Topic 8
How inflation and interest rates impact on
personal finance
Learning outcomes
After studying this topic, you will be able to:
■ define inflation;
■ describe the features of inflation;
■ define interest;
■ describe the features of interest; and
■ explain the impact of inflation and interest on investments and loans.

Introduction
The plans that we make for managing our money can be significantly
affected by external factors. You have already seen this to some extent in
previous topics. You have learned, for example, that government policies
affect our personal financial decisions (Topic 2), that taxes affect our
finances (Topic 5), and that the national economy and our personal finances
are interdependent (Topic 7).
Two of the biggest influences on personal finance are inflation rates and
interest rates. The effects of these can be positive or negative, depending
on our circumstances. For example, if you already own a high-value asset,
such as a house, then low interest and high inflation can be to your
advantage, because the repayments on your home loan will be low and the
value of your house will be increasing. However, if you are trying to buy a
home, low interest and high inflation can be particularly bad, because your
savings will be growing very slowly and house prices will be rising quickly.

8.1 Inflation
8.1.1 What is inflation?
‘Inflation’ is the rate of increase in the prices that we pay for goods and
services. For example, in the past, a chocolate bar might have cost 20p, but
now it might cost 80p. The rate of inflation is expressed as a percentage
over a year, such as ‘2% per annum’.
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Did you know?
In 1982, 1 pint of pasteurised milk cost 20p.
This price had more than doubled to 46p by
2012 – a percentage change of 130%.
(Source: Lloyds Banking Group, 2013)

Because of inflation, £20 is unlikely to buy as much in the future as it can
today. This means that the value of our money ‘depreciates’, or gets less,
over time. Inflation means that we can buy less with the same amount of
money as time passes.

Inflation is the rise in prices over time.

Inflation affects savings decisions, because you may not want to put money
aside if you think that it is going to become less useful in the future. On
the other hand, if you wait too long to start saving for something expensive,
you might end up having to wait even longer before you can buy it, because
prices will continue to rise. Ideally, then, you want to find a savings account
that pays interest at a higher rate than the rate of inflation; in this way, you
can ensure that your money will grow more quickly than prices rise.
When making savings decisions, we need to consider what our money will
be worth in ‘real terms’ in the future – ie what that money will be worth
after it is adjusted to take account of inflation. If the savings interest rate
were to be 3% and the inflation rate 2%, this would mean that your money
will grow by 1% (3% – 2%) in real terms.
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Case study: Richard Baker is saving for a car
Richard
I want to buy a second-hand estate car to
transport my pottery more easily. When I
started saving for such a car, the price was
£6,875, but now it’s £7,387 – an increase
of 7.45% (£512) in less than a year. During
the same period, I earned 3% on my
savings. There are no savings accounts
that pay 8% interest, so my money can’t
grow as fast as car prices rise.
I’ve decided to save more money every
month, so that I can buy the car as soon
as possible. I’m worried that if I don’t,
the price will keep going up and I might
never be able to afford it!

Discuss
Savings and inflation
Is it worth saving when the inflation rate is higher than
savings interest rates?

8.1.2 Measuring inflation: the Consumer Prices Index (CPI)
Various inflation indexes are used in the UK, but the most common is the
Consumer Prices Index (CPI). This measure is expressed as a percentage,
calculated each month by assessing the change in the cost of a typical
‘basket’ of goods from one year to the next. This ‘basket’ of goods
represents what an average household spends over a particular period of
time. The items that are bought are weighted differently, so that those things
on which families spend more have a greater impact on the index. Increases
in the cost of food, for example, will have more impact than an increase in
the cost of toys, because more money is spent on food than on toys.
The CPI is monitored by the Office for National Statistics (ONS) and the latest
figure is shown as 'current inflation' on the home page of the Bank of
England’s website (www.bankofengland.co.uk).
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Did you know?
The goods in the CPI ‘basket’ change over time
The Office for National Statistics (ONS, 2015) wants to make
sure that the CPI shopping basket is typical of UK families. It
therefore changes the goods and services that are in the
basket as people’s habits change.
For example, standalone sat navs were removed because
people with smartphones tend to use a navigation app and
many new cars have a sat nav built in. Other items have been
removed, such as yoghurt drinks, frozen pizza (as chilled
pizza is more popular) and cut lilies, because they no longer
represent what a typical family buys. Newer additions to the
basket include sweet potatoes, headphones and musicstreaming subscriptions.

The government aims to keep prices stable by keeping inflation rates low.
This means aiming for a 2% inflation rate each year. The inflation rate is
measured by the average price-change of the basket of goods. As long as
the majority of goods and services rise by 2% during a year, it does not
matter if some items rise by a larger amount and other items fall.

Jacob’s shopping
Jacob
I shop for food once a week. I
usually spend about £25 each
time, which is £100 a month or
£1,200 a year.

If inflation (as measured by the CPI) is at 2% per annum, next year Jacob
will have to pay £102 a month to buy the same things that he is buying
now – ie the purchasing power of his money will have decreased. So the
value of his money will have decreased in real terms.
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8.1.3 The causes of inflation
There are two main causes of inflation: demand–pull inflation and cost–
push inflation.
■ Demand–pull inflation (see Figure 8.1) arises when there is an increased
demand for goods and services, but the supply cannot keep up, meaning
that people want goods and services that are unavailable. This drives
prices up, because people are willing to pay more for goods and services
that are scarce (see the ‘smartwatch’ example in section 7.1.2, Topic 7).

Figure 8.1 Demand–pull inflation

■ Cost–push inflation (see Figure 8.2) arises when businesses have to pay
more for their production costs, for example because the price of raw
materials has increased. In order to keep the same amount of profit, they
have to increase the prices that they charge consumers.
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Figure 8.2 Cost–push inflation

Richard Baker puts up prices
Richard Baker makes pottery items, such as
bowls, plates and vases. In recent months, the
costs of making his pottery have increased. The
clay that he needs is now more expensive to
buy and the cost of the electricity that he needs
for his kiln has increased.
Richard makes quite a small gross profit on
each item that he sells. Richard’s gross profit is
calculated as the sales price of his goods less
all of the costs of making them. Richard cannot
afford to make less money, so he decides that
he will have to increase the prices he charges to customers.
At first, Richard is worried that people will decide not to buy his goods at
the new prices. If he sells fewer items, his earnings will fall. However, his
existing customers get used to the new prices within a few weeks and
new customers are unaware that the goods used to be priced differently.
Within a few months, Richard is covering his increased costs and making
as much money as before.
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8.1.4 The dangers of high inflation
When inflation is high, there is a danger that it may spiral out of control,
leading to extremely high inflation rates – a situation known as
‘hyperinflation’. Such high inflation rates are rare, but when hyperinflation
happens, money becomes worthless.

Did you know?
In Brazil in the early 1990s, the rate of
inflation reached more than 6,000% a
year. This meant that, when Brazilians
got paid, inflation was so high and
rising so fast that they could not buy
the goods that they needed. Prices
could go up several times a week.
During this period, income did not grow anywhere near as
fast as the inflation rate.
In Germany in 1923, interest rates hit 3,250,000%. Children
were able to use money as a toy, because it had become so
worthless.
(Source: Reinhart and Savastano, 2003)

8.1.5 The features of inflation
There are a number of features of inflation that affect personal finances
(see Figure 8.3).
Figure 8.3 Features of inflation
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8.1.5.1 Inflation changes over time
Inflation rates vary over time and they are difficult to control or to predict.
We can be sure that inflation will increase in the long term, but by how much
or at what speed is more difficult for us to anticipate. Figure 8.4 illustrates
changes in inflation between January 2007 and January 2017.

Figure 8.4 CPI 12-month inflation rate from January 2007 to January 2017

Source: Office for National Statistics (2017)
8.1.5.2 High inflation reduces real income
Although inflation means that prices rise, earnings do not always increase
at the same rate. This means that people may not be able to afford the same
goods and services as they did before. The purchasing power of their
income decreases because the cost of living has gone up. So the real value
of their income has fallen.
When income has less purchasing power, businesses are put under pressure
to raise pay to help employees to maintain their standards of living.
Businesses may increase the actual amount of money that they pay and use
the rate of inflation as a guide. However, if they cannot increase payments
by as much as the rate of inflation, the real value of wages decreases.

8
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Marion Baker’s pay rise
Marion
I’ve just received an annual pay increase of
1.75% from the hotel where I work. I’m
disappointed with this increase, because
inflation is 2%. In real terms, the
purchasing power of my salary has
dropped by 0.25% since last year.

8.1.5.3 Inflation affects benefit payments
The government uses inflation rates to set the amount that it pays in state
benefits. As prices rise, the amount paid in State Pension or other benefits
may also rise. However, as is the case with wages, these increases may not
be as high as the rise in prices, because the government has to decide how
much it can afford to increase benefit payments. Low increases leave many
people worse off in terms of their real benefits income.
Winter Fuel Payment, for example, is a government benefit that helps older
people to pay their heating bills (Source: GOV.UK, 2015). If the government
cannot afford to raise these payments at the same rate as inflation, these older
people may be unable to heat their homes as much as before.

Philippe and Lisa Baker and the Winter Fuel Payment
Philippe
We get paid a one-off Winter Fuel Payment
of £200. That’s £100 each.
Last year, our gas and electricity bill for
the winter months was £400, leaving us to
pay £200 of the bill ourselves. Our energy
prices have risen by 10%, while our fuel
allowance has remained the same.

Lisa
This means that we now pay £440 for gas
and electricity during the winter, while
still getting only £200 towards this bill.
This year, we’ll need to pay £240 for the
fuel ourselves, so we’re worse off overall.
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8.1.5.4 Inflation influences interest rates
Finally, inflation also influences interest rates.
The Bank of England uses interest rates to manage
inflation. It is the responsibility of the Monetary
Policy Committee (MPC) of the Bank of England
to set interest rates to reach the target of low
inflation. If it looks as though inflation is
likely to rise, the MPC will likely raise
interest rates to restrain people's
spending. This will reduce the likelihood
of further increases in inflation (see
also Topic 2).
When interest rates are high, you
get higher interest on your
savings, so many people save
more and spend less. High interest
rates make it less attractive to
borrow money, because it will be
more expensive to pay back – and
this will discourage people from
taking on extra debt. If people
borrow less money, they will spend
less. This slowdown in spending
helps to reduce inflation, because
lower demand means that prices will not
rise as much.
In addition, higher interest rates can force up
the price of our currency, the pound sterling, in
relation to the currencies of other countries. This
makes foreign goods cheaper to buy, because £1 buys
more of the ‘weaker’ foreign currency. Cheaper imported
goods also help to reduce inflation. We will discuss exchange rates and foreign
currencies further in Topic 10.

8.2 Interest
8.2.1 What is interest?
‘Interest’ is the cost of using someone else’s money.
When we borrow an amount of money, called the ‘principal’, the interest
rate is the amount that we pay for the use of that money. Likewise, when
we put money into a savings account, the bank pays us interest for allowing
it to use our money while it is in the bank’s safe-keeping.
Interest applies to borrowing because borrowers pay to use the lender’s
money; it applies to savings because the banks pay to use the saver’s
money.

10
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Some of the Bakers’ interest rates
Table 8.1 Example interest rates

Savings – annual equivalent rates (AER)
Daniel’s individual savings account (ISA)*

1.50% tax-free

Sue’s ISA*

1.50% tax-free

Jacob’s ISA*

1.50% tax-free

Sophie’s Regular Saver account

2.50% gross

Ben’s Young Person’s Saver account

0.75% gross

Borrowings – annual percentage rates (APR)
Daniel’s mortgage
Sue’s credit card
Richard’s loan

3.90%
18.90%
6.20%

Borrowings – equivalent annual rate (EAR)
Marion’s overdraft (agreed by the bank in advance)

15.50%

You can see from Table 8.1 that interest rates are quoted using different
measures:
■ an annual equivalent rate (AER) for savings;
■ an annual percentage rate (APR) for mortgages, credit cards and loans;
and
■ an equivalent annual rate (EAR) for overdrafts.
These measures are calculated by the providers using formulas set by law.
These formulas mean that you can compare the returns on different savings
products and the costs on different borrowing products on a like-for-like
basis. You might want to compare the return on different savings products
to decide which one gives you the highest income, for example. Or you
might want to compare the costs of different borrowing products, such as
loans from three different banks, to work out which is cheapest for you.
The examples given for the Baker family in Table 8.1 also show that savings
interest rates are lower than borrowing interest rates (see Topic 7 for details)
and that the different ways of borrowing money have different costs.
* NOTE: ISAs
These accounts are explored in Unit 2 Topic 3.
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Key terms: Saving
■ Annual equivalent rate (AER) – the interest rate that would be paid
on a savings account if you were to leave the money in the account for
a full year.
■ Gross interest – the interest paid on savings before income tax has
been taken off. All providers pay interest gross. People who earn more
interest than their personal savings allowance in a tax year must pay
the income tax they owe direct to HMRC.
■ Individual savings account (ISA) – a savings account on which interest
is paid tax-free and about which there are rules, including limits on how
much money you can save.
■ Net interest – the interest paid on savings after income tax has been
taken off.
■ Personal savings allowance – the amount of interest that someone
can earn on their savings tax-free in a tax year. There are different
allowances for people who do not earn enough to pay income tax, for
basic-rate income taxpayers and for higher-rate income taxpayers.
Additional-rate income taxpayers do not have a personal savings
allowance. The interest earned on ISAs is always tax-free.

Key terms: Borrowing
■ Annual percentage rate (APR) – the interest that would be charged
on a sum borrowed over one full year; used to measure the interest
rate on loans, mortgages and credit cards; the calculation includes the
fees that lenders charge automatically on the product, so that it gives
a clear picture of the cost (but be careful to check if there are any other
fees involved).
■ Equivalent annual rate (EAR) – a measure used for overdrafts only,
this is the interest that would be charged on an overdraft if you were
to borrow the money for a full year.

8.2.2 Setting interest rates
When providers such as banks and building societies decide what interest
rates to pay on savings or to charge on borrowing, they start with ‘Bank
rate’. Bank rate is the official interest rate in the UK and it is set monthly by
the Bank of England’s MPC. Bank rate is the interest rate at which the Bank
of England lends money to financial institutions (see also Topic 2).
Banks use Bank rate as a baseline to set their own standard rates for lending
products. Banks usually set their standard interest rate for a product such
as a loan, overdraft or credit card at ‘Bank rate plus X%’. The rate that a
borrower pays in interest is expressed as a percentage over the course of a
year, for example ‘8% APR’ on a loan or ‘18% EAR’ on an overdraft. Banks
set their savings interest rates as their lending rate less all of their costs
and an allowance for their profit.
Let's look in more detail at how banks set interest rates for borrowing.

12
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8.2.2.1 Interest rates for borrowing
Adverts for borrowing products such as credit cards, loans and overdrafts
quote a ‘representative’ interest rate. This means that at least 51% of all of
the people who are given the product are charged that interest rate; the
other 49% of customers are charged a different rate of interest – usually a
higher one. The main factor that lenders use to set an interest rate is the
risk that they will not get their money back. The higher the risk of not
getting their money back, the higher the interest rate charged.
For example, when banks lend money to people to buy a house, the
mortgage is secured on the house. This means that the bank has the legal
right to sell the house and use the money from the sale to repay the loan if
the borrower cannot make repayments. Having security means that the
bank’s risk of not being repaid is very low and so mortgage interest rates
are low too.
Unsecured lending, such as when someone uses a credit card, is much
riskier for the bank. There is a chance that people will borrow money and
not repay it, and that the bank will have to go to court to try to get its money
back. This higher level of risk means that interest rates charged on credit
cards are much higher than interest rates charged on mortgages.
Another risk factor that affects the rate of interest is the credit history of
the borrower. Borrowers who have not repaid a loan in the past are more
likely to not repay a loan in the future. So people with bad credit histories
are charged higher rates of interest than people with good credit histories.

Interest rates and the Baker family’s borrowing
Consider Table 8.1 again.
You will see that the
interest
rate
on
Daniel’s mortgage is
the lowest interest of
all of the products.
This is because the
borrowing is secured
on the Bakers’ house.
The highest interest
rate is on Sue’s credit
card. This is unsecured
lending, and there is a
risk that Sue will
borrow more every month and repay only the minimum amount required.
Her debt could grow very quickly (see section 8.2.5 below on compound
interest) and the bank would not know when it would get its money back.
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Discuss
Who should be responsible?
■ Who should be responsible for making sure that people
can afford to repay borrowing before they are lent any
money?
■ Should it be the responsibility of the lender? Should it be
the responsibility of the person who wants to borrow
money?
■ How might they share the responsibility?

When a bank decides on the interest rate to charge a borrower, it starts with
its standard interest rate for the product, then it takes risk factors into
account to see if it should increase the rate.
Another factor that banks consider is competition with other lenders – ie if
no one else will lend you money, you can be charged a higher amount. In
addition, while someone else has the lender’s money, inflation may be
rising. So banks charge enough interest to ensure that the money that they
get back at the end of the borrowing period will be worth at least the same
in real terms as when they lent it out initially.
When setting savings interest rates, banks also take into account the
interest rates offered by their competitors, because each bank wants to
attract savers so that it has money to lend.

8.2.3 The features of interest
There are three main features of interest, as follows.
■ It changes over time.
■ It rewards savings.
■ It is the cost of borrowing and is used to work out repayments.
Just like inflation rates, interest rates go up and down. The role of the Bank
of England is to try to keep interest rates stable and low, which it does by
manipulating Bank rate. In March 2009, the Bank of England’s MPC reduced
Bank rate to 0.5% to decrease the rate of inflation and to encourage
spending. It remained at this low level until August 2016, when it was
reduced further to 0.25% because of the uncertainty after the UK
referendum decision to leave the European Union.
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Figure 8.5 illustrates changes in Bank rate between 1975 and 2017.

Figure 8.5 Changes in Bank rate, 1975–2017

1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

Source: Bank of England (undatedb)

Example
If you were to put £1,000 into a savings account with an
interest rate of 5% AER, and then take nothing out and put
no more in, you would get £50 interest from the bank at the
end of the year.

The bank uses your money to make loans, so savings interest is really the
bank paying you for letting it use your money. Paying interest encourages
people to deposit money with the banking system, so that it is available for
loans.
Different levels of interest rates are given to different types of savings
account, to encourage longer-term saving and larger sums. So if you deposit
a lot of money that you agree not to withdraw, you will get a higher rate of
interest. This is because the bank has more money to lend and is certain
that it can use that money for a longer period of time.
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Changes in interest rates affect savers and borrowers differently: savers
want interest rates to increase, so that they get a bigger return on their
savings; borrowers want interest rates to decrease, so that the costs of
borrowing reduce.
Let us consider the impact of high interest rates and low interest rates.
■ High interest rates reward savers by giving a high return on any money
deposited. However, high interest rates make borrowing very expensive,
so if you have already borrowed money, your repayments might increase
and you will be less likely to borrow more. These two factors mean that
you will have less money to spend – and everyone in the economy will be
in the same position, so spending will decrease and businesses will suffer
(see Figure 8.6).

Figure 8.6 Impact of high interest rates on savers and borrowers

■ Low interest rates mean that saving money is less attractive, so people
spend it instead. Low interest rates also mean that borrowing is cheap,
so more people borrow money to spend. This increases spending in the
economy, which can lead to businesses employing more people (see
Figure 8.7).
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Figure 8.7 Impact of low interest rates on savers and borrowers

Discuss
Changes in interest rates: Borrowing
Suppose that you have a credit card and owe £300 on it. What
would be the impact on your personal finances if interest
rates were to increase from 20% APR to 25% APR?
■ Could you still repay the money as quickly as you had
planned?
■ What would happen if you were not able to repay the
money during the next year?
■ What changes could you make to your spending or saving
to make sure that you repay the money in the future?
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Discuss
Changes in interest rates: Saving
Suppose you are saving up to buy a laptop. When you start
saving, the interest rate on your savings account is 4% AER.
What would be the impact on your personal finances if
interest rates were to fall and the account were to pay 2% AER
instead?
■ Would you wait longer for your laptop?
■ Could you save more money every month? If so, what
spending would you give up?
■ Would you buy a cheaper laptop?

8.2.4 Types of interest rate
Banks offer products with two main types of interest rate: fixed rates and
variable rates.
8.2.4.1 Fixed rates
Fixed rates are usually offered for a period of between two and five years,
and mean that, regardless of changes in Bank rate over that time, the
amount of interest that you pay (if you are a borrower) or receive (if you are
a saver) will remain the same.
You might decide to take this kind of interest rate if you want to know
exactly what you will be paying on borrowing or receiving on savings. This
can help you to budget, by giving you accurate figures. A fixed interest rate
on borrowing often costs more than the other types of interest rate. This is
because banks have to take into account the risk that Bank rate may
increase over the time of the borrowing or decrease over the time of the
savings product. If this were to happen, the bank would lose potential
income, because it has agreed not to change the fixed rate of interest.
8.2.4.2 Variable rates
Variable interest rates go up and down, following changes in Bank rate.
Variable interest rates on lending products make them more expensive
when Bank rate goes up and cheaper when Bank rate goes down. So
increases in Bank rate can cause problems for borrowers with variable
interest rates, because they have to make larger repayments than they did
before. Variable interest rates on savings mean that savers will get higher
returns on their money when Bank rate rises and lower returns when Bank
rate falls.
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People tend to choose variable-rate borrowing or savings products when
they think that Bank rate is likely to change in their favour. So if you want
to save money and you think that Bank rate will go up, you will choose a
variable interest rate savings account. If you think that Bank rate will remain
the same or fall, you might choose a savings account that gives you the
highest fixed rate you can find (see section 8.2.4.1 above).
There tends to be a time delay between Bank rate changing and individual
banks changing their variable interest rates. If Bank rate goes up, borrowers
welcome this delay, but it can be frustrating for savers who want the
variable rate on their savings to go up as soon as possible.

Case study: Daniel and Marion have different points of view
Daniel
I have a mortgage with a rate of
interest that’s fixed for the next two
years. At the end of the two years, the
interest rate changes to the bank’s
standard variable rate. I wanted to fix
my interest rate so that I’d know
exactly how much money I have to
repay every month. This makes it
easier for me to plan. I know it costs
a bit more every month to have this
fixed rate, but the extra money is
worth paying to get peace of mind.

Marion
I want a variable mortgage,
because I want to keep my
repayments low when Bank rate is
low. I think that the Bank of
England will put up interest rates
only when the economy is
growing, and my salary is likely to
grow at a similar speed. When
Bank rate increases, my salary will
increase too, and I’ll be able to
afford higher repayments. Then,
when Bank rate falls again, my
variable interest rate will fall too.
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8.2.5 Interest-rate charges and payments
The amount of interest that you pay on borrowing or receive on savings can
vary depending on how your bank calculates it. Interest can be charged or
paid over different time periods, such as yearly, monthly or daily. It can also
be calculated as compound or simple interest.
■ Compound interest is worked out on the amount borrowed or saved in
the first year, but in the second year, it is worked out on the amount
borrowed or saved plus the interest added in the first year. As you can
see from Figure 8.8, compound interest makes savings grow more
quickly than simply adding the same amount of interest every year.
Figure 8.8 Illustration of compound interest on savings

Compound interest rates are used for borrowings as well. In this case, the
original amount of money is the money that you borrowed (ie the
‘principal’). The interest is worked out on the principal in the first year, but
in the second year, it is worked out on the principal plus the interest added
in the first year. This means that debts can grow very quickly, unless the
principal reduces. During the life of a loan, for example, some of your
monthly repayment is used to pay interest and some is used to repay
principal, so that the principal reduces.
■ Simple interest is calculated only on the principal, or on however much
of the principal is left after making repayments to the lender. This kind
of interest is most commonly used for calculating interest on overdrafts,
which are calculated daily on the amount of debt on that day.
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The use of interest is complicated. For this reason, the law requires APR,
AER and EAR rates to be quoted in product descriptions (see section 8.2.1
above) so that people can compare the interest rates.

8.3 The impact of inflation on interest
The interest received on savings is affected by inflation. Just as we talked
earlier about ‘real’ income, we can also talk about ‘real’ interest rates. This
means that although a particular interest-rate figure might be given, the
actual interest rate is that figure less inflation. The rate stated by the lender
is called the ‘nominal interest rate’ and the rate that we actually receive
after inflation is called the ‘real interest rate’. So if, for example, the interest
rate is stated at 5%, but inflation is at 10%, the real interest rate will be –5%
(that’s 5% – 10%).
Let’s look at the example of George’s savings to see what that means.

Case study: George's savings
George
I put £10,000 in the bank and the bank
paid 5% interest on my savings. I was
happy to receive £500 in interest at the
end of the year.
However, inflation has been 10%,
meaning that prices rose by 10% during
the same year. I now need £11,000 to
buy the same goods that my £10,000
would have purchased a year ago.

With his interest, George has only £10,500, so he is actually £500 worse
off than he was a year ago. The real interest rate that he received on his
savings was approximately –5%, ie the nominal interest rate of 5% less
the inflation rate of 10%.

These impacts can also be felt by people who have borrowed money to
purchase an asset, such as a house or a plot of land. The rates of interest
and inflation affect both the value of the asset and the amount that has to
be repaid. This can result in higher overall outgoings, which can harm a
person’s budget and their ability to pay other bills.
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Marion Baker and her flat
Marion has bought a flat for £100,000. If
the interest rate is at 5% APR, she will have
to pay £5,000 a year in interest on her
mortgage.
Low interest rates benefit Marion, because
she will not have to pay as much interest.
If interest rates were to rise to 10%, then
she would have to pay twice as much in
interest. This would mean that more of
Marion’s income would have to be spent
on paying for her house – and this will
affect the amount of income that she has
available to spend on other things.
Very high or sudden increases in interest rates may mean that Marion can
no longer afford to pay her mortgage and her house may be repossessed
(ie taken back by the lender). To ensure that this does not happen, Marion
puts aside ‘emergency’ money: she saves to ensure that she can always
pay her mortgage, even if interest rates rise.

However, high inflation rates also benefit Marion. Because she owns her
home, the inflation rates mean that the value of the flat is also increasing.
If, at the same time, inflation rates were to be 10%, then by the end of
the year her flat would be worth £110,000.
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Summary
Finally, we can recap what we have learned in this topic.
■ In this topic, we have learned about inflation rates and interest rates, and
how we are linked together. Prices go up over a period of time and
various measures are put in place to ensure that any negative impacts of
this are minimised. This includes increases in wages or benefits, and
increases or decreases in interest rates to keep inflation low.
■ Fluctuating interest and inflation rates can be both positive and negative.
If you own your own house or other investment, then high inflation
means that the value of your investment goes up. However, in general,
the higher the inflation rates, the worse off you will be, because you will
be paying more for goods and services.
■ The same is true of interest rates. If interest rates are high, then those
who have substantial savings will receive a good return on their money.
However, those who have loans may find themselves paying higher
monthly repayments, thus decreasing their real income.
■ Changes in inflation and interest rates impact on our financial planning
in terms of long-term saving or borrowing. This also feeds into the
economic cycle of a country, which we will discuss in Topic 9.

Thinking points
■ What changes would you make to your budget in a time
of low inflation and low interest rates?
■ Is it better to have a fixed interest rate or a variable
interest rate?
■ Is it better not to borrow at all?
■ Do we have a responsibility to save for our own retirement,
or should the government provide pensions for us?
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Key terms
Annual equivalent rate (AER) – the interest rate that would be paid on a
savings account if you were to leave the money in the account for a full
year.
Annual percentage rate (APR) – the interest that would be charged on a
sum borrowed over one full year; used to measure the interest rate on
loans, mortgages and credit cards; the calculation includes the fees that
lenders charge automatically on the product, so that it gives a clear
picture of the cost.
Asset – anything that a person owns that has a monetary value, such as
a house, car, stereo, jewellery and so on.
Bank rate – the official interest rate as set by the Bank of England.
Basket of goods – the representative items that a household buys over
a period of time on which inflation calculations are based.
Compound interest – interest that is calculated on the principal plus the
interest that has been charged or paid so far.
Consumer Prices Index (CPI) – one of the main measures of inflation,
calculated monthly by measuring the average cost of a ‘basket’ of goods
less major household expenditure, such as mortgages and council tax.
Cost of living – the amount that you need to spend to buy the goods and
services necessary for living an average life.
Cost–push inflation – inflation that is driven by higher costs of
production.
Demand–pull inflation – inflation that is driven by the numbers of people
who want a particular item or service.
Depreciation – the situation in which an asset or money decreases in
value.
Equivalent annual rate (EAR) – the interest that would be charged on an
overdraft if you were to borrow the money for a full year.
Fixed rate – an interest rate that is set at a particular amount for a
particular period of time and does not change for that period.
Gross interest – the interest paid on savings before income tax has been
taken off.
Household – all of the people living in a single residence.
Hyperinflation – very high inflation.
Individual savings account (ISA) – a savings account on which interest
is paid tax-free and about which there are rules, including limits on how
much money you can save.
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Inflation – the increase in prices over time, as measured by how much a
typical ‘basket’ of goods costs.
Interest – a charge made or paid for the use of someone else’s money.
Net interest – the interest paid on savings after income tax has been
taken off.
Nominal interest rate – the interest rate as stated before taking inflation
into account.
Pension – money that is paid to a person after they retire, paid either
from the government or from personal savings, or a combination of both.
Per annum – the words used after percentage rates to mean ‘each year’.
Personal savings allowance – the amount of interest that someone can
earn on their savings tax-free in a tax year. ISA interest is always tax-free.
Principal (or capital) – the original amount of money put into something
or taken as debt.
Rate of return – how much money you can make on savings or
investments, or how much money you get back (ie your profit) compared
with the amount that you put in.
Real interest – the amount of interest that you pay after taking inflation
rates into account, eg if the interest rate is 5%, but prices have risen 10%,
then the real interest rate is –5% (5% – 10%).
Simple interest – interest that is calculated only on the principal (or what
is left of it).
Variable rate – an interest rate that follows Bank rate plus whatever
charges the bank sets.
Winter Fuel Payment – a government benefit that assists older people in
paying for their heating bills.
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