent or mortgage payments from eating you out of house and
home. You can also save money on appliances, other big budget-busters.

Saving money on rent

Renting has several advantages over owning a home:

v Renting give you the freedom to move, if needed.

v Renting doesn’t saddle you with unexpected repair bills and general
upkeep expenses.

v Rent in many apartment complexes also includes free use of an on-site
gym, pool, and sauna, saving the cost of a membership at the local gym.

v Renting doesn’t require yearly property taxes.

Chapter 1: Running a Money-Smart Household
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v Rent of an apartment or condominium often includes the cost of some
utilities, so you don’t have additional cable, water, or garbage bills to
pay. The included utilities are also set at a flat rate.

»* Renting an apartment usually doesn’t involve any yard or grounds main-
tenance costs (unless you're renting a house).

v Renting may entitle you to a discount if you don’t receive something
you’'ve paid for. For example, if your air conditioner doesn’t work for a
week, or you have to eat out a couple of days while a defective stove is
replaced, the property manager may reimburse you for some of the rent
you've paid that month.

v Renting requires a small upfront investment, compared to a house down
payment. If you don’t have enough money put together for the first and
last month’s rent and the usual damage deposit, check around. Some
apartment complexes offer the first month free for new renters or don’t
require a deposit if you move in by a certain date.

One way to save money on rent, and maybe even qualify for free rent, is to
become a property manager for an apartment complex. A property manager
shows vacant apartments to prospective renters and oversees the general
maintenance of the property. Many times managers take care of the on-site
office work, as well. Look in the classified ads for apartment manager listings.

Saving money on home ownership

Often rental costs are nearly as much as — if not more than — the cost of
monthly mortgage payments. The cost of the mortgage may actually be lower
than you think when you take into account the tax deductions you receive
when you itemize your tax return. For more information on buying a home,
read Home Buying For Dummies, by Eric Tyson and Ray Brown (Wiley).

Keep in mind the risk of house poverty — when your house and the related
expenses (mortgage payments, taxes, insurance, home and yard mainte-
nance, and so on) swallow all your expendable income. You may have a nice
house but not much of anything else to show for your hard-earned money.

If you make the big decision to buy a house, be sure to buy within your
means. You want balance in your life, not just a bigger house. An occasional
vacation, money for education, a fun evening out with your spouse or friends,
furniture, a retirement account — these considerations can end up by the
wayside if you buy more house than you can reasonably afford. Be care-

ful when you’re house hunting. Real-estate agents and lenders often try to
convince you to buy as much house as possible, but they obviously have a
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vested interest in seeing you spend more of your money. The more money
you spend on a house, the more money ends up in their pockets.

Don’t assume that just because you don’t have much money set aside for

a down payment, you aren'’t eligible to buy a home. Ask a real estate agent
about home-buying programs available in your area that allow a smaller
down payment. These programs are more common for first-time home
buyers. Several options also exist for low-income buyers, so don’t let a lower
income scare you away from looking into buying options. Ask conventional
lenders whether they offer mortgages with low down payments combined
with programs like Fannie Mae or Freddie Mac, or other governmental or
nonprofit agencies.

Book Il
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mobiles and prefabricated homes), you may find that home ownership is a
real possibility after all.

Few home buyers are really in the market for fixer-uppers, or houses that
need work. Most people want to move right in and enjoy the benefits of their
new house without immediately needing to dive in with repairs and elbow
grease. But if you want to own your own house and you’re willing to do a
little work, a fixer-upper can be just the ticket you've been looking for. The
competition for these homes is low, giving you time to assess whether the
amount of work needed is worth the overall savings.

The ideal fixer-upper requires minimum work, has been on the market for
some time, and is being sold at a substantial savings. You can often find fixer-
uppers that have been on the market for six months to a year and are being
sold for 20 to 30 percent off the market price. Sometimes just a fresh coat of
paint, some new windows, or aluminum siding can make a forlorn home dyna-
mite. An older home with avocado green appliances, gold carpets, chipped
paint, and out-of-date flooring can be a real eyesore, but if you look beyond
the surface, you may find that cosmetic problems can be easy and cheap

to fix.

Major renovations like a new roof or foundation repairs are expensive and
don’t usually give a good return on the monetary investment when you resell.
If you're thinking of eventually reselling the fixer-upper for a profit, the most
profitable repairs are the simple ones — like adding new wall-to-wall car-
peting, painting the house inside and out, replacing kitchen cabinet doors,
landscaping, adding new lighting fixtures, and installing up-to-date appliances
(new refrigerator, range, dishwasher, and built-in microwave oven).

Always have a fixer-upper carefully inspected before you sign on the dotted
line.
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Fixing up a house to finance a dream

We spoke with a woman who put together
the money to buy her family’s dream home by
buying and fixing up two small houses that
needed a great deal of love, care, and elbow
grease (sweat equity). Four years after buying
the two small houses, she sold them for a size-
able profit and had the down payment for her
family’s dream home on 5 acres of land — a
home they never plan to leave. There are defi-
nite risks to this strategy, however, particularly

in a market where both prices and sales are
declining. If you're interested in fixing up and
selling an older home, consider selling the
house yourself, saving thousands of dollars
in commission fees for a real estate agent. If
you don’t know how to sell your home, take a
class. Spending $200 on a “for-sale-by-owner”
seminar is a lot cheaper than paying $12,000 (or
more!) in commission to an agent.

A\

Another option for low-cost home ownership is to look into manufactured
housing. Prefabs (modular homes that are put together on your building
site) and mobile homes aren’t necessarily the big metal boxes of days gone
by. Many people think they have to live in a crowded mobile home park if
they own a mobile home, but many areas allow you to install a mobile home
on private property, and prefabs usually have the same building codes and
requirements as any site-built home. The combined monthly payments for
the property and a mobile home or prefab are usually significantly less than

the payments on traditionally built houses. The resale value and appreciation

benefits may not be as great with mobile homes, but if you're just looking for
a roof over your head and not a future investment, consider a mobile home.
Also, if you’ve always dreamed of owning acreage, buying a mobile home
and putting it down on several acres can be just the answer for affording
your dream come true. Check with your local city hall about zoning laws for
mobile homes. The resale and appreciation on modular homes is the same as

for site-built homes.

You can also buy a used mobile home — still in good condition — for a frac-
tion of what you’d pay for other living arrangements. You definitely want to

look into this option if money is tight. Used mobile homes can be found in the

classified ads or through mobile home dealers that sell new and used mobile

homes.

Interest rates fluctuate over time, so you may find yourself paying a much
higher interest rate than the current market rate. Look into refinancing your
home loan at the lower rate, potentially knocking down your monthly pay-
ment considerably. Talk to your bank or lender for details.
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Taking care of others’ property

Property owners are increasingly hiring care-
takers to watch over their land and property for
them. Often the caretaker lives on the property
rent free in exchange. Many national and state
parks, nature preserves, national forests, and
campgrounds employ caretakers. This type of
job may be perfect for you if you have a recre-
ational vehicle and like to use it. For example,

to live and a portion of the profits. During the
off season, many resorts and seasonal parks
need caretakers. That beautiful mountain lake
resort you love is empty during the rainy season
and needs someone to keep an eye on it. It's
still beautiful, and you'd have the place all to
yourself.
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you can live in an RV while working as a care- Are you qualified to be a caretaker? It depends. Book Il
. Some individual landowners needing caretak- .
taker at a state campground or park. Keep in o 00\ "o candidates with carpentry and Managing
mind that although some of these positions are roundkeeping skills. Some ownerz 'ustywant Home and
actually paid jobs that offer health insurance, g ping o Just wan Personal
someone to stay on their property and give it Finances

regular wages, and other benefits, many are
staffed by volunteers.

Some farmers need help working their fields.
In exchange for your work, you receive a place

a “lived in” appearance instead of letting it sit
vacant for a long period of time. The Caretaker
Gazette offers information on caretaking oppor-
tunities; visit www . caretaker . org.

Cutting Transportation Costs

For most of us in the 21st century, transportation has progressed a long way
from the horse and buggy, which is good . . . most of the time. But when a car
payment can be higher than a mortgage and the cost of gasoline can outpace
your commuting budgets, you may want to think twice about the sanctity of
the family car. Do you have other options? More frugal alternatives? Ways to
afford more car for less money? Yep. Read on!

Finding a deal on a set of wheels

Unless you live in the city on an excellent bus line, you’ll need a vehicle

at some point in your life. But paying $400 a month on a car payment isn’t
necessary if you follow some of the simple ideas in this section. For detailed
help in buying a car, whether new or used, be sure to read Buying a Car For
Dummies, by Deanna Sclar (Wiley).
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Paying up front or lowering monthly payments

Many people think monthly car payments are a fact of life, like bad hair days
and taxes. But the alternative, owning a car outright with no payments at all,
can reduce a family’s monthly expenses by several hundred dollars.

Most people today choose to take out a loan for a car, but you can save on
your car loan by purchasing an older vehicle or one with fewer extras. You
can carve as much as $100 a month off your monthly car payment simply by
making a combination of frugal choices such as buying a new car with crank
windows instead of power windows, choosing vinyl seats rather than leather,
and forgoing a fancy built-in radio. Most of those choices need to be spe-
cially ordered, however. You're not going to find a bare-bones model of new
cars on the lot. By choosing less-expensive options, basically, you're paying
yourself $100 a month to roll down the windows and shift gears. That breaks
down to about $3.35 a day — enough to treat your family to a DVD rental, a
round of colas, a new puzzle, or a rented video game.

Finding a deal on a new-to-you set of wheels

An obvious alternative to buying a new car is to buy a used car. Doing so can
save you quite a bit of money.

The moment you drive a brand-spanking-new vehicle off the car lot, it
becomes a used car and begins to depreciate rapidly and drastically. Why
not pay thousands of dollars less for a used car instead of top dollar for a
soon-to-be-used car?

Also, consider carefully the type of car you’re buying. You can buy a wide
range of car models for the same price, but the insurance rates for those cars
can vary significantly. Cars with higher safety ratings insure for less. But if you
want the snazzy red sports car, be prepared to pay through the nose to insure
it! See later in this chapter for additional ways to save on car insurance.

If you're thinking of buying a used car, check back issues of Consumer
Reports’s annual auto report at the library. You can also search online for
used cars in the price range and locality you need. You can get a general feel
for what’s available in your price range. For a good place to start, check out
www.autotrader .com. Get the word out to friends, neighbors, and cowork-
ers when you're in need of another car.

If you buy a car from an individual or even a dealer, pay the $30 or so to have
a mechanic check it out before you sign the papers. A friend of ours learned
this lesson the hard way. She bought a great-looking Cadillac a couple years
ago for $2,500 and had an $800 repair bill within two weeks. But the car still
wasn’t fixed, so she decided to cut her losses and trade it in at a dealership.
The car needed a new engine; the dealer gave her $1,200 for it. So a month after
purchasing her “great deal,” she found herself recovering from a financial
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bloodbath that she could have avoided if she’d simply taken it to a mechanic
before she bought it.

Another good idea when you’re considering a used car is to view the car’s
history report online. (You can get a report for $10-$20 at www.carfax.
com.) You can tell whether the car has ever been in an accident, how many
owners it has had, and whether it has been a rental or fleet car.

Other excellent resources for used cars include the following:

+ Rental car companies: They have to clear out their entire inventory

regularly, and even though the cars are used (sometimes heavily used), Book Il
rental cars often get a higher level of continuous maintenance through-

out their lives than most cars owned by private individuals. Call and Managing
find out when your local rental car businesses are holding sales of their Home and
out-of-service fleets. :i:’::::;

v Auctions: Check various local classified advertisement listings for auc-
tions. Many cars at auctions either have been repossessed, have been
confiscated by the police, or are trade-ins from car dealerships.

v~ Dealer repossession sales: These sales provide reasonably good cars at
less-than-market prices.

Saving on car insurance

Shop around. Rates are always higher for young, unmarried drivers com-
pared to rates for people over age 25, but the rates from one carrier to
another can vary widely. Call around and give each insurance company you
talk to the same details: the amount of coverage you want, the deductible
you’re willing to pay, your age (or the age of the driver, if you're giving this
information for your kids), the type of car, and the average amount of driving
you do. Many states require comprehensive insurance on mortgaged vehi-
cles, but switching to only liability insurance after the car is paid off can save
you hundred of dollars each year.

Using public transportation

If you live in the country, chances are good that public transportation isn’t
great. But most people in moderate-sized communities and large cities have
access to several transportation options other than their own private vehicle.

The wheels on the bus go 'round and "round

A monthly bus pass easily pays for itself if you live and work near a local
route. Buses usually offer low rates, discounts for multiple rides, and conve-
nient locations near business and office centers. Commuting on the bus can



1 ’8 Book IIl: Managing Home and Personal Finances

3

be a relaxing way to catch up on reading or just sit back and watch the scen-
ery go by without worrying about driving.

Bus passes for teens also provide some much-desired independence for the
teens and cut down on Mom and Dad’s Taxi Service.

Catching a ride on the subway or commuter train

Larger cities like Chicago and New York have additional public transporta-
tion options, like the subway or commuter train. Both of these alternatives
offer the same benefits of bus systems. You’ve probably heard scary stories
about subway systems, but most of them are quite safe if you use common
sense. Riding a New York subway alone at two o’clock in the morning may
not be the wisest course of action, but most commuters aren’t riding the
subway home at that time of night anyway.

Biking and walking

Many people are willing to pay high prices for a workout at the health club,
but few consider simply biking or walking to work or school. You can also
save on parking fees if you usually pay to park your car near your office.

An inexpensive saddlebag for bicycles can probably hold anything you need
to transport back and forth. You can find auctions for new and used bicycle
saddlebags at www . ebay . com. Search for “bicycle saddlebags” or “panniers.’
If you're walking to work or school, invest in a comfortable backpack. Keep

a change of shoes in the pack so you don’t walk in your dress shoes to work.
If your work attire isn’t conducive to biking or walking, bring a change of
clothes and use the company washroom to freshen up before work.

3

Finding bargains on airfare
and rental cars

Although extremely frugal people probably cringe at the expense of traveling
by plane, air travel is often a fact of life. If you own your own business and
have frequent travel obligations or you need to travel across the country to
visit a sick relative, finding bargain transportation options is important. To
get the best deals on airfare, keep these helpful hints in mind:

v Plan ahead. Reserve your flight as soon as you set your travel plans.

v Check online search engines such as www.expedia.com, www.orbitz.
com, and www . travelocity.com for cheap flights. Be sure to compare
the search prices to what the airlines are offering directly.
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v Purchase electronic tickets (e-tickets) instead of paper tickets. If you
lose a paper ticket, you're out of luck and have to buy a new one. With
e-tickets, the airline can print you a new ticket.

v Consider bidding for tickets online. You can save a lot of money on
major airlines. Check out www.priceline.com.

v When searching for price quotes, be sure to vary the details of your
trip: time, day, airline, and airport. Sometimes altering your destination
slightly by landing in a neighboring city, flying at night instead of the
morning, or returning on Sunday can reduce airfares considerably. If
your travel plans are flexible, watch for price wars between airlines.

Consider using a travel agent if your trip will include airfare and accommoda-
tions. Travel agents are experts at ferreting out the best package deals.

The rates for renting a car vary and depend on factors like the size and make
of car (ask which model is cheapest), how long you need the car, how far you're
driving, and whether you need to buy additional insurance. Be sure to find out
whether it’s cheaper to pick up your car at the airport or at some other location
at your destination. You may save money by taking an airport shuttle to your
hotel and picking up a rental car there. You don’t know unless you ask. Also,
when you call to reserve your rental, ask if they have any special promotional
rates. Sometimes car rental agencies have lower rates on weekends or a special
rate if you rent the car for a full week instead of just for a few days.

Check to see how much the car rental agency charges you per gallon if you
bring the car back without filling up the tank. You usually save more than a
few cents if you top off the tank at a local gas station before you return the
car. Avoid the “buy a full tank upfront and bring it back empty option” most
rental car companies offer these days. It’s almost never a good deal. If you
leave even one or two gallons in the tank, that usually offsets the discounted
price they’re selling you the gas for.

If you're a member of a frequent-flier program, you may get some special car
rental discounts. You also may be eligible for discounts if you're a senior
citizen or a member of AARP or AAA. Be sure to ask. If you're buying a pack-
age deal that includes airfare and accommodations, ask if a car rental can be
included (and be sure to find out how much it will add). Some travel pack-
ages include unlimited car rental for free or for a greatly reduced price.

You can often find discounted car rental prices online at www.orbitz.com.

Opting to travel by train or bus

Before you commit to long-distance air travel, compare the cost of airfare
to the cost of a bus or train ticket. Sometimes (but not always) you can
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find great deals on bus and train fare if you have extra time to spend reach-
ing your destination. If you don’t have far to travel, taking the bus can be a
really good idea. But comparison-shop; don’t assume that the bus is always
cheaper. The same goes for train travel. A friend of ours decided to take a
train from Seattle to Southern California, thinking that a train trip would be
less expensive than flying. She was surprised to discover that flying was con-
siderably less expensive.

Purchasing Appliances

WMBER
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Take your time making a decision about any major appliances you need to
purchase. Even if your stove has broken down completely or the washing
machine is beyond repair, don’t make snap decisions. You can cook for a few
days in the slow cooker or microwave, and you can always go to the all-night
laundrette down the street if you're facing a dirty clothes emergency. Taking
your time to shop around and look for good-quality secondhand appliances
can save a lot of money if you're patient and don’t make a hasty decision.

Keeping energy efficiency in mind

If you're in the market for an appliance (whether you buy it new or used),
consider buying one that’s more economical to use. For example, in many
parts of the United States, the cost of electricity has far outpaced the cost of
natural gas. Consider switching to a gas clothes dryer.

Some utilities give rebates to customers who purchase energy-efficient
models of major appliances. Check whether any programs exist in your area
before you buy. The rebate may mean the difference between buying just a
standard washer and being able to afford a top-of-the-line energy-efficient
model.

Used appliances are often not very energy efficient. Sometimes the increased
cost per month on your utility bill from an older appliance can be more

than the monthly payments on a new, more-efficient model. Check around

to see if you can find the details about the energy efficiency of an older
appliance you're considering buying. Often you can find a label on the appli-
ance itself or information on the manufacturer’s Web site. Figure out the
energy efficiency of an appliance at www.eren.doe.gov/consumerinfo/
refbriefs/ec7.html.
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Shopping for scratch-and-dent
and secondhand

You can find slightly used appliances for a fraction of the cost of new appli-
ances by shopping the following locations:

v QOutlet, clearance, or warehouse stores: Slightly damaged appliances
(external scratches or small dents) are sometimes sold for a substan-
tial discount compared to new, undamaged items. Call around to large
stores and ask what they do with their scratch-and-dent merchandise.

Book Il
v Furniture rental stores: You can find good deals on returns from fur-
niture rental stores. The appliances are used, but usually haven’t been Managing
used long. Home and
Personal

v Used appliance stores: You can find reconditioned appliances that often Finances
come with warranties.

1 Auctions: You can get really rock-bottom prices on good appliances at
auctions. But remember, go early because the good items go quickly.

v~ Family or neighbors: Ask around. Get the word out that you're in need
of a washer/dryer or freezer. Someone you talk to may have neighbors
or family members who are updating their kitchen or moving out of
state.

Thinking twice about renting-to-own

Ever see those rent-to-own ads on TV for complete furniture suites or big-
screen television sets? Renting-to-own usually appeals to people who have
a limited budget but are in need of some basics, like a living room couch or
a washer and dryer. If you're renting to own an appliance, the store usually
includes all repair work as part of the rental agreement.

The credit checks for rent-to-own businesses are usually minimal or nonex-
istent. If you stop making payments for some reason, the dealer simply takes
back the appliance or piece of furniture.

By the time you’ve rented your rent-to-own appliance to the point of outright
ownership, you've probably paid two to five times the retail price of your
appliance. If you're short on upfront cash or need to build a credit rating,
renting-to-own may be a good idea. But please note the word may.
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Chapter 2

Home Ownership and Choosing
the Right Mortgage

In This Chapter
Digging into mortgage basics
Assessing your financial situation
Considering a fixed-rate mortgage
Looking into an adjustable-rate mortgage
Understanding the best loan for your situation

F)r many, the American Dream isn’t complete until we have purchased
our own home. Though the definition of a home can vary considerably —
from a studio condominium apartment in a big city, to a neat-and-tidy single-
story rambler in the suburbs, to a rustic log cabin nestled by a lake or high
up in the mountains — owning a home is a key life goal for most people, and
most of us will eventually own one during the course of our lives.

However, despite the recent bursting of the housing bubble and resulting
crisis in homeownership (more on that in a coming sidebar), buying a home
takes no small amount of financial wherewithal. Few of us can look at the price
of a home, pull out our checkbook, and write a check for full payment of that
amount. For the vast majority, buying a home means getting a mortgage loan.

In this chapter, we consider some mortgage basics and help you assess your
financial situation so you will know what kind of home you can and can’t
afford. We consider the pros and cons of fixed- and adjustable-rate mortgages
and help you figure out what mortgage is the best for you.



1 24 Book IIl: Managing Home and Personal Finances

Mortgage Basics

Buying a home generally means getting a mortgage loan — that is, a loan spe-
cifically used to purchase real estate, such as a home or property or both.
Indeed, your ability to obtain a mortgage will likely determine whether you
will be able to buy the home of your dreams. And as many homeowners have
seen in recent years, if you get on the wrong side of a mortgage — through
changing economic conditions, because of inattentiveness to the kind of loan
you obtained and its legal terms and conditions, or simply because of plain
bad luck, such as the market value of the home falling below the amount
of the mortgage — your dream can quickly and easily turn into the kind of
&QN\BE” nightmare that leads to many sleepless nights.

You must consider three key parts of any mortgage:

v Size: The amount of money borrowed to buy the property. For exam-
ple, if you fully financed a $250,000 home, the mortgage size would be
$250,000.

v Term: The length of the loan, usually expressed in years. A 30-year term
is most common for mortgage loans, although 15-year loans are also
commonly available. Generally, the longer the loan term, the lower your
monthly payment, but the more interest you will end up paying the
lender over the life of the loan.

v~ Interest rate: The price you pay for the money you borrow. In the United

States, federal law requires lenders to provide buyers with the annual
percentage rate (APR), which is the effective interest rate over the life

of the loan taking into account upfront fees and other associated costs.
With a fixed-rate loan, the interest rate remains the same for the dura-
tion of the loan. In the case of an adjustable-rate loan, the interest rate
changes during the course of the loan term based on a specific formula
spelled out in the loan agreement.

ésgN\BEﬁ You have one more consideration when looking for a mortgage: Smaller

>J mortgage loans are sometimes less expensive than larger mortgage loans.

A jumbo mortgage is a loan that exceeds the Federal National Mortgage
Association (FNMA, often written and pronounced Fannie Mae) single-family
limit — which, as of January 1, 2008, is $417,000. The interest rate on jumbo
loans is usually higher than the interest rate on conforming loans (that is,
loans that are within FNMA'’s limit). Why? The federal government doesn’t
stand behind jumbo loans. Note that the FNMA limits on family mortgages in
Alaska, Hawaii, Guam, and the U.S. Virgin Islands are 50 percent higher than
the limits for the rest of the country.



Chapter 2. Home Ownership and Choosing the Right Mortgage ’ 25

\NG’
Vg‘\\

Okay, you've got one more consideration when shopping for a mortgage loan.
Although most people go to a bank or mortgage loan broker (a loan sales-
person who can often obtain loans from many different sources, including
banks and private investors), those sources may not be your only options. In
some cases, you may be able to assume the home seller’s mortgage — that is,
simply take over the payments. In addition, some home sellers — particularly
home sellers who are desperate to sell their homes — may be willing to offer
seller financing, in which they act as the mortgage lender. Instead of making
monthly payments to a bank, you would make the payments to the home
seller. When economic times are bad, these alternative approaches to buying
a home become more common.
Book II
Buying a home is likely to be the largest financial transaction you will make in
your entire life. It is also the longest-term transaction, with the standard mort- Managing

gage running for 30 years. Be sure you know what you're getting into before Home and
you sign on the dotted line. You want to be able to maintain your loan — and :ﬁl’::::;

your dream of homeownership — no matter what happens out there in the
cold, cruel world.

Assessing Vour Financial Situation

QUNG!

Before you go out and buy that home you’ve been dreaming about, stop
and assess your financial situation. Every individual, couple, and family has
a unique financial situation. Some of us are better able to afford the many
expenses — both immediate and ongoing — that obtaining a mortgage loan
and paying for it over time necessitate.

The recent bursting of the housing bubble has caused most mortgage lenders
to significantly tighten their lending standards. People who would have easily
qualified for a loan a few years ago may have trouble obtaining the same loan
today, even though their personal financial circumstances have not changed.
Don’t take it personally — these lenders are just trying to be sure that you
really, really, really can afford your dream home and that you will avoid a
messy foreclosure process (and possible bankruptcy for you).

Typical loan expenses

Many first-time home buyers are shocked at all the expenses involved in pur-
chasing a house. When all these different expenses begin to hit, it’s easy to
feel like you're being nickeled and dimed to death. And, in a way, you are.
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Down payment

The first major expense you’ll encounter is the down payment. The down
payment is some amount of money that you pay your lender to reduce the
amount of your loan (thus reducing your monthly payment) and to demonstrate
to the lender that you have a serious financial stake in the transaction. Some
mortgage loans may not require a down payment, but most do — perhaps

5 or 10 percent or more of the price of the home. In the case of a $250,000
home, this amount could come to about $12,500 to $25,000 — or more.

The larger your down payment, the smaller your loan. If you make a 20-percent
down payment on a $250,000 home ($50,000), you need only a $200,000 loan.

If you make a 10-percent down payment on the same property ($25,000), you
need a $225,000 loan.

The ratio of the total amount of the mortgage you apply for to the appraised
value of your home (determined in advance by an independent appraiser or
by a look at recent sales records) is known as the loan-to-value ratio, com-
monly abbreviated as LTV. In the 10-percent down payment example above,
the LTV is 90 percent ($225,000 divided by $250,000), assuming that the
appraised value of the home is the same as the sale price of $250,000. In the
20-percent down payment example, the LTV is 80 percent.

The Federal National Mortgage Association backs only loans that have an
LTV of 80 percent or less. If the LTV exceeds 80 percent, the loan requires pri-
vate mortgage insurance (PMI), which protects the lender in case you default
on your home loan.

Closing costs

The down payment and PMI are hardly the end of it. You will encounter
plenty of other expenses (commonly called closing costs because they are
charged during the loan-closing process) as you work your way through the
actual home-buying process. Consider these common closing costs:

v~ Points: These are fees (1 point is 1 percent of the loan amount) paid
either to generate cash at loan closing to pay loan officers and origi-
nation departments, or to reduce the interest rate by compensating
upfront for the interest the banks pay to their investors. Points are also
sometimes called loan origination fees. See the sidebar later in this chap-
ter for more information on points.

v~ Credit report: Your lender will want to check on your creditworthiness,
to see if you are a good credit risk. Credit reports are widely available
for less than $30.

1 Appraisal fee: Your lender will likely require that the property you want
to buy be appraised, in which a licensed and trained professional (coin-
cidentally, known as an appraiser) assesses its true market value. This
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fee may vary from $250 to $1,000 or so, depending on the value of the
house.

v~ Title insurance: This insurance policy protects you in case someone
comes forward with a claim against your property after you have
already bought it. Normally, it also pays for a thorough review of your
property-to-be, to ensure that there are no hidden legal claims to it that
might be an unwelcome future surprise.

1 Survey fee: Your lender may require that a surveyor determine the pre-
cise boundaries of your property. Figure on $200 to $400 to cover this
expense.

+* Recording and transfer fees: Your local government probably charges a ~ Bookll
nominal fee to record your real estate transaction and transfer the deed

Managing
into your name. Fees average about $50 to $150 for most jurisdictions. Home and
1~ Application fee: Some lenders require payment of a fee to defray their :ﬁl’::::;

costs for processing your loan application. Loan brokers are not allowed
to charge an application fee, and banks rarely charge it except to cover
the cost of an appraisal or credit report.

+* Flood determination: This fee (usually no more than $30) is paid to
determine whether your property is in a flood zone. If it is in a flood
zone, you might want to think twice about wading into the transaction
(or at least be sure to get flood insurance!).

v Flood certification: If your house is determined to be clear of a flood
zone, this piece of paper certifies it.

v Courier fee: Someone has to get paid to run all your loan paperwork all
over town at the last minute. Guess who that is? The courier.

v Closing fee: Your loan closes at the exact moment your real estate trans-
action is executed. The entity handling this transaction may be a title or
escrow company, or an attorney. Fees generally average about $1.50 per
$1,000 in loan value — probably more if you use a highly specialized real
estate attorney to handle the closing.

Your lender is required to disclose the costs you will pay for your mortgage
to you by way of a Good Faith Estimate and Truth in Lending Statement, which
details the interest rate paid for life of the loan (APR). By law, this statement
must be provided to the borrower within three days of a loan application
submission. Furthermore, whoever is handling the closing of your purchase
must provide you with a copy of the HUD-1 Settlement Statement, a federal
government-mandated form that details all the different costs that are charged
as part of the transaction. Be sure to request these forms before your real
estate closing. If you don’t understand something — or if a cost seems out of
line or inappropriate — have your lender, real estate agent, or closing party
explain it to you in detail.
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Determining whether you
can afford to buy a home

We aren’t going to pretend to tell you what you can and can’t afford when it
comes to buying the home of your dreams. We are, however, asking you to
take a careful look at your personal financial situation before you sign on

the dotted line. As you have seen, all sorts of expenses are involved in buying
a home, and you might be surprised at your total bill when all is said and
done.

After you have purchased your home — and when you have your closing
expenses behind you — you’ll be on the hook for a monthly house payment.
This payment usually consists of three parts:

v Mortgage payment: Included is a payment toward the loan principal and
interest.

v Property taxes: Many borrowers roll their annual property tax payments
into their monthly mortgage payment, thus spreading the expense over
an entire year instead of paying it all at once annually.

v Insurance: All lenders require borrowers to obtain hazard insurance,
which pays for the loss of your home if it were damaged or destroyed
in a fire or other covered situation. You may also be required to pay
for private mortgage insurance, which protects the lender in case you
default on your mortgage.

If you are paying all three of these parts with your monthly payment, you are
paying what is known, perhaps appropriately, as PIT], which stands for princi-
pal, interest, taxes, and insurance.

In the United States, a generally accepted affordability guideline can help you
figure out whether you can really afford to buy that home of your dreams.
According to the powers that be, you can afford to buy a particular home

if your monthly housing expense does not exceed 30 percent of your gross
monthly household income.

Consider an example. Let’s say you and your spouse both work and are
taking home a total of $6,500 each month. You've got your eyes on a house
that will require a monthly payment (including principal, interest, taxes, and
insurance) of $2,500 each month. To determine whether you can afford this
amount, divide your prospective monthly house payment of $2,500 by your
monthly take-home pay of $6,500. You get a result of 38 percent, indicating
that the house may be more than you can afford.
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American dream.. . . or nightmare?

It's no secret that, over the past few years, many
Americans have seen their dream of owning a
home turn into a nightmare. Indeed, the statis-
tics are sobering. Foreclosure filings increased
60 percent in February 2008 compared with
February 2007, to a total of 223,651 for the month.
Of these foreclosures, 46,508 were bank repos-
sessions, which doubled from the same month
a year before. The states at the top of the list
of foreclosures were some of the same states
that saw the most dramatic run-ups in price
during the height of the housing bubble (the
too-quickly inflating price of homes, much of
which was driven by speculators who hoped to
make a quick buck by “flipping” their properties
for a sizable profit soon after purchasing them):
California, Florida, and Nevada. Foreclosure
activity from February 2007 to February 2008
increased 131 percent in California, 69 percent
in Florida, and 68 percent in Nevada.

How exactly did this state of affairs come about?

Well, the current (2007—-2008) housing crash —
with house prices plunging nationwide, creating
a backlog of unsold homes — is the result of the
perfect storm of a number of different events.
The causes of the storm included a panic to
buy property — any property — to make a
quick profit as housing prices flew through the
roof, the ready availability of money to people
who wanted to borrow it, and lax lending stan-
dards that allowed almost anyone to qualify for

a mortgage loan, no matter how bad their credit
(leading to the subprime mortgage mess).

So is an end in sight? The good news is that
housing prices are cyclical. Yes, prices are cur-
rently decreasing, but they will at some point
reach bottom and begin to climb again. The bad
news is that no one knows for sure where the
bottom is. According to the Federal Reserve,
America’s housing stock is worth about $21 tril-
lion. Some economists are predicting a nation-
wide average housing price decline of about 20
percent through mid-2009 before prices begin
to edge up again. A decrease of this magnitude
would slice $4 trillion off the value of America’s
housing stock, making many homes worth less
than their mortgages. As a result, some home-
owners will be faced with a decision: Try to
maintain their monthly payments (which may
be increasing for people with adjustable-rate
mortgages, as their home values decrease)
or simply walk away — deliberately default-
ing on their mortgage and allowing the bank to
repossess.

Unfortunately, for many facing this decision, the
choices aren't easy ones. Before doing some-
thing drastic, be sure to explore your options
with your mortgage holder. You may find that
you can work out a lower interest rate, a con-
version to a fixed-rate loan, a payment holiday,
or even a reduction in your principal or overall
loan amount. You won't know until you ask.

A number of factors may cause you to push the limits of housing affordabil-

ity, including these:

+ Income changes: If you expect to experience an increase in household
income sometime in the foreseeable future, you might decide to buy a
home that exceeds the 30-percent affordability figure. Of course, if that
expected raise or bonus doesn’t come through, you’ll be stuck in an
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unaffordable house with a monthly payment that might become increas-
ingly hard to make — especially if your mortgage is an adjustable-rate
one (see later in this chapter for more).

v Location: Although the 30-percent figure might be relatively easy to
achieve in more-affordable areas of the United States — such as the
Midwest and the South — you will have a very hard time finding an
affordable home in most large cities such as Los Angeles, Seattle,
Chicago, New York City, and Boston. Unfortunately, many people have
been forced to buy unaffordable homes because they live in high-cost
housing areas. If you live in a high-cost area, you may have little choice.

v Equity growth: When times are good and housing prices are rising fast,
the promise of building large amounts of equity (the difference between
what your home is worth and what you owe for it) may be one reason
to push the 30-percent affordability guideline. When times are bad,
however, house prices can decline — sometimes dramatically — and
you may find that you actually owe more for your home than it is worth
(sometimes called being upside-down). Many home buyers are currently
learning this lesson firsthand and are hurting because of it.

No one knows what the future will bring. You may be tempted to buy a home
that costs more than you can afford, but any number of situations can turn your
dream home into a nightmare. Many people are only a paycheck or two away
from bankruptcy. It’s better to err on the side of buying a home that is just a bit
too small, or one that’s a bit too old, or one that doesn’t have a pool or fancy
kitchen than to buy a home that could put your finances in danger of collapse.

Is a Fixed-Rate Mortgage in Your Future?

Years ago, only one kind of mortgage was commonly available to prospective
home buyers: a fixed-rate mortgage. With a fixed-rate mortgage, the interest rate
you pay remains constant for the duration of the loan. So if you have a 30-year
mortgage loan for $300,000 — with an interest rate of 7 percent — you’ll pay
the same 7-percent rate with your last payment as you did with your first.

Is a fixed-rate mortgage in your future? Time to take a closer look and see.

Understanding common fixed-rate
mortgage loans

In many ways, fixed-rate mortgages are boring. They’re plain (not a lot of
complex terms and conditions), predictable (the rate never changes), and
sturdy (they’re built to hold up for the long haul). Of course, these very fea-
tures also make fixed-rate loans attractive to so many potential home buyers.
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Two major kinds of fixed-rate mortgages are available today:

v 30-year: This fixed-rate mortgage is amortized (that is, the total cost of the
loan — principal and interest — is spread out) over a 30-year period of time.

v 15-year: This fixed-rate mortgage is amortized over a 15-year period
of time — exactly half the time of a 30-year loan. Because of the signifi-
cantly shorter loan term, a monthly payment for a 15-year fixed-rate
mortgage is generally higher than for a comparable 30-year fixed-rate
loan, although you actually pay far less interest over the life of a 15-year
loan than you do with a 30-year loan. Additionally, the interest rate lend-
ers offer is often lower than for a 30-year fixed-rate loan.

Book II
Other fixed-rate mortgages are available — you may find 10-, 20-, and even Managing
40-year loans if you look really hard — but they are relatively uncommon. For Home and
most people, the good-old-fashioned but reliable 30-year fixed-rate mortgage Personal
is just right for the job. Finances

The good news about fived-rate mortgages

Fixed-rate loans offer a number of advantages over other mortgage loan alter-
natives. These plusses are a few of the most notable:

v Because a fixed-rate loan doesn’t change over the entire loan term,
you always know exactly what your monthly house payment will be —
yesterday, today, and tomorrow. Your long-term financial planning is
thus much more accurate.

v You are protected against inflation because, as prices rise on other
things you may buy during the coming years, your house payment
remains the same. In other words, your home becomes more affordable
over time (assuming your income increases).

v Because your payment is fixed and predictable, your financial risk is less
than for nonfixed-rate loans, which may change at virtually a moment’s
notice.

The bad news about fived-rate mortgages

If the news about fixed-rate mortgages was all good, no other options would
be available. But, of course, plenty of other options abound. Here’s a bit of
the bad news about fixed-rate mortgages:

v The interest rate on a new fixed-rate loan is usually higher than the
interest rate on an adjustable-rate loan. If the interest rate on your fixed-
rate loan is high, you may pay more money over the life of the loan than
for an adjustable-rate loan.
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v~ Because the interest rate for a fixed-rate loan is usually higher than for
alternative loan vehicles, it may be harder to qualify for a fixed-rate loan
based on your income and other financial considerations.

v If market rates fall below the rate you are paying with your fixed-rate
loan, you will be paying more for your home than someone entering into
a comparable loan agreement.

Paying points

As mentioned earlier, points are simply upfront
fees paid — most often by the home buyer —
for one of two reasons:

v+ To generate cash at the closing to pay loan
officers, mortgage brokers, and origination
departments

v To reduce the interest rate by compensat-
ing up front for the interest the banks pay to
their investors

Though you might not want to pay yet another
cost as you go through the home-buying pro-
cess, sometimes you need to make your deal
work to give you a long-term financial advan-
tage. For example, by paying a couple of points
on your loan, you may be able to qualify for a
lower rate, potentially saving you many thou-
sands of dollars over the life of the loan. But
you have to do the math.

In general, the shorter amount of time you plan
to own the house, the fewer points you should
be willing to pay in order to buy down the inter-
est rate. In other words, short-term ownership
in general favors paying a higher interest rate
and fewer points as opposed to a lower interest
rate and more points.

So exactly how much is a point worth? Depends
on the size of your loan. A point is always worth
1 percent of the loan amount. If your loan is
for $100,000, then a point (1 percent of the

loan amount) is worth $1,000. If your loan is for
$400,000, then a point is worth $4,000.

Points are usually whole numbers and eighth
fractions, as in “one and two-eighths points.”
Because few of us express ourselves in eighths,
it may be useful to refer to the following chart
for quick conversion when you're in discussions
with loan officers:

v fs=.125
V¥ Yfs=.250
¥ s =315
v '[»=.500
v °ls= 625
v °ls=.750
v 'fs= 815
»* 1=1.000

Keep in mind that — like most anything else in
your purchase transaction — points are nego-
tiable. However, make sure you negotiate up
front, before the mortgage broker has invested
his or her time in securing the best loan for you.
Points are generally tax deductible for your
primary and secondary residence, as long
as the loan amount is less than $1 million. Be
sure to check with your accountant to see what
loan expenses are deductible in your particular
situation.
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e‘g\l\BEﬁ Even if you find yourself in a bad fixed-rate mortgage — meaning you are
& paying an interest rate that is significantly higher than the current prevail-
ing rate for a comparable loan — you’ve always got the option of refinancing
your loan. Thus, you can take out a new mortgage loan that pays off your old
loan and restarts the mortgage clock — this time with a better interest rate
and probably a lower monthly payment.

Adjusting to an Adjustable-Rate Loan

During the early 1980s, interest rates for home mortgages went through the
roof. At the time, fixed-rate mortgages of 13, 14, and 15 percent weren’t just
common — they were the norm. Many prospective home buyers simply didn’t
have enough income to qualify for fixed-rate loans at these rates, despite the
fact that home prices were considerably less than they are today. As you learned
in high school physics, nature abhors a vacuum. In response to this need for
affordable mortgage loans, the industry invented the adjustable-rate mortgage
(ARM) loan. Also known as a variable-rate loan, adjustable-rate mortgages start
out at a relatively low rate — sometimes several points or more below a compa-
rable fixed-rate loan — and then adjust up or down on a periodic basis.

If everything sounds a bit complicated, that’s because it is. The next sections
take a closer look at adjustable-rate loans.

Understanding common adjustable-rate
mortgage loans

A number of different adjustable-rate mortgage loans are available to pro-
spective home buyers. The terms and conditions vary from loan to loan, but
you can keep a few basics in mind as you shop around. Be sure to pay close
attention — the devil in the details of adjustable-rate mortgages often trips
people up.

v~ Initial interest rate: Every adjustable-rate loan has to start somewhere,
and this somewhere is the initial interest rate — the rate you pay until
your first loan rate adjustment. This rate, which may be discounted as
an inducement to get you to sign on the dotted line, could last anywhere
from one month to ten years.

v Adjustment period: After your initial interest rate expires, your ARM will
adjust on a regular schedule called the adjustment period. At the end of
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the adjustment period, the rate is reset and the monthly loan payment is
recalculated. The adjustment period may last anywhere from one month
to five years.

v~ Index rate: Adjustable-rate mortgage interest rate changes are usually
linked to changes in a specific index rate. The most common indexes
include the rates on one-year constant-maturity Treasury (CMT) securi-
ties, the Cost of Funds Index (COFI), and the London Interbank Offered
Rate (LIBOR). In some cases, lenders use their own cost of funds as an
index.

v Margin: Most lenders add a few extra percentage points to the index
rate to determine the actual interest rate that will be used when the
ARM adjusts. The index rate plus the margin is called the fully indexed
rate — the rate you pay. For example, if the index rate is 4 percent and
the margin is 2.5 percent, the fully indexed rate is 6.5 percent.

1 Interest rate caps: What keeps your ARM from completely going nuts and
your interest rate from blasting into the stratosphere? Interest rate caps
do the trick. A periodic adjustment cap is a limit on the maximum interest
rate increase that can be charged at the end of each adjustment period,
perhaps half a percentage point. A lifetime cap is the maximum interest
rate that can be charged over the life of the loan, such as 12 percent.

As we mentioned earlier, many different kinds of adjustable-rate mortgage
loans are available. Here are a few of the most common:

v+ Hybrid ARM: This kind of mortgage is a mix of a fixed-rate and adjustable-
rate loan. Generally, a hybrid ARM starts with an introductory interest rate
that is fixed for a period of time — commonly three, five, seven, or even
ten years — and then converts to an adjustable loan after the introductory
period expires. In the case of a 3/1 hybrid ARM, the introductory interest
rate is fixed for three years and, after the three-year period expires, adjusts
annually. In the case of a 5/1 hybrid ARM, the introductory rate is fixed for
five years, after which the loan adjusts annually.

v~ Interest-only ARM: This mortgage loan is like a hybrid ARM, except that
you only pay interest and not principal. Although this ARM makes quali-
fying much easier for many individuals, if the interest rate increases, the
monthly payment can also increase, causing these same individuals to
have problems coming up with the additional money necessary to keep
their mortgages well fed and happy. Not only that, but because you're
not paying any money toward the principal, you’ll be stuck owing the
entire loan amount when the mortgage term ends.

v Payment-option ARM: This unique adjustable-rate mortgage allows
you to decide each month what kind of payment you want to make. The
choices commonly include these:
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e Making an interest-only payment.
e Making a standard payment of principal and interest.

e Making a minimum payment, much like the minimum payment on
a credit card, that keeps your account current but that does not
reduce your principal and interest owed. In fact, making only the
minimum payment often causes negative amortization, a situation
in which the amount you owe on your loan actually increases over
time rather than decreases.

The good news about adjustable-rate Bok
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mortqaqes Home and

Personal
Despite the black eye that adjustable-rate mortgages have received lately, Finances

they offer advantages to people who select them:

v~ Because the initial interest rate on an adjustable-rate loan is often signifi-
cantly less than for a comparable fixed-rate loan, a home buyer may save
a significant amount of money — particularly in the first years of the loan.

v Adjustable-rate loans are often easier for home buyers to qualify for
than fixed-rate loans.

v Alot of different adjustable-rate mortgage programs are available —
you'll surely find the right one for you.

v Adjustable-rate loans can be good if you plan to keep your property for
only a few years before you sell it.

v When interest rates are declining, an adjustable-rate loan gives you
a distinct advantage over borrowers who are stuck in higher-interest
fixed-rate mortgages.

The bad news about adjustable-rate
mortgages

In case you haven’t read a newspaper lately, most of the bad news about home
loans involves adjustable-rate loans with increasing interest rates that are diffi-
cult for homeowners to keep up with. Yes, Virginia, there’s no small amount of
bad news about adjustable-rate mortgages. Here’s some of the worst:

v Although adjustable-rate mortgages generally start at a lower interest
rate than fixed-rate mortgages, this situation may not last forever. Many
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such loans experience their first (usually upward) adjustment just a
year after loan inception, with subsequent adjustments on a quarterly or
semiannual basis.

v Most adjustable-rate mortgages have a maximum interest rate cap, but
the maximum rate is often far above what home buyers with fixed-rate
mortgages will experience.

v In a worst-case scenario, if you make only the minimum payment your
loan may negatively amortize — that is, your loan principal can grow
instead of shrink as you make payments. Long story short, you can end
up with a loan in a larger amount than you originally signed up for —
definitely bad news.

v This kind of loan is unpredictable, making long-term financial planning
difficult, if not impossible.

Deciding What Loan Is Best for You

Ultimately, you need to wade through all the different mortgage loan options
available and decide which is best for you. The material in this chapter should
help you make a decision, but you need to take a close look at your unique
financial situation and take that into account. If you're unsure which way

to go, don’t hesitate to consult your real estate agent, CPA, mortgage loan
broker, or real estate attorney.

<P One of the best ways to help make the right decision for you is to compare
the different costs of each kind of loan. Consider the following example that

shows the impact of a number of common mortgage loans for a $200,000
home with a 10-percent ($20,000) down payment:

Traditional fived-rate mortgage

30-year term; 6.7-percent interest rate
Loan balance after five years: $168,882

Equity after five years: $31,118 ($20,000 down payment plus $11,118 principal
paid on mortgage)

Traditional 5/1 ARM

30-year term,; 6.4 percent for first 5 years
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Loan balance after five years: $168,305

Equity after five years: $31,695 ($20,000 down payment plus $11,695 paid on
mortgage)

5/1 interest-only ARM

30-year term; 5 years of interest-only payments, and then 25 years of princi-
pal and interest payments; 6.4-percent interest rate for first 5 years

Loan balance after five years: $180,000 Book I
Managing

Equity after five years: $20,000 ($20,000 down payment) Home and
Personal
Finances

Payment-option ARM (Example 1)

30-year term; 5 years of minimum payments, and then recast for remain-
ing term,; starting interest rate of 1.6 percent for 1 month, then 6.4 percent;
assume no rate increases

Loan balance after five years: $195,562

Equity after five years: $4,438 ($20,000 down payment minus $15,562 negative
equity)

Payment-option ARM (Example 2)

30-year term; 5 years of minimum payments allowed, and then recast for
remaining term; starting interest rate of 1.6 percent, and then 6.4 percent;
7.5-percent annual payment cap; assume rate increases 2 percent per year up
to 12.4 percent. This loan will reach the 125-percent balance limit in month 49
and will be recast as an amortizing loan at the beginning of year 5.

Loan balance after five years: $223,432

Equity after five years: -$22,432 ($20,000 down payment minus $42,432 in
negative equity)

As you can see, the good-old boring but reliable traditional fixed-rate mort-
gage is virtually tied with the 5/1 ARM in offering both the smallest loan bal-
ance after five years and the greatest growth in equity. What we don’t know
from this example, however, is what happens after five years. If interest
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rates climb, the fixed-rate loan was the better choice. If interest rates fall, the
adjustable-rate loan was the better choice.

The payment-option ARMs do worst in this scenario, with the final example
showing how such a loan can leave you owing more after five years than
when you started. Combined with falling housing prices, this situation can be
arecipe for financial disaster — one well worth avoiding.



Chapter 3
Avoiding Foreclosure

In This Chapter

Figuring out what foreclosure involves and finding help

Exploring short- and long-term solutions
Facing foreclosure if it happens
Settling the score if your house is worth less than what you owe

H omeownership is very much a part of the American dream. Granted,
some people do prefer to rent or live with others, but if you're one of
those people who have made the commitment to purchase a home, you prob-
ably consider anything else less than ideal. You worked hard to save for a
down payment, and you take pride in knowing you’re a homeowner.

Unfortunately, life throws some curveballs. If the purchase of a home is one
of life’s successes, then the loss of a home can be one of life’s failures. When
you default on most types of credit, all you end up with is a late fee or a small
credit report ding. However, in the case of a mortgage, a seemingly small mis-
take or miscalculation compounded by inaction caused by embarrassment,
indecision, or misinformation can result in a huge negative on your credit report
and score, as well as cost you your home and tens of thousands of dollars.

A mortgage default is reported like most other negative items on your credit
report for the usual seven-year period. Future loan underwriters and credit
grantors view it as a more serious event because of the size of the obligation
and the possible serious consequences to the lender if a mortgage fails. When
lenders look at your credit report, they give special emphasis to how you have
performed on similar types of loans. So a car lender pays special attention to car
payments, and a mortgage lender looks hard at your mortgage history. If you're
one of those people who think owning a home is the only way to live, be sure to
pay special attention to your home loan payment record and this chapter.

Given the recent meltdown of the subprime mortgage industry and the general
tightening of credit it has produced, this chapter is a critical one for any home-
owner who is under financial stress. Money, self-esteem, and the very roof over
your family’s head are at stake, as is your good credit when a possible foreclo-
sure is looming. This chapter gives you the advice you need to prevent foreclo-
sure from becoming a reality, if possible, or to make the best of a bad situation
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if it’s unavoidable. Options to save a delinquent mortgage have changed greatly
in the last year or so and continue to offer more help to borrowers in trouble.
However, you still need to seek help — and get it early. Fortunately, help is avail-
able, and this chapter guides you through the process of getting it.

Understanding That Mortgages
Are a Different Credit Animal

Mortgages are quite different from other consumer loans, partly because of
their huge size — a lot of money is on the line — and partly because they’re
backed by what historically has been the gold standard in collateral: your home.
Furthermore, mortgages not only are underwritten differently from other types
of credit, but they also have a different collection process, generally called the
foreclosure process. When you default on a mortgage, the lender forecloses, or
terminates the mortgage, and your house is consequently taken away from you.

From a credit score and credit reporting standpoint, mortgage defaults are
among the most serious negatives out there (see Book I, Chapter 5 for more
on credit reports and scores). Because of that, they can trigger universal
default clauses in your credit cards, which means your low card rate can go
up to 30 percent and make your already difficult life even more expensive. We
tell you more about this topic later.

Obviously, foreclosures put a serious hit on your credit score and history. To
help you minimize this hit, this section gives you an overview on how mortgages
differ from typical credit, and how mortgages and your credit go hand in hand.
Here you can find valuable information to help you understand when a late mort-
gage payment can quickly cause you problems and what you can do to get help.

Seeing a foreclosure coming

To get a firm grasp on everything related to mortgages and your credit, you

first must understand what leads up to mortgage foreclosures. What exactly
makes them tick? To start, some basic terminology can help you keep every-
thing in focus. The following people and processes related to mortgages can
have an impact on your credit:

v Mortgage broker/banker/lender: The person you worked with to fill out
the mortgage paperwork and get your loan closed. This person typically,
but not always, sells your loan to an investor.

v Investor: The owner of the loan and the one who makes the rules.

v Insurer: The one who insures the lender/investor in case the loan
becomes delinquent.
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+” Mortgage servicer: The one who is responsible for handling customer
service, processing payments, and working with delinquent customers.
This person is the one you talk to and the one who knows what can be
done and what exceptions can be made.

v Loss mitigation: The process of working with a customer to find a per-
manent solution to resolve delinquency. Also known as homeownership
preservation.

v Foreclosure: Legal action to force the sale of a home.
So how exactly does a servicer foreclose? The key words to be aware of in

the process are quickly and quietly. Unless you speak up, it can all be over in Book Il
as little as 120 days, depending on your state’s laws.

Managing
Alender has a lot of money on the line with your mortgage, and the longer you're g““‘e a“ld
delinquent, the greater the risk is that the lender will lose money on a defaulted Fi?l r::::s

loan. Thus, the mortgage lender has a much lower tolerance for your delin-
quency than, say, a credit-card issuer. Here’s an example: As long as you're less
than 180 days past due on a credit card, it’s not the end of the world. Generally,
you can just pay the minimum due along with a late fee and go on your way. If it’s
really your lucky day, you may get the lender to waive the late fee and not report
the delinquency. For a mortgage, though, once you’re just 60 days late, you're
well on your way to the edge of a cliff, and you may not even be aware of it.

The key number to avoid in a mortgage delinquency is 90 days late, not 180.

After 90 days, unless you get some help or work out an arrangement, the
servicer will generally require that the entire arrearage be paid at once and
may not accept partial payments. A 90-day mortgage delinquency on a credit
report is very serious. To make matters worse, many people don’t under-
stand when the 90 days is up. It’s not as simple as you may think, so we cover
it in detail in the next section.

Many mortgages are packaged into large securities and sold to investors.
Because the actual lender is often far removed from your community and
your home, lenders use a servicer to collect your payments and work out any
problems. The servicers don’t have their own money at risk, so they don’t get
too excited about the prospect of a delinquency. Unlike the credit-card guys,
who have little recourse in a default except to intimidate you into paying,
mortgagees speak softly and may not even be heard over all the noise that
your other creditors are likely to be creating in a financially stressful situ-
ation. Mortgagees won’t call you at work or at night, and they won’t yell or
threaten you over the phone. On the contrary, the tone of their messages,
often letters, is concerned, low key, and polite — and then you lose your
home. But if you know where to get help, what to ask for, and what to avoid,
this situation can change for the better. Needless to say, it pays to know the
rules and what to ask and listen for.
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Counting to 90

A major difference between mortgages and credit cards (or other types of
consumer loans) is the amount of time you're allowed to be late. What'’s the
“magic number”? After you're 90 days late on a mortgage, unless you take
action, the servicer requires you to pay the entire overdue balance at once. If
you fail to do so, the servicer proceeds to foreclosure.

Until then, you may be able to make partial payments on your own. If you're 30
or 60 days late and you make a partial payment, the servicer usually credits your
account with the payment. However, if you cross the 90-day mark and then send
in overdue payments from a month or two ago instead of the entire amount due,
the servicer may send back the money, and the clock keeps ticking.

Furthermore, you may not be aware of the fact that when you’re late on your first
payment, your grace period disappears. (A grace period is a period of time speci-
fied in your mortgage loan agreement during which a default will not occur even
though the payment is past due.) The grace period applies only to loans that are
up to date, or current. The following example illustrates how this scenario works:

Imagine that your loan papers state your due date as March 1. Assuming that
you have a typical two-week grace period, your payment actually has to be in by
March 15. If you don’t submit your payment by March 15, you miss that window
of opportunity and lose your grace period. Your April payment is now due April
1. April 15 is no longer an option. In other words, you have no more grace period
in April. If you pay April’s payment on or before April 1, you get your grace
period back for May and thereafter, as long as your payments stay on time.

If you lose your grace period, the company that services your loan starts
counting the number of days you are late from the first of the month, not the
15th. So if you don’t send in a payment on March 15, April 1, or May 1, then on
May 2, you need to catch up all the payments for March 1, April 1, and May 1,
plus any fees and penalties (which can be hundreds of dollars or more), all at
once. This total is a huge amount for someone in financial difficulties. If you
don’t, then on May 2, the formal foreclosure process can start, and you may
incur fees for collection costs, attorneys, title searches, filings, and more. When
the foreclosure process begins — and it’s up to the investor when it actually
kicks in — the loan servicer can then can ask for the entire balance of the loan
(aloan “acceleration”), not just the late part, to stop the foreclosure.

As Table 3-1 shows, a foreclosure in a nonjudicial state (one in which the fore-
closure process does not go though the courts until the very end) can happen
very quickly. Consider an example: After 30 days, you get a late notice; at 60
days late, you receive a demand letter; at 90 days, you receive an acceleration
notice; and by 120 days, the foreclosure and sale/auction can be scheduled.

Table 3-1 illustrates the Department of Housing and Urban Development
(HUD) time guidelines for lenders by state. These numbers are estimates; a
foreclosure may take less time than allotted by HUD under these guidelines.
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Knowing where to turn for help

If you're having trouble making your mortgage payment on time, time is of
the essence. Getting your mortgage issue resolved fast is critical. Remember,
the mortgage company doesn’t want your house; it just wants to keep your
loan performing — that is, up to date or current. Following are a few ideas

on where to turn for help (along with some tips on where not to turn). The
essential point is to not wait, but take action. You can work directly with your
servicer, but your loan servicer may offer you only what he or she thinks

is the easiest solution, not the one you need, because your loan servicer
doesn’t know your situation in detail. We strongly recommend that you use

a third-party intermediary approved by HUD. They come cheap, know what
to ask for, and can help guide you through what can seem an insurmountable Managing
problem. Home and
Personal
Finances
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Your mortgage-servicing company

When you can’t pay your mortgage on time, you can directly contact your mort-
gage company. Look at it as though you’re trying to solve two problems — yours
and theirs. Ask to speak with the loss-mitigation department, also referred
to as the workout department or the homeownership retention department.
This area is able to do more for the consumer and deals with complex issues
better than the standard collection department, which usually offers only to
make catch-up payment arrangements. You can find the contact information
for your servicer in your loan documents, on your monthly statement, or in
correspondence you receive from the company. When you call, get names
and extension numbers so you can try to keep a single point of contact and
continuity. Doing so may not be possible, but knowing whom you talked to,
when you talked, and what you agreed to is important.

Take good notes!

To keep the call simple, we suggest you do some homework before you call:
Know what will be necessary and for how long to remedy your situation. Write
out what happened, what changed, what you need, and how to contact you
or your counselor, if you're working with one. These notes will help keep
you from rambling and get you to the solutions faster. Then ask for what you
need — and also ask what other options may be available beyond the one
offered to you.

Other available help

A number of housing counseling agencies are also available to help you work
out a solution. We strongly recommend that you use one of these agencies to
help you work out a deal with the servicers. These agencies work with people
in similar situations every day, so they know what to ask for and will take the
time to understand what you really need. Although the contact information
may change over time and new players are continually offering this service,
you can look for resources through HUD’s Web site at www . hud. gov, or
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contact Neighborworks’ Project HOPE at 888-995-HOPE or www .nw.org. We
suggest that you call before you email or visit an office for quickest service.
You may also contact the National Foundation for Credit Counseling at

www . housinghelpnow. org or 866-557-2227. Many credit counselors are
also HUD-certified housing counselors.

Not-so-helpful “help”

As you look for answers and help, keep in mind that not everyone out there
has the same objectives that you do. Some are trying to help only them-
selves. Proceed with caution and consider the following tips as you evaluate
any prospective source of help:

v Don’t panic.

v Find out whether you’re dealing with a nonprofit organization.

v Don’t make payments to anyone other than your servicer or his or her
designee.

v Be wary of any organization other than your servicer that contacts you
to help.

1 Never sign a contract under pressure.
v Never sign away ownership of your property.
v Don’t sign anything with blank lines or spaces.

v~ If English isn’t your first language, and a translator isn’t provided, use
your own translator.

v Get a second opinion from a person or an organization you know
and trust.

If you're having trouble paying your mortgage, a predatory lender or foreclo-
sure scam artist may try to get you to take out a high-risk second mortgage
on your property. If these marauders come a-calling, run the other way —
fast! These lenders are dangerous because they charge high fees you can ill
afford to pay, and they distract you from real solutions by wasting critical
time that you could otherwise spend solving your problem.

If you receive an offer saying you've been preapproved for a loan, it means
you’ve been preapproved only for the offer, not the actual loan. Don’t waste
too much time chasing preapproved offers.

Other red flags to watch for include the following:

v Phantom help: This company wants to “help” charge you high fees for work
you can do yourself, charge you for legal representation that never material-
izes, or offer you a loan even though you don’t have the income to repay it.

v~ Bailout: Various schemes may try to get you to surrender your title to the
house, thinking you’ll be able to remain as a renter and buy back the house.
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v Equity stripping: A buyer purchases your home for the amount of the
arrearage and flips the home for a quick profit, pocketing the equity in
your home that otherwise would have been yours.

Alternatives to Going Down with the Ship

If you're having trouble making your mortgage payments, you're not alone. You
also may have some options to avoid the expense and upset of going though a
foreclosure. Even if you can’t or don’t want to keep your house, you can lessen
the damage to yourself, your family, and your credit by taking positive action.
You can take control of your situation and turn this ship around before it sinks.

<P Before you take any action, assess your situation as dispassionately as you
can. If stress and anxiety make that impossible, we suggest you get a third-
party professional such as a nonprofit HUD agency (see “Other available
help,” earlier in this chapter) or an attorney to help you do so. Your situation
may not be as bad as you think, or it may be worse. What’s important is to
know for sure where you stand. For instance:

v Will the problem that has caused your mortgage delinquency be cor-
rected soon? Is it just a short-term event?

v~ If it’s a longer-term event, how much extra time will you need to get back
on track financially?

v~ Is the event long-term enough to reconsider whether you can stand the
stress until it’s resolved and stay in your home?

v s your situation serious enough that you want to get out of your home-
ownership obligation?

To help you find the answers to these questions, you need what’s called loss
mitigation counseling help. Loss mitigation counseling is help to develop a
solution that will allow you to catch up on your payments, modify your loan
terms, or otherwise rectify your situation so you can afford to keep your
home or lessen the damage caused by a foreclosure.

The following section gives you some loss-mitigation alternatives to foreclos-
ing to protect your credit history.

Starting with short-term solutions

Perhaps you believe that you have a plan to resolve your problem and, as a
result, catch up or at least resume payments in three to six months. If that’s
the case, consider the following suggestions:
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v~ Find a good credit counseling agency. This suggestion has nothing to do
with credit counseling; it focuses on getting you an objective assessment of
your overall financial picture and whether you can realistically afford your
mortgage payments. The counselor can help you build a revised budget that
may free up cash for your mortgage, and an expert opinion can help to pri-
oritize your debts and expenses. Many agencies are also HUD-certified and
can work with your servicer to get a solution that works for your situation.

v~ Ask about mortgage-repayment plans. These plans entail the servicer
setting up a structured payment plan (sometimes called a special for-
bearance plan) that will get the mortgage back on track in three to six
months. Sometimes this deal can be a verbal agreement with your exist-
ing lender. If it is, we suggest that you document the terms in a letter
and send it to the lender so you’re both clear on the terms of what you're
doing. Typically during a repayment plan period, full monthly mortgage
payments are made along with a portion of the past-due payments until
the mortgage loan is back to “current payment” status. The sooner you
get a plan in place the less damage you’ll incur on your credit report.

v Check the HUD Web site at www.hud.gov for resources and help.
Don’t forget to talk to your lender about your need for assistance — and
do it soon. Some servicers have programs only for borrowers who are
not yet delinquent and other programs for borrowers who already are.
For the greatest number of options, get started as soon as you know you
have a problem making mortgage payments as agreed, and be sure to
ask for all the options they have for you.

Considering solutions for
long-term problems

For problems that will take longer than three to six months to remedy, you
can ask for mortgage loan forbearance or loan modifications.

A forbearance temporarily modifies or eliminates payments that are made up
at the end of the forbearance period. A forbearance is useful if you have a sale
pending or you expect a windfall, but you can’t afford the payments at present.
It also prevents your credit from being damaged by a string of late payments.

A loan modification changes the terms of the original mortgage permanently
in a way that addresses your specific needs. The modification may change
one or more terms of the original mortgage agreement, such as adding
delinquent payments and other costs to the loan balance, changing interest
rates, or recalculating the loan. If this process seems intimidating, use a HUD
agency to deal with the servicer and offer solutions on your behalf. Clear
communication is key here.
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These modifications need to be in writing, and both the servicer and the bor-
rower must approve them because they’re long-term and large in scope. You
can expect goodwill to go only so far, so don’t be surprised if the servicer
asks for a fee of around 1 percent to cover the costs of processing a loan
modification. After all, servicers always have an appetite for some immediate
income for their banks or companies.

If you were delinquent on your loan before the modification, expect your
credit history to show the prior delinquency. Mortgagees are very reluctant
to change your credit history, but a modification and efforts to bring the
mortgage current should show up on your credit report.

If you are also carrying credit-card debt, being late on your mortgage or having Bookl

a loan modification on your credit report may set you up for a hike in your Managing
interest rates under universal default rules. Review the default provisions of Home and
the credit cards that you use to carry a balance and consider closing those :i:’::::;

accounts that have universal default provisions before they raise your rates.
After the accounts are closed, your rates should stay the same during your
repayment period. The small damage to your credit score from closing accounts
will be a bargain compared to what can happen if you can’t handle interest rates
that may go to 30 percent or more. If you've had the cards for more than ten
years, consider keeping them open if you can transfer the balances to cards
without the universal default provision; these long-history cards count for more
on your score than ones you've had for a shorter period of time.

Looking at longer-than-long-term solutions

Some problems take longer to resolve than anyone wants them to, and some
can be resolved only by taking a step or two backward before making any
progress. Even when you can'’t solve your problem or just can’t stand it anymore,
you still want to stay in control of the process. Doing so can lessen damage and
expenses and keep your dignity — and maybe your sanity — intact.

Following are some of the many options available. And don’t forget that you
may have newer options as well. Be sure to check out the resources men-
tioned in the section “Other available help,” earlier in this chapter.

v Sell your home: You may be able to sell your home in a short sale if you
have no equity left, or in a pre-foreclosure sale if the value of the house
still exceeds the remainder of the mortgage.

¢ Short sale: In a short sale, you ask your lender for permission to
sell your home for less than the mortgage value, and the lender
uses a real estate agent to sell the home. The lender may allow a
sale for an amount lower than the total debt. A short sale is gener-
ally cheaper for the bank and less stressful for the homeowner
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than a foreclosure. Because this solution is good for the investor,
you can negotiate a bit. Ask that the loan deficiency be reported to
the credit bureau as a zero balance instead of a charge-off.

Congress has passed a law called the Mortgage Forgiveness Debt
Relief Act that affects how a principal residence foreclosure is
handled for tax purposes. It exempts up to $2 million of forgiven
mortgage debt, subject to certain conditions, from federal taxes.
Normally, you would have to pay income tax on that amount. We
suggest that you check to see whether you have state taxes due,
because they aren’t covered in this federal law.

¢ Pre-foreclosure sale: A pre-foreclosure sale arrangement allows you
to defer mortgage payments that you can’t afford while you sell
your house. This solution also keeps late payments off your credit
report.

v Deed-in-lieu of property sale or foreclosure: This option is becoming
more popular. It requires listing your home with a real estate agent. If
the home can’t be sold, you sign over the home’s title to the lender and
move out. Usually, to qualify for this option, you can’t have a second
mortgage, an equity loan, or another lien on the property.

Handling a foreclosure if one has started

Even if you've gone down the delinquency path and are in the legal process
of being foreclosed upon, you may still be able to talk to the servicer to try
to work things out or buy yourself more time to come up with a solution or
make a more dignified exit from the home. But once again, time is not your
friend here, so don’t wait!

v Get a HUD-approved counselor involved and review loss-mitigation
options with your servicer. Most want to help. (Check out “Alternatives
to Going Down with the Ship,” earlier in this chapter.)

1 Contact and keep contacting the servicer’s loss-mitigation staff until
you get a solution you can live with. If they don’t offer workable sug-
gestions, ask to speak to managers and vice presidents or higher. Now is
no time to stand on protocol or accept “I'm sorry” for an answer.

v~ See an attorney. Ask for options. Review all the mortgage documents to
be sure they were properly drawn and executed. The technical phase
used here is “Truth in Lending Compliance.” Ask about bankruptcy
options and timing so you know all options available to you.

If none of these options works, you will go through the full foreclosure pro-
cess. In short, the house will go to auction and be sold. The new owner will
give you appropriate notice to leave the house, per your state statute. A
notice may be placed on your front door detailing the terms.
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When all is said and done, you may still owe some money. If your home sells
for less than the amount still owed on the mortgage and fees, you may have
what is called a deficiency balance. For example, say a borrower borrows
$500,000 from a lender to purchase a home, but the borrower falls behind in
payments and the bank forecloses. The home is ultimately sold for $400,000.
The $100,000 that the lender lost on the deal is called a deficiency. Current
practice is to forgive this amount. At one time this wasn’t always the case,
and the situation may change again in the future. The most important point is
to realize that your problems may not be over when you leave the home. You
may need to deal with the IRS if you don’t qualify for mortgage debt forgive-
ness under their rules.

The following are some potential (and we stress potential) deficiencies you
may face and what you can do to deal with them:

v~ The lender asks for a note. Doing so is not a current practice, but be
aware of it for the future. This note isn’t the kind your mother wrote to
school. This note is a promise to pay an unsecured amount to cover the
mortgage deficiency after the sale. As with any loan, it has terms, inter-
est rates, and payments due on certain dates. Many of these terms can
be discussed before the sale takes place and may be modified to fit your
situation. Use a lawyer if anyone suggests this solution to you.

v~ The lender sends a demand letter. As in asking for a note, this practice
is not a current one. A lender may send a demand for payment of any
deficiency following the sale of a home. Lenders use a demand letter if
they don’t want to give you an unsecured loan for the balance due. In
essence, the problem is all yours, and you need to work out a way to
pay the balance. Here again, if this scenario ever happens to you, get an
attorney to advise you.

v The lender forgives the debt. This is a current practice, but it can
always change. The lender chooses to forgive the debt instead of pursue
it. This practice is nice as far as it goes, but be prepared for the IRS to
count the forgiven portion of the debt as income through the issue of a
1099 form. Forms 1099 A and C, which are normally used to document
unreported income, are used to report forgiven debt. The amount of
the forgiven debt becomes taxable income in most cases, unless you're
covered by the Mortgage Forgiveness Debt Relief Act. If you're among
the IRS’s unforgiven and you get a 1099, and it is for a lot of money, we
suggest that you see an attorney ASAP for legal options. Remember, the
mortgage debt forgiveness law is federal and may not forgive state tax
obligations.

1 The state you live in makes mortgages nonrecourse. If you live in certain
states, you may get a break relating to personal mortgage deficiencies.
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Some states have passed laws saying that you are not responsible for
any mortgage deficiencies. Some effectively make the mortgage a non-
recourse loan. (Nonrecourse means the lender has no recourse to col-
lecting money due other than the security on the loan.) You may not be
personally liable. This protection may not apply to refinancing. See an
attorney to find out whether it applies to you.

Subject to additions or deletions, the list of states that have passed
some antideficiency protection legislation offering at least some pro-
tection for borrowers includes Alaska, Arizona, California, Minnesota,
Montana, North Dakota, Oregon, Texas, and Washington.

1 The IRS wants more taxes. Even though a loan may be uncollectable or
forgiven, it is not beyond the reach of the IRS. You see, the lender gets
to take a loss on its taxes for the bad loan. Not wanting to miss a tax
opportunity, the IRS considers the lender’s loss to be your gain. So you
may owe taxes on the deficiency amount if you don’t qualify for relief
under the Mortgage Forgiveness Debt Relief Act. This law is scheduled
to run only until 2010. This amount can be a very big number indeed.

A foreclosed borrower faced with a sizeable 1099 still has hope. If you
file IRS Form 982, “Reduction of Tax Attributes Due to Discharge of
Indebtedness,” and you are insolvent at the time of the forgiven debt,
the IRS may forgive the liability. Again, see your attorney for the details.
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Keeping a Lid on Medical Costs

In This Chapter

Finding ways to cut costs on medical expenses

Saving on health insurance

Taking action to attack medical-related financial troubles

m don’t have to tell you that healthcare costs are skyrocketing and
can eat up a very large chunk of your finances. This chapter helps

you chip away at the different pieces of your medical costs one at a time.
Here you’ll find ways to save at the doctor’s office and pharmacy, methods
of finding good deals on health insurance, and ideas for dealing with medical-
related debt.

Saving on Medical Expenses
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Unexpected medical and pharmacy bills can take a huge bite out of the family
budget. Even though you can’t possibly plan for all emergencies and contin-
gencies, you can cut back on regular medical-related expenses.

Keeping a close eye on bills

Remember to keep careful track of all your medical expenses and look over
every itemized bill in detail. We know of a surgeon who accidentally billed a
patient twice for the main surgical procedure, adding $800 to the total bill.
When the patient pointed out the error, the doctor’s office happily corrected
it. Be sure to follow up on corrections like that. Sometimes the paperwork
gets lost in the shuffle, and you need to remind the office more than once to
take the charges off your bill.
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Keep calm when you’re haggling with doctors or hospitals over disputed
amounts. They’ll often negotiate and lower the amount due, especially if
patients are assertive yet courteous. Keep written documentation of every
phone call, letter, and bill related to the disputed charges. Be organized, con-
fident, and polite.

If you belong to an HMO or PPO, make sure that every doctor and specialist
working on you is part of your medical plan. Don’t assume that just because
you’re in a plan-approved hospital, you're being treated by a plan-approved
doctor, anesthesiologist, or nurse. A friend told us she once fought a $400
bill for more than a year: The emergency room was plan approved, but the
doctor on call that night was not. It took a while, but eventually they wrote
off the $400.

Looking into payment plans

If you're facing after-insurance charges that you can’t pay for all at once, call
the billing office of the doctor or hospital and see whether you can make
some sort of payment arrangement. You may be surprised by just how much
help you receive. We called the hospital about a surgical charge we couldn’t
afford to pay, and somehow in the conversation we discovered that we were
eligible for a couple low-income food programs. The billing department wrote
off the entire hospital bill! So don’t be afraid to say you're having difficulty
meeting your financial obligations. Doctors and hospitals are often quite will-
ing to accept payment arrangements or make allowances for lower-income
patients.

Coordinating insurance benefits

If you and your spouse both have medical or dental insurance coverage,

be sure to coordinate benefits between your insurance companies for any
medical services. Usually you have a primary insurance carrier that needs to
be billed first; if you or your children are also covered under your spouse’s
insurance, be sure the secondary insurance company is billed after the first
insurance has paid its portion. When insurance plans can coordinate benefits
like this, you often don’t have to pay much of anything out of pocket.

Finding less-expensive prescriptions

Pharmacy expenses are one of the most difficult medical bills to budget for
in many families. Even with insurance coverage, out-of-pocket expenses can



Chapter 4: Keeping a Lid on Medical Costs

add up substantially over the course of an extended illness or during several
rounds of drugs. Consider these simple ways to reduce pharmacy costs:

v If you can buy a larger amount of medication at once, you may save a bit
of money. Each time you have a prescription filled, the pharmacy adds
administrative charges. By ordering a full month’s supply at once, you
can save several service fees for filling the prescription.

v Pharmacies really do vary in their price for different medications. Before
you fill your prescription, call several pharmacies and ask how much
your particular prescription costs to fill.

v Don’t forget to ask your doctor to prescribe the least-expensive or
generic version of your medication.

v If you don’t have prescription coverage, ask your doctor if equally effec-
tive over-the-counter medications are available.

Discovering What Makes a Great
Health Insurance Plan

3

Facing serious, life-threatening illness is traumatic. We know, we’ve been
there. Everything else you're worrying about in life suddenly becomes totally
unimportant. The only thing that could make it worse is fear about your
health insurance coverage. Fear that the escalating bills will exhaust your
coverage limit. Fear that the specialist you want to see for treating your ill-
ness isn’t approved by your insurance company. Fear that holes in the cover-
age will leave you personally responsible for some huge bills that could wipe
out all your savings — even put you in serious debt. That’s why a solid health
insurance plan is so important.

An excellent health insurance plan must include five key ingredients:
v A coverage limit high enough that it won’t likely ever be exhausted, even

for the most catastrophic medical expenses

v An annual dollar limit on your out-of-pocket responsibility that you can
live with

v No dollar limits on types of expenses, such as dollar limits on daily room
charges or dollar limits for types of surgical procedures

v Freedom to see specialists without a referral

v Worldwide coverage
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Do most plans meet all five criteria? Nope. We estimate that less than half of
the individual and group health plans sold in the United States include all five
elements that a great health insurance plan must include.

Your plan should include all five of the crucial ingredients because you
want a plan that won’t, even in the worst cases, cause you major financial
hardship. And a plan that lets you choose the most-skilled care provider,
especially in serious or life-threatening situations — such as treating your
6-year-old’s leukemia, surgically removing your spouse’s brain tumor, or the
several skin-grafting operations needed after you've been badly burned.

Deciding Between Individual and Group

Sometimes you have a choice between individually owned coverage and
group coverage through an employer when it comes to deciding where to
insure your dependent children. This brief comparison of the advantages and
disadvantages of both types of plans will help you make a good choice.

Pricing

Group policies are usually less expensive. Plus, the employer generally pays
part of the bill. The employer typically has the employee’s portion of the
costs directly deducted from payroll using pretax dollars.

Underwriting

Group coverage wins again. When most people apply for group coverage,
they’re guaranteed acceptance, no matter how poor their health. They could
have diabetes, heart disease, or even terminal cancer — the only eligibility
requirement is that they be employed. Depending on the length of previous
coverage, sometimes a waiting period of up to a year is enforced for preexist-
ing conditions, especially if the applicant had no insurance at the time he or
she was hired.

Individual coverage, on the other hand, is strictly underwritten. (Underwriting
is the process of reviewing an application to determine whether the applicant
is acceptable for coverage.) Medical questions are part of the application,
and the insurance company often checks your past medical records. The
company can do one of four things with your application: It can flat-out turn
you down, issue you a policy with no restrictions at preferred rates, issue
you a policy with an extra charge for your condition, or completely exclude
coverage for a condition.



Chapter 4: Keeping a Lid on Medical Costs ’57

NWNG/

Benefit levels

Group coverage has the edge here, too, in most states. Many state legisla-
tures have passed laws mandating benefits that must be included in health
insurance plans. However, most of those laws apply only to group coverage
(and, unfortunately, often exempt the largest employers, who partially self-
insure their group claims). The benefits in a group policy that are required by
law can be significant. Consider just a few examples from Minnesota:

v Maternity expenses are fully covered and treated as any other
medical bill.

Book Il
v Only one spouse needs to be insured to have automatic coverage on .
newborns. o
Home and
v Mental health expenses (for prescriptions or therapy) are fully covered Personal
and treated as any other illness. Finances

v Copayments and deductibles are waived for children younger than
12 (so financially strapped parents don’t delay getting young children
care).

v Annual mammograms are fully covered.

v Chiropractic care is fully covered.

Renewability

Individual policies come out on top with regard to renewability. Most are
guaranteed-renewable contracts that you can continue to hold up to age 65,
regardless of your health.

Avoid buying individual policies that don’t offer a renewability guarantee.

Insurance companies offering group policies, on the other hand, can cancel a
group policy anytime they feel like it. Your employer probably can replace it
with another group plan, but coverage may be less, rates may be higher, and,
in some cases, your existing health issues may not be immediately covered.

Another risk of group coverage is that your employer may discontinue it.
Perhaps the company you work for has some financial setbacks. Or perhaps
employee claims have been so large that rates have skyrocketed 40 percent
to 50 percent and are no longer affordable. Imagine if your employer stopped
offering insurance and your child had leukemia. You would probably have to
change jobs to get health insurance for your child.
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Coverage flexibility

Another win for individual policies. With group coverage, you get what the
employer offers. You can’t cut costs by raising your deductible. You can’t
choose freedom-of-choice if your employer offers only managed care.

Nothing beats the flexibility of individual plans. You can choose whether to
include preventive coverage. If you're childless, you can strip out the expen-
sive maternity coverage. You can choose all different levels of deductibles.
And you can raise your deductible to help offset future rate increases. Best of
all, you can choose a plan offering access to the doctors and specialists that
you want.

Saving Money on Individual Coverage

3

You can control costs for individual coverage in two main ways:

v Direct: You reduce coverage, and the insurance company gives you a
direct premium credit.

v Indirect: You select a higher deductible when your health and self-care
are exceptional, but the insurance company has no means to lower your
premiums.

Saving directly

The best way to save money on an individual policy without cutting back

on coverage is to become ten years younger. Because that’s not possible

at the time of this writing, the next-best way to save money on your health
insurance premium is to not smoke and not use tobacco. Unlike group poli-
cies, almost all individual policies differentiate smokers from nonsmokers —
significantly — because the claims costs for smokers are much higher. Blue
Cross of Minnesota, for example, cuts 30 percent to 40 percent off its stan-
dard rates if you haven’t used tobacco for three years.

You can also save by cutting out unneeded coverage (such as maternity cover-
age, if you're not expecting to need it), cutting back doctor choice (in other
words, accepting managed care), or raising deductibles. The difference in cost,
for example, between a $300 deductible and a $1,000 deductible with Blue Cross
locally is a whopping 45 percent! As the size of your family or age increases, that
45 percent can save you a fortune — especially when you consider that you're
assuming only $700 more risk per person each year. If you're paying $4,000 a
year for just yourself, 45 percent would save you $1,800 in premiums! You're
risking a “maybe” $700 for a “for sure” $1,800. Who wouldn’t do that? Even if the
savings were only 20 percent, that’s still a $900 savings for a $700 risk.
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The impact of higher deductibles on pricing

Table 4-1 illustrates what an insurance company rate card typically looks like for
different deductibles and different ages. Notice that, as you increase the deduct-
ible, the amount of annual savings gets proportionally less. For example, a 25-year-
old saves $1,650 a year to raise deductibles from $300 to $1,000, saves $550 to go
from $1,000 to 2,000, and saves only another $450 to go from $2,000 to $5,000.

Table 4-1 ABC Health Insurance Company
Annual Insurance Rate Card

Deductible Age

25 35 45 55 Children
$300 $3,800 $4,400 $6,000 $10,000 $3,400
$500 $3,000 $3,400 $4,600 $7,600 $2,600
$1,000 $2,150 $2,450 $3,400 $5,550 $1,600
$2,000 $1,600 $1,850 $2,550 $4.200 $1,450
$5,000 $1,150 $1,300 $1,800 $2,900 $1,000

Computing your ideal insurance deductible

At this point, you have explored the marketplace in your area and determined
which insurer(s) you are considering. You have ordered or downloaded their rates
for various deductibles. You find the rate table that applies to you (smoker or non-
smoker, needing or not maternity coverage, and so on). It should look something
like Table 1-1 (except the rates on a typical rate display are usually monthly).

Next, using your favorite spreadsheet or a piece of paper, compare the differ-
ence in premium (annualized) to the difference in risk you would be taking. For
example, the 25-year-old single person mentioned earlier saves $1,650 for taking
a $700 risk (the difference between a $300 deductible and $1,000 deductible).
Choosing the $1,000 deductible is obviously a no-brainer! Next, he saves $550 for
taking another $1,000 risk (the deductible difference between $1,000 and $2,000;
depending on his overall health, he may or may not want to take that extra risk).
Finally, he saves $450 for taking a $3,000 risk (the difference between the $5,000
deductible and the $2,000 deductible). For most people, the payoff is way too
small for the extra risk. This computation works the same for families except you
have to do it for each person in the family. If you have more than three people in
your family, check to see if the insurance company limits the number of deduct-
ibles that can be assessed in a year to three. Many do. See the sidebar on health
savings accounts for some great tax breaks available to all citizens.

When deciding between two deductibles, choose the lower one, if in doubt.
You can raise your deductible later anytime you want to. But to lower it, the
whole family must qualify medically — not likely if you’ve just incurred some
big medical bills.
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Most medical plans, once the deductible is met in a calendar year, pay 80 percent,

subject usually to a cap on your maximum out-of-pocket expenses in any calendar

year. You need to be mindful of whatever that maximum is per person. However, it
does not need to be part of your deductible decision because that 80-percent cov-

erage is going to be about the same regardless of which deductible you choose.
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Health Savings Accounts

A Health Savings Account (HSA) operates like
an individual retirement account (IRA) coor-
dinated with a high-deductible major medical
health insurance plan.

v Aswith an IRA, contributions are income tax
deductible. Also, like IRAs, Health Savings
Accounts can be set up almost anywhere
you can set up an IRA.

v Earnings on the account are tax sheltered.

v The maximum contribution per year is set
annually by the government (for 2009, $3,000
for individuals and $5,950 for families). For
each person age 55 and older, an additional
“catch-up” contribution is allowed ($1,000
in 2009). To discover what the current allow-
able amounts are, Google Health Savings
Account and choose the US Treasury Web
site option.

v For the Health Savings Account contribu-
tions to be tax deductible, you must also
have an IRS-approved High Deductible
Health Plan (HDHP). The plan must include
options for a minimum deductible and a
maximum deductible set by the govern-
ment each year. There must be a cumula-
tive family deductible amount for policies
insuring two or more people in the family.
There is no coverage under the policy until
the entire family reaches the family deduct-
ible in a calendar year. (Be careful when
choosing your family deductible!) There

must be an option for 80-percent coverage
as well as 100-percent coverage once the
deductible is satisfied. We always recom-
mend that clients choose the 100-percent
option. Once they have satisfied the high
deductible in a calendar year, they have
the peace of mind knowing that all covered
expenses will be 100 percent paid for the
rest of the year.

v Fromthe account, you can pay your deduct-
ibles and most other medical and dental
expenses that your health plan doesn't
cover (laser eye surgery, glasses, contact
lenses, all dental work). Because the HSA
money has never been taxed, you're paying
those bills with pretax dollars — a huge
advantage.

v~ If you've stayed reasonably healthy, you
can leave unused funds on deposit and
either use them in future years or save them
as supplemental retirement dollars. If you
don’t use them for medical bills, withdraw-
als are taxed much like traditional IRAs
when you do retire.

You can set up an HSA account wherever you
can establish an IRA — banks, savings and
loans, investment houses, insurance companies,
and so on. Because of the need to write checks
to pay doctors and buy prescription drugs, | have
found a bank works best because you can have
an account with both checks and a debit card.




Here are a couple of tips to make your life a lot
easier when using an HSA to pay deductible
expenses and other expenses. First, do not pay
any medical bill or pharmacy charge until your
insurance company has reduced the cost to
their negotiated discount pricing! Second, fund
the account early in the year so you have plenty
of cash available if medical bills are sizable in
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receipts for all services you have paid through
your HSA (medical bills, pharmaceutical bills,
dental bills, and so forth in a medical folder in case
you ever get audited. See a complete list of IRS
currently approved medical and dental expenses
atwww . irs.gov; choose publication #502.

If you have to buy individual health insurance, an

the first quarter of the yaar. Third, keep all your HSA is a wonderful benefit to set up for yourself.

Saving indirectly with self-care

Insurance companies that offer individual health plans give substantial price
discounts to nonsmokers. And they don’t insure people who are high-risk
medically. Everyone else, from the superfit and superhealthy to the average
or below-average health risk, pays the same rate and shares losses.

If you're healthy and practice good self-care (through exercise, diet, stress
management, rest, and personal safety), how can you get credit if insurance
companies don’t offer any such credits for that? Answer: higher deductibles.

Remember, pricing for each level of deductible is based on average risk. If
you're much fitter and healthier than average, you're paying more than your
share, no matter what level of coverage you buy. But the more you self-insure
through higher deductibles, the more you’ll save. Being above average in
terms of health, your chances of having to spend that higher deductible are
much less — and a $2,000 deductible could save you 50 percent off your
insurance costs.

Out of $5 million of lifetime health coverage, half the premium pays the first
$2,000 of annual claims. The other 50 percent pays the other $4,998,000.
Discover what deductible makes good economic sense and go for it, espe-
cially if you're in good health. (See the sidebar on Health Savings Accounts
for even bigger savings using pretax dollars to pay your deductible.)

WMBER
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Coping with Health Insurance Problems

Sometimes you face tough decisions regarding health insurance. Examples
include the following:
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v You or a family member can’t get health insurance because of existing
medical problems.

v You've fallen on hard times and can’t afford health insurance.

v Your son or daughter has reached the age at which he or she no longer
qualifies for dependent coverage under your insurance.

v Your college student has coverage available through school.
v You or a family member needs temporary coverage.

v Your coverage under your spouse’s group coverage is being terminated
because of a divorce.

v Your and your children’s group coverage ends because of a spouse’s
death.

v You're between jobs and without insurance.
»* You're traveling outside the country and are offered travel insurance.

v The school offers school accident insurance for your children.

Read on to see how we recommend that you manage each of those problems.

Insuving the uninsurable

If you or a family member for whom you are responsible has a health condi-
tion for which you can’t get insurance (you've been rejected for individual
coverage), we suggest that you broaden your way of looking at the problem.
Some people can get health insurance for a medically uninsurable condition
if they’re willing to make some life changes.

You may have read horror stories about families suffering financial ruin
because of one member’s medical expenses — often a child’s. One story, in
particular, involved a family who lost its insurance due to a job change. The
new job didn’t offer group insurance, and the son was uninsurable. He had an
ongoing condition that required years of treatment and thousands of dollars
of expenses. According to the story, this family sat helplessly while its life
savings dwindled to nothing. We believe financial ruin could have been pre-
vented if the family had considered some other choices. If you're willing to
take one or more of the following actions, you can prevent a financial catas-
trophe from happening to you on account of an uninsurable family member.

v If your employer doesn’t offer group coverage, talk to your employer
about starting to offer a group plan. Enlist the support of other cowork-
ers. The Health Insurance Portability and Accountability Act of 1996
(HIPAA) requires insurance companies to accept all members of a
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group, regardless of health. The worst-case scenario is that the company
may not cover the condition in the first 12 months.

v Change employers. Get a job with a company that offers group medical
coverage to its employees and their families.

v If you're in a state that has a major medical insurance plan for uninsur-
able people, sign up immediately. Call your state insurance department
to find out.

1 Move to a state that offers catastrophic individual major medical cover-
age for uninsurable citizens. Minnesota has such a plan, and so do many
other states.

Book Il
You may balk at the idea of doing something as seemingly drastic as chang- Managing
ing jobs or moving to a different state to get health insurance for yourself or Home and
a sick family member. But those are far better alternatives than ruin. Personal

Finances

Staying insured through hard times

If you're in a financial crisis — temporary or permanent — and you just don’t
have enough money available for health insurance, you can still protect
yourself somewhat by managing your medical risks in advance. If you don’t
develop a game plan for handling medical costs before you're faced with
them, you may end up being personally responsible for the entire cost of any
emergency care that you need. Look into various assistance programs for
people in your circumstances that provide medical care either at no cost or
at a nominal cost. In Minneapolis, for example, Lutheran Social Services and
Catholic Charities offer such programs. In exchange for a very small amount
of money per month, all family members receive the medical care they need.
Participants are limited to designated medical facilities, but they get medical
care now without facing a huge debt later.

If you or a family member is in economic distress, research what’s available
in your community and know where you’ll go for care if and when you need it.
A medical emergency isn’t the right time to figure out what your options are.

Insuring your kids when your
policy no longer covers them

Depending on your particular insurance policy terms, your children are cov-
ered under your family plan only to a certain age — usually 19 (22 or 25 for
full-time students). Insurance policies are very inconsistent when it comes to
the age at which they no longer cover children.
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Managing the in-again, out-again school problem

If you have a son or daughter who can’t seem
to decide about going to college (she’s in for
a semester, out for a semester, back in for a
semester, and so on), we recommend that you
do the following if you're covered by a group
policy and are usually eligible to continue
coverage on your group policy under federal
COBRA law (Consolidated Omnibus Budget
Reduction Act — aren’t you glad you asked?).
The guaranteed coverage period for most job
changes is 18 months, but it's up to 36 months
for students coming off a parent’s policy.

v When the student drops out, notify your
employer to exercise the 36-month COBRA
continuation option. This way, your child
stays insured under your group insurance.
The only difference is that you will foot
100 percent of her premium costs (if you
weren't already) while she’s out of school.

+* When she returns to school (and is taking
the required number of credits), cancel

COBRA and add her back onto your cover-
age as a dependent.

v Each time she drops out and then returns,
follow these same guidelines until she
reaches the maximum age for students to
be covered under your policy — usually 22
or 25.

v If she’'s stillin school when she reaches the
maximum age for students to be insured on
your policy, or if she's without insurance
for any other reason, exercise her COBRA
option until she can arrange coverage on
her own personal health policy.

If she’s not eligible for COBRA (in other words, if
you have an individual policy or your employer
has too few employees to qualify for COBRA),
set her up with her own individual policy the
firsttime she drops out of school. The policy will
stay in force during the revolving-door period.

&
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Whether you have group or individual coverage, when your son or daughter

reaches age 18, check with your insurance company or agent and find out
exactly what your insurance company’s rules are for maintaining coverage
for your child. Also find out how many credits your children must carry
per school term to stay eligible. Will they be eligible in the summer if they

haven’t registered yet for the fall semester? What if they drop out for a while?

Get clear on all this beforehand. Claim time is not the time to find out that a

child isn’t insured.

Evaluating insurance available

through college

Should you buy the optional student health insurance available from your
child’s college? If the insurance is provided automatically as part of tuition
costs, should you remove your son or daughter from the family health policy
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and rely exclusively on the school coverage? Before deciding, take a good
look at the college’s student insurance policy. You may well discover that the
policy has

v Excellent preventive care — coverage for physicals, eye exams, and so
on — at the student health center on campus

v Excellent coverage for other doctor care, if the care is provided at the
student health center

v Hospitalization coverage at the university’s hospital, but usually only for
a limited time (such as 30 days)

v Poor medical coverage away from school — both hospital and doctor Book Il

v Poor coverage for substantial medical bills Managing
Home and

v Often no coverage during the summers Personal
Finances

Keep your student insured on the family health plan. But if you can’t afford
it, consider buying a high-deductible individual plan supplemented with the
student health coverage. The coverage is usually pretty inexpensive. Also,
many family health plans don’t cover expenses incurred at your student’s
college health center. The student health insurance plans available from
colleges always cover these expenses. If college students can just drop by
the campus health center, they’re a lot more likely to get the care they need
than if they have to trek to the hospital or doctor that your plan covers. As a
result, the student health plan can help keep your student healthier.

Never drop your college student from your family health insurance plan,
even if you buy the student health insurance offered by the college. You'll
need your family plan for any serious claims.

Understanding temporary
health insurance

Many states allow health insurance companies to offer the public short-term
or temporary health coverage to meet short-term needs. These were cre-
ated, for example, for someone between jobs or a college student who isn’t
covered by student health insurance during the summer. Coverage is usually
available in increments of 30, 60, 90, 120, and sometimes 180 days. Coverage
is usually quite good in many respects. Typically, temporary policies have a
coverage limit of $1 million or more. They usually include freedom-of-choice
and a maximum amount on out-of-pocket expenses. The biggest advantage of
a temporary policy is that you can qualify with almost no medical questions.
Coverage can be immediate, if needed.
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But temporary coverage has at least six disadvantages:

v Preexisting conditions aren’t covered. If you've ever been treated for a
condition in the past, you won’t be covered if it flares up again.

v The insurance is usually not renewable.

v When the coverage period you’ve chosen ends, so does the coverage —
often even if you're lying seriously ill in the hospital.

v Claim payments are often delayed.
v Maternity expenses usually aren’t covered.

v Coverage outside the country is often excluded.

Because of these major limitations, you generally want to avoid buying tem-
porary insurance unless you have no other option. If you're between jobs,
continue your group coverage from your previous employer under COBRA, if
you can. For summer coverage, keep college students continuously insured
under your family plan.

In one situation, temporary coverage makes sense: when you're applying for
individual coverage and you currently have no insurance. You complete an
application and pay a premium to apply for individual coverage. If the insur-
ance company approves you, it generally issues your policy retroactively, if you
desire, effective on the date you applied. If you were hospitalized or incurred
other medical bills while your application was pending, they're covered.

But suppose the company declined your application and returned your
money because of your past health or medical problems? You would be unin-
sured for any bills accumulated since you applied, even if the medical condi-
tions were new.

Even after you apply for individual coverage and pay the initial premium,
you’re not necessarily covered. Only if the company later approves you — a
process that normally takes 30 to 60 days — will you have been covered
since the date of your application. That’s a long time to risk being uninsured.

Use short-term coverage this way to protect yourself when you have no
insurance and while your application for long-term coverage is being
considered:

1. Buy a 60-day short-term policy to be assured of insurance coverage for
any new medical condition or injury that occurs while your long-term
application is being considered.

2. Apply simultaneously for long-term coverage, requesting an effective
date, if approved, for 60 days from now, to coincide perfectly with the
expiration of your short-term policy.
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Then if the company rejects your long-term policy application, you at least had
coverage for new conditions while your application was being reviewed. Without
the short-term coverage, the new medical problems would be uninsured.

Continuing coverage following a divorce

About half the marriages in the United States end in divorce, so the problem
of continuing health insurance after a divorce is significant.

Getting spousal coverage Book Il
If both spouses are employed full-time and have their own group health

Managin
insurance coverage available, getting health insurance isn’t a problem. If one Homegang
of the spouses is covered under the other’s policy, that spouse simply needs Personal
to apply for coverage at his or her own place of work within 30 days of being Finances

dropped from the other policy, to avoid having to qualify medically. If the
spouse who’s being dropped doesn’t have group coverage available at work,
that spouse can, of course, obtain an individual policy through an agent.

Insuring the children after a divorce

If both parents are employed and each has coverage at work, the best thing
to do normally is to continue the children’s coverage through the parent
whose coverage is best for the children. But what if one parent is required
in the divorce decree to pay for the children’s coverage and the children are
currently not on that parent’s policy? Say Sue and Tom divorce. The court
orders Tom to pay the children’s health insurance costs to age 19. But Sue
has them insured under her plan. Their options are as follows:

v Sue can continue having them on her plan with Tom reimbursing her —
but getting that reimbursement sometimes can be a source of conflict.

v Tom can move them to his plan, usually without the children having to
qualify medically if the move is done within 30 days of the divorce. But
transferring coverage is a problem if Sue doesn’t like Tom’s policy or his
plan won’t cover the children’s doctors.

v Sue can set up an individual policy covering just the children, with the
bills sent to Tom (assuming that the children can qualify medically).

We like the option of setting up an individual policy, especially if Tom has the
premiums paid electronically from his checking account and Sue’s mailing
address is on the policy. This way, the premiums are always paid on time, so
the chance of a canceled policy and a resulting uninsured claim is reduced.
By having Sue’s mailing address listed on the policy, Sue gets copies of the
policies and changes and any late premium notices if the electronic payment
isn’t made for whatever reason.



168 Book Il: Managing Home and Personal Finances

The ideal divorce decree

If you're involved in a divorce and if the court
deems you responsible for paying the chil-
dren’s health insurance costs, and you prefer
to setthem up on an individual plan, the divorce
decree should do more than state which parent
is responsible for the premiums. It should spec-
ify the type of coverage plan, the deductibles
and copayments (and who's responsible for

paying them), whether there must be freedom-
of-choice for doctors and hospitals, and that the
premium payments must be paid automatically
and electronically from the responsible parent's
checking account. If you follow this advice,
you'll eliminate 90 percent of the conflict sur-
rounding your children’s health insurance.

A\

An individual plan gives the parents more flexibility to determine the cover-
age they want on the children. And the coverage won'’t end if Tom or Sue’s job
ends, which is safer for the children and much less stressful for their parents.

Deciding on a conversion policy

Most state laws require that people coming off a group policy be offered the
right to convert their group coverage to a personally owned policy that they
can keep indefinitely, regardless of their health.

Requiring that conversion policies be offered is a good concept in theory, but
the policies are seldom practical. Most states don’t set limits on how much
the company can charge, nor do they prohibit the company from watering
down the coverage. As a result, most conversion policies are half the cover-
age of the previous group coverage at about twice the price. (Why? Because
losses are so high. Usually, only those in poor health exercise the option.)

If your state law requires the group insurance carrier to offer you a conver-
sion policy with essentially the same broad coverage you had under the group
without an increase in price, definitely consider it. Otherwise, avoid conver-
sion policies unless you have absolutely no other health insurance option (in
other words, you can’t qualify medically for a personal policy and your state
doesn’t have a health insurance pool for those who can’t get insurance).

Consider HIPAA instead

HIPAA — The Health Insurance Portability and Accountability Act — gives
everyone leaving a job the right to continue health insurance as established
by state guidelines whenever their COBRA period ends, or if not eligible for
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COBRA immediately. The purpose of HIPAA is to prevent “job lock” — being
trapped in a job you hate because of family member health history problems.
Now, if you quit a job, you're guaranteed a quality individual health policy
regardless of health of the family members!

Evaluating options for survivors of a premature death

People have died and left their entire family uninsured because the family
was covered through the deceased person’s group insurance plan. Luckily,
the family has a couple options:
W v~ If the surviving spouse is employed and has group coverage available,
she can add herself and her kids to her group plan without proof of good
health if she applies within 30 days of losing the other group coverage.
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v~ If she chooses not to work outside the home indefinitely or is self-
employed, we recommend the following:

¢ Continue coverage through COBRA, if available, but only temporarily.

¢ Buy an individual policy if she and the kids are healthy enough to
qualify — a policy that won’t end in three years, as COBRA does.
If you're in this situation, buy the policy now. Your health may
change and disqualify you later.

¢ Family members who don’t qualify need to either go to a state pool
for uninsurables or use COBRA for the three years and then exercise
a HIPAA option for an individual policy, if that option is available.

Hip HIPAA hooray!

Before HIPAA After HIPAA

Bill, a bright 43-year-old engineer, is stuck in a
dead-end job doing work he hates. He knows
about some much better-paying jobs he would
be perfect for, but he can’t take them. He's
stuck. Why? Because he has an 8-year-old
son with an enlarged heart condition that has
already required two surgeries with at least
two more scheduled in the next five years. If Bill
takes a new job, his son will either be turned
down for coverage or the heart condition will
be excluded. So Bill's hands are tied. He can't
make the job change he would love to make.

Bill can take the best job he can find without any
insurance concerns. Since he’s had continu-
ous coverage for more than the past 12 months,
HIPAA guarantees that he can’t be turned down,
nor can there be a preexisting condition applied
for his son’s heart. Bill is a happy camper.

But suppose Bill wanted a break. He takes a
six-month sabbatical between the old job and
the new. How can he keep all the protection of
HIPAA? Simple. He just has to elect to continue
his prior group coverage, under COBRA, during
the sabbatical.
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Evaluating options when becoming self-employed

If you're leaving your job to become self-employed, don’t continue your
COBRA option for the entire 18 months before you apply for individual cover-
age. A lot of people make this mistake. The problem with this strategy is that
it risks future insurability. Your health may go bad, and when the 18 months
are over, you'll be stuck with less-than-desirable choices.

A three-point plan reduces the risk of coming up short on COBRA:

v Continue your group coverage under COBRA, if you are eligible, when
you leave your job, to have uninterrupted coverage.

v Stay with COBRA while you test the self-employment waters. If you don’t
like self-employment, just continue COBRA until you're back working for
another company and are covered by its group plan.

v The moment you decide to stay self-employed, apply for a good individ-
ual health plan, but keep COBRA while your application is being evalu-
ated. If you're approved, drop COBRA. If you're declined, keep COBRA
until you’ve located replacement insurance through HIPAA.

Evaluating school accident insurance

Most elementary and secondary schools send information home with stu-
dents about insurance for injuries that occur on school grounds or at
school events. This insurance is most commonly offered to student-athletes.
Do this:

v Assuming that you don’t have to worry about any exclusions and that
the insurance is reasonably priced, buy it if you have a high deductible
on your health insurance plan.

v If you have minimal deductibles or copayments, don’t buy it. It just
duplicates coverage you already have.

Evaluating dread disease insurance

We all have fears of some kind. We universally fear cancer. Those of us close
to other serious diseases probably fear those as well. Some parts of the insur-
ance industry have responded to our fears with policies that cover only those
things we fear. We're totally against what we call Las Vegas insurance —
policies that pay only on the first Tuesday after a full moon, like travel acci-
dent insurance, travel life insurance, accidental death insurance, rush-hour
auto liability insurance, and so on. Most of the time, these either are wasteful
policies because they duplicate other coverage or, if you're really tempted

to buy them, are a warning to you that you may be underinsured in certain
areas. Buying travel life insurance, for example, sends a red flag that you feel
your current life insurance is inadequate. Skip the travel insurance and use
the money you save toward increasing your life insurance coverage.
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If a person has a high-limit (like $2 million), quality major medical policy that
covers cancer, buying another $1 million just for cancer coverage is throwing
money out the window. However, if a person has a poor medical policy (such
as one with a $250,000 lifetime limit), then buying an extra million dollars of
coverage is a good idea — but not just for cancer.

If you're considering buying a dread disease insurance policy (a policy that
covers only specific illnesses) because your health insurance isn’t very good,
don’t. Save your money and use it instead to get a top health insurance policy
or an excess major medical supplement to the policy you have that covers all
illnesses and injuries — not just the ones you fear.

Evaluating travel insurance

We address two types of medically related travel insurance here. One pays
medical bills you incur through travel, within a certain date range and up to a
dollar limit (such as $5,000). The other covers the costs of airlifting you from
aremote area, in a medically equipped aircraft, to a top hospital. The former
usually duplicates your health insurance; the latter fills an important gap.

Travel medical insurance

Travel medical insurance is Las Vegas insurance. In other words, you're gam-
bling that you’ll get sick while you travel. Not a smart gamble — it violates
almost all the rules for buying insurance. It often unnecessarily duplicates
your health insurance. The only time the insurance may be of value is if you
have a very large deductible on your health plan and you're buying travel
medical insurance to cover the deductible while traveling.

Be very careful if you do buy travel medical insurance. Read the policy care-
fully. Many are very restricted; you may as well throw money down a rat hole.

If you're traveling abroad, call your health insurance company before you
leave to discover its preferred method of handling claims incurred abroad.
Can you call a 24-hour toll-free phone number? Does the policy have any cov-
erage restrictions abroad?

Medical evacuation insurance

If you travel much, especially if you travel abroad, and you get seriously ill,
the hospital or treatment facility you end up in may be terrific — or it may
not be state-of-the-art in terms of doctors, equipment, or both.

Medical evacuation insurance does not duplicate any other insurance you have.
A good policy covers the cost (about $50,000) to bring an intensive-care jet

to wherever you are in the world, fully staffed and medically equipped, and to
fly you to your preferred treatment facility. Coverage is available from travel
agents, tours, and credit-card companies on a per-trip basis, and from travel
assistance companies who sell the coverage to those who travel frequently.
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The benefits of medical evacuation insurance

Connie, a childhood friend and current client,
vacationed annually with her mother in Mexico.
During their last vacation, her mother collapsed
on the bathroom floor. She was rushed to the
closest hospital. Doctors told Connie that her
mother would die if they didn't perform heart
bypass surgery. Connie wasn’t comfortable with
the level of care available but reluctantly okayed
the surgery — she had no other option. Her
mother died. Connie had the task of bringing her
mother’s body home — a horrible experience.

If Connie’s mother had had medical evacua-
tion insurance, Connie may have been able to
fly her home at no cost, where she could have
received the best care. Her odds of survival
would have gone up. But even if her mother
had died in Mexico before she could have been
flown to a U.S. hospital, a good medical evacu-
ation service would have flown to Mexico and
brought the body home for burial.

If you buy medical evacuation insurance, try to obtain a policy that

v Pays for you to be transported to your home hospital or another hospi-
tal of your choice (not just the nearest hospital)

v Has no dollar limits on costs (the cost to evacuate you from China may

be $100,000)

v Transports you at your option, regardless of medical necessity

v Covers you within your home country — not just abroad

v Provides a full medical staff

The best company we've encountered is Med Jet Assistance (800-OMEDJET;
www.medjetassistance.com). It meets all the criteria just listed. The
policy is underwritten by Lloyds of London, and it’s reasonably priced:

around $300 for an entire year.

If the coverage and the company are good, we think medical evacuation

insurance is a good idea, especially if you travel a lot or have a health condi-
tion (like a heart problem) that places you more at risk for being in a medical

vg\“\NG! emergency abroad.
S

Be sure the policy you buy does not exclude your preexisting conditions!

Taking Decisive Action

If you've got high medical bills and you're worried about how to pay them,
first try to reduce the amount of the bills as much as possible:
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v~ Be sure the bills are accurate. When you find errors, get them corrected
and get your bills adjusted.

Don’t assume that medical billing errors don’t matter if you have health
insurance. They do. These errors can mean higher copays and out-of-
pocket costs and maybe even higher premiums when renewed.

v Make your insurance company pay for everything it should. If your
bills are the result of an accident that someone else caused, get that per-
son’s insurance company to pay as many of the bills as possible.

1 Pursue all medical discounts you may be eligible for.

v~ Take advantage of medical bill-paying assistance if you're eligible. You
may qualify for help if you have a low income or no health insurance.

In the sections that follow, we detail each of these options.

Reviewing bills with a fine-tooth comb

Too many people put doctors and hospitals on pedestals. They assume that
medical bills are always accurate or are afraid to speak up when they find
errors. Get over it! Medical professionals are human beings just like you and
me, which means that they sometimes make billing mistakes.

Usually, the mistakes are innocent — information gets keyed in wrong, for
example. But even innocent errors can be costly. And some billing errors
are deliberate. For example, a doctor may use one code to describe the
treatment he provided to you but use a different code to charge more for
his services. Or a doctor may purposefully charge you for a procedure you
never received, or bill for more hours of operating time than were actually
required.

Studies show that the incidence of hospital billing fraud is rising. Protect
yourself by reviewing every medical bill you receive line by line. Look for over-
charges, double billings, and charges for care and services you didn’t get.

If you have health insurance, be sure your medical provider doesn’t bill you
for charges you're not responsible for. For example, your medical provider
may bill you for the difference between the total amount of your bill and the
amount the insurance paid on the bill, even though you’re responsible only
for making a small copayment. If this happens, fight it; contact the provider’s
billing office first and get the insurance company involved if necessary.

You may be thinking, “Review my medical bills? Easy for you to say, but have
you ever tried to decipher one of those things?” You're right. Most medical
bills are full of codes, numbers, and abbreviations that mean nothing to you.
If you can’t make heads or tails of your bill, call the medical provider’s billing
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office. Ask questions, and don’t be afraid to ask more questions if you don’t
understand an explanation or if something doesn’t seem right. Politely but
firmly let the person you speak with know that you're not going to pay your
bill until you understand exactly what you're being charged for. The bigger
the bill, the more important that you conduct a thorough audit.

For help figuring out your medical bills, order the medical billing workbook
by Medical Billing Advocates of America (www.billadvocates.com).

Making your plan pay what it should

If your health plan refuses to pay one of your medical claims or doesn’t
pay as much as you think it should, read your policy to see if you can find a
reason for the company’s decision. You may get a good explanation. But if
not, contact your plan’s customer service office and ask for one.

If you're not satisfied with what you find out, get help resolving your claim
issue from your insurance agent or broker, or from your employer’s plan
administrator if you receive health coverage through your job. If these
people can’t help you, send a letter to the insurance company after calling to
get the name and title of the person to whom you should write. Be as specific
as possible in your letter about why you think your claim should be paid or
why you think more of the claim should be paid.

If your letter doesn’t get results, your next avenue of recourse is to appeal
your plan’s decision. Your policy or plan booklet probably spells out the
appeals process. At the same time, you may want to file a complaint against
the insurance company with your state’s insurance department. (It may be
called an insurance commission.) The department may have a complaint-
resolution process for resolving problems between consumers and their
health plans.

If you let your insurance company know in writing that you have filed a
formal complaint against it with the insurance department in your state, the
insurer may decide to rethink how it handled your claim. Insurance compa-
nies don’t want problems with state insurance departments.

Finally, if the amount of money at issue is substantial, you may want to hire
a consumer law attorney to help you collect on a claim. A letter from the
attorney may be all it takes to convince the insurance company to reverse its
decision. Or you may have to file a lawsuit to get results. If the attorney feels
that you have a strong case, she will probably agree to represent you on a
contingent fee basis: You won’t pay the attorney an upfront fee, but if you win
and the court awards you money as a result, your attorney takes a percent-
age. Exactly how much your attorney takes and all the other terms of your
financial arrangement should be put in writing.
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Taking advantage of hospital discounts

Pursue all rate reductions you may be entitled to when you or someone else
in your family is hospitalized. For example:

v If your income is very low and you own few, if any, assets of value, you
may qualify for the hospital’s charity program. To be eligible, you may
have to prove that you applied for and were denied Medicaid coverage.
Medicaid is a federal/state program for people with limited incomes.
Individual states administer the program and set their own eligibility
rules, although the federal government sets broad eligibility guidelines.

For more information about the Medicaid program and about your Bookll
state’s particular eligibility rules, go to www. cms . hhs.gov/home/ Managing
medicaid.asp. Home and
. . . . Personal
v Some states require hospitals to offer discounts to any uninsured Finances

patient, regardless of the patient’s income. However, hospitals may offer
this discount only if you ask for it, so speak up if you don’t have health
insurance. Then make sure the discount is reflected on your hospital
bill.

<P v If your state doesn’t require hospitals to offer discounts to uninsured
patients and you have no insurance, ask the hospital to charge you
the same prices it charges insurance companies. Insurance companies
are billed for services at a much lower rate — as much as 60 percent
lower — than what uninsured patients are charged. If the first person
you talk to in the hospital’s billing office says “no,” ask to speak to the
manager.

Remind the hospital that charging you the same rates it charges insur-
ance companies makes it easier for you to pay your hospital bill and less
likely that you’ll have to file for bankruptcy. If you file for bankruptcy,
(MBER the hospital will receive little or nothing on the bill.
If you don’t ask for a discount before you’re billed by a hospital, ask for it
later and request an adjusted bill.

Reducing your medical debt

Depending on your income and the total value of your assets, you may have
other options for reducing the amount you owe to medical providers:

v If your medical bills are the result of an auto accident that wasn’t your
fault, make sure that the insurance company of the other driver pays as
much as possible on the bills.
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v~ Contact churches and social-service organizations in your area to find
out whether any of them can help you with your medical bills.

v Apply for Medicaid. In most states, after you are enrolled in the
program, Medicaid not only helps you pay future medical bills, but
also pays bills that are as old as three months, assuming they’re for
Medicaid-covered services. For information about your state’s Medicaid
® program, go to www.cms .hhs.gov/medicaid/stateplans.
Some hospitals let you whittle down your debt by doing volunteer work. If
this option interests you, speak to a hospital financial counselor.
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Tracking income and spending

Getting free financial advice on the Internet

Figuring out how much to risk and how much you’re worth

MBER
s&
&

Different people have different definitions of wealth. For some, being
wealthy means having a Cadillac with a chauffeur (remember Driving
Miss Daisy?). For others, it means taking world cruises or retiring comfortably.

Today thousands of “middle-class millionaires” reside in the United States.
These folks didn’t inherit millions, didn’t become wealthy overnight, and
didn’t hit the lottery. They became rich incrementally, by facing their finan-
cial issues one at a time and using effective strategies to take control of their
personal finances.

At the end of the day, we define wealth as building enough net worth to com-
fortably achieve your goals.

The Internet is ideal for everyone who wants to maximize personal wealth by
making every dollar count. This chapter shows you how to use the Internet
to get more from what you already have and how to reach your personal
financial goals without drastically pinching pennies or giving up luxuries.

Becoming wealthy doesn’t center on some secret strategy; all it takes is plan-
ning and discipline. The key is organizing and maximizing your assets. Wealth
is created when your inflows (the amount of cash you receive) are greater
than your outflows (the amount of cash you spend) over time. As you invest
your excess cash in savings, securities, real estate, and related investments,
your net worth grows (that’s the idea, anyway).
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The greater your net worth, the wealthier you are. Net worth is defined as
the total of all assets minus the total liabilities of an individual or company.
Assets can include property, vehicles, or investments whereas liabilities are
debts such as mortgages and credit-card bills. That is, Assets — Liabilities =
Net Worth. The bigger the difference between your assets and liabilities the
greater your personal wealth.

When you spend every dime you make, regardless of how much you make,
you can never be wealthy. You need to save and invest, which means devel-
oping a plan to do so and sticking to it (see Book IV for much more on saving
and investing). At the end of the road, you'll likely find financial independence.

Giving VYourself an Online
Financial Makeover

The Internet can help you set your financial goals, and establishing financial
objectives is a great way to start planning for the future. Long-term goals may
include owning a home, buying a car, saving money for your children’s edu-
cations, and so on. Short-term goals cover the things you want to do today,
next week, or within the next few months.

A personal financial plan can help you accumulate wealth and create a clear
financial path for you and your family. Keep in mind that your financial plan
needs to be flexible so you can accommodate life’s little changes. Moreover,
your personal financial plan needs to be

v~ Realistic: Make sure your goals are achievable.

v~ Appropriate: Make sure your goals are consistent with your personal
lifestyle.

v Time-specific: Establishing milestones and deadlines along the way
helps you reach your long-term goals.

Don’t forget to include your personal values and to use your financial plan as
a standard upon which you base your decisions. After you create a budget
and a financial plan (see Book I's Chapter 3 for more), you’ll have a better
idea of how much money you need to reach your financial goals.

Table 5-1 gives you an online financial makeover that’s designed to help you
locate extra money for your short-term or long-term financial goals. You'll
soon discover that by using online resources and looking at your entire per-
sonal financial picture, you can make the most of your long-term finances by
reorganizing the money you have today.
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Table 5-1 Online Financial Makeover

Category Financial Makeover Questions and Online Resources

Getting Are your savings and investments performing as well as they

started should? Get the latest information about savings and invest-
ment returns. Imoney.com (www . imoney . com), Wall Street
Journal (www .wsJ . com), and MarketWatch (www .market
watch. com).

Getting a Are you paying just the minimum monthly payment on

handle on your debts? Myfico.com (www.myfico.com),

borrowing Creditinfocenter.com (www.creditinfocenter. com), Book II
and MyVesta (www .myvesta.org).

B - B Managing
Taking advan- Can you negotiate a lower interest rate? You can often get et
tage of lower your credit card interest rate lowered with just one phone Personal
interest rates call. Bankrate (www . bankrate . com) and Fiscal Agents Finances

(www. fiscalagents.com/learningcentre/
credittips.shtml).

Determining
your financial
health

Do you know where you're spending your money? BYG Publish-
ing (www . pygpub . com/fnance/cashflowcalc.htm).

Managing Are you tracking income and expenses by banking and paying

your money bills online? MsMoney.com (www . msmoney . com) and
Spending Profile (www . spendingprofile. com).

Protecting Are you prepared for an emergency? MS Money (http: //

your assets

moneycentral .msn.com/content/banking/
p43410.asp) and SmartPros (finance.pro2net.com/
%32994 .xml).

Protecting Do you have enough insurance? InsWeb (www . insweb. com),

your future Ensurance.com (www . ensure. com), and Progressive (www .
progressive.com).

Planning for Do you know how much to expectin Social Security benefits?

retirement Social Security Administration (www . ssa.gov/planners/
calculators.htm).

Rebuilding Do you know how much you'll need to live on when you

your nest egg

retire? Yahoo! Finance (http: //finance.yahoo.com/
how-to-guide/retirement/18303)and MainStreet.
com(http://mainstreet.com/beginning-your-
retirement).

(continued)
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Table 5-1 (continued)

Category Financial Makeover Questions and Online Resources
Investing in Does your employer match your contribution to your retire-
your future ment fund? How do you plan to invest the money? 401k.

com(http://401k.fidelity.com/public/
content/401k/Tools/ContributionCalc)

and Kathleen Sindell’s Online Investment Program (www .
kathleensindell.com/twelve_point_investing
program.htm). Or purchase Investing Online For Dummies,
6th Edition, by Matt Krantz (Wiley).

Using the Internet to Budget

The difference between doing financial planning and setting your budget is
that financial planning involves defining your financial goals and objectives,
determining the best strategy to achieve those goals and objectives, and
measuring your progress. Budgeting, on the other hand, starts with establish-
ing the spending targets that help you stay within your means of paying your
bills.

On average, most Americans spend about 10 percent more than they have,
and in most cases, they overspend because they have only a vague idea of
where their money goes. Often the notion of living on a budget seems like
punishment for hard work, yet the better way to think about a budget is as a
spending plan — nothing more, nothing less.

Creating a budget using a pencil and paper usually takes one to three hours,
but if you've already started organizing information about your income and
spending and make use of a canned online budget (a predetermined online
budget based on your annual income), you can probably reduce the time
required to build a budget to just several minutes.

“\gN\BEﬁ Unless you're in debt trouble, base your budget on organization, not penny-
& pinching. Getting organized can show you how to save money without giving
up the things you love. Your spending plan easily and instantly tells how
much money you have to spend at any given time, and this valuable informa-
tion enables you to profit from opportunities and react in a positive way to
emergencies.
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Yahoo! Finance offers three online budget calculators that get you pointed in
the right direction by helping you answer these important questions:

v How much am I spending?

(http://finance.yahoo.com/calculator/banking-budgeting/
bud-02)

v How much should I set aside for emergencies?

(http://finance.yahoo.com/calculator/banking-budgeting/
bud-03)

v What’s it worth to reduce my spending?

(http://finance.yahoo.com/calculator/banking-budgeting/
bud-11)

The Internet and personal-finance software programs have taken much of the
drudgery (and pain) out of setting up a budget. In general, follow these steps
to setting up a budget (see Book I's Chapter 3 for another method — you can
also use the budget you create in that chapter to get you started here):

1. List your income and expenses.

Everyone needs to start somewhere. List your income and expenses to
determine how well you'’re doing. [ list several online net cash flow cal-
culators later in this section so you can gain a quick view of your start-
ing point.

2. Determine the time frame of your budget.

Decide on the time period for your budget. If you're paid every two
weeks, a two-week budget may work for you. If you pay bills monthly, a
monthly budget may be more to your liking. Most people find an annual
or semiannual budget (based on real estate taxes and fees for annual
insurance premiums) difficult to work with. No hard-and-fast rules dic-
tate which time period is best.

3. Choose a simple tracking technique.

You may want to track your expenses in a notebook or use a personal
finance software program like Quicken (www .quicken.com) or MS
Money (www.microsoft.com/money/). Tracking your expenses online
at www . quicken.com and downloading them to a spreadsheet applica-
tion program may be easier for you. Choose the tracking method that is
the most comfortable for you to use.

4. Determine general categories.

You may want to start with categories such as housing, car, and food,
and then add subcategories like house payment and home improvements,
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car payment and auto insurance, and groceries and dining out. You can
always add categories you need or delete ones you don’t use.

5. Establish income and spending amounts.

Tally your income and deduct your expenses to find out whether you've
been overspending, and then compare your spending habits to the aver-
ages for others with a similar net income at www.msfinancialsavvy.
com/calculators/cash_flow.php. In what areas are you overspend-
ing or underspending?

6. Monitor your inflows and outflows.

Closely track your expenses to prevent spending leakages (unaccounted
dollars spent). If your cash purchases represent more than 5 percent of
your budget, start collecting receipts so you can recall what you pur-
chased and can realign your budget accordingly.

7. Reevaluate and review your budget often.

Budgets aren’t chiseled in stone, but as long as they’re working, more
power to you. However, you’ll always run into a reason to make an
adjustment. Your reasons for budgeting may change over time: new car,
kids’ education, retirement.

You may find these two online budget worksheets helpful:

v About.com’s Budget Worksheet (www. financialplan.about.com/
library/blbudget.htm) uses preselected categories for budgeted
amounts, actual amounts, and the differences. About.com also provides
a budget worksheet for college students that’s set up the same way.

v~ Fidelity Investments (http://personal.fidelity.com/planning/
investment/content/budgetwork.html) provides an annual per-
sonal budget. For your convenience, the Fidelity budget worksheet is
printable. Deduct your outflows (your core and everyday expenses)
from your inflows (your regular income). The difference is your personal
net cash flow. Whenever the number is positive (everyone hopes it is),
you have money to save or invest. Your savings can help you reach
important financial goals, such as a down payment on a house, paying
off debt, and enjoying a financially comfortable retirement.

Inflows — Outflows = Net Cash Flow

Whenever the difference between your income and expenses is a negative
number, you're going into debt. Overall, a negative number indicates that you
need to increase your income and/or analyze your expenses to see how you
can reduce them.
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Consider these useful online net cash flow calculators:

+* Raymond James Financial, Inc. (www . raymondjames . com/calc_budget.
htm) offers an online worksheet that tracks your income and expenses.
After your totals are calculated, print the form and compare your income
and expenses with your budget to make sure you’re not overspending.

v Kiplinger (www.kiplinger.com/tools/budget) has an online work-
sheet that can assist you in getting on top of your monthly living costs
by projecting expenditures in various categories, and then comparing
those projections to what you actually spend. You can save your work-
sheet on your own computer or simply bookmark the page to use over

successive months. Book II
v Tomorrow’s Money (www . tomorrowsmoney .org/section.cfm/389) Managing
Home and

offers an online calculator to assist you in determining your typical
monthly and annual expenses. By subtracting those expenses from your
income, you see where you can begin creating additional savings and
how much you have to invest for your future. All you need is your check-
book, your most recent bank statement, and a pay stub to get started.

Personal
Finances

Finding Online Resources to Track
Vour Income and Expenses

WMBER
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The best way to start your spending plan (or budget) is to track all your
income and expenses — everything — from now, backing up to six months
ago. This record provides you with the latest information about what you're
earning and spending. Don’t forget: Keep your tracking method simple.
Selecting a tracking method that’s too complex makes your work too difficult,
and you’ll likely abandon your effort. Bear in mind that your spending plan is
a communications tool. Difficult-to-explain spending plans won’t win the sup-
port of others in your family.

The most difficult part of budgeting comes at the beginning, when you must
take a good, honest look at where you're spending your money. Sharing this
information and having discussions about it with a spouse can be painful.
Take heart in the fact that you're not alone. Many people have their own
foibles about spending money.

If you don’t yet have online access to your brokerage, bank, and credit card
statements, check your statements or their Web sites (often given on the
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statements) to find out how to get started. As you begin accessing your
accounts online, you may notice that you have to visit several Web sites to
gather all the personal finance information you need. Some people like having
their accounts scattered throughout cyberspace because they think doing
so discourages hackers and impedes identity thieves. However, many people
find having to deal with a plethora of passwords annoying. The solution is

an account-aggregation service. You can try any of the many free personal
finance-aggregation services available on the Internet. Aggregation services
are essentially Web sites that consolidate all your online financial informa-
tion so that it’s easier to access. Two varieties are available — bank and
nonbank-aggregation services.

On the other hand, if you're not ready to move your accounts online, write
everything in a notebook. Keep in mind that you have to start making cat-
egories for your income and expenses. Categorize any amounts of more than
$25. Regardless of which method you use, make sure you can customize it
to suit your unique needs and requirements. Your spending plan can start
as a canned online calculator or software program, but you need to be able
to quickly and easily customize it to reflect your individual needs, goals, and
objectives.

Almost any type of financial transaction can be completed with online bank-
ing. In the past clients could complete basic transactions such as transferring
money from one account to another and pay bills online. Today, banks are
offering online tools that let you transfer funds between institutions, pay bills
faster, and analyze your spending. Many of these online tools were reserved
for customers of private banks, such as the JPMorgan Private Bank. Now you
don’t have to be a high-net-worth depositor to view your bank accounts and
nonbank accounts together on one page; link nonbank checking accounts to
your bank account; and, in the case of ING Direct, even transfer money from
their bank to other banks, such as Washington Mutual (WaMu).

The best part of these increased banking services is that they are generally
offered free of charge. By getting customers to spend more time on their Web
sites, banks are hoping they will increase customer loyalty and inspire cus-
tomers to open more accounts. Here are two examples of financial institu-
tions that provide this type of expanded service:

v HSBC (www . hsbc . com) provides online access to more than 3 million
customers. Customers can use HSBC’s EasyView service that allows you
to bring your HSBC and non-HSBC accounts together on one Web page.
With EasyView you never have to log in individually again. For those
people who have a slow Internet connection or hate jumping from Web
site to Web site, this can reduce financial stress and save time.

v ING Direct (www. ingdirect.com) has over 60 million customers
worldwide. The bank does not have traditional checking accounts. For
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example, there are no paper checks. You can pay online with bill pay,
use ATM services and a MasterCard debit card. However, ING will link
non-ING checking accounts to your ING Electric Orange account. This
way you can view all your spending in one spot.

<W¥ Some nonbank Web sites offer the same services that bank or credit union Web

sites provide. For example, Yahoo! Finance Money Manager (www. finance.

yahoo.com/accountaccess) lets you obtain and view your brokerage,

banking, and credit card account balances all in one place. Yahoo! Money

Manager also provides expense-management and net-worth features. This

Yahoo! service is free and helps users quickly get an online snapshot of their

current financial situation, enabling them to stay on top of their personal Book Il

finances more easily and make more informed decisions.
Managing
Home and
Personal

Using the Internet to Get
Free Financial Advice

Knowing where you’re headed financially can make a big difference in how
you plan to use your finances. Everyone has different incomes, spending
patterns, and financial priorities, so making the effort to visualize where the
money is coming from and where it’s going is a great first step in managing
your finances. In general, financial planning includes the following:

1. Determining your financial goals and objectives: Many of us believe we
are working for a variety of financial goals. However, we generally don’t
take the time to write down exactly what our goals are. Written goals
have a greater probability of being achieved. This process helps “mon-
etize” your objectives. For example: In five years I want to retire with $1
million in investable assets.

2. Analyzing your current financial situation: Take the time to locate all
your financial documents (bank and brokerage statements, IRS returns,
real estate tax statements, credit card and mortgage bills, and so on).
Complete cash flow statement to determine exactly how much you can
invest or save. Next complete a net worth statement. Now you have a
starting point for creating your financial plan.

3. Creating a financial strategy for achieving your goals: At this point
you know where you want to go (financially speaking) and where you
are. How can get to your financial objective? Can you achieve your goal
within your desired time period? Develop a strategy that is adaptable
and flexible. Make certain that everyone in your family is working for the
same goals.
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4. Implementing your financial plan: Executing your plan can take from
a few days to a few years. Most people get wealthy incrementally. If you
are not an overnight millionaire, don’t be discouraged.

5. Monitoring and evaluating your financial plan: Once you have imple-
mented your financial plan, revisit it at least annually. Keep in mind that
everything changes over time.

The Internet can provide expert advice for your personal financial plan at
little or no cost. With a little effort, you can use free (or inexpensive) online
resources to maximize your personal wealth. Several online Web sites offer
free expert personal finance advice, including these sites:

v CNN Money.com (http://money.cnn.com/magazines/moneymag/
money101) has a step-by-step guide for gaining control of your financial
situation. Lesson 1 is setting priorities, Lesson 2 is making a budget, and
Lesson 3 covers the basic of banking and saving. There are a total of 23
easy-to-understand lessons.

v+~ Kiplinger.com (www . kiplinger.com) offers trusted personal financial
advice, business forecasting, and investing advice in addition to a wide
variety of financial-management tools.

v SmartMoney.com (www . smartmoney . com) provides expert but basic
personal finance advice on a number of topics. The Web site includes
calculators and worksheets for personal financial planning. Subscribers
can save their worksheets (subscriptions are from $6 to $29 per month).

v MSN Money (www.moneycentral .msn.com) freely offers the expertise
of a variety of columnists. Start by selecting a topic that’s most interest-
ing to you.

+ Yahoo! Finance (www. finance.yahoo.com) is a large financial infor-
mation portal loaded with good money-management advice and news.
You'll discover practical personal finance advice, calculators, and
investing tips.

Finding Out What Vou're Worth

Many individuals don’t know their net worth, yet this calculation is important
in your financial planning. Knowing your exact starting point enables you to
determine how much you need to accumulate to achieve your financial goals.
For most folks, increasing their net worth is the name of the game.

Before making plans for the future, you must know where you stand today.
If you know only your bank balance, you're standing on shaky ground. To
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determine what you own, first add up all your assets. Next, subtract every-
thing you owe. The difference is your net worth.

Figuring your net worth isn’t only an important step in financial planning,

but it also comes in handy for many other financial situations. For example,
mortgage lenders require a net worth statement, college financial aid is based
on net worth, and personal loans and lines of credit require net worth state-
ments for approval. Additionally, wealthy individuals use net worth state-
ments of $1 million or more to qualify for high-risk investments.

To determine your net worth, subtract your total liabilities from your total

assets. If the number is positive, you're already on your way to accumulating Book Il
wealth. All you need to do is get organized and start maximizing what you

have. If the number is negative, you need a game plan to change that negative Managing

number into a positive one. Home and
Personal

If you compute your net worth now and then again three months from now, Finances

you can tell whether your financial picture is improving or getting worse.

The free Web-based net worth calculators listed here do all the math for
you. That is, they subtract your liabilities from your assets and tally up the
difference.

v Altamira (www.altamira.com/altamira_en/education-
guidance/calculators/net+worth+calculator.htm) has a net
worth calculator designed to help users determine their current net
worth and track changes in that value over time. Just input the relevant
figures, and the calculator takes care of the rest.

v CalculatorWeb (www.calculatorweb.com/calculators/
netwcalc.shtml) provides a variety of online calculators. Its net
worth calculator is great for a quick snapshot of your financial position.

v Understanding and Controlling Your Finances (www . bygpub. com/
finance/NetWorthCalc.htm) provides an online net worth calcula-
tor with detailed definitions of asset and liability categories that enable
both experienced individuals and financial newbies to easily walk
through the calculating process.
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“ Coming out of bankrupbcy, I can say I learned my
lesson— don’t spend what your relatives don’t have,”



In this book . . .

A Imost everybody goes into debt at some point in
their lives. Whether it’s a credit card, a car loan,

a mortgage, or even that 20 bucks you still owe your
brother, it’s likely you’ve borrowed moolah from some-
one. And that’s not in itself a bad thing. Where it gets
bad is when you can’t pay it back according to the terms
under which you borrowed it. Luckily, there is a lot you
can do to get out of the red and into the black, and that’s
what this book is all about.

Here are the contents of Book 111 at a glance.

Chapter 1: Tackling What You Owe.........ccccoeviniiiiniincninnn. 191
Chapter 2: Understanding How Credit Works....................... 203
Chapter 3: Consolidating Your Debts........cccccccvevevinienicnnnen. 215

Chapter 4: Negotiating with Creditors and Getting Help .....227
Chapter 5: Considering Bankruptcy ........cocecvvevevevrenennenenne. 247




Chapter 1

Tackling What You Owe

In This Chapter
Figuring out how bad your debt is

Knowing what to do when you owe too much
Dealing with debt collectors
Handling your most important debts

Building your financial future

Going into debt is as American as Mom’s apple pie and fireworks on

the Fourth of July. It’s the American way! Unfortunately, if it’s also
your way, you may be so deep in debt that you live paycheck to paycheck,
using credit cards and home equity loans to make ends meet and pay for
unexpected expenses. Maybe you despair of ever being able to buy a home,
having a comfortable retirement, or taking a vacation with your kids. (Are we
hitting a nerve?) Your “American way” may have led you to give up on the
American Dream.

Many creditors claim that consumers owe too much because they’re irre-
sponsible spenders, but recent studies tell a different story. For example, a
2006 study based on information from the Federal Reserve Board reveals that
U.S. wages have been flat (after adjustments for inflation) since 2001, while
the costs of such basics as housing, medical care, food, and other household
essentials have increased. In other words, not all U.S. consumers are in debt
because they’re spendthrifts; instead, we’ve all taken a national pay cut.

Okay, so consumers at all but the highest income levels are being stretched
to their limits — including you, which is undoubtedly why you are read-

ing this chapter. But chances are, you haven’t yet taken decisive action to
improve your financial situation. Maybe you haven’t even acknowledged the
state of your finances, much less altered your lifestyle and become more
careful about your spending. Even if you're well aware that you're in financial
jeopardy, chances are you don’t know what to do about your situation. You
may be frozen by fear and confusion.
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If you're trying to keep up with your financial obligations but you feel like
poor Sisyphus, struggling to keep the boulder he’s pushing uphill from rolling
over him, you're in the right chapter. Starting here, we give you the informa-
tion you need to take control of your debts and turn them around.

Taking Stock of Your Finances

You need a clear idea of the current state of your finances to figure out the
best way to deal with your debts. Book I, Chapter 1 goes into more detail, but
in a nutshell, here’s the scoop:

1 Compare your monthly spending to your monthly income. Prepare
yourself for a shock. Most people underestimate the amount that they
actually spend relative to what they earn. By doing this comparison,
you may quickly realize that you're using credit to finance a lifestyle you
can’t afford, and you’re spending your way to the poorhouse. If that’s
the case, you must reduce your spending to meet your financial obliga-
tions, and you may need to do a lot more than that, depending on the
seriousness of your financial situation.

v Order copies of your credit histories from the three national credit-
reporting agencies: Equifax, Experian, and TransUnion. (See Book
I's Chapter 5 for contact details.) Your credit history is a warts-and-all
portrait of how you manage your money — to whom you owe it, how
much you owe, whether you pay your debts on time, whether you are
over your credit limits, and so on. Being charged higher interest rates on
credit cards and loans is a direct consequence of having a lot of negative
information in your credit history.

v Find out your FICO score. Your FICO score, which is derived from your
credit history information, is another measure of your financial health
(also discussed in Book I, Chapter 5). These days, many creditors make
decisions about you based on this score instead of on the actual infor-
mation in your credit history.

We understand that things beyond your control — like bad luck and rising
prices — may be partly to blame for your debt. We also know that, chances
are you're at least partly responsible as well. For example, you may

v Pay too little attention to your finances. You forget to pay your bills on
time; you don’t pay attention to the balance in your checking account,
so you bounce checks a lot; and/or you have a lot of credit accounts.

v Maintain high balances on your credit cards. As a consequence, you can
afford to pay only the minimum due on the cards, you pay a lot in inter-
est on your credit card debts, and all that debt has lowered your FICO
score.
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v Have little (or nothing) in savings, so you have to use credit to pay for
every unexpected expense.

v Mismanage your finances because you don’t know how to manage them
correctly.

The National Foundation for Credit Counseling surveyed its member credit
counseling agencies in early 2006 to determine the key reasons consumers
were filing for bankruptcy. The survey showed that 41 percent of consum-
ers blamed their bankruptcy on poor money-management skills, 34 percent
attributed it to lost income, and 14 percent cited an increase in medical costs.

If compulsive spending is the cause of your financial problems, get help from

an organization like Debtors Anonymous (www.debtorsanonymous.org) or
from a mental health therapist. Compulsive spending is an addiction just like

alcoholism, and you can’t beat it on your own. You'll always have debt prob-

lems if you can’t control your spending.

Using a Budget to Get Out of Debt

A\\J

After you assess the seriousness of your financial situation, you need to

prepare a plan for handling your debt, including keeping up with your credi- Eoekll
tor payments — or at least keeping up with payments to your most impor- Dealing
tant creditors. One of the first things you should do is prepare a household with Debt

budget (or spending plan, as some financial experts euphemistically call it).

Whether your annual household income is $20,000 or $100,000, living on a
budget is probably the single most important thing you can do to get out of
debt and to avoid debt problems down the road.

A budget is nothing more than a written plan for how you intend to spend
your money each month. A budget helps you

v Make sure that your limited dollars go toward paying your most impor-
tant debts and expenses first.

v Avoid spending more than you make.

v Pay off your debts as quickly as you can.

v Build up your savings.

v Achieve your financial goals.
In Book I, Chapter 3 we walk you through the budget-building process from
start to finish. Reducing your spending and making more money often go

hand in hand with creating a budget — we provide lots of practical sugges-
tions for doing both in Book I, Chapter 4.
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Getting out of debt usually requires that you change your spending habits.
Because those changes may affect everyone in your family, if you have chil-
dren (especially preteens or teens), you and your spouse or partner should
invite them to help you create your household budget. They can suggest
expenses to cut and things they can do to improve your family’s financial
situation. If you involve them, your kids will be less apt to resent the effects
of budget cuts on their lives. Also, you’ll be giving your kids the education
they need to become responsible money managers as adults.

Taking the Right Steps When
Vou Have Too Much Debt

3

If you don’t owe a ton of money to your creditors, living on a budget may be
all it takes for you to whittle down your debts and hold on to your assets. If
you owe a lot, though, living on a budget is only the first step in the get-out-
of-debt process. You may also need to do some or all of the following:

v Cut deals with your creditors. Ask your creditors to help you keep up
with your debts by lowering your monthly payments on a temporary
or permanent basis, reducing the interest rate on your debts, or letting
you make interest-only payments for a limited period of time. Before you
approach any of your creditors, you've got homework to do. For exam-
ple, you need to create a list of all your debts and the relevant informa-
tion pertaining to each one. You should also review your budget to
figure out how much you can afford to pay on your debts every month,
starting with the ones that are the most important. Don’t allow a credi-
tor to pressure you into agreeing to pay more than you can afford.

Whenever you talk with a creditor, explain why you're calling and
exactly what you’re asking for. If the first person you speak with says no
to your request, politely end the conversation and ask to speak with a
manager or supervisor.

v Borrow money to pay off debt. When you get new debt to pay off exist-
ing debt, the process is called consolidating debt. We realize that going
into debt to get out of debt may not sound sensible, but if it’s done right,
it can be a smart debt-management strategy. To do it right, however, all
the following should apply when you consolidate:

¢ The interest rate on the new debt is lower than the rates on the
debts you pay off.

¢ The monthly payment on the new debt is lower than the combined
monthly total for all the debts you consolidate.
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¢ The new debt has a fixed interest rate.

¢ You commit to not using credit again until you've paid off the new debt.

In Book III’s Chapter 3, we explain the various ways to consolidate debt,
including transferring credit card debt to a lower-rate card and getting
a bank loan. We also discuss debt-consolidation offers that will do you
more harm than good.

1 Get help from a credit counseling agency. The advice and assistance of

a credit counseling agency can be a godsend when you have a lot of debt
and are struggling to take control of it (see Book III's Chapter 4 for more
details). This kind of agency can especially help when you are confused
about what to do or lack confidence about your ability to improve your
finances on your own. A credit counseling agency can

¢ Help you set up a household budget.

¢ Evaluate a budget you have already created, to suggest changes
that will help you get out of debt faster and avoid loss of assets.

¢ Negotiate lower payments with your creditors and put you into a
debt-management plan.

¢ Improve your money-management skills.

Not all credit counseling agencies are on the up and up, so take time to Book Il
choose a reputable one. First and foremost, that means working with a .

. . . X Dealing
nonprofit, tax-exempt agency that charges you little or nothing for its with Debt

services. In Book IIl, Chapter 4, we offer a complete rundown of all the
criteria to consider when you are choosing a credit counseling agency.
Also in that chapter, we warn you against mistaking a debt settlement
firm for a credit counseling agency. If you're not careful, it can be an
easy mistake to make because some debt settlement firms try to appear
as though they are credit counseling agencies. However, the two have
big differences between them. The goal of debt settlement firms is to
profit off financially stressed consumers — not help them improve their
finances. These firms charge a lot for their services, and many of them
don’t deliver on their promises. Consumers who work with debt settle-
ment firms often end up in worse financial shape than they were before.

v~ File for bankruptcy. When you owe too much relative to your income,

your best option sometimes is to file for bankruptcy, especially if you're
concerned that one of your creditors is about to take an asset that you
own and don’t want to lose. You can file a Chapter 7 liquidation bank-
ruptcy, which wipes out most but not all of your debts, or a Chapter 13
reorganization bankruptcy, which gives you three to five years to pay
what you owe and may also reduce the amounts of some of your debts.
Book III, Chapter 5 explains how bankruptcy can help you deal with vari-
ous types of debts.



1 96 Book Ill: Dealing with Debt

Handling Debt Collectors

Being contacted by debt collectors can be unnerving, especially if they try to
pressure you into paying more than you think you can afford. Some will call
you constantly, threaten you, and use other abusive tactics. Some debt col-
lectors can be so difficult to deal with that you may promise them just about
anything to make them leave you alone. Don’t.

Realizing your vights

Debt collectors don’t like taking no for an answer. Most of them are paid accord-
ing to how much they collect, and they know from experience that pushiness
pays off. They also know that most consumers are unaware of the federal Fair
Debt Collection Practices Act (FDCPA), which gives consumers rights when debt
collectors contact them and restricts what debt collectors can do to collect
money. For example, the FDCPA says that you have the right to

v~ Ask a debt collector for written proof that you owe the debt he’s trying
to collect from you. The debt collector is obligated to comply with your
request.

v Dispute a debt if you don’t think that you owe it or if you disagree with
the amount. You must put your dispute in writing and send it to the debt
collector within 30 days of being contacted by the debt collector for the
first time.

v Write a letter to a debt collector telling him not to contact you again
about a particular debt. After the debt collector receives your letter,
he cannot communicate with you again, except to let you know that
he’ll comply with your request or to inform you of a specific action he’s
about to take to collect the money you owe.

The FDCPA also says that a debt collector cannot

v Call you before 8 a.m. or after 9 p.m. unless you indicate that it’s okay.

v Contact you at work if you tell the collector that your employer doesn’t
want you to be called there.

v~ Call you constantly during a single day or call you day after day. That’s
harassment!

v Use profane or insulting language when talking to you.

v Threaten you with consequences that are not legal or that the debt col-
lector has no intention of acting on.
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Many states have their own debt-collection laws. Sometimes those laws pro-
vide consumers with more protections from debt collectors than the federal
law. Contact your state attorney general’s office to find out if your state has
such a law.

If a debt collector violates the law, get in contact with a consumer law attorney
right away. The attorney will advise you of the actions you may want to take.

We’re not suggesting that you should never deal with a debt collector. If
you agree that you owe a debt, and if your finances allow, you may want to
work out a plan with the debt collector for paying your debt over time, or
the debt collector may agree to let you settle your debt for less than the full
amount.

Understanding why debt collectors
behave as they do

The adage “Know thy enemy” certainly applies to debt collectors.
Understanding why debt collectors behave as they do helps take away some
of their power and empowers you in return.

Book IlI
One of the main reasons debt collectors are so darn persistent (and can be Dealing
quite aggressive at times) is money. Most of them are paid according to the with Debt

amount of money they collect: The more they collect, the more they earn;
if they collect nothing on your debt, they get nothing. Other debt collectors
actually purchase your bad debt from the creditor you originally owed the
money to. These collectors need to recoup the investment they’ve made by
purchasing your past-due debt.

A second explanation for the behavior of debt collectors is that they know that
most consumers don’t have a clue about their legal rights related to debt collec-
tion. Debt collectors are more than willing to push the legal envelope because
experience shows that a lot of consumers will pay at least a portion of what they
owe if collectors harass them enough and scare them into submission.

There’s a third reason for pushy collection practices as well: If the debt col-
lector’s phone calls and letters don’t get you to pay your past-due debt, he
has to invest additional time and money to take further action. This situation
applies specifically to the collection of unsecured debts, like credit card debts
or unpaid medical bills. When you acquire an unsecured debt, you don’t have
to give the creditor a lien on one of the assets you own (which would give
the creditor an automatic right to take the asset if you didn’t pay your debt).
That means that if you can’t or don’t pay a past-due unsecured debt, the debt
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collector has to sue you for the money, which costs him time and money.
Then if the debt collector wins the lawsuit, he has to try to collect the money
you owe by doing one of the following:

v Seizing one of your assets (assuming that you have an asset the debt col-
lector can take)

v Having your wages garnished (if your state allows wage garnishment)

v Placing a lien on one of your assets so you can'’t sell it or borrow against
it without paying the debt first

All three options cost the debt collector more time and money. If your debt is
small, the debt collector may decide it’s just not worth the effort to sue you;
his time is better spent going after other consumers with debts that he thinks
will pay off better. The same is true if you are judgment proof, meaning that
you don’t have any assets the debt collector can take or put a lien on, you are
unemployed, or your state doesn’t permit wage garnishment.

Some debts, called high-stakes debts, deserve special attention because the
consequences of falling behind on them are especially serious. For example,
depending on the type of debt, you may risk losing an important asset, being
evicted, or having your income tax refunds taken (or intercepted).

<W¥ Talk with a consumer law attorney as soon as you become concerned about
your ability to keep up with payments on a high-stakes debt. The attorney
can help you figure out a way to avoid a default. If you're already in arrears
and being threatened with a foreclosure, repossession, lawsuit, or some
other serious legal action, run — don’t walk — to the attorney’s office.

Getting a Financial Education

What would you do if you had no debt? Would you buy a new house? Take a
great vacation? Boost your retirement savings? Hopefully, you’ll eventually
have to answer that question for yourself because your debt will disappear
and you’ll have money to put toward your financial goals. Getting from here
to there won'’t be easy, but you can do it. If you’re having trouble getting
yourself psyched up for the challenge, take a look at Book I's Chapter 2.

To make sure you succeed, we encourage you not only to deal with your debt
head-on, but also to become the smartest money manager you can be. After
all, when you get to the other side of your debt problems, you never want to
return.
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The difference between good debt
and bad debt

Considering that you have serious problems with debt, you may be surprised
to hear this: We eventually want you to use credit cards and get loans again.
Why on earth would we steer you back into debt when getting out of it is
such hard work? Because owing money to creditors is not necessarily a bad
thing.

Whether debt is good or bad depends on why you took on the debt in the
first place and how you manage it — whether you make your payments on
time, for example. It also depends on how much debt you have relative to
your income, because too much debt, even if you're able to keep up with
your payments, harms your credit history and brings down your credit score.

Why debt can be a good thing

Going into debt can be a good thing, in many circumstances. For example,
you could go to your grave trying to save up enough money to purchase a
home with cash, so a mortgage is a wonderful thing — especially if the value
of your home grows over time. Also, a home equity loan is a good financial
tool when you use it to improve or maintain your home (again, with the goal Book Ill
of increasing its value).

Dealing
A car loan is another example of good debt because most of us need a vehicle ~ With Debt
to get to and from work, and most of us can’t afford to purchase a car with
cash. Debt is also good when it helps you build your wealth; for example, you
borrow money to purchase your home or rental property. Some debt helps
you save money in the long run, like getting a loan to make your home more
energy efficient so you can reduce your energy bills.

When debt isn’t so good

Debt is detrimental to your finances when you run up your credit card bal-
ances to live beyond your means or to purchase goods and services that
don’t have any lasting value for you or your family. For example, restaurant
meals, happy hour drinks, clothing, jewelry, and body care services don’t
have any lasting value, but they sure can run up your credit card balances.

Debt is also a negative thing when you have so much that you can’t afford to
repay it (especially when your home is at risk), when the amount you owe
lowers your credit score, or when you borrow money from shady operators
(like finance companies or payday loan companies) that charge high interest
rates.
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Distinguishing between types of credit

You may think that all credit is created equal. A lot of people think so, which
is one of many reasons they run into debt problems. In this section, we brief
you about various types of credit. They definitely aren’t created equal, and
you should get familiar with these terms so you can become a better credit
consumer.

Here are the types of credit you should be familiar with:

v Secured: With this kind of credit, the creditor guarantees that it will be
paid back by putting a lien on an asset you own. The lien entitles the
creditor to take the asset if you don’t live up to the terms of your credit
agreement. Car loans, mortgages, and home equity loans are common
types of secured credit.

v Unsecured: When your credit is unsecured, you simply give your word
to the creditor that you will repay the money that you owe. Credit card,
medical, and utilities bills are all examples of unsecured credit.

1 Revolving: If your credit is revolving, the creditor has approved you
for a set amount — your credit limit — and you can access the credit
whenever you want and as often as you want. In return, you must pay
the creditor at least a minimum amount on your account’s outstanding
balance each month. Credit cards and home equity lines of credit are
examples of revolving credit.

v Installment: With installment credit, you borrow a certain amount of
money for a set period of time and you repay the money by making a
series of fixed or installment payments. Examples of installment credit
include mortgages, car loans, and student loans.

Seeing yourself through a creditor’s eyes

To be a savvy consumer, you also need to know the criteria that creditors
use to evaluate you when you apply for new or additional credit. Although
creditors may take other factors into account, the following are the three
biggies:

v Your character: Does your credit history show that you’ve got a history
of repaying your debts?

v Your financial capacity: Can you afford to repay the money you want to
borrow?
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v Your collateral: If you have a poor credit history, or if you are asking to
borrow a lot of money, creditors want to know whether you have assets
that you can use to secure your debt or guarantee payment on it.

CMBER - . . .

These criteria not only determine whether a creditor will approve or deny
credit, but they also impact how much credit you're given, what your interest
rate is, and what other terms of credit apply.

Building a better credit history

Right now, when you’re smothered by debt, you may not be able to think
about improving your credit history — you’ve got too many other immedi-
ate concerns. But tuck this topic into the back of your mind because when
you’ve had money troubles, rebuilding your credit history should be one of
your first goals. Having a positive credit history is essential to getting new
credit with attractive terms.

The credit-rebuilding process is quite simple: You get small amounts of new
credit and repay the debt on time. For example, you get a MasterCard or
Visa card, use it to purchase some goods or services you need, and pay off
your card balance according to your agreement with the card issuer. You

could also borrow a small amount of money from a bank and pay off the loan Book Il
according to the terms of your agreement with the lender. Dealing
with Debt

As you do these things, you add new positive information to your credit his-
tory. Meanwhile, the negative information in your credit history gradually
begins to disappear because, with a few exceptions, most damaging credit
record information can be reported for only seven years and six months. As
time passes, your credit history will gradually contain more positive than
negative information, assuming that you manage your finances responsibly.

Why is rebuilding your credit history so crucial? First, if you have a negative
credit history, you won’t qualify for a credit card with a low interest rate,
you’ll have trouble borrowing a significant amount of money from a bank,
and your credit score will be lower than it would be if your credit history was
full of positive information. Consider some other potential consequences of a
negative credit history:

v Potential employers who review your credit record as part of the job
application process may not hire you. You may also be denied a promo-
tion with your current employer if it checks your credit report as part of
the process.
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v Life insurance companies may penalize you by charging you a higher
premium or not selling you as much insurance as you would like.

v Landlords may not want to rent to you.

» You may not be able to get a security clearance or certain types of pro-
fessional licenses.

QNING/ Avoid companies that promise to rebuild your credit or claim to be able
Y to — presto chango — make the negatives in your credit history disappear.
Not only are you wasting your money, but (depending on the tactics a credit

repair firm uses) you also may violate federal law if you do what the firm tells
you to do.



Chapter 2
Understanding How Credit Works

In This Chapter

Seeing yourself as lenders see you

Understanding credit reports and credit scores
Establishing credit for the first time
Handling mortgage problems

Living happily ever after

Wmtever did people do before there was credit? In the olden days,

it was much more difficult for the average person to buy the goods
and services that we take for granted today — like a car, a home, and a col-
lege education, to name a few. Imagine if first-time home buyers had to save
$267,000 (the national average for the cost of a new home in 2008, according
to the Federal Housing Finance Board) before taking ownership and stepping
over the threshold. If that were the case, they’d likely be using walkers to
enter their new abodes.

Credit is a powerful tool — powerful enough even to move mountains.
Unfortunately, it can also bury you beneath one if you use it improperly.
Credit doesn’t come with an instruction manual or a warning label. The sub-
ject generally isn’t well taught in schools or, for that matter, in the family. So
where do you get an understanding of this genie in a bottle before you make
your three wishes? You're holding the answer in your hands.

We firmly believe that if you know the rules of the credit game, you stand

a much better chance of getting a good score. We all make mistakes, and
this truism applies to credit use as much as anything else. What’s important
is knowing how to recover from your mistakes without compounding the
damage.

We start with the basics so you can better understand the principles and
concepts behind credit. Consider this chapter your jumping-off point to this
book and to the world of credit. Our goal is to make your credit the best it
can be and keep it that way — not just for the sake of having good credit, but
so you can live the American dream of having a decent job, a place to call
home, and whatever else you desire for yourself and the people you love.
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Defining Credit: Spending Tomorrow'’s
Money Today

Credit has its origins in the Latin word credo, which means “I believe.” These
considerations are the real underlying issues of credit: Do you do what you
promise? Are you believable and trustworthy? Have you worked hard to build
a good reputation? Little is more precious to a person than being trusted —
and that’s what credit is all about.

You (and Webster’s) can also define credit as follows:

v Recognition given for some action or quality; a source of pride or honor;
trustworthiness; credibility

v Permission for a customer to have goods or services that will be paid for
at a later date

v The reputation of a person or firm for paying bills or other financial
obligations

The concept of credit is simple: You receive something now in return for your
promise to pay for it later. Credit doesn’t increase your income. It allows you
to conveniently spend money that you've already saved — or to spend the
money today that you know you’ll earn tomorrow.

Because businesses can make more money when you use credit, they encour-
age you to use it as often as possible. For creditors to make as much money
as possible, they want you to spend as much as you can, as fast as you can.
Helping you spend your future earnings today is their basic plan. This plan
may make them very happy — but it may not do the same for you.

Consumers can avail themselves of many types of credit today, which is no
surprise to you. We suspect you receive as many offers for various types of
credit cards and lines of credit as we do. But despite the endless variations
and terms that seem to exist, most credit can be classified as one of two
major types:

v Secured credit: As the name implies, security is involved — that is, the
lender has some protection if you default on the loan. Your secured
loan is backed by property, not just your word. House mortgages and
car loans fall into this category. Generally, the interest rates for secured
credit are lower and the term (the length of time before you have to pay
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it all off) may be longer because the risk of loss is lessened by the lend-
er’s ability to take whatever you put up for security.

1 Unsecured credit: This type of credit is usually more expensive, is
shorter term, and is considered a higher risk by the lender. Because it is
backed by your promise to repay it — but not by an asset — lenders are
more vulnerable if you default. Credit cards fall into this category.

Chances are, you've always looked at credit from your own perspective, the
viewpoint of the borrower. From where you're standing, you may be the cus-
tomer who should be catered to. Consumer spending is two-thirds of the U.S.
economy, and much of that is generated using lines of credit or credit cards.
Whether you use credit as a convenience or because you need to spread out
your payments, you keep the economy humming and people employed. Right?
From the lender’s perspective, however, you represent a risk. Yes, your business
is sought after, but the lender takes a chance by giving you something now for a
promise to pay later. If you fail to keep your promise, the lender loses.

The degree of doubt between the lender making money and losing money dic-
tates the terms of the credit. But how does a lender gauge the likelihood of
your paying on time and as promised? The lender needs to know three pieces
of information about you to gauge the risk you represent:

v Your character: Do you do what you promise? Are you reliable and Book Il
honest? i
Dealing
v Your capacity: How much debt can you handle, given your income and with Debt

other obligations?

v Your collateral: What cash or property could you use to repay the debt
if your income dries up?

But where can this information be had — especially if the lender doesn’t
know your sterling attributes firsthand? The answer: your credit report and,
increasingly, your credit score. That’s why, before you open that line of
credit that allows you to buy the new dining room set on a 90-day-same-as-
cash special, you have to fill out and sign some paperwork and wait a few
minutes for your credit to be checked out.

Sometimes, however, an unscrupulous creditor may try to take advantage
of you and charge you more than the market price for the credit you want.
Why? Because they like to make money. So how do you know if you're being
overcharged? The same way the lenders decide whether to offer you credit
and what to charge you for it: by knowing what’s in your credit report and
your credit score.
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Meeting the Cast of Characters
in the Credit Story

Before we delve into the saga of credit and all its complicated plot twists,
allow us to introduce the characters. In most lending transactions, three

players have lead roles: the buyer (that’s you), the lender, and the credit
reporter.

The buyer: | want that now!

The cycle of credit begins with the buyer — a person who wants something
(that’s you!). A house, a car, a plasma TV ... . it doesn’t matter what you want —
the definitive factor is that paying for it up front is either inconvenient or
impossible. Maybe you just don’t have the cash with you and you want the
item now, or perhaps the item is on sale. Or maybe you haven’t even earned
the money to pay for the purchase, but you know you will and you don’t want
to pass up an opportunity.

“Hmm,” you calculate as you gaze longingly at the coveted find. “I really want
to get this now. If [ wait until | have the money, it may be sold or the price
may have gone up, so it only makes sense to buy it now.” Or, if you're gener-
ous (or making excuses), you may say, “My sweetie would love this — and
me — if I bought this. Who cares that I don’t have the money right now? [ will
someday. I just know it.”

Enter creditors, stage right.

The creditors: Heroes to the rescue

The creditor spots your desire a mile away, and it stirs the compassionate
capitalist within him. “Hey,” says the person with the power to extend you
credit, “no need for you to do without. We have financing. We just need to
take down a little information, do a quick credit check, and you can walk out
the door with this thing you're lusting for.”

If businesses can’t sell you something or lend you money, they can’t make a
profit. So, believe it or not, they really do want to loan you money. But there’s
that risk factor: They need to find out how risky a proposition you may be.
To get the lowdown on your credit risk, they call the credit bureau.
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When it comes to credit, you have rights — a dispute inaccuracies. It also addresses
lot of them. Two big laws address your rights the problem of identity theft and gives you
pertaining to credit: leverage to deal with this crime if it hap-

v~ Fair Credit Reporting Act (FCRA): The Fair
Credit Reporting Act ensures fairness in  »~ Fair Debt Collections Practices Act

lending. It has been updated by the Fair and (FDCPA): None of us is perfect. This law
Accurate Credit Transactions Act (FACTA, spells out our rights if we fall behind on
or the FACT Act), which addresses credit payments and a code of conduct for anyone
report accuracy and entitles you to free collecting a debt.

access to your credit report and rights to

Knowledge is power: Knowing your rights

pens to you.
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Enter credit bureau, stage left.

The credit bureaus: In a supporting role

The merchant most likely contacts one of three major credit-reporting

bureaus — Equifax, Experian, or TransUnion (see Book I, Chapter 5 for more Dealing
on these organizations) — to get the credit lowdown on you. The credit with Debt
bureaus make the current lending system work by providing fast, reliable,

and inexpensive information about you to lenders and others.

Book Il

The information in your credit report is reported by lenders doing business
with one or more bureaus and put into what is the equivalent of your elec-
tronic credit history file folder. This file of data is called your credit report
(Book I, Chapter 5 is devoted to credit reports).

Over the years, as more information has built up in credit reports and faster
decision-making has been found to result in more sales, lenders have increas-
ingly looked for shortcuts in the underwriting process that still offer protec-
tion from bad lending decisions. Thus emerged the credit score, a shorthand
version of all the information in your credit report. The credit score predicts
the likelihood of your defaulting on a loan. The lower the score, the more
likely you are to default. The higher the score, the better the odds of an
on-time payback. By far, the most-used score today is the FICO score. FICO
scores range from 300 to 850.
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Understanding the Consequences
of Bad Credit

\\3

Aside from the obvious increase in borrowing costs and maybe a hassle
getting a credit card, what are the very real costs of bad credit? The extra
interest you have to pay is only the tip of the iceberg. The real cost of bad
credit is in having reduced opportunities, dealing with family stress, and
having to associate with lenders who, more often than not, see you as a mark
to be taken for a ride and dumped before you do it to them. And, believe us,
they’re better at it than you are. In this section, we fill you in on some of the
unpleasant consequences of bad credit.

Paying fees

From your perspective as the borrower in trouble, extra fees make no sense.
You're having a short-term problem making ends meet, so what do your
creditors do to help you? They add some fat fees onto your balance. Thank
you very much.

How do these fees help you? They don’t. The fees help the creditor in two ways:

v They focus your attention on that creditor’s bill instead of someone else’s.

v The creditor gets compensated for the extra risk you've just become.

As bad as the fees can be on your credit cards, they can be even worse on
your secured loans. If you fall three months behind in your house payment,
you can be hit with huge fees, to the tune of thousands of dollars.

Secured lenders tend to be low-key. Don’t let that calm voice or polite, non-
threatening letter lull you into complacency. They’re low-key because they
don’t have to shout — they’ll very quietly take your home or other collateral,
unlike the credit card guys, who can be heard from across the street. Pay
attention to the quiet guy, and take action early.

Late fees, overlimit fees, legal fees, repo fees, penalty fees, deficiency pay-
ments, and default rates — when the fees show up, it’s time to get serious.
Call the creditor and ask to have the fees waived. Explain your plan to get
current (make any past-due payments) and let them know that you need their
help, not their fees. Book I, Chapter 3 of this book helps you put together a
budget so you know exactly how much you can afford. If you have difficulty
developing a budget, your creditors may accept a debt-management plan,



Chapter 2: Understanding How Credit Works 209

WING/
&

NWNG/

which you work out with the help of a credit counseling agency. Take action
early enough in the game, while you and your account are still considered
valuable assets, and you’re more likely to have success getting the fees removed.

Being charged higher interest rates

Consider two home buyers, one with a credit score of 760, the other with a
credit score of 659. The happy new homeowner with the lower score won'’t
be so happy to learn that, because of that lower score, he’ll pay more than
$90,000 more in interest over the life of the loan. Why? Because the mortgage
company offers an interest rate of 5.3 percent to the individual with the 760
score, and an interest rate of 6.6 percent to the borrower with the 659 score.

The concept works basically the same in any lending situation. What impact
would these scores have on a new car loan? A 36-month interest rate is more
than 50 percent higher for the person with the 659 score versus the 760 score!

Your credit score is based on your credit actions yesterday, last year, and
maybe even ten years ago. If you miss a payment or two, that low-interest-
rate credit card on which you’re carrying a high balance can take your breath
away. Watch the rate climb to the mid- to upper-20s or even 30-something —

percent, that is! After all, you made a mistake and may stop paying altogether. ~ Booklll
So the lender is going to make money on interest while it can. Dealing
with Debt

You think that getting your interest rate hiked for a minor infraction is unfair?
That’s not the end of it. Under the policy of universal default, if you have an
issue with one lender, all your other lenders can hike their rates as well —
yes, even though you’re still paying the others on time and as agreed! In fact,
some companies even use a deteriorated credit score as reason to escalate
your rates to the penalty level. Even though you’re paying that loan on time,
a change in your credit score (perhaps from too many account inquiries

or carrying higher balances) gives the creditor that has a universal default
policy full rein to hike up your interest rates. This scenario is all the more
reason to pay all bills on time and keep track of your credit report and credit
score on a regular basis.

Losing employment opportunities

Prospective lenders aren’t the only ones who judge you based on your credit
report and credit score. Potential employers check out your credit report,
too. Why is that, you ask? Businesses reason that the way you handle your
finances is a reflection of your behavior in other areas of your life. If you're
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late paying your bills, you may be late for work. If you default on your car
loan, you may not follow through with an important assignment.

Even if your credit woes can be explained, bad credit is a distraction, from
the employer’s perspective, and it detracts from worker productivity. Recent
research shows that employees with credit problems are significantly less
productive on the job than employees without.

Increasingly, credit checks are a standard part of the hiring — and even
promotion — process at companies large and small throughout the United
States. And from the employer’s perspective, it’s easier to hire someone with
good credit than to bother to find out what’s going on with someone whose
credit is bad.

Facing increased insurance premiums

The brain trusts at the insurance companies (known as actuaries) love their
numbers. They sniff out a trend, sometimes even before it happens, and slap
a charge on it faster than a cat can catch a mouse. The fact that a strong cor-
relation exists between bad credit and reported claims hasn’t escaped the
attention of these people. The upshot: Bad credit will cost you a bundle in
insurance-premium increases and may result in your being denied insurance.

Some states have gotten very excited about safe drivers and homeowners get-
ting premium increases with no claims being reported. About 50 percent of
states have restricted the use of credit-based insurance scores (and, to a lesser
extent, credit reports) in setting insurance prices. To find out whether (and to
what extent) scores and credit reports are used in your state, contact your local
state insurance department. The states are still battling with this issue and it’s
difficult to say whether current laws will be overturned or upheld, or whether
more will be added.

We're not talking about your garden-variety credit score here. Fair Isaac has
developed an Insurance Score. This score is calculated by taking information
from your credit report, but the formula differs from the one used to figure
your typical credit score. Insurance scores range from 500 to 997, with 626 to
775 being average. The Federal Trade Commission recently weighed in on the
topic when a study it conducted found that these scores are effective predic-
tors of the claims that consumers will file.

Getting a divorce

Would your better half dump you because of bad credit? Maybe not, but one
thing is sure: Half of all marriages end in divorce, and the biggest cause of
fighting in marriages is due to financial issues — such as bad credit.
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Dealing with a Thin Credit File
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Spouses want to be proud of their mates. And with credit playing a bigger
role in so many aspects of modern American life, living with bad credit has to
be a real blow to your image and self-esteem. We advise couples who are seri-
ous about pursuing a life together to talk about their attitudes on money and
credit use. Sweeping this topic under the rug is too easy. Having a credit card
refused for payment (often in front of others), worrying about which card
still has available credit, or getting collection calls in the sanctuary of your
home can be part of the credit nightmare you face as a couple. If you can’t
seem to find the words to talk about this sensitive topic or agree on a solu-
tion, get some professional advice before it becomes too late.

Consider this advice on bad credit and marriage:

v Get a credit report before you marry.
1 Discuss money and credit, and agree on goals.
v Find out whether your honey is a spender or a saver.

v Fix your credit before it fixes you (as in “My cat is going to get fixed”).

Book IlI
Are you new to credit? Is your credit history file a tad thin? (No, your credit Dealing
history hasn’t been on a diet.) A thin file means that you don’t have enough with Debt

information in your credit file on which to base a credit score or make an
underwriting decision. Typically, people who have just graduated from
school, who are recently divorced or widowed, or who are new to the coun-
try have a thin file. The good news is, this group of newbies is so large and
potentially profitable in today’s comparatively saturated credit market that
they’ve been given their own name — the underbanked. Basically, the under-
banked are individuals who don’t have access to the basics of the banking
system, such as checking and savings accounts and credit services.

Don’t confuse underbanked with subprime. The folks in the underbanked
group don’t have blemished credit histories. They simply don’t have much,
if any, credit history. A better term may be preprime. This section takes a
closer look at some of the subgroups among the underbanked who have thin
credit files and discusses some important points.

When you're new to the country

Individuals who are new to the United States may bring old attitudes about
banks with them. Well, not only does the Statue of Liberty welcome you,
but so do many banks and lenders. Furthermore, many immigrants have to
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overcome misconceptions and understand that, in this country, banks are
safe and insured for deposits, currency doesn’t become worthless overnight,
and the government is unlikely to nationalize the banks.

Social classes don’t carry much weight in American banking. Anyone who
walks into a bank or credit union gets treated with respect, regardless of
what they do for a living. In fact, in many states with large-enough concentra-
tions of immigrants, banking services are being offered in different languages
and in informal community settings, not just traditional banking offices.

Credit is essential to making a full and comfortable life in the United States.
Lending, employment, insurance, and more are tied into establishing a posi-
tive credit history. The American Dream, if you will, is intimately related to
the credit system. So where do you start? Here are some points to consider:

»* You don’t need a Social Security number to open a bank account if you
are a foreign national. A consular ID or taxpayer identification number is
sufficient for many banks.

v Credit bureaus don’t require a Social Security number to establish a
credit history for you. Name, address, and date of birth all come before
the Social Security number when it comes to linking credit histories with
individuals.

v Credit doesn’t consider race, national origin, gender, or any of those dis-
criminatory categories.

v Building a relationship with a mainstream lender can help you avoid
overpaying for credit products.

After one of life’s many transitions

People who have just graduated or gone through a divorce also often have
thin credit files. If you fall into this category, you’re probably looking for
ways to build your credit history. To begin your journey, we suggest you set
some long-term and interim goals as your destinations. Financial goals, like
traveling goals, make sense, if only to keep you from wandering aimlessly. A
car, a better apartment, a home, or a vacation are all good goals and reasons
to save your money and use credit wisely.

You can also do the following to help you begin to build credit:

v~ Establish credit easily using a secured credit card. You make a deposit
into an insured bank account and are given a credit card with a limit up
to the amount of your deposit. Your deposit guarantees payment and
allows you to have positive credit reported in your name. Soon you’ll
qualify for an unsecured card and larger credit lines.
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v Open a passbook loan. With a passbook loan, you make a deposit into a
savings account and take out a small loan using the account as security.
You don’t use a credit card — you just get a lump-sum payment. But you
can build a credit history when you make your payments on time, over
time. Plus, the secured nature of the loan keeps costs very low. Credit
unions, in particular, like these little starter loans.

Identity Theft: The Crime That
Turns Good Credit Bad

A\\S

Companies and schools seem to be losing the war on hackers and laptop
thieves who are reported to be compromising databases with alarming fre-
quency. Identity theft can devastate your credit and your ability to get loans,
employment, insurance, and some security clearances and licenses without
your ever having done anything to deserve it. An identity theft can also put
you on the defensive, burdening you with the responsibility of proving that
you are not the person collectors are after.

Book Il

Protecting your identity from theft

To avoid the havoc wreaked by identity theft, your best bet is to avoid being
a victim of identity theft altogether. Consider these tips:

Dealing
with Debt

v Protect your financial information at home. Don’t leave credit card
numbers and statements, Social Security information, bank account
information, and other financial data unprotected. Most identity theft
is low-tech (that is, paper-based). And most is carried out by people
you know: friends, relatives, acquaintances, coworkers, and people you
invite into your home for a variety of reasons.

Shred statements before putting them in the trash and lock away your
sensitive information. Using your computer more (as long as you use
it properly, password-protect information, and use a firewall on your
home network) is an even better way to avoid theft.

1 Watch the mail. Most people think that no one is watching their unpro-
tected mailboxes. And most are right, but that leaves the rest of you
with sensitive account numbers and documents containing your Social
Security number sitting all day in an unlocked mailbox outside your
home or apartment. By comparison, electronic bill-paying is much safer.
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Taking action if you've victimized

<P If you're a victim of identity theft, you may first discover that fact through
a collection call on an account you never opened, or unusual activity on a
credit card or credit report. When you suspect your identity has been com-
promised, respond immediately. Here are some tips:

1 Write down everything. This process may not be quick or simple, but it
is critical.

v~ Call any creditors affected and close your accounts. Don’t forget ATM
and debit cards — you have higher limits of liability for these cards than
you do credit cards, so they’re particularly important.

v Freeze your credit report. (You can unfreeze it later.) Each bureau has
a slightly different process, but in general you request by certified mail
that a security freeze be placed on your credit file. Your request should
include: Your name, address, date of birth, Social Security number,
proof of current address such as a current utility bill, and any payment
of applicable fees. Details can be found at each bureau’s Web site.

v Call the police and make a report. Some creditors and collectors
require a report to take action. Be sure to get a copy of the report.



Chapter 3
Consolidating Your Debts

In This Chapter

Understanding when debt consolidation makes sense

Getting a rundown on your consolidation options

Steering clear of options that can make your finances worse

Debt consolidation is another option for managing your debts when you
owe too much to your creditors. It involves using new debt to pay off
existing debt. When done right, it can help you get out of debt faster and

pay less in interest on your debts. Although debt consolidation is not the
answer to your money problems, in many situations, it can help when you
use it together with other debt-management strategies in this book. However,
if your finances are in really bad shape, consolidating your debts probably
won’t help much, if at all.

In this chapter, we explain when debt consolidation is and isn’t a good debt-
management strategy. We also review the various ways you can consolidate
your debts, explain how each option works, and review their advantages
and disadvantages. We then warn you against dangerous debt-consolidation
offers that harm, not help, your finances.

Knowing When Debt Consolidation
Makes Sense

When you consolidate debt, you use credit to pay off multiple debts,
exchanging multiple monthly payments to creditors for a single payment.
When done right, debt consolidation can help you accelerate the rate at
which you get out of debt, lower the amount of interest you have to pay to
your creditors, and improve your credit rating. However, to achieve these
potential debt-consolidation benefits, the following criteria need to apply:
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v~ The interest rate on the new debt is lower than the rates on the debts
you consolidate. For example, say you have debt on credit cards with
interest rates of 22 percent, 20 percent, and 18 percent. If you transfer
the debt to a credit card with a rate of 15 percent, or you get a bank
loan at a rate of 10 percent and use it to pay off the credit card debt, you
improve your situation.

+ You lower the total amount of money you have to pay on your debts
each month.

v You don’t trade fixed-rate debt for variable-rate debt. The risk you
take with a variable rate is that although the rate starts out low, it could
move up. In the worst-case scenario, the rate could increase so much
that you end up paying more each month on your debt.

v You pay off the new debt as quickly as you can. Ideally, you apply all
the money you save by consolidating (and more, if possible) to pay off
the new debt.

+ You commit to not taking on any additional debt until you pay off the
debt you consolidated.

“&N\BER Paying less on your debts isn’t the only benefit of debt consolidation.
& Another advantage is that by juggling fewer payment due dates, you should
be able to pay your bills on time more easily. On-time payments translate
into fewer late fees and less damage to your credit history.

QNING/ However, too many consumers consolidate their debts and then get deep in

Y debt all over again because they are not good money managers, because they
have spending problems, or because they feel less pressure after they’ve con-
solidated and get careless about their finances. For these consumers, debt
consolidation becomes a dangerous no-win habit.

Considering Your Options

You can consolidate your debts in several ways:
v Transferring high-interest credit card debt to a credit card with a lower
interest rate
v Getting a bank loan
v Borrowing against your whole life insurance policy
v Borrowing from your retirement account

Deciding whether debt consolidation is right for you and which option is best
can be confusing. If you need help figuring out what to do, talk to your CPA or
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financial advisor, or get affordable advice from a reputable nonprofit credit
counseling organization (see Book Ill, Chapter 4). The more debt you're think-
ing about consolidating, the more important it is to seek objective advice
from a qualified financial professional. Otherwise, you may make an expen-
sive mistake.

Transferring balances

Transferring high-interest credit card debt to a lower-interest credit card —
the lower, the better — is an easy way to consolidate debt. You can make
the transfer by using a lower-rate card that you already have, or you can
use the Web to shop for a new card with a more attractive balance transfer
option. Sites to shop at include www.cardtrak.com, www.cardweb. com,
and www.cardratings.com.

Before you transfer balances, read all the information provided by the card
issuer that explains the terms and conditions of the transfer — the stuff in
tiny print. After you review it, you may conclude that the offer isn’t as good
as it appeared at first glance. For example, you may find that the transfer
offer comes with a lot of expensive fees and penalties, and that the interest
rate on the transferred debt can skyrocket if you're just one day late with a

payment. Book Il
Dealing
Also, higher interest rates (not the balance transfer interest rate) apply to with Debt

any new purchases you make with the card, as well as to any cash advances
you get from it. If the credit card offer does not spell out what the higher
rates are, contact the card issuer to find out.

When a credit card company mails you a preapproved balance transfer offer,
the interest rate on the offer may not apply to you. That’s because most
offers entitle the credit card company to increase the interest rate after
reviewing your credit history.

To be sure that a balance transfer offer will really save you money, ask the
following questions:

v What’s the interest rate on the offer, and how long will the rate last?
Many credit card companies try to entice you with a low-rate balance
transfer offer, but the offered interest rate may expire after a couple
months, and then it may increase considerably. In fact, you could find
yourself paying a higher rate of interest on the transferred debt than you
were paying before. If you can’t afford to pay off the new debt while the
low-rate offer is in effect, don’t make the transfer unless the higher rate
will still be lower than the rates you are currently paying.
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Some people try to avoid higher rates on transferred credit card debt by
regularly moving the debt from one card to another. Doing so damages
your credit history and hurts your credit scores.

v What must I do to keep the interest rate low? Know the rules! Usually,

a low rate will escalate if you don’t make your card payments on time.
However, if the card you use to consolidate debt includes a universal
default clause, the credit card company can raise your interest rate at
any time if it reviews your credit history and notices that you were late
with a payment to another creditor, took on a lot of new debt, bounced a
check, and so on.

The method you use to transfer credit card debt — going to the bank

to get a cash advance through your credit card, writing a convenience
check, or handling the transfer by phone or at the Web site of the credit
card company — can affect the interest rate you end up paying on the
new debt, as well as the fees you're charged as a result of the transfer.
Typically, getting a cash advance at your bank is the most costly option.
Before you transfer credit card debt, be sure you know the interest rate
and fees associated with each transfer option, and choose the one that
costs the least.

If you decide to use one of the convenience checks you receive from

a credit card company, be aware that some of those checks may have
lower interest rates than others, and the interest rates associated with
some of the checks may last longer than with others. The credit card
company should spell out the terms associated with each check in the
information it mails with the checks. If you're confused, call the credit
card company.

1~ When will interest begin to accrue on the debt I transfer? Usually, the

answer is “right away.”

+ How much is the balance transfer fee? Fees vary, but typically they

are a percentage of the amount you transfer, although some credit card
companies may cap the amount of the fee at $50 to $75. Some credit
card companies charge a flat balance-transfer fee.

1+ What method will the credit card company use to compute my

monthly payments? Credit card companies use one of several types of
balance-computation methods to determine the amount you must pay
each month; some methods cost you more than others.

Look for a card that uses the adjusted balance or the average daily bal-
ance (excluding new purchases) method to figure out your minimum
monthly payments. Avoid credit cards that use the fwo-cycle average
daily balance method, if you can.

Also note whether the card has a 20-, 25- or 30-day grace period — the
number of days between statements. You pay the most to use a card
with a 20-day grace period.
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If you plan to make purchases with the credit card after you've paid off the
transferred card balances, also pay attention to the interest rate that applies
to new purchases. Also, if you use the card to make purchases, the bank that
issued you the card will probably apply your payments to the lowest interest
rate balance first. So every time you make a purchase, you're potentially con-
verting lower-rate debt to higher-rate debt.

Getting a bank loan

Borrowing money from a bank (or a savings and loan or credit union) is
another way to consolidate debt. However, if your finances aren’t in great
shape, you may have a hard time qualifying for a loan with an attractive
interest rate.

You can use different types of loans to consolidate debt: debt consolidation
loans, loans against the equity in your home, and loans to refinance your
mortgage.

When you’re in the market for any type of loan, it pays to shop around. Some
lenders offer better terms on their loans, and some loan officers may be more
willing than others to work with you. However, if you have a good long-standing

relationship with a bank, contact it first. Book Il
Dealing
Taking out a debt consolidation loan with Debt

As the name implies, a debt consolidation loan has the specific purpose of
helping you pay off debt. Depending on the state of your finances and how
much money you want to borrow, you may qualify for an unsecured debt con-
solidation loan — one that doesn’t require a lien on your assets.

If you qualify for only a secured debt consolidation loan, you have to let the
bank put a lien on one of your assets. That means that if you can’t keep up
with your loan payments, you risk losing the asset. It also means that if you
have no assets to put up as collateral, getting a debt consolidation loan is out
of the question.

If a lender tells you that the only way you can qualify for a debt consolidation
loan is to have a friend or family member cosign the note, think twice before
you do that. As cosigner, your friend or family member will be as obligated
as you are to repay the debt. If you can’t keep up with your payments, the
lender will expect your cosigner to finish paying off the note, and your rela-
tionship with the cosigner may be ruined as a result. Plus, making the pay-
ments could be a real financial hardship for your cosigner, and if she falls
behind on them, her credit history could be damaged.
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Borrowing against your home equity

If you're a homeowner and are current on your mortgage payments, some
lenders may suggest that you consolidate your debts by borrowing against
your home’s equity. Equity is the difference between your home’s current
value and the amount of money you still owe on it. Most lenders will loan you
up to 80 percent of the equity in your home.

Some lenders let you borrow more than the value of your equity in some
cases. Never do that! If you borrow more than the value of your equity and
then you need or want to move, you won’t be able to sell your home because
you owe more on it than it is worth.

Consolidating debt by using a home equity loan can be attractive for a couple
reasons:

v It’s a relatively easy way to pay off debt, and the loan’s interest rate is
lower than in some other debt-consolidation options.

v Assuming that you're not borrowing more than $100,000, the interest
you pay on the loan is tax deductible.

However (and this is a really big however), your home secures the loan,
which means that if you can’t make the loan payments, you can lose your
home. If your finances are already going down the tubes, borrowing against
the equity in your home is risky business and just doesn’t make sense. And
even if you're able to meet your financial obligations right now, if you owe a
lot to your creditors and you have little or nothing in savings, a job loss, an
expensive illness, or some other financial setback could make you fall behind
on your home equity loan.

Also, be aware that if you sell your home and you still owe money on your
mortgage and on your home equity loan, you have to pay back both loans for
the sale to be complete. In other words, if your home doesn’t sell for enough
to pay off everything you owe on your home, you have to come up with
enough money to pay the difference. If the housing market in your area is
cooling off, and especially if you paid top dollar for your home, consolidating
debt by tapping your home’s equity is probably not a good move.

If you do decide that a home equity loan makes sense for you, keep the fol-
lowing in mind:

v Borrow as little as possible, not necessarily the total amount that the
lender says you can borrow.

v Pay off the debt as quickly as you can. Lenders typically offer very
relaxed home equity loan-repayment terms, and why not? The longer it
takes you to repay your home equity debt, the more money the lender
earns in interest.
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v Know your rights. When you borrow against your home, the Federal
Truth in Lending Act requires lenders to give you a three-day cooling-
off period after you sign the loan paperwork. During this time, you can
cancel the loan in writing. If you do, the lender must cancel its lien on
your home and refund all the fees you’ve paid.

v Beware of predatory home equity lenders who encourage you to lie on
your loan application so you can borrow more money than you actu-
ally qualify for. These lenders gamble that you’ll default on the loan and
they’ll end up with your home. The same is true of unscrupulous home
equity lenders who overappraise your home (give it a greater value than
it’s really worth) in order to lend you more money than you can afford
to repay.

Also steer clear of lenders who want you to sign loan agreements before
all the terms of the loan are spelled out in black and white, and avoid
loans with prepayment penalties.

You can tap the equity in your home in one of two ways: by getting a home
equity loan or by using a home equity line of credit. Here’s a quick overview
of how each option works:

v Home equity loan: The loan has a fixed or variable interest rate, and
you repay it by making regular monthly payments for a set amount of
money over a specific period of time. If you apply for a variable-rate
loan, be sure you understand what will trigger rate increases and the
likely amount of each increase. If you're not careful, the initial rate can
increase so much that you may begin having problems making your loan
payments.

1 Home equity line of credit (HELOC): A HELOC functions a lot like a vari-
able-rate credit card. You're approved to borrow up to a certain amount
of money — your credit limit — and you can tap the credit whenever
you want, usually by writing a check. Typically, a lender will loan you
up to 80 percent of the value of the equity you have in your home. The
lender also reviews your credit history and/or credit score and takes a
look at your overall financial condition.

Although you have to repay a home equity loan by making fixed monthly
payments that include both interest and principal, with a HELOC, you
usually have the option of making interest-only payments each month

or paying interest and principal on the debt. If you opt to make interest-
only payments, the amount of the payments depends on the applicable
interest rate and on how much of your total credit limit you are using.
For example, if you have a $10,000 HELOC but you've borrowed only
$5,000 of that money, the amount of interest is calculated on the $5,000.
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Shopping for a home equity loan or line of credit

When you're in the market for a home equity
loan or a home equity line of credit, you're not
obligated to apply only to the lender who holds
your home mortgage. You can apply to any
lender who does home equity lending. So shop
around for the best deal by using the following

loans come with the fees builtin. This means
that you end up borrowing more money
but getting less cash and paying more in
interest.

v~ The amount of your monthly payments: If

terms of credit to compare your options:

v Annual percentage rate (APR): This is the

cost of your borrowing expressed as a
yearly rate. It includes all fees and other
costs that you must pay to obtain the
credit.

Monthly periodic rate: Also referred to as
a finance charge, this is the rate of inter-
est you'll be charged each month on your
outstanding debt. The higher the rate, the
more the debt will cost you.

Fees: The more fees and the higher the fees
you have to pay, the more it will cost you
to borrow against your home equity. Fees
are usually negotiable, but if you're not in
a strong financial position, you won't have

you start to fall behind on your payments
because they're more than you can afford,
your interest rate may increase. If you fall
too far behind, you may lose your home.

How long you have to repay the borrowed
money: The longer you take to repay it, the
more interest you pay and the greater your
risk that something will happen in your life
that will make it impossible for you to repay
your debt.

Whether you have to make a balloon pay-
ment: A balloon payment is a lump-sum
payment that you may owe at the end of a
loan or when a home equity line of credit
expires. If you can't afford to make the pay-
ment, you risk foreclosure, even if you've
made all your monthly payments on time.

much bargaining power. Many home equity

The problem with making interest-only payments is that the longer the
principal is unpaid, the more your HELOC costs you, especially if the inter-
est rate starts to rise. Also, if your HELOC expires after a certain number
of years and there is no provision for renewing it, the lender will probably
want you to pay the total amount you still owe in a lump sum, also known
as a balloon payment 1f you can’t afford to pay it, you may lose your home.

<P Federal law requires lenders to cap the interest rate they charge on a
HELOC. Before you sign any HELOC-related paperwork, get clear on the
cap that applies. Also find out if you can convert the HELOC to a fixed
interest rate and what terms and conditions apply if you do.

Refinancing your mortgage and getting cash out

If you're still paying on your mortgage, refinancing the loan at a lower rate
and borrowing extra money to pay off other debts may be another debt con-
solidation option to consider. (The new mortgage pays off your existing mort-
gage.) However, refinancing is a bad idea if
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+ You’ve been paying on the mortgage for more than ten years, assum-
ing it’s a 30-year note. During the first ten years of a loan, your pay-
ments mostly go toward the interest on your loan and only a relatively
small amount of each of your payments is applied to your loan principal.
However, after ten years of making payments, you begin whittling down
the balance on your loan principal at a faster rate. This means that with
each payment you are closer to having your mortgage paid off and to
owning your home outright. If you refinance your loan however, you
start all over again with a brand-new mortgage, which means that you'll
be paying mostly interest on the loan for a long time to come. Even so, if
the new loan has a shorter term than your previous loan, paying mostly
interest at first may not be an issue.

v You can’t afford the payments on the new loan. If you fall behind, even-
tually your mortgage lender will initiate a foreclosure.

It may make sense to consolidate debt by going from a 30-year note to a
15-year note, assuming that you can afford the higher monthly payments.
(You pay less interest on a 15-year mortgage, so going from a 30-year to a
15-year loan won’t mean doubling your monthly payments.) Run the numbers
with your loan officer.

You're playing with fire if you use a mortgage refinance to consolidate debt

by trading a traditional mortgage for an interest-only mortgage. Sure, your Book Il
monthly payments may be lower initially, but after five years (or whenever Deali

. . e . ealing
the interest-only period ends), they will increase substantially, maybe far with Debt

beyond what you can afford.

Borrowing against your
life insurance policy

If you have a whole life insurance policy, you can consolidate your debts by
borrowing against the policy’s cash value. If you have this kind of policy, you
pay a set amount of money each month or year, and you earn interest on the
policy’s cash value.

This option has two advantages:

v You don’t have to complete an application, and there’s no credit check.

v After you borrow the money, you won’t have to repay it according to a
set schedule. In fact, you won’t have to repay it at all.

But there’s a catch, of course. After you die, the insurance company deducts
the loan’s outstanding balance from the policy proceeds. As a result, your
beneficiary may end up with less than he or she was expecting, which can
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create a financial hardship for that person. For example, your surviving
spouse or partner may need the money to help pay bills after your death, or
your child may need the policy money to attend college.

Before you borrow against your life insurance, read your policy so you under-
stand all the loan terms and conditions. Also be clear about any fees you may
have to pay because they will affect the loan’s total cost. If you're unsure
about anything, talk with your insurance agent or broker.

Borrowing from your 401 (k)
retirement plan

If you're employed, you may be enrolled in a 401(k) retirement plan spon-
sored by your employer. If your employer is a nonprofit, you may have a
403(b) retirement plan, which works like a 401(k). The money you deposit
in your retirement plan is tax-deferred income. In other words, whatever you
deposit in the account each year isn’t recognized as income until you begin
withdrawing it during your retirement years. Your employer may match a
certain percentage of your deposits.

Most employers that offer 401(k) plans allow their employees to borrow the
funds that are in their retirement accounts, up to $50,000 or 50 percent of the
value of the account, whichever is less. If the value is less than $20,000, your
plan may allow you to borrow as much as $10,000 even if that represents
your plan’s total value. No matter how much you borrow, you have five years
to repay the money, and you’re charged interest on the unpaid balance.

Borrowing against your 401(k) plan may seem like an attractive way to con-
solidate debt — after all, you're just borrowing your own money! You have
no loan application to complete and no credit check. However, unless you're
absolutely sure that you can and will repay the loan within the required
amount of time, taking money out of your retirement account to pay off debt
is a really bad idea. Here’s why:

QNING/ v If you don’t repay every penny within five years (and assuming that

Sy you're younger than 59% when you borrow the money), you have to pay
a 10-percent penalty on the unpaid balance. On top of that, the IRS treats
whatever money you don’t repay as an early withdrawal from your
retirement account, which means that you're taxed on it as though it’s
earned income. As a result, on April 15, you can end up owing Uncle Sam
a whole lot more in taxes than you anticipated, and you may not have
enough money to pay them.
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You may promise yourself that you'll repay your retirement account

loan, but with no lender (or debt collector) pressuring you into paying
what you owe, are you disciplined enough to do that? If you're like a lot of
consumers, you'll keep promising yourself that you’ll pay back the loan,
but you’ll never get around to it. Or if you begin having trouble paying for
essentials, those expenses will take priority, and you may have no money
left to put toward repaying your retirement account loan.

v Every dollar you borrow represents one less dollar you'll have for your
retirement if you don’t repay the loan. Using your retirement account
like a piggy bank could make your so-called golden years not so golden.

v While the loan is unpaid, your retirement account earns less tax-
deferred interest. Therefore, the account will have less money when you
retire.

v If your employer matches the contributions you make to your retirement
plan, those contributions may end while you’re repaying the loan. This
also means less money for your retirement.

v Your employer may charge you a steep loan application fee — a couple
hundred dollars or more. The fee increases the total cost of the loan.

v If you leave your job before you've paid off the loan — regardless of
whether you leave because you found a better job, you were fired or
laid off, or your employer went belly up — your employer will probably Book Il
require that you repay the full amount of your outstanding loan balance
within a very short period of time, somewhere between 30 and 90 days.
If you can’t come up with the bucks, the IRS will treat the unpaid money
as an early withdrawal for tax purposes, and you'll also have to pay the
10-percent early withdrawal penalty.

Dealing
with Debt

Use the online calculator at www.bankrate.com/brm/calc/401kl.asp to
figure out whether borrowing from your 401(k) is a good idea.

If you're younger than 59%, you may qualify for an early hardship withdrawal
from your 401(k), even if your plan doesn’t permit you to borrow from it.

A withdrawal differs from a loan because you take the money out of your
account without the option of repaying it. Therefore, you are permanently
reducing the amount of money you’ll have for your retirement. To be eligible
for a hardship withdrawal, you must prove to your employer that you have
“an immediate and heavy financial need” and that you’ve exhausted all other
financial avenues for handling the need. Although your employer determines
what constitutes “an immediate and heavy financial need,” avoiding an evic-
tion or foreclosure or paying steep medical bills almost certainly qualifies.
You have to pay federal taxes on the money you take out for the year in
which you get the money, and you also have to pay a 10-percent early with-
drawal penalty. There’s no free lunch in life, is there?
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Avoiding Dangerous Debt-Consolidation
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When your debts are creating a lot of stress, your judgment may get clouded.
You may start grasping at straws and do something really stupid that you
would never do if you were thinking clearly — like fall for one of the many
debt-consolidation offers out there that are outrageously expensive, and
maybe even scams. Here are some of the worst offenders to avoid:

1 Debt-counseling firms that promise to lend you money to help pay off
your debts: If you get a loan from one of these outfits, it will not only
have a high interest rate, but you may have to secure the loan with
your home. Watch out! In Book III's Chapter 4, we tell you how to find a
reputable nonprofit counseling agency that can help you deal with your
debts. That chapter also explains how to avoid agencies that pretend to
be nonprofits.

v~ Finance company loans: These companies often use advertising to
make their debt consolidation loans sound like the answer to your
prayers. They are not. Finance company loans typically have high rates
of interest and exorbitant fees. As if that’s not bad enough, working with
a finance company will further damage your credit history.

v Lenders who promise you a substantial loan (probably more than you
can afford to repay), no questions asked, in exchange for your paying
them a substantial upfront fee: No reputable lender will make such a
promise. Not only will these disreputable lenders charge you a high
percentage rate on the borrowed money, but they will also put a lien on
your home or on another asset you don’t want to lose.

v Companies that promise to negotiate a debt consolidation loan for
you and to use the proceeds to pay off your creditors: In turn, they tell
you to begin sending them money each month to repay the loan. The
problem with many of these companies is that they never get you a loan
or pay off your creditors. You send the company money every month
while your credit history is being damaged even more, and you're being
charged interest and late fees on your unpaid debts.
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Negotiating with Creditors
and Getting Help

In This Chapter

Preparing to negotiate

Trying to work things out with your creditors

Getting help from a credible credit counseling agency
Paying off your debts with a debt-management plan
Recognizing the dangers of debt settlement firms
Knowing what to do if you get ripped off

f slashing your spending, making more money, and living on a strict budget

are not enough to resolve your financial problems, it’s time to bite the
bullet and contact your creditors. You want to find out if they will negotiate
new, more affordable debt payment plans so you can get caught up with what-
ever is past due and continue paying on your debts. You may resist the idea of
negotiating, but getting some relief from your debts can mean no more futile
struggles to keep up with what you owe, an end to threatening letters and calls
from annoying debt collectors, and less damage to your credit history.

We can’t guarantee that 100 percent of your creditors will agree to sit down at
the bargaining table with you. But if you contact them soon enough — as soon
as you realize it’s going to be a struggle to keep up with your debts, or as soon
as you begin to fall behind on your payments — we bet that most will agree to
work with you. They may not give you everything you ask for, but just a few
concessions from your creditors can make a big difference to the state of your
finances and, ultimately, can help keep you out of bankruptcy court.

In this first part of the chapter, we tell you about the preparation you should
do before you contact any of your creditors, and we fill you in on how to
contact them and who to speak with. We also explain what you should and
should not say during your negotiations and highlight the importance of put-
ting in writing the details of any agreement you may reach with a creditor. In
the second half, we let you know what to do if you find yourself needing help
from a credit counseling company.
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Getting Ready to Negotiate
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Upfront planning and organizing is essential to the success of any negotia-
tion, whether you're trying to negotiate world peace or convince one of your
creditors to let you pay less each month or have a lower interest rate.

Your upfront planning and organizing should include

v Creating a detailed list of your debts.

v Deciding which debts to negotiate first and what you want to ask from
each of your creditors.

v Reviewing your budget (or creating one if you don’t have one yet — see
Book I, Chapter 3).

v Pulling together your financial information.

In this section, we walk you through each of these steps. If you don’t do the
necessary planning and organizing, you won’t have any idea what you really
need from each creditor and what you can offer in return. You’ll be shooting
in the dark, and the results could be disastrous for your finances.

If you don’t feel comfortable about doing your own negotiating, you may want
to ask your attorney or CPA to handle it for you, if you have a long-established
relationship with that person. Assuming you have that kind of relationship,
the CPA or attorney may agree to help you out for very little money. Another
option is to get negotiating help from a nonprofit credit counseling agency in
your area (see later in this chapter). You can also ask a friend or relative for
help, especially if you know someone who is good at making deals.

Listing all your debts

Create a list of all your debts, separating the ones that are high priority from
the ones that are low priority. For each debt on your list, record the following
information:

v The name of the creditor

v The amount you are supposed to pay every month

v The interest rate on the debt

v The debt’s outstanding balance
Also, note whether you are current or behind on your payments. If you are

behind, record the number of months you are in arrears and the total amount
that is past due.
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You should also note whether a debt is secured or unsecured. For each
secured debt, write down the asset that secures it. For example, your car
secures your auto loan, and your house secures your mortgage and any
home equity loans you may have. (In Book I, Chapter 3 we explain the differ-
ences between secured and unsecured debts.)

When you list your unsecured debts, like your credit card debts and past-due
medical bills, list them according to their interest rates. Put the debt with the
highest rate at the very top of the list, followed by the one with the next highest
rate, and so on.

Leave space next to each debt on your list for recording the new payment
amount you would like each creditor to agree to, or for recording any other
changes you want from a creditor, such as a lower interest rate or the abil-
ity to make interest-only payments for a period of time. You will record this
information after you have reviewed your budget.

Zeroing in on certain debts first

All debts are not created equal. Some debts are more important than others
because the consequences of falling behind on those obligations are a lot more

severe. For example, if you don’t keep up with your secured debts, the creditors Book Il
may take back their collateral: the assets you used to guarantee payment. You Dealing
could also lose assets if you don’t pay the taxes you owe to the IRS. Therefore, with Debt
when you are preparing to negotiate with your creditors, negotiate these debts

first:

v Your mortgage

v Your past-due rent

v Your car loan

v Your utility bills

v Your court-ordered child support obligation

v Your past-due federal taxes

v Your federal student loans
QNING/ During your negotiations, don’t be so eager to reach an agreement with one
Yy of your creditors that you offer to pay more than you really can afford. Also,

don’t agree to a temporary change in how you pay a debt if you really need

the change to be permanent. If you can’t live up to the agreement as a result,
most creditors probably won’t negotiate with you again.
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When you negotiate your lower priority debts, which will probably all be
unsecured debts (such as credit card debt and medical bills), start by nego-
tiating the one with the highest rate of interest — because the debt is costing
you the most each month.

Reviewing your budget

After you create your list of debts, it’s time to review your household budget.
You need to figure out exactly what you need from each creditor in order to
be able to pay off any past-due amounts and keep up with future payments.
For example, you may want a creditor to agree to

v Lower the amount of your monthly payments on a permanent or tempo-
rary basis.

v Lower your interest rates.
1 Let you make interest-only payments for a while.
v Waive or lower certain fees.

v Let you pay the amount that is past due by adding that total to the end
of your loan rather than paying a portion of the past-due amount each
month.

If you are at least 120 days past due on a debt, you may want to ask the credi-
tor to let you settle the debt for less than the full amount you owe on it. The
creditor may be willing to do that if it’s convinced that settling is its best
shot at getting at least some of what you owe. For example, the creditor may
know that suing you for the full amount of your debt would be a waste of time
because you are judgment proof: You have no assets that the creditor can
take, and your state prohibits wage garnishment.

There can be federal tax ramifications to settling a debt for less than the
original amount. Please don’t start tearing out your hair, but the amount the
creditor writes off is actually treated as income to you and may increase the
amount you owe to the IRS when your taxes are due. For example, if you owe
$10,000 to a creditor and the creditor agrees to let you settle the debt for
$6,000, it sends the IRS a 1099 form reporting the $4,000 difference as your
income. However, you may not be affected if you are insolvent by IRS 1099
standards. A CPA can tell you if the IRS considers you to be insolvent.

When one of your creditors agrees to let you settle a debt for less, ask the
creditor to report the debt as current and to remove all negative information
related to the debt from your credit report. The creditor may or may not
comply with your requests, but you won’t know unless you ask.
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Pulling together your
financial information

Some creditors may want to review your financial information before they
agree to negotiate with you or agree to the changes you request. Prepare for
that possibility by gathering together the following information and putting
everything in one place for easy access:

v Your household budget
v The list of all your debts
v Alist of your assets and their approximate values

v~ Copies of your loan agreements

Sharing information about your assets with your creditors can be danger-
ous. If one of them decides to sue you to collect on your debt, you’ve made it
easy for that creditor to figure out which asset(s) to go after. However, if you
are anxious to strike deals with your creditors so you can continue paying

off your debts, you are between a rock and a hard place; you may have no
option but to share the information with them. Another risk you take by shar-
ing information about your assets is that a creditor may demand that you sell
one of your assets and give it the sale proceeds. However, you don’t have to
take that step unless you want to and unless doing so is in your best financial Dealing
interest. with Debt

Book Il

After you have pulled together your financial information, review your

list of assets to determine whether you can use any of them as collateral.
(Ordinarily, you must own the assets free and clear in order to use them as
collateral.) Perhaps you own a boat, motorcycle, or RV, for example. As a
condition of agreeing to lower your monthly payments or to let you make
interest-only payments for a couple months, one of your secured creditors
may require that you increase your collateral. If you do not have any assets
that you can use as collateral, the creditors may decide it is too risky to work
with you and take back the collateral you've already used to secure your
debts with them.

A creditor may make having a cosigner a condition of any new agreement. We
suggest that you determine ahead of time whether a friend or relative would
be willing to cosign for you. As a cosigner, your friend or relative will be as
responsible for living up to the agreement as you are, which means that if
you default on the agreement, the creditor can look to your cosigner for pay-
ment. To be fair, before you ask someone to cosign for you, be sure that you
can live up to the terms of the agreement. Also, make your friend or relative
aware of the risks of cosigning before she signs any paperwork related to the
agreement.
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When they sit down at the bargaining table,
savvy negotiators employ some basic rules to
increase their chances of leaving with a deal
that makes them happy. So take a cue from
them by keeping the following in mind when you
negotiate with your creditors:

v+~ Never put all your cards on the table. \When
you tell a creditor how much you can afford
to pay on a debt each month, the number of
months that you want to make interest-only
payments, and so on, always hold a little
back. By not letting the creditor know right
away what your bottom-line offer is, you
give yourself some room to negotiate. If you
are lucky, the creditor will accept your ini-
tial offer. But if the creditor responds with a
counteroffer — maybe he wants you to pay
a little more each month than you've sug-
gested, or he offers to lower your interest
rate two percentage points when you had
asked for a four-point reduction — you can
either respond with another offer or accept
the creditor’s offer and still be better off
financially than you are now.

+* Know your bottom line. Know the minimum
that you need to get out of your negotiations
and the most that you can afford to give to a
creditor. Never agree to more than that.

Negotiating basics

+* Understand that you have to give a little

to get a little. A negotiation is success-
ful when both parties leave the bargain-
ing table with something. For example, in
exchange for a creditor agreeing to lower
your monthly payments, you may have to
give the creditor a lien on another one of
your assets. However, your goal is to give
as little as possible in exchange for getting
as much as possible.

Recognize who has the edge in your nego-
tiations. Whoever has the edge will have a
stronger bargaining position, and the other
person will have to give a little extra in order
to have any chance of leaving the bargain-
ing table with something. Your creditors will
almost always be in a stronger position than
you. That's certainly true for your secured
creditors because if you can't strike a deal
with them, they know they can always take
your collateral back.

Never be demanding and never get angry or
confrontational. If you do, the creditor may
simply cut off the negotiations. When you
feel like you are about to lose your cool, end
the conversation and resume it after you've
had an opportunity to clear your head and
calm down.

Getting Down to Business:

Contacting Creditors

After you've completed all your upfront planning and organizing, you're ready
to begin contacting your creditors. How you contact them — in person or by
phone — and whom you talk to depends on the type of creditor. For example,
if the creditor is local (and not part of a national chain), an in-person meeting
is appropriate, and you probably want to meet with the owner, credit manager,
or office manager. However, if you want to negotiate your MasterCard or Visa
bill, your mortgage, or the debt you owe to a national retail chain, for example,
you start negotiating by calling the company’s customer service number.
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If a creditor asks you to put your negotiating request in writing, send the
details of your request via certified mail and request a return receipt. That
way, you have confirmation that your letter was received, and you will know
when to follow up.

Whenever you speak with someone, maintain a record of who you spoke to
(name and title), the date of your conversation, what you asked for, how the
creditor responded, and the specifics of any agreement you reached. You
should also file away all correspondence related to your negotiations that
you send or receive.

When you contact a creditor for the first time, explain that you are having
financial problems and provide a general explanation of why the problems
have occurred. For example:

v You lost your job.

v Your child is ill, and you have been saddled with a lot of unreimbursed
medical expenses.

v Your former spouse is not paying you the child support you're entitled to.

» You took on too much credit card debt.

Give the creditor confidence that you’ll be able to live up to any agreement Book Il
you may reach with one another by explaining what you are doing (or have .

. . . . . e . s Dealing
already done) to improve your financial situation and to minimize the likeli- with Debt

hood that you’ll develop money problems in the future. For example:

v You are living on a strict budget.
v You have enrolled in a money-management class.
v You are working at a second job.

v Your spouse has taken a job outside the home.

Tell the creditor that you want to continue paying on your debt, but in order
to do so you need the creditor to agree to some changes. Be specific about
exactly what you want the creditor to agree to. For example, you would like
to pay $200 less each month on your debt or to make interest-only payments
for three months.

If you get nowhere with the first person you speak with, end your conversa-
tion and try negotiating with someone higher up, like a supervisor or a man-
ager. That person is likely to have more decision-making authority and to be
in a position to agree to your request. In fact, when you call a creditor for
the first time, you may want to ask the person you speak with if he has the
authority to negotiate with you. If that person does not, ask who does.
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Some of your creditors may refuse to negotiate directly with you and may
indicate that you should contact a credit counseling agency and let it do the
negotiating for you. Later in this chapter, we tell you how credit counseling
agencies work.

If the person you are negotiating with tries to pressure you into paying more
than you can afford, stick to your guns.

Making the Agreement Official:
Putting It in Writing

WING/

Whenever you and a creditor reach an agreement, ask for the agreement to
be put in writing. If the creditor refuses, prepare the agreement yourself,
date and sign it, and then send a copy to the creditor. The agreement should
include

v Its duration.

v All deadlines.

v~ All payment amounts.

v Applicable interest rates.

v The amount of any fees you have agreed to and under what circum-
stance you must pay each fee.

v Everything the creditor has agreed to do or not do. For example, the
creditor may agree to waive certain fees, forgive a past-due amount, or
not report to the credit bureaus that your account is delinquent.

v When you and the creditor will be considered in default of the agree-
ment and the consequences of the default.

If a problem develops with your agreement after it is official — if your credi-
tor violates some aspect of the agreement or accuses you of doing the same
thing — and you do not have the terms of the agreement in writing, resolving
your differences may be difficult. Each of you is apt to have different memo-
ries of the agreement details. As a result, you may both have to hire attor-
neys to help you work out your disagreement, and you may end up in court
where a judge will decide what to do.

Before you sign any agreement that you may reach with a creditor, espe-
cially if it involves a lot of money or an asset that you do not want to lose,
ask a consumer law attorney to review it. You want to be sure that you are
adequately protected and that the agreement does not have the potential to
create future problems for you.



Don’t hire an attorney until you have found out how much he will charge to
do the review, which should not take more than one hour of his time. Most
attorneys charge between $100 and $500 per hour for their services, depend-
ing on where they practice law and the size of the law firms they work for:
Attorneys in metropolitan areas on the East and West coasts tend to charge
more than attorneys in rural areas or in the Midwest. Attorneys who work for
large firms tend to charge more per hour than attorneys with smaller firms.

<P If you cannot afford to hire an attorney, you may be able to get help from the
Legal Aid Society in your area, which is essentially a law firm for poor people.
Also, if there is a law school in your area, it may run a legal clinic, and an
attorney or law school student with the clinic can review your agreement for
free. Another option is to contact your local or state bar association to find
out if it can refer you to a consumer law attorney who does a lot of pro bono
work for financially strapped consumers.

After you have a final agreement with a creditor, revise your budget accord-

ingly. When you are ready to contact another creditor, be sure that you pre-

pare for your negotiations by working with the revised budget, not with your
old one.

Knowing the Deal with Credit Counseling

Feeling overwhelmed by your debts and unsure how to take control of your
finances, despite the advice you've read in this chapter and book so far?
Have you tried without success to pursue the self-help options we discuss
elsewhere? Take heart: There is a calm port in the storm called the credit
counseling agency. Among other services, the agency can help you develop a
budget and figure out a way to deal with your debts.

NWNG/ The benefits of credit counseling presume that you work with a reputable,
nonprofit credit counseling agency that employs trained and certified credit
counselors and that charges fairly for its services. Many credit counseling
agencies talk a good game and have impressive Web sites, but they charge an
arm and a leg for their services and deliver little in return. If you work with
one of them, your finances could end up worse, not better. Yikes!

If you're in the market for credit counseling, read on. Here we give you the
information you need to locate a reputable organization. We explain how
good credit counseling agencies operate. And we provide you with a set of
questions to ask before you agree to work with an agency. We also give you
the lowdown on debt-management plans in case a credit counseling agency
suggests that it set one up for you, and we tell you how to get the most ben-
efit from such a plan.

Chapter 4: Negotiating with Creditors and Getting Help 235

Book Il

Dealing
with Debt



236 Book il Dealing with Debt

We also illuminate the dangers of working with a debt settlement firm — a firm
that agrees to settle your debts for less than what you owe on them. Some
consumers confuse debt settlement for credit counseling; we explain how
they differ. Finally, we tell you what to do if you are ripped off by a credit
counseling agency or a debt settlement firm.

Finding a Reputable Credit
Counseling Agency
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A reputable credit counseling agency evaluates your finances and comes up
with a plan for helping you get out of debt and avoid financial problems in
the future. Among other things, the agency

1 Reviews your budget to make sure it is realistic and suggests improve-
ments and/or additional cuts. If you do not already have a budget, the
agency helps you develop one.

1~ Assesses the state of your finances. After reviewing your financial infor-
mation, the agency gives you a realistic picture of where you are right
now financially: no better or worse off than a lot of consumers, on the
brink of bankruptcy, or somewhere in between.

v~ Figures out how you can keep up with your debts. The agency may
revise your budget in order to generate more cash flow (the amount of
money you have to spend) each month so you can pay your debts off
faster. Or it may recommend that you participate in a debt-management
plan in order to lower your monthly debt payments to amounts you can
afford. If your finances are in really bad shape, the agency may suggest
that you meet with a consumer bankruptcy attorney.

If the credit counseling agency advises you to pay off your debts
through a debt-management plan, the agency will explain how the plan
works and review its pluses and minuses. Also, the agency should give
you a general idea of how much you’ll have to pay on your debts each
month if it sets up a debt-management plan for you.

When a credit counseling agency sets up a debt-management plan for
you, the plan will address your unsecured debts, like credit card debts,
unpaid medical bills, and student loans. Most credit counseling agencies
will not help you with your secured debts, such as your mortgage, home
equity loan, and car loan.

~ Helps you set financial goals and provides you with financial educa-
tion. The financial education may include workshops and seminars
on various aspects of money management, as well as brochures and
workbooks.
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Telling the good from the bad

Most credit counseling agencies are truly interested in helping consumers get
a handle on their debts and develop a solid foundation for a financially sound
future. However, some agencies are mostly out to make a buck (or lots of
bucks) off consumers who are desperate for help and unaware of the differ-
ences between reputable and disreputable credit counseling agencies.

Sadly, consumers who work with a bad apple agency are apt to pay it a lot

of money — money they could have used to pay their debts or their living
expenses — and get little or nothing in return. In fact, many of these consum-
ers end up worse off financially than they were before. For example, bad-
apple credit counseling agencies may charge excessive fees, push consumers
into debt-management plans when they don’t need them (so the agencies can
charge plan administration fees each month), and offer no financial education
or goal-setting assistance.

That’s the bad news. The good news is that it’s relatively easy to find a good
credit counseling agency, assuming that you know the questions to ask and
the telltale signs that an agency may not be on the up and up.

If an agency’s promises about what it can do for you sound too good to be
true, they probably are. Watch out! No matter how much you may want to Book Il

believe what it says, look for another credit counseling agency to work with. Dealing

with Debt
Avoid credit counseling agencies that solicit your business by phone or email.

Also, don’t be impressed by agencies that spend money on glossy print ads
and regular ads on TV or radio. Reputable organizations do not spend a lot of
money on advertising and rely mostly on referrals and word of mouth.

Locating agencies in your area

When you look for a credit counseling agency to work with, check out a
couple so you can feel confident that you are going to get good help. Ask
friends or relatives who have had a good past experience with credit counsel-
ing for a referral. Don’t know anyone who’s worked with this kind of agency?
Here are two other excellent resources for finding a good one:

v The National Foundation for Credit Counseling: www.nfcc.org or
800-388-2227

 The Association of Independent Consumer Credit Counseling
Agencies: www.aiccca.org or 800-450-1794

The counselors who work for credit counseling agencies that are affiliated
with these two organizations are trained and certified.
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Another excellent source of reputable credit counseling agencies is the Web
site of the United States Trustee. These days, people who want to file for
bankruptcy have to obtain a certificate to file from a credit counseling agency.
Only credit counseling agencies that have been certified by the federal
Trustee’s office can issue this type of certificate. We think it’s safe to assume
that the certified agencies are reputable. To find a certified credit counsel-
ing agency in your state, go to www.usdoj .gov/ust and click on “Credit
Counseling & Debtor Education.”

If you don’t find credit counseling agencies in your area, or if you would have
a difficult time going to a credit counseling agency’s office during business
hours, many good agencies offer online counseling that can be just as effec-
tive as meeting face to face with a credit counselor. However you choose

to get the counseling, your method of selecting a credit counselor and your
expectations should be the same.

Knowing what to ask and what to expect

After you have the names of some agencies, ask each the following set of
questions by meeting with a representative from each agency, emailing them
from their Web sites, or talking with them on the phone. Do not pay a credit
counseling agency any money or sign any paperwork until you have received
satisfactory answers to each of these questions:

v Are you a federally approved, nonprofit, tax-exempt credit counseling
agency? Nonprofit agencies will charge you the least for their services
and provide you with the most in return. Some credit counseling orga-
nizations are for-profit businesses even though their names make them
sound like they are nonprofits.

Get proof that a credit counseling agency is truly a nonprofit by asking
for a copy of its IRS approval of nonprofit status letter. The letter is a one-
page document. Don’t work with an agency that refuses to let you look
at this letter or never provides it.

+* Do you have a license to offer credit counseling services in my state?
Although some states do not license credit counseling organizations,
many do. You can find out if your state requires licensing by contacting
your state attorney general’s office. If your state does issue licenses, ask
for the name of the licensing agency and then get in touch with it to con-
firm that the credit counseling agency has a valid license.

1 What services do you offer? The upcoming section “Working with a
Credit Counselor” describes the services the agency should offer.
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v How do you charge for your services? Reputable credit counseling
agencies charge little or nothing for most of their services. However,
if you participate in a debt-management plan, you will be charged a
small monthly administrative fee — probably $40 per month tops. Less-
reputable agencies charge substantial upfront fees — as much as several
hundred dollars — as well as steep monthly fees if they put you in a
debt-management plan.

Some credit counseling agencies that are not on the up and up don’t

charge large fees but charge a lot of small fees instead. Over time, all
those small fees really add up. Ask the credit counseling agency for a
comprehensive list of fees. If it refuses to provide a list or tells you it
does not have one, steer clear!

Some states regulate the amount of money a credit counseling agency
can charge to set up a debt-management plan and to administer it.
Contact your state attorney general’s office to find out if it regulates
these fees.

Watch out for credit counseling agencies that encourage you to give
them voluntary contributions. The contributions are nothing more than
fees to make the agencies more money at your expense.

1 Will I be assigned a specific credit counselor to work with? You should
expect to work with one credit counselor.

Book IlI
1+ How do you pay your credit counselors? Reputable agencies pay their Dealin
counselors a salary or pay them by the hour. Avoid agencies where the with ngt

credit counselors make money by selling services to consumers. The
counselors are nothing more than commissioned salespeople who have
a financial incentive to get you to buy as many services as possible
whether you need them or not.

v~ Can I see a copy of the contract I must sign if I work with you? Don’t
work with an agency that does not use a contract or that won’t share a
copy with you. The contract should clearly state exactly what services
the agency will be providing to you, a timeline for those services, and
any fees or expenses you must pay. It should also provide information
about any guarantees the credit counseling agency is making to you, as
well as the name of the credit counselor you’ll be working with and the
counselor’s contact information.

+ How will you keep my personal and financial information private and
secure? With identity theft on the rise, you must feel confident that the
agency has a strong policy in place to protect your information from
strangers.

After you find an agency you’d like to work with, check it out with your local
Better Business Bureau and with your state attorney general’s office. If either
organization indicates that numerous consumers have filed complaints
against the agency, reconsider your decision.
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You should also check with the Federal Trade Commission (FTC) at
www . £tc.gov or by calling 877-382-4857. The FTC is aggressively cracking
down on businesses that pretend to be nonprofit credit counseling agencies.

Working with a Credit Counselor

After you have chosen a credit counseling agency, your assigned credit
counselor will spend time becoming familiar with you and your finances. If
you meet face to face with the counselor, you should expect your initial meet-
ing to last about an hour, and you should expect to have a couple follow-up
meetings. If you get your counseling online, you will exchange information
and get your questions answered via email.

Sharing your financial situation

At your first meeting (or soon after), be prepared to provide your counselor
with such information as

v Your household budget, if you have one.

v Alist of your debts, including whether they are secured or unsecured.
v The amount of money due on each debt every month.

1 The interest rate for each debt.

v Which debts you are behind on.

v The assets you own and their approximate market values (meaning how
much you could sell them for).

v Copies of your most recent tax returns or pay stubs reflecting your
monthly take-home pay.

The counselor uses all this information to prepare a get-out-of-debt plan cus-
tomized just for you. Not only will the plan provide you with a road map for
getting out of debt; it should also help you work toward your financial goals
like buying a home, saving for your retirement, helping your children pay for
their college educations, and so on.

As part of your plan, the credit counselor may suggest that you enroll in one
or more of the agency’s money-management seminars and workshops so you
can gain the information and tools you need to avoid debt problems in the
future and achieve your financial goals. The seminars and workshops may
focus on topics like smart budgeting, managing debt, financial goal-setting,
and so on. Also, the counselor may give you free money-management materi-
als to read.
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Whittling down your debt with
a debt-management plan

If your counselor is unable to figure out a way for you to pay off your debts
by reducing your expenses and maybe making more money, the counselor
may recommend that you participate in a debt-management plan. When you
participate in such a plan, the counselor tries to negotiate smaller monthly
payments with your creditors.

Getting creditors to buy in

The counselor determines exactly how much you can afford to pay to your
unsecured creditors each month in order to eliminate each debt over a three-
to five-year period. Then the counselor contacts the creditors to find out if
they will agree to let you pay the amounts you can afford. In some instances,
the counselor may also ask the creditors for other concessions, such as lower-
ing your interest rates and reducing or waiving any fees you may owe to them.

If your unsecured creditors believe that giving you what you need is their best
shot at getting the money you owe, and if they believe you are likely to file for
bankruptcy otherwise (which means they may not get a penny from you), they
will probably agree to the plan the credit counselor has proposed. However,

A X . Book IlI
most large creditors will have a minimum amount that they expect you to pay
on your debts each month; unless you commit to paying it, they won'’t agree to Dealing
participate in your plan. If some of your creditors refuse to work with you, you with Debt

have to continue paying them according to the original agreements with them.

Many creditors are willing to offer special concessions to consumers who
pay off their debts through a debt-management plan. In return, they expect
that consumers will not incur additional debt while they are in their plans.

Working the plan

After the credit counselor has prepared your final debt-management plan,
ask for a copy. Do not sign it until you have read it carefully, understand
everything in it, and are sure that you can live up to it. Note any restrictions
in the plan. For example, it may prohibit you from taking on additional credit
with your current creditors or applying for new credit while it is in effect. If
you violate any aspect of your plan, you risk having it cancelled.

When your plan is official, you pay your credit counselor every month the
amount of money you have agreed to pay on your debts, as well as the
required monthly fee. In turn, the counselor pays your creditors.

Make sure your debt-management plan says that your credit counselor will
send you regular monthly updates on the status of your debt-management
plan, including confirmation that each of your creditors was paid according
to the terms of the plan.
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Beware of credit counseling agencies that spend little or no time evaluating
your finances before advising you to enroll in a debt-management plan or
that ask you to begin paying on a debt-management plan before your credi-
tors have agreed to work with you.

Also, be aware that some creditors who agree to be part of your plan may
report you as slow paying or as paying through a debt-management plan,
which will damage your credit history a little. However, statistics show that
successfully completing a debt-management plan actually increases your
FICO score — the numeric representation of your creditworthiness that

is derived from the information in your credit history. (For more on FICO
scores, see Book [, Chapter 1.)

Actively managing your plan

Even when you are careful about choosing a credit counseling agency to
work with, if you participate in a debt-management plan, problems can
develop that may undermine the plan benefits. Follow these tips to minimize
the potential for problems:

v After your counselor tells you which of your unsecured creditors have
agreed to participate in your debt-management plan, contact them to
confirm their participation before you send the counselor any money.

However, taking this step before paying any money may not always be
possible. Due to cost constraints, a nonprofit credit counseling agency
may not contact your creditors to find out if they will participate in
your debt-management plan until you have given the agency an initial
month’s payment on the plan. The agency wants to be sure that you are
serious about paying your debts before it spends time negotiating the
plan details with your creditors.

v If your counselor tells you that one of your creditors won’t agree to par-
ticipate in your plan until you send the counselor an upfront payment,
contact the creditor to confirm that what the counselor says is true.

1 Make sure that the schedule your counselor sets up for paying your
debts provides enough time for your creditors to receive what they are
owed each month before the payment due dates. Otherwise, you risk
racking up late fees and penalties.

v Every month, just after the date that your counselor is due to make a
payment, confirm with the counselor that the payment was made on
time.

v Whenever you receive a monthly statement of your account from one of
the creditors participating in your debt-management plan, review it care-
fully to make sure your account was credited appropriately. Also, make
sure that each creditor made whatever concessions it agreed to make,
such as lowering your interest rate, waiving certain fees, or allowing you
to make reduced payments or interest-only payments for a while.
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Avoiding Debt Settlement Firms
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Some people confuse debt settlement firms, also known as debt negotiation
firms, with credit counseling agencies. Don’t make this mistake. Although a
debt settlement firm may try to confuse you by choosing a name that sounds
like a nonprofit credit counseling agency, debt settlement companies are

in business to make money. The services they offer are very different from
those of a legitimate credit counseling agency. Also, if you work with a debt
settlement firm, you risk harming your finances and damaging your credit
history and your FICO score.

Being wary of false promises

Debt settlement firms claim that they can settle your unsecured debts for
less than the full amount you owe on them. In other words, after you pay the
settlement amounts, your creditors will consider the debts to be paid in full.
For example, if you owe $10,000 in credit card debt, a debt settlement firm
may tell you that it can get the creditor to agree to let you pay the debt off for
$6,000.

You can try to settle your own debts, for free (see first half of this chapter). Book Il
You don’t need a debt settlement firm to do it for you. Dealing
with Debt

(But keep in mind, as we mentioned, that if a creditor agrees to forgive part of
your debt, the IRS will probably treat that forgiven amount as income to you, and
you will be taxed on it. If you receive an IRS 1099 form related to a debt that you
settled, talk to a CPA. If the CPA can prove that you were insolvent at the time
that the amount of the debt was forgiven, you won’t be taxed on that amount.
You're insolvent if you don’t have enough money to pay your debts and living
expenses and you don’t have any assets you can sell to pay off the debts.)

Some debt settlement firms also promise that after they settle your debts,
they can get all the negative information related to those debts removed from
your credit history. Not true! Only the creditors that reported the negative
information can remove it.

If you agree to work with a debt settlement firm, you may be told to stop
paying your unsecured creditors and to begin sending that money to the

firm itself. The problem is that a debt settlement firm may be all talk and

no action. It may not be able to settle your debts for less. In fact, it may not
even try. Furthermore, if it does intend to try to settle your debts, it may take
months for the firm to accumulate enough money from the payments you are
sending to be able to propose settlements to your creditors. Meanwhile, your
debts are going unpaid, your credit history is being damaged further, and the
total amount you owe to your creditors is increasing because late fees and
interest are accumulating.
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If you question a debt settlement firm about the consequences of not paying
your debts, you may hear that your unsecured creditors won’t sue you for
their money. That is flat-out wrong.

Preventing worse financial problems

Debt settlement firms charge much more money than legitimate credit coun-
seling agencies. If you work with a debt settlement firm, you may have to pay
one or more substantial upfront fees, as well as additional fees that may be
based on the number of unsecured credit accounts you have, the amount

of debt you owe, or the amount of debt that the firm gets your creditors to
forgive. In the end, the cost of working with a debt management firm may be
more than the amount of money you save from settling your debts.

Be careful if a debt settlement firm offers to loan you money, maybe more
than you can really afford to pay. Not only is the loan likely to have a very
high interest rate and other unattractive terms of credit, but if you are not
careful, you may sign paperwork giving the firm the right to put a lien on an
asset you own. The firm is hoping that you’ll fall behind on your loan pay-
ments so it can take the asset from you.

Getting Relief If You Get Ripped Off
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If you get taken by a disreputable credit counseling organization or by a debt
settlement firm, contact a consumer law attorney right away. The attorney
will advise you of your rights. He may recommend sending a letter on his law
firm stationery to the credit counseling organization or debt settlement firm
threatening legal action unless the firm makes amends to you (such as by
giving you your money back). The credit counseling organization or debt set-
tlement firm may agree to the attorney’s demands in order to avoid a lawsuit.
If it does not respond or refuses to do what the letter asks, you can decide if
you want to go forward with a lawsuit.

Assuming that you have a strong case, the attorney will probably represent
you on a contingent fee basis. This means that you won’t have to pay the
attorney any money to represent you. Instead, the attorney gambles that you
will win your lawsuit, and the attorney will take his fee from the money that
the court awards you as a result. If you lose your lawsuit, you do not have

to pay the attorney a fee. However, depending on your agreement with one
another, win or lose, you may have to pay the attorney’s court costs and any
other fees and expenses related to your case.
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Regardless of whether you sue the credit counseling organization or debt
settlement firm, you should file a complaint against it with your state attor-
ney general’s office, your local Better Business Bureau, and the Federal Trade
Commission (FTC). Although none of these organizations can help you get
your money back or undo any damage done to your credit history and your
FICO score, other consumers who may be thinking about working with the
same credit counseling agency or debt settlement firm may think twice after
reading your complaint. Also, if your state attorney general’s office or the
FTC receives a lot of complaints about the credit counseling agency or debt
settlement firm, it may take legal action against it. For example, it may file a
class action lawsuit on behalf of everyone who was ripped off.
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Chapter 5
Considering Bankruptcy

In This Chapter
Understanding the history and tradition of bankruptcy
Dispelling myths about bankruptcy
Discovering what you can gain in bankruptcy
Recognizing what you may lose in bankruptcy

Knowing the consequences of not filing bankruptcy when you qualify

M aybe you were socked with an unexpected and uninsured medical
expense, and you didn’t have the savings to cover the bills. Perhaps you

lost your job and can no longer juggle your car and mortgage payments. Maybe
you dipped into personal assets in a desperate (and futile) bid to salvage your
business. Perchance your husband split and left you holding a big bag of joint
debts. Or you bought into the easy-credit, instant-gratification, shop-till-you-drop
mentality encouraged by lenders and retailers and found yourself mired in finan-
cial quicksand. In any case, things got out of hand and now you’re up to your
ears in debt.

Finance companies are warning that if you don’t pay up, and soon, they’ll
take your home and car. Credit card firms are threatening to haul you into
court. Debt collectors are pursuing you relentlessly. Your finances are a
disaster. Your personal and professional relationships are strained. You're
losing sleep, and you’re becoming a perfect candidate for ulcers. Welcome to
the club. Millions of Americans are in the same leaky boat.

Thankfully, you have a perfectly legitimate way to stop foreclosures and reposses-
sions, put an end to lawsuits, protect your paycheck from garnishments, get those
menacing debt collectors off your back, and regain control of your life: bankruptcy.

Bankruptcy is shrouded in myth and prejudice. If you're like many folks, the
first step on the road to financial recovery is overcoming your feelings of
inadequacy, shame, guilt, and fear of the unknown.

In this chapter, we encourage you to put aside myth and prejudice, and look
calmly at the advantages and disadvantages of bankruptcy. Only then can you
make a rational decision about whether bankruptcy is the best choice for you
and your loved ones.
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Viewing Bankruptcy in a
Historical Context

In the United States, the concept of bankruptcy is unique. Here, bankruptcy

is viewed legally and perceptually as a means to an end, not as the end of a
debtor’s financial life. The Founding Fathers provided for bankruptcy right
there in the Constitution. A series of laws passed (and sometimes repealed)

by Congress during the 1800s shaped the American view of bankruptcy as not
only a remedy for creditors, but also a way to give honest yet unfortunate debt-
ors financial rebirth. The Bankruptcy Act of 1898 established that debtors had
a basic right to financial relief without creditor consent or court permission.
American bankruptcy laws have come to be recognized as far more compas-
sionate and much less punitive to debtors than the laws of other countries.

Like much of American law, the country’s bankruptcy statutes reflect the
constant tension between the competing interests of debtors and creditors.
Think of it as a perpetual tug of war, with each side striving mightily but
never pulling its opponent all the way over the line. To this day, the balance
of influence between creditors and debtors is in an ever-present state of flux.
Sometimes debtors have the upper hand. Other times, creditors get the edge.
At the moment, thanks to a law that took effect in October 2005, creditors are
holding the trump card.

The constant, however, is that Americans have always been (and remain)
entitled to a fresh start. The obstacles that you must clear to obtain this
fresh start are not constant; they’re always changing.

Modern-day bankruptcy is rooted in the Bankruptcy Code of 1978, a federal law
that was produced after more than ten years of careful study by judges and
scholars. More recently, creditors and their lobbyists essentially rewrote what
was a pretty well-reasoned and fair law in their own image. The result was the
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 — often
known as the Bankruptcy Abuse Reform Fiasco, or BARF. In our opinion, it’s
not good for consumers. It’s not good for the economy. It flies in the face of the
risk/reward principles at the core of capitalism. And, in the long run, it’s prob-
ably not even good for the credit industry, which wrote it.

So how did a one-sided, ill-considered bucket of BARF happen to pass both
houses of Congress and presidential scrutiny?

Some think the eight-year lobbying campaign by the credit card industry and
the $100 million spent on campaign contributions may have had something
to do with it. Some speculate that lawmakers simply didn’t pay a whole lot of
attention to the fine print in an incredibly complex amendment that’s about
the size of a metropolitan telephone book.



Bankruptcy’s roots

The word bankruptcy evolved from the Italian
phrase banca ratta, which means “broken
bench or table.” In medieval times, when a mer-
chant failed to pay his debts, creditors ceremo-
niously broke the bench or table from which
he conducted his business. The forgiveness of
debts, on the other hand, has biblical roots.

Consider the Old Testament: “At the end of
every seven years, you are to cancel the debts
of those who owe you money. This is how
it is done. Everyone who has lent money
to his neighbor is to cancel the debt: he must
not try to collect the money: the Lord himself
has declared the debt canceled.” (Deuteronomy
15:1-2).

Debt forgiveness also is a prominent New
Testament theme. In Matthew 18:21-27, Jesus
relates the story of a servant who was indebted
to his master. The master ordered the servant
and his entire family into slavery, but upon
reconsideration, he forgave the debt. Jesus
used the parable to explain the virtue of debt
forgiveness. (On the other hand, the apostle
Paul admonishes debtin Romans 13:8, “Render
therefore to all their dues . . . owe no man any
thing.” So maybe we can't afford to get too
pious here.)

In any case, throughout history, creditors have
not exactly displayed an attitude of Judeo-
Christian charity toward debtors. And neither
have governments.

The early Romans hacked up and divided the
bodies of people who didn't pay their debts. In
early England, people who were in over their
heads financially were tossed in dungeons. The
initial bankruptcy law, passed in 1542 during the
reign of Henry VIII (the guy who kept beheading
his wives), viewed debtors as quasi-criminals
but, for the first time, provided remedies other
than imprisonment or mutilation.

Apparently, creditors finally realized that killing,
maiming, or imprisoning debtors only ensured
that they'd never get their money and that, even
if the debtor survived, he'd never be able to sup-
port himself and his family or become a produc-
tive member of society.

During the more enlightened reign of Queen
Elizabeth |, a comprehensive bankruptcy law
was passed that remained in effect for more
than a century. The aim of the 1570 bankruptcy
law was most certainly not to grant relief to
debtors. Instead, it was designed to help credi-
tors. It applied only to merchants (ordinary debt-
ors still were imprisoned) and essentially laid
out procedures by which a bankruptcy com-
missioner could seize the debtor’s assets, sell
them, and divide the proceeds among creditors.
Debtors who did not cooperate had one of their
ears lopped off.

The very idea of a bankruptcy law aiding debt-
ors or forgiving debts remained somewhat
unimaginable until 1705, when Parliament
enacted the first law that enabled a person to
wipe out unpaid financial obligations. However,
the terms were rather harsh: Consent of the
creditor was required, and anyone who fraudu-
lently sought bankruptcy relief faced the death

penalty.

Before the United States won its independence,
the various colonies handled bankruptcy their
own respective ways, and little uniformity
existed from colony to colony — except for the
factthat settlers generally maintained the British
tradition of jailing debtors (which extended to
the father of one of the British Empire’s greatest
literary stars, Charles Dickens.). In fact, Robert
Morris, known as the “financier of the American
revolution” and a signer of the Declaration
of Independence, spent three years in debt-
ors’ prison (and six years in the United States
Senate). Supreme Court Justice James Wilson
fled Pennsylvania to avoid a similar fate.
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Debunking Bankruptcy Myths

Bankruptcy is an economic decision, not a morality play, and you needn’t be
deceived into viewing it as anything else. The following sections look at some
of the usual myths that are cast about by the credit industry.

“People who go bankrupt
are sleazy deadbeats”

People file for bankruptcy because they’re in debt. The more debt there is,
the more bankruptcies there are. Well, duh! It really is that simple.

The credit industry stereotypes folks who file bankruptcy as worthless dead-
beats taking advantage of a loophole-ridden legal system to dump their moral
obligations on the backs of the rest of us. This stereotype is false, discrimina-
tory, and manifestly unfair. Sure, bankruptcies have increased dramatically
along with consumer debt, although the number of bankruptcies per $100
million on consumer debt has remained remarkably constant. From the 1970s
to the 1980s, filings virtually doubled. The pace continued to increase in the
1990s, with bankruptcy filings setting new records year after year, even with
a seemingly robust economy and near full employment. In fact, by the mid-
1990s, bankruptcy filings, on a per capita basis, were running some eight
times ahead of filings of the Great Depression. About 1 out of every 75 house-
holds in America has a member who has filed bankruptcy.

As soon as BARF went into effect on October 17, 2005, the number of bank-
ruptcies plummeted, yet the financial health of the middle class continued to
deteriorate. This is explained by the following facts:

v Record numbers of people rushed to file bankruptcy before BARF went
into effect.

v BARF made it more tedious and time-consuming to file bankruptcy.

v~ Because of the additional work involved, the fees attorneys charge for
bankruptcy have doubled.

v~ Bill collectors have been lying to folks, telling them that they’re not eli-
gible to file under the new bankruptcy law.

But the days of declining bankruptcies are over, and the number of folks
filing has been steadily increasing since BARF, and will continue to increase,
especially as homeowners try to avoid foreclosure.

And who are these people filing for bankruptcy? Chances are, they’re your
neighbors, regardless of what neighborhood you live in. Bankruptcy is an
equal-opportunity phenomenon that strikes in every socioeconomic bracket.
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The fastest-growing group of bankruptcy filers are older Americans. More
than half of people 65 and older who are forced into bankruptcy are forced
because of medical debts. Also, more families with children, single mothers,
and single fathers are being driven into bankruptcy; the presence of children
in a household triples the odds that the head of the household will end up in
bankruptcy.

In any case, the image of the sleazy, deadbeat bankruptcy filer is a phantom
and a scapegoat for irresponsible lending. The bankruptcy filer can be more
accurately described as an ordinary, honest, hardworking, middle-class con-
sumer who fell for aggressive and sophisticated credit marketing techniques,
lost control, and unwittingly surrendered his financial soul to the devil that is
debt.

“Bankruptcy is the easy way out
for folks who can pay their bills”

Creditors have been making this claim since the 1800s, and it’s as demonstra-
bly wrong today as it was back then.

In recent years, the credit industry funded several studies — a handy euphe- Book Il
mism for propaganda, the more accurate description — that supposedly sup- Dealing
port their argument that people are skipping to bankruptcy court to skip out of with Debt
their obligations. Independent sources have debunked every one of these self-

serving reports. Two financial arms of Congress, the General Accounting Office

and the Congressional Budget Office, discredited several of these studies.

Bankruptcy isn’t the cause of debt; it’s the result. And it isn’t the disease; it’s
the cure. Restricting access to bankruptcy court won’t solve the problem of
debt any more than closing the hospitals will cure a plague.

“Bankruptcy threatens the ethical
foundations of our society”

Gee, you'd think that bankruptcy was the greatest threat to apple pie and
motherhood since Elvis Presley and bell-bottom jeans!

Credit card companies furiously push plastic on virtually anyone willing to take
it. At present, more than 1 billion credit cards are in circulation —about 10

for every household in the United States. Lenders mail out billions of credit
card solicitations every year. Low- and moderate-income households, high
school students, and the mentally disabled — or, in their vernacular, emerging
markets — are popular targets of lenders.
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It's enough to make you BARF

Afive-year study published in the medical policy
journal Health Affairs in February 2005 found
that between 1981 and 2001, medical-related
bankruptcies increased by 2,200 percent — six
times the increase in the number of all bank-

of the medical filers were not the uninsured
poor, but middle-class folks with health insur-
ance. According to the study, lack of insurance
doesn't wipe people out; copayments, deduct-
ibles, and uncovered services do.

ruptcies during the same period. And most

According to the Administrative Office of the United States Courts, consum-
ers between the ages of 18 and 25 are one of the largest-growing segments
(next to senior citizens) of bankruptcy filers — students and other young
people who lack the maturity and resources to handle debt.

Anyone with a brain can figure out that extending credit to folks with no
income, no assets, and no track record is kind of dumb (not to mention mor-
ally questionable). But creditors are more than willing to ignore the dangers
of tomorrow so that they can reap exorbitant interest rates today. They're
counting on — literally banking on — your ignorance of the situation. They
encourage robbing Peter to pay Paul by using credit card advances to pay
off credit card bills. They convince many middle-class consumers to bleed
all the equity out of their homes through aggressively marketed home-equity
loans — with much of it going to finance consumable products (mall junk)
instead of the homestead of the American Dream. That hundreds of solid,
middle-class folks find themselves in bankruptcy court isn’t surprising.

But why, in the face of increasing credit card losses, does the credit industry
continue to dispense credit with utterly reckless abandon? The answer is
simple: Because it’s profitable . . . extremely profitable — or least it used to be.

During the decade prior to BARF, bankruptcy filings increased 17 percent,
while credit card profits have soared 163 percent!

But, as mortgage lenders are coming to learn, the chickens ultimately come
home to roost after an irresponsible lending orgy. It remains to be seen how
long it will take for credit card lenders to wake to the fact that they will likely
suffer catastrophic losses even greater than those that now plague the mort-
gage lending industry.
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“Honest folks pay a ‘tax’ to support
people who are bankrupt”

Claiming that honest taxpayers are supporting people who are bankrupt is
nothing short of an outright, bald-faced lie. The theory, trumpeted in press
releases, is that hundreds of thousands of Americans routinely ignore their
obligations, intentionally or recklessly drive up their debts, and then declare
themselves insolvent, stiffing creditors and, ultimately, every God-fearing,
bill-paying, hard-working, patriotic American.

Creditors note that they write off billions every year. Thus, the reasoning
goes, if access to bankruptcy were restricted, the credit industry wouldn’t
suffer losses that it must pass along to consumers. So, they say, BARF is good
for consumers.

They’re not saying that they’ll pass along any savings to their customers,
though, and, historically, that has not been their practice. Besides, do you
really believe that the credit industry paid politicians tens of millions of dol-
lars to enact BARF in order to save you money? Not likely.

Book Il
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If you have no way to pay your bills, you certainly need to consider bank-
ruptcy. If you have an income but cannot repay your debts in full within three
years while maintaining a reasonable standard of living, bankruptcy may be a
wise option.

Bankruptcy isn’t the solution when your motive is anything other than rea-
sonable relief from your debts. The U.S. Bankruptcy Code was established to
assist honest debtors, not to provide a haven for chiselers and charlatans. If
your aim is to jerk some creditor around, weasel out of debts you can easily
pay, evade child support, or generally just stiff someone, bankruptcy is the
wrong route. No one should use bankruptcy for vengeance or as a stopgap
measure, or as a ploy or a bargaining chip. Don’t file bankruptcy unless
you're serious about following through.

Bankruptcy can

v~ Halt almost every kind of lawsuit.

v Prevent garnishment of any wages you earn after filing.
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v Stop most evictions if bankruptcy is filed before a state court enters a
judgment for possession.

v Avert repossessions.
v Stop foreclosures.

v Prevent your driver’s license from being yanked for unpaid fines or
judgments. (The stay doesn’t prevent revocation or suspension of your
driver’s license for failing to pay court-ordered support.)

v Bring IRS seizures to a skidding stop.
Bankruptcy generally doesn’t prevent

v Criminal prosecutions.

v Proceedings against someone who cosigned your loan, unless you file a
Chapter 13 repayment plan and propose paying the loan in full.

v Contempt of court hearings.

v~ Actions to collect back child support or alimony, unless you file Chapter 13
and propose to pay off that obligation during the life of your plan.

v Governmental regulatory proceedings.

In recent years, some self-proclaimed “mortgage consultants” and “foreclo-
sure service” outfits have made a business out of essentially tricking their cli-
ents into filing bankruptcy. These con artists exploit the bankruptcy laws to
delay foreclosure, collect rents from the property during the delay, and then
head for the hills. In the end, unsuspecting clients usually lose their homes
and wind up with a bankruptcy on their records without realizing they’d even
filed for bankruptcy. Bottom line: Discuss your options with an experienced
bankruptcy attorney, not some fly-by-night flimflam operation.

Stopping creditors in their tracks

The moment that you file a bankruptcy petition, a legal shield called the
automatic stay kicks in, prohibiting creditors from contacting you, suing you,
repossessing your property, or garnishing your wages.

After you file, a creditor can ask for permission to proceed with a reposses-
sion or foreclosure. But the creditor must obtain permission in advance, and
the bankruptcy court judge may well turn down the creditor, if you propose a
reasonable plan for paying that particular debt. (The following sections cover
filing bankruptcy to eliminate some bills and pay others.)

Whenever a creditor is foolish enough to ignore the automatic stay, he’ll have
a federal judge on his back and may get zapped with a fine and an order to
pay your attorney fees.



American bankruptcy

Our forefathers had radical ideas when it came
to bankruptcy.

The founders foresaw the possibility that
honest people might suffer severe economic
misfortune or make poor choices (Thomas
Jefferson, certainly one of the most produc-
tive and accomplished individuals in the his-
tory of the world, was perpetually on the brink
of bankruptcy during his later years). They had
the wisdom to provide for bankruptcy in the U.S.
Constitution.

After the Constitutional Convention of 1787, the
framers of the Constitution added a bankruptcy
clause empowering Congress to pass uniform
bankruptcy laws to prevent some states from
establishing debtors’ havens. In 1800 — 11
years after the ratification of the Constitution —
Congress passed (by a single vote) a national
bankruptcy law that enabled debtors to wipe out
unpaid debts. But the provision was repealed
three years later because of creditor com-
plaints. Consequently, states began passing
their own bankruptcy laws, a practice that the
U.S. Supreme Court struck down.

By 1833, the federal government abolished debt-
ors’ prisons. Honest debtors would no longer be
incarcerated. But bankruptcy was still viewed
as a remedy for creditors, not debtors.

The tide began to shift when Congress, spurred
by the powerful oratory of Daniel Webster,
passed the Bankruptcy Act of 1841, a seminal
event that established clearly that bankruptcy
law was for debtors and for creditors. For the
first time in history, the advocates for debtors
had prevailed over the interests of creditors.

The victory was short-lived, however. Only three
years later, creditors successfully had the law
withdrawn. A similar choreography occurred
just after the Civil War: Congress passed the
Bankruptcy Act of 1867, which again enabled
debtors to wipe out their debts. Eleven years
later, creditors got it repealed. The threshold
problem was this: Debt elimination was viewed
as a privilege, dependent on creditor consent or
court permission, not a fundamental right.

In the late 1890s, a revolutionary and uniquely
American idea emerged: Bankruptcy relief
had to be available to an honest person with-
out consent or permission from others. This
concept, which has come to be known as the
unconditional discharge, was carved into the
Bankruptcy Act of 1898.

Regardless of the long history and legal tradi-
tion underlying the unconditional discharge,
creditors never cease trying to turn back the
clock to the days when your bankruptcy relief
required their permission.

Whenever the political climate appears
favorable, creditors predictably scamper to
Congress, whine about their losses, and claim
that the “crisis” of “out-of-control” bankrupt-
cies threatens to undermine the whole of
Western civilization.

And therein lie the roots of BARF!

(See David A. Skeel, Jr., Debt’s Dominion:
A History of Bankruptcy Law in America,
Princeton University Press, 2001.)
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Wiping out most of your debts

Bankruptcy wipes out or discharges most debts. Credit cards, medical bills,
phone charges, loans, and judgments all are usually dischargeable. However,
some obligations generally are not eliminated in bankruptcy. These nondis-
chargeable debts include the following:

v Student loans
v Alimony and child support

v Damages for a personal injury you caused while driving illegally under
the influence of drugs or alcohol

v Debts from fraud
v Financial obligations imposed as part of a criminal conviction

v Taxes arising during the past three years

Catching up on back mortgage
and car payments

Sometimes even dischargeable debts continue to haunt you when they’re
tied to one of your essential possessions. For example, you can wipe out
loans secured by your home or car, but the creditor can still foreclose on
your house or repossess your vehicle if you don’t pay.

In a Chapter 13 bankruptcy (one in which you pay what you can toward your
debts and the remainder is forgiven), you can propose a partial-repayment
plan to avoid foreclosure and make up back mortgage payments over a five-
year span. You can prevent repossession of your car by catching up on back
payments of the life of the plan. In some situations, you have to pay only
what the vehicle is worth instead of the whole loan balance.

Filing bankruptcy to pay
some debts over time

Although some debts are not dischargeable, filing a Chapter 13 reorganization
enables you to pay debts such as support obligations or back taxes over a five-
year period and protects you from being hassled while you're paying down the
balances. You can also gradually catch up on missed mortgage payments. In
the meantime, most of your other debts are eliminated while you just pay for
current expenses and keep current on future house and car payments.



Noncitizens of the U.S.A.

You don't even have to be an American citizen to
qualify for a fresh start. Neither citizenship nor
even formal resident-alien status is required.
As long as you have property or a business in
the United States, you're eligible for bankruptcy
relief. But courts disagree on just what “prop-
erty in the United States” constitutes, and some
have rejected attempts by foreigners to create
eligibility by simply obtaining a U.S. mailbox or
establishing a nominal bank account. Others
take a more liberal view.

For example, Ernestine didnt live, work, or do
any business in the United States, but she had a
few hundred bucks in a bank account. The court
said Ernestine was eligible to file bankruptcy in
the United States — and expressed bewilder-
ment as to why American credit card compa-
nies would offer massive amounts of creditto a
foreigner with no job and $522 to her name.
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Using bankruptcy to pay all your debts

Sometimes filing bankruptcy actually provides a way of paying all your debts
instead of escaping them.

Book IlI
If the value of your property is sufficient to pay all your debts if only you had Dealing
enough time to sell your assets, you can use bankruptcy to hold aggressive with Debt

lenders at bay until your property is sold for the benefit of all your creditors —
and possibly producing a surplus for you.

Say, for example, that you own investment property worth $150,000, on
which you have a mortgage of $100,000, and that you have other debts total-
ing $25,000.

If you can sell the property, you can pay off the mortgage and other debts
and still have something left over for yourself. But if the mortgageholder fore-
closes, neither you nor your creditors will likely receive a cent. Although the
property is put up for public auction in a foreclosure, bidders rarely show up,
and the only bidder typically is the mortgageholder, which merely bids the
amount that’s owed on the mortgage. In other words, the mortgage company
ends up owning the property without paying any cash. Filing bankruptcy
interrupts the foreclosure so that the property can be sold for everyone’s
benefit.
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Knowing What You Can
Lose in Bankruptcy

Although bankruptcy may be that miracle cure you sought for your financial
woes, you may encounter some unpleasant side effects. Consider the disad-
vantages of filing bankruptcy:

+ You can lose assets. Depending on how much your home is worth and
where you live, it is possible, but unlikely, that you’ll lose it by filing
bankruptcy. In most bankruptcies, debtors don’t have to give up any of
their belongings, but . . .

+ Bankruptcy is a matter of public record. As more records are stored on
computers and accessible on the Internet, searching that data becomes
easier for anyone who'’s interested. In other words, if your nosy neigh-
bor wants to know whether you filed bankruptcy, how much you owe,
and who you owe it to, the information may be just a few mouse clicks
away.

v Bankruptcy affects your credit rating. Bankruptcy may have a nega-
tive effect on your credit rating, but that fact may well fall into the “So
what?” category for you. Even with a bankruptcy on your record, your
odds of obtaining credit are very good. With a little work and persever-
ance, you can reestablish credit almost immediately. Some credit card
companies actually target folks right after bankruptcy because they
know that these people are free of all their existing debts and probably
won'’t be eligible to file another bankruptcy any time soon. For a few
years after bankruptcy, you may have to pay higher interest rates on
new credit, but this result will ease over time, even if your credit report
still shows a bankruptcy. So don’t pay too much attention to the horror
stories bill collectors tell you about the disastrous effect bankruptcy has
your credit.

v Friends and relatives can be forced to give back money or property.
If you repaid loans to friends or relatives or gave them anything within
the past year, they can be forced to repay a trustee the money they
received, if you don’t know what to watch out for. You can usually avoid
these kinds of problems by carefully timing your bankruptcy filing.

+ Bankruptcy can strain relations with loved ones, especially parents
who were raised in a different era.

1 A stigma may still be attached to filing bankruptcy. This drawback is
especially true in small communities, but it is