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Introduction

Welcome to Personal Finance & Investing All-in-One For Dummies, your
launch pad to understanding the basics of all the financial considera-
tions you face during your lifetime.

Best of all, this book highlights ways to get the most from your money, but

it also helps you decide where your priorities lie when it comes to your
finances, and gives you the facts up front and honestly. And as your priorities
develop and change, all the advice you need is in the same book so you can
make the journey from clearing your debts to building your wealth by invest-
ing, to setting up a comfortable retirement and a potential nest-egg to pass on
to your nearest and dearest. Think of Personal Finance & Investing All-in-One
For Dummies as your first great investment!

About This Book

If you're trying to figure out your financial future, cure a tax-related headache,
invest your money securely, or work out the most sensible way to refloat
your financial boat, this book provides an introduction to the most useful
areas of financial and investment advice.

You can read further details in other For Dummies books or see a financial
adviser for personal or more specific advice. If you've read all there is to read
in this book but still want more, check out the extra information in these
For Dummies titles (all published by Wiley):

v Investing For Dummies (Tony Levene)

v Paying Less Tax 2006/2007 For Dummies (Tony Levene)

v Retiring Wealthy For Dummies (Julian Knight)

v Sorting Out Your Finances For Dummies (Melanie Bien)

v Wills, Probate & Inheritance Tax For Dummies (Julian Knight)
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Conventions Used in This Book

To make your reading experience easier and to alert you to key words or
points, we use certain conventions in this book:

v~ lItalics introduces new terms, and underscores key differences between
words.

1 Bold text is used to show the action part of bulleted and numbered lists.
v Monofont is used for web addresses.

v HMRC (you’ll see this acronym a lot in this book!) means Her Majesty’s
Revenue and Customs — you might better know this organisation by it’s
old name of the Inland Revenue, or simply as ‘the tax man’ (regardless of
gender). We stick to the technically correct term of HMRC.

It’s also worth remembering that although we’ve included up to date financial
and investment information at the time of writing, these things do change!
Use the facts and figures within this All-in-One as a guide, but if in doubt, seek
expert advice on the most up to date information.

What You're Not to Read

You can read this book cover to cover, or skip through just reading the sec-
tions that interest you the most. You can also glean plenty of information
from this book without reading the sidebars (the grey boxes) — the detail in
our sidebars is interesting but not crucial to understanding the rest of the
book’s content.

Foolish Assumptions

In writing this book we’ve made a couple of assumptions about you:

v You're not a financial expert and don’t want to become one - you don’t
want finance to dominate your life, but you do want to feel secure.

+ You want to know the basics of your financial future or the key to
good investment and want access to tips and advice as and when you
need them.
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v You are interested in some or all aspects of personal finance, for example:

¢ You want to tackle your finances but you don’t know the first place
to start. You're wondering whether - just maybe - it might be pos-
sible to get out of debt once and for all.

You want to know enough about tax to make sure you are paying
the right amount and claiming what is due to you. You also want to
know how to make the tax system work in your favour!

¢ You want someone to help you understand what investing is really
about and what types of investments are available. You also want
pointers to help you to risk only what you can afford to lose and to
make a worthwhile return on your hard-earned cash.

* You've made a conscious decision to plan towards a wealthy retire-
ment and you want to know how to draw up your ‘retiring wealthy’
plan — and how to follow it through.

¢ You want to make plans so that your money and property is used
to help your loved ones when you die, but you don’t know where
to start. You feel a little intimidated by all the legal and accountant
speak that surrounds wills and inheritance tax, and are looking for
a straightforward explanation.

If any (or all) of these assumptions accurately describe you, you’'ve come to
the right book.

How This Book Is Organised

We've divided Personal Finance & Investing All-in-One For Dummies into five
separate books. This section explains what you’ll find in each of these books.
Each book is broken into chapters tackling key aspects and skills. The table
of contents gives you more detail of what’s in each chapter, and we've even
included a cartoon at the start of each part, just to keep you happy.

Book I: Organising Your Finances
and Dealing with Debt

Book I is the one most people will want to start with — the chapters within
run through the basics of sorting out your current financial state. If you're in
debt, this Book is for you too, providing hints and tips on grinding down
loans and overdrafts.
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Book lI: Paying Less Tax

It’s very difficult to avoid dealing with HMRC; practically no-one escapes the
tax inspector’s net. This Book is designed to help you pay the right amount
for your financial situation. It contains tax-saving tips and then more tax-
saving tips; almost everyone can benefit from reading this Book!

Book 111: Building up Savings
and Investments

Book Il is primarily about investing, but incorporates other aspects of plan-
ning your financial future, too. Whether you’re looking to start saving your
money in a high-interest account, find a cost-effective mortgage, or dip your
toes into the world of shares and bonds (or even something more exotic),
this Book helps you to understand your options . . . and to weigh up the risks
against the benefits.

Book 1V: Retiving Wealthy

Putting something away for a rainy day is the name of the game in Book IV.
The chapters within outline your different pension options, along with details
of other ways to save for your golden years. It’s never too early to start plan-
ning, and this Book aims to give you a head start.

Book U: Protecting Your Wealth
For the Next Generation

Two-thirds of people haven’t yet made a will and half of us never will. These
people are missing out on a golden opportunity to look after their families and
frustrate the tax collector. This Book provides advice on putting a framework
in place for your family’s future for a time when you’re no longer around.
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Icons Used in This Book
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When you flick through this book, you’ll notice little icons in the margins.
These icons pick out certain key aspects of personal development:

This icon highlights practical advice to get our investing and finance ideas
working for you.

This icon is a friendly reminder of important points to take note of.

This icon highlights information that you might not need to know to sort
your finances out immediately, but could stand you in good stead for the
future or as background knowledge.

This icon marks things to avoid - they could be costly or drop you in deep
water with HMRC, the government, or your bank.

Where to Go from Here

If you need emergency surgery to stop your wallet rupturing, head straight
into Book I, or if your finances are in reasonable shape and you're thinking
about planning for your or your family’s future, check out Books IV and V
first. You can of course, read through each and every chapter, but why not
spend some time browsing through the detailed table of contents to see if
anything of immediate interest springs out at you?

Good luck to you, and we wish you all the best in finding the answers to your
financial and investment questions. And if it all goes according to plan, can
you lend my editor a fiver?

5
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Book |
Organising Your
Finances and
Dealing with Debt




In this Book . . .

Being good with money is about getting into good
habits and understanding the choices you can make.

This Book gives you the confidence to understand and
plot where your money goes, to know your limits, and to
choose the right financial package for a wealthier future.
Here are the contents of Book I at a glance:

Chapter 1: Figuring Out Financial Goals, Financial Budgets,
and Financial Advisers

Chapter 2: Choosing the Best Current Account for You
Chapter 3: Covering Yourself with Insurance

Chapter 4: Tackling Your Overdraft and Other Credit Nasties
Chapter 5: Choosing a Credit Card

Chapter 6: Weighing Up Personal Loans




Chapter 1

Figuring Out Financial Goals,
Financial Budgets, and
Financial Advisers

In This Chapter

Benefiting from getting a grasp on your finances
Working out a budget

Figuring out what you want from your finances
Taking care of life and limb

Paying into a pension investment

Checking the roof over your head

Considering the importance of financial advice

Choosing an adviser or advising yourself

C ongratulations! You've decided to get to grips with your finances and
start building up your savings and investments for the future. Making
sure you are in control of your finances enables you to do what you want —
upgrade your car, get on the first step of the property ladder, or start building
funds for retirement.

In this chapter we start by giving you the lowdown on working out what your
financial goals are and how you can achieve them. We offer advice on clear-
ing your debts before you begin building up your savings and investments,
and the importance of seeking independent financial advice. Only when you
have the basics under your belt can you ensure your finances work for you —
rather than limiting you from doing all the things you want to do.
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Looking at the Benefits of Being
on Top of VYour Finances

Sorting out your money by clearing your debt and building up your savings
and investments makes you master of your financial future. It also brings sev-
eral benefits:

+ You stop paying expensive fees and charges for being in debt. Debt is
pricey, with high rates of interest and often extra fees and charges. If you
are in a lot of debt and pay a significant amount of interest on it, you
may find that you simply can’t clear what you owe as all your money
goes towards servicing the debt and paying the interest. Clearing your
debt removes the debt itself and the cost of financing it.

v You get rid of your guilt. Being in debt can be a worry, particularly if it
has got out of hand and you can’t see any way of escaping the situation.
Some people also regard being in debt as a stigma — something to be
ashamed of and hidden from friends, family, and colleagues. Any way
you look at it, debt is a burden and getting rid of it can be a huge weight
off your shoulders.

v You feel more confident about the future. With the state providing little
financial support in retirement (see Chapter 2 in Book IV for more on this),
you may be concerned about how you are going to make ends meet. But
if you have savings and investments spread across a range of funds, pen-
sions, and property, you can rest easy with regard to the future. You may
even be able to look forward to giving up work, rather than dread it.

+* You open up a range of financial options. If your finances are in order,
you can afford to take time off to travel or try a new career. But if you
have lots of debt or little in the way of savings, you may not have the
option to do what you like. This can make you feel rather resentful.

Drawing Up a Budget

The only way to manage your finances is to draw up a budget that you can
stick to.

People who get into debt generally do so because they live beyond their
means — spending more than they earn. Drawing up a budget and sticking to
it can help assure that this doesn’t happen to you. If you're in debt already,
following a budget can help you to get out of that situation and develop
habits that help you stay out.
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In drawing up a budget, record your income and expenditures for a set
period — usually a month. You can then calculate how much money you have
left over each month after subtracting all your outgoings from your income.
This surplus is money you can use to clear away your debts or to start saving
or investing.

In Table 1-1, we list common outgoings. Go through this and answer honestly
how much you spend on each item every month.

Table 1-1 Figuring Your Monthly Budget
MONTHLY INCOME

Salary (after tax)
Overtime and bonuses SN
Any other income S
TOTAL NET INCOME £
MONTHLY OUTGOINGS

Rent/Mortgage repayment
Pension contribution N
Gas/electricity/water
Council tax £
Telephone/Mobile
Satellite TV N
Food S
Insurance — car/home/other SN
Travel
Clothing
Entertainment
Other outgoings
TOTAL OUTGOINGS £

Balance (Income minus outgoings) .

11
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If the figures don’t add up, and you find that you spend more than you’ve got
coming in, all is not lost. Look for ways to economise in certain areas, though
be sure you're realistic about what you can achieve: Don’t fool yourself into
thinking that you will be happy to stay in every single night if you are usually
a party animal. It simply won’t be possible. While you might not be able to
stay in every night, it may be realistic to say you are going to stay in one
night a week when you would normally go out. This won’t have the same dra-
matic results as staying in all the time but it will save you money in the long
term and you are more likely to stick to this.

Studying How to Save
Without Sacrificing

Almost everyone can save some money without sacrificing too much lifestyle.
Even small amounts each day can soon mount up. Here are some initial ideas —
and how much you can save each week:

v Give up smoking. A person who smokes 20 cigarettes a day will save
$35 a week.

»* Buy milk at the supermarket instead of using home delivery. You'll save
§$4 a week.

v Take a sandwich from home instead of buying one at work. You'll save
£10 to £15 a week.

v Go shopping with a list and stick to it. You'll save at least £§10 a week —
and probably avoid some fattening snacks as well.

v Ditch expensive cable or satellite TV stations you hardly ever watch.
You'll save §£3 to §10 a week.

v Put every §2 coin you receive into a box. When you have §50, put the
money into a special bank or building society account.

v Buy a copy of Frugal Living For Dummies (published by Wiley). You'll
save a fortune each week!

Think about your lifestyle and then make your own additions to the list, from
saving on transportation to cutting out unnecessary mobile phone calls. The
point is to see how you can create big savings with some discipline — the
same style of discipline you'll need to be a winning investor.
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Savings quickly mount up thanks
to compound interest

Pennies really can turninto pounds and pounds 2.5 per cent interest paid each year — some are
into thousands. And they can grow even faster more generous, adding interest more often.
thanks to compound interest, which is interest o £10 a week: £2,733

on interest.

v £15 a week: £4,099
Suppose, for example, that you manage to save
£10 a week and put it in the bank. That's more ¢~ £20 a week: £5,466
than £40 a month aqd £520 a year. These SUMS  pa 4 week: £8,199
can start you on an investment habit.

, . . v £40 a week: £10,932

Here's how much various weekly savings would

be worth after five years with a very modest ¢~ £50 a week: £13,665

Establishing Vour Goals

Before you can start saving or investing for the future, you need to work out
what your aims are. Only if you know what you are saving and investing for
can you choose the best products to help you realise your goals. Otherwise,
you're likely to end up with completely unsuitable products.

Some of the financial goals you have may include clearing your debts, buying
a house, starting a pension or helping out your children.

Most people have short and long-term financial goals. In the short term you
might want to buy a new car or pay for a summer holiday, while in the longer
term you may be keen to build up savings for retirement. And, you may have
more than just your own future to consider: If you have children (or plan to
have them at some stage), they may want go to university or need help get-
ting on the housing ladder, and you need to plan to fulfil those goals as well.

Different goals require different investment vehicles so it’s important that
you work out what you want and then prioritise them. If you are investing for
the long term - for retirement, for example — you should invest in equities
because, historically, they produce the greatest returns over time. However,
they aren’t suitable for short-term investment goals because they are
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extremely volatile — the value of your shares may plummet just when you
need the cash to buy your new car. But if you don’t need the cash for many
years you have plenty of notice as to when you need to sell your shares so
can do so when you stand to make a profit. There may well have been times
during the years you own them when you suffer losses — at least on paper.
But it doesn’t matter as potential losses aren’t realised unless you actually
sell up.

If you are saving for a holiday or new car — investing for the short term — stick
to a savings account paying the highest rate of interest you can find. At least
you are guaranteed to get your capital back, plus some return: You aren’t
risking your cash. You won’t make the big returns you might have made on
stocks and shares but at least you know there won’t be any losses either.

Setting Up a Rainy-Day Fund

Before investing for the longer term, you need to set up your own personal
emergency (or rainy day) fund for contingencies that you can imagine but
couldn’t pay for out of your purse or wallet. The fund should contain enough
money to pay for events such as a sudden trip abroad if you have close
family in distant lands, any domestic problem that wouldn’t be covered by
insurance, a major repair to a car over and above an insurance settlement, or
a vet’s bill not covered by insurance.

Here are some additional snippets from experience for you to keep in mind:

v Don’t put your emergency-fund money in an account that offers a higher
rate of interest in return for restricted access such as not being able to
get hold of your money for five years. The problems and penalties asso-
ciated with getting your cash on short notice outweigh any extra-earning
advantages.

v An emergency cash reserve serves as reassurance so you can ride out
investment bad times more easily.

v Monitor your potential emergency cash needs on a regular basis. They
can shrink as well as expand.

v Know that you'll rarely be able to access investments in an emergency.
You shouldn’t be put in a position where you’re forced to sell.

v Know that your credit card can be a temporary lifeline, giving you
breathing space to reorganise longer-term investments when necessary.
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Looking After Your Life and Health

None of us knows how much time we have left on this planet. The good news
is that your chances of living longer have never been better. Most people
nowadays are likely to live to around 75 to 80 years of age. The bad news?
You can never forecast when you’re going to be hit by a bus or succumb to a
mystery virus.

So you should always make sure there is sufficient life insurance and cover
against your succumbing to a serious illness or losing your livelihood that
you can provide for your family.

Life insurance won'’t replace you, but it will replace your money-earning
capacity.

Always shop around for all insurances. A recent table from Moneyfacts
showed that a 40-year-old non-smoking man could buy a £100,000 policy cov-
ering the next 20 years for £10.80 a month from AA Insurance Services;
exactly the same plan from HSBC Life would cost £19.95 a month.

<® Before buying life insurance cover, decide how much you need. One rule of
thumb is four to five times your yearly take-home pay. But also look at any
death or illness benefits that come with your job. There is no point in doubling
up cover unnecessarily. And know that if you have no family commitments,
then life cover is just a pricey luxury.

As well as buying life cover, you can purchase critical illness policies that pay
out a lump sum if you have a serious illness, such as a heart attack or cancer,
and survive for a month. Some policies also pay if you die during the policy
period. The same huge range of prices exists, so never, ever go for the first
quote you get.

Some policies, known as permanent health insurances or income protection
plans, promise to pay a monthly sum until your normal retirement age if
you can’t work due to illness or injury. These policies can be expensive,
especially for women because insurers think women are ill a lot more often
than men.

Q&N\Bfﬂ
& Always look at all your family and personal circumstances before signing up
for a policy. If you don’t really need it, then don’t buy it. The monthly premi-
ums could be used to help build up an investment nest-egg.
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Paying into a Pension Plan

A\

Your pension plan is an investment for your future but with tax relief in the
here and now. This means that, if you're a basic-rate taxpayer, you pay £78 for
each £100 that you get in investment going into the plan - a pretty good deal.
(The basic rate of tax will fall to 20p in the pound from April 2008, meaning
that basic-rate taxpayers will have to put in £80 for every £100 that goes into
the plan.) Many personal pension plans, including stakeholder plans (these
are pensions whose costs are limited by UK government rules — almost all
employers have to offer one but they don’t have to put any contribution into
it for you) as well as some workplace-based top-up schemes, technically
known as Additional Voluntary Contributions or AVCs, let you choose from a
wide range of investment possibilities both initially and later on and also
allow low- or no-cost switching between investment options in the plan.

Those with larger sums and a DIY (do it yourself) attitude to investment can
opt for a SIPP (self-invested personal pension) where the holder gets to
choose what goes in. You can start a SIPP with anything from £5,000,
although £50,000 is a more normal minimum. However, on the downside, the
costs can be high and if it all goes wrong, you have only yourself to blame.

If you want to be a less-active pensions investor, look at a lifestyle plan,
which most pensions companies now offer. This type of plan invests in riskier
areas, such as shares, when you are younger and have time on your side.
Later, as you approach retirement, the plan automatically moves you down
the risk profile. One way is to switch 20 per cent of your fund into safer bonds
starting ten years before you retire. Then five years before you want to stop
work, the fund moves again, bit by bit, into a cash fund. You can always over-
ride a lifestyle plan if you want.

Taking Care of Property Before Profits

WMBER
@&
&

The roof over your head is probably your biggest monthly outlay. And it’s
also likely to be your biggest investment. So don’t begrudge what you spend
on it. In the long run, it should build up to a worthwhile asset. (At the very
worst, it’ll shelter you from the elements!)

Always look at what it would cost each month to rent the same property
compared with buying it. Doing so is easier nowadays thanks to the buy to let
boom, because you can find rented properties on most streets. If you're
paying more in mortgage costs than in rent, the excess is your opportunity
cost to make gains later if you sell up and move somewhere smaller or to a
less-expensive area. This makes it an investment. On the other hand, if you're
paying less in a mortgage than renting would cost, look at the savings as
another area for potential investment cash.
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Your home is your castle

Homes have generally been a good medium- to
long-term investment. They've beaten inflation
over most periods and more than kept up with
rising incomes in most parts of the country.

Some parts have seen spectacular gains. But
even in the worst parts of the country, you
would've been very unlucky to lose over the

There's every chance that the future won't show
such spectacular gains. But homes should con-
tinue to be a good investment and at the very
least keep up with rising prices over a period.
Putting whatever you can into a house pur-
chase is probably the best thing you can do with
your money.

long run, even counting the big price falls of the
early 1990s.

Pay Off Home Loans Early

‘Psst! Want an investment that pays up to 80 times as much as cash in some
bank accounts but is absolutely safe and totally secure? And what about a
100 per cent guaranteed return that can be higher than financial watchdogs
allow any investment company to use for forecasting future profits?’

Sounds like a snake-oil salesman scam, doesn’t it? But if your first reaction is,
‘You've got to be kidding’, then you’re wrong. Paying off mortgage loans with
spare cash offers an unbeatable combination of high returns and super safety.

To see what we mean, take a look at the following mathematics. In this partic-
ular example, we've used interest-only figures for simplicity, although anyone
with a repayment (capital and interest) loan will also make big gains. And,
again for simplicity, we’ve assumed that the interest sums are calculated just
one a year. That said, here’s the scenario:

Someone with a standard mortgage and with £100,000 outstanding at 6 per
cent pays $60 a year, or £5 a month, in interest for each £1,000 borrowed.
On the £100,000, that works out to £6,000 a year or £500 a month.

Now suppose that the homebuyer pays back §£1,000. The new interest amount
is £5,940 a year or £495 a month.

Compare the $60 a year saved with what the £1,000 would’ve earned in a
bank or building society. The £1,000 could’ve earned as little as §1 at 0.10 per
cent. And even at a much more generous 3 per cent, it would only make $30 —
half the savings from mortgage repayment.

‘But you’ve forgotten income tax on the savings interest,’ you rightly say.

17

Book |

Organising
Your
Finances
and Dealing
with Debt



18

Book I: Organising Your Finances and Dealing with Debt

MBER
@&
&

A\

Ah, but the money you save by diverting cash to your mortgage account is
tax-free. It must be grossed up (have the tax added back in) to give a fair con-
trast. Basic-rate taxpayers must earn the equivalent of 7.5 per cent from a
normal investment to do as well. And top-rate taxpayers need a super-safe

10 per cent investment return from their cash to do as well.

After a payment is made, it reduces this year’s interest as well as that for
every single year until the mortgage is redeemed. If interest rates go up,
you’ll save even more. But if they fall, you’ll keep on saving and be able to
afford to pay down your mortgage even more.

Some flexible or bank-account-linked mortgages let you borrow back over-
payments so you can have your cake of lower payments with the knowledge
that you can still eat it later if you need to. Alternatively, you can re-mortgage
to a new home loan to raise money from your property if you need it.

Seeking Help: Financial Advisers

WING/

&

It is highly likely that you will need advice before buying financial products,
particularly if you are inexperienced at saving and investing.

Life-changing experiences, such as buying your first home, getting married,
having children, going self-employed, or retiring, often require professional
advice. Potentially, you need a lot of money to see you through each of these
stages and generating it can be hard, particularly if you are inexperienced in
such matters. An independent adviser will metaphorically hold your hand
and guide you through the stages. A professional puts distance between
himself and your situation so he can assess the situation objectively and
recommend the best financial course.

If you've got friends or family who are financially literate, you could ask them
for help. But unless they are experienced advisers themselves, and know all
the ins and outs of your particular circumstances, they are not in a position
to recommend the best products to you. For that you need a qualified adviser.

Considering Advisers

There are three different types of financial adviser: independent, tied, and
multi-tied. If you want unbiased financial advice and access to all the prod-
ucts on the market, opt for an independent financial adviser (IFA). An I[FA
researches the whole market and takes his pick from what’s available to
ensure that you get the best product for your needs.
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Benefiting from independent advice o
Organising
The big advantage of using an IFA is that you are using a qualified practitioner ~ Your
to find the best products for your circumstances. Your IFA asks you a number Finances
of questions about your situation, your financial goals and attitude to risk to a“_th[;’al"'“g
ensure he finds the most suitable products. with Debt

IFAs are answerable to the Financial Services Authority (FSA), the City reg-
ulator. IFAs have to follow FSA rules, so you have the comfort of knowing
that your adviser is governed by certain procedures. If he falls foul of these
rules, he will be brought to task by the FSA, and may be fined and could even
lose his licence to trade. Hence, abiding by these rules is extremely impor-
tant to IFAs.

\‘&N\Bfﬁ When your IFA recommends products to you, he must provide reasons,
& in writing, as to why he suggested certain funds and investments and not
others. This is to avoid the chance of mis-selling, when you are advised to
take out products that aren’t suitable for you.

Avoiding the pitfalls

It’s worth remembering that not all [FAs can offer independent advice on
every investment product. One advisory company may offer advice on mort-
gages from the whole market but be tied to offering investment products
from a limited number of companies (see ‘Taking a more limited approach’
later in this chapter). Make sure the adviser is truly independent in all areas
that you might want to buy in before signing up.

&,N\BEH Check that your IFA is actually authorised with the FSA: Don’t assume this
is the case — the unscrupulous have been known to lie about this. Check
that he is authorised even if he has been recommended to you by a friend or
relative. You can do this by checking the FSA Central Register at www. fsa.
gov.uk/register or telephone 0845 606 1234 for further information.

A

QMING/
N/ If you sign on with an unauthorised adviser and he loses your money through

negligence, you can’t claim compensation as you could in the same circum-
stances with an authorised IFA.

If a firm is authorised by the FSA, and you feel that the advice you have been
given is wrong, take up your complaint with the firm in question. If it isn’t
answered to your satisfaction and you wish to pursue your complaint, contact
the Financial Ombudsman Service on 0845 080 1800 or at www. financial-
ombudsman.org.uk.
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Finding an IFA
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If you've decided to opt for independent advice — even if it means paying a fee
to ensure the service is completely unbiased - it defeats the object if you opt
for the first IFA you come across. Do your research beforehand and choose
an adviser who is most suitable for your needs.

To find an IFA, contact IFA Promotion on 0800 085 3250 or go to www.
unbiased.co.uk to search for a local IFA or one that matches your specific
requirements. Or you could try the Personal Finance Society on 020 8530
0852 or www. thepfs.org.

Financial advisers are no different from anyone else you employ to help you.
You should receive an initial free consultation. Use this time to work out
whether potential advisers are organised or haphazard, and whether they
listen to what you want or try to impose their views on you.

Treat an adviser like a partner. Most advisers expect you to know nothing, so
if you do your homework first, you’ll have a good chance of getting what you
want rather than their default option.

Most financial advisers like to quiz you about your life, your ambitions, your
pension, and, most importantly for them, how much money you may have to
invest. Turn the tables on them. At the first meeting, ask as many questions
about them as they ask of you. Here are some questions to ask:

1 What’s your preferred customer profile? This is a good early question
because some advisers specialise in high-value clients or the elderly or
taxation-linked investments.

+* How long have you been in business under your present firm’s name?
Avoid someone who has changed jobs too often.

+ How many clients do you have? A registered individual can’t really deal
with more than a few hundred clients. Any more than that risks a one-
size-fits-all approach.

v Do you have a regular client newsletter? If so, ask for back copies from
the past three to five years to reflect a variety of investment scenarios.

1 What sort of financial problems or areas of investment do you not
want to get involved with? This is like the first question but from a dif-
ferent viewpoint. It’s useful toward the end of the initial conversation.
Advisers who say they really can’t help in your circumstances should
get a plaudit for honesty.
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v If I sign up, will I get face-to-face advice when I want it or have to
phone a call centre? Many advisers are now cost-cutting by reducing
all but their biggest clients to a ‘press one for pensions, press two for
investment funds’ approach.

1 What about regular financial checkups? Ask how often the adviser pro-
vides them and whether you must pay extra for them.

v Are you a member of an independent financial adviser network? If so,
ask whether the network just takes care of regulatory and other paper-
work or whether it dictates a list of investments. The former is preferable.

égN\BEH Don’t forget that you should always make a final check on an adviser via the
& Financial Services Authority Web site. The site shows not just whether an
adviser is registered under the regulatory regime but also whether the
adviser has been disciplined.
<® When you first meet your IFA, the initial consultation is often free to allow

you both to get to know each other. Try to assess whether you could see
yourself working with this person as you will be expected to reveal lots of
personal information about your finances: If you don’t get on with or trust
your IFA, you won'’t get the best results and it will be a largely unfruitful rela-
tionship. Shop around - if you don’t get the right vibes, say ‘Thanks but no
thanks’ and keep on looking.

Taking a More Limited Approach

Some advisers can give advice only on a limited number of products: In other
words, they are not independent because they don’t have access to the
whole market. Such an adviser may be able to advise you on the investment
products — pensions, life insurance and unit trusts — of just one company or a
specified panel of companies.

We explain how this works in more detail in the following sections.

Tied Agents

An adviser who can only recommend products from one provider is known as

a tied agent. Most people buy their financial products through tied agents,
usually salespeople at their bank or building society.
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Just because it’s easy doesn’t make tied advice the best way to buy your
financial products. In doing so, you're limiting your choice so much that
you’re highly unlikely to end up with the most competitive product - if you
do, it will be a stroke of luck rather than the result of sound judgment.

Many banks and building societies employ a tied sales force, which only
promotes the often-narrow range of products on sale from that institution.
These tied agency firms may carry the same name as the bank or building
society — Abbey or Nationwide, for example, or another brand name. So Lloyds
TSB sells Scottish Widows and Barclays deals in Legal & General. Some life
companies, such as Zurich or Co-op Insurance Services, also sell all or most
of their products through tied agents.

The salesperson in the bank or building society is acting on behalf of the
product provider. He is not acting in your interests, as an IFA should, and can
give no really independent advice. All he can do is provide information about
the product you are already interested in buying, or other products provided
by his company He can’t tell you whether it is the best product for your cir-
cumstances, or indeed right for you at all. He can only talk you through the
application process and how the product works.

Always ask tied agents what advantages they can offer to make up for the
lack of variety. They’d have to promise a really good deal to get my vote.

Getting to Grips with Qualifications

3

All advisers, whether tied or independent, have to pass the Certificate in
Financial Planning (Cert FP) or its predecessor, the Financial Planning
Certificate level 3, before they are allowed by the FSA to provide financial
advice. Cert FP covers protection, savings, and investment products; finan-
cial regulation; and identifying and satisfying client needs. It is the equal of
GCSE, a starter-level exam that’s not very difficult.

Refuse to pay top-dollar rates for apprentice investment advisers!

Becoming advanced

Advisers can stick with the basic Cert FP or choose to take a more advanced
exam. The most popular are the Advanced Financial Planning Certificate
(AFPC) and Certified Financial Planner (CFP) licence.
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Looking beyond bits of paper

Although it’s always encouraging if an adviser has lots of qualifications, they
aren’t the be-all and end-all. It is also important that you get on with your
adviser as you could well have to spend a lot of time with him and it’s impor-
tant that you trust him.

It is also crucial that your adviser specialises in the areas which you are keen
to invest in. Experience can also be important so find out how long they’ve
been in the business. An adviser who is wet behind the ears may not have
enough knowledge to instill confidence in you.

Paying for Advice

During your first consultation, a potential adviser should give you clear infor-
mation about what services you're being offered and give you an indication

of what you will have to pay for it. This will enable you to compare the cost of
financial advice and shop around for the adviser who is best value for money.

Your adviser will explain the above by giving you two keyfacts documents
concerning:

v Services: This document explains the type of advice you are being
offered and the range of products offered.

v Costs: This list explains the different ways you can pay for the advice
you receive. It also gives an indication of the fees or commission you
may have to pay. If you pay by commission, it shows you how this com-
pares to the average market commission.

The new advice regime (introduced in December 2004) makes it easier to
understand what you have to pay. You must be given a menu of charges from
the adviser when you first seek advice. This will enable you to compare the
cost of advice and to shop around for a better service.

There are three main ways of paying for advice, explained in the following
sections.
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Forking out a fee

Fees are either charged by the hour or as a set price for the whole job.

This is known as fees-only advice and is the most expensive option, with fees
costing anything from £75 to £250 an hour (depending on your location and
how experienced your adviser is). You may get the first half-hour free; the ini-
tial meeting is often an introductory session where you simply get to know
one another better and figure out whether you are happy to work with the
adviser.

You have to pay a fee even if you don’t end up taking out a financial product.
This isn’t the case if you pay by commission (see the following section).

If you do pay an hourly fee, make sure you get a rough idea of how many
hours’ work is required and how much the total cost is likely to be. Ask your
adviser for an estimate of how much he might charge you. You can also
request that he doesn’t exceed a given amount without checking with

you first.

If you use an IFA, you can choose to pay a fee rather than commission. Only
an IFA has to offer the choice of payment options. Tied and multi-tied agents
don’t have to offer a choice, although they may decide to anyhow.

Going with commission

If you aren’t prepared to pay a fee, or can’t afford to, some advisers charge
commission instead — and all IFAs must offer this option. The commission is
deducted by the product provider when you invest money in a product. As well
as an initial commission for setting up a plan, you may also be charged an
annual commission on top, which is known as trail commission. Check with
your adviser whether this applies before signing up.

Combining fees and commission

You don’t have to choose fees or commission — you can have a combination
of both. Some product providers pay your adviser commission when you
buy a product, which he may pass onto you in one of a number of ways.
These include passing on the full value of that commission to you by reducing
his fee; reducing the product charges; increasing your investment amount; or
refunding the commission to you.
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Look for negotiation

Imagine this: A widow deposits $£100,000 into her savings account after selling
her home and moving somewhere smaller. The bank or building society sees
this deposit and offers her a chance to improve her income. Half an hour
later, she has been sold whatever the bank is pushing that month for those

in her situation. The adviser may have earned as much as 7 per cent in com-
mission. That’s £7,000 for 30 minutes of easy work. Great money! And no
investment risks!

Tied agents and those working for big firms rarely negotiate even if you ask. If
you’re happy handing out so much of your money for so little work, fine, as
long as you’re aware of what you’re doing.

The alternative is to avoid the non-negotiators and either ask for a
commission-sharing scheme or pay for services by time, at a pre-agreed
hourly rate, and get a 100 per cent rebate of all commissions.

A\
Expect to pay a minimum §75-§100 per hour, so always ask for an estimate of
how long the job will take.

A list of fee-based advisers is available from IFA Promotions on 0800 085 3250
or www.unbiased.co.uk.

Going It Alone

In some circumstances, you may decide that you don’t need advice. If you are
opting for a simple product, such as a credit card or savings account, you don’t
need to pay an adviser for help in choosing the best product: you should simply
do the research yourself. Likewise, if you're an experienced investor and
have plenty of time to devote to your investments, you may not need advice.

The advantages of not using an adviser are:

1 Low cost: The only money you spend is on phonecalls.

v Convenience: You can buy where you like and when you like. You don’t
have to wait until you’ve made an appointment or for your adviser to do
the necessary research.

1 Broad access: You can deal with a wider range of firms. You aren’t
restricted to dealing just with those in your local area.

v Speed: You can buy over the phone or Internet, without having to queue
to see an adviser in your local bank branch.
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q‘g‘“ You should only go it alone if you know what you are doing. Not taking advice
can save you money in the short term but it’s also a risky business if you are
inexperienced and could cost you in the long run.
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Choosing the Best Current
Account for You

In This Chapter

Understanding how current accounts operate
Choosing a current account that suits you

Changing accounts

A current account is the most common type of financial product: Most
people have one. If you're like the majority of account owners, you
didn’t give much thought to what you want from a current account before
signing up for one, which means your current account may be unsuitable for
your needs. For example, if you frequently go overdrawn, you don’t want an
account with expensive overdraft charges, or if your account is usually in
credit you don’t want one with a poor rate of interest on balances.

The good news is that if you're not happy with your account - for whatever
reason - it is easier than ever to switch. The Internet has opened up competi-
tion in the current account market with scores of new providers offering
attractive products. And new rules mean that banks have to co-operate
within days rather than weeks if you express a desire to move an account.

In this chapter we show you how to make sure you find the best current
account for your particular needs.

Explaining How Current Accounts Work

Unless you are happy to deal in cash all the time, you need a current account,
which is where your wages are usually paid by your employer so that you can
pay bills, your rent or mortgage, and withdraw cash for everyday spending.
Banks, building societies, and even supermarkets offer these.

Most people have their salary, state benefits, and tax credits (where applica-
ble) paid into their current account.
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You can arrange to pay your bills, mortgage, rent, and so on directly from
your account through one of two methods:

v A standing order is an instruction you give your bank to pay a fixed
amount, usually each month, to a particular person or supplier. The
amount can be changed only if you give instructions to your bank.

v A direct debit is an instruction to pay a particular person or supplier an
amount that can fluctuate. The person or supplier informs your bank
how much it is taking out of your account that particular month (after
informing you).

Most current accounts come with a cash card so you can withdraw money
from automated teller machines (ATMs). This card usually doubles up as a
debit card so you can pay for goods in shops with the money debited from
your account — usually the next day. Most current accounts also offer a cheque
book. If you are over 18 you can also apply for an overdraft (see Chapter 4 for
more details on these).

We give you more of the specifics of current accounts in the following sections.

Noting interest and taxes

The interest you receive on the balance in your current account is subject to
income tax and usually paid monthly. Interest on some accounts is calculated
annually.

You receive interest after it has been taxed at 20 per cent (your current account
provider deducts interest and pays it to HMRC on your behalf). If you are a
basic rate taxpayer this is the full extent of your tax liability, but if you are a
higher-rate taxpayer you have to pay 40 per cent tax — the rest is collected
via your self-assessment tax return.

If you don’t have a job or are on a low income, you don’t have to pay tax on
the interest you earn. However, you need to inform your bank or building
society of your circumstances by filling out form R85, which is available from
your current account provider or local tax office.

Considering safety first

A current account is a safe home for your money: The biggest threat to your
money is your spending habit! With a current account, you don’t assume any
stock market risk or stand much chance of the bank or building society going
bust and you ‘losing’ your cash. Even if your bank or building society goes
bust, because it is registered with the Financial Services Authority (FSA) and
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receive back 100 per cent of the first £2,000 you had on deposit and 90 per .
cent of the next 33,000 (up to a limit of $31,700). 3;?'?"'8'"9
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a current account provider is before you open an account, go to the FSA’s with Debt
website (www. fsa.gov.uk) or call the consumer helpline on 0845 606 1234.

The majority of banks and building societies in the UK have signed up to the

voluntary Banking Code. This sets out the standards for dealing fairly with

customers. A copy of the Banking Code is available on the British Bankers

Association website (www.bba.org.uk or contact 020 7216 8800).

If you aren’t happy with the service you’ve received from your bank or build-
ing society, complain first to the institution concerned. If the problem isn’t
rectified, contact the Financial Ombudsman Service, which was set up to
settle disputes between customers and financial firms, on 0845 080 1800.

The main risk to your money is the rate of inflation, which indicates how
much the cost of living is going up. So when the rate of inflation is higher
than the interest you are earning on your account, you are losing money in
real terms. For example, if inflation is at 2 per cent and you are earning 0.1
per cent interest on your current account, you are losing money. This is why
it is worth shopping around for the best rate of interest (see ‘Switching your
current account’ later in this chapter) and ensuring you don’t keep huge
sums of money sitting in your current account. Move it to a savings account
paying a better rate of interest instead.

Paying the charges

You pay no charges on most current accounts if you are in credit, although
packaged accounts impose a monthly fee for a range of additional services
(see the nearby ‘Paying for Packaged Accounts’ sidebar).

You may have to pay a fee of £1 to £2 for using ‘convenience’ cash machines
to withdraw money in small shops and service stations, however, and will be
charged for special services such as sending money abroad.

Most banks charge for going overdrawn. As well as the overdraft rate, you
may also have to pay a monthly or quarterly fee. Many banks offer a fee-free
overdraft buffer of up to £500, while others charge as much as 30 per cent for
unauthorised borrowing.

You may - or may not — have to pay fees for other services such as request-
ing a duplicate statement, using an ATM abroad, or stopping a cheque. So, for
example, if you travel frequently, finding an account that doesn’t make you
pay to use an ATM when you’re outside the country makes sense.
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Maintaining the ideal balance

There are no restrictions on how long you keep your cash in your account or
on withdrawing money from it, apart from the availability of funds and the
limit on how much cash you can withdraw from an ATM in any one day
(usually £250 or £300).

You may be required to keep a minimum balance in your account, however.
Some accounts have tiered rates of interest, so if your balance falls below a
certain level you'll earn a lower rate of interest.

Even if your current account does pay a good rate of interest it is not a good
idea to keep a big balance in your account. You could almost certainly get a
better deal elsewhere in an instant-access mini cash individual savings
account (ISA), because returns are tax free. See Chapter 4 in Book Il for more
on these.

The ideal balance in a current account differs from person to person, but as a

general rule you shouldn’t have more than you need to cover the month’s
outgoings. Keeping tens of thousands of pounds in your current account
makes no sense because your money can earn more interest in a savings

account or mini cash ISA.

Work out how much you need to cover your bills and expenses each month,
allow a couple of hundred pounds as a buffer in case of unexpected outgo-
ings (the exact amount will depend on what you feel comfortable with), and
put the rest where it will earn a better rate of interest.

Paying for Packaged Accounts

A number of banks provide packaged accounts
that offer a range of benefits and services
above and beyond your standard current
account. Most charge a fee — of between £6 and
£15 a month — but not all do: you may end up
paying a higher rate on your overdraft instead
(if you have one), so check the rates before
signing up if you regularly go overdrawn.

A packaged account is worth the fee only if you
make use of the perks available. These can

include free annual travel insurance, free com-
mission on foreign currency, and free break-
down recovery. But before taking up offers such
as discounts on holidays and flights, or prefer-
ential deals on savings, credit cards, or loans,
shop around to see whether you can find a
better deal elsewhere.

If you don't use the perks and can get a cheaper
deal elsewhere on other products, think care-
fully before opting for a packaged account.




Chapter 2: Choosing the Best Current Account for You

Finding the Best Current Account

Q‘&N\BEH

Re,

When opening your first current account, it’s easy to opt for the same account
your parents have. Or if you are heading off to university and opening your
first current account you may choose the one that offers the best perks: such
as a free five-year Young Persons Railcard, which gives you one-third off rail
travel. Few people give any more thought to it than that. But seeing that a
current account fulfils such a crucial role in your finances because most of
your cash flows through it at some stage, it’s worth thinking about what you
want from it before signing up.

Some banks pay extremely poor rates of interest on current accounts and
charge extortionate rates of interest on overdrafts, yet those offering the
worst deals also have the largest number of customers. The ‘big four’ -
Barclays, HSBC, Lloyds TSB, and NatWest — all pay 0.1 per cent interest on
balances (although Lloyds TSB also has an account paying a higher rate of
interest as long as you pay in a certain amount each month). Other banks pay
more than 30 times this amount of interest.

The big four also charge around 16-18 per cent on authorised overdrafts
(although Barclays has some packaged accounts with 9.9 per cent over-
drafts). But you can get an overdraft rate of under 8 per cent if you shop
around. Yet despite this, some 70 per cent of all current accounts remain with
one of the big four banks.

No bank or building society offers the best deal on every single product.

One bank may have a fantastic mortgage range but offer a low interest rate on
its current accounts. Product providers specialise in certain areas, offering
one or two really attractive deals to pull in the punters. Other customers end
up paying for this great deal — usually those stuck with an uncompetitive cur-
rent account.

Check for an introductory offer. Some banks pay a lump sum or charge 0 per
cent on overdrafts for a limited period when you open an account. Find out
whether you qualify for preferential rates on other products offered by the
bank, such as insurance or personal loans.

When scouting financial institutions, discover what other services are on
offer, such as the ability to buy or sell shares (see Chapter 6 in Book III for
more on this) or free financial advice. If you're keen on being green, deter-
mine whether you can get an ethical banking account, which are provided
by socially responsible banks that don’t invest in companies involved in
tobacco, gaming, gambling, or pornography (see Chapter 5 in Book III).
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If you think you have been overcharged by your bank, get help on how to
claim a refund from Which? (www.which.co.uk).

When choosing a current account, you need to consider how you will use it.
We give you information on several issues to bear in mind in the following
sections.

Gaining access

Having money sitting in your current account is all well and good, but you
need to be able to get to it. Fortunately, modern banking methods offer you a
multitude of ways to access your dough, from stepping into a solid building
and getting money from a live person to choosing the virtual route of a stand-
alone Internet bank (keep in mind that the money is all too real).

In the following sections, we take you through the various access methods
and highlight points to consider when choosing a current account to meet
your individual needs.

Going automated with ATMs

A growing number of ‘convenience’ATMs can be found in shops and garages,
which charge you for withdrawing your cash. This is usually a flat fee of
about £1.50 or £1.75 - regardless of how much you withdraw. A message
flashes up on the screen just before you complete your transaction warning
you of this fee. If you don’t wish to pay it, you simply cancel the transaction
and don’t get your cash.

Bank branch ATMs now offer free shared access to consumers’ accounts, so
you don’t have to pay if you use another bank’s ATM to withdraw cash.

e‘gN\BER You should check the maximum amount of cash you can withdraw from an
& ATM in a single day. This is usually around £300, subject to available funds
or an arranged overdraft, but it can vary. If you are likely to deposit cash or
cheques into your account, find out whether you can do this via your bank’s
ATMs to avoid queuing for hours in your local branch.

Scouting locations

A branch close to your home or workplace is useful, even if you prefer to do
your banking over the telephone or Internet. There are times when you will
need to visit your local branch to collect travellers’ cheques or foreign cur-
rency, for example, or to pick up some literature about a new account or talk
to an adviser. If you don’t have far to go, it will be much more convenient.



Chapter 2: Choosing the Best Current Account for You

\\3

Writing cheques and using cheque cards

Most current accounts offer a cheque book and cheque guarantee card
(which often doubles up as a debit card). However, many people no longer
pay by cheque, so there are a number of current account providers — usually
online — who don’t offer a cheque book (in exchange, you might get a slightly
higher rate of interest on balances).

If you do want the option of paying by cheque, make sure the account you
sign up for offers this. Check what limit is on the cheque guarantee card - it
may be as low as £50, although some accounts go as high as £250.

Clicking through the Internet

The growth of Internet banking has been phenomenal. A number of high-
street banks are behind the various Internet banks, although the latter are
run as standalone operations. So, for example, Halifax owns Intelligent
Finance, Abbey owns Cahoot, and insurer Prudential owns Egg.

Standalone Internet banks offer better rates of interest on balances and over-
drafts than high-street banks. They can do this because they have lower
overheads (no branches). Instead, you get 24-hour access, 365 days a year.
But the accounts on offer are more limited than on the high street and there
are times when you might want to speak to someone face to face. With many
standalone Internet banks you have to rely on the phone or email, which
doesn’t suit everyone.

You won'’t get a monthly statement in the post either: instead, you'll be able
to access an electronic statement online. If you really want a paper statement
for your records, print this off and file it.

Before opening an Internet bank, check the security it has in place. Hackers
often try to access online accounts but are very rarely successful, as extremely
sophisticated security systems are employed by the banks. The FSA warns
customers to be wary of banks based outside the European Economic Area
as you may not be as well protected as with a UK bank. And make sure you
don’t give your passwords to anyone or write them down.

Banking by phone

Find out whether the bank has a free or local-rate number for telephone bank-
ing and what services you can access by phone. This could make a difference
if you contact your bank on a regular basis.
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Weighing balances

Many banks require only £1 to open a current account, but some providers
insist that you deposit a minimum amount of cash each month, or that your
balance doesn’t dip below a set amount. If you don’t have much cash to
spare, steer clear of such accounts because if your balance dips below, say,
§£250 you may forfeit your interest. Find out whether there are any penalties
for not maintaining a minimum balance before signing up.

Accruing interest

If your current account is usually in the black, it’s sensible to opt for one
paying a reasonable rate of interest — 3 per cent or above — to maximise your
returns. However, these accounts often stipulate a minimum level of funding
required per month, so do look carefully at the terms. Some accounts pay
tiered rates of interest, so the more cash you have in your account, the greater
the rate. But this also usually means that such accounts pay a low rate of
interest on small balances so they’re not worth bothering with. You shouldn’t
be keeping the large sums of money in your current account that qualify you
for the higher rate of interest on a tiered account in the first place.

Terms and conditions

If there is a chance that you might go overdrawn, check what the charges are
for doing so. Overdraft rates vary significantly between account providers, so
shop around for the lowest one if you need an overdraft and inform your
bank before going overdrawn. Unauthorised overdrafts are far more expen-
sive than authorised ones.

It’s worth finding out how much you can go overdrawn by if you may need
more than a few hundred pounds. Ask whether you can go overdrawn by a
certain amount without having to notify your bank beforehand and not have
to pay over the odds for this. There may also be an arrangement fee to pay
for setting up the overdraft. See Chapter 4 for more on overdrafts.

If you never go overdrawn, you don’t need to worry about the overdraft rate —
the interest you earn on your balance is far more important.

Watch out for accounts offering additional features such as travel insurance,
on which a monthly fee is charged. If you are not likely to get much use from
the add-ons, it’s not worth paying £10 or more a month for them.
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enables you to connect your current account to
several products, such as your mortgage, credit
card, savings account, and even personal loans
you have with the same provider. The advan-
tage of linking your accounts is that your sav-
ings and current account balance is offset
against your debts, reducing the interest you
pay. For example, if you've got £5,000 in your
current and savings accounts, and owe £3,000
on your credit card, you won't pay any interest
on the debt because your savings cancel it out.

Similarly, if your salary of £2,500 a month is paid
into your current account, and this is connected

charged interest on £67,500. Interest is calcu-
lated daily, so even though you won’t maintain
this balance in your current account for long,
and even if you have nothing left in your
account at the end of the month, while there is
cashin there you pay less interest on your mort-
gage. This makes a difference in the long run,
knocking years off your mortgage.

The big advantage of linking savings with debits
is that because you don’t receive interest on
your savings, you aren't taxed on them either.

Switching Your Current Account

Switching accounts is easier and quicker than ever, thanks to new Banking
Code standards. The good news is that you don’t actually have to do very
much as your new bank does all the legwork. An automated system swaps

customer information between banks and building societies. And the revised
Banking Code means your old bank has to provide your new bank with details

of all your direct debits and standing orders within three working days of
being asked for them. All you do is choose the current account you wish to
switch to, fill out an application form, and your new bank does the rest.

Completing the application form

Once you decide to switch current account and find one that suits your needs,
you must fill out an application form, which you get from your new bank by
popping into your local branch, ordering one over the telephone, or down-
loading it from the Internet. If you download a form, once you've completed it
you must print it off, sign it, and return it to the bank. You will be asked for your
name and address and details of your existing current account, such as the
name and address of the bank it’s with, your sort code and account number.
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Along with the completed form, you must supply proof of your identity and
address. Proof of identity can be a passport or driving licence, while a coun-
cil tax or utility bill will provide proof of where you live. You can’t use the
same document to prove your identity and address.

Send important documents by recorded delivery to ensure they’re not lost in
the post.

Obtaining a list of direct debits

Once your application to open a current account has been accepted, you will
be asked to sign a mandate allowing your new bank to ask your old provider
for details of your direct debits and standing orders. Once your new bank has
this information, it will usually send you the list so you can check it. Ensure
that nothing is missing (and that you aren’t still making a payment you no
longer need to). If anything is missing, contact your new bank or building
society to ensure it gets paid.

Your new provider will contact all the companies you have direct debits and
standing orders with and give them your new account details.

Your new bank may contact your employer and arrange for your salary to be
paid into your new account. Other banks expect you to arrange this. Check
whether you are expected to do so. If your bank is taking care of this, it is
worth checking that it has or you could face a serious shortfall at the end of
the month.

Handling the changeover period

The length of time for the changeover to be completed depends on the banks
involved. The Banking Code says your existing bank should provide your
account details to your new provider within three working days, but allow six
weeks for the switch to be fully completed.

Keep some cash in your old account for three months after you open the new
one and don’t close that account until everything has been finalised. That way,
if any payments do slip through the net, you've got the funds to cover them.
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In This Chapter

Deciding what cover you need
Protecting your life, health, and income

Covering your home and belongings

A Ithough we assume it will never happen to us, accidents will happen
and illness can strike. Ensuring that you’re adequately insured for the
unknown makes it easier to deal with the events life may throw at you.

Many people consider insurance to be a waste of money, as you could end up
paying hundreds of pounds of premiums and yet never make a claim. But
although you could get nothing but peace of mind — which alone is worth the
price to some - if you do have to make a claim, you’ll be glad you bothered
getting cover.

This chapter examines the main types of insurance available, what suits your
needs, and how to ensure you don’t pay over the odds.

Arranging Cover

Insurance works by offering you cover against injury or loss in return for a
monthly, annual, or one-off payment called a premium. The insurer calculates
your premium by assessing the risk of something happening to you — such

as your home being flooded - and what it will cost to right the damage. The
higher the likelihood of an event occurring, and therefore of you making a
claim, the greater your premium.
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Deciding what insurance you need

Some types of cover are compulsory, such as buildings insurance for those
with a mortgage or third-party cover for motorists (see the upcoming sections
titled ‘Safeguarding your home’ and ‘Making sure of your car’ respectively).
But the majority of insurance isn’t compulsory; it simply brings peace of
mind and makes life easier if disaster strikes.

When deciding whether you need non-compulsory cover, consider the impact
of something happening to you and whether you could cope if it did. For
example, if you were burgled could you afford to replace all your belongings?
If not, you need contents insurance.

The cover you opt for is also dictated by what you can afford. Draw up

a short list of the insurance you would buy if money were no object and
rank it in order of importance, with the cover you have to buy at the top.
After compulsory cover, most people opt for life assurance, but this isn’t
relevant if you don’t have dependants (see ‘Insuring your life’ later in this
chapter). Consider your needs as well as cost. When checking whether
you’ve got enough cover, remember that most insurers state a maximum
limit they will pay out in event of a claim: Check whether this would cover
your loss.

Disclosing information to the insurer

You have to fill out an application form to obtain cover. This involves
answering a series of questions, depending on the type of insurance you
are buying.

Answer truthfully, even if you know this will bump up your premiums. For
example, if you are applying for home contents insurance and the insurer
asks if you are a smoker, don’t lie and say you aren’t if you are. Even though
being a smoker increases your risk and your premiums, tell the truth because
if you lie, the insurer may refuse to pay out on a claim. It’s better to pay
higher premiums to ensure you are covered.

If you have pre-existing medical conditions, mention them to the insurer or
broker: Don’t wait to be asked. It’s better to be safe than sorry.



Chapter 3: Covering Yourself with Insurance

\\3

Shopping around for insurance

You can buy insurance direct from the provider, your bank or building soci-
ety, a supermarket, or broker. You can also buy insurance from the provider
of another product (such as travel insurance from your travel agent). For
straightforward insurance, direct providers such as supermarkets often offer
the best deal. For the best price for less straightforward cover, use a broker
with access to hundreds of policies, who can find the best deal for your cir-
cumstances. Log onto www . insuresupermarket . com, www.moneyextra.com,
or www.moneyfacts.co.uk to search hundreds of policies for the best deal.

If you are struggling to get cover because, say, your home is at risk of flood-
ing, a broker will probably know which providers are most likely to insure
you. Using a broker saves you wasting time ringing several insurers yourself
only to be told they can’t cover you.

Reading the policy carefully

It sounds obvious, but you must read the insurance policy carefully. It sets
out the legal obligations on both you and the insurer. Check that it provides
the cover you need and ensure you understand the excess — the amount you
have to pay your insurer every time you make a claim (see the next section).
Make sure you're happy with what is excluded from the cover: If not, try get-
ting this changed. You may have to pay extra to do so but it may be worth it.
If you need clarification, ask your insurer.

Deciding on the excess

When you claim on your insurance policy, you usually make a small payment,
known as an excess, before you get money from the insurer. Some policies
have several different excesses, depending on what you are claiming for.

For example, if your home has suffered from subsidence in the past, you may
have to pay a higher excess on a subsidence-related claim than you would if
your laptop was stolen. The standard excess can be anything between §£50
and £250, but you can get this raised or removed completely. The higher the
excess, the lower your premiums, but don’t opt for a greater excess than you
are comfortable paying.
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Making a comeback if things go wrong

Your policy documents spell out how you make a claim. If you're unsatisfied
with the way your insurer handles your claim, inform it in writing. If you
aren’t happy with the way the insurer deals with your complaint, contact
the Financial Ombudsman Service (FOS), which can intervene on your
behalf and make a binding ruling. Telephone 0845 080 1800 or log onto

www . financial-ombudsman.org.uk/consumer/complaints.htm.

Cutting costs — without skimping on cover

Insurance can be pricey but there are ways of cutting your premiums —
without slashing your cover:

v Pay premiums annually rather than monthly. Insurers offer a discount
for this.

v Don’t double up on cover. You can only claim on one policy. So if you take
out baggage cover as part of your travel insurance, check you aren’t
already covered by your contents insurance. Read the small print on
your existing cover first before buying any more.

v Shop around for cover using a broker or comparison Web sites. But don’t
be guided solely by price; it is important but enough cover is more vital.

Handling Health and Protection
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If you lose your job or become ill and can’t work, the state provides very
little help in making your mortgage repayments. The government provides no
financial help until you have been out of work for nine months, and even then
what is available is capped and means tested: You must be on income sup-
port or jobseeker’s allowance, and can’t have more than §£8,000 in savings.
Benefits cover only the first $100,000 of your mortgage, so if you comply with
the above criteria but have a bigger home loan, you have to meet the short-
fall yourself.

With such a limited safety net provided by the government, it is vital that you
take out your own cover in case you lose your job or become ill and unable
to work (see ‘Preparing for accident, sickness, and unemployment’ later in
this chapter).
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If you need more advice about insurance, and which policies are right for
you, contact an independent financial adviser.

Insuring Your Life
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The most basic type of cover is life assurance, also known as life insurance.

It pays out a lump sum on your death, which your dependants (usually a
partner and/or children under the age of 18) can use as they please — pay off
the mortgage, clear debts, or provide an income. The lump sum is usually tax
free. It is vital that you take out life assurance if you are the main breadwinner.
Be sure, too, that you take out enough cover; otherwise, your dependants
will suffer financially after you die.

If you're single, you don’t have a real need for life cover unless you have spe-
cial circumstances, for example you plan to leave your home to a friend or
sibling and want the mortgage paid off before they receive it. Life assurance
can do this.

When applying for life cover you must complete an application form, giving
details of your age, job, and health. Answer these truthfully, no matter how

this affects your premiums. If you don’t, your policy may not pay out, which
could be disastrous for your dependants.

Most life providers can also tack critical illness cover, which pays out on diag-
nosis of certain illnesses, onto your policy for an extra premium, which is quite
expensive. This cover can also be bought separately (see ‘Covering critical
illness’ later in this chapter).

We explain the different types of life assurance in more detail in the following
sections.

Beginning term assurance

Term assurance is the cheapest form of life protection. It’s getting cheaper all
the time as people live longer and give insurers less risk of having to pay out.

Term assurance is available from traditional providers such as insurance
companies and banks and building societies to retailers. Because competition
is fierce, the cost of cover is reasonable: a 30-year-old non-smoking female
buying £100,000 worth of level cover for a term of 20 years could purchase
cover for £6.80 a month.
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Term assurance works like this: You choose the term — how long the policy
runs for, which can be anything between 1 and 30 years. Many people choose
a term that coincides with the length of their mortgage so that their payments
are covered if they die before they clear this debt. So if you have 20 years
before your outstanding mortgage is cleared, you take term assurance for
the same period.

How much the insurer pays out if you die during the term depends upon the
type of term assurance:

1 Level term: Covers you for the same amount throughout the term of the
policy (your premiums also remain the same). As it doesn’t take into
account the effect of inflation, level term assurance can put your benefi-
ciaries at a disadvantage.

+” Renewable term: A renewable term is shorter than a level term — usually
five years. You can then renew it if you wish, although you can’t increase
the sum assured and your premiums rise with age.

v Convertible term: Can be converted to whole of life or endowment
insurance without giving further medical evidence of the state of your
health. The new policy should cost the same as a normal whole of life
or endowment policy based on your age when you exercise this option.
This may be worth doing if you don’t have much cash initially (so can
only afford level term) but have a greater income and more responsibili-
ties, such as kids, later on.

v Decreasing term: The payout sum falls by a fixed amount every year, so
by the end of the term you get nothing. However, your premiums remain
the same throughout the term, although they are set lower than level
term to account for the decline in the sum insured. Popular for covering
a repayment mortgage.

v Increasing term: The payout sum, and possibly your premium, increases
every year by a fixed percentage of the original sum insured or the retail
price index. This ensures there’s enough to cover the rising cost of living.

v Family income benefit: Instead of paying a lump sum on your death,
your family receives an income until the end of the term. This is paid
monthly, every three months, or once a year. You can also have this
increase by 3 or 5 per cent each year, but your premiums will be higher
to accommodate this.

The downside with term assurance is that your family is protected only if you
die during the term. If you take out a policy with a 20-year term and live
longer than this, your family won’t see a penny of your outlay returned.
There is no surrender value either, so if you stop paying the premiums the
cover ceases and you don’t get back the premiums you have paid.



Chapter 3: Covering Yourself with Insurance

WMBER
Q‘?‘
&

Just as it is important to make sure you take out enough cover - ensuring the
lump sum is big enough to clear all your debts and provide an income as
necessary — you must review your policy on a regular basis to ensure you still
have enough cover. Do this at least every two years, and when something
significant happens, such as you get married, move house, or have children.
An independent financial adviser can help decide how much cover you need.
While checking that you have enough cover, ensure your premiums remain
competitive as well. There are no penalties for switching policy, so do so if
you find the same cover for less money - just make sure the new policy is
properly in force before terminating the old one.

Getting whole of life insurance

If you want to ensure your family are covered whenever you die — not just
during a set term — opt for whole of life insurance. Premiums are higher than
for term assurance because the insurer will definitely pay out. Some insurers
require you to pay premiums until death; others require premiums only until
you reach a certain age, such as 65 or older, but your beneficiaries still get
the sum insured when you die. The size of the payment your family gets
depends on how long you pay premiums for and the performance of any
investments within that policy.

Protecting Your Income

<\

Also known as permanent health insurance, income protection pays out a
monthly tax-free sum if you suffer loss of earnings because you are injured or
too ill to work. You pay a monthly premium in return. The payout is less than
your normal earnings because it is free of tax and the insurer doesn’t want to
give you too much incentive to stay off work.

Decide whether you need income protection by working out what will happen
if you can’t work. Your employer may pay Statutory Sick Pay or something
more generous. Find out what you’re entitled to, as this affects whether you
need income protection. If you're self-employed, your income may almost
certainly cease so you need some income protection.

The state offers some benefits, such as Long Term Incapacity Benefit, but they
don’t pay out in the short term, and may be means tested. Find out what you
qualify for from your local Jobcentre Plus or log onto www. jobcentreplus.
gov.uk.
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After you work out how much money you receive if you become sick or
injured, think about how much you need to cover your outgoings, such as
your mortgage, council tax, and other bills. If you have savings and/or invest-
ments, or your employer provides generous sick pay, covering these may not
be a problem. But if you can’t cope with a loss of income, you need income
protection.

You have several decisions to make when buying income protection:

1 Whether you want own occupation or any occupation cover. The
former pays out if you can’t do your normal job, the latter you can’t
claim on unless you are too ill to carry out any job. The former is more
expensive but usually worth having.

v How long you want the deferred period to be. This is the length of
time after your incapacity before you get a payout. The longer it is,
the lower your premiums. If your employer will give you sick pay for
six months, you could defer your policy to pay out after this, for
example. Avoid opting for a longer deferred period than you can
comfortably cope with just to reduce your premiums, as it could be a
struggle.

1 How long you want the policy to pay out for. It is wise to tie this in
with your normal retirement date. The longer the period, the more
expensive your premiums.

1+ Whether your premiums are fixed or variable. If you opt for a
guaranteed rate, your insurer can’t increase your premiums, except in
line with inflation, so you get certainty. If your rate is reviewable, the
insurer can raise premiums to reflect its overall costs, which may
mean you have to pay out significantly more than you’d budgeted for.

A renewable rate means premiums are set for a fixed period, which again
buys peace of mind.

Covering Critical Illness

Critical illness cover (CIC) pays out a tax-free lump sum if you are diagnosed
with a specific illness or condition, such as cancer, a heart attack, or a stroke.
Full details of the conditions covered are listed in the insurer’s key features
leaflet.
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CIC is more restrictive than income protection because the latter pays out a
monthly income if you are too ill to work regardless of the illness, whereas
CIC is quite limited in the conditions it covers. And receiving a monthly
income until you can return to work via income protection insurance may be
more useful than a lump sum via CIC, because you may spend the lump sum
and be left with no income.

You can arrange for CIC to cover you for a set number of years, perhaps until
you clear your mortgage. Or you can opt for a plan without a fixed period.

Most policies charge a regular monthly or yearly premium, depending on
your age, sex, health, occupation, whether you smoke, the cover you need,
and for how long. It’s most important that you disclose the full details of your
medical history when you apply, as your claim could be turned down by the
insurer if you missed some information out, whether or not the omission was
intentional. If you are already seriously ill, you may not be able to get cover
or the provider may cover you but not that particular illness. Alternatively,
you may be charged a higher premium. You may also have to pay higher pre-
miums if certain illnesses run in your family.

Premiums may increase over the life of the policy or you can opt for a guaran-
tee that they won't.

Preparing for Accident, Sickness,
and Unemployment
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Also known as mortgage payment protection insurance, accident, sickness, and
unemployment insurance (ASU) is the most comprehensive and expensive cover
available. It pays out for a limited period — usually 12 or 24 months - and you
must wait 30, 60, or 90 days before receiving payment. If you take out all three
elements, this type of policy is expensive. But you may not need every element:
Work out what you require and take out only enough to cover what you need.
For example, if your employer provides sick pay for six months, you don’t
need accident or sickness cover and may need only the unemployment part.

Income protection may be a better option than ASU, as it is cheaper and pays
out until you return to work, whereas ASU pays out only for a limited period.
You can buy ASU from your mortgage lender but see whether you can find a
better deal first by consulting a mortgage broker or financial adviser.
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Purchasing Private Medical Insurance
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If you have private medical insurance (PMI), you don’t have to wait months
to be treated on the NHS. You pay a monthly or yearly premium in exchange
for cover for the cost of private medical treatment for curable short-term ill-
nesses or injuries, otherwise known as acute conditions.

A'long list of illnesses and conditions aren’t covered by PMI, including drug
abuse, self-inflicted injuries, pregnancy, cosmetic surgery, and organ trans-
plants. For a full list of exclusions, check the insurer’s key features leaflet.
Treatment by accident and emergency isn’t covered under PMI as private
hospitals don’t have the facilities to cope with it.

Accounting for the cost

PMI can be extremely expensive and you should be prepared for your premium
to rise each year, usually above the rate of general inflation. The cost is the
result of the increasing number of people claiming for private medical treat-
ment and the increasingly sophisticated and expensive procedures available.
According to the Association of British Insurers (ABI) a hip replacement — a
common procedure — can cost around £7,000, for example.

The number of claims you make doesn’t influence your premiums, unless your
cover includes a no-claims discount. However, your premiums will increase
as you get older because you are more likely to make a claim. A 45-year-old
should expect to pay 25 per cent higher premiums than a 35-year-old, accord-
ing to the ABI. A 65-year-old would pay more than twice the premium of a
45-year-old.

Your premiums depend on your level of cover: A limited policy costs less than
a comprehensive one. Most schemes cover in-patient and day-patient treat-
ment, but not all offer outpatient treatment. Consider how important this is
to you when choosing a policy.

Declaring your medical history

The most common type of policy requires you to fill out a form with details of
your medical history. Your doctor may be contacted for further information
and you won'’t be covered for pre-existing conditions.
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An alternative to declaring your medical history is the moratorium option,
which is offered by a number of insurers. You don’t have to fill in a medical
history form, but if treatment for a pre-existing condition (something you
suffered from in the past five years) is required within two years after the
policy starts, the costs are not covered. If you haven’t had any symptoms or
received treatment for this condition for two years after starting your policy,
the insurer covers you as normal.

It is down to you to declare any medical conditions you have suffered from in
the past five years if you don’t opt for the moratorium. Resist the temptation
to conceal this information, as the insurer may refuse to pay out if you make

a claim.

Covering Vour Home and Belongings
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As well as covering your life and mortgage payments, it is wise to cover your
belongings in case disaster strikes.

Safequarding your home

In return for a monthly or annual premium, buildings insurance pays out if
the structure of your home and/or its fixtures and fittings are damaged by
fire, subsidence, flood, or storm. Premiums are calculated according to your
postcode, previous claims history, the sum insured, and the nature of what
you are insuring.

If you have a mortgage, this cover is compulsory. Your lender will insist on
proof that you have cover before releasing the mortgage, so purchase insur-
ance before contracts are exchanged. If you own a leasehold property, your
freeholder — the landlord - is responsible for arranging buildings insurance.
You repay him via your service charge.

Take a look at the buildings or contents insurance that you can buy from
your mortgage lender. The lender’s insurance policies are likely to be more
expensive than those of other companies, so shop around. And the bigger
your home, the more you’ll probably save from searching the market. Some
insurers concentrate on more expensive houses, looking at them as better
risks than smaller properties. The savings — £200 to £600 per year is possible —
can form the basis for future investments.
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Taking care of contents insurance

Contents insurance protects you against damage or loss of your moveable
possessions due to theft, fire, or flood. For an extra premium, you can get
accidental damage cover, which pays out if you spill a pot of paint on the
carpet, for example. Consider whether you need this extra protection. You
also pay extra for all risks: cover for items you regularly take out of the home,
such as a laptop or digital camera.

You can get lower premiums by beefing up your security, fitting alarms and
British Standard locks. Ask your insurer for details.

Making Sure of Your Car
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If you cause an accident, third-party cover protects you against liability to
other people and their property. You can also get fully comprehensive insur-
ance, which also pays out for repairs to your car if you cause an accident as
well as for theft and fire damage. There is also an inbetween policy - third-party
fire and theft — covering you for liability to other people and their property,
and if your car is stolen or damaged by fire.

It is an offence to drive a car without third-party cover.

Motor insurance can be expensive, but there are ways of cutting the cost
rather than the cover. Premiums are calculated according to your age
and driving experience, occupation, and where you live - there is little
you can do about these. But you can choose a car with a low insurance
group rating; ensure an alarm is fitted; travel fewer miles; and keep it in a
garage.

You can also get a discount on your premiums if you build up a no-claims
record — usually around 30 per cent for one claim-free year to 60 per cent
after four or five years. Discounts differ between insurers, so shop around for
the best deal. Some insurers offer a protected discount policy to drivers with a
good claims record. For an extra premium, you can typically make two claims
in a three- to five-year period without affecting your discount.
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It’s worth buying travel cover before going on holiday. You might be intending
to rely on the E111 form, which gives UK residents free or discounted medical
treatment in another European country if it has signed a reciprocal agreement
for health services. However, it doesn’t cover many countries, such as the US,
and few EU countries pay the full cost of reciprocal health care.

What’s more, the E111 doesn’t cover loss of luggage, money, or passport, or
expenses caused by flight delays. With travel insurance, you get recompense
if your trip is cancelled or curtailed for reasons beyond your control or you
have to be repatriated (flown back) to the UK.

You can take out an annual policy or single-trip policy every time you travel.
The former is cheaper if you make at least two trips a year. You can buy cover
from travel agents or tour operators, but can get a better deal via a broker.
Insurers, retailers, banks, and building societies all offer travel cover, so it’s a
competitive market.

Ensure you have enough cover. If you are participating in winter sports or
bungee jumping, make sure your policy covers you before you go. It is often
worth having more cover than you need if there’s a chance you might under-
take a dangerous sport or activity: It could be difficult or impossible to
extend your cover once you are abroad.
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Chapter 4

Tackling Your Overdraft and

Other Credit Nasties

In This Chapter

Going overdrawn

Working out whether an overdraft is the answer

Going for a current account with the best overdraft

Changing current accounts

Whittling down your overdraft

Handling store card debt

Steering clear of debt management companies

Consolidating your own debts

Avoiding bankruptcy
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E/en the best-laid plans can go awry, and even the most careful budget-fol-
lower can overspend on occasion. One of the easiest ways of spending
more cash than you have is to go overdrawn on your current account. But if
you do so without asking the bank’s permission beforehand, you are likely to
get a nasty shock when you receive your next bank statement.

Not only is unauthorised borrowing expensive, it’s also unnecessary. With a
bit of careful planning, there is no need for an unauthorised overdraft. This
chapter shows you what you need to bear in mind before going overdrawn.

Increased competition in the current account market means that if you are
already overdrawn, and have been for some time, you may be paying more in
charges than absolutely necessary. Shopping around for a cheaper overdraft —
and switching current account - is straightforward, will save you on charges,
and enable you to clear your borrowings more quickly. In this chapter, we
help you choose the best overdraft for your needs and show you how to
manage it to best advantage.
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Understanding How Overdrafts Work
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Going overdrawn - also known as slipping into the red, as opposed to the
black — happens when you spend more money than you have in your current
account. You are using the bank’s money instead of your own and are charged
interest for doing so. The amount differs between banks and also depends on
whether you asked permission beforehand or not.

You can only get an overdraft on your current account; it is not available on
regular savings accounts.

Requesting permission

You must ask your bank for permission before going overdrawn: This is
known as an authorised overdraft. You should do this as soon as you realise
that you are getting short of funds and may need some extra cash. Contact
your bank: You will have to fill out an application form or put your request in
writing. Your bank will decide how big your overdraft can be, according to
status and general rules.

Even if you aren’t planning on going overdrawn, there’s no harm in applying
to your bank for an overdraft just in case. You don’t have to pay for it if
you’re not using it and you never know when you might need extra funds in
an emergency. If you've already got the overdraft facility set up, slipping into
the red doesn’t present a problem.

Most current accounts have an overdraft facility so, in theory, you could
slip into the red without notifying your bank first. But this isn’t a good idea,
as unauthorised overdrafts usually have punitive interest charges. And you
could well be charged other fees on top (see ‘Looking at fees’ later in this
chapter).

Calculating interest

An overdraft is a form of borrowing because you are using the bank’s money,
so you usually have to pay interest on it. However, you may not be charged
interest on an overdraft if your bank is charging 0 per cent for an introduc-
tory period, there is an interest-free buffer, or you have a student or graduate
bank account.
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If your overdraft is authorised, you pay around half as much interest as you Book |
would on an unauthorised one — sometimes less. You may still have to pay

a fee for being overdrawn, however, depending on the account provider. 3'9f"i8i"9
Table 4-1 compares interest rates between the big four banks — Barclays, HSBC, F?nl:mces

Lloyds TSB, and NatWest — and shows how much they charge on the amount and Dealing
you go overdrawn, whether it be authorised or unauthorised. Note that with Debt
although the authorised rates tend to be much lower than the unauthorised

ones, they are still rather high.

Table 4-1 Overdraft Interest Rates

Bank Authorised Unauthorised
Barclays 15.6% 21.5%

HSBC 16.6% N/A

Lloyds TSB 18.7% 29.8%
NatWest max 19.99% 29.69%

(Source: Moneyfacts)

Take care not to exceed an authorised overdraft without requesting further
permission from your bank beforehand. Otherwise, you could be penalised
more heavily than you imagine: Some banks charge the higher, unauthorised
rate on the full amount you are overdrawn — not just the portion over and
above your authorised limit.

Say, for example, your bank charges 10 per cent interest on authorised over-
drafts and 30 per cent on unauthorised ones. If you have a §250 authorised
overdraft but go §1 over this limit, you could be charged 30 per cent interest
on the full §251 if your bank follows this practice.

It is vital to find out how interest is calculated on your overdraft. If there’s a
chance you may run up a small, unauthorised overdraft for a short period of
time, find a bank that won’t penalise you by charging high rates of interest on
your total borrowings.

A couple of banks have the same rate on authorised and unauthorised over-
drafts, which can save you the agony of paying twice as much interest for going
overdrawn without seeking permission first. But there is a considerable differ-
ence between what the two banks charge — one (First Trust) charges 9 per cent
on authorised and unauthorised borrowing; the other (Alliance & Leicester)
17.08 per cent on both - so you still need to shop around for the best deal.
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Looking at fees

Many people don’t realise that interest charges on their overdrafts are just
the beginning. Many banks charge an array of other fees and charges, which
can be buried in the small print. Be wary of these when signing up for a new
current account, as one with a low rate of interest may not look quite such a
good deal after fees and charges are added.

You may discover that the overdraft with the higher rate of interest and no
fees is actually a better deal than the lower rate with lots of hidden fees and
charges. For example, one bank may charge 29.8 per cent on unauthorised
overdrafts, while another charges 35 per cent. But if the former bank also
charges you §25 a day up to a maximum of £75 a month for an unauthorised
overdraft, whereas the latter has no additional fees, the bank with the higher
rate of interest may work out cheaper in the long run. Take all fees and
charges into account as well as rates of interest when making your choice.

Daily charges

If you go overdrawn without authorisation your account provider may charge
you a fee for each day you are overdrawn — up to a maximum amount. This

is charged on top of the higher rate of interest, which is why unauthorised
borrowing can be so pricey. For example, many account providers charge
§25-§30 a day for every day you are overdrawn in one month (in some cases
up to a maximum of three charges a month). This charge can be imposed
even if you are only a few pounds overdrawn.

Item charges

As well as a daily charge, you may get stung with an item charge every time
your bank pays a direct debit, standing order, or cheque on your unautho-
rised overdraft. This can be as much as £35 per item.

Administration or arrangement fees

Some banks charge a fee for setting up an overdraft, so check whether this is
the case — and how much it is — before applying. This is usually a 1 to 2 per
cent charge with a minimum of £10 to £§30. Many banks don’t charge such a
fee, however, so there really is no need to pay it. Shop around for an account
that won’t charge you.

Monthly or quarterly usage fees

Some banks pump up the cost of an overdraft by charging a monthly or quar-
terly usage fee of around £5 to £7 (some refer to this as a management fee) on
authorised as well as unauthorised overdrafts (although most banks have
dropped the practice of charging this on the former).



Chapter 4: Tackling Your Overdraft and Other Credit Nasties

Connecting interest and credit rating

You may find that you apply for a current
account only to be told that the rate of interest
on overdrafts is higher than the advertised rate.
This happens when the account provider bases
its overdraft rate on your credit rating.

The rate advertised is the typical rate, which
means you may be charged that amount of
interest or a higher rate, depending on how you
score in a credit check. For example, one bank

offers a typical overdraft rate of 10 per cent
(authorised) or 21 per cent (unauthorised), but
people deemed to be higher risk are charged
between 11 and 15 per cent for an authorised
overdraft. (Chapter 5 has more details on how
your credit rating is checked and how you can
improve this rating, thereby qualifying for a
lower rate of interest.)

Deciding whether an overdraft
really is the answer

Your current account may have an overdraft facility, but that doesn’t automat-

ically mean you have to take advantage of it. An overdraft can be a flexible
and convenient way of borrowing, but it might not be the best way of doing

so. Table 4-2 weighs up some of the pros and cons of taking out an overdraft.

Table 4-2

Pros and Cons of Overdrafts

Advantages

Disadvantages

Easy to arrange: A letter or call to
your bank is usually enough to
arrange an overdraft or extend it
as required.

Too much flexibility: It is easy to slip into
the red, and if you do so without seeking
authorisation beforehand, you're penalised
through heavy charges.

Great for borrowing small amounts
of cash in the short term: Some
banks even offer a small interest-
free overdraft facility, which may
be enough to tide you over.

Cost: You may get stung by high rates of
interest, plus monthly and arrangement

fees if you don’t shop around for a good

deal. If you exceed your authorised limit,
charges are particularly high.

No fixed repayment schedule:
You can pay back the money as
and when you can afford to do so.

Danger of having a never-ending overdraft:
You may have every intention of using your
overdraft only in the short-term, but because
there is no repayment schedule, you may
find it becoming a permanent fixture.
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Overdrafts are excellent for short-term borrowing of relatively small amounts
of cash. But if you need to borrow money for a long period of time, an over-
draft may not be the answer. Even if your overdraft is authorised, you could
still pay considerably more interest in the long run than you would on a
cheap personal loan. To decide whether a personal loan may be a better
choice, consider how much cash you need and how long it is likely to take
you to repay it. If you need more than say, £3,000, a personal loan may be a
better bet than an overdraft: Some banks may not let you go overdrawn by
this amount, for example, whereas it’s usually not a problem obtaining a
loan this size.
P If you are borrowing a sizeable amount of money, a personal loan’s structured
monthly repayments might make it easier to clear your debt more quickly.
See Chapter 6 for more information on choosing a personal loan.

Choosing a Current Account
for Its Overdraft

\‘&N\BER If you regularly go overdrawn, there is little point searching for a current

& account that pays the best rate of interest on balances. If you are rarely in
credit, you simply won’t make the most of this facility so there is little point
in having it. What you do need is a current account with a cheap overdraft.
Historically, overdrafts were an extremely expensive form of borrowing, but
as part of their drive to attract new business, many banks are realising that
it’s not just the rate of interest paid to customers in credit that is important
but overdraft rates as well. When looking for an overdraft, avoid the big four
banks as they are among the most expensive providers (see Table 4-1 earlier
in this chapter). Instead, shop around for another current account offering a
good deal on overdrafts: You should be able to find one charging less than
10 per cent interest.

Check out comparison site www.moneysupermarket . com, which lets you
compare overdrafts offered by 300 banks.

Fee-free buffers

If you only slip into the red by a couple of hundred pounds a month it might
not be necessary to pay any interest or charges at all, as some banks offer
fee- and interest-free overdraft buffers. This enables you to go overdrawn by
a certain amount — whether it is £10, £50, £250, or even £500 — without charge.
This amount varies considerably, so check before signing up for a new cur-
rent account.
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My (Melanie’s) bank lets me go overdrawn by  One month a magazine subscription I'd forgot-
up to £100 every month interest free. It's ahandy ten about — because | pay annually by direct
feature, because even with the most careful debit — was debited from my account, pushing
budgeting, unexpected expenses can crop up me into the red. Luckily, | had the £100 interest-
and catch you unawares. and fee-free buffer to call upon, so didn’t rack

An aid to the forgetful

up any costs for my oversight.
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If your account has a sizeable interest-free overdraft buffer, resist the tempta-
tion to see it as an extra §250 or £500 to spend every single month. Try and
think of it as an extra for emergencies instead. Otherwise, you're immediately
down by your overdraft amount when your salary is paid into your account,
which means you're likely to dip into your overdraft again the following
month, leaving you no reserves to cope with a genuine emergency.

Watch out for the distinction between fee-free and interest-free when compar-
ing overdrafts. If a bank is offering a £250 fee-free buffer, for example, you
may find you are still charged interest on this amount. However, if it is an
interest-free buffer, you won’t be charged interest although you may incur a
fee. One bank has a §250 interest-free overdraft limit but no fee-free limit,
which means you automatically have to pay a flat fee if you go overdrawn at
all although you won’t have to pay interest if it’s less than £2,500. Check the
small print and ask the current account provider if you still aren’t sure of the
difference.

Introductory offers

A few banks charge 0 per cent on overdrafts for an introductory period of up
to 12 months to encourage you to open a current account. They place a limit
on the size of overdraft you are allowed - typically §2,500. To qualify for such
deals, you may have to meet certain criteria, such as agreeing to have your
salary paid into your account every month. Check the small print.

Such interest-free limits are not automatic: You must still apply for them, just
as you would any other authorised borrowing.

If you are tempted by a 0 per cent overdraft for an introductory period, check
what rate of interest you have to pay once this ends, even if it is a long way
off. If the standard rate is extremely high, and you haven’t cleared your over-
draft before you are charged interest at this rate, you may be better off opting
for a low standard overdraft rate in the first place.
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Switching Current Accounts When
Vou Have an Overdraft
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If you have a sizeable overdraft, you may well find that another account
provider is offering a cheaper deal. It’s worth checking whether this is the
case and, if so, thinking about switching bank accounts so that you can bene-
fit from the lower rate.

While banks tend to welcome new current account customers with open
arms, they are not usually so keen to have your existing overdraft as well —
unless you have a business account or are a recent graduate. But this doesn’t
necessarily mean that you have to be stuck with a bank charging hefty over-
draft rates for the rest of your life.

One way of switching current accounts if you've already got an overdraft is to
use funds from a new account to clear your old one. You can then work at
reducing the overdraft on your new account (which will hopefully have a
lower rate of interest, making it easier to achieve). First, find a new account
with a 0 per cent overdraft for 12 months or a lower rate of interest than the
one you are currently being charged, at least. Open your new account and
withdraw enough cash to clear your existing overdraft: Pay this into your
existing current account, before closing this account. It will then be easier to
whittle away your overdraft because the rate of interest will be lower (or
there might not be any interest to pay at all for a while).

Reducing Vour Overdraft

WMBER
Q‘?‘
&

Although it pays to shop around for the cheapest overdraft, in an ideal world
you wouldn’t go overdrawn in the first place. Borrowing money is an expen-
sive business: Even if you do your research carefully and find the cheapest
overdraft available, you still pay out money in interest charges every month.
The sensible approach is to work out how you can cut your overdraft and
therefore the charges you pay.

If you're slipping into debt, it’s easy to bury your head in the sand, ignore the
problem, and hope it goes away. But it won’t — and such an attitude simply
makes matters worse.
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<P If you have savings in a separate account, which you may be keeping for an Book |
emergency, you should use this cash to clear your overdraft (or at least Oraanisin
reduce it). You are unlikely to be earning as much interest on your savings as Yoﬂr e
you are paying on your overdraft, so it makes no financial sense to clear your AT
debts before starting to build up your savings. and Dealing
with Debt

If you don’t have savings to call upon, consider taking out a personal loan to
clear your overdraft. This may be a good idea if you've run up a big overdraft
and are paying a lot of interest on it: Personal loan rates are likely to be quite
a bit cheaper. A loan will also replace what could be unwieldy borrowing with
a fixed repayment plan, which can be easier to manage and clear.

Once you whittle away your overdraft, make a budget and stick to it. This will
enable you to get in control of your spending and ensure you don'’t slip back
into the red. See Chapter 1 for more on budgeting.

Dealing with Other Debts

Cheap overdrafts, credit cards, personal loans, and mortgages have made
borrowing much cheaper than in the past, but not all debt is inexpensive.
Cards issued by stores have remained largely untouched by the downward
trend in interest rates and charges — remaining as expensive as ever. And
despite the growing number of cheap personal loans, loan sharks still oper-
ate, preying on the desperate.

But debt management companies, expensive consolidation loans, and bank-
ruptcy aren’t the answer. In the next few sections we show you where to get
free advice and how to get on top of your debt.

Handling Store Cards Smartly

Plastic is a convenient form of spending, but when it comes to store cards it
can be extremely expensive. A store card is a credit card branded with the
name of the store that issues it and is useful to purchase only goods in that
store, or chain of stores. Store cards work much the same as credit cards
from major companies, although store cards generally have high annual per-
centage rates (APRs) and often have short interest-free grace periods.
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Signing up for store cards

The big incentive to sign up for a store card is a discount on your purchases
the day you apply: Up to 10 or even 15 per cent in some cases, which can be
quite a saving if you are spending a lot of cash. But if you don’t clear the bal-
ance when your statement arrives, that initial discount could easily be eaten
up in interest because store cards have high APRs.

Store cards are ‘sold’ to you by sales assistants, many of whom are on com-
mission so the more customers they can persuade to sign up, the more lucra-
tive it is for them. The sales assistant usually fills out the application form on
your behalf while you supply your details, then calls to check your credit
rating while you wait. If you're deemed a good enough risk, the card is
authorised.

<P The Office of Fair Trading (OFT) is concerned about hard-sell tactics.
Although sales assistants never suggest that you take the application form
away with you to read carefully before deciding whether to sign up or not,
the OFT advises that you do so to ensure you understand what you are
getting into. However, if you take the form away you won’t get your 10 per
cent discount, which may be the only reason you’re signing up in the first
place.

Paying extortionate rates of interest

The main problem with store cards is that it often isn’t clear when you sign
up in store exactly what the APR is — the amount of interest you pay. It is
rarely clearly advertised, and the rate could mean a nasty shock when your
statement arrives because rates tend to be extremely high. And if you don’t
pay off the balance in full, you could pay a lot extra.

“&N\BER The gap has closed somewhat, but with a few exceptions (most notably IKEA,
& which charges 12.9 per cent), store cards are still an expensive method of
borrowing. While APRs on credit cards have fallen dramatically in recent
years, rates on many store cards still hover around 25-30 per cent mark —
around 50 per cent more than those on most credit cards. Although the rate
drops slightly if you pay by direct debit, in most cases it remains well over

20 per cent.
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the bill arrives and are a regular customer of that particular retailer, it may Finances
be worth using a store card, as there could be plenty of benefits in doing so. ::li(t‘hD::ll:tng

Not only do you get a discount on your first purchase, there are usually other
perks, such as bonus reward schemes, free catalogues or magazines, and
special shopping days, where you can avoid the crowds and shop in peace.
John Lewis gives customers 1 per cent of what they spend in store back in
the form of vouchers, for example, so if you are a regular customer this could
be worth having.

Some retailers have launched credit cards alongside their store cards so you
get the usual rewards of a store card for spending on the retailer-branded
credit card. The danger is that while the APR tends to be lower than on a
store card, it isn’t as cheap as some of the best credit cards. And as you
aren’t restricted to one store but can use it in whatever outlets you like, you
could run up more debt on it than you were able to before. Check the APR
before spending — and if it isn’t that competitive (and you don’t clear your
balance every month) don’t use it at all.

Set up a direct debit to pay the full amount due on your store card each
month. Then, if you forget to pay one month — perhaps because you’re on
holiday - it will be paid regardless so you won’t run up any interest.

As well as persuading you to take out a store card, many retailers will try to
force you to buy card protection and, just for good measure, card payment
protection as well:

v Card protection: Covers you if your card is lost or stolen. A single call
from you can cancel all your plastic and usually costs around £12 a year.

v Card payment protection covers your store card repayments if you lose
your job or become ill and can’t work.

We would avoid both types of cover, as they are expensive and usually a
waste of money. Don’t be talked into signing up, no matter how persuasive
the salesperson is. If you really want some card or payment protection, shop
around for a good deal rather than automatically taking out the policy the
store card provider offers: There is no obligation to do so and you will find a
better deal elsewhere. Make sure you read the small print before signing any-
thing (Chapters 5 and 6 have more details on this type of cover).
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Refusing to bow to pressure

Although store cards have high APRs, | (Melanie)
know only too well the allure of a 10 per cent dis-
count. I signed up for one in a major department
store when | bought a £150 outfit for a wedding
because it seemed an easy way of saving £15.
However, when | was still standing there 20 min-
utes later, worrying about my car on the meter
and the disgruntled queue building up behind
me, it no longer seemed such a good idea.

store advising me to take out its card protection
plan: For £45 | would get three years' cover. |
was told that it was a good idea and everyone
was being advised to buy it. | said | wasn't inter-
ested and the salesperson grew quite pushy. |
was unimpressed and stuck to my guns.

Don’t bow to pressure, whether it's over buying
insurance — or applying for the store card in the
first place.

| passed the credit check though and got my
discount. A few weeks later | got a call from the

Clearing store card debt

If you run up debt on your store card that you can’t clear at the end of the
month, you will be charged a lot of interest — usually from the day you made
the purchase, rather than the statement date. It may be cheaper, depending
on the amount you owe, to take out a regular credit card with a 0 per cent
introductory offer period on balance transfers and switch your outstanding
store card debt to the new card. You will be charged a fee, typically 2.5-3 per
cent of the balance, for transferring to a 0 per cent offer, but it is a one-off
payment and you should have covered the cost in saved interest after two or
three months.

The transfer is a simple process: You contact your new card provider with
your store card account number and how much you want to transfer. It usu-
ally takes a few working days for the payment to be processed.

Once you've transferred your store card debt, use the money that would
have gone towards paying off the interest to chip away at the balance. If you
haven’t cleared the balance by the end of the introductory period (anything
from five to twelve months), switch to another card offering a similar deal,
and so on until the debt is cleared.

Once you've transferred the debt from your store card, cut it up and write to
the issuer closing your account. This will take away the temptation to spend
further on the card. Stick to cheaper forms of credit in future.

MBER
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Avoiding Debt Consolidation Firms
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It is no coincidence that rising levels of debt have been accompanied by a Fionl:nces

growth in the number of debt management or debt consolidation companies. and Dealing
Their services are advertised everywhere — from the television to radio and with Debt
national newspapers, promising to help with all your nasty debt problems.

Need £25,000, £50,000, or £100,000 as soon as possible, no questions asked?

If you are a homeowner, a debt management company will be happy to

oblige.

The reason debt management companies are interested in homeowners is
that the companies replace your debts, which are unsecured, with a secured
loan. In other words, the lender can repossess your home if you don’t keep
up your monthly repayments. This is extremely risky and should be avoided
at all costs. (See Chapter 6 for more on the difference between secured and
unsecured loans and the risks associated with the former.)

Consolidating debts into one loan

Debt management companies reorganise your debts into one consolidation
loan. In other words, they take out yet another loan to pay off your existing
debt, thereby increasing your borrowing. You make a single monthly pay-
ment: This may be lower than your current payments (particularly if your
existing debts are expensive), but you pay more in the long run as you take
longer to pay it off.

Consolidation loans can be tempting if you owe money to several creditors
who all want paying at the same time. Instead of making payments here,
there, and everywhere, you only have to worry about one payment. The debt
management company plays on this. But some consolidation loans extend
your term of borrowing by as long as 25 years. Ask yourself whether you
would be happy paying off credit card debt and other bills over such a long
period of time.

Work out the total cost of the consolidation loan to see how much it will be in
the long run, rather than just the monthly amount. And avoid expensive pay-
ment protection insurance, which the lender may try to sell you, as it often
isn’t worth having and will simply bump up the cost. (Chapter 6 has more on
this type of cover.)
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Working out the cost of consolidation

One Citizens Advice Bureau client saw his debt if he lost his job or became ill and couldn’t meet
quadruple when he took out a consolidation his repayments. He ended up with monthly
loan for £24,200. This came with payment pro- repayments of £350 for 25 years — a grand total
tection insurance of £4,823, which covered him  of £105,078!

Vg‘\\\NG!
$ Be wary of borrowing more money to pay off existing debt. Despite your
efforts to improve matters, you may find you make the situation worse.

Looking at high rates and arrangement fees

Unlike consumer groups and charities that help you get on top of your debts
for free, debt management companies charge around 15 per cent, plus VAT
(at 17.5 per cent) for arranging a consolidation loan. It’s no wonder there are
so many debt management companies out there: It’s a lucrative business to
be in right now.

To avoid paying fees to a debt management company, consider whether a
consolidation loan is what you need to get out of your debt mess. You may
be able to get an unsecured loan with a lower APR than a secured one if you
shop around. You can then use this money to pay off your debts, just as you
would if a debt management company set up a consolidated loan for you, and
make your monthly payment to your new lender each month. Chapter 6 has
the lowdown on shopping around for personal loans.

A\\S

Steering Clear of Loan Sharks

If you're desperate for cash and have a bad credit rating, which makes it diffi-
cult to get a credit card, bank loan, or overdraft, you may be tempted to
borrow from a loan shark. But don’t be fooled into thinking that you can con-
trol such a loan and won’t go the way of all those other borrowers who fall
behind with their repayments and find themselves intimidated and threat-
ened with violence.
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Loan sharks are illegal moneylenders who give out quick cash loans, so they Book |
are convenient if you need money as soon as possible. But the rates of interest

they charge are astronomical — up to 200 per cent in some cases. This would e:"ﬂfnising
be hard enough to repay even if your finances were in a strong position. Finances
A\ and Dealing

If you are in such a dire position that you are even contemplating using aloan ith Debt
shark, you must seek advice before you do anything else. (Check out ‘Seeking
free advice’ at the end of this chapter.)

Escaping the Debt Trap

Although debt management companies do a good job of persuading you
that you really must use their services to get out of debt, this isn’t the case.
Once you've faced up to your debt problem - the sooner you do this the
better — you can take steps to get out of it yourself.

Prioritising your debts

The first step is to prioritise your debts, deciding which ones you must pay
first. This helps you separate the urgent debts from the not-so-urgent ones,
so you clear the ones that carry the severest penalty for defaulting first.

Priority debts include:

v Your rent or mortgage: If you don’t pay this, your landlord can evict you
or your mortgage lender can apply to a court to have your home repos-
sessed and sell it to cover your debts. Either way, you end up without a
roof over your head.

v Gas and electricity bills: If you don’t pay these, your supply will be
cut off.

v Telephone bill: Again, the supplier will simply cut you off if you
don’t pay.

v Council tax: You can go to prison if you don’t pay up.
Once you've identified your priority debts, see whether there are any areas

where you can make savings (perhaps by switching to a cheaper utility sup-
plier, for example).
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Don’t pay any secondary debts, such as credit or store card bills or unse-
cured loans, until you have reached agreement with your priority creditors.

Working out your budget

The next step is to work out how much cash you have leftover once you pay
your priority debts. Subtract the cost of these from your monthly income:
Any money leftover can be divided between your remaining (or secondary)
creditors.

If you haven’t got a surplus, or enough of one to clear all your bills, contact
one of the free advice services (see ‘Seeking free advice’ at the end of this
chapter) for help.

Making savings work harder

If you have any savings or investments, such as a few windfall shares from
the demutualisation of a building society, work out whether you could put
this money to better use clearing your debts rather than leaving it where it is.
If you earn less interest on your savings than you pay on your debts, use this
cash to pay some bills. Even if you earn 6 per cent tax free on your savings in
a mini cash individual savings account, if you are paying 30 per cent interest
on store card debt, it doesn’t make sense to keep the savings. Reduce your
debt instead — and the interest you pay.

Juggling your mortgage

If you are struggling to repay your mortgage, you could reduce your monthly
repayments by extending the term of your loan. Alternatively, you might be
able to reduce your payments, and stick to the same term, by remortgaging
at a cheaper rate. If you have had the same deal for several years, you could
almost certainly save money by remortgaging. Check first whether you will
incur an early redemption penalty for switching: This could be the case if you
are on a fixed or discounted deal, or have recently come to the end of such
an offer.

Even if you do have to pay a penalty, you may still save cash in the long run.
Ask an independent mortgage broker to do the calculations for you (Chapter 3
in Book IIl has more on finding a broker).
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While you are remortgaging you could increase the size of your home loan
(if you have enough equity in your home to do so), and use the cash you
raise to clear other loans or credit card debts. The advantage of this is that
mortgage rates tend to be lower than other forms of borrowing, so you pay
less interest.

Avoid increasing your mortgage by an unnecessarily large amount, otherwise
you could struggle to repay it and could lose your home. Calculate how much
you absolutely need to clear your debts and don’t borrow more than this.
Remortgaging shouldn’t be seen as a chance of raising money to fritter away,
but only for the serious matter of clearing your existing debt.

Replacing the plastic

If you've got store and credit cards with high APRs and don’t clear the bal-
ance each month, consider transferring the outstanding debt to a cheap
credit card charging 0 per cent for an introductory period. Then cut up the
expensive cards so you won'’t be tempted to use them again.

Alternatively, take out a cheap personal loan. This cash can be used to pay all
your debts in return for a manageable monthly payment. This is, in effect,
what a consolidation loan organised by a debt management company does,
but by doing it yourself, you save on the management charge and don’t have
to secure it against your home. Chapter 6 has tips on shopping around for

a loan.

Contacting your creditors

When you’re in debt, it’s tempting to stick your head in the sand and pretend
you haven’t got a problem. The last people you may feel like telling are those
you owe money to: Surely they’ll pull the rug from under you if you ‘fess up?
But in actual fact, these are the very people you should be talking to if you
have problems.

The sooner you contact your creditors and explain the situation to them, the
more sympathetic they are likely to be. Tell them you are having difficulty
paying what you owe and offer to pay a smaller amount each week or month.
Even if this is only a tiny proportion of your debt, the lender may welcome it
as a sign that you are determined to honour what you owe. Most creditors
also realise that a court would only order small payments anyway, so they
might as well accept your offer.
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If you can’t repay what you owe because you’ve lost your job or your mar-
riage has broken down, the lender may be prepared to reduce or freeze your
payments until you get back on your feet.

Don’t agree to pay back more than you can realistically afford or you will
simply be back where you started.

Seetking free advice

When it comes to getting out of debt and the problems it causes, there are
numerous companies out there offering to help you, although you must steer
clear of debt management companies for the reasons we detail in the previ-
ous sections. You should also steer clear of credit repair companies, which
promise to improve your credit rating. There is very little they can practically
do, and you can do all that yourself - for free. See Chapter 5 for ways on
improving your credit file.

A number of organisations offer free advice if you get into debt difficulties.
They will negotiate with your creditors on your behalf, so contact one of
these before approaching any debt management companies or loan sharks:

v Citizens Advice Bureau: Check your local phone book for your local
branch or go to www.citizensadvice.org.uk.

v Consumer Credit Counselling Service on 0800 138 1111 or
www . CCCS.co.uk.

v National Debtline on 0808 808 4000 or www.nationaldebtline.co.uk.

Going bankrupt

As the stigma surrounding bankruptcy lessens, it is an increasingly attractive
alternative to those struggling with debt. It used to be the case that you were
automatically discharged from bankruptcy two to three years after the bank-
ruptcy order, but this has been reduced to one year.

By going bankrupt you finally put an end to harassment from your creditors —
the people you owe money to — which can come as a blessed relief. Once a
bankruptcy order has been made, a third party or trustee — the Official
Receiver or an insolvency practitioner — takes over your estate. Any financial
interest you have in your home is transferred to the trustee: He recovers the
value of this for the benefit of your creditors. Your creditors contact him and
he decides who gets what, once your possessions have been sold.
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Once you are discharged from bankruptcy, your creditors can’t come after

NG you for any outstanding debts.
NG/

However, it isn’t as straightforward as all that. Bankruptcy shouldn’t be taken
lightly because:

v If you have a home, you could lose it. The administrator will sell your
assets, such as shares and investments, as well as property, to raise the
cash to pay your creditors.

v If you own a business this will almost certainly be sold.

v It is difficult to get a bank account or mortgage when you are a bankrupt.

v It is extremely expensive. All court and insolvency service fees are taken
out of your assets and the Official Receiver also levies a 15 per cent
charge on all sums received.

v If you want more than §250 credit, you must declare that you are an
undischarged bankrupt.

v You can’t hold public office or be an MP, solicitor, or accountant.

v Your name will be published in the local press, bringing unwanted

publicity.
Q&N\Bfﬂ

& Bankruptcy is a last resort. Take advice before declaring yourself bankrupt by

contacting one of the debt counselling groups listed in the previous section.
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Chapter 5
Choosing a Credit Card

In This Chapter

Getting to grips with how credit cards work

Finding the best rate of interest

Seeking out perks and benefits

Steering clear of unnecessary charges

Checking your credit file

C’edit cards have replaced cash as the most convenient way to pay for
goods and services. Part of the reason for the growing popularity of
credit cards is that they are becoming far cheaper. With an increasing number
of issuers, including petrol stations, supermarkets, and football clubs as

well as traditional high-street banks, interest rates are being forced down.
Annual fees are thankfully becoming a thing of the past and there is a range
of benefits available if you clear your balance every month. In other words,
using a credit card is a smart way of keeping track of your spending, not
necessarily a sign that it is out of control.

However, not all credit cards have low interest rates, no annual fees, and
excellent perks. Some are still rather disappointing, charging interest at four
or more times the Bank of England base rate. This chapter shows you how to
avoid such cards — and where to seek out the better ones. We also look at
how your credit rating affects the amount of interest you are charged on your
card - and how you can improve it.

The world of finance is a fast-moving one. Facts and figures can change
rapidly, so treat the examples in this chapter as a guide only.
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Understanding How Credit Cards Work

3

A credit card can be used instead of cash to purchase goods or services. It is
more convenient than cash because you don’t have to go to an ATM to with-
draw money every time you need to buy something or carry round lots of
cash. However, unlike a debit card you are, in effect, borrowing money as
you are spending the card issuer’s cash: You pay this back at the end of the
month when you get a statement listing your purchases. So if you don’t clear
the balance, you usually have to pay interest on your outstanding debt —
unless you have a card with a 0 per cent offer.

If you have a large balance you wish to chip away at, consider switching to
a card charging 0 per cent on balance transfers for 9 or 12 months to give
you time to reduce the debt. You will be charged a transfer fee of 2.5-3 per
cent, so it depends how long you are likely to take to reduce your balance.
Or if you wish to support your favourite charity while you spend, you

need a card that donates a percentage of your purchases to a specific
charity. If you clear your balance every month, you need a card with perks
such as a proportion of what you spend returned to you in the form of cash
or AirMiles.

Calculating interest

Every credit card has an annual percentage rate (APR), the interest the issuer
charges you on purchases you don’t pay off every month. You can use the
APR to compare different cards: All issuers are obliged to tell you what the
APR is when you apply.

Generally speaking, the lower the APR the better, although the rate of interest
isn’t important if you always clear your balance (see ‘Enjoying the perks of
clearing your balance every month’ later in this chapter). APRs vary consid-
erably between providers, so shop around for a competitive deal. Credit cards
from the big four banks — Barclays, HSBC, Lloyds TSB, and NatWest — are
around 12-17 per cent but others are below 10 per cent.

Some cards offer a 0 per cent introductory offer (see ‘Sourcing good introduc-
tory rates’ later in this chapter). If you are transferring a balance, you will be
charged a one-off fee, however. Even on 0 per cent cards, you must still make
the minimum payment (see ‘Making the minimum payment’ later in this chap-
ter) or you will be charged a penalty.
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Most credit cards have an interest-free credit period of up to 59 days, Book |
depending on the issuer (some interest-free credit periods last just 46 days).

However, if you don’t clear your balance within the interest-free period, your Organising
. . . . Your
interest is normally calculated from the date the item is charged to your Finances
account — not the payment due date — usually the same day as you made the and Dealing
purchase or a couple of days later at most. with Debt

If you withdraw cash from an ATM using your credit card or ask for it from a
retailer, interest at a higher rate is charged straightaway — even if you clear
the balance when you receive your statement. You're also charged a fee (see
‘Withdrawing cash’ later in this chapter for more on this).

Figuring out credit limits

Your credit limit is the maximum, cumulative amount you can spend on your
card. If you try to exceed your limit, your card is refused at the point of sale.

A credit limit of £6,000 is not a monthly limit but the total amount you can
spend. So, if you spend $800 one month and don’t clear the balance when

your statement arrives, your available credit is £5,200 (£6,000 minus £800).
After you pay back the £800, your full limit is restored.

Credit limits are not set in stone. They vary from customer to customer.

Your card issuer calculates your limit by checking your credit file and giving
you a credit score. The company giving you a card wants to be assured that
you have a regular income and aren’t over-committed with other loans, credit
cards, and a mortgage. If you score well, you may get a credit limit of thousands
of pounds. (Check out ‘Considering your credit rating’ later in this chapter).

Even if your card issuer grants you a credit limit beyond your wildest
dreams, it doesn’t mean you should spend every last penny of it. Doing so
may lead to debt problems. Your credit limit is simply the card issuer’s
assessment of what it can comfortably let you borrow. It doesn’t necessarily
mean you should borrow that much.

Your card issuer reviews your credit limit on a regular basis and may raise
your limit from time to time. You can also apply for an increase. You may
want a higher limit if you have a particularly low limit or a one-off expense
that you have no other way of paying. But if the latter is the case, take care.
Borrowing on a credit card can be very expensive (unless you have a 0 per
cent introductory offer), so consider whether this is the best method of get-
ting your hands on extra cash.
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Card issuers often raise your credit limit whether you ask for an increase or
not. Credit card companies do this to encourage you to spend more money.
Of course, your issuer dresses it up as though it is doing you the favour,
writing you a letter in which you are ‘congratulated’ on your higher limit.
Simply ignore the increase and resist the temptation to spend more just
because extra credit is available to you.

Making the minimum payment

Although you don’t have to clear your card balance every month, card
issuers insist that you pay a minimum amount. This minimum is set out on
your statement, either a fixed minimum payment or a percentage of the out-
standing balance. It is usually no more than a token amount, so if you owe
£600, say, you may be required to make a minimum payment of around §13.

Although it seems such a piddling sum that you might not bother paying it,
there is a penalty if you don’t pay the minimum amount. If you are on an
introductory offer, the rate may be withdrawn and you will be switched to the
issuer’s standard rate. There is also a charge for not paying the minimum
amount: Halifax, for example, charges customers $12.

The minimum payment is never much so you should have no problem paying
it. If you are struggling to do so, it means your debts have got out of control
and you’re unlikely to be able to clear the full balance on your card any time
soon, running up further interest. If this is the case, see it as a wake-up call
and look at ways of clearing your balance (see ‘Sourcing good introductory
rates’ in the following section).

If you make only the minimum payment each month, you will run up an even
bigger balance because of the interest you will be charged. Even if you can’t
clear the entire balance, try at least to pay more than the minimum each
month.

Finding Low Rates

If you regularly use your credit card but rarely or never pay off the full debt
each month, the APR is extremely important. You need a card with a 0 per
cent introductory rate of interest or a low long-term standard rate.
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Many card providers offer 0 per cent introductory deals to new customers for ~ Your
a period of 5 to 12 months. This rate usually applies to new purchases, balance Finances
transfers (moving an existing balance from one card to another, in which case an'(t‘hD:all:tng
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a transfer fee will be charged), or both. It may even apply to cash advances,
although usually this isn’t the case.

Find out exactly what charges apply to your card: Claiming ignorance when
you’ve been stung with outrageous interest charges won’t change the
situation.

The advantage of a 0 per cent deal is that it can help you clear or reduce a
large outstanding debt. For example: If you have a §2,000 balance on a card
with a standard APR of 14.9 per cent, you may be able to pay only the interest
on your debt each month. But if you transfer to a card offering 0 per cent for
nine months, you can now clear some of the balance. You may have to pay a
balance transfer fee of, say, 2.5 per cent, which amounts to £50. However, if
you repay §£70 a month (and don’t spend any more), you can reduce your
outstanding balance by £630 and save £202.55 in interest during this period.
Once the offer ends, switch the remaining balance to a card offering a similar
deal and continue until the debt is cleared.

If you continue spending on your card, you have to pay back the money
eventually - it isn’t free. So resist the temptation to run up huge debts simply
because you aren’t being charged any interest initially. This won’t always be
the case.

When the introductory period ends, the card reverts to the issuer’s standard
rate. This could be quite a lot higher than 0 per cent and if you have run up a
sizeable balance, you could be stung for quite a hefty interest bill. To get
round this, find another card offering 0 per cent on balance transfers and
switch your debt to this new card.

If the issuer charges 0 per cent on balance transfers but not on new purchases,
be wary of spending on the card or you could run up a lot of interest — at a
rather higher rate than 0 per cent. Not only that but if you make any payments,
the cheaper debt is usually cleared first — in this case, your transferred debt
at 0 per cent — not the higher rate on new purchases.

You can own more than one card; so take out another offering 0 per cent on
new purchases for spending.
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Pursuing low lifetime balances

If you have serious debt, don’t feel that a six-month introductory period is
long enough to whittle it down and can’t face the hassle of switching again
when the offer ends, or if you usually carry some debt over at the end of
the month, consider a card with a low lifetime balance. Any balance trans-
ferred to the card is charged interest at a low rate — the lowest is around

8 per cent.

While the balance transfer rate may be very competitive, the rate on new
purchases might not be quite as attractive: It is usually the standard APR.
If this is the case, get a second card for new purchases.

Enjoying the Perks of Clearing
Vour Balance Every Month

A\

If you clear the balance on your credit card(s) every month, the rate of inter-
est is irrelevant. Instead, look for cards that offer incentives which match
your spending habits. Make sure you choose a card that doesn’t charge an
annual fee and then look for other benefits that provide a worthwhile return.
Some schemes are more generous than others, so shop around till you find
the best one for you.

Ensure you do pay your balance in full each month - thereby incurring no
interest — by setting up a direct debit with your bank for the full amount each
month. Then, all you have to make sure is that you have enough cash in your
account to cover this.

Getting cashback

Several card providers offer cashback — a percentage of what you spend —
which is paid to you via an annual cheque or subtracted from the balance on
your card. Shop around, though, as cashback deals are thinner on the ground
than they used to be. Only a couple of providers offer 1 per cent cashback
and this is only for the first £2,000 spent on your card. After this, both revert
to 0.5 per cent.
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You may prefer incentives such as a number of Air Miles related to how Your
much you spend on your card or loyalty points for using your plastic in cer- Finances
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John Lewis on a regular basis, for example, it may be worth opting for one of
their cards.

Going for the added extras

Card issuers sometimes attach a range of added benefits to your plastic,
which may be attractive to you if you regularly travel or make purchases on
your card. These may include:

+* Domestic warranty cover: Protects electrical purchases bought with
your card for up to a year after the manufacturer’s warranty expires.

v Price promise cover: Ensures you're refunded the difference should you
purchase an item and then find it cheaper elsewhere.

v Free purchase protection insurance: Covers your purchases against
loss, theft or accidental damage for a limited period.

1 Free travel accident insurance: Provides a limited form of travel insur-
ance. Don’t assume that this means you don’t need to take out travel
insurance; check the small print and buy a standalone policy as necessary.

Buying for charity and affinity groups

Instead of receiving something yourself, you may prefer to help a charity or
organisation you feel strongly about. These affinity cards are issued in partner-
ship with the charity or organisation, which receives a one-off donation when
you first apply for the card or first use it. The initial donation tends to be
between £10 and £20. An ongoing donation is also made based on a percent-
age of your spending — usually 0.25 per cent. The APR on such cards tends to
be about average and you are unlikely to find a 0 per cent introductory offer.

Don’t be fooled into thinking that cards that benefit charity have charitable
terms and conditions. For example, one card has an APR of 142.9 on pur-
chases, which is average, but on cash withdrawals it charges 27.9per cent.
Keep an eye on the small print and don’t assume anything.
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Avoiding Certain Credit Card Activities

To use your credit card effectively, you need to watch out for hidden charges
and stick to your debit card when making cash withdrawals. The following
sections point out some credit card pitfalls to avoid.

Paying annual charges

Many card providers used to charge an annual fee for owning a credit card,
though this practice has declined as the market has become more competitive.
However, some providers still charge a fee, arguing that you get value-added
goods and services in return. But in most cases, these aren’t worth what you
pay, particularly if you never use these services.

Withdrawing cash

It is never a good idea to withdraw cash using your credit card, as a cash
advance is very expensive, with providers charging high rates of interest
and fees. Even if your issuer is offering 0 per cent on new purchases and
balance transfers on your card, this usually doesn’t apply to cash advances.
Most issuers charge a percentage of the amount withdrawn - 1.5 to 2.5 per
cent, with a minimum charge of £2.50 to £3, every time.

The APR on cash advances is often far higher than on new purchases or
balance transfers. For example, Bank of Scotland One Visa charges 9.9 per
cent on purchases and 22.95 per cent on cash withdrawals. However, some
providers such as Egg and Bank of Ireland charge the same on cash as on pur-
chases. Be warned - on cash advances you are charged interest from the date
of the transaction — there is no interest-free period.

Buying credit card protection

Another waste of money, credit card protection is offered by issuers for an
annual fee of around £12-5§15. If your card is lost or stolen, this protection
ensures that you aren’t liable if your card is used fraudulently before you
have a chance to cancel it, as long as you aren’t responsible for the loss or
theft. But the same is true if you don’t have this protection.
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Have credit card, won't necessarily travel

If you thought using your card to withdraw cash
in the UK is expensive, wait till you hit foreign
shores. If you withdraw cash abroad, you're
charged a /oading fee — typically 2.75 per cent
of the amount withdrawn. (This loading fee is
also charged when you make purchases
abroad using your card.) On top of this is an
added ATM charge — around 2 per cent of the
amount withdrawn (minimum £2). The problem
is that you probably won't be aware of these
charges until you receive your card statement
back home and get a nasty shock.

Credit cards do have their advantages abroad:
They are fairly safe, as fraudsters can’t use
them easily, and they are quick and simple to
replace if they are lost or stolen. But to save
money, stick to a debit card when withdrawing
cash, preferably the Nationwide Flex account,
which imposes no charges at all for withdraw-
ing cash abroad. Or at least limit the number of
withdrawals you make using your credit card.
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Card protection can come in handy if you have several cards, and they’re all
lost or stolen at the same time — one call cancels them all. But if you can just
as easily make the calls yourself: Keep a list of all the issuers’ numbers near
the phone so if you need to cancel your cards, you can do so quickly and
easily, without paying for unnecessary insurance.

Protecting Your Purchases
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If you purchase goods or services costing between £100 and $30,000 using a
credit card, you are protected under Section 75 of the Consumer Credit Act
1974. Both the supplier and your card issuer are responsible if there is a
problem. So if the supplier goes bust, for example, you should be able to get
a refund from your card issuer.

Only credit cards are covered by this protection. It doesn’t apply to debit
cards, so think carefully before making a purchase on one of these, as you
may be better off using your credit card.



80 Book I: Organising Your Finances and Dealing with Debt

Considering Your Credit Rating
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When you apply for a credit card or any other form of loan, the lender
checks your credit rating and assigns you a credit score before granting
the card or loan.

If you have no previous credit history (no mortgage, other credit cards, or
loans), have county court judgments (CCJs) against you, are in arrears or
default, or are self-employed, you may find it difficult to get a credit card.
Some card issuers specialise in such cases but charge a higher rate of inter-
est than the typical rate. If you use such a card properly and repay at least
the minimum amount each month, you can build or rebuild your credit rating
before switching to a card with a more attractive rate.

Working with credit scoring

With credit scoring you are awarded points depending on your answers to
questions on the card application form. The questions help the issuer assess
how big a risk you are. How many points you earn determines whether the
issuer lets you have a card at all and, if so, what your credit limit is.

If you don’t have a high enough score, the issuer does one of the following:

v Refuses your application outright.

v Offers you a lower credit limit than you hoped for. You may be able to
apply for a higher credit limit after you prove that you can repay what
you owe.

v Charges a higher rate of interest. The advertised rate is not necessarily
the one you receive. Many lenders treat the advertised rate as a typical
rate and decide what to charge you according to your credit score.
The riskier you are deemed to be, the more interest you have to pay.
Check whether your rate can be reduced once you prove that you can
meet your repayments.

If you fail the credit score, the issuer doesn’t have to explain why. Scoring
systems are commercially sensitive, so issuers prefer to keep them under
wraps. Anyway, if you knew what answers they were looking for, you may fill
out your application form accordingly so it wouldn’t be a fair assessment.

While it may not go into details, the issuer should give you a general indica-
tion of why you failed the credit score, if you ask. Do so, as this may help you
with further applications.
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Credit card issuers check your credit file by applying to a credit reference Your

agency. If you have a good credit history — haven’t been declared bankrupt Finances
and have no CClJs against you - this helps your application. :Ini(t‘hD;:ll)ltng

Credit reference agencies hold all sorts of information on their files, including:

v Public record information: The UK electoral roll is used for checking
names and addresses, CCJs, and bankruptcies and repossession orders.

v Credit account information: Includes information such as whether
you've kept up to date with other payments and other borrowings you
have, such as loans and credit cards.

v Search information: Every time you apply for credit, a footprint is
recorded on your file. If you make a lot of applications over a short
period of time, you appear desperate for credit. The card issuer will
wonder why: Are you over-committed or committing fraud?

It is worth obtaining a copy of your credit file so that you can check it for
errors and correct them. The Data Protection Act 1988 gives you the right to
correct inaccurate information held about you. If you spot a mistake, contact
the reference agency to find out how to remove or amend it. A note of correc-
tion may be added to your file.

To order a copy of your file, contact the three main agencies: Callcredit,
Equifax, and Experian. You can get a copy of your file online; Experian makes
no charge, Equifax charges £15 and Callcredit £9. You will need:

v Your full name and current address

v Date of birth

v Any addresses you have had in the past six years

v Whether you’ve changed your name in the past six years
Details for the three agencies are:
v Consumer Services Team, Callcredit plc, PO Box 491, Leeds, LS3 1WZ.

Telephone 0870 060 1414 or www.callcredit.co.uk
v Credit File Advice Centre, Equifax plc, PO Box 1140, Bradford, BD1 5US.

www . econsumer . equifax.co.uk

v Consumer Help Service, Experian Ltd, PO Box 8000, Nottingham, NG1
5GX. Telephone 0870 241 6212 or www. experian.com
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Plenty of credit repair companies promise to clean up your credit file or help
you obtain credit. Avoid them. These companies charge expensive fees but
are limited in what they can do because only genuinely incorrect information
can be removed, which you can do yourself using the information in this
section.

Failing credit scoring

If you fail the credit score, it doesn’t necessarily mean that no issuer will let
you have a credit card. Issuers use different criteria in assessing whether to
lend to you or not, and some may give more points to certain aspects of your
score than others.

You could try other issuers to see whether they will consider your credit
card application. But remember, each application is recorded on your credit
file, so if you try several issuers to no avail, you harm your credit rating.

If you do fail, it may be the case that you are over-committed. Look candidly
at your debts to assess whether this is the case. If it is, work out how you can
cut back on the debt you already have before taking on even more. This will
enable you to pass the credit score next time, as well as manage your debts
more easily.



Chapter 6
Weighing Up Personal Loans

In This Chapter

Deciding whether a loan is the answer
Investigating loans and how they work
Searching for a loan that suits

Ensuring you don’t get stung on insurance

Managing repayment problems

No matter how good you are at managing your finances, from time to
time you may need to borrow money. This may be to cover the cost
of a big outgoing, such as a new car or kitchen for example, where the alter-
native is years of saving. In such a situation, you may want to consider a
personal loan.

@V\\NG! Redemption penalties for repaying a loan ahead of schedule and expensive
payment protection insurance lie in wait to trip up the unwary. In this chap-
ter we show you what to look out for when choosing a loan to avoid spending
more than you absolutely need to. If you are looking for a mortgage, you
won'’t find the necessary information in this chapter: You need to go to
Chapter 3 in Book III for that.

Figuring Out When a Loan
Makes Perfect Sense

If you need at least a couple of thousand pounds in the medium term to buy
anything from plastic surgery to a new kitchen or a cruise, a loan can be a
good choice. Loans are useful because:

v You can borrow more than you can on a credit card or overdraft: You
can take out a personal loan for any amount, usually between £500 and
£25,000. You may even be able to borrow more than this via a secured
loan (see ‘Taking out unsecured versus secured loans’ later in this chap-
ter for more details).
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v~ The rate of interest is normally fixed: You know exactly how much you
have to pay back over the term of the loan, making it easy to budget.

v You know when the debt will be cleared: Loans have a fixed repayment
schedule, unlike an overdraft or credit card where you pay the money
back as and when you can. If you lack the discipline to do this, a loan
could be the answer.

v A loan is easy to arrange: Loans can be arranged through the post, over
the telephone, or via the Internet. There is no need to make an appoint-
ment to see your bank manager. The money is sent to you by cheque or
transferred to your bank account within days.

+* Your borrowing is limited: You get a specified amount of cash - you
can’t keep dipping in and taking more, as you can with an overdraft
or credit card.

As long as you can afford the monthly repayments and shop around for the
cheapest deal you can find, a loan can be a good choice for borrowing money.

Deciding When a Loan
Is Not a Good ldea

A personal loan isn’t always the ideal way of borrowing money. You might
want to think twice if:

+ You need to borrow only a few hundred pounds: The smaller the
sum you borrow, the higher the rate of interest you pay. Borrowing an
amount under £1,000 is extremely expensive in terms of interest charges.
Most lenders also have a minimum that you can borrow: If you need
less, you may find yourself taking out a bigger loan simply in order to get
the money in the first place. This isn’t a wise move. You may be better
off borrowing smaller sums on a credit card or extending your overdraft
instead of opting for a loan.

+* You can repay the money in a couple of months: The shorter the loan’s
term, the bigger your monthly repayments, so work out whether you
could afford them if you take a loan out for just a year or so. If there’s
a chance that you’ll be able to clear the loan even sooner, you may be
charged a redemption penalty for doing so (see ‘Watching out for early
redemption penalties’ later in this chapter). If this is the case, you may
be better off borrowing on a credit card with a 0 per cent introductory
period for several months instead. This may be enough time to repay your
borrowings — without having to pay any interest at all. (See Chapter 5 for
more on credit cards.)
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already have a mortgage, it might be cheaper to ask your mortgage

lender to extend your home loan rather than take out a personal loan ezﬂf"ismg
particularly if you need money to build an extension or otherwise fix up Finances

your home. Although interest rates on personal loans have fallen, they and Dealing
still tend to be higher than mortgage rates (the cheapest loan is around with Debt
6 per cent compared with mortgage rates of less than 5 per cent). So you

pay less interest if you increase your mortgage instead. This may also be

easier to arrange than a personal loan because you already have a rela-

tionship with the lender.

Think carefully before extending your mortgage and overburdening
yourself. Your home is at risk if you can’t keep up the repayments on it,
whereas if you take out an unsecured loan to pay for your extension,
your home is safe (even if you default on the loan payments). Don’t
gamble with the roof over your head.

Understanding How Loans Work

You can borrow between £500 and §25,000 on a personal loan. Some lenders
let you borrow quite a lot more than §£25,000 if you opt for a secured loan
(the next section addresses secured and unsecured loans). You choose the
repayment period, which can be anything from six months to seven or even
ten years.

Repayments are monthly, usually by direct debit from your bank account.
If you opt for a flexible loan, you may be allowed to overpay or make lump-
sum payments in order to clear the debt more quickly. However, generally
speaking, lenders charge a penalty if you pay off your loan early.

Taking out unsecured versus secured loans

There are two main types of loan available: unsecured and secured. The
former offers the lender no security, the latter offers the security of your
home. So if you fail to keep up the repayments and have a secured home,
the lender has a claim on it. We explain this in more detail in the following
sections.

You might opt for a secured loan if you have a poor credit rating, but you may
be able to find a cheaper, unsecured loan if you are prepared to shop around
instead.
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Unsecured loans

Most personal loans are unsecured, which means that the lender has no secu-
rity for your debt. If you fail to make your repayments, the lender doesn’t
have the automatic right to seize an asset, such as your home. The lender
can pursue you through the courts for an unpaid loan, however, so you aren’t
totally off the hook if you don’t pay up.

Unsecured loans of up to £25,000 are governed by the Consumer Credit Act
1974, so are also known as regulated loans. This is not the case with secured
loans, which aren’t covered by the Act. The Act strictly regulates how money
is lent and ensures that the lender must give you seven days to change your
mind about taking out a loan.

Secured loans

On secured loans, your assets, such as property or investments, provide the
lender with some security. If you default on your repayments, your lender
can take you to court and demand repossession of the property you used to
secure the loan.

If the loan is secured against your home, and your home is still mortgaged,
the loan is known as a second charge loan.

Secured loans have a lower APR than unsecured loans because they are less
risky from the lender’s perspective. They are also easier to come by for this
reason.

Secured loans are not regulated by the Consumer Credit Act, so make sure
you read the terms and conditions extremely carefully before signing the
credit agreement, as it is binding. The lender is not obliged to give you seven
days to change your mind, as is the case with unsecured loans.

You can usually borrow more on a secured loan as the lender is taking on less
risk because it knows it will get its money back if you default. Most lenders
offering secured loans will let you borrow up to £50,000 — although some

may let you borrow up to £100,000. However, if you need to borrow this
much, consider remortgaging instead, as you should be able to get a

cheaper rate.

The term of a secured loan can be longer than a secured loan — up to 25 years
in some cases. You will be charged a penalty for repaying the loan early, so
check with the lender what this is before signing on the dotted line.
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Deciding on the term

You can choose how long you want to pay off the loan within the minimum
and maximum terms on offer. The longer the term of the loan, the lower your
monthly repayments (so if you opt for five years rather than two you pay less
each month) but the more you end up paying in the long run. You pay more
interest and make more payments over a longer term.

Consider the term of the loan carefully. If you need cash to pay for a dream
holiday this summer, for example, do you really want to still be paying it back
in four years’ time? But whatever term you choose, make sure it is realistic:
Don’t overstretch yourself with massive monthly payments just to clear the
loan within a year if there’s no way you will be able to cope.

Working out the interest

The lender charges interest on the amount you borrow, known as the annual
percentage rate (APR). This is usually a fixed percentage, but may be variable.
Every loan has an APR, which you can use to compare deals to find the cheap-
est one. How much you borrow, for how long, and the lender’s perception of
your chances of repaying it all affect the APR you are charged.

The advertised APR can be misleading. This headline rate is usually the best
deal available. To qualify for this rate, you may have to take out the biggest
loan that the lender offers, which may be far more than you need. Borrow a
smaller amount and you are likely to be charged a higher APR. However, this
shouldn’t be seen as an excuse for taking out a bigger loan than you need.

Whether your interest rate is fixed or variable can make quite a difference to
your repayments, so ensure you understand which type you are signing up for:

v Fixed rate: Interest is the same throughout the term of the loan, no
matter what happens to the Bank of England base rate. This enables
you to budget, as your monthly repayments are always the same.

v Variable rate: The APR rises or falls in line with changes to the base rate.
Your monthly repayments are therefore not fixed, which makes budget-
ing harder. However, if the base rate goes down, and the APR on your
loan falls accordingly, your repayments are lower than if you’d opted for
a fixed-rate loan. However, the reverse can also happen if rates increase,
so you are taking a risk. If this would be a struggle for you, opt for a
fixed-rate loan.
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Some lenders charge a lower APR if you apply for a loan over the Internet
rather than the telephone, post, or in a branch. Find out whether this is the
case: If it is, apply online if you can.

Calculating the total cost

In order to compare loans from different providers, find out exactly what the
lender charges for the amount of cash you want to borrow. Otherwise, the
comparison is meaningless. The lender may simply provide you with the
monthly cost, rather than the full amount. Check how much you pay in total to
compare with other providers and work out whether it’s a good deal or not.

It’s worth doing the sums yourself so you know exactly how much you are
paying in the long run. Then you can consider whether it is such a good deal.
For example, if you want to borrow £5,000 over three years, you may find two
lenders charging you £150.89 and £168.68 a month respectively. The latter
may not seem that much more and you may well be able to afford the extra.
But if you consider how much extra you will pay over the term of the loan,
you might think twice: §5,432 on the first loan and £6,072 on the latter. That’s
a difference of §640 - a significant amount.

Watching out for early
redemption penalties

A'low APR is important when choosing a loan, but you should also watch out
for early redemption penalties, also known as early settlement charges, which
can push up the overall cost.

Some lenders, not all, charge a redemption penalty if you clear your loan
ahead of schedule. This comes as a shock to many borrowers: According to
the Department of Trade and Industry, 62 per cent are not aware that early
settlement charges apply if they repay their loan ahead of schedule.

Some lenders charge a redemption penalty of one or two months’ interest
but, under changes to the Consumer Credit Act, lenders are no longer able to
charge more than one month’s interest. While this is encouraging, you are
better off selecting a lender who doesn’t charge a redemption penalty:
Several lenders have scrapped this practice. When shopping around for a
loan, make sure you ask lenders whether they charge a redemption penalty.
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You may be charged a higher APR for taking on a loan with no early settle-
ment charges, but if there’s a chance that you might repay your loan ahead
of schedule, it’s still worth considering.

Aiming for flexibility

Most loans are fixed, so you borrow a set amount over a certain period and
pay the same amount each month to clear the debt. But there are a smaller
number of flexible deals available, allowing you to overpay or pay a lump
sum to clear your debt early (without penalty).

You may also be able to take a repayment holiday (which means you don’t
have to make a repayment for anything up to several months). You can do
this at the start of the loan or at an agreed date during the loan. But you must
arrange this with your lender: You can’t simply stop making your repayments
without warning.

Even when you take a payment holiday, your outstanding balance continues
to accrue interest. This may result in higher monthly payments to ensure that
your debt is still repaid over the term of the loan as agreed at the outset.

With a flexible deal, you don’t have to take all the cash in one go. Instead, you
may also be able to withdraw funds from the account on a rolling basis, as
long as you stay within your credit limit. So you apply for the full extent of
the cash you need in the first instance and then take it as and when you
require it.

Finding the Best Personal Loan

A\

Long gone are the days when you had to put on your best suit, polish your
shoes, and make an appointment to visit your bank manager to grovel for a
loan. Nowadays, you can apply online in a matter of minutes and receive the
cash within hours.

Shopping around is also easier than ever if you have access to the Internet,
as there are a number of sites which enable you to compare the cost of
products. Check out www.moneyextra.com, www.moneyfacts.co.uk, and
www . moneysupermarket . com for more details. Most of these sites have links
direct through to lenders, so you can click on a button and up pops an appli-
cation form immediately. It couldn’t be simpler, so think carefully before taking
the plunge and committing yourself to something you can’t really afford.
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If you don’t have Internet access, keep an eye on loan adverts and ‘best-buy’
tables in the quality weekend newspapers for the cheapest deals. You can get
loans for under 7 per cent, so anything around this mark is good value. If the
APR is in double digits, it should be avoided.

If you are buying a new car or kitchen, the retailer will probably try to per-
suade you to take out its finance deal. This may be tempting as it saves you
the bother of searching for finance, but it is unlikely to be the cheapest solu-
tion. You're better off searching for a cheap personal loan instead.

The advantage of arranging a loan before making your purchase is that you
will be, in effect, a cash buyer as far as the retailer is concerned. You should
be able to drive a bargain and perhaps get a discount, as well as saving inter-
est on the loan.

Applying for a Loan

3

After choosing the loan you want, you have to complete an application form.
The application asks for details of your existing financial commitments and
income. The lender uses this to assess whether you can afford to take on the
loan and repay it. If you are married, both you and your spouse must be
named on the application form: The lender insists upon this.

The lender also contacts credit reference agencies to obtain a copy of your
credit file. Your credit file indicates whether you have any outstanding
county court judgments against you, are bankrupt, or have a history of
defaulting on debts. (See Chapter 5 for more on your credit file and obtaining
a copy to check this information.)

Lenders also use credit scoring, enabling them to work out what category of
borrower you are, according to your personal circumstances (see Chapter 5
for more details). This enables it to work out what APR to charge you:

The higher risk you appear, the higher the APR will be.

When the lender is happy with the result of its checks, it offers you a loan. It
usually takes only a few hours or days to process an application, depending
on the lender. If the lender isn’t happy with its findings, you may be refused

a loan.

As well as being a great place to search for a loan, the Internet also provides
the easiest way of applying to borrow cash. And because fewer administra-
tion costs are involved, lenders tend to offer a lower APR if you apply for
your loan online rather than via the post, in person at your local branch, or
over the telephone.



Chapter 6: Weighing Up Personal Loans 9 ’

If you've had