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Often people do not have enough available cash to pay for some-
thing they need or want. What do they do then? What can the 
following people do?

•    Bart’s dental bill will be more than $1,000—more money than 
he has in savings.

•  Jane wants to fly to Los Angeles for her sister’s wedding, but she 
doesn’t have enough cash for the ticket.

•  Walter needs a car to get to his new job—but he can’t save money 
until he begins working.

They may have to do without the items. Or they may borrow money to 
buy them. In other words, they may obtain some form of credit.

What is credit? A credit transaction happens when one party pro-
vides services, goods, or money to another party based on the second 
person’s promise to pay later. The person who has extended the credit 
is the creditor. The second person, who is obligated to pay back the 
debt, is the debtor. John borrows $10 from his father with a promise to 
repay it in a week. In this situation, his father is the creditor, and John 
is the debtor.

Credit plays a major role in today’s economy. Large businesses, such 
as auto manufacturers, borrow millions of dollars. Governments borrow 
money. Individuals use credit when they get loans from banks and use 
credit cards. In fact, more people use credit now than ever before. 

This chapter is about laws relating to consumer credit. Consumer 
credit is obtained primarily for family, personal, or household purposes. 
Sources of consumer credit include not only parents, brothers and 
sisters, or friends but also banks, credit unions, loan companies, and 
credit cards.
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CREDIT BASICS

It is important to understand that credit is not 
free. One reason is that when a creditor extends 
credit to a debtor, he or she gives up use of that 
money for a period of time. The creditor then 
does not have it to spend or invest. For example, 
if you lend a friend $100 for three months, you 
will not have that cash available to buy a bicycle 
you’ve been wanting when it goes on sale. Nor 
will you be earning interest on the money you 
loaned.

A second reason why credit is not free is that 
it involves the creditor taking a risk. What if the 
debtor does not repay the debt? Creditors gener-
ally want some compensation for taking that risk. 
For these reasons, creditors require that debtors 
give them some compensation. Usually, but not 
always, this compensation takes the form of in-
terest. Interest is generally a percentage of the 
amount of the debt (see figure 5-1).

Arrangements involving credit are called 
credit transactions. Keep in mind that credit 
transactions are contracts. The general laws af-
fecting contracts (discussed in chapter 4) also 
apply to these transactions.

Loans and Credit Sales

Two types of credit are loans and credit sales. 
Banks, companies, and individuals lend money 
with the expectation that the borrower will pay 
it back with interest over a period of time. In a 
credit sale, a buyer purchases goods or services 
with the expectation of paying the purchase 
price plus interest in installments over a period 
of time. The following situation illustrates loans 
and credit.

SITUATION 1 Donna finds a car she wants 
at Al’s automobile lot. She can pay him $1,000. 
Unfortunately, she is $500 short of the purchase 
price. Al says, “Don’t worry, my finance company 
will lend you the $500. You don’t have to pay 
it all now.” 

Is this a loan or a credit sale?

The example in situation 1 would be a loan. 
The dealer’s finance company (like a bank) will 
lend the money. In this case, the dealer (Al) will 
be paid the full sales price immediately. Donna 
will borrow $500 from the finance company and 
pay that to Al along with the $1,000 she already 
has. Her debt will then be the money borrowed 
($500) to pay for the car plus interest charged 
by the finance company.

On the other hand, Al might have said he 
would let Donna pay him the amount she owed 
for the car over time. Donna might then make 
six payments of $100 each during the year. Why 
would she pay him the extra $100? That amount 
is the interest that compensates Al for the delay in 
payment. This transaction would be a credit sale.

The distinction between a loan and credit 
sale is important because in most states, includ-
ing Georgia, laws governing consumer credit 
vary according to which type of credit is ex-
tended.

Secured and Unsecured Credit
Credit may be classified as secured or unsecured, 
depending on what actions the creditor may take 
if the debtor does not repay the debt. Unsecured 
credit means that the creditor relies solely on the 
debtor’s promise to repay the debt. If the debtor 
does not keep this promise, the creditor can sue 
the debtor to recover the money. However, su-
ing a debtor who does not have the money to 
repay a debt is not very effective. An unsecured 
loan is therefore usually made only when there 
is little doubt that the debtor can repay it. For 

FIGURE 5-1

Cost of Credit 

A shopper buys a stereo 
for $1,000 on January 1. $1,000.00

The interest is 18 percent per year. x  .18

In interest alone, the shopper would
pay $180 for the year (if he or she
did not pay any of the original amount). $180.00
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example, a large corporation might borrow rela-
tively small amounts of money from a bank on 
an unsecured basis.

If a creditor thinks that there is a risk that re-
payment will not be made, he or she may require 
the debtor to sign a contract. This contract states 
that the creditor can take one or more items of 
the debtor’s property if the debtor does not pay 
off the debt. This property is called collateral. 
When collateral is involved, credit is said to be 
“secured.” With automobile loans, the collateral 
is usually the automobile itself. With bank loans, 
it may be a savings account.

For example, suppose you need a loan to buy 
a used car. You are in school and have only a part-
time job. The dealer may feel unsure about your 
ability to pay. In this case, the dealer may require 
that you give him or her a security interest in the 
auto. A security interest is the right to repossess 
(or reclaim) the auto if you do not pay the debt. 
The dealer could then resell the car to get the 
money you owed. The car thus becomes collat-
eral for the debt. You can still drive it, but the 
creditor has the right to take it back from you if 
you do not pay your debt.

A good example of a secured debt occurs 
when something is pawned. A person brings the 
pawnbroker some item of value (for example, a 
ring). He or she borrows money against its value. 
The property is left with the pawnbroker until 
the debt is repaid. If it is not repaid, the pawn-
broker sells the property to recover the money.

Another way to get secured credit is to use 
a third party. This person promises to repay the 
debt if the debtor fails to pay. The third-party 
promise to repay the debt is called a guaranty; 
the third party becomes the guarantor. A used 
car dealer who is unsure about a person’s ability 
to pay the purchase price of a car may require a 
third party to be involved. This third party could 
be a relative who works full time and agrees to 
pay the debt. The creditor might even require 
both a guaranty from the relative and a security 
interest in the car. A creditor can also ask for a 
security interest in collateral belonging to the 
third-party guarantor.

Open-End Credit and Credit Cards
A debtor might enter into only one credit trans-
action with a creditor, which could be a loan or 
a credit sale. The single transaction is referred 
to as a closed-end credit transaction.

In contrast, a debtor can enter into a series 
of credit transactions with the same creditor over 
a period of time. This arrangement is known 
as open-end credit. For example, Hal wants to 
furnish his home with all new furniture but can-
not afford to buy it all at once. He buys a sofa 
from E-Z Furniture on credit. Before the sofa 
is paid off, he buys a bed from E-Z Furniture 
on credit. Shortly after that, he buys a dresser, 
also on credit. In this situation, E-Z Furniture 
is extending Hal additional credit on a number 
of purchases. Therefore, the two have an open-
end credit relationship. This kind of credit is also 
called revolving credit.

A consumer must be very careful with open-
end or revolving credit relationships. The creditor 
in this kind of relationship may require the debtor 
to give a securing interest in all of the items that 
the debtor buys during that relationship. What 
if the debtor fails to make a payment on any one 
item in this open-credit arrangement? The cred-
itor may have the right to repossess every single 
item—including items for which the purchase 

Money borrowed by pawning an item of value must 
be repaid, or the pawnbroker will sell the item.
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price was paid in full. Courts are very skeptical 
of these kinds of deals. They may even declare 
the contract void if the creditor has taken unfair 
advantage of the debtor (see situation 7).

Credit card purchases are another example 
of open credit. Goods can be bought at any time 
with the card. However, the credit card holder 
receives only one bill (or statement) for each 
month’s purchases.

If a credit card provides open-end credit, can 
you spend as much as you wish? No. Credit card 
issuers assign a limit to the credit that each card-
holder can obtain. Once that limit is reached, 
the issuer will refuse to approve any further pur-
chases or cash advances.

Are credit cards free? No. The issuer may 
impose several different types of charges. These 
charges may include

• an annual card fee. Some banks charge 
such fees for cards. Department stores and 
gasoline companies usually do not.

• a monthly finance charge. This charge 
generally is a percentage of the amount 
owed. Some credit card issuers allow the 
consumer to avoid this charge by pay-
ing all the money owed within a specified 
time after receiving the monthly state-
ment. Usually this grace period is about 
30 days. Other issuers charge from the 
date of purchase.

• a cash advance charge. This charge is a fee 
for obtaining cash from bank machines by 
using a card or cash advance checks.

• a late payment fee.
• an over-limit charge.

State laws regulate the types and amount of 
charges that may be collected on credit cards. In 
Georgia, this law is called the Credit Card and 
Credit Card Bank Act. It provides for the orga-
nization of credit card banks in Georgia. It also 
allows lenders to impose various charges and 
fees on credit card accounts. Monthly statements 
show these fees and list all transactions on the 
cardholder’s account during the month. These 
statements should be read carefully.

Suppose you discover a charge that you did 
not authorize or some other mistake on your 
monthly statement. You should notify the card 
issuer promptly. The Fair Credit Billing Act re-
quires the cardholder to notify the card issuer in 
writing within 60 days after the issuer sends the 
first bill on which an error appears. Cardholders 
do not have to pay the questioned amount while 
the error is being investigated, but they must pay 
the parts of the bill that are not in question.

O n l y  t h e  F a c t s
1. Explain the differences between a loan  

and a credit sale, open- and closed-end 
credit, and secured and unsecured credit.

2. In the following example, identify the 
creditor, debtor, debt, guarantor, and 
collateral:

 Barbara, a high school senior, wants to 
buy a used car from Ed for $2,000. 
Barbara wants to pay $100 down 
and then pay $100 per month for 20 
months. Ed will agree if Uncle Fred 
will promise to pay Ed should Barbara 
be unable to do so. Barbara must also 

Credit cards—what kind of credit do  
they represent?
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agree to give the car back to Ed if 
both she and Uncle Fred cannot pay.

3. Which of the following charges are 
you likely to see on a credit card bill?

 a. late payment fee
 b. annual fee
 c. collateral charge
 d. over-limit charge
 e. open-end fee

T h i n k  A b o u t
1. Why do you think there has been 

considerable legislation on consumer 
credit in the last 10 to 20 years?

OBTAINING CREDIT

Suppose you’re out of school and have a new 
job and your own place to live. You need a lot 

of things: furniture, a better car, appliances. You 
think about borrowing some money but have 
never tried to obtain credit. You would like an-
swers to a few questions:

1. Where should you look for credit?
2. How likely are you to get credit?
3. How much does credit cost?
4. What should you look for in the contract?
5. What will happen if you can’t meet the 

credit payments?

Regarding the first question, there are a num-
ber of choices. Many factors must be consid-
ered: How much money do you want? What is 
it for? How good a credit risk are you? Figure 
5-2 offers information on places that give credit. 
The remaining sections in this chapter introduce 
some of the laws establishing rights that protect 
debtors and creditors and help answer the other 
questions.

FIGURE 5-2

Sources of Consumer Credit

   Who Can
Source Form of Credit Typical Cost of Credit Get Loans Notes

Banks Loans Fairly low Safe credit risks Often have minimum
    amount, for example, 
    $500 for loans
 Home mortgages Varies 
 Credit cards Moderate, regulated by law  

Savings and loan  Loans Fairly low Safe credit risks Provide banklike services
associations    
 Home mortgages Varies 
 Credit cards Moderate, regulated by law

Credit unions Loans Low Members—but Often have
   risk is factor maximum amount

Finance Loans Varies, moderate to high Will take greater Usually have a
companies/small   credit risks maximum amount,
loan companies    for example, $3,000

Merchants Credit sales Moderate Varies—greater Only useful for goods
   risks than banks 
 Credit cards Moderate, regulated by law Fairly safe credit risks 

Pawnbrokers Small loans High, varying Only loan money
   on collateral
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Investigating Credit Applicants
Borrowers can choose where to apply for credit. 
Before deciding whether or not to give credit, 
however, a creditor will want to know how likely 
it is that the borrower will pay back the money 
on time. To decide, the creditor will need cer-
tain information. 

The application used to obtain credit asks 
about the borrower’s job, other sources of in-
come, and debt. In asking these questions, the 
creditor is trying to determine what kind of risk 
the borrower will be. The creditor knows that 
people who are good credit risks have steady jobs 
and records of paying back previous debts. If the 
borrower is a good risk, not only will it be easier 
for him or her to get credit, but the interest will 
be less. Figure 5-3 gives some suggestions about 
how to become a good credit risk.

In addition, many creditors pay a credit bu-
reau to investigate applicants. There are thou-
sands of credit bureaus throughout the country. 
Financial and personal information about con-
sumers is stored in bureau computers. The infor-
mation is available to other bureaus and creditors 
and often to employers and insurers.

If there is anything undesirable in the report 
of the credit bureau, the creditor may decide not 
to give credit to the consumer. Clearly, a person’s 
credit standing can be damaged by an unfavor-
able report. What if the report were misleading, 
inaccurate, or out of date?

In 1970, Congress passed the Fair Credit 
Reporting Act to protect credit seekers. Under 
the act, if you are denied credit, insurance, or 
employment on the basis of a credit report, you 
have the right to

• know the name and address of the agency 
giving the report.

• know what is in the report, even though 
you can’t see or handle it.

• know the sources of the factual informa-
tion contained in the report.

• request reinvestigation and correction if 
the information is inaccurate or incom-
plete.

• formally object to information you believe 
to be wrong.

• request that corrections be sent to busi-
nesses that had previously received incor-
rect information.

There is no cost for information in your file 
if you request it within 60 days of a denial of 
credit.

It is important to know these rights regard-
ing credit reports. The law gives the Federal 
Trade Commission the power to act against 
credit-reporting agencies that violate its provi-
sions. Also, an individual can sue for damages.

Protection from Discrimination
Other laws protect people seeking credit. In 
1974, Congress passed the Equal Credit Oppor-
tunity Act prohibiting creditors from discrimi-
nating against credit applicants on the basis of 
gender, marital status, age, race, color, religion, 
national origin, or receipt of public assistance 
income. This law also prohibits creditors from 
requiring answers to questions along these lines 
unless they bear directly on income. Under this 
law, creditors must give applicants reasons for 
being denied credit. A 1975 Georgia law also 
allows a person to take legal action and ask for 
damages if he or she is discriminated against.

Note that these federal and state laws do 
not guarantee anyone credit. Nor do they keep 
creditors from using income, expenses, debts, 
and reliability to determine whether they should 
give someone credit. However, they do make dis-
crimination on certain grounds illegal. 

FIGURE 5-3

How to Become a Good Credit Risk

 •  Build a good employment record.

 •  Open a savings or checking account.

 •  Buy something on credit, such as an inexpensive item 
at a department store, on a three- to four-month 
time plan. Pay it back promptly.

 •  Don’t borrow more than you can pay back.
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Do you think the following denials of credit 
requests would be legal?

SITUATION 2 Dee applies for a loan. Most 
of her income comes from alimony from a 
first marriage. The bank learns that her former 
husband lost his job several weeks ago. It turns 
down her request.

SITUATION 3 Steve applies for a loan to buy 
a motorcycle. He is 16, but he has a good job 
after school. His loan is turned down.

SITUATION 4 Most of Carrie’s income comes 
from public assistance. She needs a small loan 
for a few months—to pay a dental bill. The loan 
company turns her down.

Credit cannot be denied to a person on the 
basis of marital status. However, what if a per-
son is dependent on income from a spouse or 
ex-spouse? Then the inability to repay the loan 
would be affected by that spouse’s financial condi-
tion. In situation 2, the refusal to give Dee a loan 
does not discriminate because it is based on the 
limits of her income and on her ability to repay.

Federal law forbids discrimination in credit 
transactions on the basis of age. Minors, how-
ever, cannot enter into binding contracts. So in 

situation 3, the rejection of Steve’s application 
would be legal.

In situation 4, Carrie may have been dis-
criminated against because her income comes 
from public assistance. For the lending agency 
to refuse a loan solely on these grounds would 
be illegal.

How Much Does Credit Cost?
Finding Out the Costs
Before signing a contract, you should know how 
much credit is going to cost you. The cost of 
credit is referred to as interest. Interest rates can 
vary significantly depending on the source of the 
credit because they are affected by the national 
and local economies. They depend on how much 
of a credit risk the debtor is and the purpose of 
the loan. For example, for many years, students 
have been able to get government-guaranteed 
loans for their college education at rates lower 
than are available for other purposes.

Shop around. Find out which lender will 
charge you less (see figure 5-4). Be aware that 
a debtor may have to pay other charges besides 
interest. There may be

• a late charge if payment becomes past due.

FIGURE 5-4

Which Television Should Greg Buy?

An ad in the window of Best Bargain Store 
promises a price of $125 down and $25 a month for  
20 months. 

At Save Here Department Store, the same model 
is $500. Greg has a charge account at the store. He 
considers using his account to buy the set at a rate of 
$25 per month plus the 1.5 percent interest on the 
unpaid balance.

At Family Savings, the set is also $500. Using his 
car for collateral, Greg could get a loan to buy the TV.  
The loan department suggests he take the loan for 
20 months. Interest will be 1.5 percent on the unpaid 
balance plus finance charges of $1.43 per month.

At Best Bargain Store, Greg’s total cost will be $625  
($125 plus $25 x 20).

At Save Here Department Store, if Greg pays the $25 
per month plus the interest, the cost would be about  
$571.30.  Interest is figured per month by multiplying .015 
by the balance of $500 that is unpaid. Greg’s monthly 
payments would begin at $32.13 and decrease to $25.

Loan payments to buy the TV at Family Savings would 
be $30 per month.  This amount includes repayment 
of the principal ($25 a month), interest averaged over 
20 months ($3.57 per month), and the finance charge 
($1.43 per month).  Total cost would be $600.
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• a service charge to cover the creditor’s 
costs of sending bills, record keeping, etc.

• a charge for insuring the purchased item 
against theft or damage or to guarantee 
payment if the buyer should die during 
the term of the contract.

All of these types of charges taken together 
are generally called finance charges.

Truth in Lending Laws
The Truth in Lending Act helps consumers fig-
ure out the costs of credit. The act requires cer-
tain legal duties of creditors. When making a 
credit transaction, they must show the finance 
charges and the rate of interest. The rate must 
always be expressed in the same way (as an annual 

percentage rate) so that customers can compare 
it with the rates of other lenders.

Also, the creditor must inform the consumer 
of the rules and charges for late payments. Cer-
tain terms of the contract also are required to be 
clearly visible. If creditors don’t do these things, 
they can be sued.

In 1988, Congress amended the Truth in 
Lending Act with the Fair Credit and Charge 
Card Disclosure Act. This act requires stricter 
credit disclosures in open-end credit or charge 
card applications or advertisements. The pur-
pose of the act is to help the borrower more 
easily compare the costs of credit and make an 
informed decision before entering into a credit 
arrangement. Most of the required information 
that must be provided is shown in figure 5-5.

Annual percentage  
rate for purchases

Variable rate information

Grace period for  
repayment of balances  
for purchases

Method of computing  
the balance for  
purchases

Annual fees

Minimum finance charge

Transaction fee for purchases

Transaction fee for cash 
advances and fees for  
paying late or exceeding  
the credit limit

Percent fixed rate or a variable rate

Your annual percentage rate may vary.  The rate is determined by various factors.

You have a certain amount of time (usually a number of days) to repay your balance  
for purchases before a finance charge will be imposed.

or

You have no grace period in which to repay your balance for purchases before a  
finance charge will be imposed.

Average daily balance (including new purchases) or
Average daily balance (excluding new purchases) or
Other method (explain)

 Annual membership fee: $ ______ per year or
 Other type of fee: $ ______ per year 

Amount varies.

($ _______ ) ( ______ percent of amount of purchases) 
Calculated as purchase amount times a percentage of the purchase price

 Transaction fee for cash advances:  ($ _____ ) or ( _____ percent of amount advanced)
 Late payment fee: ($ _____ ) or ( _____ percent of amount advanced)
 Over-the-credit-limit fee:  $ _____

FIGURE 5-5

What Your Credit Card Application Must Tell You
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Regulating Credit Costs
Interest rates are largely governed by state laws. 
However, in some areas, such as loans for homes, 
federal laws override state laws.

Georgia and most states limit the maxi-
mum amount charged for interest or other fi-
nance charges. These laws are known as usury 
laws. The government imposes upper limits on 
the interest that can be charged to consumers. 
In Georgia, charging more than 5 percent per 
month in interest on a consumer loan is a mis-
demeanor crime. (There are usually no legal 
limits on the interest rates charged to busi-
nesses.) A creditor whose finance charges ex-
ceed these limits is guilty of making a usurious 
loan. The creditor can be sued for usury in a 
civil court. In Georgia, if the suit is won, the 
debtor can recover all the interest that he or 
she had paid.

O n l y  t h e  F a c t s

1. What is the purpose of the Fair 
Credit Reporting Act?

2. Creditors can deny credit on  
which of the following bases?  
(a) income, (b) religion, (c) receipt 
of public assistance, (d) gender,  
(e) reliability?

3. ABC Small Loans charges John  
Doe $250 for a six-month loan  
of $500. It does not tell John what 
annual percentage rate he will  
pay on this loan. What law has been 
violated? What is the purpose of  
this law?

4. ABC charges a consumer 72 percent 
per year on a loan. A state law pro-
vides that no more than 60 percent 
per year may be charged. What kind 
of law is ABC violating?

COLLECTING DEBTS

Understand Your Contract

When borrowers cannot or do not make a pay-
ment on a loan, they are considered to be in 
default. Sometimes the situation they find them-
selves in seems unfair. Consider the situations 
that follow. Are they fair? Are they legal?

SITUATION 5  Brad buys a used auto for 
$1,000. He is to make a $200 down payment 
and four annual payments of $200 plus inter-
est. The first year, he pays the $200 plus in-
terest. During the next year, he loses his job. 
He cannot make the next payment. The dealer 
demands that he pay the $600 plus interest 
immediately. 

In most credit agreements, when one pay-
ment is missed, all remaining payments are ac-
celerated so that the rest of the debt becomes 
immediately due. It must be paid in full. In sit-
uation 5, the dealer is legally within his rights 
in demanding immediate payment from Brad. 
Brad agreed to this condition in the credit con-
tract.

SITUATION 6 Sara is paying on a loan for a 
television at the rate of $25 per month. When 
she is ready to make her last payment, she dis-
covers that the contract states she will pay $200, 
not $25. If she cannot make this payment, then 
the company will repossess her television. 

Would this action be legal?

One practice that has caused debtors prob-
lems is the “balloon” payment. In this credit 
agreement, the last payment is much larger than 
the others. (The sudden increase in size is the 
reason for the term balloon.) Sometimes this 
payment is so large that an unwary debtor cannot 
pay it, and he or she defaults on the loan—which 
is what could happen to Sara in situation 6. Al-
though some states outlaw balloon payments, 
they are legal in Georgia.
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SITUATION 7 The Folleys bought furniture for 
their living room on credit. Later, they bought 
dining room furniture from the same dealer 
using an add-on installment plan. They paid the 
full amount of the living room set in a timely 
manner, but then they missed a payment. The 
creditor came to repossess not only the dining 
room furniture but also the living room set. 

Was this action legal?

Add-on installment plans (situation 7) are 
also legal. Both sets of furniture could be re-
possessed, but only if the Folleys agreed to such 
a plan when they signed the contract, and the 
creditor obtained a security interest in each set 
of furniture. Debtors should be aware of what 
they are agreeing to in a contract.

All of these situations illustrate the impor-
tance of reading and understanding a credit con-
tract before signing it.

How Creditors Can Collect Debts

Borrowing money carries the moral and legal re-
sponsibility of paying it back. Most people are 
careful to pay their debts. They consider it the 
right thing to do. They also know that they may 
need to borrow money again and want to be able 
to do so at as little cost as possible. Also, they 
want to avoid what can happen to people who 
don’t pay their debts. 

When a debtor is in default, the creditor has 
a legal right to collect the money owed. After 
all, in a credit contract, the debtor has taken on 
a duty to repay the debt, which can be enforced 
by courts.

SITUATION 8  Della owes money on her 
television set. When she misses a payment, she 
begins to get a series of phone calls reminding 
her to pay. The first call is polite, but the rest 
are abusive. 

Are the calls legal?

The creditor—or an agency hired to collect 
on the debt—can try to persuade the debtor to 
make the payment. This action is legal unless it 
becomes harassment. The federal Fair Debt Col-
lection Practices Act protects consumers from 
unscrupulous debt collection practices. For ex-
ample, it limits how many times and for what 
reasons the creditor can call the debtor. It lim-
its who else the creditor can call. It also limits 
what the creditor can do if the debtor says that 
the debt is not going to be repaid.

Under the act, collectors cannot abuse per-
sons by threats of violence or illegal actions. 
They cannot say a person will be imprisoned 
for not paying debts, for example. It is also ille-
gal to misrepresent facts. A debt collector can-
not imply that he or she represents the federal 
or state government.

The Fair Debt Collection Practices Act 
would protect Della (situation 8) against the ha-
rassment described. What can she do? She can 
call a local consumer agency to report the cred-
itor’s harassment, or she can contact the phone 
company.

SITUATION 9 In situation 5, Brad could not 
pay the remaining $600 on his used auto. The 
auto was collateral on the loan. The dealer saw 
the auto parked downtown and repossessed 
it.

Is this action legal?

A creditor may take collateral, sell it, and use 
the money from the sale to pay the debt due. Re-
possession is usually carried out by the creditor 
without help from the courts or any state author-
ity. Although this “self-help” repossession is legal 
in most states, the creditor must be sure that no 
law is being broken. A creditor may not break 
down a garage door to reclaim an automobile 
pledged as collateral for a loan, but a creditor 
may take the car from the debtor if the debtor 
leaves the car parked on a public street. (The 
law does not regard taking the car as stealing if 
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the creditor already has been given the right to 
repossess the car.) The dealer in situation 9 is 
within the law to take Brad’s car. However, Brad 
must have agreed in the contract to repossession 
if he couldn’t pay his debt.

SITUATION 10  Brad’s repossessed auto is 
not worth as much as it was a year ago. When 
the dealer sells it, it brings only $400. The dealer 
then goes to court to sue for the rest of the 
money.  The court supports his claim. The dealer 
arranges to take some of Brad’s weekly salary 
until the debt is paid. 

Is this action legal?

Many people mistakenly believe that if a car 
is purchased with credit and the debt is not re-
paid, the worst that can happen is that the car 
will be repossessed. However, even though the 
creditor can legally collect only the amount owed 
plus the cost of credit, there are several ways to 
recover debt, whether dealing with a car or some 
other item. 

Suppose the creditor is a bank in Georgia. 
A debtor defaults on a bank loan, but the debtor 
has money on deposit in the bank. The law al-
lows the bank to take this money to pay off the 
amount owed. This action is called setoff.

A creditor can take a debtor to court for de-
fault. As in any court proceeding, the defendant 
(that is, the debtor) must be notified in advance. 
The defendant can present his or her case at the 
hearing.

If the court rules that the debtor must repay 
the creditor, various debt-collecting measures 
are possible. The creditor may have the debtor’s 
wages garnished, meaning that the creditor may 
demand that the debtor’s employer pay a por-
tion of the debtor’s wages to the creditor. This 
arrangement would continue until the debt is 
paid off. This action was taken against Brad in 
situation 10.

Yet another action can be taken, as the fol-
lowing situation illustrates:

SITUATION 11 Sid has a string of bad luck. 
After taking out a loan of $3,000 to cover a 
series of debts, he loses his job. He cannot make 
the payments. The creditor obtains a judgment 
from the court saying that Sid must pay. 

Can Sid’s equipment that he uses for work be 
sold to pay the debt?

Sid’s equipment could be sold, but only under 
certain circumstances. Following the judgment 
of the court in favor of the creditor, the creditor 
may then ask the court to order an attachment. 
The property is then taken (or “attached”) by the 
court and sold, with the proceeds used to pay the 
judgment against the debtor, who is Sid.

However, attachment can be used to collect 
a debt only if the debtor lives—or is moving his 
or her property—outside the state that issues the 
order of attachment. Alternatively, attachment 
can be used if the debtor cannot be found after 
the required official attempts. 

Protection for Consumers
In the last 25 years, protecting the consumer 
in credit transactions has been a major concern 
of federal and Georgia lawmakers. In fact, con-
sumer credit is one of the most highly regulated 
consumer areas. Some of the acts passed by Con-
gress have already been mentioned.

At the state level, the Uniform Commercial 
Code adopted in most states is an attempt to 
protect the debtor from certain acts and prac-
tices of creditors. For instance, suppose your car 
has been repossessed and is to be sold to pay 
your debt. You are anxious that the car be sold 
for as much as possible so that the debt will be 
fully paid. The Georgia code usually requires 
the creditor to notify the debtor of the time and 
place of sale. This notice gives you a chance to 
be at the sale. By then, you may have the money 
to bid on your car, or you can encourage others 
to bid so that the final sale price will cover the 
debt. Also, Georgia has passed the Georgia Fair 
Lending Act, which prohibits abusive home loan 
practices. 
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Some of the oldest forms of credit protec-
tion legislation are the federal bankruptcy laws. 
These laws allow debtors who are unable to pay 
their debts as they come due to hold off their 
creditors. They can either write off or repay their 
debts under court supervision.

There are two types of bankruptcy peti-
tions, Chapter 7 and Chapter 13, for individu-
als. Chapter 7 is known as straight bankruptcy. 
In a Chapter 7, the debtor declares that he or 
she cannot pay his or her debts as they come 
due. If this declaration is accepted by the court, 
most unsecured debts such as credit cards are 
canceled. Also, debtors generally must surrender 
some unsecured assets to the court, which are 
sold and the sale proceeds used to pay creditors. 
On the other hand, certain debts such as taxes 
and student loans cannot be canceled. It is hard 
for a debtor to get credit after a Chapter 7 bank-
ruptcy. The bankruptcy will remain in his or her 
credit history for 10 years.

A Chapter 13 bankruptcy allows the debtor 
to arrange to repay as much of his or her debt as 
possible under court supervision. A Chapter 13 
bankruptcy makes it easier to reestablish credit. 
It also allows the debtor to cancel certain unpaid 
debts that can’t be canceled under Chapter 7.

 Recent changes in federal bankruptcy laws 
have made filing a Chapter 13 more attractive. 
It is now easier for the debtor to keep a home 
and certain other assets. Under Chapter 7 bank-
ruptcy, however, it is now harder for a debtor to 
avoid certain payments, including alimony and 
child support and bills for luxury goods bought 
before the bankruptcy petition was filed. It has 
become less attractive.

Filing for bankruptcy should be a solution 
of last resort. Persons who have declared bank-
ruptcy can legally be denied credit. For this and 
other reasons, informal solutions to overindebt-
edness should be looked at first.

There are credit counseling services, such as 
the Consumer Credit Counseling Service, in 

your community. These services provide advice 
about managing debt. Be cautious, however, 
about private moneylenders who call themselves 
credit counselors. Usually, they suggest replac-
ing several small loans with one large loan. This 
practice can be desirable, but private moneylenders 
often are more interested in making loans than 
in solving credit problems.

O n l y  t h e  F a c t s
1. What is an acceleration clause? bal-

loon clause? add-on installment clause?
2. How do repossession and attachment 

differ?
3. What is the purpose of the Fair Debt 

Collection Practices Act?
4. Imagine that you are a creditor and 

that one of your debtors has missed 
a payment. The loan was for a car, and 
the car is collateral. Prepare a list of 
steps you would take to try to collect 
your debt.

5. How does bankruptcy protect the debtor?

SUMMING UP

This chapter has presented some basics on how 
credit works in Georgia and the United States. 
It has focused on the legal rights given to bor-
rowers and creditors. In regard to borrowing, it 
is important to remember that a credit agree-
ment is a contract: when you borrow money, you 
have a legal duty to pay it back. If you don’t, the 
creditor can make use of the power of the state 
to enforce the contract. Your best protection 
against problems from borrowing is to be wise 
about credit. Don’t overborrow. Shop around for 
credit. Know your legal rights. And, once you’ve 
borrowed, realize you have a legal obligation to 
meet your payments. 




