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 1 GETTING STARTED IN SAVING


Why Save?


For many people, saving and investing are a bit like dieting and exercising: you’ve been told you ought to do it, and maybe you even agree, but it’s hard to translate that vague sense of obligation, and possibly guilt, into the motivation required to change your behaviour every day. In this book, I want to provide you with practical tools that can help you get past the guilt and focus instead on positive actions that will improve your life (and make you feel better in the process).


     Let’s start with the two main reasons it’s important to save. You’ll notice that neither one involves guilt or the old Protestant work ethic. First, saving can prepare you for the ups and downs of life. The habit of saving can ensure that the good things you enjoy won’t completely disappear when trouble strikes. What kind of trouble? Consider this list of possibilities:


 



	•
	 There is a recession in your industry and you are made redundant from your job. Or, if you are self-employed, the demand for your services unexpectedly dries up.





	•
	 You suffer an illness or injury that makes it impossible for you to work for a year.





	•
	 Your spouse or partner dies, or your relationship breaks up.





	•
	 Fire, accident or natural disaster damages or destroys your home or your possessions.





	•
	 An unexpected illness or pregnancy brings medical bills and a drastic change in lifestyle with new expenses, lower income and possible medical bills.





	•
	 Your cooker, fridge, washing machine and central-heating boiler break down at the same time.




 


If you’ve never had to face any of these problems, congratulations! You’ve been very lucky – so far. But as you know, almost everyone experiences one or more of these setbacks at some time in his or her life (just think about your family and friends). In a bad year, two or three may strike at once. If you’re prepared, you can bounce back with minimal long-term damage. If you’re not, it may take decades to free yourself from the financial burden.


     To cover you in such crises, I recommend that you accumulate at least three months of your take-home salary in an easily accessible, risk-free savings account. If you are a homeowner, have children or other dependents, or are self-employed, six months’ income would be a safer figure. Call this your ‘lifeboat account’, since it’s designed to carry you to safety in case of emergency. Creating this lifeboat is your first reason to save, and it’s an eminently practical (even selfish) one.


     The second reason is more pleasant to contemplate: saving is a pathway to making your dreams come true. What kind of dreams? Here’s another, very different, list:


 



	•
	 You buy a beautiful house, or renovate and expand your current dwelling to transform it into the home of your dreams.





	•
	 You take several months off from work to travel round the world, pursue a hobby, craft or art, or just rediscover the joys of leisure.





	•
	 You are able to retire from work with a comfortable lifestyle you know you can enjoy for the rest of your life.





	•
	 Your child is able to enjoy a first-rate university education that launches him or her into a successful career.





	•
	 You buy or start a business of your own – a restaurant, a shop, a consulting business – and finally get the chance to be your own boss.




 


Maybe you have other dreams that are different from these, dreams you may assume can never really come true. But today’s dreams can become tomorrow’s reality, provided you start saving now to make it happen.


Saving, Investing and Speculating


The three activities named above look similar, and people often confuse them. In fact, they’re quite different, and the distinctions among them are important.


     Saving is putting away a portion of your current income in a building society account or bank account, or other safe haven where it will grow with almost no risk. How is this possible? A governmental safety net is the reason. If a bank or building society in the UK should fail (due to mismanagement, for example), the financial services industry has an independent compensation scheme to reimburse depositors’ money up to a maximum of £31,700 (100% of the first £2000 and 90% of the next £33,000). This is why a savings account in a bank or building society is considered so low-risk: the value of your account can only grow, never shrink.


     And if you’re diligent about saving regularly, the growth of your money can be substantial, thanks to compound interest. Interest is the money the bank pays you in return for keeping your funds with them. It’s expressed in percentage terms. For example, if you have a savings account that pays 4% interest per annum, that means you’ll be paid £4 per year for every £100 in your account. Compounding speeds up the growth of your money. It refers to the interest that is paid on your interest. In other words, your money earns money . . . and then the money you’ve earned begins to earn even more money!


     Over time, compound interest has a powerful impact on the amount of saving you accumulate. For example, suppose you were to save £100 per month for the next ten years. If you simply hid the money in your closet, where it earned no interest, you’d end up with £12,000, provided an unscrupulous friend or family member doesn’t find your stash and spend it first. Not a bad little nest egg. But if you deposited the same amount into a bank account that paid 4% interest, compounded monthly, you’d have £14,694. It’s like getting an extra £2,694 ‘free’, just for letting the bank hold it. This is what a combination of a saving habit and compound interest can do for you and your money.


     Like saving, investing is about putting aside a portion of your income so that it can grow, except that investing is not so risk-free. When you invest, you use your money to purchase a financial instrument like a unit trust, a share or a bond. You can also invest in property. The value of these instruments can increase over time; in fact, often they grow faster than the money in a savings account, but this doesn’t always happen. Sometimes the value of an investment falls, and in some rare cases, you may even lose all of your money. And when that happens, there’s no government scheme to bail you out. So before you invest, you need to think about the amount of risk – i.e. the possibility of losing the money you’ve invested – you are willing to accept in exchange for a potential reward.


     This difference means that while everyone should save, not everyone should invest. You should invest only when you have some extra money beyond your lifeboat account. In other words, this is money that you’d like to see grow, but that you can afford to lose in part or in whole without ruining your life.


     Later in this book, we’ll explain how to invest without taking on excessive risk. For many people, wise investing has been a route to financial security and even wealth. If you have ambitious dreams you’d like to realise – education for your kids, owning a business or a home, retiring in style – you will want to start investing as soon as you can, so that your money can grow to make those dreams possible.


     Finally, there is speculating. When you speculate, you use the money you’ve saved to buy assets that may grow in value but that also have a good chance of becoming completely valueless. Buying a painting by a young, unknown artist is an example. There’s a chance that someday Mr X will be world-famous, and that collectors in New York, London and Paris will be interested in paying a high price to acquire the work you own to hang on their walls. But it’s much more likely that Mr X will remain unknown, and that your painting will never be worth any more than the £250 you paid for it, or perhaps even less if no one wants to buy it.


     Speculation, then, is ultra high risk, more akin to gambling on lottery tickets or betting on racehorses than investing. For a lucky few, the returns from speculating can be great, but most speculators lose their money. Later, we’ll describe the most common forms of speculation, show how they differ from investing and explain why you should probably avoid them altogether, at least from a financial perspective. Go ahead and buy Mr X’s painting if you like it, but don’t expect the profit to finance your retirement. And if it does, count yourself lucky.


The First Step – Clearing Your Personal Debt


Before you start saving or investing, you must escape from the burden of personal debt.


     Are you, like millions of other Britons, carrying credit- or store-card balances from month to month? If so, you are probably paying a significant amount of interest on your unpaid balances. Most likely, this is a much higher rate of interest than you can expect to earn from a savings account or an investment plan. Therefore it makes sense to clear your debts before you start to save or invest. Otherwise, it’s like pouring water into a bucket with lots of holes in the bottom: the amount you lose each month on the credit-card (or store-card) interest charges will be greater than the amount you can earn in interest on your savings account.


     (Notice that I’m talking here about personal or consumer debt – that is, amounts you owe on credit cards, store cards, car loans and personal loans from a bank or building society. A home mortgage is a different matter. Unlike the items you buy with a credit card, a home is a long-term investment, and interest rates on mortgages are usually much lower than the rates on personal loans and credit. I don’t recommend, therefore, that you try to pay off your home mortgage before you think about saving or investing.)


     Generally speaking, the best approach to getting out of debt is to pay off as much as you can every month. Start with the debt that is charging the highest interest rate. This debt is the most expensive one because it is costing you the most to carry each month. Look for the annual percentage rate, or APR, on each credit-card or store-card bill you receive, or phone the lender if you can’t locate the figure. Work to pay the debt with the highest APR first, then move down through your other debts, from highest to lowest APR, until you’ve paid them all off. Depending on the size of the debt hole you have dug for yourself, this process may take a few months or even a few years. You must be diligent and patient. Remember, it takes a lot more discipline to get out of debt than it did to get in.


     If your debts are serious and you can’t see how you are going to clear them, my book Get Out of Debt with Alvin Hall has much more information and can help you create a plan for solving this problem. It’s important to stop this needless drain on your income before you work on accumulating money for a saving and investing plan.


Building Your Lifeboat Account


Once you’ve freed yourself from the burden of consumer debt, you’re ready for the next stage in creating a strong financial future – creating the three- to six-month lifeboat account you need for protection against life’s unexpected misfortunes.


     For many people, the idea of saving this much money seems overwhelming. ‘I barely have enough money to pay my bills every month,’ they say. ‘How on earth can I put away several months’ worth of income? It’s just not possible.’


     I know the feeling. It seemed impossible to me – until I did it. Here are seven proven techniques for saving that thousands and thousands of people have used to make the seemingly impossible, possible – and even easy.


 


1. Make saving a habit. Aim to deposit 10–15% of your monthly income into a savings account until you’ve got your three-month cushion in place. If you target 10%, for example, it would take 30 months to stockpile 3 months’ take-home pay (or 60 months for 6 months’ take-home pay). If you can’t manage 10%, just put aside whatever you can – £100, £50, even £20. The key is to make saving a regular habit. As with eating a proper diet, exercising, or even brushing your teeth, once you become accustomed to a particular activity, it’s easy to continue.


2. Save first. Set up a direct debit so that the money you want to save is transferred out of your current account and into your savings account as soon as your salary is paid in and, most importantly, before you’ve even had a chance to let your spending desire take over. Don’t rely on remembering to arrange a transfer every month. Unless you are really disciplined (which most of us are not), there will always be times when you decide you can’t afford it or when you just forget (conveniently) to make the transfer. Excuses are easy. Direct debit makes saving automatic and painless, as you will really never miss money if it’s never in your pocket to begin with.


3. Use a different bank for your savings. Try keeping your emergency savings account in a different bank or building society from your current account or any other accounts you may have. Once it’s there, try doing a bit of self-hypnotism and forget that it even exists! This account is not a pot for dipping into when you fancy a new coat, the car needs a fresh set of tyres or there’s a special offer on kitchen units at the local B&Q. If you give in to the temptation to use your savings for things like this, you’ll be sorry if and when a real emergency comes along.


4. Use a limited-access account. This is a special kind of bank account that only allows you to make a limited number of withdrawals a year. Most banks and building societies offer such an account, and it can be a handy deterrent for your own less-than-ironclad willpower. And if you must dip into your fund for a true emergency, make sure you replace the money as quickly as possible.


5. Save rather than spend any extra funds you receive. To speed up the saving process, you can deposit any end-of-year bonuses, cash gifts, inheritances or windfalls into your savings account. If you get a pay rise at work, increase your regular payments into your savings account by half or all of the increase. You already know that it’s possible to live on the amount you’ve been earning previously, and you are not likely to miss what you’ve never had. If you’ve been paying off a bank or car loan, once you make the final payment, start putting the same amount of money – or at the very least half of it – in your savings account. Most people would give in to the temptation to spend that money. Don’t. Save it instead!


6. Tie your saving to your spending. Each time you spend money on something that is not a necessity, immediately (and I mean immediately) deposit the same amount into your savings account. You should not spend the money on a CD, jumper, pair of jeans or anything that you know you don’t need if you cannot deposit the money into savings. This strategy not only increases the money going into your savings, but has the additional benefit of curbing the spending that undermines your ability to save.


7. Sacrifice a habit. At the beginning of each year, give up something that you do regularly, like buying a latte every morning, buying yourself a piece of clothing or cosmetics each time you get a pay packet, and deposit that money into your savings account. I once did this by giving up buying coats for two years and then giving up buying shirts for a year. Each year I make a different sacrifice and put the money I save into a savings account or investment account.


 


Does applying self-discipline to your financial life feel difficult before you’ve even tried? Are you afraid you’ll find it hard to be so strict with yourself? When I was struggling to create my own lifeboat account many years ago, I felt the same way at first. I turned it into a personal challenge, setting monthly and annual savings targets, then rewarding myself with a treat only when I achieved them – treats like theatre tickets, a new piece of clothing I’d coveted, dinner at my favourite restaurant or a cheap package trip on a discount airline. Today, saving has become such a habit for me that I hardly ever think about it. Once you’ve learned how to do it, you never forget or want to stop. Your savings habit gives you a good feeling of security, freedom and self-confidence.


     Why not do the same for yourself? How much would you like to save this year? Decide the amount, and then go for it. And plan on rewarding yourself with a night out with friends or a new outfit if, and only if, you hit your target. The better you get at creating ingenious little plans for increasing the size of your savings cushion, the sooner you will reach your target, and your treat.


     It’s very important that you change your perception of the money you put into a savings account. It’s not about depriving yourself. Instead, the money you save is a gift that you are giving for yourself: the gift of independence. If a life crisis should happen to you, you won’t have to go cap in hand to your family or hope for a government handout. The money you have saved will give you some control, some breathing room to think and plan. As well as insulation from life’s nasty surprises, saving affords you physical and mental freedom. Once you start seeing it in this way, you’ll find it’s not so hard to save after all.


Deciding Where to Save


Your emergency nest egg should be completely liquid. In other words, it should be accessible immediately and at full value in case of an emergency. If you are building your lifeboat fund together with your spouse or partner, make sure it is accessible to both of you, so that if one is incapacitated and can’t get to the account, the other one can. The easiest way to do this is by opening a joint account. Of course, this assumes a level of trust between you, since either owner of a joint account has full access to the money. If you are uncomfortable with opening a joint account, then don’t do it. You can save separately.


     Select a local bank or building society account that offers the highest rate of interest. You’ll find interest rate comparisons in the weekend newspapers or on the internet. Base rates in the UK are set by the Bank of England, and most banks and building societies will offer rates on savings accounts within a few percentage points of the base rate. Typically, the rate increases when the base rate is raised and decreases when it is lowered. This is known as a variable rate. A few banks and building societies offer fixed rates on savings accounts, but this is less common. The interest rates paid on deposits in these accounts do not change for a specified period.
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