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5. Credit, Loans, and Interest Mechanisms
Think about this: Have you ever wanted a new phone, a laptop, or even a car, but didn't have the money saved up? Or 
perhaps you're dreaming of attending college or moving into your place one day. That's where credit and loans come in.

Credit lets you get what you need now and pay for it over time. But it's not free. You pay extra — called interest — on top of 
what you borrowed. And how you use credit now can affect what kind of financial freedom you'll have in the future.

In this module, you'll learn how credit works, why it matters, how to avoid getting trapped in debt, and how to make smart 
choices that keep more money in your pocket.



Key Concepts and Learning Objectives
By the end of this module, learners will be able to:

What credit, loans, and interest actually mean

The different types of credit people use — from student loans to credit cards

How interest works (spoiler: it can grow fast if you're not careful)

How your credit score works — and why it's your adult report card

How to use credit wisely so it helps you, not hurts you

Real examples of young people making smart (and not-so-smart) money choices



Credit, Loans & Interest — In Simple Terms
What is Credit?
Credit is borrowing money that you promise to pay back later. Whether you're buying a hoodie online with "Buy Now, Pay 
Later" or using a student loan for tuition, you're using credit.

Did you know? In the EU, the total household debt is a staggering €15 trillion. That's the combined debt of all the 
people across Europe, including mortgages, personal loans, and credit cards. That's a lot of money! For young 
people, getting into debt is something that can happen pretty quickly. Around 40% of young people (18-24 years 
old) have used credit cards or other forms of debt at some point, but only 15% feel confident about managing it.

When someone gives you credit, they're trusting you'll pay them back — usually with a little extra (that's interest).



What is a Loan?
A loan is a specific kind of credit where a bank or person gives you money 
now, and you agree to repay it in chunks over time.

Example: You take a €5,000 loan to buy a second-hand car. You agree to pay 
€210 per month for 2 years. That monthly amount includes the loan amount 
plus interest.



Credit vs Loan: What's the Difference?

Credit Loan

Flexible — You borrow what you need, like with a credit 
card, and can keep using it.

Fixed — You borrow a set amount of money all at once, 
and you have to repay it over a set period.

Often renewed yearly — With things like credit cards, you 
can keep borrowing as long as you make payments and 
stay within your limit.

Clear start and end — Loans have a fixed duration (e.g., 2 
years, 5 years) and you'll know exactly when they're paid 
off.

You pay interest only on what you use — If you don't 
borrow the full credit limit, you only pay interest on the 
amount you use.

You pay interest on the full amount you borrow — Even if 
you don't use all of the loan, you pay interest on the 
entire loan amount.

Higher interest rates — Credit tends to come with higher 
interest rates because it's more flexible and riskier for 
lenders.

Usually lower interest rates — Loans typically have lower 
interest rates since they're a more controlled form of 
borrowing.

Good for short-term needs — Credit is perfect for small 
purchases you can pay off quickly, like buying a hoodie 
or paying for a night out.

Best for big purchases — Loans are great when you need 
a larger amount for long-term purchases, like a car or 
tuition fees.

Example: Credit card, Buy Now Pay Later (BNPL), or a 
line of credit.

Example: Car loan, student loan, or a mortgage.



So… What is Interest?
Interest is the "extra" you pay for borrowing money. Lenders don't let you borrow for free — they charge a percentage called 
the APR (Annual Percentage Rate). It's how they make money.

APR (Annual Percentage Rate): What It Really Means
APR includes:

Interest rate (the base cost)

Any fees (like processing or setup costs)

It's the number that tells you how expensive the loan really is.

Example: You borrow €10,000 for school at 5% interest for 5 years. That's €500 per year in interest → €2,500 total interest. 
If there's a €200 fee, your total cost becomes €12,700.

Did you know? In the UK alone, people owe around £75 billion in credit card debt. That's a huge chunk of money! 
The average adult in the UK carries around £3,000 in credit card debt. This shows just how easy it is for people to 
fall into debt if they aren't careful.

Knowing the APR helps you compare loans and avoid nasty surprises.



What is Borrowing?
Borrowing means receiving money from someone else — usually a bank or lender — with a promise to pay it back later, 
often with interest. You're using someone else's money to meet your needs today.

Example: If you borrow €200 today with a payday loan, you might have to pay back €250 in just a week or two, depending 
on the interest rate. That's how payday loans can lead to high interest very quickly, so it's best to avoid them unless 
absolutely necessary.

What is Lending?
Lending is the flip side — giving money to someone else with the expectation they'll pay you back, often with extra 
(interest). Banks and financial institutions are the most common lenders.

Quick Fact: Banks across the EU have been lending more in recent years, with many of them offering loans to 
students, young entrepreneurs, and people looking to buy their first homes. But with more lending comes more 
risk — about 30% of people with debt say it causes them anxiety, which is why managing credit wisely is super 
important!



Types of Loans and Credit Products
There are many types of loans and credit products out there, and each works a little differently. Let's break them down:



Secured vs. Unsecured Loans

Secured Loans
This type of loan means you're borrowing money and using 
something valuable (like a car or a house) as collateral. If 
you can't repay the loan, the lender can take that asset to 
recover their money. For example, a car loan is usually 
secured because the car itself is the collateral.

Are they worth it? Secured loans typically come with lower 
interest rates because the lender has something to take if 
you don't repay. But remember, if you miss payments, you 
could lose that item.

Unsecured Loans
These are loans that don't require any collateral. A classic 
example is a personal loan or a credit card. You're 
borrowing money based on trust that you'll pay it back.

Are they worth it? Unsecured loans are riskier for the 
lender, so they often come with higher interest rates. But if 
you have a strong credit history, they can be a good option 
because you won't lose anything if you miss a payment.



Revolving Credit vs. Installment Loans

Revolving Credit
This type of credit lets you borrow money up to a 
certain limit, pay it off, and then borrow again. Think of 
a credit card – you can spend what you want (up to 
your limit), pay it back, and keep using it. The key here 
is that you don't have to borrow all at once, and you pay 
interest only on what you use.

Installment Loans
With installment loans, you borrow a set amount of 
money and pay it back in fixed monthly payments. For 
example, if you take out a student loan or a car loan, 
you agree on a fixed monthly payment for a set period 
(e.g., €200/month for 2 years). These are usually for 
bigger purchases like a car or education.



Debit Cards vs. Credit Cards

Debit Cards
When you use a debit card, you're spending your own 
money that's already in your bank account. If you try to 
spend more than you have, you'll usually get an alert, and 
the transaction won't go through.

Credit Cards
With a credit card, you're borrowing money from the bank 
or lender, and you have to pay it back later (usually with 
interest). It's like getting a short-term loan every time you 
make a purchase.

Key Difference: Debit cards use your own money, while credit cards allow you to borrow money, which you need to repay 
later.

Types of Loans You Might Encounter
Student Loans: These loans help you pay for education. For example, let's say Kasia wants to go to university, and it 
costs €8,000 a year. She takes out a student loan of €40,000 to cover her tuition for 5 years. Over the next 20 years, 
she'll pay back that €40,000 plus interest, making the total cost much higher.

Mortgages: A mortgage is a type of loan used to buy a house. For example, you might borrow €150,000 to buy a house 
and pay it back over 25 years with monthly payments. Mortgages often have lower interest rates because they're 
secured by the house (meaning if you don't pay, they can take it from you).

Business Loans: These are loans given to people who want to start or expand their businesses. For example, Max 
wants to open a coffee shop. He takes out a loan for €20,000 to cover equipment, rent, and inventory. He'll pay back this 
loan with monthly payments over a few years.

Payday Loans: These are short-term loans meant to help you cover expenses until your next paycheck. They're usually 
for small amounts, but they come with really high interest rates. For example, if you borrow €200 today, you may need to 
repay €250 next week.



Why Credit Matters
Let's be real—most of the big goals in life come with a price tag. Whether you're aiming to get a degree, buy your first car, 
start your own business, or even move out of your parents' house, chances are you won't have all the money saved up when 
the time comes. That's where credit comes in.

Credit is more than just a way to borrow money—it's a tool that lets you accomplish your goals now and pay for them over 
time. But there's more to it than just getting what you want today. How you use credit will play a huge role in shaping your 
financial future. Whether it's getting approved for a loan, paying lower interest rates, or even landing better job 
opportunities, how you manage credit can make a big difference in your life.

When used smartly, credit can help you achieve your dreams. But when it's misused, it can become a trap that holds you 
back. So let's break down why credit matters and how it can help you move forward—both in your personal life and in 
business.



How Credit Helps You Buy Big-Ticket Items
Not everything you need or want can be bought with the money you have on hand. For things like laptops, phones, or even 
bikes, credit allows you to buy these items and pay for them in installments over time. This means you don't have to wait to 
save up the full amount before making a purchase.

Example: You need a new laptop for school or work, but you don't have €1,000 saved up. By using a credit card or 
installment plan, you can get the laptop today and pay a little bit each month, making it more affordable in the short term.

Education and Careers
Student loans are a form of credit that can help you pay for your education and open up new career opportunities. Whether 
you're studying for a degree, taking a training course, or attending a boot camp, credit allows you to invest in yourself and 
build a future where your earning potential is higher.

Example: You want to go to university, but tuition fees are too high to pay all at once. A student loan can help you cover 
these costs, and once you graduate, the investment in your education could help you land a job with a higher salary.

Build Wealth
One of the most common ways people use credit to build long-term wealth is through a mortgage. A mortgage lets you buy 
a home by borrowing money from a lender, and over time, you pay back the loan with interest. As you make payments, 
you're building equity—meaning the value of your home goes up as you pay down the loan.

Example: Buying a house is a big financial commitment, but with a mortgage, you can own a home and gradually build 
equity in it. Over time, as you continue paying off the mortgage, the value of your home could increase, giving you an asset 
to build wealth for the future.

Better Future Credit
The way you handle credit now can affect the loan deals you get later. If you make your payments on time, keep your 
balances low, and borrow responsibly, you're building a strong credit history. A good credit history can help you get lower 
interest rates, higher loan approvals, and better deals on credit cards, insurance, and even renting an apartment.

Example: If you make timely payments on your credit card and keep your debt under control, when you need a larger loan in 
the future (for a car or a home), you'll have a stronger credit score. This can result in better terms, such as a lower interest 
rate or a higher borrowing limit.

Emergency Support
Life can throw unexpected expenses your way—whether it's an emergency medical bill, a sudden repair for your car, or even 
a last-minute travel expense. Having access to credit can provide a financial safety net when things don't go as planned. It 
helps you get by during tough months or unpredictable situations.

Example: Your car breaks down, and it's going to cost €500 to fix it. If you don't have that much money saved up, you can 
use a credit card to pay for the repair now, then pay it off gradually.



Why It Matters for Businesses Too
Credit doesn't just help individuals—it's also an essential tool for businesses. Whether it's a small business or a big 
corporation, credit helps companies grow by providing them with the funds they need to expand. Businesses use credit to:

Buy equipment

Hire staff

Launch new products

Survive tough financial times

Without credit, many businesses wouldn't have the resources to start or expand, and new ideas could remain just that—
ideas.

Example: A small café wants to expand by adding a second location. They need €50,000 to rent a new space, buy furniture, 
and hire staff. By taking out a business loan, they can get the funds they need and pay it back over time as the business 
grows.

Understanding the Bigger Picture
When you learn how credit works, you're not just gaining knowledge for your own financial life—you're learning how 
businesses and the economy function. Whether you're thinking about starting your own business, buying your first house, 
or getting an education, credit is part of the financial infrastructure that makes it all possible.

The key takeaway? Used wisely, credit is a tool that works for you and helps you achieve big goals. But if you don't manage 
it well, it can create problems that are hard to fix. So, make sure you understand how it works and use it responsibly!



Types of Credit
Credit isn't a one-size-fits-all solution. Depending on what you need, there are different types of credit products available, 
each serving a specific purpose. Some types of credit are flexible and short-term, while others are long-term and require a 
more substantial commitment. Understanding the differences between them is key to choosing the right type of credit for 
your needs.

Whether you are an individual looking to manage personal expenses or a business owner seeking to expand, knowing 
which type of credit fits your situation will help you make smarter financial decisions.

This chapter breaks down the most common types of credit for both individuals and businesses, highlighting their 
purposes, example uses, pros, and cons.

Main Types of Credit for Individuals
Here are some of the most common types of credit available to individuals:

Type of Credit What It's For Example Use Pros Cons

Credit Card Daily purchases, 
flexible borrowing

Buying groceries, 
clothes

Flexible, rewards, 
builds credit history

High interest if 
balance is carried, 
potential debt 
accumulation

Personal Loan Larger, one-time 
expenses

Fixing a car, 
covering medical 
bills

Lower interest 
rates, fixed 
payments

Fees, hard to get 
without good credit

Student Loan Paying for 
education

University tuition, 
books

Low interest, 
deferred payments

Long-term 
commitment, debt 
after graduation

Mortgage Buying a home or 
flat

Your first 
apartment

Long-term 
investment, lower 
interest rates, tax 
benefits

Huge commitment, 
high down payment

Buy Now, Pay Later 
(BNPL)

Short-term online 
purchases

Shoes, gadgets, 
gaming gear

No interest if paid 
on time, easy 
access

Late fees, debt 
accumulation



Main Types of Credit for Businesses
Businesses—whether small or large—also rely on different types of credit to fund operations, invest in growth, and manage 
cash flow. Here's a breakdown of the main types of credit used by businesses:

Type of Credit What It's For Example Use Pros Cons

Line of Credit Covering daily cash 
gaps

Paying bills 
between client 
payments

Flexible borrowing, 
easy access to 
funds

High interest, 
maintenance fees

Term Loan Big investment or 
expansion

Opening a new 
location

Fixed terms, long-
term funding

Rigid payments, 
harder approval

Equipment Loan Buying machines or 
vehicles

A bakery getting a 
new oven

Secured loan, lower 
interest rates

Collateral risk, 
limited use

Trade Credit Buying goods with 
delayed payment

A store stocking 
inventory

No immediate 
payment, common 
in B2B

Short-term, late 
fees

Invoice Financing Getting money from 
unpaid invoices

A business getting 
paid faster

Quick access to 
cash, flexible

High fees, risk of 
dependency

Each type of credit is designed for different purposes, and choosing the right one depends on your specific financial needs. 
Whether you're an individual looking for a way to finance education or a business needing capital to expand, understanding 
the pros and cons of each credit option will help you make the best decision for your situation.

Knowing your needs and your ability to repay is crucial to selecting the right credit product. By managing credit responsibly, 
you can use it as a tool to build wealth, achieve goals, and even grow a successful business.



Understanding Interest: Fixed vs. Variable
When you borrow money, you don't just pay back the amount you borrowed — you also pay interest. Interest is the extra 
cost for borrowing money, and it's how banks and lenders make a profit. But did you know that there are different types of 
interest rates? Some stay the same throughout the life of your loan, while others can change based on the economy. 
Understanding how interest works can help you make better choices, save money, and reduce stress in the long run. Let's 
break down the different types of interest rates and their impact on your finances.



Simple Interest vs. Compound Interest

Simple Interest
Simple interest is calculated only on the amount of money 
you originally borrowed (the principal). It's straightforward 
and doesn't change over time.

Formula for Simple Interest:
Interest = Principal × Rate × Time

Example: If you borrow €1,000 at a 5% simple interest rate 
for 1 year, you'll pay €50 in interest for the year (since 
€1,000 × 0.05 × 1 = €50), so in 1 year, you'll owe €1,050.

Good for: Short-term loans or when you can predict your 
payments and know the total cost from the start.

Compound Interest
Compound interest is calculated on both the principal (the 
money you borrowed) and any interest that has already 
been added. This means that the amount you owe grows 
faster over time because interest is added to the total 
amount you owe, not just the original loan amount.

Formula for Compound Interest:
A = P × (1+r/n)^(n × t)

Where:
P = amount of borrowed money
n = the number of times the interest is compounded per 
year
t = the number of years

Example: If you borrow €1,000 at a 5% compound interest 
rate for 1 year, compounded annually, you'll pay €50 in 
interest for the first year. But if the interest is compounded 
monthly, your total interest after a year would be slightly 
higher due to the interest being added every month (think 
about it like interest from interest).

Why it matters: Compound interest can work for or against 
you. If you're saving money, it can help your savings grow 
faster. But if you're borrowing, compound interest can 
cause your debt to increase much faster than simple 
interest.



Nominal vs. Effective Interest Rates

Nominal Interest Rate
The nominal interest rate is the rate stated on your loan 
or deposit, but it doesn't take into account how often 
the interest is compounded. It's the "headline" rate that 
you often see advertised, but it doesn't always show the 
full cost of the loan.

Example: If a loan advertises a 5% nominal interest rate 
that is compounded monthly, the actual amount you'll 
pay in interest will be higher than 5% because the 
interest is added each month, not just once a year.

Effective Interest Rate (APR)
The effective interest rate (sometimes called the APR, 
or Annual Percentage Rate) gives a more accurate 
picture of the total cost of the loan because it includes 
both the interest rate and the compounding frequency 
(how often interest is added to the loan). It's the true 
cost of borrowing money, showing what you'll actually 
pay in interest over time.

Example: If a loan has a nominal rate of 5% 
compounded monthly, the effective interest rate will be 
slightly higher, around 5.12%, due to monthly 
compounding. The effective rate shows you the real 
cost of borrowing, considering how often interest is 
added to your balance.

Why it matters: Always look at the effective interest rate (APR) rather than just the nominal rate. It will give you a clearer 
picture of how much you will actually pay in interest.



Fixed vs. Variable Interest Rates

Fixed Interest Rate
A fixed interest rate means the rate stays the same for the 
entire term of the loan. No matter what happens in the 
economy, your interest rate won't change, which makes it 
easier to budget and plan your payments.

Example: If you borrow €10,000 at a 5% fixed rate for 5 
years, your interest rate will stay at 5% for the entire loan 
term, even if the economy changes. Your monthly payment 
will be consistent and predictable.

Why is it good for you?

Stability: Your payments won't change, which makes 
budgeting easier.

Predictability: You know exactly how much you'll pay 
over the life of the loan.

Best for: People who prefer certainty and like knowing 
exactly how much they'll pay each month.

Variable Interest Rate
A variable interest rate means that the interest rate can 
change over time, usually in response to changes in a 
benchmark rate set by central banks (like the European 
Central Bank or the Federal Reserve in the U.S.). If interest 
rates go up, so will your payments.

Example: If you get a student loan with a 2% variable rate, 
your rate might start low, but it can increase if interest 
rates go up. So, after a year, your rate might rise to 4%, 
which means your monthly payments will increase too.

Why is it risky?

Uncertainty: Your payments might start low but could 
rise later, depending on the economy

Risk of increased payments: If you can't handle the 
potential rise in payments, a variable rate might be a bit 
risky.

Best for: People who are comfortable with uncertainty and 
are willing to take the chance of lower rates at first, even 
though they may increase later.

Why It Matters: Fixed vs. Variable
Fixed rates give you stability. Your payments will be the same every month, which makes it easier to plan and budget. 
Variable rates offer flexibility but come with more risk. They might start off lower but can rise, which means you might end 
up paying more than you initially expected.

When choosing a loan, think about your ability to handle changes. If you want to know exactly how much you'll pay, go for a 
fixed rate. But if you're willing to accept some risk for a potentially lower rate early on, a variable rate could work for you.

Bonus Concept: Time Value of Money
Now, this might sound a little complicated, but it's actually really simple: money today is worth more than the same amount 
in the future. Why? Because you can use it right now, invest it, or even avoid inflation, which means things might cost more 
in the future.

Example: If someone offers you €1,000 today or €1,000 in a year, which one would you choose?

Take it today! Why? Because if you invest it wisely (for example, in a savings account or stocks), that €1,000 can grow over 
time. You might end up with more than €1,000 by the end of the year. On the other hand, if you wait for a year, that €1,000 
might lose value due to inflation — meaning it will buy you less than it would today.

Putting It All Together: Fixed vs. Variable, Simple vs. 
Compound, Nominal vs. Effective
Understanding interest and how it works is crucial for making smart financial decisions. Here's a summary of what you 
need to know:

Simple interest is easy to calculate and stays the same, while compound interest can make your debt grow faster 
because it's calculated on both your loan and any interest that has already accumulated.

Nominal interest is the stated rate on a loan, but the effective interest rate (APR) gives you a more accurate picture of 
the true cost of borrowing, taking into account compounding.

Fixed interest rates offer stability and predictable payments, while variable interest rates give you a chance to save in 
the short term but come with the risk of rising payments.

Understanding these concepts will help you make better decisions when taking out loans, using credit cards, or saving 
money, setting you up for financial success in the future.



Understanding Interest Rates, Inflation, and 
Benchmark Rates
When it comes to borrowing money, the interest rate plays a key role in how much you'll pay over time. However, the real 
impact of interest rates isn't just about the number itself—it's also about how external factors, like inflation, and important 
benchmark rates, set by central banks, influence the economy and your personal finances. In this chapter, we're going to 
break down these key topics and explain how they affect loans, savings, and your everyday life.

The Impact of Inflation on Real Interest Rates

What is Inflation?

Inflation is when the general price level of goods and services increases over time, which means the value of money 
decreases. Essentially, inflation means you can buy less with the same amount of money as time goes on. A 5% inflation 
rate means that prices for things like food, gas, and clothing increase by about 5% over the course of the year.

What Are Real Interest Rates?

A real interest rate is the interest rate you actually pay, adjusted for inflation. It's important because it tells you how much 
the value of the money you borrowed is really costing you over time, after accounting for inflation. Simply put, if inflation is 
rising, your debt might cost you more than you think.

Example: Let's say you take out a loan with a 4% interest rate. If inflation is 5%, your real interest rate is -1%. This means 
that the value of the money you're repaying is worth less because inflation is outpacing the interest rate. So, even though 
you're paying back the loan, the amount you owe isn't as valuable in real terms, making it cheaper for you in an inflationary 
environment.

However, if inflation is low, a loan with a high interest rate might cost you more in real terms. For instance, if inflation is 2% 
and your loan has a 5% interest rate, your real interest rate is 3%, meaning you're paying more for the loan in terms of its 
real value.

Lesson: Understanding inflation and real interest rates helps you determine whether borrowing money is truly worth it. If 
inflation is high, you might be able to borrow at a lower real cost, but if it's low, high interest rates can make borrowing 
expensive.



Central Bank Policy Rates
Central banks play a huge role in shaping how money flows through the economy. These banks control policy rates, which 
directly influence interest rates for borrowing money. Let's break down two of the most important central banks and their 
policies:

Federal Reserve (Fed Funds Rate) – 
USA
The Federal Reserve (or Fed) is the central bank of the 
United States. One of the most important tools the Fed 
uses to control the economy is the Fed Funds Rate. This 
rate is the interest rate at which banks borrow money from 
each other overnight.

When the Fed raises or lowers this rate, it affects how 
much people pay to borrow money, including credit cards, 
mortgages, and business loans.

When the Fed raises the rate, borrowing becomes more 
expensive. This is used to slow down inflation and cool 
off an overheating economy.

When the Fed lowers the rate, borrowing becomes 
cheaper, encouraging people to spend and invest, 
which helps boost the economy.

For example, in 2020, during the COVID-19 pandemic, the 
Fed cut rates to near zero to stimulate the economy. This 
made loans and credit cheaper, helping people and 
businesses stay afloat during tough times.

European Central Bank (ECB Rate) – 
Europe
The European Central Bank (ECB) is responsible for setting 
interest rates in the Eurozone. The ECB's main policy rate 
is known as the refinancing rate or main refinancing 
operations rate, which is the rate at which commercial 
banks can borrow from the ECB.

Like the Fed, the ECB changes this rate to control inflation 
and help manage economic growth in the Eurozone.

Raising the ECB rate makes borrowing more expensive 
and is used to fight inflation.

Lowering the ECB rate makes borrowing cheaper, 
which encourages spending and investment.

Example: In 2011, the ECB raised its rates to fight rising 
inflation in the Eurozone. This made loans and mortgages 
more expensive for consumers, slowing down spending 
and helping curb inflation. On the other hand, the ECB has 
lowered its rates several times over the years to encourage 
economic growth, especially after the financial crisis in 
2008.

Lesson: When central banks adjust their policy rates, it affects your ability to borrow money and the cost of credit. Central 
banks use these tools to stabilise the economy—either by encouraging spending (lowering rates) or by preventing inflation 
from getting out of control (raising rates).



Benchmark Rates: SOFR, EURIBOR, SONIA
Now that we understand the impact of central bank rates, let's dive into benchmark rates. These are reference rates that are 
used by banks and financial institutions to set the interest rates on a wide range of loans and financial products, including 
mortgages and business loans. These rates are set by the market and are influenced by central bank policy rates.

SOFR (Secured 
Overnight 
Financing Rate) – 
USA
SOFR is the benchmark rate 
for the U.S. financial markets, 
replacing the older LIBOR 
(London Interbank Offered 
Rate). SOFR is used primarily 
for short-term borrowing and 
reflects the cost of borrowing 
cash overnight using Treasury 
securities as collateral. It is 
considered more stable than 
LIBOR because it is based on 
actual transactions in the 
market.

EURIBOR (Euro 
Interbank Offered 
Rate) – Europe
EURIBOR is the benchmark 
interest rate at which 
Eurozone banks lend to each 
other. It's used for a wide 
range of loans, including 
mortgages and business 
loans, across Europe. The rate 
is set daily, based on the 
average interest rates at which 
the panel banks are willing to 
lend.

SONIA (Sterling 
Overnight Index 
Average) – UK
SONIA is the benchmark rate 
for the UK. It's used for pricing 
overnight unsecured lending 
and is based on actual 
transactions between banks. 
Like SOFR, SONIA is seen as a 
more reliable benchmark rate 
because it is based on actual 
transactions rather than 
estimates.

Why Do These Matter?
These rates are used by financial institutions to set the interest rates on loans and savings accounts. For example:

If your loan is based on SOFR, the interest rate might be SOFR + 2%. If SOFR rises, your loan becomes more expensive.

If your mortgage is based on EURIBOR, fluctuations in EURIBOR will affect your monthly payment. A rise in EURIBOR 
means higher payments for you.

Example: If SOFR rises by 0.5%, and your business loan is tied to this benchmark rate, your loan interest will increase by the 
same amount. This can make it harder for businesses to pay back their loans, especially if the rate increase is significant 
over time.

Lesson: Benchmark rates like SOFR, EURIBOR, and SONIA directly impact the interest rates you pay on loans and credit. 
Changes in these rates can either increase or decrease the cost of borrowing, so it's important to keep an eye on them and 
understand how they influence your finances.

The Big Picture
Interest rates, inflation, and central bank policy rates might seem like complicated concepts, but they play a huge role in 
shaping your financial world. By understanding how inflation affects real interest rates, how central banks control 
borrowing costs, and how benchmark rates like SOFR, EURIBOR, and SONIA work, you can make smarter financial 
decisions.

Next time you're thinking about taking out a loan or saving money, remember that economic conditions are always in flux. 
Interest rates can change, and inflation can impact how much you're really paying in interest over time. By staying informed 
about these key factors, you can manage your finances with confidence and plan for the future.



Credit Scores and the Approval Process
Introduction: What Is a Credit Score?
Your credit score is like your financial reputation. It's a number between 300 and 850 that tells banks and lenders how 
trustworthy you are when it comes to borrowing money. The higher your score, the more likely lenders are to offer you 
loans, credit cards, or mortgages. A higher score means better interest rates and better opportunities for credit. A lower 
score can mean higher interest rates or even rejection.

Think of it like a "grade" for how well you handle borrowed money. But how does a lender decide if you're worthy of credit? 
What exactly makes up that number? Let's break it down.

What Makes Up Your Credit Score?
Your credit score is calculated based on five main factors. Each one tells lenders a bit about how you handle debt and how 
likely you are to repay them. Here's what they consider:

35%

Payment History
This is the most important factor. It 
tracks whether you pay your bills on 

time. The better your record, the higher 
your score. Missing payments can 

cause a big dip in your score. If you've 
always paid on time, your score goes 

up.

Key point: The more you borrow and 
pay back on time, the better your credit 
score will be. Even if you only borrow 
small amounts at first (like using a 

credit card for small purchases), 
repaying them on time builds a positive 

credit history. It's like building trust — 
lenders will start to see you as reliable, 

and over time, they're more likely to 
approve you for larger loans or credit 

cards.

30%

Amount Owed
This looks at how much debt you have 
compared to your total available credit. 
If you're using most of your credit (say, 
you have a €1,000 limit on a card, and 

you're using €900), it can hurt your 
score. Lenders prefer to see that you're 

not maxing out your credit.

Key point: If you're using more than 
30% of your credit limit, it may signal to 
lenders that you're relying too much on 

borrowed money, which lowers your 
score. Try to keep your balance low, 

even if you pay it off each month.

15%

Length of Credit History
The longer you've been using credit, 
the better. It shows you know how to 
manage your money over time. But, if 
you're young and just starting, that's 

okay. You can start building credit now 
— responsibly — and the more years 
you have of good credit, the better.

For example: If you've had a credit card 
for two years and always paid it off, it's 

better than having had one for six 
months. It's about trust and showing 
that you can handle debt over time.

10%

New Credit
Every time you apply for credit (whether it's a credit card or 

a loan), the lender checks your credit report. Too many 
applications in a short period can lower your score because 
it looks like you might be struggling financially or looking for 

credit everywhere.

What you should know: Don't apply for too many credit 
cards or loans at once. It's better to be strategic and only 

apply when you really need it.

10%

Credit Mix
Lenders like to see that you can handle different types of 

credit, such as credit cards, student loans, or car loans. This 
shows you can manage various financial responsibilities. 
But, don't rush to open new types of credit just to improve 

this factor — only open what you need.



Responsible Use of Credit
Using credit can be super helpful — but only if you're smart about it. It's like learning to drive a car: it can take you places, 
but if you don't know how to control it, things can go wrong fast. Getting into debt is easy. Getting out of it? Not so much. 
That's why learning to use credit responsibly while you're young is one of the best financial moves you can make. Building 
good credit habits now will set you up for success in the future — whether it's for getting a loan, buying a car, or even 
renting an apartment.

Good Credit Habits to Build Now
The key to using credit responsibly is developing good habits that you can keep for life. Here's how you can start building 
those habits today:

01

Borrow Only What You Can 
Repay
Credit can feel like free money, but it's 
not. Every time you borrow, you're 
promising to pay it back — usually with 
interest. So, it's important to borrow 
only what you can afford to repay soon.

For example: If you're thinking about 
buying something with your credit card, 
ask yourself: "Can I pay this off before 
the next payment is due?" If you can't, it 
might be a better idea to save for it 
instead of borrowing.

02

Always Pay on Time
One of the easiest ways to wreck your 
credit is by missing payments. Late 
payments can harm your credit score 
and cost you extra fees. Even just one 
missed payment can leave a mark.

Pro tip: Set up automatic payments for 
your bills or credit card so you never 
forget. It'll keep you on track and help 
avoid late fees.

03

Keep Your Usage Low
A good rule of thumb is to use less 
than 30% of your credit limit. For 
example, if your credit card limit is 
€1,000, aim to spend no more than 
€300. This shows lenders that you're in 
control of your spending and not 
relying too heavily on credit.

Why does it matter? The more of your 
limit you use, the higher the risk looks 
to lenders, and it can hurt your credit 
score. Keeping it low also means you'll 
have more available credit in case of 
emergencies.

04

Check Your Statements
It might sound like a small thing, but regularly reviewing your 
credit card statements can save you a lot of trouble. By 
checking your statements, you can spot fraud or mistakes 
early and avoid being charged for something you didn't buy.

Why is it important to check your statements? Checking 
your statements is important for several reasons: Detect 
fraud: If someone steals your card details and uses your 
credit, you can catch it early and prevent further charges. 
Avoid mistakes: Sometimes, a store or service might 
accidentally charge you twice, or you could be charged for 
something you didn't order. Catching these errors early can 
save you money. Know where you stand financially: 
Checking your statements regularly gives you a clear picture 
of how much you owe and helps you manage your spending.

05

Think Before You Borrow
Not everything you want to buy needs to be put on credit. 
Ask yourself: Do I really need this, or do I just want it right 
now? Being able to pause and think before borrowing will 
help you avoid impulse purchases that could hurt your 
finances later.

For example: Don't use credit for things like fast food, trendy 
clothes, or a new video game. These are things that lose 
value fast, and putting them on credit can leave you stuck 
paying for them long after the excitement fades.

Mistakes That Can Mess Up Your Credit
While it's important to know what good habits to build, it's equally important to avoid the mistakes that can mess up your 
credit. Here's a list of common mistakes that can hurt your credit score and cost you more money in the long run:

Paying Only the Minimum
When you make only the minimum 
payment on your credit card, you'll 
stay in debt longer and pay more 
in interest. Credit card companies 
want you to pay the minimum, but 
that doesn't mean it's a good idea.

For example: If you have a balance 
of €500 on your credit card and 
only pay the minimum (let's say 
€15), it could take years to pay off 
that debt, and you'll end up paying 
way more in interest. Always try to 
pay more than the minimum, 
especially if you can afford it.

Maxing Out Your Credit 
Cards
Maxing out your credit cards 
might seem tempting when you 
need something, but it's a huge 
red flag to lenders. It makes you 
look like you're relying too much 
on borrowed money, and it can 
damage your credit score.

Pro tip: If you're getting close to 
your limit, it's a good time to pay 
down some of the balance before 
adding more purchases. If you 
can, try to avoid getting anywhere 
near the maximum amount of 
credit available.

Ignoring Due Dates
Not paying attention to due dates 
can lead to late fees, higher 
interest rates, and a damaged 
credit score. Even missing a 
payment by just one day can hurt 
you.

Pro Tip: Keep track of when your 
payments are due. If you're the 
forgetful type, set up alerts on 
your phone or use a calendar 
reminder. It's a small effort that 
can make a huge difference in 
keeping your credit score healthy.

Taking Too Many Loans
Borrowing too much, too often, can make you look 
desperate to lenders, and it lowers your credit score. If 
you keep applying for loans or credit cards, it shows 
lenders that you might be struggling with your finances.

What you should do: Be mindful of how many loans or 
credit cards you apply for. Too many in a short period 
can hurt your credit score and raise red flags to 
potential lenders.

Using Credit for Non-Essentials
Using credit for things like clothes, entertainment, or 
dining out can lead to unnecessary debt. The more you 
borrow for things that don't have lasting value, the 
harder it becomes to manage your finances.

Think of it this way: Credit should be used for bigger 
purchases that add value to your life (e.g., a car, an 
education, or essential items), not for things that will 
lose value quickly.



What Happens If You Don't Repay Credit?
If you don't repay credit, there are serious consequences. And these consequences can vary depending on where you live. 
Let's take a look at how things can go wrong in three EU countries:

United Kingdom
If you don't repay credit in the UK, 
late fees will start adding up, and 
your credit score will drop. After a 
while, the lender may take legal 
action to recover the money, which 
can involve a court case. In 
extreme cases, if you refuse to 
repay debts, you could be sent to 
jail for fraud. However, this is rare 
and usually happens in cases 
where someone is found guilty of 
deliberately lying or hiding income.

Germany
In Germany, late payments will 
also affect your credit score and 
can lead to debt collection 
procedures. If you continue to 
avoid paying your debts, your case 
may be passed to a debt 
collection agency, and you could 
face court action. While jail time 
for non-payment is unlikely, it can 
damage your financial future 
severely.

France
In France, not repaying credit can 
lead to your debt being sold to a 
collection agency. Over time, your 
credit score will drop, and you 
might face higher interest rates on 
any future loans. Similar to the UK 
and Germany, persistent non-
repayment could lead to legal 
action.

In all countries, the key takeaway is that missing payments is the first step to a snowball effect that can lead to much 
worse consequences, like extra fees, damaged credit, or even legal action. Always be sure to communicate with your lender 
if you're having trouble making payments — most lenders will try to work with you before things get too serious.

Bottom Line: Treat Credit Like a Tool, Not a Free Pass
Credit isn't bad — it's just a tool. If you use it wisely, it can help you build your future. But if you treat it like free money or 
don't manage it carefully, it can lead to serious financial trouble.

Use credit to help you reach your goals, not to buy things you can't afford or to make life seem easier in the short term. 
Building good credit habits now, while you're young, will make a huge difference later when you want to get a car, rent an 
apartment, or even get a job. Start with small, smart moves, and you'll set yourself up for long-term financial success.



Stakeholders in the Credit System
Introduction
Imagine we're in a modern-day marketplace, like a bustling shopping district in your city. You walk up to a store and decide 
you want to buy a new laptop. Instead of paying the full price right away, you decide to pay in monthly installments. The 
vendor (the lender) agrees to let you make payments over time, but they expect you to pay back the full amount, plus a little 
extra — interest — for the privilege of borrowing.

But here's the thing: this transaction isn't just between you and the vendor. Behind the scenes, there are several important 
players who make this whole process work. There are institutions that decide whether you're eligible to borrow, companies 
that keep track of your financial history, and even government regulations to ensure that everything is fair and legal.

Fast-forward to today, and the credit system is a much more complex and bigger network. Whether you're borrowing money 
for a student loan, using a credit card, or buying something on installments, there are many players involved to make the 
transaction possible, safe, and legal.

Understanding the roles of these stakeholders — and how your behaviour affects them — will help you make better 
decisions now and in the future. So, let's meet the main players in the credit system and see how their roles affect your 
financial journey.

Borrower (That's You!)
You are the borrower when 
you take out a loan or use a 
credit card. Simply put, when 
you borrow money, you are 
expected to pay it back over 
time, plus interest. How well 
you manage this borrowing 
process can have a big impact 
on your credit history and 
financial future.

Example: Let's say you buy a 
laptop with an installment 
payment plan. If you make 
your payments on time, you're 
showing that you are a 
responsible borrower. This 
helps build your credit history, 
which will make it easier to get 
approved for loans or rent a 
place in the future. However, if 
you make late payments, it 
could negatively affect your 
credit score, making it harder 
to borrow money or get 
favourable terms later on.

Lender
Lenders are the institutions or 
companies that provide you 
with the money when you 
need it. Lenders are usually 
banks, credit unions, or even 
online platforms like Klarna or 
PayPal Credit. These 
institutions provide the funds, 
but they also expect to be 
repaid with interest.

Example: Your bank may offer 
you a €1,000 student loan to 
help with school expenses. 
They give you the money 
upfront, but in return, you'll 
need to pay it back over time 
with interest. Interest is how 
the lender makes a profit, and 
it's a cost you'll have to pay on 
top of the original loan 
amount.

Lenders assess your 
creditworthiness (your ability 
to repay debt) when deciding 
whether to approve you for 
loans. They may check your 
credit history, income, and 
employment status to 
determine if you're a reliable 
borrower.

Credit Bureau
Credit bureaus are companies 
that collect and store 
information about your credit 
history. They track things like 
how well you've paid off debts, 
how much you owe, and 
whether you've missed any 
payments. Essentially, they are 
like the report cards of your 
financial behaviour. They 
provide this information to 
lenders so that the lenders 
can assess whether to 
approve you for credit.

Example: If you pay your 
phone bill late, that 
information may be reported 
to a credit bureau, and it could 
hurt your credit score. This 
means that the next time you 
apply for a loan or credit card, 
lenders may be more likely to 
deny you, or they may offer 
you a higher interest rate.

In addition, these credit 
bureaus also keep track of 
your credit score — a number 
that lenders use to determine 
how trustworthy you are as a 
borrower. The higher your 
score, the more likely you are 
to get approved for credit and 
at better rates.

Central Bank
The central bank is the 
government institution 
responsible for managing a 
country's monetary system. In 
the EU, this is the European 
Central Bank (ECB), and in the 
United States, it's the Federal 
Reserve. Central banks control 
things like interest rates, 
which influence how 
expensive or cheap it is to 
borrow money.

Central banks don't directly 
lend money to consumers, but 
they set the benchmark 
interest rates that influence 
how much you pay when you 
borrow money. When the 
central bank raises or lowers 
these rates, it affects the 
whole economy, including 
loans, credit cards, mortgages, 
and even savings accounts.

Example: If the European 
Central Bank (ECB) raises 
interest rates, it could make 
borrowing more expensive. So, 
if you want to take out a car 
loan or apply for a mortgage, 
you might face higher interest 
rates. This means your 
monthly payments could go 
up, making it more expensive 
for you to borrow money.

Government
The government plays a 
crucial role in the credit 
system by creating and 
enforcing laws that regulate 
how credit is given and 
managed. They make sure 
that the system is fair, 
transparent, and not predatory 
(meaning, they protect 
consumers from lenders who 
might take advantage of 
them).

Government laws are 
designed to prevent things like 
usurious interest rates 
(extremely high interest rates) 
and ensure that lenders give 
people the information they 
need to make smart borrowing 
decisions.

Example: In many countries, 
there are laws that prevent 
lenders from charging 
excessive interest rates, 
especially to vulnerable 
groups like young people or 
those with no credit history. 
For instance, the EU 
Consumer Credit Directive 
ensures that loans and credit 
cards are clearly explained to 
consumers, with all the 
important terms, including 
interest rates and fees, 
provided upfront. This helps 
protect you from being misled 
by unclear or unfair lending 
practices.

How Your Behaviour Affects the Credit System
Now that we've met the main stakeholders, it's important to understand how your behaviour impacts this entire system. 
Your actions as a borrower influence how others view you in the credit world. Paying your bills on time and using credit 
responsibly will build a positive credit history, which helps you in the future. However, irresponsible borrowing (like missing 
payments or maxing out your credit) can hurt your credit score and make it harder to get credit later on.

Each stakeholder in the credit system plays a role in shaping your borrowing journey:

The lender provides the money but expects repayment with interest.

The credit bureau tracks your financial behaviour and assigns you a credit score.

The central bank sets interest rates that influence how much it costs to borrow money.

The government ensures that credit practices are fair and protect consumers from being taken advantage of.

By understanding the roles of each of these stakeholders, you can make better financial decisions and avoid the mistakes 
that can lead to debt problems in the future. Building a positive credit history now will give you more opportunities down the 
road.



The Role of International Credit Reporting 
Agencies
When it comes to borrowing money, one of the most important factors lenders look at is your credit history. But who keeps 
track of your credit? And how do they know how well you handle debt? This is where credit reporting agencies come in. 
These agencies collect, store, and share information about how well you manage your credit, and this data helps lenders 
decide whether to approve your loan or credit card application.

What is a credit reporting agency?
Credit reporting agencies (also known as credit bureaus) are companies that collect and store information about your 
financial behaviour. They gather data about how you've handled credit in the past, like whether you pay your bills on time, 
how much you owe, and if you've ever missed payments. This information is used to create your credit report, which is 
shared with lenders to help them decide whether to give you a loan.

The Big Players
There are three major international credit reporting agencies that collect this data:

Equifax TransUnion Experian

These companies track and maintain your credit report and credit score. Your credit score is a number between 300 and 
850 that shows how trustworthy you are as a borrower. A higher score means you're seen as reliable, while a lower score 
could make it harder for you to borrow money in the future.

How do credit reporting agencies work?
Each of these agencies collects data from different sources:

Banks and credit card companies send them information about your loans and credit card accounts.

Utility companies (e.g., phone, electricity, gas) report whether you've paid your bills on time.

Public records like court judgements, bankruptcies, and tax liens are also included in your credit report.

The agencies then use this data to create your credit report. When a lender wants to approve you for a loan, they request 
your report from one (or more) of these agencies to check your credit history. Your credit score is usually based on the 
information in your credit report.

Why does this matter?
Your credit history can affect many aspects of your financial life:

Loan approval: A good credit history makes it easier to get approved for loans, while a poor history can result in 
rejection.

Interest rates: If you have a bad credit history, lenders might approve you for a loan, but they may charge you higher 
interest rates because they see you as a higher risk.

Renting an apartment: Landlords often check your credit before renting to you. A good credit history increases your 
chances of being accepted.

Example: If you've had a student loan and paid it on time, that will appear in your credit report, and it will positively affect 
your credit score. However, if you've missed a few payments on your credit card, this could lower your score and make it 
harder to get approved for loans in the future.

So, it's really important to keep an eye on your credit report and make sure it's accurate. You're allowed to request a free 
credit report once a year from each of these credit bureaus, so make sure you use that opportunity to check for any 
mistakes or signs of fraud.

Central Banks: The Heartbeat of a Country's Economy
You've probably heard of central banks before, but do you really know what they do and why they're important? Central 
banks are the financial institutions that manage a country's money and monetary policy. In simple terms, they control how 
much money is in the economy, set interest rates, and help keep the financial system stable.

Where are central banks located, and who manages them?
Every country (or group of countries) has its own central bank. In the European Union, it's the European Central Bank (ECB), 
in the United States, it's the Federal Reserve, and in the UK, it's the Bank of England. These banks are usually managed by 
appointed officials who oversee the country's economic health.

What do central banks do?
01

Set interest rates
One of the central bank's most 
important jobs is setting interest rates. 
They decide how much banks should 
charge each other to borrow money. 
This decision affects the entire 
economy, including how much you pay 
on loans and credit cards.

When the central bank lowers interest 
rates, it's cheaper to borrow money, 
which encourages people to spend and 
invest. When the central bank raises 
interest rates, borrowing becomes 
more expensive, which slows down 
spending and helps control inflation.

02

Control inflation
Inflation is when prices go up over time 
— things like food, rent, and services 
become more expensive. Central banks 
manage inflation by adjusting interest 
rates and controlling the supply of 
money in the economy. If inflation gets 
too high, they raise interest rates to 
make borrowing more expensive, which 
slows down spending and helps reduce 
inflation.

03

Regulate the banking system
Central banks also ensure that other 
banks follow rules to keep the financial 
system safe. They make sure banks 
have enough money in reserve to 
handle any financial emergencies, like 
people trying to withdraw more money 
than the bank has on hand.

Why does this matter to you?
The decisions made by central banks affect your everyday life:

If the ECB raises interest rates, it might mean higher interest rates on loans and mortgages for you, which could 
increase your monthly payments.

If central banks lower interest rates, you might pay less on things like credit cards, personal loans, or student loans.

Analysing the Effect of Central Bank Rate Changes on 
Mortgage Payments

Historical Example: The 2008 Financial Crisis in the EU

Let's take a look at how changes in central bank rates can affect mortgages, using a real-world example from the 2008 
financial crisis in the EU.

During the crisis, the European Central Bank (ECB) raised interest rates to combat inflation. As a result, banks across the EU 
started increasing their lending rates. People who had variable-rate mortgages saw their monthly payments rise 
significantly.

For example, a family in Spain with a €200,000 mortgage found that their monthly payment increased by over €100 when 
the ECB hiked rates by just a few percentage points. This led to a wave of delinquent payments and foreclosures, especially 
for people who hadn't budgeted for the possibility of rate increases.

Lesson

Changes in central bank rates can affect your mortgage payments, especially if you have a variable-rate loan. It's important 
to understand how central bank policies can impact your payments and to be prepared for changes in the future.

Solution

If you're taking out a variable-rate mortgage, make sure you can handle interest rate hikes before committing. Consider 
locking in a fixed-rate loan if you're not comfortable with the uncertainty of future increases.

Connecting the Dots: How Credit Reporting Agencies and 
Central Banks Affect You
Both credit reporting agencies and central banks play a huge role in your financial life. Credit bureaus help lenders assess 
your ability to repay loans, while central banks control the larger economic environment that affects how much it costs for 
you to borrow money.

Together, they create a system that keeps the economy running smoothly and helps lenders make smart decisions about 
who they lend money to. Here's how they work together:

Credit reporting agencies keep track of how you manage credit, while central banks influence the broader economic 
conditions that affect the interest rates you'll pay on that credit.

When central banks adjust interest rates, this affects your monthly payments on things like loans and credit cards. If 
you have a low credit score, the higher interest rates could make borrowing more expensive for you.

So, understanding how both credit reporting agencies and central banks work is essential to making informed financial 
decisions. Paying attention to your credit score and managing your borrowing habits can help you navigate the effects of 
changing interest rates, whether they go up or down.



Illustrative Case Studies
Sometimes, the best way to learn is through real stories. These case studies show how people have used credit, for better 
or worse. Each story includes a lesson, as well as solutions you can take with you to make smarter financial decisions in 
your own life.

1. Buy Now, Pay Later – The Phone That Cost More
Lea, 17, was browsing online when she found the perfect phone — a brand new smartphone for €800. Unfortunately, it was 
more than she could afford at the moment, but the website offered an attractive "Buy Now, Pay Later" (BNPL) plan: four 
easy payments of €200, with no interest. It sounded like a dream come true. She'd just pay a little each month, and before 
she knew it, the phone would be paid off.

The first payment of €200 went smoothly, but as school exams took over her schedule, Lea completely forgot to make the 
second payment. A week later, she checked her email and saw a €25 late fee added to her account, along with a 
notification that the missed payment had been reported to a credit bureau.

Lea didn't realise how much of a big deal this would be. Not only did she owe the €25 fee, but now her credit score was at 
risk. This could make it harder for her to get a student loan or even a simple credit card in the future.

Lesson: BNPL plans seem convenient, but missing a payment can lead to late fees and damage your credit score, which 
can affect your financial future. Even as a young person, your credit score matters.

Solution: Lea could have avoided this by setting up a payment reminder on her phone or using an automatic payment 
feature offered by the website. Additionally, if she found herself in a tough situation where she couldn't make a payment, 
she could've contacted the lender and arranged a payment extension. It's always better to communicate and find a solution 
before missing a payment.

2. Simple vs. Compound Interest – A Costly Confusion
Alex, 19, had big dreams of completing a professional course to boost his career. He borrowed €1,000 from a family friend 
who offered him two options:

5% simple interest over 10 years

5% compound interest over the same period

Alex didn't understand the difference between simple and compound interest, but he chose compound interest, thinking it 
sounded like a good deal. Here's what he didn't realise:

Simple Interest would have cost him €500 in interest over the 10 years.

Compound Interest, on the other hand, would end up costing him €629 in interest.

That's an extra €129 just because he chose compound interest without understanding its impact. Compound interest adds 
interest on top of interest, which means the debt grows faster over time.

Lesson: Compound interest can cost you more over time because it accumulates on both the original amount and the 
interest that has already been added. Always ask how the interest will be calculated before agreeing to any loan.

Solution: Alex could have avoided this by asking the lender or looking up the difference between simple and compound 
interest before choosing the loan. When borrowing money, it's crucial to understand the terms, and in this case, opting for 
simple interest would have saved him €129.

3. Buying a Home – What You Really Pay
Jana, 24, had recently landed her first full-time job and decided it was time to buy her first home. She found a small flat 
priced at €200,000. Jana was excited to apply for a mortgage and found a 20-year fixed-rate loan with a 3% interest rate. 
Her monthly payments came to about €1,110, which she felt was manageable.

After 20 years, however, Jana discovered that she'd actually paid much more than the flat was worth. Over the life of the 
loan, she ended up paying around €266,000 — that's €66,000 in interest alone.

At first, it didn't seem like much — €1,110 per month wasn't a huge stretch. But when you add up the interest, she was 
paying far more than the initial asking price of the property.

Lesson: Mortgages make homeownership possible, but they also come with a massive total cost over time. Jana was 
paying far more than just the sticker price of the house. You need to plan for the total cost of the loan, not just the monthly 
payment.

Solution: Jana could have saved money by shopping around for a better interest rate, or by paying extra each month to 
reduce the principal faster. If she had extra money at the end of the year, paying more than the minimum monthly payment 
would have helped her reduce the total interest cost.

4. When Interest Rates Change
Mark, 22, decided to buy a used car and took out a 5-year personal loan for €10,000 with a 2% variable interest rate. His 
monthly payments started at about €200, which fit comfortably into his budget.

However, after a year, the central bank raised interest rates. This change led to an increase in Mark's loan rate, jumping from 
2% to 4%, causing his monthly payment to rise from €200 to €240.

Mark hadn't prepared for this sudden increase, and now he found himself struggling to adjust his budget. He was surprised 
by how quickly the rate change impacted his payments.

Lesson: Variable interest rates can increase without warning, making it hard to budget. If you're unsure about your ability to 
handle possible rate hikes, you might be better off choosing a fixed-rate loan.

Solution: Mark should have carefully reviewed the loan agreement and understood that variable rates could change. To 
protect himself from unexpected increases, he could have chosen a fixed-rate loan. If he was stuck with a variable rate, he 
could have refinanced the loan after a year, or put aside extra money in case his payments increased.

5. Country Differences – Germany vs. Spain
Lisa, in Germany, and Carlos, in Spain, both decided to buy their first homes. They each took out a €150,000 mortgage for 
25 years. Lisa got a 2% fixed interest rate. Carlos received a 3.5% fixed interest rate because of higher interest rates in 
Spain at that time.

Though they both borrowed the same amount for the same term, their total payments differed significantly:

Lisa would pay around €190,000 in total.

Carlos would end up paying around €225,000 — that's €35,000 more, just because of the difference in interest rates.

Lesson: Interest rates vary by country, and even small differences can have a huge impact on how much you pay in the long 
run. Factors like economic conditions and government policies can affect the rates in your country.

Solution: Lisa and Carlos could have compared rates across different banks and countries (if possible) to find a better deal. 
Lisa's lower rate saved her thousands, so it's important to shop around for the best rates and keep an eye on economic 
conditions in your country.

6. Choosing the Right Loan Type for Small Business 
Expansion
Anna, 21, has been running a small online store selling custom T-shirts for about a year. Her business is growing—she's 
getting more orders and even starting to receive interest from local retailers who want to carry her designs. Anna has a 
great product and a growing customer base, but she knows that to expand her business, she needs more capital to cover 
things like inventory, a new website, and possibly hiring employees.

Anna doesn't have enough savings to fund her business growth, so she decides to explore taking out a loan. However, she's 
unsure of what kind of loan would be best for her.

Option 1: Business Credit Card
Anna considers using a business credit card to cover 
her business expenses. A credit card is a quick way to 
access funds, and many cards offer cashback or 
rewards on purchases. The interest rate on a credit 
card might seem lower than a traditional loan, and she 
could pay off her balance over time as she generates 
more sales.

But Anna quickly realises that credit cards are high-risk 
for long-term financing. The interest rates are usually 
much higher than other types of loans, and if she 
doesn't pay off her balance quickly, the interest could 
add up fast and eat into her profits.

Option 2: Small Business Loan
Next, Anna looks into a small business loan from her 
local bank. She would receive a lump sum of money 
upfront and pay it back over several years, usually with 
fixed monthly payments. The interest rate is lower than 
a credit card, and the loan terms are more predictable.

However, Anna would need to present her business 
plan, financial statements, and demonstrate that her 
business is making enough money to repay the loan. If 
her business isn't quite profitable yet or doesn't have a 
strong track record, the bank may be hesitant to lend to 
her.

Option 3: Peer-to-Peer Lending
Anna then considers peer-to-peer lending—a form of 
borrowing where people (not banks) lend you money 
directly. These platforms, like Funding Circle or 
LendingClub, let small business owners borrow funds 
from individual investors. The interest rates on peer-to-
peer loans can be lower than credit cards, and the 
process is often quicker than going through a 
traditional bank.

However, the amount she can borrow depends on how 
trusted her business is. Investors may want to see 
Anna's business plan and projections, and the loans 
might not be as predictable in terms of monthly 
payments.

Option 4: Crowdfunding
Another option Anna looks into is crowdfunding. 
Websites like Kickstarter or Indiegogo allow 
entrepreneurs to raise funds by offering their products 
or services to the public. The cool part about 
crowdfunding is that Anna doesn't have to pay the 
money back—she just needs to deliver her product to 
her backers.

However, it can take time to build a crowd of 
supporters, and there's no guarantee that people will be 
interested enough to contribute to her campaign. Plus, 
crowdfunding often works best for innovative products 
or creative ventures, which might not be as suitable for 
a T-shirt business.

Lesson: There are many ways to finance a business, and choosing the right loan depends on what you need and your 
business's financial situation. If you're in a similar position to Anna, think about the following:

Business Credit Card: Use it for short-term purchases or emergencies, but avoid relying on it for long-term financing 
due to high interest rates.

Small Business Loan: Ideal if you need a lump sum of money and have a solid business plan. But be prepared for 
rigorous application processes and a commitment to paying it back over time.

Peer-to-Peer Lending: A good option if you need quick capital and don't mind a less traditional route, but check the 
interest rates and be prepared to explain your business.

Crowdfunding: Perfect if you have a product that can excite the public. However, it's not guaranteed, and the work to get 
backers can be a lot.

Solution: After researching her options, Anna decides that a small business loan from a bank is the best fit for her. She 
prepares a business plan outlining her financials, goals, and expected growth. She is able to show the bank that her 
business is growing, and with her recent expansion into new retail stores, she convinces them to approve her for a loan with 
a reasonable interest rate.

With the loan, Anna buys more inventory, upgrades her website, and hires an assistant to help with the increased orders. 
Over time, her business continues to grow, and she's able to pay off the loan quickly, allowing her to reinvest the profits into 
new product lines.

When thinking about expanding your business, it's essential to research all your financing options. Whether it's a business 
credit card, a small business loan, peer-to-peer lending, or crowdfunding, you need to choose the option that makes the 
most sense for your business goals and current financial situation. Make sure to plan ahead and ensure that you can 
handle the repayments before committing to any loan.

Useful Resources
When it comes to money and credit, knowledge is power. The more you learn, the better decisions you can make when it 
comes to borrowing, saving, and managing your finances. This chapter provides you with a list of valuable resources to 
help you stay informed, boost your financial literacy, and make smarter choices.

European Central Bank (ECB)
The European Central Bank (ECB) plays 
a key role in shaping the economy of 
the Eurozone by controlling interest 
rates, managing inflation, and 
overseeing the stability of the financial 
system. If you want to learn about how 
interest rates are set and how they 
affect loans and savings across 
Europe, the ECB's website is a great 
place to start.

What you'll find: Information on how 
the ECB sets policy rates that influence 
borrowing costs for businesses and 
consumers. Reports on the economic 
outlook for the Eurozone and how 
changes in interest rates affect 
inflation and growth. Educational 
resources about monetary policy and 
its impact on the economy.

National Credit Bureaus
Credit bureaus, also known as credit 
reporting agencies, track your credit 
history and generate your credit report. 
This report is crucial when you apply 
for loans, credit cards, or even a rental 
apartment. Checking your credit report 
regularly helps you monitor your credit 
health and correct any mistakes before 
they impact your future.

What you'll find: Your credit report, 
including details about any loans or 
credit cards, payment history, and any 
missed payments. Your credit score, 
which lenders use to assess your 
trustworthiness as a borrower. Ways to 
dispute any errors on your credit report 
or improve your credit score.

Your Local Bank's Website
Banks are one of the most common 
places to access credit products like 
credit cards, personal loans, 
mortgages, and more. Each bank has 
different requirements, interest rates, 
and terms for these products. By 
visiting your local bank's website, you 
can get detailed information about 
what's available, how to apply, and 
what the fine print looks like.

What you'll find: Information on 
various credit products (credit cards, 
loans, savings accounts, etc.). An easy 
way to compare rates and terms for 
different loans. Application processes, 
including how to qualify for different 
products and any fees or penalties to 
watch out for.

MyMoney.gov
Although this website is U.S.-based, it 
offers a wealth of information that is 
useful no matter where you live. 
MyMoney.gov provides guides, tools, 
and resources to help you better 
understand important financial topics 
like credit, loans, and budgeting.

What you'll find: Simple guides on 
credit, explaining how loans work and 
how to avoid debt. Budgeting tips and 
tools for managing your money and 
saving for future goals. Advice for 
young people just starting to build their 
credit, including how to use credit 
responsibly and avoid common 
mistakes.

OECD PISA Financial Literacy
The OECD (Organisation for Economic 
Co-operation and Development) is an 
international body that works to 
improve social and economic well-
being around the world. Its PISA 
(Programme for International Student 
Assessment) tests students on a 
variety of topics, including financial 
literacy. The OECD PISA Financial 
Literacy tests measure how well 
students can understand and apply 
financial concepts in real life.

What you'll find: Financial literacy 
assessments designed to test your 
knowledge of everyday financial 
concepts like budgeting, saving, and 
borrowing. Data on how young people 
in different countries perform in 
financial literacy, giving you insight into 
global financial education. Guides that 
help students improve their financial 
literacy skills.


