Topic 3
Planning for now and for the future
Learning outcomes
After studying this topic, you will be able to:
■ explain the difference between short-, medium- and

long-term planning;
■ explain the importance of objectives and goals;
■ describe the importance of reviewing and adjusting financial plans;
■ describe the key features of the basic savings products.

Introduction
We’ve looked so far at the importance of managing money and
financial planning in the broad sense. This topic will look at the
differences between planning for the short, medium and long
term and the importance of reviewing plans regularly. We will
end by looking at the main characteristics of the savings
products that we can use to help with those plans.
Opinions vary about what is meant by planning for the
short term, the medium term and the long term, so let’s
establish some broad principles. In this text, we will use
the following definitions:
■ the short term – this means a period of between one

week and 12 months;
■ the medium term – this means a period of between

one year and five years;
■ the long term – this means a period of five years or

more.
Financial planning is big business for advisers in today’s
world. A qualified adviser will be able to help people to
identify their objectives and put together a plan to achieve
them.
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3.1 Needs and wants
Before we move on to look at the process of financial planning, it would be
helpful to consider two of the main things that drive the plans – needs and
wants. Financial planning is all about satisfying a person’s needs and wants.

3.1.1 What are needs?
A ‘need’ is something that we should – or must – have as part of our life.
This would include basics, such as the following.

I need food.
I need shelter.
I need clothes.
It could also include things we need to maintain our quality of life, such as
a car.
In a financial sense, it would also include ways to protect a family against
the financial consequences of a problem, such as a breadwinner’s illness
or the death of a breadwinner.

3.1.2 What are wants?
A ‘want’ is something that a person would like or would aspire to, rather
than something that they absolutely need.
The Oxford Dictionary defines ‘want’ as: ‘have a desire to possess or do
(something); wish for’. It defines ‘aspiration’ as: ‘a hope or ambition of
achieving something’.
Examples of wants or aspirations could include the following.
I want a top-of-the-range car!

I want the latest smartphone.

I aspire to own a holiday home in the Caribbean.

I want an outfit from the hottest designer brand!

I aspire to a comfortable retirement.
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3.1.3 What is the difference between needs and wants?
There is a big difference between needs and wants, although they can be
closely linked.
Sometimes an aspiration is an extension of a need, and it’s quite common
for someone to need something but at the same time want a version that
goes way beyond meeting the need. For example, someone might need a
car to get to and from work. A second-hand, mid-range Ford Fiesta would
do the job perfectly well, but they want a new Aston Martin.

Need

Want

Organisations that sell fashion brands and ‘cool’ technology products rely
on the ‘want’ factor. It is also possible to want something but not need it.
For example, how many pairs of shoes does Victoria Beckham actually need?
Do we actually need the latest football boots endorsed by Wayne Rooney in
order to play in the local under-16 football league?

Discuss
Discuss times when you, a family member or a friend have
set out to buy something that you (or they) needed, but
ended up buying something else that you (or they) wanted.
Why did that happen?

Part of sensible financial planning is to be aware of the difference between
needs and wants, and to make sure that we cover what is really needed
before moving on to our wants.
There is nothing wrong with having aspirations, because they can drive
people to succeed. However, many people ignore needs, or place too much
emphasis on what they want. There are many examples where people have
borrowed heavily to satisfy wants and now struggle to provide food and
shelter for their family, because they have little or no money.

© The London Institute of Banking & Finance 2017

3

Unit 2

3.2 Objectives and goals
Once the need or aspiration has been defined, and the individual is serious
about it, then it becomes an objective – a target that can be planned for.
We often call these ‘goals’.
As we saw in Topic 1, there are two elements to financial planning:
1.personal objectives – what the individual needs or wants;
2.financial objectives – how much money they need to achieve what they
want and how best to get there.
It’s usually not possible to achieve all your objectives at once, so it’s
important to prioritise them.
If we try to do too many things at once, plans can fall apart. Prioritising
means deciding which objectives are most important and making sure that
they are put first.
Objectives should be measurable, which means that we should know exactly
what we want to achieve and will be able to tell when we’ve achieved it.
This makes the objective real, allows us to check our progress and gives us
the motivation to carry on.

3.2.1 Personal objectives
Setting measurable personal objectives means answering a number of
questions.
Here are examples of the type of things to consider.

■
■
■
■
■
■
■

What exactly do I want (or need)?
When do I want it?
How am I going to use it?
Am I really serious about reaching the objective?
Would I give up at the first sign of difficulty?
Would I change my mind if something else came along?
How would I feel if I didn’t achieve the objective?
This is closely linked to the seriousness of the objective
– if I wouldn’t be too worried if I failed, then perhaps I
wasn’t serious in the first place.

■ How realistic is the objective?
■ Being sensible, am I trying to achieve something that will
never happen?

4

© The London Institute of Banking & Finance 2017

Topic 3

Discuss
What is your personal goal, and how will you be able to afford
it? Is it realistic?

3.2.2 Financial objectives
Setting measurable financial objectives means asking yourself a number of
questions.

■ How much will it cost?
It’s important to remember that prices usually go up
year by year, so something that costs £5,000 today
might cost £7,000 or more in a few years’ time.

■
■
■
■

How am I going to build up the money?
What method of saving or investing is best?
How much do I need to save each month / year?
How much can I afford?
How much we can afford is quite factual, because if we
don’t have it, we can’t spend it or save it.
How much we’re prepared to spend is more emotional.
We might be able to afford a certain amount, but how
much we are prepared to set aside could well be less
than we can afford. On the other hand, the objective
could be so important that we are prepared to cut back
on other spending.

■ How much risk am I prepared to take to achieve the
objective?
This is linked to attitude to risk, which we covered in
Topic 2.

■ How can I tell if I’m on target or whether I need to
change the plan?
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3.2.3 Critical milestones
It can be helpful to use the concept of ‘critical milestones’ when setting
objectives. Critical milestones are important points along the timeline for
achieving the objective.

Jacob
I have an objective that requires £4,000
in three years’ time.
I have decided that the first critical
milestone is to have saved £1,000 in 12
months’ time.
If that milestone hasn’t been reached,
I can review the plan and:
■ change the objective;
■ alter the timescale;
■ look at ways of saving more.

3.3 Planning
Now let’s look at the differences between planning for the short, medium
and long term.

3.3.1 Short-term planning
We would normally consider the short term to mean up to 12 months.
Short-term planning is more to do with budgeting than financial planning –
the main concern is to set up a system, so that we can be sure that we can
pay all the expenses until the next time we get paid. We can also make sure
that expenses due in the next few months can be paid. Most people are
paid monthly now, so we will look at planning for a month at a time.
3.3.1.1 Budgeting over the short term
The main thing with budgeting over the short term is that we know more
or less what we will be committed to spending over that period and how
much money will be coming in. It should be relatively easy to keep track
and make sure that the money is there when it’s needed.
To keep track of spending, it is sensible to draw up a budget plan (as we
will see in Topic 4). This can be as simple as listing when money will be
coming in and when the money will be going out each month. It will help
us to see the pressure points and take action to prevent problems.

6
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Some people like to create a budget spreadsheet using Excel or another
program; others are happy just to set it out on paper.
Tracking budgets has become much easier in recent years. Most banks offer
online access to see real-time account details, and mini statements are
usually available from cashpoints (also known as ATMs). Many people still
receive paper bank statements, but they are sent at the end of a set period
and usually arrive too late to take any action if things have gone wrong.
We will look in detail at budgeting in Topic 4.
3.3.1.2 Saving towards short-term goals
In addition to sorting out the budget, short-term planning includes working
towards short-term goals, such as saving for a holiday or redecorating, as
well as saving for the emergency fund that we considered in Topic 1.

Alison is saving for

a weekend by the sea!

Money for short-term needs will usually come from current income
or savings. Savings should be put into a bank or building society
savings account rather than riskier investments such as shares,
because the timescale is so short that no risk should be taken.
■ If the target is very short term, the money should be in an

account that allows instant access without any penalties.
■ If the target is a few months away, a savings account that

requires notice for withdrawals could be sensible, because it
would offer a better interest rate.
We will be looking at savings products later in this topic.
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3.3.2 Medium-term planning
People will also have needs and wants to satisfy over the medium term
(between one and five years ahead).
The exact objectives will depend on the person’s age and their stage in life.
For example, a person in their 50s might set retirement as their mediumterm objective, while for a person in their 30s that would be a much
longer-term objective.
Medium-term objectives could include:
■ saving for the deposit on a house or flat;
■ a special holiday;
■ saving to go to college or university.

Jacob is planning for

his wedding!

Medium-term planning could involve similar savings accounts to
those used for short-term objectives, but the additional time
available means that other low-risk products could also be
considered, if the money will not be needed until a set time.

3.3.3 Long-term planning
As with all planning, the reasons and the timescale for long-term
planning (five years ahead or longer) will vary with each
individual. Younger people may see retirement as a long-term
objective, while those in their 50s might see it as a medium-term
or even short-term objective. Home ownership is a long-term plan
for most people – in most cases, it involves borrowing money over
25 years or more.

8
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Did you know?
Home ownership is the norm in the UK – people want to own
their house – but not in all European countries. Over half the
population of Germany lives in rented accommodation, while
a majority of Swiss citizens rent their home. Without a
mortgage to plan for, people’s long-term objectives may be
different.
If the target is over the longer term, it is not so important to have instant
access to the money. In addition, a timescale of more than five years means
that some risk could be taken, to increase the potential growth in the
savings. Most experts consider that five years is the minimum timescale for
investing in shares, because it allows time for them to recover if there are
any problems.
If the objective is longer term, all sorts of things can happen to affect the
objective, for example:
■ priorities might change;
■ the objective might become unnecessary;
■ the individual’s financial position could change.

Long-term planning should allow for more flexibility, because there will be
time to adjust the plan if circumstances do change. It might even be
possible to put the plans on hold for a while.

Discuss
Imagine you are in your early 20s and have been working for
a couple of years. What sort of longer-term needs and
objectives would you need to think about? Perhaps you’ve
already decided on some?
For each one, discuss:
■ when you would need the money;
■ how much it would cost;
■ how you could make sure that it happened.

There are just a couple of simple rules – you can’t rely on
luck, such as winning the lottery. And winning The X Factor,
starring in The Only Way is Essex or signing for Real Madrid
doesn’t count either!
Well, there you go – you’re starting the process of longer-term financial
planning.
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3.3.4 Planning considerations
To end this section on planning, we can consider a few important points
that should always be taken into account when making financial plans.
■ Plans should always be as flexible as possible, because needs can change,

circumstances can change and initial plans can go wrong. The plan should
allow for changes along the way.
■ It is possible to anticipate some potential problems or changes to

circumstances and build them into the plan. Plans should also allow for
the unexpected – things that can’t be predicted. This is where emergency
funds and insurance plans come into it.

Andy and Diana

put money in a
savings account
each month.

■ Priorities change as we move through the life stages. This means that

what was an important goal at one stage could be overtaken by a more
pressing need later in life.

3.4 The main savings options
Having looked in general at the financial planning process, we can now
move on to look at the range of savings products that can help people to
achieve their objectives.
We will limit this section to deposit-based savings rather than the full range
of investments available; we will consider other investments in later topics.

3.4.1 Deposit accounts
As we saw in Topic 1, savings accounts pay interest on the amount of
money in the account. The correct technical term for them is ‘deposit
accounts’, but we normally refer to them as ‘savings accounts’.
With a deposit account, the individual saves the money with a ‘deposit
taker’, which is usually a bank, building society or credit union.

10
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In the UK, deposit takers are subject to the rules of two financial regulators:
1.the Prudential Regulation Authority (PRA);
2.the Financial Conduct Authority (FCA).
In order to operate in the UK, deposit takers must be authorised by the PRA,
and they are subject to FCA rules on the way they conduct their business.
These rules are in place to make sure that deposit takers are financially
sound, that they are run properly and that they deal with the public fairly
and responsibly.
In the unlikely event that an authorised deposit taker runs into financial
difficulty, then the Financial Services Compensation Scheme (FSCS) will
protect savers’ money up to £85,000 per person.

Example
Someone with £50,000 in a building society will not lose any
of their money if the organisation goes out of business.
Someone with £100,000 in a building society that goes out
of business would have the first £85,000 protected, but
would be at risk of losing the other £15,000.
For this reason, experts suggest that savers should limit their deposit
accounts with any one provider to £85,000.
In general, deposit accounts are ideal for those who don’t want to take any
risks with their money and those who are saving for the relatively short
term. The money is safe but, over the longer term, the potential rewards
are not as attractive as other investments.
3.4.1.1 The basic principles of deposit accounts
Before we look at the range of products available, let’s look at the basic
principles of deposit accounts and how they are taxed.
In return for depositing money with the bank or building society, the saver
will receive interest on the amount held on deposit. Interest is paid at a rate
decided by the organisation, and will reflect the financial markets at the
time.
When interest rates are low, a typical basic savings account
will receive interest of about 1.5%. On a simple account,
where interest is credited to the account at the end of the
year, that means a payment of £1.50 per £100 held in the
account each year.
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Once the interest has been credited, the saver can choose to leave it
invested or can withdraw it. If they choose to leave it invested, it will be
added to the original savings amount and will itself earn interest. This is
known as ‘compounding’ the interest.
The interest rate figure quoted by the deposit taker, 2% for example, is the
‘nominal’ interest rate based on one payment at the end of the year. Most
accounts work out the interest due every day as a proportion of the nominal
rate. So, if the nominal rate is 2%, each day would earn 1/365th of 2% on
the original amount in the account. If the account holder takes money out
or adds money during the year, then the interest payment would be based
on how long the money was in the account. Take a look at the following
examples.

Dave
I put £1,000 into a deposit account at
the start of the year, and then withdrew
£300 after four months. At the end of
the year, I will receive the full year’s
interest on £700, and four months’
worth of interest on £300.

Anna
I put £1,000 into a deposit account at
the start of the year, and then paid in
another £300 after four months. At the
end of the year, I will receive the full
year’s interest on £1,000, and eight
months’ worth of interest on £300.

The top rates are usually available on what we could call ‘remote’ savings
accounts, where almost all transactions are carried out through the
provider’s website, over the telephone or by post. This suits savers who are
computer literate and those who don’t need face-to-face contact or the
comfort of having a local branch to sort out problems.
Banks and building societies also offer branch-based accounts, but the
additional expense involved generally tends to result in lower rates. Some
people, particularly those who are older, prefer branch-based accounts,
where they can talk to a ‘real’ person (ie face to face).

12
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3.4.2 Annual Equivalent Rate (AER)
Nominal rates of interest assume that interest is paid once, at the end of
the year. Some accounts pay (or ‘credit’) the interest more frequently
than once a year, usually monthly or quarterly. In this case, assuming
that the interest isn’t withdrawn, each time interest is credited it is
added to the total savings – and interest is then earned on the
increased amount for the next period. You might know this as
‘compounding’ from maths.
3.4.2.1 Compounding
Compounding means that the equivalent rate of interest over a
year is higher than the nominal rate. The more frequently that
interest is credited, the higher the real rate of interest. The
Annual Equivalent Rate (AER) is the equivalent rate if we allow for
the effect of compounding.
When interest rates are low, the effect of compounding interest is
very small. When rates are higher, compounding can make quite a
difference, as we can see in the example below.
Let’s assume that we invest £100 at 6% nominal interest, with interest
credited quarterly. The quarterly rate would be 1.5% (a quarter of 6%).

Table 3.1 Compound interest
End of quarter

Interest added

New total*

1

£1.50

£101.50

2

£1.52

£103.02

3

£1.55

£104.57

4

£1.57

£106.14

Total interest

£6.14

AER

6.14%

*The amounts in the table have been rounded up or down where applicable.

As you can see from Table 3.1, compounding quarterly adds 0.14% to the
nominal interest rate. Compounding the interest monthly would have
resulted in an AER of 6.18% (as shown in Table 3.2).
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Table 3.2 Compounding monthly
End of month

Interest added

New total

1

£0.50

£100.50

2

£0.50

£101.00

3

£0.51

£101.51

4

£0.51

£102.02

5

£0.51

£102.53

6

£0.51

£103.04

7

£0.52

£103.56

8

£0.52

£104.08

9

£0.52

£104.60

10

£0.52

£105.12

11

£0.53

£105.65

12

£0.53

£106.18

£6.18

AER

6.18%

If the interest had been credited once, at the end of the year, the AER would
have been the same as the nominal rate of 6%. That's because £100 x 6% = £6.

Did you know?
Regulations require deposit takers to show the AER in adverts
for savings accounts, so that savers can see the real effect of
the way the interest is calculated.
Quoted AER figures assume that the money will be kept in
the account for the whole year, so what happens in real life
may be different, if money goes in and out of the account.

3.4.3 Taxation of savings accounts
In order to understand how tax is applied to savings accounts, you need to
know a few basic principles that we’ll consider here. We will look at income
tax in more detail in Topic 8.
3.4.3.1 Personal allowance
In order to work out someone’s income tax bill, we have to add together all
of their income from work, savings and investments to arrive at their total
income.

14
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Everybody is entitled to a ‘personal allowance’ for income tax. This is an
amount of income that they can receive before they start to pay income tax.
Anyone with income below that figure will not pay income tax. You can find
the figure for the current tax year on the GOV.UK website.
The amount of tax paid on interest received depends on the amount of
interest received and the saver’s total income. The rules are quite
complicated, so we’ll focus on the main rules and keep it as simple as
possible.
3.4.3.2 The system for taxing savings interest
The rules for the taxation of interest changed on 6 April 2016. Before that
date interest was paid with 20% income tax already taken off. Those who
shouldn’t have paid tax had to claim it back or fill in a special form to have
the interest paid without tax.
From 6 April 2016, savers receive interest without tax taken off – ie they
receive the interest ‘gross’ (GOV.UK, 2016). Taxpayers have a ‘personal
savings allowance’, which entitles them each year to some savings interest
tax-free:
■ If someone’s income, including savings interest, is less than the personal

tax allowance, they will not pay any tax on their savings.
■ There is a ‘starting rate’ band of £5,000 for savings interest. So we add

£5,000 to the current year’s personal tax allowance.

Example: starting rate for savings interest
In 2017/18 the personal allowance was £11,500, so if we add
that to the £5,000 starting rate band, we end up with
£16,500. Let’s call this the limit.
If someone’s non–savings income (from work and pensions)
is below the limit, any savings interest taking the total
income up to the limit (£16,500) is tax free.
■ For basic-rate taxpayers, the first £1,000 of interest received each tax

year is tax-free. If someone qualifies for the starting rate band but still
has some savings interest over the limit, the next £1,000 of interest is
also tax free.
■ For higher-rate taxpayers, the first £500 of interest received each tax year

is tax-free.
■ Additional-rate taxpayers do not receive the personal savings allowance,

and pay tax at 45% on all their interest.
Any interest above the saver’s personal savings allowance is still paid gross,
but the saver has to pay tax on it. The rate is 20% for basic-rate taxpayers
and 40% for higher-rate taxpayers.
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Let’s look at some examples.

Ryan
I earn £25,000 a year and receive
savings interest of £1,200 from my
building
society
account,
which
contains inheritance money from my
grandmother.
I am a basic-rate taxpayer, so I’m
entitled to a personal savings allowance
of £1,000. I will receive the first £1,000
of interest tax-free, and then pay £40
income tax (20%) on the last £200.

Clare
I earn £44,000 a year and receive
£1,000 gross savings interest from my
building society account. Here is my
tax calculation.
■ I’m a higher-rate taxpayer. My
personal savings allowance means I
can receive the first £500 of interest
tax free.
■ The other £500 of the interest is paid
gross but I have to pay £200 tax
(40%) on it.

We can now move on to look at the different types of savings accounts.

3.4.4 Instant access accounts
Instant access accounts are the most common everyday savings accounts.
The saver will receive a variable rate of interest on their savings, which
means that it will change each time the provider changes its rate. The rate
will be quite low in comparison to other accounts, because the saver can
take money out or close the account without giving any warning and will
not be penalised.
This means that instant access accounts are ideal for emergency funds –
savings that might be needed in the very near future or money that the saver
doesn’t want to tie up for a long time, because their needs might change.

16
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Some instant access accounts pay a special ‘bonus’ rate for a specified period,
allow only a limited number of withdrawals a year or impose other conditions.
It’s important to be aware of any conditions before opening an account.
Table 3.3 gives some examples of instant access accounts. All the accounts
offer a variable rate, so the amount of interest could go up or down.
However, one of these accounts is not as good as it seems. Can you spot
which one?
Table 3.3 Examples of instant access accounts
Provider

Total rate

Conditions

RCI Bank

1.65%

None

Virgin Money

1.41%

3 withdrawals per year, no penalties

Post Office (Instant saver)

1.2%

1.1% bonus for 12 months

Skipton Building Society

1.25%

None

Aldermore Bank

1.25%

Minimum balance £1,000

Source: moneysupermarket.com, 2016

Did you spot the potential trap with the Post Office account? You get 1.2%
for 12 months, but when the bonus is removed you get 0.1%, which is over
1% less than an account with no bonus!
Savers need to be very careful when selecting accounts that offer a bonus
for a limited period. As you can see from Table 3.3, in some cases the total
rate, including the bonus, may not be much more (and could even be less)
than is available with a non-bonus account. In general, people don’t like
changing bank and savings accounts too often – a fact that financial
organisations are well aware of. So some organisations offer tempting rates
to attract people and then poor rates once the initial bonus offer has
finished, relying on the saver remaining loyal or not bothering to change.
Experts recommend looking at a provider’s record of interest rates over the
past few years (ie by regularly checking sites such as MoneySavingExpert),
rather than choosing the provider offering the best current total rate.

Did you know?
In many cases, the provider offering a slightly lower interest
rate may have a history of maintaining good rates, which
would mean the saver may be better off over the longer term.
It is also important to review the account at the end of any bonus period,
with a view to moving the account to achieve a better ongoing rate. With
the development of internet-based accounts, this is a relatively simple and
straightforward process.
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3.4.5 Notice accounts
Notice accounts offer a higher rate of interest in return for the saver
agreeing to give notice if they want to take money out of the account.
The key facts about notice accounts are as follows.
■ Accounts are offered with a variety of notice periods, from

30 to 365 days.
For example, with a 30-day notice period, the saver will
have to give the provider 30 days’ notice (or warning) that
they want to withdraw some money.
■ Accounts offer a variable rate, which means that the rate

can change at any time.
■ Generally the longer the notice period, the higher the

interest rate – but this is not always the case.
■ Some providers offer tiered interest rates. This means that

higher savings amounts earn higher rates of interest.
■ Accounts offering higher rates of interest generally have a

minimum initial amount to open the account, often as
much as £1,000.
Many accounts do not have a minimum amount, but offer
slightly lower rates.
■ If the saver can’t give the required notice for a withdrawal,

they can still have their money but will lose interest, based
on the number of days’ notice required.
So, for a 30-day notice account, they would lose 30 days’
interest.
Notice accounts may be good for savers who know that they will not need
immediate access to their savings and will be able to give the required
notice to take money out.
This could include people saving for something with a particular future date
in mind.

3.4.6 Bonds
Some savings accounts are called ‘fixed-rate bonds’. They offer a fixed rate
of interest for a fixed period, typically between one year and five years,
although some recent offerings have a seven-year term.
In general, as with notice accounts, the higher the amount invested, the
better the rate offered.
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The key facts about bonds are as follows.
■ Most bonds have a minimum investment amount, typically

between £500 and £10,000, although some are much
higher.
■ The interest rate offered will be higher than instant access

or notice accounts, because the saver will have to tie their
money up for the term of the bond, unless they pay a high
penalty.
■ Many bonds are offered as ‘issues’, which means that

savers can only make their investment up to a certain date.
This is known as the ‘issue period’. After that date, no
further money can be saved in that particular bond. The
provider might offer a new issue at a different rate and with
different conditions.
For example, Savemore Building Society offers a two-year
bond with a fixed rate of 2%, with investment available up
to 31 July 2019. That means that investors will not be able
to put any money into that bond after 31 July 2019.
Savemore might then decide to launch another issue of the
bond at a different interest rate.
■ Most accounts will not allow savers to withdraw money

from the bond during the term. Savers may be able to close
the account during the term and take all their money, but
would be subject to a penalty of up to one year’s interest.
■ Some accounts allow savers to take out a limited amount

of their money during the term without penalty, but this
flexibility may come at the price of lower rates.

3.4.7 Sharia-compliant accounts
Under Islamic Sharia law, money is seen purely as a medium of exchange
to buy things and pay for services, and it is not permissible to make money
by exchanging money with someone.
This means that it is not permitted for Muslims to pay interest on money or
to receive interest on money.
However, Sharia law does allow an individual to make a profit by using
money, as long as the profit is generated in an ethical way. This excludes a
number of investment areas, such as alcohol, tobacco and gambling.
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Did you know?
Sharia law is seen as
‘divine’ law in Islam, and
covers many moral and
cultural issues. It comes
from the Qur’an – Muslims’
holy text – and the Sunnah,
which comprises the life
and words of the prophet
Muhammad.

Sharia-compliant accounts provide similar benefits to standard savings
accounts, but the mechanics are different. Rather than paying interest on
the saver’s money, the provider pools together savers’ money and engages
in Sharia-compliant profit-making activities. The provider and saver share
in the profits made, and the investments are geared towards making a
target profit for the saver.
Accounts can offer variable and fixed rates of return as a percentage of the
money in the account – like basic savings accounts. Profits distributed are
taxed in the same way as deposit accounts.

3.4.8 Credit union savings accounts
Credit unions are financial co-operatives run for the benefit of their
members, who are linked by ‘common bonds’. This means that members
are linked in some way, perhaps by:
■ living in the same area;
■ working for the same employer;
■ belonging to the same club, church or other association.

Credit unions are authorised and regulated as deposit takers, and their
savers are protected through the Financial Services Compensation Scheme.
Credit unions offer savings and loan facilities for members. Savers invest
cash in units of £1, with each unit buying a share in the credit union. The
credit union makes a profit by:
■ lending savers’ money to members needing loans;
■ making low-risk investments.

The credit union usually shares its profits with members by paying an
annual dividend for each share held. The rate varies between credit unions,
and in a time of low interest rates is typically 1–2%, although the maximum
return allowed by law is 8% and the payment depends on the profits made.
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To all intents and purposes, the ‘dividend’ is the same as interest, and
larger credit unions are able to offer fixed interest rather than dividends.
All members are equal, regardless of the size of their shareholding.
Credit union interest and dividends are taxed in broadly the same way as
ordinary deposit accounts, and it qualifies for the personal savings
allowance.

3.4.9 Individual savings accounts (ISAs)
For many years, governments have tried to encourage people to save for
their future through a number of schemes that offer tax benefits. Individual
savings accounts (ISAs) have been available since 1999. They provide a sort
of ‘wrapper’ to hold other investments in, the big attraction being that
income and profits made are tax-free.
There are two types of regular ISA:
1. Cash ISAs – a cash ISA is simply a deposit account held within the ISA
‘wrapper’. Cash ISAs are offered by the same organisations that provide
savings accounts. Providers can offer instant access accounts, notice
accounts and fixed-rate, fixed-term accounts. All interest is paid tax-free
and it does not have to be declared as income.
2. Stocks and shares ISAs – the investment can be in a range of stocks
and shares and investment funds. All income and profits are tax-free.
There is an annual limit to ISA investment, which is reviewed in the Budget
each year. You can find this limit on the GOV.UK website.

Of the total ISA limit per person:
■ the whole amount can be invested in a stocks and shares

ISA;
■ the whole amount can be invested in a cash ISA;
■ the investment can be split between the two types in any

proportion.

Savers aged 16 or over can invest in cash ISAs, but savers must be 18 or
over to invest in a stocks and shares ISA.
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It is only possible for a person to invest in one cash ISA and one stocks and
shares ISA in any one tax year, although ISAs can be moved to other
providers. This means that, if an interest rate falls with their current
provider, a person can move their ISA to another provider to take advantage
of a better rate. It’s also possible to move a cash ISA into a stocks and
shares ISA and vice versa.
It is also possible to arrange a ‘junior ISA’ for those under the age of 18.
Adults can open a junior ISA for children under the age of 18, and an
individual aged 16 can open one for themselves. The investment limit for a
tax year can be invested in cash, stocks and shares or both.
There is no minimum investment rule for ISAs, although providers can set
minimum investment levels if they want. There is no maximum limit for
ISAs built up over the years.

3.4.10 Lifetime ISA
It was announced in the 2016 Budget that savers aged between 18 and 40
will be able to open a Lifetime ISA in which to invest up to £4,000 a year
and receive a 25% bonus from the government. So, for every £100 the saver
invests, they will receive £25 from the government.
The Lifetime ISA comes with a few conditions:
■ It counts towards the annual allowance for ‘regular’ ISAs, so an eligible

saver could put £4,000 into a Lifetime ISA and the balance of their ISA
allowance into a regular ISA.
■ Once started, contributions can continue until the saver is 50, and they

can be stopped and started.
■ The money is meant to be kept in the Lifetime ISA until the saver reaches

the age of 60. However, they can use the Lifetime ISA to buy their first
flat or house before that age.
■ If money is taken out of the Lifetime ISA before the age of 60 for any

other reason, the saver will receive no government bonus and will have
to pay a 5% charge on the amount withdrawn.

Summary
Finally, we can recap what we have learned in this topic.
We have learned:
■ the difference between short-, medium- and long-term planning;
■ the importance of goals (objectives);
■ the importance of reviewing and adjusting financial plans;
■ the key features of the basic savings products.
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Key terms
Annual Equivalent Rate (AER) – the equivalent interest rate, restated from

the nominal rate, if we allow for the effect of compounding over the year.
Aspiration – something a person would like or would aspire to, rather than

something that they absolutely need.
Bond – a savings account that offers a fixed rate of interest for a fixed term.
Credit union – a financial co-operative run by, and for the benefit of, its

members.
Critical milestones – important points along the timeline for achieving an

objective.
Deposit – cash in a savings account.
Financial Conduct Authority (FCA) – the UK regulator responsible for the

way in which financial firms market and sell their products.
Financial Services Compensation Scheme (FSCS) – a scheme that provides

compensation to customers if an authorised UK financial firm becomes
insolvent (see ‘insolvency’).
Goal – a target to plan for.
Individual savings account (ISA) – a tax-free savings and investment account.
Insolvency – when a company cannot afford to pay its debts; similar to
‘bankruptcy’ for an individual.
Instant access – a savings account that allows the saver to take out money

as and when they need it.
Interest – money earned by putting money ‘on deposit’ in a deposit

account.
Lifetime ISA – a form of ISA available to people aged between 18 and 40 that
lets them save up to £4,000 a year and receive a 25% government bonus.
Need – a need is something that a person should or must have as part of

their life.
Notice account – a savings account that requires the account holder to
give notice if they wish to take money out.
Objective – see ‘Goal’.
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.
Prudential Regulation Authority (PRA) – the UK regulator responsible for

making sure that financial firms are authorised to operate in the UK and
are financially sound.
Starting rate – applies to savings interest. Up to £5,000 of savings interest

is tax free for those with relatively low income.
Want – see ‘Aspiration’.
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