Section 3

Financial products

3.1 Direct investments

These include:

· cash;
· current accounts;
· deposit accounts;
· fixed interest stocks;
· shares; and
· property.
3.2 Collective investments

Collective or pooled investments allow small investors to contribute by either lump sums or regular contributions to a large investment fund.

These investments have a number of advantages:

•    the services of a skilled investment manager are obtained at a cost that is shared among the investors. Individual investors do not need to research particular companies, or to understand and deal with occurrences such as rights issues;

•    investment risk can be reduced because the investment manager spreads the fund by investing in a large number of different companies - so that if one company fails the whole investment is not compromised. Such a spread could not normally be achieved with small investment amounts;

•    fund managers handling investments in millions of pounds can negotiate reduced dealing costs for their investors;

•    there is a wide choice of investment funds, catering for all investment strategies, preferences and risk profiles.

Investment funds can be categorised in a number of ways:

• by location: eg UK, Europe, America, Far East;
• by industry: eg technology, energy;
• by type of investment: eg shares, gilts, fixed interest, property;
• by other forms of specialisation: eg recovery stocks, ethical investments.
Most companies will offer managed funds whereby the managers invest in a range of the company's other funds. Most managed funds are regarded as middle of the road in terms of risk profile.

The mains forms of collective investments are:

• Unit trusts;
• Investments trusts;
• Investments bonds;
• Open ended investment companies.

3.2.1 Unit Trusts

A pooled investment created under trust deed. This allows the investor to contribute a lump sum, regular contributions or both.
The trust will be divided into units that will represent a fraction of the trust's total assets.
A unit trust is open-ended which means that the manager can create more units if there is a demand for them.

3.2.1.1 The role of the unit trust manager

The manager is responsible for:
• managing the trust fund;
• valuing the assets of the fund;
• fixing the price of the units;
• offering units for sale;
• buying back units from unit holders.

The manager must buy back units if the investor wishes to sell.
The manager generates a profit from charging management fees and dealing in the units.

3.2.1.2 The trustees

They have overall responsibility to ensure investor protection and they have the following duties:

• to set out the trusts investment directives;
• to hold and control the trust's assets;
• to ensure that adequate investor protection procedures are in place;
• approve proposed advertisements and marketing material;
• collect and distribute income from the trust's assets;
• issue unit certificates to investors;
• supervise the maintenance of the register of unit holders.

The role of the trustee is a policing one to ensure that the manager complies with the terms of the trust deed.

3.2.1.3 Authorisation of unit trusts

They are primarily regulated and authorised by the Financial Services Authority. For a unit trust to market it self in the UK, the fund manager must be approved by the FSA. Authorisation will also allow exemption from capital gains tax within the unit trust.
European Directive on Undertakings for Collective Investments (UCITS) is designed to enable cross border marketing of unit trusts and similar investments.

3.2.1.4 Pricing of units

The manager will calculate the value of trust assets and will then divide this amount by the number of units issued. The manager will undertake this task on a daily basis and the method will be set out in the trust deed.

There are three important prices:

•    Offer price, the price at which clients buy units;
•    Bid price, the price at which managers will buy back units;
•    Cancellation price, the minimum permitted bid price, taking account of the full costs of buying and selling. This price applies when the manager has to use trust assets to redeem the investment of those who wish to encash units. Normally there are sufficient sellers and buyers, which the manager matches up.

3.2.1.4.1 Historic and forward pricing Historic pricing

Client's buy/sell at a price determined before the start of the dealing period - typically the previous day's valuation. This means that clients can base decisions on known market trends before they are reflected in the price.

Forward pricing

All deals are undertaken at the prices to be calculated at the end of the dealing period. Not surprisingly, most managers now use forward pricing most of the time.

3.2.1.4.2 Buying and selling units

Unit trust managers are obliged to buy back the units when investors wish to sell them hence the reason they are not traded on the stock market.

•    Units can be bought direct from the managers or through intermediaries. They can be purchased in writing or by telephone: all calls to the managers' dealing desks are recorded as confirmation that a contract has been established.

•    Purchasers receive two important documents from the managers:

- contract note: this specifies the fund, the number of units, the unit price and the amount paid. It is important because it gives the purchase price, which will be needed for capital gains tax (CGT) purposes when the units are sold;
- unit certificate, this specifies the fund and the number of units held, and is the proof of ownership of the units.
•    In order to sell some or all of the units, the unit-holder signs the form of renunciation on the reverse of the unit certificate, and returns it to the managers. If only part of the holding is to be sold, a new certificate for the remaining units is issued.

3.2.1.5 Charges

There are two main types of charges:
•    initial charge; and
•    the annual management charge.

3.2.1.6 Types of units

•    accumulation units - the objective is capital growth and the underlying investment is often in shares which are likely to benefit from growth and any income received from the underlying investments will automatically be re​invested into the fund and this will increase the value of each unit.

•    distribution or income units - they are designed to produce a certain amount of capital growth but primarily to produce a high level of income
and are distributed to investors by way of dividend. The underlying investments will feature high yielding shares, gilts and deposits. The individual investor has the choice to take the income or to have it reinvested and this is undertaken by the issue of new units.

3.2.1.7 Taxation of unit trusts

3.2.1.7.1 Income tax

Taxation of income from an equity unit trust Dividends are tax as dividend taxation: Received net of 10%

• Non-taxpayer unable to reclaim
• Lower rate      no further tax liability
• Basic rate       no further tax liability
• Higher rate     additional 22.5% of the gross dividend to pay. Total 32.5%.
They are subject to capital gains tax.

Taxation of income from a non-equity unit trust

Dividends are tax as savings tax:

20% deducted at source (corporation tax rate)

• Non-taxpayer able to reclaim 20%
• Lower rate      able to reclaim 10%
• Basic rate       no further tax liability
• Higher rate     additional 20% of the gross dividend

3.2.1.7.2 Capital gains tax

No capital gains tax is levied within the fund.
The investor may be liable for capital gains tax on any gain when the units are encashed.

3.2.1.8 Risks of unit trusts

Unit Trusts provide no guarantee that the initial capital investment will be returned in full or that a certain level of income will be paid.
The risk is spread as this is a deemed a pooled investment what this means is that a typical unit trust will invest in a spread of between 30-150 different funds.
The legal constitution also helps by:
•    appointment of Trustees under the trust deed;
•    authorisation through the Financial Services Authority.

3.2.2 Investment trusts

Investment Trusts are collective investments, but they are NOT unitised funds like unit trusts.

They are public limited companies whose business is investing in stocks and shares of other companies (They are not trusts!).
Buying and selling its shares on the stock market make investment in an investment trust.

Investment trusts share prices are affected not only by the underlying value of the company's assets (as with unit trusts) but also by other market forces. The share price can sometimes therefore stand at a discount to the asset value.
Charges tend to be lower than those for unit trusts.

As public companies, investment trusts (unlike unit trusts) are able to benefit from 'gearing', ie they can also borrow in order to further their investment aims, so they have greater flexibility to make use of opportunities.

Some investment trusts are known as split-level, or 'splits'; they have two types of shareholders:
•    Income shares are entitled to all the income but no capital growth.
•    Capital shares are entitled to all the capital growth but no income.

3.2.2.1 Taxation of investments trusts

Dividends are tax as dividend taxation: Received net of 10% tax credit
•    Non-taxpayer unable to reclaim
•    Lower rate no further tax liability
•    Basic rate no further tax liability
•    Higher rate additional 22.5% of the gross dividend to pay. Total 32.5%.
They are subject to capital gains tax.
Approved investment trusts are exempt from CGT on gains within the trust.

3.2.2.2 Split capital investment trusts

Some investment trusts can have more than one type of share.
These are termed split capital trusts and are usually incorporated for a fixed period.
Split capital trusts have divided their capital into a number of different types of shares and these are ranked into the following order of priority based on the repayment of capital at winding up:

• Prior charges;
• Zero dividend preference shares;
• Income shares;
• Ordinary income shares;
• Capital shares.

There is no guarantee that the capital will be repaid at the winding up date and there is a higher risk the further down the list of priority the shares are positioned.

3.2.3 Open-ended investment companies (OEICs)

Open-ended investment companies (OEICs) are a form of pooled investment, which is popular in Europe.
They share a number of characteristics with unit trusts and investment trusts.

3.2.3.1 Legal constitution of an OEIC

Established under company law and not a trust. The overseeing operation is looked after by the depositary.

The Authorised Corporate Director has a similar role to the unit trust manager and is to:
•    manages the investments;
•    buy and sell OEIC shares as required by investors;
•    ensure that the share price reflects the underlying net asset value of the OEIC's investments.

They are able to offer:

• income;
• capital growth;
• fixed interest;
• access to overseas markets;
• access to specialist markets;
• index tracking.

3.2.3.2 Investing in an OEIC

Can be either by lump sum or regular contribution or a combination of both. There will be minimum amounts that can be invested.
This investment is aloes open ended like a unit trust and the value of the shares will vary according to the market value of the company's underlying investments.
An OEIC may be structured as an 'umbrella' company that is made up of several different sub funds.

3.2.3.3    Pricing of OEIC shares
The total value of the OEIC assets will be established and then divided by the number of shares that have been issued.

OEIC shares carry one price, ie there is no bid/offer spread and they are to be priced on a forward basis.

3.2.3.3 Charges

•    Initial Charge: they are single priced and the OEIC will levy a separate initial charge normally between 3% and 6%.
•    Annual Management Charge: based on the value of the fund and these range from 0.5% for indexed linked funds to 2% for actively managed funds.

3.2.3.4 Taxation of OEICs

Dividends are tax as dividend taxation:

 Received net of 10% tax credit

• Non-taxpayer unable to reclaim
• Lower rate      no further tax liability
• Basic rate       no further tax liability
• Higher rate     additional 22.5% of the gross dividend to pay. Total 32.5%.

If any distribution is treated as interest then it will be paid net of 20%. Refer back to unit trusts - taxation of non-equity funds for confirmation.

They are subject to capital gains tax.

3.2.3.5 Risks

OEICs offer an opportunity for the private investor to participate indirectly in the equity market and the risks associated with it.
The diversity of OEICs that are available means that there is a variable level of risk depending on the nature of the underlying investments.

3.2.4 Individual Savings accounts (ISAs)

Introduced on 6 April 1999 replacing TESSA's and Personal Equity Plans.

Eligibility rules must be met before investment can be permitted into an ISA:
•    must be both resident and ordinary resident in the UK for tax purposes;
•    must be aged 18 or over in an equity or insurance ISA;
•    must be aged 16 or over to invest into a Cash ISA;
•    it is not possible to open an ISA on behalf of another person;
•    there are contribution limits which apply each tax year and they must not be
exceeded. 

There are three possible components of ISAs:

•    stocks and shares: this component can include:

- shares and corporate bonds issued by companies listed on stock exchanges anywhere in the world;
- gilt-edged securities and similar stocks issued by governments of countries in the EEA;
- UK-authorised unit trusts which invest in shares and securities;
- UK open-ended investment companies (OEICs);
· UK investment trusts - except for those investing in property;

•    cash, including:
- bank and building society deposit accounts;
· certain taxable National Savings and Investments (NS&I) accounts -excluding Investment Account and Pensioners' Bonds. NS&I also offers a deposit account-type ISA;

•    single-premium life assurance policies (schemes for regular premiums must be set up as recurring single premiums so that savers are under no obligation to maintain premium payments in order to obtain policy benefits).These can include with profit and unit-linked products.

3.2.4.1 Tax reliefs

Taxation of the investment fund

Dividends received from UK equities will be paid with a 10% tax credit. The ISA manager can reclaim the 10% tax credit and pay it back into the ISA fund.
The ability to reclaim the 10% tax credit will be abolished from April 2004.

This taxation does not apply where the ISA invests into cash or corporate bonds. The fund grows free of tax on any capital gains. 

Personal Taxation
The income produced by the ISA and any capital gains made on encashment are completely free of personal income tax and capital gains tax.

3.2.4.2 Subscription limits Max! ISA

Single ISA manager who must offer the Equity (Stocks and Shares) component. It is the manager's discretion whether they offer the cash and/or insurance component.

Overall investment limit is £7,000 per tax year.

The entire Max! ISA investment limit can be invested in stocks and shares if required as long as the limit is not exceeded an investor can invest into each element up to the following maxima:

Investment type_______________Limit____________________

Cash                                             £3,000
Shares                                          £7,000
Insurance                                      £1,000

Mini ISA

An investor can choose to keep the components of the ISA separate by using a different manager for each.
The combined investment into all of the elements of the Mini ISA cannot exceed £7,000 per tax year.

As long as the limit is not exceeded an investor can invest into each element up to the following maxima:

Investment type_______________Limit____________________

Cash                                                £3,000
Shares                                             £3,000
Insurance                                         £1,000

Note: the maximum that can be invested, as compared to the Maxi ISA, in the stocks and shares component is £3,000 per tax year.
An investor cannot contribute to both a Mini and a Maxi ISA in the same tax year.
It is not possible to switch from a Maxi to a Mini ISA (or vice versa) in the same tax year.

3.2.4.3 Withdrawals

There is no minimum period for an ISA to be held. And withdrawals can be made at anytime not affecting the tax-free status.

3.2.4.4 Choice of managers

The investor has two choices:
•    single manager - via a max! ISA; or
•    separate managers - for each component in the mini ISA.

3.2.4.5 Cost, access and terms standards CAT standard for Cash ISA

Charges         There should be no one-off or regular charges except for replacing lost documents.

Access Minimum transaction sizes must be no greater than £10.
Withdrawals must be made within seven working days or less.

Terms The interest rate should be no lower than 2% below base rate.

Upward interest rate changes must follow base rate changes within one calendar month. Downward changes may be slower.

No other conditions are allowed (an example being no limits on the frequency of withdrawals).

CAT standard for Insurance ISA

Charges         The annual charge must be no more than 3% a year of the value              of the fund.
There can be no other charges, eg no separate charge for the guarantee on surrender values.
Access Minimum premiums can be no more than £250 lump sum pa, or £25 per month.

Terms Surrender values should reflect the value of the underlying assets. No specific surrender penalties After three years, surrender values should return at least the premium

CAT standard for Stocks and Shares ISA

Charges      Annual charges can be no more than 1% of net asset value. No other charges to be paid by the saver

Access The minimum saving can be no more than £500 lump sum, or £50 per month.

Terms Authorised unit trust, OEIC or investment trust

The fund must be at least 50% invested in shares and securities listed on EU stock exchanges;
Units must be single priced at mid-market price. Investment risk must be highlighted in literature.

3.2.5 Life assurance based investment products

3.2.5.1 Endowments

This is the most common form of savings contract offered by life assurance companies.
The sum assured is paid out at the end of the term or on the earlier death of the life assured. The client's consideration is made in the form of regular premiums to the life assurance company throughout the term of the policy.

3.2.5.1.1 Non profit endowment

Fixed premium for a fixed (guaranteed) sum assured on death or at the end of the specified term.
The client does not share in the profits that the company might make. Very few investment policies are now issued on this basis.

3.2.5.1.2 With profit endowment

For a higher fixed premium, the policyholder gets not just a guaranteed minimum sum assured, but also a chance to share in the company's profits, by means of added bonuses.

The company distributes the profits amongst the policyholders by annually declaring bonuses and there are two types:

Reversionary bonuses

Normally added annually, and, once added, cannot be removed. May be simple (based on the sum assured) or compound (based on the sum assured and previously-added bonuses).
Their payment is guaranteed when the sum assured is paid on:
• death; or
• on maturity; or
• as otherwise specified on the policy.

Reversionary bonuses can be calculated on either a:

•    Simple bonuses - calculated each year based on the sum assured, and are regardless of any bonuses already attached.

•    Compound bonuses - calculated each year and is based on the original sum assured plus any bonuses already attached.

Terminal bonuses

Added only at the point of claim, on death or maturity. The rate can be increased or reduced to reflect the success or otherwise of stockmarket investment by the company.
The terminal bonuses reflect the level of investment gains that have been made over the term of the policy.

3.2.5.1.3 Unit linked endowment

Gain direct access to the profits made from stockmarket investment, through a range of different funds. The value of the investment can go down as well as up and there is no guaranteed minimum value, as this will depend on the value of the units at the time of maturity or encashment. There are two prices for each fund:

•    Offer price - the price that the company offers units in the fund.
•    Bid price - the price at which units are cashed.

The amount of the premium, less any deduction for expenses or other items, is applied to the purchase of units in the chosen fund at the offer price. The number of units is added to the number if units that are already attached to the plan.
When a claim is made the units attaching to the policy are encashed at the bid price.

3.2.5.1.4   Unitised with profit endowment
This product is suitable for clients who like the guarantees provided by with profits policies, but who would like to explore the possibility of changing the risk profile of the investment element of the policy.
The concept of unitised with-profits lies somewhere between with profit and unit-linked bases.
The pricing structure is similar to that of unit-linked policies, except that management charges are not explicit.
As with traditional with profit policies, unitised with profits contracts are entitled to bonuses which depend on the performance of the company's life fund:

•    bonuses are added either by increasing the unit price or by allocating additional units to the policy.
•    once added, bonuses cannot be taken away - ie unit prices cannot fall except in the case of surrender (see below).

Unitised with-profit policies give a guaranteed minimum amount payable on death or maturity. This amount is usually based on a minimum annual percentage rate of growth on units of the unitised with profits fund. If the unit value is greater than this, the larger amount is paid.

On surrender, a deduction can be made from the bid value of the units, to allow for the investment conditions at the time. This is called the Market Value Adjustment, or MVA.

3.2.5.2 Investment bonds

They are unit-linked, single premium, non-qualifying whole of life policies.
Investment is achieved by paying a single premium for the policy. The single premium nominally purchases units in a specified fund or funds and the subsequent value of the policy is based on the value of these units (although, unlike unit trust unit-holders, the policyholder does not actually own the units).
The investment is cashed in by surrendering the policy for a value equal to the bid value of the units nominally attaching to the policy. On death, the policy ceases and a slightly enhanced value (often 101% of the bid value) is paid out.

Switching from one fund to another is often allowed without charging the bid-offer spread.

A form of 'income' can be taken by making regular withdrawals (small partial surrenders made by cashing in units).

No tax is payable at the time of withdrawal by basic rate or non-tax payers. However, it is not true to call these withdrawals 'tax-free' as basic rate tax has been deducted in the fund and the withdrawals will be added to the final value at encashment to calculate tax payable. They are usually referred to as 'tax-deferred'.

Up to 5% pa of the original investment may be withdrawn each year (up to a total of 100%, eg 20 years) without incurring an immediate tax liability, even for higher rate taxpayers. Unused 5% allowances can be carried forward.

Taxation:

Income of the underlying funds is taxed at 20%, and capital gains at 20%; neither is recoverable by policyholders who are not taxpayers. This is deemed to settle the tax liability of a basic rate taxpayer on gains made.

3.3    Insurance
Most people have some form of insurance to protect them against the financial effects of adversity. Some cases it is compulsory to have insurance, eg car insurance.
There are two main forms of insurance:
•    general insurance; and
•    life assurance.

3.3.1 Life assurance protection

3.3.1.1 Whole of life assurance

Whole of life assurances pay out policy benefits on the death of the life assured whenever death occurs provided that the policy remains in force.

Premiums payable:

•    throughout life or
•    limited to a fixed term or a chosen age.

Acquires a surrender value - but it is not an investment policy.

Policy loans - this is an alternative to surrender where insurance company will offer a loan of up to 90% of the surrender value. The loan will be repaid, together with interest, when the sum assured is eventually paid out.
Whole of life policies can be written on single life or joint lives (first or second death). They are mainly used to provide for family protection for self and dependants and to protect the value of the estate on death from inheritance tax.

Whole of life policies can be taken out on a number of policy bases:

• non-profit;
• with-profits;
• unit-linked;
• unitised with-profit;
• low cost;
• flexible; and
• universal.

3.3.1.2 Low cost whole of life

This has a sum assured and is payable whenever death occurs. It is made up of two elements:

•    whole of life with profits; and
•    decreasing term assurance.

The whole of life sum assured is lower than the overall level of cover required. Bonuses are added as the policy continues. A guaranteed death benefit is offered and any shortfall on the whole of life element is made up by the decreasing term assurance.
This plan offers maximum death cover on a permanent basis at a reduced cost.
3.3.1.3 Flexible whole of life

Issued on a unit linked basis and offers a variable mix between life cover and investment content.

The flexibility is that units are encashed to pay for the life cover at the bid price:

• the policyholder pays premiums that they wish or can afford to pay;
• the premiums are used to buy units in the chosen fund;
• the policyholder selects the level of benefits;
• the higher the level of life cover the larger the number of units encashed each month;
• the lower the level of life cover the fewer units are cancelled;
• other options are variable, eg indexation of benefits, ability to add another life assured;
• the system will allow inclusion of other types of benefits, eg total and permanent disability cover.

Policies are very flexible and allow for different levels of cover to be chosen for the same premium amount:

•    Minimum cover, low protection amount and policy builds up an investment reserve (not recommended as a pure investment policy);
•    Balanced cover, the amount of protection expected to be maintained throughout life by that premium level, based on a stated assumed growth rate;
•    Maximum cover, cover guaranteed to be maintained for a stated time (often ten years), but unlikely to be sustained beyond that on assumed growth rates - similar to a term assurance and often cheaper.

The level of cover can be changed (increases require underwriting).
The initial cover level is often guaranteed for ten years then the company reserves the right to increase the premiums or reduce the cover.
Thereafter, policies contain regular review dates, with the opportunity to increase premiums or reduce cover if growth rate has not matched assumptions. These reviews are normally at five-yearly intervals or even annually with older lives assured.

3.3.1.4 Universal whole of life assurance

A wide range of other benefits in addition to life cover can be added and paid for by cashing units at bid price

• permanent health;
• critical illness cover;
• accidental death benefit;
• total and permanent disability cover;
• hospital benefits or other medical cover;
• guaranteed insurability (to increase cover);
• indexation of benefits;
• flexible premium levels;
• waiver of premium during periods of inability to pay due to disability or  unemployment.

3.3.1.5 Uses and benefits

There are various uses and benefits for the different whole of life plans. The uses of whole of life policies include:
•    to protect dependants against loss of financial support in the event of the death of the breadwinner;
•    to provide a tax-free legacy;
•    to cover expenses on death;
•    to provide funds for the payment of inheritance tax.

3.3.1.6 Joint life second death policies

When a policy is used to pay an Inheritance Tax Liability, it is normal to use the whole of life policy, which will pay out on the death of the survivor known as joint life second death or last survivor.

3.3.1.7 Term assurance

The sum assured is payable only if the life assured dies within a specified period of time (the term). This is also known as temporary assurance and has no investment element.

Characteristics are:
•    term can be anything between a few months to 40 years;
•    if the life assured survives the term the cover ceases with no return of premium;
•    there is no maturity or surrender value;
•    if the premium is not paid within a period of time (normally 30 days) the policy will lapse. Reinstatement will be allowed within 12 months provided that all outstanding premiums are paid and evidence of continued good health is provided;
•    premiums are normally paid monthly or annually, single premiums can be accepted;
•    premiums are normally level even if the sum assured varies.

3.3.1.8 Level term assurance

Sum assured remains level throughout therefore the real value might be eroded by inflation. Premiums are level paid annual/monthly or single premium.
Uses: family protection, key person insurance, covers for loans, debts.

3.3.1.9 Decreasing term assurance

The sum assured reduces to nothing at the end of the term and the policy can be used to cover outstanding capital on a decreasing debt.

Mortgage protection

This is a type of decreasing term assurance used to cover the amount outstanding upon death and/or critical illness on a repayment mortgage.

Gift inter vivos cover
This plan is used to cover Potentially Exempt Transfers (PET) in respect of inheritance tax planning. It is designed to provide an amount sufficient to pay the IHT due if a donor dies within seven years of making the gift.
The plan remains level for the first three years and then reduces by 20% per annum until if finishes at the end of year seven.

3.3.1.10 Increasing term assurance

Sum assured increases each year by a fixed amount or percentage of the original sum assured. Underwriting will be based on the final, and not the initial sum assured.

3.3.1.11 Convertible term assurance

Is a level term assurance with the option to convert the policy during the term to a whole of life or an endowment without the need for further medical evidence.

Certain rules apply:
•    the conversion is normally carried out by the cancellation of the term assurance and the issue of a new whole-of-life or endowment policy. A new endowment can extend beyond the end of the original convertible term policy;
•    the option can only be exercised whilst the convertible term assurance is in force;
•    the sum assured on the new plan cannot exceed the sum assured of the original convertible term assurance;
•    the premium for the new plan will be the current standard premium for the life assured's age at the conversion date.
Useful for people who:
•    want to begin a policy taking advantage of current good health;
•    want a more permanent contract but cannot afford the premiums yet.

3.3.1.12 Renewable term assurance

They can be renewed at the end of the term without further evidence of health ie a similar policy is issued for the same sum assured, but the new premium is set for a fit and healthy person based on the age at renewal.

Again, useful for those wishing to keep initial premiums to a minimum. 

Renewable and increasable term assurance

The option exists, without evidence of health, to increase the cover on a specified date or dates, or when extending the term under a renewable option as described above.

3.3.1.13 Family income benefits

On the death of the life assured within the policy term, the company will pay out a series of payments (usually quarterly or monthly) from the date of death until the end of the policy term.
This method is suitable for dependants who might have difficulty in coping with a lump sum, and might spend it all at once, leaving themselves nothing to live on later.
The payments are treated as installments of capital, and are therefore not subject to income tax.
The payments can be commuted into a lump sum, which would be less than the total of the outstanding installments.
This is a form of decreasing term assurance.

3.3.1.14 Term assurances under pension arrangements

People who are eligible for personal pensions or stakeholder plans may be able to take out term assurance within the plan, which means they obtain tax relief on the premiums at their highest marginal rate.

Occupational pension's schemes also offer their members death in service benefits. If the scheme does not provide the maximum death in service benefits then employees can choose to make up the difference with life cover arranged through a freestanding additional voluntary contribution plan.

3.3.2 III health insurance

3.3.2.1 Critical illness cover

This is designed to provide a lump sum on diagnosis of a specified range of illness or medical conditions.

The typical illnesses covered are:

• most forms of cancer;
• heart attack;
• stroke;
• coronary artery disease requiring surgery;
• major organ transplant;
• kidney failure.
Other illnesses that are sometimes covered are:
• paralysis;
• multiple sclerosis;
• blindness;
• loss of limbs;
• total and permanent disability.

The range of conditions will vary from company to company. Many policies include total and permanent disability and again the definition will vary from company to company:

•    'prevents the policyholder from doing any job by which they are suited by virtue of status, education or experience'; or
•    A tighter definition -   'the disability prevents the person from doing any job whatsoever'

Typical uses of critical illness cover are:

• provision of long term care, either in hospital or in the home;
• alterations to living accommodation;
• purchase of specialist medical equipment;
• mortgage repayment;
• to improve the quality of life of a terminally ill person.

3.3.2.2 Permanent Health Insurance (PHI)

Pays an income when the policyholder is unable to work due to accident/sickness. Policies can be offered to Houseperson's.

The plan cannot be cancelled by the insurer on the grounds of heavy claims experience. The insurance company can cancel if the policyholder fails to maintain the premiums.

Plans are available on a standalone basis, either as a pure protection plans or on a unit linked basis. They can also be included as an option to the universal whole of life.

3.3.2.2.1 Premium rates

The rate will depend on several factors:

•    occupation - there are different categories of occupation ranging from Class 1 being the lowest risk (accountant) to Class 4 being the highest risk to make a claim (coal miners). Certain occupations will be excluded, eg deep-sea diver;
•    age of the life assured;
•    amount of benefit;
•    current state of health;
•    past medical history;
•    gender - premiums are more expensive for women;
•    hobbies and pastimes;
•    deferred period.

3.3.2.2.2 Payment of benefit

Payments will not usually begin immediately a policyholder becomes disabled. There will be a gap between the start of disability and the first payment. This is known as the deferment period.

Deferred periods start at four weeks and are usually set at 13, 26, 52 and 104 weeks. The longer the deferred period the cheaper the premium.

The company will set a maximum benefit amount, typically between 60 and 65% of pre disability earnings less sate Incapacity benefit. The reason for the limitation is to prevent prolonged claims. This maximum will apply to the benefit from all PHI policies.

Many policies have a partial benefit clause, which means that if the client returns to work but on a lower income than previously, a proportion of the benefits will be paid.
Some policies allow the benefits to increase by a set percentage or RPI.

The client can choose any term as long as this does not exceed normal retirement age.
Benefits are payable until the first of the following events:
• return to work; or
• retirement; or
• death.

3.3.2.2.3 Taxation of Phi benefits

The benefits are tax-free if the plan is taken out on an individual basis.
If the employer arranges the plan the benefit will be taxable. The premiums to the plan would also be classified as a benefit in kind.

3.3.2.3 Accident sickness and unemployment insurance (ASU)

This is a general insurance and is considered an alternative to PHI and is relatively inexpensive.
The benefit of this policy is that it can combine lump sum and income benefits.

Lump sums are paid on certain events, eg death, disablement and loss of a limb.
They do not offer cover for redundancy when the insured is sacked or resigns voluntarily.
The policy may include y-the following restrictions:
•    the proposer must have been actively and continuously employed for a specified period prior to the proposal;
•    any redundancy that the proposer had reason to believe was imminent when they took out the policy will be excluded;
•    no benefit is payable if redundancy occurs within a specified period of the cover starting;
•    such policies do not tend to provide unemployment cover if the policyholder is self-employed.
•    a person may have to have been employed for a minimum period time before they can either take out this type of plan, or the unemployment element of the plan becomes valid;
•    ASU policies are annually renewable at the discretion of the insurer. This means that the insurer could increase premiums in light of poor claims experience or even withdraw the cover offered. This is a major difference from PHI.

3.3.2.3.1 Taxation ofASU policies

•    no tax relief on the premiums to the policy;
•    a group basis, any employer contribution will be allowed as a business expenses against corporation tax. The employer contribution will be classified as a benefit in kind;
•    both income and capital payments are tax-free.

3.3.2.4   Private medical insurance
Pure protection to provide for the costs of medical expenses. A person will need to see a GP to have a valid claim.

These can be arranged on an individual or group basis. Can offer the following benefits:

• avoidance of NHS waiting lists;
• choice of hospital;
• choice of timing of treatment;
• high quality accommodation;
• choice of medical consultant.
The normal cover includes reimbursement of the following:
• in patient charges;
• surgical and medical fees;
• outpatient's charges.

Some plans offer additional benefits such as payment of a daily rate if treatment is delivered within a NHS hospital and involves an overnight stay.

Factors that affect premium rates are:

• location;
• type of hospital;
• accommodation;
• scheme type;
• age of the applicant.

3.3.2.4.1 Underwriting

Cover will not be provided for any pre-existing medical condition General exclusions:

• routine optical care;
• routine dental treatment;
• routine maternity care;
• chiropody;
• treatment of self inflicted ailments;
• cosmetic surgery;
• alternative medicine.

3.3.2.4.2 Taxation

Premiums are subject to Insurance Premium Tax at 5%. Benefits are paid tax-free.
If employers offer a scheme then the costs will be allowable deduction against corporation tax. To the employee this will become a benefit in kind.

3.3.2.5 Long term care

The aim of this insurance is to provide the funds to meet the costs of care. The need for long term care has resulted in the changes to the way we live in respect of the following areas:
• geographies;
• working patterns;
• life expectancy; and
• peoples expectations for their quality of life.

3.3.2.5.1 Benefits

This will depend on the degree of care required and this is established by ascertaining the person's ability to carry out a number of activities of daily living (ADLs):

• washing;
• dressing;
• feeding;
• toileting;
• moving from room to room;
• preparing food.

Each insurer will have their own definitions and many of them will follow the definitions that are laid down by The Association of British Insurers (ABI). The insurers may state that they will provide benefits if the insured cannot perform at least two or three ADLs.

3.3.2.5.2 Taxation of benefits

The benefits will either be paid direct to the insured or to the organisation that is providing the care and in both circumstances they will be tax-free.
If the plan is on a 'life of another' basis then any cash benefits paid to the policyholder will be classed as income and taxable.
The investment backed plan that involves an annuity will be taxed at 20% at source. A higher rate tax payer will have an additional 20% to pay.

3.3.3 Insurance

3.3.3.1 General insurance

This includes all types of cover that are not defined as life assurance and they can be classified into five broad bands, the first two relate to both personal and commercial situations:

•    property loss: this is the best-known category, covering loss, theft or damage to static and moveable assets - from diamond rings to houses to super-tankers;
•    liability loss: resulting from a legal liability to third parties, for instance personal injury or damage to property;
The remaining three are restricted to commercial situations:
•    personnel loss (due to injury, sickness or death of employees);
•    pecuniary loss (as a result of defaulting creditors); and
•    interruption loss (when a business is unable to operate due to one of the other losses occurring, eg because its premises have suffered fire damage).
Some policies may combine protection against two or more types of risk, eg motor insurance policies with damage to policyholder's property and to third parties property.

3.3.3.1 Indemnity

Insured person should be restored to the same financial position after a loss that he or she was in immediately before the loss. Insured persons should not be allowed to benefit from the event that causes the loss.

Life and personal accident policies are not contracts of indemnity because they are benefit policies as they cannot be accurately measured in financial terms.

There are a number of ways this can be achieved:

• cash;
• repair;
• replacement;
• reinstatement.

3.3.3.1.2 Average

Inadequate sum insured - premiums are partly calculated on the chosen sum insured. If an inadequate sum insured then the contribution to the fund is inadequate:

Condition of average is applied and any claim is reduced by the same proportion as the premium fell short of the premium that should have been paid:

                                 Sum insured

Value at risk          X         Amount of loss

3.3.3.1.3 Excess

Policy excess - deduction from a claim payment. Excess can be either:

•    compulsory; or
•    voluntary

When the excess is large under a commercial policy it is known as deductible.

3.3.3.2 Buildings insurance Definition

 Anything on the premises that would normally be left behind if the property was sold

Cover is normally provided against:

• fire, lightning, explosion and earthquake;
• storm, tempest and flood;
• impact by animals, vehicles and aircraft;
• subsidence, heave or landslip;
• falling trees or branches;
• breaking or collapse of television aerials;
• costs of alternative accommodation during repairs;
• property owner's liability.

In addition the following cover is normally given provided that the property is not left unoccupied for more than a specified period, typically 30 days;

•    riot, civil commotion and vandalism;
•    theft or attempted theft;
•    bursting of pipes or overflowing of tanks and domestic equipment;
•    leakage of oil;
•    damage to glass.

3.3.3.3 Contents insurance Definition

•    Anything that you would normally take with you if the property was sold.

 Cover is typically the same event as buildings cover with a few additions:

• accidental damage to goods whilst being removed by professional removers;
• extended contents cover for specified personal property outside the home;
• damage to freezer contents due to electricity failure.

3.3.3.4 All risks insurance

This is also known as extended contents cover.

Designed to cover property that is regularly taken outside the premises.

Definition
•    Aim of the policy is to indemnify the insured for loss, damage or then of items that are regularly taken out of the home.

Cover is normally split into two categories:

•    unspecified items: these need not be specifically named, but each item must have a value below a specified amount;
•    specified items: these items are above the single-item value limit, and are individually listed.

3.3.3.5 Private motor insurance

There are three main types of motor insurance:
• Third party only;
• Third party, fire and theft; and
• Comprehensive.

3.3.3.5.1 Third party

The Road Traffic Act 1988 (Part 4 section 143) states: Makes it unlawful to:
•    use a motor vehicle on the road; or
•    to permit anyone else to use a vehicle without there being a policy or security in place.

Third party polices typically provide cover for:

•    death or bodily injury to third parties, including passengers in the car -hospital charges and emergency medical treatment charges are also covered;
•    damage to property;
-   death, injury and damage cover is extended to include occasions when the policyholder is using another vehicle, and also to other drivers using the policyholder's car with his permission;
•    legal costs incurred in the defence of a claim.

Policy of motor insurance is not effective unless a certificate of insurance is given to the policyholder. The certificate provides evidence of the existence of the contract of insurance.

3.3.5.2 Third party fire and theft

In addition to third party this policy covers against:
•    fire, lightning or explosion damage to the vehicle;
•    theft of the vehicle, including damage caused during theft or attempted theft.

3.3.3.5.2 Comprehensive

In addition to Third Party Fire and Theft a Comprehensive policy would include some or all of the following:

• accidental damage to the vehicle on an all-risks basis;
• loss or damage to personal items in the vehicle;
• personal accident benefits;
• windscreen damage.

3.3.3.6 Travel insurance

Cover can be for:

•    individual journeys; or
•    an annual basis.

The plan might include the following:

• cancellation due to illness or injury of the policyholder or a close relative;
• missed flights due to transport failure;
• delayed departures;
• medical expenses;
• personal accident;
• loss of personal possessions or of passport;
• personal liability;
• legal expenses.

3.4 Derivatives

This is a financial product that is derived from another financial product and is usually the commitment to buy or sell that other product at a fixed price on a future date or between two future dates.

•    Options - this is the right, but no obligation, to buy or sell a specific amount of an asset at a specified price (exercise price) within a specified period. There are two options:
•    Call options - the right to buy;
•    Put options - the right to sell.
The buyer of the option will pay a price or option premium to the seller of the contract.

•    Futures - similar to options however there is an obligation to buy or sell at
the specified price on a specified date. Futures are available for commodities and currencies.

•    Warrants - they are similar to call options except they are generally issued by companies and give the holder the right to purchase that companies ordinary shares.

3.5 Lending products

3.5.1 Mortgages

There are consequences to making a mistake when choosing a mortgage and it is important that the adviser helps the client to choose the mortgage to suit their needs. The areas may include
•    choosing the wrong lender or the wrong interest scheme could lead to the client paying more than is necessary for the loan;
•    choosing the wrong investment product could lead - at worst - to the mortgage not being repaid in full at the end of the term. At best, it could mean that the client misses out on possible surplus funds;
•    failing to protect the outstanding capital or the repayments against sickness, death or redundancy, could leave a client's family destitute or lead to them having to leave their home.

3.5.1.1 Definitions

The parties involved are:

•    the Mortgagor- the individual borrower;
•    the Mortgagee - the lender.

3.5.1.2 Mortgage repayment systems

There are two main types:
•    repayment mortgage (also known as capital & interest mortgage); and
•    interest only mortgage.

3.5.1.2.1 Repayment mortgages

Monthly repayments to the lender consist of interest charged  on the amount borrowed, and also an element of capital repayment.
The capital outstanding decreases, slowly at first and then more quickly, until it is fully repaid at the end of the term.

The interest content of the repayment gradually decreases. If interest rates rise, the monthly repayment increases, and vice versa.
The loan is guaranteed to be repaid at the end of the term, subject to all the correct repayments having been made to the lender.

An advantage to lenders of the repayment mortgage is that the capital, which is repaid each month, is available to use for new loans.
There will be the need to protect the mortgage if the borrower or breadwinner dies before the end of the mortgage term.

3.5.1.2.2 Interest only mortgages

The borrower pays only the interest each month to the lender, the agreement being to repay the capital in full at the end of the term.
Since no capital is repaid until the end, the interest payments remain unchanged throughout, except of course that they change when rates of interest change.
Borrowers usually arrange to repay the lump sum by means of an investment vehicle such as a life policy, or the tax-free cash from a personal pension.
If the repayment vehicle is a life policy, lenders may insist on it being assigned to them, although some choose not to because of the extra administration involved.
Personal/stakeholder pensions cannot be assigned.

3.5.1.2.3 Endowment assurances

They can legally be assigned to a third party who effectively becomes the owner of the policy and is entitled to receive the benefits in the event of a claim.

Low cost endowment
Is made up of two elements:

•    a with-profit endowment on which the estimated maturity value (based on a conservative reversionary bonus rate, and not allowing for terminal bonus) will repay the loan at the end of the term.
•    a term assurance (possibly decreasing term) to ensure repayment of the full loan if death occurs before the sum assured plus bonuses have reached the loan amount.

The principle is that the basic sum assured plus expected reversionary bonuses are intended to repay the mortgage at the end of the term. This is not guaranteed.
If the sum assured and the bonuses do not reach the amount of the loan at the end of the term it is the borrower's responsibility to fund the difference.
There are now regular reviews to assist the policyholder's to check whether the policy is on target to achieve the required amount at the end of the policy.
If the policy matures with a greater benefit than the outstanding loan the surplus provides an amount that is not subject to any further taxation.

Unit linked endowment Is made up of:

•    a unit-linked endowment which would repay the loan at the end of the term on a stated assumed growth rate (with regular reviews to help keep fund growth on target).
•    a term assurance (as above) to cover early death.

There is no guarantee that the required value will be reached.

Regular reviews are built into the plan and the first review is after ten years; subsequent reviews are at five yearly intervals until the last five years of the plan when they are carried out annually.
In a rising market the value of the policy may reach the required amount before the end of the term. In this event the policy can be surrendered and the loan repaid early saving on any debit interest.
The performance of endowments during the 1990s has led to a major review and the regulator has requested providers to review the actual performance the reason for this is:
•    poor performance of endowment plans during the 1990s;
•    concern over the standard of advice provided by financial advisers in making sure customers understood the risks involved with investment backed schemes;
•    concern that holders of endowment mortgages would be faced with a large shortfall on the maturity proceeds, leaving them unable to repay their mortgage debt.

3.5.1.2.4 Pension mortgages

Available to the self-employed or an employee who is not a member of the employer's occupational pension scheme.

Main features include:

•    contributions attract tax relief at the highest rate paid by the planholder;
•    a retirement 25% of the fund value can be taken as tax-free cash;
•    the balance of the fund is then used to buy a compulsory purchase annuity.

If the pension is used to repay a mortgage then the tax-free cash will be used although there is no guarantee that this will be sufficient to repay the mortgage.
Using the fund to repay the mortgage will also reduce the amount available to generate income in retirement.

The normal retirement age for a personal pension plan is between age 50 and 75. There are certain occupations where the Inland Revenue permit an earlier retirement age.

Again the fund managers are unable to reclaim the 10% tax credit and this has reduced the amount of income received into the fund.
A pension plan cannot be assigned to the lender and it does not automatically include any life cover. The policyholder can arrange for life cover to be included and this is known as pension term assurance. The benefit of including pension term assurance is that the planholder will receive tax relief on their premiums at their highest rate.
The amount of pension term assurance will be limited depending on when the plan was taken out.

3.5.1.2.5 Individual Savings Accounts (ISAs)

ISA managers will allow investors to be made on a regular basis provided that the limits are not exceeded.
The ISA manager will calculate the amount of regular investment that will be required to produce the required lump sum at the end of the term. This will be based on an assume growth rate and on specified levels of costs and charges.

The main benefits of ISA repayment are:

•    the funds grow free of tax on capital gains, thus reducing the cost of repaying the mortgage;
•    if the fund's rate of growth exceeds that assumed in the initial

Drawbacks include:
•    they may not be available in the longer term and this could mean that the borrower will have to change their repayment vehicle mid stream;
•    if growth rates do not match the initial assumptions, the final lump sum will fall short of the mortgage amount - unless additional investments have been made;
•    in the event of premature death, the value of the ISA investment is unlikely to be sufficient to repay the loan. Additional life assurance cover is required to meet this eventuality.

3.5.1.3 Mortgage interest options and other schemes

There are different types of mortgage products available and these will vary from lenders to lender.
Some lenders will charge interest on an annual basis while others will charge on a monthly or daily basis.

3.5.1.3.1 Variable rate

This is now less popular due to the introduction of various other products.
This is easy to understand and is available on both capital & repayment and interest
only mortgages.
There is no protection against increases in interest rates.

3.5.1.3.2 Discounted mortgage

A genuine discount off the variable rate, eg 2% discount for three years. There may be a restriction on how soon the mortgage can be repaid, or a penalty for repaying within a certain period.

3.5.1.3.3 Fixed rate

The borrower is locked into a rate for a set period of time and at the end of the period the borrower reverts to the lender's prevailing variable rate.
This scheme allows the borrower the budget certainty for the period of time. There is often an arrangement fee and there may be early repayment charges if the loan is repaid in full or part during the fixed period.

3.5.1.3.4 Capped rate

The borrower will be charged the lenders variable rate with an upper interest limit which the variable rate cannot exceed.
The lender might also offer a capped and collar where the rate will not fall below a certain rate: collar level.

3.5.1.3.5 Base rate tracker mortgages

Mortgages linked to base rate set by the Bank of England for a set period of up to 10 years. The base rate is reviewed every month and will give the borrower the certainty that payments will rise and fall in line with any changes.
Most lenders offering this type of mortgage charge a premium above the base rate eg base rate plus 0.95%. Some lenders may offer a discount off the Bank of England Base rate.

3.5.1.3.6 Flexible mortgages

There are different variations on the flexible mortgage but they generally incorporate the following common features:

•    Irregular payments facility - including overpayments, underpayments and payment holidays.
•    Underpayments and payment holidays for an agreed period. If the borrower has overpaid the payment holiday period would be funded from the overpayment without increasing the debt. Where overpayments have not been made, any unpaid interest will be added to the account, hence the reason why the number of payments is limited.
•    Additional borrowing facilities are agreed in advance up to a mortgage to value limit, often 75% to 80%.
•    Interest is calculated on a daily basis. Borrowers therefore benefit immediately when overpayments are made.

These can be very useful to those with fluctuating finances, eg self employed or those on bonuses.
There are some flexible mortgages that may include some or all of the following:
•    facility to borrow more money, within agreed limits, for lump sum expenditure such as home improvements;
•    current account with cheque book and an agreed overdraft facility;
•    credit card with an agreed spending limit;
•    debit card.

3.5.1.3.7 Cashbacks

A Cashback is a sum of money paid by the lender to the borrower on completion of a mortgage.
In offering a cashback, the lender is effectively discounting the product against its income-generating potential over the whole term or a large proportion of it.

It therefore needs a way of encouraging the borrower to maintain the loan over a substantial period. This is normally achieved by means of clawback:

•    if a borrower redeems a cashback loan early (normally within the first five years, though periods vary), some or all of the cashback has to be returned by the borrower;
•    it is essential that borrowers are made aware of the possibility of clawback before they take up a mortgage with clawback - they will almost certainly have spent it!

3.5.1.3.8 Low start mortgage

Designed to assist the borrower to keep down costs in the early years, often by deferring capital repayments during a specified initial period.
Borrowers must be aware that payments will increase later, and that no capital will have been repaid at that point.

3.5.1.3.9 Deferred interest

In the early years, some of the interest due is not charged to the borrower, but is instead added to the capital.
This can be unattractive to people borrowing more than 90% loan to value, especially in times of falling house prices, as there is a greater danger of negative equity.
Attractive to those who want to maximise the loan and minimise the repayments in the early years.
Borrowers must be relatively sure of having an increasing income.

3.5.1.3.10    CAT standard mortgages
Introduced to give clear guarantees in respect of:
• charges;
• access;
• terms.


CAT standard mortgages are likely to appeal to borrowers who wish to have clearly stated limits on charges. Examples of the limits set on charges and other costs are:

• the variable interest rate must be no more than 2% above Bank of England base rate, and must be adjusted within one calendar month when the base rate is reduced;

• interest must be calculated on a daily basis;

• no arrangement fees can be charged on variable rate loans, and no more than £150 can be charged for fixed rate or capped rate loans;

• maximum early redemption charges apply to fixed rate and capped rate loans;

• no separate charge can be made for mortgage indemnity guarantees;

• all other fees must be disclosed in cash terms before the customer makes any commitment.

3.5.1.4 Methods of releasing equity

This is the excess of the market value of a property over the outstanding amount of any loan or loans secured against it.
Releasing equity means using the excess value to obtain capital or income which can be utilised for another purpose.

3.5.1.4.1 Home income plan

An elderly home owner, aged between 60 and 70, takes out a mortgage on their property.

Lender will restrict the lending to a percentage of the current property value and the percentage depends on the applicant's age, eg 40% or 65%

The loan is covered by the Financial Services Authority.

The capital released can be used to:

• provide an annuity (income); or
• invested in an income producing vehicle; or
• capital to meet the borrowers needs.
Current versions of the Home Income Plan require no interest payments to be made to the lender during the lifetime of the borrower - the interest is rolled up and is repaid, together with the capital on:
•    the death of the borrower or
•    if the borrower decides to move.

The main disadvantages are:

•    annuity rates have fallen;
•    tax relief on mortgage interest was withdrawn from plans taken out after 8 March 1999. Plans taken prior to this date still qualify for tax relief at 23%, but only on the first £30,000 of the loan.

The main providers of home income plans have joined together and formed a type of trade association called Safe Home Income Plans (SHIP). This has established a Code of Practice that is designed to safeguard the interests of borrowers. 

The main safeguards are:

•    the applicant must be encouraged to seek independent legal advice to ensure that they fully understand the risks involved and the fact that any children and other beneficiaries will receive a reduced inheritance;
•    any negative equity situation that arises will be funded by the lender,   ie the
amount that has to be repaid will not be more than the price that is obtained when the property is sold;
•    the borrower will be entitled to remain in his home for the rest of their life - in
the case of joint borrowers this applies to each of them;
•    the plan must be portable, ie the borrower must be allowed to transfer the loan to another property, although part of it may have to be repaid if the value of the new property is insufficient to cover it.

3.5.1.4.2 Home reversion scheme

These schemes are an alternative to home income plans and involve the homeowner selling all or part of their property to the lender in return for a capital sum.

No interest is charged due to a change of owner rather than a mortgage being created. The provider decides how much to give the homeowner in return for the property or share in it and this is dependant on life expectancy.

As no mortgage is created the scheme is not covered by mortgage regulations. The provider will have to wait for the death of the borrower to receive the capital.

Anyone taking a home reversion scheme must be made aware that if the property is sold, then the heirs will not benefit from any increases in its value. On death of the last survivor the property will be sold and all proceeds are retained by the scheme provider. If only part of the property is sold, the relevant proportion of the sale proceeds on death pass to the deceased's estate.

Most home reversion schemes are covered by the SHIP Code of Practice and offer the same safeguards as home income plans.

3.5.1.4.3 Shared ownership

This effectively combines rental with owner-occupation.

The system is used extensively by housing associations in collaboration with local authorities and private mortgage lenders, and enables people on lower incomes to progressively become owner-occupiers.
A borrower purchases a certain 'stake' (often 25%) in a property with the aid of a mortgage loan, whilst renting the remainder.
The borrower has the option to buy further stakes later, thereby reducing the rental element and this is known as 'Staircasing'.
When the property is eventually sold, the equity is split between the vendor and the housing association or local authority according to the proportion that is owned and the portion that is rented.
Mortgage rescue schemes are a form of Staircasing in reverse and can be used to assist owner-occupiers with financial difficulties to sell a share in their property to a housing association.

3.5.1.5 Related property insurance

The borrowers have to covenant, as set out in the mortgage deed, that they will maintain the property in good condition.

They also covenant that they will insure the property. Lenders are permitted by law to:
•    insist that a property subject to a mortgage is continuously insured by means of a policy that is acceptable to the lender;
•    have its interest as mortgagee noted on the policy;
•    secure a right over the proceeds of any claim, and to insist that the proceeds be applied to remedy the subject of the claim or to reduce the mortgage debt.

3.5.2 Other secured private lending

The borrower will offer something of value as security for the loan so that in the event of default the lender can take and sell the asset and be paid out of the proceeds.

3.5.2.1 Second mortgages

The borrower offers the property for a second time to a lender as security for a loan, whilst the first lender retains a mortgage on the property.

3.5.3 Unsecured loans

This relies on the personal promise of the borrower to repay the loan. These loans are for shorter periods and they have higher interest rates to reflect the additional risk to the lender.
The Building Societies Act 1986 have allowed building societies to enter this market however they are only allowed to lend 15% of their commercial assets on an unsecured basis.

3.5.3.1 Personal loans

Offered by banks, building societies and some finance houses and are normally for a periods between one and five years. The interest rate is set at the outset and remains unchanged.
The purpose of the loan will need to be ascertain for the purpose of the Consumer Credit Act 1974

•    loans over £25,000 are unregulated;
•    loans under £25,000 to personal borrowers are regulated by the Act unless they are exempt;
•    they are exempt if:
•    they are for the purchase, improvement, enlargement, alteration or repair of a main dwelling house; AND
•    the original loan was with the same lender.
If a loan is for mixed purposes, it is separated into regulated and non-regulated elements, and the two parts separately dealt with.

3.5.3.2   Overdrafts
They are offered mainly by banks and some building societies and allow the account holder to continue to use the account when funds have been exhausted up to a certain limit. The interest charged will depend on whether the overdraft is:

•    authorised by the lender - the rate is cheaper than;
•    unauthorised - the overdraft has not been agreed in advance and will be subject to a much higher rate of interest.

3.5.3.2 Revolving credit

Arrangements where the customer can continue to borrow further amounts while still repaying the debt, eg credit cards.

3.5.3.3.1 Credit cards

This allows the customer the ability to shop without using cash or cheques.
The customer will have a credit limit and they will be required to pay at least a specified amount each month, usually 3% of the outstanding balance.
If the balance is repaid in full within a certain period of time (usually 25 days) then no interest is charged.
Credit card companies charge the retailers a fee for their service and this is usually 3% of the transaction amount.
Credit cards are an expensive way of borrowing.

3.5.3.3.2 Charge cards

The outstanding balance at the end of the month must be repaid in full, eg American Express.

3.5.3.3.3 Debit cards

This allows for the purchase of goods and services by presenting the card and signing a voucher. The funds are transferred electronically from the account holder's current account. This system is known as EFTPOS (electronic fund transfer at point of sale).

3.5.4 Commercial loans

This is loans to businesses of all sizes:

• Sole traders;
• Partnerships;
• Private limited companies; or
• Public limited companies.
The loans can be for a variety of needs and are usually secured on the company's property or other assets. The interest charged will reflect the risk to the lender and this will be assed by:
• past performance;
• business plans;
• projected profits;
• management quality; and
• business sector operating in.

3.6 Pension products

There are concerns about the pension provision in the UK due to:

•    demographics - the state being able to support state pension provision;
•    stock market - with low yields have forced companies to reduce their commitment to pension provision.

3.6.1 Free standing additional voluntary contributions

Additional voluntary contributions

Employers who provide occupational pensions schemes are obliged to provide facilities for members to make additional voluntary contributions (AVCs) to help increase their pension in retirement.

Free standing additional voluntary contributions

Many members prefer the freedom to invest in different funds and following the Finance Act 1987 this can be actioned by a freestanding additional voluntary contribution (FSAVC) supplied by a separate pension provider, eg insurance companies, banks and building societies.

Contributions

The employee's contribution to the main company scheme, AVC and FSAVC in total must not exceed 15% of the employee's net relevant earnings. These earnings are also subject to an earnings cap of £102,000.

Headroom check

An additional safeguard against over funding is where the individual's contribution to the FSAVC exceeds £2,400 pa or £200 per month the FSAVC provider must check with the employer that the overall benefits will not exceed the permitted limits.

3.6.2 Personal pensions

These offer tax advantages to encourage individuals to save for retirement.
Pension plans were introduced in the Finance Act 1986 and they are individual pension arrangements for those who have relevant earnings from non-pensionable employment and this includes:

• self employed sole traders;
• business partners;
• employees whose employers do not provide a pension scheme; and
• those employees who choose not to join their company scheme.

The introduction of stakeholder pension has broadened the scope of this type of scheme further to include:
•    those who are employed but earn below a certain amount; and
•    those who have no earnings.

Retirement benefits can be taken anytime between age 50 and 75. There are certain occupations that are allowed to take the benefits prior to age 50.
Personal pensions are money purchased arrangements which means that the amount of pension income will be dependent on:

• level of contributions; and
• investment performance of the fund; and
• the pension annuity rates at retirement.
The main tax advantages include:
•    contributions (within permitted limits) attract tax relief at the client's highest rate of tax;
•    the invested funds are exempt from tax on capital gains.

Tax-free Cash

Up to 25% of the fund can be taken as tax-free cash with the remainder purchasing an annuity that will provide regular lifetime income which will be taxed as earned income.

Contributions

There are strict limits that an individual can contribute each year and this will be based on the individual's age at the start of the tax year and the amount of net relevant earnings:

Age on 6 April 2004                       Contributions as a percentage of NRE

Up to age 35                                   17.5%
36 to 45                                           20%
46 to 50                                           25%
51 to 55                                                30%
56 to 60                                                35%
61 to 75                                                40%

Example:

Mrs Vincent age 38 and has net relevant earnings of £20,000 will be able to contribute 20% of £20,000 = £4,000 to her personal pension plan during tax year 2004/05.

The net relevant earnings will be subject to the earnings cap, which is £102,000 for tax year 2004/05.

Open Market Option (OMO) this allows the individual to shop around the insurance companies in order to gain the best annuity rates available. This facility must be offered to each individual reaching retirement.

Income Drawdown

Came into effect in 1995, which allowed individuals to defer annuity purchase to avoid to committing to an annuity when rates are low. This will enable the individual to take income from the capital in the fund within certain limits laid down by the government actuary.
This will allow the individual to defer purchasing the annuity until a later date

3.6.3 Stakeholder pension

A new form of private pension that became available from April 2001 and was designed to encourage more individuals to contribute to their own pension arrangements. They were intended to be attractive to people on lower earnings levels.

Stakeholder pensions are similar to personal pensions in that:

• they are money purchase schemes;
• the pension can be commenced between 50 and 75;
• 25% of the fund can be taken as a tax-free lump sum;
• tax relief on contributions is available;
• they can be used to contract out.

There are some differences:

•    it is not necessary to have earned income: up to £3,600 pa gross can be contributed by persons with no earnings (contributions can even be made on behalf of children);
•    tax relief on contributions will be available at the basic rate, even to non taxpayers;
•    members of occupational schemes who earn less than £30,000 can contribute up to £3,600 pa gross, and it seems likely that stakeholder pensions will replace additional voluntary contributions as the main means by which employees within that earnings range purchase additional pension benefits.
They also have limits in respect of:
•    charges cannot exceed 1% of the fund per annum; and
•    exit and entry charges are not permitted.

Employers and stakeholder

Employers with five or more employee must offer a stakeholder scheme if they do not already provide an occupational scheme.

Employees are not obliged to join the scheme, but the employer must provide a payroll deduction for those who do decide to join.
Employers are not obliged to contribute to the scheme.
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