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William Feather 

A budget tells us what we 

can't afford, but it doesn't 

keep us from buying it. 

Suze Orman 

The only way you will ever 

permanently take control of 

your financial life is to dig 

deep and fix the root 

problem. 

1. PERSONAL FINANCES 

The definition of ‘finance’ basically relates to the management of money. As such, its scope 

can apply to nation-states, corporations and even individuals, although this set of 

discussions is essentially a basic primer covering personal finances. Of course, for many, the 

scope of personal financial management covering long-term savings and investments may 

not be a priority, when income is immediately consumed by the day-to-day cost of living. 

However, in today’s world, total ignorance of financial matters is not advised. 

 

 
Note : At the start of the 20th century, only a small percentage of people had any kind of retirement pension. As such, 

they were faced with some stark options: 1) work until they dropped, 2) work part-time, if possible, for a small income 

in-lieu of pension, 3) stop working and rely on family, 4) suffer the consequences, e.g. 

the poor house. 

 

While, today, many are simply struggling to pay all their immediate bills, the management of 

personal finances, i.e. income and outgoings, can still be quite a complex ‘juggling act’. For 

example, many aspire to own their own home, usually purchased  via a mortgage, which 

then invariably entails some form of financial management of bank accounts and credit 

cards. As a result, the payment of all loans has to be managed, while also giving some thought to the need to secure a pension 

and, if possible, some savings for any ‘rainy days’ that might lay ahead. Strangely, while this situation is hardly new, few are 

ever taught even the basics of personal finance in school and therefore possibly enter the adult-world understanding little 

about the necessity to manage their finances in either the short or long term. 

 

 Short term: 

The temptations and pitfalls of easy access credit has to be carefully managed, and possibly avoided, when first 

aspiring to own a car and/or when first moving out of the family home into rented accommodation. In addition, most 

students can now be confronted with the need to take out a loan to cover the cost of their higher education, which 

can easily amount to £50,000 over a payback period of 25 years. While repayments may start off as low as 

£30/month, by the end of 25 years, this amount may increase towards £300/month. As such, many young people can 

easily fall into debt from the very start of their adult lives, which may then take years to pay off. 
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Ron Lewis 

Financial literacy is an issue 

that should command our 

attention because many are 

not adequately organizing 

finances for their education, 

healthcare and retirement. 

Jules Renard  

I finally know what 

distinguishes man from the 

other beasts: financial 

worries. 

Douglas Adams  

“Funny,” he intoned funereally, “how 

just when you think life can’t possibly 

get any worse it suddenly does.” 

 Long term: 

Today, many still aspire to buy their own homes, which will probably represent the largest investment they will ever 

make. However, this investment normally requires an initial, and normally substantial, deposit to be saved plus the 

continuity of long-term employment in order to pay off the mortgage over a period  of some 25-35 years. Equally, 

while there is a perception that house prices only ever escalate upwards, like all investments, the value of a house can 

fall and lead to negative equity problems, if certain pitfalls are not understood. Finally, as we live longer, the state and 

employers appear to be signalling that they are no longer willing to underwrite 

any guarantees about the value of any future pensions. As a consequence, many 

may consider the equity value in their home as part of their long-term investment 

plan; especially if any significant personal pension contributions have to be 

deferred in order to cover ‘more pressing demands’ on income. While this idea is 

not unreasonable, unlocking this equity in retirement is not as straightforward as 

some may initially assume. 

 

One example of ‘more pressing demands’ can be the significant cost of children, if and when they arrive, which may be 

compounded by growing worries over life-long job security as middle-age is approached. Therefore, the goal of this primer is 

simply to provide a basic overview, which while not necessarily representing anything like the full complexity of the financial 

world may illustrate some of the basic principles at work. 

 

 

 

For example, in order to illustrate the consequences of purchasing, or not purchasing, a mortgage or a pension, model 

examples will be based on the assumptions of an average working life of 40 years, i.e. 25-65, followed by a retirement of 20 

years, i.e. 65-85. It is highlighted that while these assumptions may be valid today, any projection extending some 60 years into 

the future must be treated with caution. Although there are many possible circumstances that could be projected onto the 

basic assumptions above, the model to be followed will focus on the fact that most people live in some form of partnership, 

where they initially share the cost of getting onto the property ladder plus the other typical financial considerations, e.g. cost of 

living, cost of children and securing a retirement income. However, before 

discussing some of the specific issues associated with this model, it may be useful to 

provide a brief introduction to the scope of financial services plus how the basic 

mechanism of interest rates can underpin, or possibly undermine, savings and loans 

that most people have to consider at some point in their lives. 

http://en.wikipedia.org/wiki/Negative_equity
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Finance Models 

This discussion of personal 

finances has developed a 

number of models and 

tables using an Excel 

spreadsheet, which may or 

may not be useful to others 

wishing to review the details 

- see 'Finance Models.xlsx' 

Milton Friedman 

Inflation is taxation without 

legislation. 

 

1.1 Financial Service Industry 
 

While some of the details of this outline of ‘financial service industry (FSI)’ may not seem 

relevant to a basic primer on personal finance; a basic understanding of the key motivation 

behind this ‘industry’ is important to take on-board, i.e. it is driven by profit. Typically, an 

individual will make 3 major financial investments in their lives, i.e. buying a house, saving 

for a pension and buying some form of retirement annuity. All three of these investments 

represent a money making opportunity to the FSI, such that it is important to remember 

that you are NOT their first priority, when you enter into any legally binding agreement. 

Therefore, it can be instructive to understand a little about the scope of the financial service 

industry and how it makes its profit from millions of individuals. In many ways, it would be 

nice to provide an initial introduction that simply ignored the issue of inflation, as we tend 

to intuitively equate the value of money in today’s purchasing power. Unfortunately, removing the effects of inflation would 

then mask other factors, which are felt important to highlight within the context of the examples to be given. The following 

graph gives some historical insight to the fact that the rate of inflation has varied considerably from its current low rate in the 

order of 2.5%. 

 

 

 

 

 

 

 

 

 

 

However, it is possibly more informative to show the effect of inflation running at an average rate of 2.5% over the next 60 

years, based on the value of £1, although in practice it will probably be subject to much variation, as reflected in the graph 

above. 

Years 0 10 20 30 40 50 60 

Amount £1.00 £0.78 £0.61 £0.48 £0.37 £0.29 £0.23 

http://www.mysearch.org.uk/website2/code/xls/Finance%20Models.xlsx
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John Kenneth Galbraith 

 Under capitalism, man 

exploits man. Under 

communism, it's just the 

opposite. 

So, in effect, inflation causes the monetary value of £1 to fall over time and the illustrative example above shows the 

purchasing power of £1 falling to 23% of its present-day value after 60 years; while the historic chart below suggests that the 

value of £1 has eroded to almost nothing since 1700. 

 

 

 

Of course, in practice, the pound in your pocket is normally offset by an equal inflationary increase in wages and interest on 

savings, at least, in concept. However, there is a knock-on effect associated with interest rates, when applied to savings, which 

requires consideration in a wider context. While interest rates are linked to inflation within the general economy, they are also 

a mechanism that allow financial institutions, such as banks, to make money. At a very basic level, a bank is simply a financial 

service that costs money to operate, which as a business it needs to recover with a profit in mind. Basically, this type of 

business model operates by lending money at a higher interest rate, which covers its operating costs and the interest paid on its 

saving accounts. While the following model might be considered to be laughably simplistic, - see Bank, Money & Loans for more 

details, it may still demonstrate how a bank, in principle, may be established with a ‘total capital’ of £10 billion, where 

conceptually it must hold 10% as a ‘reserve fund’ with a ‘central bank’, e.g. The Bank of England. This leaves our model bank 

with a ‘working capital’ of £9 billion that it can offer as loans with an interest charge associated, e.g. 7%, which would return a 

‘working profit’ of £630 million. However, this figure must also cover the ‘operational costs’ of the bank plus the ‘ saving 

interest’ that amounts to £400 million, leaving  a final ‘profit’ of £230 million. 

 

Line Item % Breakdown 

Total Capital 100.00% £10,000,000,000 

Reserve Fund 10.00% £1,000,000,000 

Working Capital 90.00% £9,000,000,000 

Working Profit 7.00% £630,000,000 

Operational Costs 1.00% £100,000,000 

Savings Interest 3.00% £300,000,000 

Total Cost 4.00% £400,000,000 

Profit 2.30% £230,000,000 

http://www.mysearch.org.uk/website2/html/69.Banks.html
http://www.mysearch.org.uk/website2/html/70.Central.html
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CISI 2012 Survey  

Two-thirds of financial 

services practitioners retain 

little or no trust in the UK 

banking industry following 

the latest scandals to hit the 

sector. Of respondents, 25% 

had zero confidence in 

banks, that compared with 

only 2% considering them to 

be totally trustworthy.  

 

On the level of trust: 

little:43% , reasonable:21%, 

 significant:9%.  

 

Others argued that the 

banking sector has been 

corrupted by the need for 

annual profit growth at all 

costs. Another said: “The 

scandals and greed never 

stop. We need to see a clean 

financial services sector with 

no more FSA fines for the 

next five years to rebuild 

trust. Only personal fines for 

directors and prison for 

perpetrators can change the 

fat-cat culture. 

So, based on the model above, the ‘total cost’ of maintaining £10 billion of capital is £400 

million, which it recoups by lending out its ‘working capital’ at a higher rate, e.g. 7% and 

results in a final profit of £230 million or a 2.3% return on £10 billion total capital. Today, 

even quite modest banks may have to ‘access’ to what appears to be very substantial sums 

of money like £10 billion. 

 

Note: In practice, banks raise their savings capital in a number of ways, e.g. 

stakeholders, shareholders, market lending and governments. Often the original 

‘stakeholders’ are very rich people who see the bank as a long-term investment that 

will be relatively risk-free, while still providing a good rate of return, i.e. profit. While 

individual ‘shareholders’ may operate on a similar basis as stakeholder, it is usually 

on a smaller scale. 

 

It may be worth highlighting that while ‘banking’ is a ‘financial service’  that normally 

operates as a ‘business’, i.e. it has to make a profit, banks also have a more fundamental 

role to play in the wider economy. Although the scope of this issue is not the subject of this 

discussion, banks often act as a broker between ‘investors’ and ‘borrowers’ that is critical to 

the ‘growth of an economy’. However, within the simplicity of the current model, we are 

only assuming that banks work by taking a little slice of a very big pie, whereas in practice, it 

is not against their principles to take a much larger slice, when the opportunity arises or 

they think they can get away with it. If you check out the profits posted by some of the 

mortgage banks, you will see that this model is not that far from reality. 

 

Note: Many banks also recoup operational costs associated with setting up a loan by 

imposing charges and fees, which may not be immediately obvious. In principle, the 

Annual Percentage Rate (APR) should aggregate these charges into an effective 

interest rate, although many banks still find ways of imposing additional charges. 

 

So, to summarise, our simple bank model has assumed that all customer savings earn a 

compound interest of 3%, while the bank uses the same money to earned 7%. In principle, 

many financial institutions operate by taking money at one rate and lending it at a higher 

rate, where the difference minus the operational cost becomes their net profit. However, today, there are many types of 

financial institutions offering what may appear to be a bewildering range of services, both savings and loans, although the 

underlying principle may still conform to the general description provided, the actual interest rates charged may differ widely. 

 

Note: Since the financial crash of 2008, interest rates paid out to savers as fallen towards zero. As such, the cost of 

borrowing money has also fallen. However, the basic principle of one rate for savers and another for borrower still 

applies, although the essential simplicity of this model is rarely obvious in the real world. 

 

http://www.mysearch.org.uk/website2/html/6.Economics.html#2008_Finacial_Crash
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As indicated, today, financial services now encompass a 

broad range of financial business models that manage 

money, e.g. banks, credit unions, credit card companies, 

insurance companies, accountancy companies, consumer 

finance companies, stock brokers, investment fund 

managers and even some government sponsored 

enterprises. However, we shall proceed on the basic 

assumption that most financial services, but not 

necessarily all, operate on the profit margin between the 

interest rate given to savers and the rate charged to 

borrowers. However, it should come as no surprise that 

the financial services industry is always on the lookout 

for new ways to maximise profit through 

new ‘innovative’ services. 

 

So does money really make the world go round? 

 

While this is a well worn adage, it might be argue that it is ‘loans’ and ‘interest’  that really drive the economy, where money is 

simply an exchange mechanism that is primarily confined to an accounting balance sheet – see Private Bank Money for more 

details. However, in the context of personal finance, one of the biggest innovation was the introduction of credit cards, back in 

the 1960’s. Of course, this trend was not something that just happened all by itself, as it was a situation essentially engineered, 

and possibly later exploited, by financial institutions and governments, which recognised instant credit as another source of 

both profits and tax revenue that could fuel growth in the economy. Today, following the 2008 financial crisis, bank interest 

rates offered to many high-street savers is typically in the range of 0-3%, while the cost of a high-street bank loan may range 

between 5-25% APR depending on the amount and period of payback. In contrast, mainstream credit cards may charge 

between 15-20% APR, while others on offer to people with lower credit ratings can escalate between 100-1000% APR. At the 

top end of this market, i.e. the payday loans, interests rate can approach 5000% APR. The justification of such high interest 

rates is often defended on the basis of administrative overheads, inclusive of higher rates of default, although one might 

questions why loans carrying such prohibitive interest rates are ever offered to people who clearly cannot afford them. 

 

What about investments as opposed to savings? 

 

Another ‘innovation’ of the last few decades has been the buying and selling of stocks and shares, which is now seen to be 

within the remit of a personal financial investments. Of course, financial services are happy to facilitate almost any type of 

investment, especially if offering a higher rate of return and incurs no additional risk to themselves. Today, many financial 

services will offer different ‘portfolios of investments` across a range of different ‘risk markets’. While this issue is not really the 

subject of this primer, it is worth stressing that the risk of loss is invariably always placed on the customer, not the financial 

service provider. There is Latin term for this situation that may be worth committing to memory, i.e. ‘caveat emptor’, which 

basically means ‘buyer beware’, such that the bottom-line is that many financial services operate to maximise their profits 

without necessarily giving too much concern towards the potential loss-risk to their customers. Another sector that the 

financial service industry has also recognised as being another profitable market is associated with mortgages and pensions, 

especially when accepted as a necessity by the population at large. As this is such an important investment to most people, it 

http://www.mysearch.org.uk/website2/html/71.Private.html
http://www.mysearch.org.uk/website2/html/6.Economics.html#2008_Finacial_Crash
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might be worth extending the discussion to another illustrative example showing the scale of this aspect of the financial service 

industry. We might start by assuming there are approximately 60 million people in the UK, where 20% of the population are 

below 25, 60% are between 25-65 and the remaining 20% are over 65. 

 

Note: The percentage of the population over 65 in 1901 was around 5%. The increase in the percentage number of 

retired people from 5 to 20% in the last 100 years has caused a big headache for government pensions and spawn a 

growing need for personal pensions. 

 

The previous approximation equates to about 36 million people of working age, although statistics suggest that only 75% are in 

full-time employment, i.e. 27 million people. Therefore, we might use this figure as a potential target market for mortgages and 

personal pensions in order to make some ‘ballpark estimates’ regarding the potential value of these markets to the financial 

service industry. We will start with the mortgage market by making the assumption that only two-people partnerships acquire 

mortgages, such that the size of our potential target market would be 13 million. However, by anecdotal evidence suggests that 

the UK figure is closer to 10 million, where each mortgage might be assigned an average value of £100,000, e.g. 

 

Service Number Value 
Total Value 

(Billions) 

Yearly  

% Profit 

Yearly Profit 

(Billions) 

Mortgages 10,000,000 £100,000 £1,000 3% £30 

 

As such, this is potentially a trillion pound industry in the UK, which would return a £30 billion year-on-year profit, if we assume 

the 3% profit margin of our basic model. Given that each mortgage is secured by a legally binding contract, 10-20% deposit and 

the equity in the property itself, there is virtually no risk of loss to the lender and, based on the 3% interest assumed, the lender 

would net £42,263 in interest over 25 years on each average £100,000 mortgage, although this figure increases when the 

payback period is extended to 35 years or, worse still, the interest rate is increased. 

 

Mortgage £100,000 £100,000 

Years 25 35 

Interest 3.0% 3.0% 

Monthly Cost £474 £385 

Yearly Cost £5,691 £4,618 

Total Paid £142,263 £161,637 

Total Interest £42,263 £61,637 

 

OK, what about pensions and annuities? 

 

This is a little more difficult to estimate as historically many people have relied on a government state pension and some form 

of earnings related pensions paid for through national insurance (NI) contributions in the UK. Historically, many people also had 

a ‘works pension’ that was classed as ‘defined benefits (DB)’, where an employee might have originally accrued 1/60th of his final 
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Ernest Hemingway 

“I try not to borrow, first you 

borrow then you beg.”. 

salary for every year employed. As such, this employee would have been guaranteed a pension of 2/3 of their final salary after 

40 years (40/60) service. However, this type of pension is now quickly disappearing and being replaced by a pension classed as 

a ‘defined contribution (DC)’ pension. In a DC pension, each employee has their own pension pot into which they, and possibly 

their employer, may make contributions throughout their working life. On retirement, the employee invariably takes out an 

‘annuity’ to provide a yearly income for the rest of their life. However, for the sake of simplicity, we shall assume that in future 

all 27 million full-time employees will only have the option of a DC pension and aim to accumulate a pension pot of £100,000 

over a 40 year working lifetime. This would required a contribution of £2,500 per year, which is approximately 10% of the 

current UK average wage. What this size of pension pot might return by way of an annuity payout in retirement will be 

discussed in later discussions, but 5% per year might be optimistic, e.g. £5,000 per year per for every £100,000. 

 

Service Number 
Final  

Value 

Average 

Value 

Total Value 

(Billions) 

Yearly  

% Profit 

Yearly Profit 

(Billions) 

Pensions 27,000,000 £100,000 £50,000 £1,350 3% £41 

Annuities 27,000,000 £75,000 £37,500 £1,013 3% £30 

 

By way of clarification, although the final value of the pension pot might be £100,000, it must start off being zero and only ends 

up at the assumed value after 40 year, such that we might estimate an average pot as being half the final value. In contrast, the 

annuity value must decrease over the assumed 20 years of retirement and be subject to all employees taking a 25% lump sum 

on retirement. Again, we might assumed that the financial service industry managing the pension and annuity pots can make a 

3% profit as shown. In practice, the dynamics of these financial services can appear to be very complex and many people simply 

end up trusting the financial service industry to provide them with the best advice, which hindsight might suggest was not 

always wise. However, the only purpose of these illustrative example is to show that we are dealing with very large multi-billion 

pound industry, which has the power to influence governments and confuse its customers with complexity for, in truth, this is 

an area that few people understand well and many may start off in almost complete ignorance. 

 

1.2 Personal Wealth 
 

So, based on only the briefest of introductions, we might begin to understand that 

most financial services essentially want access to some of your personal wealth, i.e. as 

realised as a percentage of your income over your entire lifetime. As such, personal wealth is being equated to income plus any 

savings and investments an individual may make over their lifetime with the possibility of any inheritance, they ‘may’ one-day 

receive. 

 

http://www.mysearch.org.uk/website2/html/75.FSI.html
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Benjamin Franklin 

Your net worth to the world 

is usually determined by 

what remains after your bad 

habits are subtracted from 

your good ones. 

Daily Mail 

Legal experts used probate 

formula to calculate average 

Briton's wealth at £147,134, 

it's one ten-thousandth of 

the net worth of David 

Beckham And it is little more 

than a millionth of that of 

Britain's richest resident. 

The calculations include the 

average person's current 

pension pot, estimated in 

the region of £30,000, with 

mortgage equity accounting 

for an average of £75,000. 

The study of the assets of 

2,000 adults found that 46% 

had 'no idea', while 11% 

don't know what the term 

even means. It found that 

42% of adults don't think 

they are worth very much in 

monetary terms, and yet 

have a mortgage equity of at 

least £75,060. 

 
 

However, for a person on an UK average income of £26,500/year, the cost of living will probably consume all their income for 

most of their lives, such that their net wealth may only equate to the equity in their home in which they live, assuming they can 

save the necessary deposit and afford the mortgage repayments for the entire 25-35 year period. 

 

Note: For many, even this basic model will leave little to no capacity to invest in a 

personal pension, e.g. 10% of income, such that on retiring they may be dependent 

on the basic state-pension, which amounts to less than £6,000 for a single person 

and clearly does not cover the cost of living without additional welfare benefits. 

 

While many people perceive the increase in the value of their homes over  time as a profit, 

which may act as a potential pension fund in later years, inflation may simply negate any 

real change in the overall purchasing power of any ‘accumulated wealth’. People who own 

their property also often think they have the option to ‘downsize` to a smaller property or 

consider an equity release scheme. However, some notes of caution: 

 

 Let us simply assume an average house price of £250,000, which is purchased 

over 35 years. It may be possible, although not necessarily desirable, to buy a 

smaller house, bungalow or apartment for £200,000, possibly in a less expensive 

area of the country. While this would release £50,000, ignoring all house selling 

and purchase costs, this would still only amortise to £2,500/year over a 20 year 

retirement period.   

 

 Many property equity release scheme appear to pay an upfront amount of money 

for your house, but only take possession of the house after your death. However, 

the following table may be more illustrative of the implied cost in which the 

equity of a house, worth £250,000, is used to borrow £50,000 in a form of equity 

release with a 6% yearly compound interest rate. Based on the figures below, you 

would not be able to afford to live longer than 25 years, as after this time the 

house would have to be sold to pay off your original £50,000 debt that is 

approaching £250,000. 
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Epictetus 

Wealth consists not in 

having great possessions, 

but in having few wants. 

William Feather 

One of the funny things 

about the stock market is 

that every time one person 

buys, another sells, and both 

think they are astute. 

Thomas Jefferson 

Never spend your money 

before you have it. 

Years 5 10 15 20 25 30 

Debt £66,911 £89,542 £119,828 £160,357 £214,594 £287,175 

 

For many, the apparent wealth inferred by property ownership is an illusion, simply 

because most people do not really want to leave their ‘homes’ when they retire. Of course, 

unlike renting, once you finished paying the mortgage you do not keep incurring the 

significant cost of renting in your retirement years, plus if you are lucky enough to own a 

large expensive city house, the option to downsize into a nice bungalow in the countryside 

may be both financially and socially beneficial, although not necessarily guaranteed. Equally, people of a certain age, without 

children to inherit their property, may find they have nothing to lose by opting for an equity release scheme. While this 

description is not representative of everybody, many couples on an average wage may find themselves facing retirement with 

little more than the roof over their heads with virtually no savings or access to any additional pension plans beyond the state 

pension and welfare benefits. Sadly, by the time that many come to understand the reality of their situation, it is often too late 

to do anything about it other than to consider the 4 options outlined at the start. 

 

Note: The caveat on any possibly inheritance has been raised for many reasons; the most obvious being that there may 

be no money to inherit. Even if your ‘loved one’ owns a property, the equity may have to be used to paid for a suitable 

care home, which can easily range in cost between £30,000-£60,000 per year. While this aspect of end-of-life finances 

may be the last thing on your mind, when young, many elderly people eventually have to give up control of their own 

affairs through a ‘power of attorney’  that is then often abused, as money can be a powerful temptation. Given that we 

all grow old, the making of a will and provisioning of a person to act as your power of attorney is best considered before 

the onset of senility! 

 

1.3 Savings & Investments 
 

In practice, people on an average wage trying to buy a house and contributing to some form 

of long-term pension fund will probably have little to no financial capacity to consider any additional ‘savings and 

investment’ options. Unfortunately, the following cartoon is NOT a joke for many as they struggle to balance income with 

outgoings on a month-by-month basis: 

 

 

 

 

 

 

 

 

 

However, for the purposes of this initial financial primer, it may be useful to simply outline some basic considerations starting 

with the idea of ‘diversification’ such that your money is spread across a range of different type of savings and investments. In 

this context, the idea of diversification simply means not putting ‘all your eggs in one basket’. 

http://www.mysearch.org.uk/website2/html/74.Finances.html#4_Options
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Credit Scores  

Are based on payment 

history, how much you owe, 

the type of credit or loans 

you have, court records, 

bankruptcy or insolvency 

and being on the electoral 

register 

 

Type Options Risk 

Cash 

Cash can be secured in both current and 

savings accounts, although interest is 

often either zero or very low. ISA’s offer 

an alternative higher rate based on 1-3 

years investment terms and tax relief 

incentives. 

While the risk is low, the purchasing power of your 

savings can be  eroded, if inflation is higher than the 

interest rates paid. However, money in authorised UK 

banks or building societies is protected by the Financial 

Services Compensation Scheme up to £85,000. 

Premium Bonds 

While not guaranteed, the return rate is 

~1%. However, the chance of a big win 

are almost zero, as per the lottery, 

Risk is very low, but unlike the lottery, there is no 

ongoing weekly cost, the principal sum is safe and 

relatively easy to access, if needed. 

Fixed Interest 

Bonds 

Gilts or bonds are typically a fixed 

interest investment with a set time 

period, e.g. 3 years. 

Again, risk is relatively low and returns a stated interest 

if maintained for the defined period. This can restrict 

access should a financial emergency arise. Again, 

purchasing power of your savings can be still be eroded 

if inflation is higher than the interest rate paid. 

Shares 

Represents an investment in a 

company, where share price and 

dividends depend on the performance 

of that company. 

Investing in single company can be high risk, while 

investing in a fund or portfolio of companies may be 

used to spread risk. 

Property 

This can include residential or 

commercial property and buy-to-lets 

plus investments in property companies 

or funds. 

There is a higher risk for losses, but can offer higher 

returns, at least on paper. However, access to your 

savings may be restricted and subject to considerable 

delays  if directly invested into a property. 

 

Note: Given the increasing sophistication of computer crime, it might not be 

sensible to have all your savings accessible via on-line banking accounts. People 

who find it difficult to manage their finances may also find it difficult to manage 

and adequate secure all their access passwords and pin numbers. 

 

As a basic guide, you should consider moving any spare cash into a bank account that is 

protected by the Financial Services Compensation Scheme, which allows immediate access. 

After this initial step you can then take time to research which form of investment best 

suits your financial position, i.e. do you want or need to retain the option for immediate 

withdrawals that may then affect any interest paid. While your attitude towards risk may depend on  your personality, the 

following rule of thumb may be a useful initial guide: 

 

if you cannot afford to lose it, avoid high risk investments 

 

http://en.wikipedia.org/wiki/Financial_Services_Compensation_Scheme
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Credit Scores 

Are not based on loans to 

friends and family, mobile 

phone bills, utility bills, rent, 

council tax, pre-paid credit 

cards, personal details, your 

wages, savings or your 

partner’s credit unless you 

have joint accounts. 

Credit Score Tips 

Pay your accounts on time, 

close any unused accounts, 

do not apply for lots of 

credit, correct any errors on 

your credit history, do not 

max out credit cards or have 

high debt levels. 

People are often surprised that their credit rating is not affected by their savings, as this 

score primarily reflects credit and debt information about you that helps prospective 

lenders calculate your creditworthiness. 

 

Note: Your ‘credit score’ is influenced a number of factors, e.g. your salary, your age, 

number of children, credit and loan history etc. Basically, getting behind on 

payments or defaulting on a loan is bad news for your chance to get new credit or 

loans in the future at any reasonable level of interest. 

 

Based on the note above, your savings can still be an important factor, especially if your 

financial ’management’ has ‘slipped up’ . For although credit cards are often a useful necessity in the modern world, it can be 

easy to lose sight of escalating credit arrears, which are not being fully paid off at the end of each month. Should this occur, 

then accessible savings can be used to recover from an emergency situation. Equally, for 

many people aspiring to own their home, regular saving may be also be essential, if an 

adequate deposit is to be secured for some future mortgage applications. 

 

Note: Currently, most lenders will require a ‘minimum mortgage deposit’ of 5% of a 

property’s value to get a mortgage. Therefore, to get a mortgage of £200,000 to 

buy a property valued at £210,000, you will need to save a deposit of £10,000. By 

way of reference, the average house price in the UK is now in the order of £250,000. 

 

However, the issues surrounding the acquisition of a mortgage of £200,000, to be pay-off over a 35 year period at 5% interest, 

will be discussed in more details within the financial models to be outlined in a subsequent sections. 

 

1.4 Tax and National Insurance 
 

One last introductory topic before we turn our attention to the 

specifics of the main illustrative models. In the UK, as in most 

countries, you pay tax on your net wealth in many forms, both 

direct and indirect. The complexity of the total tax system includes 

many forms of taxation: 

 

 Income Tax 

 National Insurance 

 Value-Added Tax (VAT) 

 Council Tax 

 Car Tax 

 Fuel Tax 

 Indirect Taxes 

 Capital Gain Tax 

 Inheritance Tax 

 

http://en.wikipedia.org/wiki/Taxation_in_the_United_Kingdom
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The UK Tax System 

Tax is how the government raises money to spend 

on public services, such as education, health and 

the social security system. Tax is also levied on 

many goods and services in the shape of Value 

Added Tax (VAT). We pay income tax on the money 

we earn. Tax can also be levied on a range of 

transactions, such as inheritance and profit made 

on the sale of homes or antiquities. The tax system 

is over complicated, possibly by design. There are 

said to be only two certainties in life - death and 

taxes. Certain types of taxes apply to certain 

people, e.g. you have to earn above a certain limit 

to qualify for income tax and if you are self-

employed you may be entitled to claim back much 

of your VAT. There are exemptions, relief, 

thresholds and allowances.. 

National Insurance (NI) 

In the UK, NI is a system of contributions paid by 

workers and employers towards the cost of certain 

state benefits. It was initially a system of insurance 

against illness and unemployment, and later 

provided retirement pensions and other benefits. 

Ronald Reagan 

Government's view of the 

economy could be summed 

up in a few short phrases: If 

it moves, tax it. If it keeps 

moving, regulate it. And if it 

stops moving, subsidize it. 

Note: Capital Gain is a tax on profits or gains you make on the disposal of your assets in the range of 10%-40%, although 

the house you live in is exempt. Indirect taxes are linked to items such as tobacco and alcohol. 

 

Most people probably never realise how much of their ‘personal 

wealth’ is paid in tax, e.g. 50% might be a good starting estimate. 

Understandably, most governments do not necessarily want to 

highlight the total rate of taxation levied on the electorate. However, 

we shall only be outlining some of the issues associated with income 

tax and national insurance in the context of the income model to be 

outlined in the next section of discussions: 

 

 Income Tax is a system in which the more you earn, the 

more you pay in tax. It is offset by allowances to help the 

lowest paid and currently the first £10,000 of income is 

exempt and then taxed at 20% up to ~£32,000. Of course, 

the government is constantly ‘tweaking’ these numbers to 

help its re-election campaign, although in overall terms the 

situation rarely changes in any significant way as the cost of 

the services provided by the government only ever appears 

to increase, despite the current battle with the year-on-

year national deficit and overall debt.  

 

 In the UK, National Insurance (NI) entitles you to certain 

state benefits, though these vary according to whether you 

are employed, self-employed or making voluntary 

contributions. Full state pension is paid only to those who 

have an adequate NI contributions, currently 30 years. 

Most people who work pay NI contributions, but the class 

or type you pay depends on your employment status. For 

the purpose of this exercise, we will only consider Class 1 contributions, which are collected via the Pay As You Earn 

(PAYE) scheme between £7,956 and £41,865 at 12%. 

 

Over recent years, the government has been effectively phasing out any additional state 

pension, which was earning related and leaving up to the individual to provision their own 

private pensions. However, if many do NOT make adequate provision for any additional 

pension in retirement, then their only recourse may be to claim for additional welfare 

benefits, which will only put more demands on the national deficit in the future. Possibly 

for this reason, the government is now developing a new scheme called NEST, i.e. National 

Employment Savings Trust, into which employees will be auto-enrolled by 2017/18. Again, 

this scheme will be discussed in more details within the review of various income models to follow. In practice, the totality of 

the tax system is incredibly complex, possibly deliberately so, such that nobody can understand it. Therefore, there is probably 

little value in expanding on the details above, which are adequate for the basic income models to follow. 

http://en.wikipedia.org/wiki/Pay-as-you-earn_tax
http://en.wikipedia.org/wiki/Pay-as-you-earn_tax
http://en.wikipedia.org/wiki/National_Employment_Savings_Trust
http://en.wikipedia.org/wiki/National_Employment_Savings_Trust
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It has been calculated that 

FTSE 100 chiefs earn  on 

an average £4.3million, 

taking just 2.5 days to 

equal the UK's £26,500 

average salary. New 

figures from the ONS  

reveal the chasm between 

a rich 1% and the other 

99% of the country, where 

4 out of 5 new jobs are in 

averaging under £16,640 

for a 40-hour week, while 

working full-time on the 

£6.31 hourly minimum 

wage would gross just 

£13,124 in a year. 

1.5 Income Models 
 

The goal of this section of the discussion is to try to construct some basic income models that 

might be broadly representative of people, who earn an average UK salary of £26,500, live in a 

partnership, have bought a house , then share the household cost of living plus contribute 

towards a pension. Whether this model is ‘typical’ might be debated as the average family 

income in the UK is only £40,000, but let us proceed on the following assumptions: 

 

Item Person-1 Person-2 Combined 

Average Salary = £26,500 £26,500 £53,000 

Tax Allowance = £10,000 £10,000 £20,000 

Taxable Income = £16,500 £16,500 £33,000 

Tax Rate = 20% 20% 20% 

NI Allowance = £7,956 £7,956 £15,912 

NI Income = £18,544 £18,544 £37,088 

 NI Rate = 12% 12% 12% 

  

The two people in this partnership model earns the same, where the table above outlines both the tax and class-1 national 

insurance (NI) allowances and subsequent rates deducted by the government. The following table then quantifies the amounts 

paid in tax and NI plus pension contributions, mortgage and household costs to be subsequently discussed. 

 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £26,500 £53,000 100.0% 

Tax £3,300 £3,300 £6,600 12.5% 

NI £2,225 £2,225 £4,451 8.4% 

Net Income £20,975 £20,975 £41,949 79.1% 

Minimal NEST Pension £1,060 £1,060 £2,120 4.0% 

£200,000 Mortgage £5,691 £5,691 £11,381 21.5% 

Disposable Income £14,224 £14,224 £28,448 53.7% 

Household Costs £11,503 £11,503 £23,005 43.4% 

Balance £2,722 £2,722 £5,443 10.3% 

 

In the table above, we see the gross income, based on the average salary in the UK, has been reduced to a ‘net income’ of 

79.1%, after income tax and national insurance. However, earlier it was suggested that people, on average, may be paying 50% 
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of their income in tax. Of course, it needs to be remembered that most ‘household costs’ will incur 20% VAT, while items such 

as petrol and alcohol can be subject to an additional tax,  up to 60%, with house buyers also paying an additional tax in the form 

of stamp duty without even taking into account the council poll tax or car tax.  As such, the entire UK tax system might be 

described as a system of incremental ‘stealth’ taxation by which few people actually realise the total amount of taxation being 

levy on them. However, the definition of ‘Disposable Income’ in the table above also reflects that fact that most people have to 

pay off a ‘mortgage’ and contribute to a ‘pension’ for most of their working lives. 

 

Note: The figures given for the NEST pension and £200,000 mortgage will be explained and revised later in the 

discussion, as these figures represent a minimal pension and probably overly optimistic mortgage rate for the future. 

 

As such, the reduction of the disposable income to 53.7% of the gross income represents the money left to pay for the ‘cost of 

living’ in the form of the ‘household costs’. By way of clarification, and some justification, the household costs shown above are 

based on the following breakdown of typical costs, which are shared equally within the partnership. As both partners are 

assumed to be in full-time employment, it is also assumed that both will require the expense of running their own car. 

 

2-Person Household Cost Breakdown 

Category Item Cost % 

Utilities: 

Rates £1,000 4.3% 

Electricity £700 3.0% 

Water £400 1.7% 

Gas £700 3.0% 

TV £145 0.6% 

Phones £350 1.5% 

Broadband £200 0.9% 

House 

Maintenance: 

House DIY £500 2.2% 

Garden £500 2.2% 

Appliances £500 2.2% 

Furniture £500 2.2% 

Car-1: 

Depreciation £1,000 4.3% 

Tax £155 0.7% 

Fuel £2,000 8.7% 

Servicing £500 2.2% 

Insurance £500 2.2% 

Car-2: Depreciation £1,000 4.3% 

http://www.mysearch.org.uk/website2/html/81.Mortgages.html
http://www.mysearch.org.uk/website2/html/80.Pensions.html
http://en.wikipedia.org/wiki/National_Employment_Savings_Trust


the mysearch.org.uk website 
All great truths begin as blasphemies 

copyright ©: 2004-2015 
_______________________________________________________________________________________________________ 

 

 
20 of 45 

 

MoneyWise Survey: Homeowners in the UK have an average balance of almost £100,000 on their mortgage, according to 

new research. The survey of 20,000 people, reveal that the average outstanding home loan stands at £95,883. The findings 

also indicate that 68% of people are happy with their existing mortgage interest rate, while 13.4% will be re-mortgaging in 

the next year, but 1 in 5 people (18.5%) did not know if they would need to remortgage or not in the next 12 months. The 

average mortgage balance is indicative of the size of loans UK households are trying to service at a time when inflation is 

outstripping wage growth. The latest labour market figures from the Office for National Statistics indicate that annual wage 

growth stood at 0.8% in the first quarter of 2013 compared to the same period of 2012, while inflation is currently 2.8%. 

This means people's real take-home pay is being seriously eroded by the cost of living. 

 

Tax £155 0.7% 

Fuel £2,000 8.7% 

Servicing £500 2.2% 

Insurance £500 2.2% 

General: 

Clothes £1,000 4.3% 

Groceries £4,000 17.4% 

Holidays £2,000 8.7% 

Entertainment £1,000 4.3% 

Gifts £400 1.7% 

House £500 2.2% 

Insurance £300 1.3% 

  
£23,005 100.0% 

 

However, at this stage, no consideration has been given to the repayment of any student loans or the cost of purchasing 

household furniture and appliances when initially setting up home, which often incurs additional loans via credit cards. 
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Brief History of Pensions: Until the 20th century, poverty was seen as almost as a criminal act as cited in the 1495 

Vagabonds and Beggars Act, which imprisoned beggars. By the 15/16th century perception had soften to the point 

that the poor were 'merely' seen as morally degenerate and required to perform forced labour in workhouses. The 

beginning of modern state pensions was signalled by the 1908 Old Age Pensions Act, which provided 5 shillings, i.e. 

£0.25, a week for those over 70 whose annual means did not exceed £31.50. In 1946, the National Insurance Act 

completed universal coverage of social security, while in 1948, National Assistance Act formally abolished the poor 

law and gave a minimum income to those not paying national insurance. In 1992, the Social Security Contributions 

and Benefits Act was passed followed by the 1993 Pension Schemes Act and the 1995 Pensions Act. Later, in 2007 

Pensions Act raised the retirement age, which was quickly followed by the 2008 Pensions Act that allowed for auto-

enrolment in the National Employment Savings Trust (NEST). 

1.5.1 Pension Models 

 

At this point, it is worth making some comments about the 4% pension contributions indicated in the model, which is linked to 

the proposed UK pension scheme called  NEST, i.e. National Employment Savings Trust. While this scheme will not be fully 

operational until 2017/18, we might consider the following table as representative of a future ‘minimalist’ pension plan, 

although employees can still opt-out if they wish. In terms of our model, both partners have elected to go with the 8% 

minimum required by the scheme, which requires a 4% employee contribution, as outlined in the table below: 

 

Employee Employer Government Total Years Annuity 

4% 3% 1% 8% 40 20 

£1,060 £795 £265 £2,120 £84,800 £4,240 

 

At first glance this may appear to be a ‘good deal’ as the employee contributions have been effectively doubled. However, the 

scheme only requires the employer to put in 3%, irrespective of the employee contribution, and concerns have already been 

raised that some small businesses may put ‘pressure’ on their employees to opt-out. However, there is a more fundamental 

question that needs to be considered: 

 

How much pension will 8% provide? 

 

If we simply assume that the pension pot will keep pace with inflation, its value on retirement after 40 years will be £84,800 in 

today’s money, which sounds a reasonable amount until you amortise this sum over 20 years of retirement, i.e. £4,240/year. 

This works out at 5%, although it is unlikely that this rate will be realised through a pension annuity. More accurate figures 

regarding the pension pot and annuity are discussed under the heading 'pensions' within the final 'closing comments' 

discussion. 

 

How might we compare the disposable income in retirement to the model above? 

 

The originally the disposal income, before retirement, was calculated by deducting tax and national insurance plus the pension 

and mortgage cost from the salary, after which the household costs could be met, e.g. 

http://en.wikipedia.org/wiki/National_Employment_Savings_Trust
http://www.mysearch.org.uk/website2/html/84.Comments.html#Pensions
http://www.mysearch.org.uk/website2/html/84.Comments.html
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Original Disposal £14,224 £14,224 £28,448 100% 

 

However, in the table below, income is now based on the state pension plus an 8% NEST pension, as outlined above. While tax 

still has to be paid on income over the current £10,000 threshold, it can be seen that the revised net income of each person in 

this model hardly exceeds this threshold and so is ignored. As such, the net income is effectively the sum of the UK state 

pension and any pension annuity derived from the final NEST pension pot after 40 years. Therefore, in this case, the ‘net 

income’ is equivalent to the original ‘disposable income’  of the model above and can be compared directly: 

 

Item Person-1 Person-2 Combined % 

State Pension £5,880 £5,880 £11,760 41.3% 

Pension Annuity £4,240 £4,240 £8,480 29.8% 

Net/Disposal Income £10,120 £10,120 £20,240 71.1% 

Household £11,503 £11,503 £23,005 80.9% 

Balance -£1,383 -£1,383 -£2,765 -9.7% 

 

So, by normalising all amounts to present-day values, it appears that the revised net/disposal income in retirement falls to 

71.1% of the original disposal income prior to retirement. While we can see that the ‘balance’ is not enough to cover the 

‘ household costs’ , it would appear that the retirement income is actually in excess of 2/3 of the disposal income prior to 

retirement. However, if we reference back to the introduction of pensions , it was stated that historically ‘defined benefit (DB)’ 

pensions were said to provide a 2/3 (66%) final salary after 40 years service, such that we might think that ‘defined contribution 

(DC)’ pension implied in the table has provided something comparable. However, the real different in retirement income 

between the 'DC pension' scheme above and a historic 'DB pension' scheme is better illustrated below: 

 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £26,500 £53,000 100.0% 

2/3 DB Pension £17,667 £17,667 £35,333 66.7% 

State Pension £5,880 £5,880 £11,760 22.2% 

Tax £2,709 £2,709 £5,419 10.2% 

NI £0 £0 £0 0.0% 

Net/Disposal Income £20,837 £20,837 £41,675 78.6% 

Household Costs £11,503 £11,503 £23,005 43.4% 

Balance £9,335 £9,335 £18,670 35.2% 

 

http://www.mysearch.org.uk/website2/html/75.FSI.html#OK,_what_about_pensions_and_annuities
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As such, both partners would have received 2/3 of their final gross salary on retirement plus their state pension. While this 

income would be subject to tax and tax relief, no NI is paid after the normal retirement age. Therefore, their ‘net income’ based 

on a DB pension is 78.6% of their original gross salary, while the ‘net/disposal income’ based on the minimal NEST DC pension is 

only 38.1%. 

 

 

So what caused the shift away from DB to DC pensions? 

 

In practice, there are a lot of reasons cited as contributing causes to the demise of DB pensions in favour of DC pensions, which 

the note below only summarises. However, one possible reason that is not cited in this list, which might actually be the most 

compelling from the employers perspective is that DC pensions transfers all the financial risk, and responsibility, onto the 

employee. 

 

Note: As indicated above, there are many possible reasons cited as to why pension fund surpluses, originally associated 

with DB pensions, evaporated and led to the adoption of DB pensions, e.g. pension fund surpluses became subject to tax, 

additional costs were added to the DB schemes, the 1995 pensions act, removal of tax relief,  employer contribution 

holidays, employers diverting surpluses for industrial restructuring, trends to earlier retirement, increasing longevity, 

actuarial assumptions too optimistic, over-reliance on investments, lack of trustee management, falling stock markets, 

lower interest rates. 

 

Now, the cynical might well want to point out that the 'employees' and the beneficiaries of the original defined contribution 

pension schemes probably took little to no active part in the decision making processes behind any of the reasons cited above, 

which then led to the demise of their pension funds. However, in fairness to the 'employers', the following examples might help 

illustrate the amount of money that has to be invested into a pension scheme in order to approximate even a 50% final salary 

pension. 

 

Average 

Salary 

Pension 

Contributions 

Working 

Years 

40 Year 

Value 

Retirement 

Years 

Final Salary 

Pension 

100% 25% 40 1000% 20 50% 

£26,500 £6,625 40 £265,000 20 £13,250 
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UK Pension Shortfall 

The average retirement in the UK 

is expected to last 19 years but 

the average savings pot is only 

expected to last for 37% of that 

time, according to a report from 

HSBC. The 63%, or 12 year, 

shortfall between expectations in 

the UK is the worst discovered by 

the bank’s study, which covered 

15 countries and 15,000 people. 

Mortgage Fees 

Mortgage lenders can use different terms to 

describe their fees, so it’s important to properly 

check all the costs that come with the mortgage. 

Some mortgage deals may seem attractive but 

the fees can quickly add up. When comparing 

mortgage offers, add up all the charges over the 

length of the deal as well as your monthly 

repayments 

If we attempt to provide a comparison for the 8% NEST scheme being proposed in the UK and adopted by the model, we might 

see the shortfall that results in almost any DC pension plan. 

 

Final 

Salary 

Pension 

Contributions 

Working 

Years 

40 Year 

Value 

Retirement 

Years 

Final Salary 

Pension 

100% 8% 40 320% 20 16.0% 

£26,500 £2,120 40 £84,800 20 £4,240 

 

While we might wonder who, if anybody, was the beneficiary of the change towards defined contribution schemes, we might 

guess that this was another 'opportunity' for the financial service industry. So while the NEST scheme requires a contribution 

from the employer, this is only mandated to be 3%, although the employee would get further tax relief on any additional 

pension contribution year-on-year. As an approximation, each partner in our model 

would have to increase their yearly pension contribution from 4% to 6.5% in order to 

cover their pre-retirement household costs. Of course, examination of the household 

cost in retirement might suggest several areas where additional savings could be 

made in retirement, e.g. only having 1 car could save £3,500 per year. 

 

So, without an adequate pension, how will retirement be financed? 

 

Clearly, those people in rented accommodation might have to continue to pay rent 

into retirement, which may incur a rent cost £10,000 per year for even a modest 3-

bedroom property and then be subject to year-on-year inflation. Therefore, we shall 

now turn the attention on mortgage costs in the next discussion. 

 

 

1.5.2 Mortgage Models 
 

Buying a home is a goal of many people in the UK given the general 

belief that the cost of renting a property can almost appear to be the 

same as buying. Equally, there is the perception that investing in 

property is a safe bet, as house prices appear to rise faster than 

inflation, so that a property owner eventually benefits in terms of 

increased equity, at least, in principle. As such, the following graph of 

average house prices in the UK would appear to support this 

assumption. Before jumping into the financial pros & cons of buying a 

house using a mortgage, the assumption that it is a no-lose investment 

should be examined for the following reasons: 

 

http://www.mysearch.org.uk/website2/html/75.FSI.html
http://www.mysearch.org.uk/website2/html/81.Mortgages.html
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Possible Types of Fees 

Arrangement fee, Booking fee, 

Valuation fee, Telegraphic 

transfer fee, Mortgage account 

fee, Missed payments, Mortgage 

broker fee, Higher lending charge, 

Fee for own buildings insurance 

arrangements, Early repayment 

charge, Exit/Closure fee. 

 

 

1. The past does not always reflect the future and there is no guarantee that a similar graph drawn in 30 years time will 

mirror the one above.   

 

2. Prices do go down, as reflected by the`% Change` below the dotted line. Therefore, people can get caught in a 

situation where their mortgage exceeds the market value of their property, referred to as ‘negative equity`  

 

3. The final issue is slightly more detailed and speculative, as house prices in the UK are partly driven by supply and 

demand. When demand exceeds supply, the prices rise, which has been the situation for a number of years in some 

areas, like London. However, high earnings, foreign investment and easy 

access to credit have all helped to inflate house prices well beyond normal 

wage inflation. This situation may not be sustainable. 

 

As indicated, where relatively low numbers of new houses are being built, and 

possibly attributed to the availability of land, demand can exceed supply. So let us 

consider the implications of the cost of land, because it could have a long-term effect 

on house prices. Today, a hectare (100 metre2) of farmland costs in the order of 

£8,000, but the same land with building permission could cost as much as £1,000,000 

in the right location. This is an increase in value by a factor 125, which has caused 

many to speculate in farmland that might eventually acquire building permission, but that is another story. The number of 

dwellings that can be built on one hectare depends on the type of dwelling in question and the scope of the planning 

permission. For example, in the context of urban high-rise flats, the density per hectare may be over 100, while a more typical 

housing density might range from 10-20. If we use this latter figure as the basis of our example, the cost of the land could range 

from £50,000-£100,000 per house. Therefore, we might  breakdown the cost of a basic house in the UK as follows: 

 

http://www.mysearch.org.uk/website2/html/73.Storm.html
http://en.wikipedia.org/wiki/Negative_equity
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Other mortgage costs 

These costs that can add 

thousands of pounds to your 

property-buying bill. These 

include: legal and survey 

fees, stamp duty on 

properties priced above 

£125,000 and moving costs. 

Component Cost 

Land £50,000 

Materials £50,000 

Labour £50,000 

Profit £50,000 

Total £200,000 

 

It is probably reasonable to assume that materials and labour will stay in-line with inflation, although self-builds can 

dramatically reduce labour cost and negate third-party profit, while land prices may be subject to political change. For example, 

there is increasing pressure to release farmland for development and reduce planning bureaucracy to meet the growing 

demand for housing. While this approach would be resisted by the ‘green’ lobby’, there is an environmental argument suggesting 

that monoculture farmland can be equally harmful to the surrounding environment and changing this land to houses with 

gardens might be ecologically beneficial. As such, any future reduction in land prices could see a fall in house prices, if supply 

started to match demand or enough political change takes place to help first-time buyers. Of course, this is just speculation, but 

such is the nature of most investments, so with this thought tabled, we shall now turn our attention to the current cost of 

buying a property via a mortgage. 

 

. 

 

As you might expect, the cost depends on how much you borrow and this is normally governed by how much you earn. In days 

gone-by, there were strict guidelines as to how much you could borrow against your earnings, typically the figure was 3 times 

salary. Today, there are stories of people borrowing as much as 6-8 times their salary to get onto the property ladder. Given 

that this level of borrowing would appear unsustainable, we will limit our model to a borrowing factor of 4 on the joint gross 

income of £53,000, as assumed by the model, which would correspond to a maximum mortgage of £212,000. However, we will 

assume an actual mortgage of £200,000, where any deposit saved is used to cover all other costs associated with buying a 

house. This said, the actual cost of the mortgage is very dependent on the interest rates over the entire period of the mortgage, 

e.g. 25-35 years. In this context, the following graph of historical mortgage interest rates might suggest that the current rates, 

in the range of 3-5%, might be an overly optimistic assumption for the future. Based on the fluctuations in the chart above, the 
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follow table shows the cost of a £200,000 mortgage based on a possibly more typical interest rate of 5%, while also showing the 

cost implications of a return to much higher rates, e.g. 15%, over 25 and 35 years: 

 

Mortgage £200,000 £200,000 £200,000 £200,000 £200,000 

Years 25 25 35 25 35 

Interest 3.00% 5.00% 5.00% 15.00% 15.00% 

Monthly Cost £948 £1,169 £1,009 £2,562 £2,514 

Yearly Cost £11,381 £14,030 £12,113 £30,740 £30,164 

Total Paid £284,527 £350,754 £423,938 £768,498 £1,055,723 

Total Interest £84,527 £150,754 £223,938 £568,498 £855,723 

 

Note: The first column showing the mortgage cost at 3% was used in the initial model. While such a low rate may still be 

possible in some start-up mortgage options, it is not representative of the direction in which interest rates are likely to 

go in the future. 

 

The following table now superimposes the figures above onto the financial model previously outlined, where only the mortgage 

cost is changed. While the initial income model can just afford a mortgage interest rate of 5%, any rise above 7.5% would be 

unsustainable. 

 

Item 
3% 

25 years 

5% 

25 years 

5% 

35 years 

15% 

25 years 

15% 

35 years 

Gross Income £53,000 £53,000 £53,000 £53,000 £53,000 

Tax £6,600 £6,600 £6,600 £6,600 £6,600 

NI £4,451 £4,451 £4,451 £4,451 £4,451 

Net Income £41,949 £41,949 £41,949 £41,949 £41,949 

Pension £2,120 £2,120 £2,120 £2,120 £2,120 

Mortgage £11,381 £14,030 £12,113 £30,740 £30,164 

Disposable Income £28,448 £25,799 £27,717 £9,090 £9,666 

Household Costs £23,005 £23,005 £23,005 £23,005 £23,005 

Balance £5,443 £2,794 £4,712 -£13,915 -£13,339 

 

Is there any ‘moral’ to this story? 
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Dave Ramsey 

You don't want to have so 

much money going toward 

your mortgage every month 

that you can't enjoy life or 

take care of your other 

financial responsibilities 

Aviva Report: UK household debts is rising faster than their income. Household debt has more than doubled, with 

borrowing soaring to £16,260 compared to £6,740 six months ago. The report found the surge in household debt 

came from a variety of sources, e.g. family credit card debt has leapt 71% from £1,720 to £2,940, while personal loan 

debt has risen 72% from £1,210 to £2,090 and payday loan increased 169% from £350 to £1,290. The report also 

found the average bank overdraft had increased sharply by 338% from £340 to £1,490 compounding the overall 

outstanding balance. As a consequence, the amount spent on paying down credit cards, loans and other debts, 

excluding mortgages, has fallen from £262 to £208 a month in 2013. On average, families are now spending £571 per 

month on mortgages or rent plus council tax compared to £514 six months ago. While the amount spent on public 

transport has risen from £102 to £188 per month and the cost of motoring going up from £116 to £130 per month. 

While it may be possible to get a mortgage, which is some larger multiple 

of income, careful consideration is needed in order to allow for some 

sensible margin for changes in future interest rates. Again, it is worth 

remembering that the loan company is subject to virtual no risk in lending 

more than you can afford, as they will simply repossess your home and 

sell it to recoup your debt, if you cannot keep up payments. 

 

 So, what if any, sensible safety margin is advised? 

 

While many have little initial interest in the idea of ‘financial planning’, there comes a point in our lives when the implications 

of a poor or ill-advised financial decision can have long-term consequences. Based on the financial models being discussed, the 

joint income is adequate to cover all costs, inclusive of a £200,000 mortgage rising to 7.5%. Currently, mortgage rates are at an 

historic low, between 3-5%, following the 2008 financial crisis, which subsequently caused bank interest rates to fall towards 

zero. As such, it would seem that future interest rates can only rise, although economic mechanisms now adopted by most 

countries will probably try to prevent a return to the very high interest rates of the 1980’s. This said, the future of the global 

economy may yet be negatively affected by events, such as global warming and resource 

shortages in the face of growing populations – see ‘Growing Storm’ for more details. Of 

course, most people cannot realistically take into account such possibilities and therefore 

often take decisions based on their immediate circumstances and relatively short-term 

prospects. As such, we will assume that the partnership in the model may well proceed 

with the financial commitment of a longer term 35 year mortgage, at an initial rate of 5%, 

which will leave a yearly balance of £4,712 that is effectively their safety margin. 

 

1.5.3 Other Problems 

 

While we might simply ignore any suggestion of a future global downturn, the financial model being discussed only has a 

relatively small safety margin to accommodate any loss of income or increase outgoings. 

 

So what other problems might arise? 

 

In today’s world, there is no such thing as job security for life and the loss of income by either partner in the model could  have 

dire consequences on the financial model as reflected in the table below: 

http://www.mysearch.org.uk/website2/html/6.Economics.html#2008_Finacial_Crash
http://www.mysearch.org.uk/website2/html/73.Storm.html
http://www.mysearch.org.uk/website2/html/73.Storm.html
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Item Person-1 Person-2 Combined % 

Gross Income 26,500 0 £26,500 100.0% 

Tax £3,300 £0 £3,300 12.5% 

NI £2,225 £0 £2,225 8.4% 

Net Income £20,975 £0 £20,975 79.1% 

Pension £1,060 £0 £1,060 4.0% 

Mortgage £6,056 £6,056 £12,112 45.7% 

Disposable Income £13,859 -£6,056 £7,803 29.4% 

Household Costs £11,503 £11,503 £23,005 86.8% 

Balance £2,356 -£17,559 -£15,202 -57.4% 

 

As shown, the loss of income by one of the partners leads to an individual deficit of £17,559, which cannot be supported and 

would probably require the house to be sold quickly to avoid debt accumulating. In the revised model, based on a £200,000 

mortgage over 35 years, the ‘conceptual’  balance at the end of one year was originally £4,712, although in practice it is unlikely 

whether this amount would ever be realised as accessible ‘savings’. However, even if we make the unlikely assumptions that 

some savings were initially possible, a combined deficit of £15,202/year would quickly erode any savings. 

 

But what is the cost of defaulting on mortgage payments? 

 

Clearly, an inability to pay your mortgage, which then leads to the foreclosure of the loan and the selling of your home will be 

very stressful, both emotionally and financially. From a financial perspective, you will remain liable for mortgage payments until 

your house is sold and the equity used to pay off all loan costs. Therefore, you may be under pressure to sell your house quickly 

at a below market price, but will still incur the normal cost associated with this process. While most people often feel that they 

own their home as soon as they move in, in reality, they initially only have a small ownership claim. The following table shows 

some of the technical details, as used in the attached spreadsheet, as to how the mortgage monthly payment (PPMT+IPMT) is 

calculated in terms of two components. 

 

Year 
Monthly 

Payment 
PPMT 

Principal 

Balance 
IPMT 

Total 

Interest 

PPMT+ 

IPMT 

% 

Balance 

1 1 £176.04 £199,823.96 £833.33 £833.33 £1,009.38 0.1% 

10 120 £288.74 £172,663.79 £720.64 £93,788.84 £1,009.38 13.7% 

35 420 £1,005.19 £0.00 £4.19 £223,937.65 £1,009.38 100.0% 

 

The (PPMT) component corresponds to the amount of the principal (£200,000) paid back each month, while (IPMT) 

corresponds to the amount of interest charged for the same month. Based on the model assumed, a 35 year mortgage will be 
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paid back in 420 monthly instalments of £1009.38, assuming that the interest rate never changes over all this time! In the 

following table, the PPMT amount reflects the reduction in the balance remaining, while the ‘% balance’ reflects your 

ownership of the house, e.g. after 10 years into a 35 year mortgage, you would only own 13.7%. Likewise, the IPMT amount 

reflects the interest on the remaining balance, while the ‘total interest’ reflects the interest paid to date.  

 

 

 

So, by way of example, if the mortgage was defaulted after 10 years and the house sold for its original purchase price of 

£200,000, the ‘owners’ would only get £27,337 (13.7%) of the selling price. At this point, they must also pay off all other 

associated costs, find alternative accommodation and understand that the mortgage default will adversely affect their credit 

rating for any future loan applications. However, the broader implications of the table above may be better visualised in the 

chart above. 

 

So what else could possibly go wrong?  

 

While the idea is not to frighten people out of buying their 

own homes, as it is still probably  the best investment 

option that most people can make, some degree of caution 

and financial planning is advised. In the preceding 

discussion, only the effect of a loss of income has been 

outlined, while in practice, life can also cause the cost of 

living to spiral upwards, if and when children arrive. 

 

Note: The cost of raising a child and supporting them through university has risen to £227,266, according to figures put 

together by the Centre of Economic and Business Research (CEBR). Parents now spend an average of 28% of their 

household income on their children with the survey suggesting that rising costs and changes to family benefits means 

one in five are now putting off having another child, while 71% said they had been forced to make cut backs. 

 

However, the following table is a modification of the CEBR figures to better reflect the ‘cost per year’ by identifying the number 

of years over which total costs are spread. For example, childcare cost, normally associated with pre-school, are now in excess 

of £6,000/year in many areas of the UK. The figure for education was also changed to reflect the cost of a state school, rather 

than private school, and mortised over 15 years. 
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Item 20 years 
Applied 

Years 

per  

year 

1st  

5 years 

Childcare £66,113 10 £6,611 £6,611 

Education £22,500 15 £1,500 
 

Food £19,804 20 £990 £990 

Clothing £10,935 20 £547 £547 

Holidays £16,506 20 £825 £825 

Presents £9,433 20 £472 £472 

Recreation £7,419 20 £371 
 

Pocket Money £4,553 10 £455 
 

Furniture £3,453 20 £173 £173 

Miscellaneous £15,248 20 £762 £762 

Total £175,964 
 

£12,707 £10,380 

 

For the purposes of this discussion, the primary focus was to provide some sort of ballpark cost for  a single child per year in the 

1st five years, e.g. £10,380 by omitting certain line items that may not be applicable. However, as might be realised, the cost of 

£10,380, added to the model being discussed, exceeds the available balance of £4,712 by a wide margin, e.g. 

 

Item 
3% 

25 years 

5% 

25 years 

5% 

35 years 

15% 

25 years 

15% 

35 years 

Gross Income £53,000 £53,000 £53,000 £53,000 £53,000 

Tax £6,600 £6,600 £6,600 £6,600 £6,600 

NI £4,451 £4,451 £4,451 £4,451 £4,451 

Net Income £41,949 £41,949 £41,949 £41,949 £41,949 

Pension £2,120 £2,120 £2,120 £2,120 £2,120 

Mortgage £11,381 £14,030 £12,113 £30,740 £30,164 

Disposable Income £28,448 £25,799 £27,717 £9,090 £9,666 

Household Costs £23,005 £23,005 £23,005 £23,005 £23,005 

Balance £5,443 £2,794 £4,712 -£13,915 -£13,339 
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According to Mr Micawber in David 

Copperfield by Charles Dickens: 

"Annual income: £20; annual 

expenditure: £19-19s-6d, result 

happiness. Annual income: £20; annual 

expenditure: £20-0s-6d, result misery." 

UK House Prices 

In 2014, property prices in Edinburgh, 

Glasgow, Southampton, Bristol and 

Birmingham have increased at a 

faster pace than London in the last 

quarter. London house prices grew 

0.5%, while Edinburgh's jumped 

1.8%. Cambridge and Aberdeen have 

seen house price declines of 0.2% 

and 0.4%. Properties in London are 

still the most expensive in the UK at 

an average of £403,200, with prices 

30.5% higher than their 2007 peak, 

followed by Cambridge and Oxford, 

with house price inflation at 29% and 

22% respectively compared to their 

pre-crisis levels. However, there is 

now a prediction for modest price 

falls in the months ahead as prices re-

align to what buyers are prepared to 

pay. As such, changes in demand can 

feed quickly into market and it is 

important to remember the prices 

can still go in both directions. 

In fact, the only way that the partnership in the model might get close to 

affording a child would be to have a much smaller mortgage, while possibly 

foregoing any initial pension contributions. Of course, a smaller mortgage might 

not buy too much ‘house’ into today’s UK market without a considerably larger 

deposit. However, what is possibly more worrying is that the combined income 

of £53,000, based on both earning an average UK wage, exceeds the average UK 

family income, of ~£40,000, by some £13,000, which would only put more 

pressure of the finances being outlined. In a sense, we now see the dilemma that many young people face, where the financial 

system is quite willing to lend people up to, and exceeding, four times their joint income, which although possibly affordable at 

first, leaves little to no room to accommodate any change in their financial circumstances, e.g. unemployment or children. 

Again, it is highlight, that the risk and the consequences of borrowing too much are borne primarily by the borrower, not the 

banks, who will simply foreclose on the mortgage and sell your home to recover the loan. While financial planning cannot 

resolve the fundamental problem underlying this situation, it may help you avoid making too big of a mistake. However, 

the next discussion will make some attempt to address some of the key issues raised. 

 

1.6 Further Issues & Considerations 
 

Given some of the implications outlined in the previous models, it might be 

sensible to consider some alternative choices, and consequences, now being 

faced by many young people today. As a very broad generalisation, by 25, many 

people have started to form stable relationships with the hope of one day buying 

a house together. While the main model was based on the assumption that both 

partners were on the average wage, i.e. £26,500, which provided a joint gross 

 income of £53,000, it has been highlight that the average UK family income is 

closer to £40,000. This might suggest that, on average, one partner must earn 

significantly less that the average wage, e.g. £13,500. Although the original 

model initially suggested that a joint gross income of £53,000 could support a 

mortgage of £200,000 over 35 years, with an interest rate of 5%, it was 

highlighted that there was little in the way of a safety margin for loss of income, 

e.g. unemployment, or increased costs, e.g. children. 

 

So what alternatives might be  considered? 

 

We might first take into account what people in this situation see as the major 

‘barriers’ to first-time house purchase. In the following chart, the % figure 

reflects the level of concern against each issue in isolation. As such, raising the 

minimum deposit, e.g. 5%, is clearly perceived as the ‘major’ problem, which in 

many cases may require a minimum of £10,000 to be saved. Of course, if only a 

small deposit is available, this will restrict the size of any mortgage and the 

property type that can be considered. However, on the other hand, if a larger 

multiple of income is pursued to address this shortfall, it may only lead to 

increased worries about affordability and job security in the longer term. 

http://www.mysearch.org.uk/website2/html/83.Issues.html
http://www.mysearch.org.uk/website2/html/79.Models.html
http://www.mysearch.org.uk/website2/html/79.Models.html
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So, let us consider a revised financial model, based on a gross income of £40,000, where a young couple have the option to live 

with one set of parents, such that there are no ‘mortgage’ costs, plus they suspend all ‘pension’ contributions and ‘household 

costs’ are reduced to basic ‘living costs’ as follows: 

 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £13,500 £40,000 100.0% 

Tax £3,300 £700 £4,000 10.0% 

NI £2,225 £665 £2,891 7.2% 

Net Income £20,975 £12,135 £33,109 82.8% 

Minimal NEST Pension £0 £0 £0 0.0% 

Reduced Mortgage £0 £0 £0 0.0% 

Disposable Income £20,975 £12,135 £33,109 82.8% 

Living Costs £6,078 £6,078 £12,155 30.4% 

Balance £14,897 £6,057 £20,954 52.4% 

 

While this option will not be available to all, many parents now recognise that they may have to financially help their ‘grown-up 

children’ , if they ever want some peace and quiet in their own retirement. So, based on the financial assumptions above, this 

couple ‘might’ be able to save upwards of £20,000/year to be used as a deposit on their 1
st

 property purchase. Of course, as 

soon as they purchase a property, the financial model above has to be revised again, possibly as follows: 

 

http://www.mysearch.org.uk/website2/html/81.Mortgages.html
http://www.mysearch.org.uk/website2/html/80.Pensions.html
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Remortgage Deals 

When looking to remortgage, it is 

useful to have an estimated value of 

your home; the LTV ratio and your 

annual income plus the income of 

anyone else who will be named on 

the mortgage. It may also be useful 

to get a ‘redemption statement’ 

from your existing lender, which will 

tell you exactly how much you owe. 

These factors then help you to 

calculate the remortgage amount. 

You will also need to consider which 

type of mortgage is required, e.g. 

fixed rate, tracker or offset 

mortgage. 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £13,500 £40,000 100.0% 

Tax £3,300 £700 £4,000 10.0% 

NI £2,225 £665 £2,891 7.2% 

Net Income £20,975 £12,135 £33,109 82.8% 

Minimal NEST Pension £1,060 £0 £1,060 2.7% 

Reduced Mortgage £3,464 £3,464 £6,927 17.3% 

Disposable Income £16,451 £8,671 £25,122 62.8% 

Household Costs £8,250 £8,250 £16,500 41.3% 

Balance £8,201 £421 £8,622 21.6% 

 

In this model, only the second partner continues to make no pension contribution, while the original mortgage assumption has 

been reduced from £200,000 to £150,000 and now predicated on a fixed rate 5 year mortgage with an introductory lower rate 

of just 3%. This leaves a joint disposal income of £25,122. While, a mortgage of £150,000 may only afford a 1-2 bedroom 

apartment, it may in-turn allow the household costs to be reduced. However, it is also assumed that they only run one car and 

make significant savings on almost every budgetary line item to reduce the original household costs of £23,005 to £16,500, 

leaving a revised balance of £8,622. So while the first step onto the property ladder might not be as big as they would like, their 

mortgage payments are, at least, contributing to their overall equity rather than 

going in rent, which could easily be comparable to their mortgage payment per 

month. 

 

So do the choices in this revised model help? 

 

Getting a foot-hold on the property ladder can be the biggest hurdle for many first-

time buyers, but which then begins to contribute to their joint financial equity, as 

oppose to paying rent or living with their parents. Equally, if they initially proceed 

with a lower 3% fixed rate mortgage over 5 years, they might be better positioned 

to assess their circumstance in order to best finance a secondary 35 years mortgage 

at the normal 5% rate assumed by the model previously. For, in reality, nobody has 

a 25-35 year financial plan and so an initial 5 year stepwise approach may be the 

most sensible approach to providing an initial assessment of costs. 

 

Note: The idea of  ‘loan-to-value (LTV)’ relates to how much mortgage you 

have in comparison to how much your property is worth – see earlier graph 

showing principal paid and interest against time. For example, if you have a mortgage of £150,000 on a 2-bedroom 

apartment that's worth £170,000 you have a LTV=88% and £20,000 in equity, at least, on paper. The importance of the 

LTV figure is that it can be a key factor when negotiating a new remortgaging deal. 

http://www.mysearch.org.uk/website2/html/82.Problems.html#Mortgage_Costs
http://en.wikipedia.org/wiki/Remortgage
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In addition to the increasing % ownership of your house, as a function of time, you may also be the beneficiary of increasing 

house prices in your area over any 5 year period. However, such increases may depend on the region in which you live and the 

general economic outlook, e.g. are wages keeping pace with inflation. 

 

 
 

Based on the 2 year period between 2012-2014 shown in the chart above, there is an indication that house prices would have 

increase by some 6%, which on a £170,000 apartment would reflect a further £10,200 increase in equity for the owners. 

However, before getting too carried away with the idea that buying your own home as a risk-free way to increased equity, the 

following chart might also suggest that some downs, as well as ups, can exist that may prove problematic within any 5-year 

plan. 

 
 

So, is buying property really the most sensible choice? 
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As already pointed out, should one of the partners have to give up work, e.g. due to unemployment or to look after children, 

any of the joint income models outlined may quickly become overly optimistic. Therefore, in most cases, people will simply 

have to make their own assessment of risks versus benefits. As suggested, parents may be in a position to help their children 

save towards a sizeable deposit, which gets them onto the property ladder. If we also assume an initial property value of 

£170,000 possibly increasing by 15% over 5 years to £195,000, then the wealth equity of this couple will have increased from 

effectively zero to £45,000 and their LTV becomes 77%. While this can be a gamble, it can be an informed gamble, if the 

following points are carefully considered: 

 

1. Do they have reasonable job security over the next 5 year? 

2. Do they have reasonable control of all their current finances? 

3. Are they prepared to live within their disposal income and make savings? 

4. Can they agree not to have children in this initial timeframe? 

5. Can they get a low interest, fixed term 5 year mortgage? 

6. What is the probability that house prices in their area will continue to rise? 

 

If we assume that the couple in our example do manage to met all the criteria above, then after 5 years, they might be £45,000 

better off in terms of equity. Of course, on completion of this ‘5-year plan’, they may then have to face up to the financial 

consequence of having children. 

 

So how may the cost of children be accommodated? 

 

As has already been outlined, a cost of a single child, averaged out over the first 5 years may be in the order of £10,00 per year, 

if pre-school nursery care is included, which is not covered by a state ‘child benefit’ of £1,066 per years plus a possible 

additional tax relief of £500/year. Therefore, at face value, this amount is not compatible with a ‘balance’ of £6,465 and 

therefore these costs will have to be addressed in some other way, e.g. 

 

Item 
1st  

5 years 

% 

Reduction 

Revised 

Costs 

Childcare £6,611 60% £2,644 

Food £990 0% £990 

Clothing £547 10% £492 

Holidays £825 50% £413 

Presents £472 0% £472 

Furniture £173 10% £155 

Miscellaneous £762 0% £762 

Total £10,380   £5,929 
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The table above now shows only the cost items that may have to be considered in the 1st five years, but now subject to some 

sort of ‘% reduction’ to come within the with a ‘balance’ of £8,622. Clearly, the biggest line cost that has to be addressed is pre-

school childcare, if both partners are in full-time employment. While there may be other alternatives, grandparents may be 

willing to look after the child for 3 of the 5 working days and therefore reduced this cost by 60%. Likewise, a smaller 10% 

reduction in ‘clothing’ could be managed by shopping for bargains, while ‘holiday’ costs could be reduced by 50% by only taking 

a holiday every other year. Overall, the table above is assuming a cost reduction of ~40%, which may not be possible, in all 

cases, but for the purpose of this exercise, we will continue with this assumption. 

 

But does the model needs to consider any other additional costs? 

 

As described, the couple are initially living in a 1-2 bedroom apartment, which may not be ideal for bring up a young child. 

However, the cost of a 2-3 bedroom terrace house in their area is upwards of £220,000, while their current apartment has only 

increased in price to £195,000. As the couple are now 30 years old, they may still be able to remortgage their initial 5 year 

fixed-rate mortgage with another 35 year £162,000 mortgage, although now at a higher rate of 5%, such that any property will 

be paid off by the time they retire, while keeping costs as low as possible. If they continued with this option, their revised 

income model would become: 

 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £13,500 £40,000 100.0% 

Additional tax relief £0 £500 £500 1.3% 

Tax £3,300 £600 £3,900 9.8% 

NI £2,225 £665 £2,891 7.2% 

Net Income £20,975 £12,235 £33,209 83.0% 

Child Benefit £0 £1,066 £1,066 2.7% 

Revised Income £20,975 £13,301 £34,775 86.9% 

Minimal NEST Pension £1,060 £0 £1,060 2.7% 

Revised Mortgage £4,906 £4,906 £9,811 24.5% 

Disposable Income £15,009 £8,395 £23,404 58.5% 

Child Cost £0 £5,929 £5,929 14.8% 

Household Costs £8,250 £8,250 £16,500 41.3% 

Balance £6,759 -£5,784 £975 2.4% 

 

Note: The remortgage amount of £162,000 is explained further in the ‘closing comments’ discussion to follow. Basically, 

it accounts for the principal amount paid within the first 5 year mortgage period and the increase in property value over 

this time, which then allows them to buy the required £220,000 property. However, there are a number of assumptions 

in this model that need to be qualified. 

http://www.mysearch.org.uk/website2/html/84.Comments.html#What_happens_at_the_end_of_the_5_year_mortgage_used_in_the_model_
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Financial Planning 

1) Assess: Start by compiling a 

simple balance sheets of income 

and outgoings 

2) Goals: It is useful to have some 

goals in mind, both short and 

long term. However, these goals 

need to be constrained to meet 

certain financial objectives.  

3) Plan: A financial plan details 

how your goals might actually be 

achieved, rather than being a 

possibly hopeless wish to win the 

lottery, e.g. reducing unnecessary 

expenses, increasing income and 

savings. 

4) Execution: Often requires 

personal commitment and 

perseverance, but may also 

require some professional advice. 

5) Monitor: Over time, any 

financial plan must be monitored 

for possible adjustments or 

reassessment. 

While the balance in this model, e.g. £975 is very small when unaccounted or miscellaneous expenditure can easily ‘swallow 

up’ any potential savings, the lower income of £13,500 may be more reflective of one of the partners in the average UK family 

income model of £40,000, only working part-time. If so, this figure could be revised upwards over time as this figure may be 

overly pessimistic for somebody in full-time employment. Of course, any increase in this salary might be also be ‘swallow up’ 

should a second child arrive, although there is probably enough information in the tables to calculate the impact of this 

additional cost verse income, such that this ‘financial primer’  might be drawn to a close  with the closing comments to follow. 

 

1.7 Closing Comments 
 

Clearly, in the context of a basic financial primer, issues have to be reduced in scope 

and characterised rather than necessarily explained in details. However, in this final 

commentary, some attempt will be made to, at least, outline some of the wider issues 

that made have been omitted in the previous discussions. By and large, this primer has 

been orientated around an average income, partly because it reflects the situation in 

which many people find themselves and leaves little room for any financial mistakes. 

Equally, when finances are tight, the scope for exotic investment strategies and 

complex tax avoidance scheme are not a priority and any financial planning basically 

comes down to just two key investments: 

 

 Your Pension 

 Your Mortgage 

 

However, in order to provide some initial examples, the income models that covered 

both of these topics were simplified in many aspects of the calculations, such that some 

corrections and clarifications need to be made. 

 

1.7.1 Pensions 
 

As discussed, the topic of pensions covers both the pre-retirement and post-retirement 

phases of saving for a pension in work and then receiving a pension annuity in 

retirement. However, these phases now involve two completely separated investment 

choices, although many may simply used the same financial service provider for both without necessarily looking for the best 

deal. Give the direction of the ‘pension industry and regulation’, most people will have to decide on the level of contributions 

they can afford to make to their own ‘defined contribution (DC)’ pension pot. The examples cited have all assumed the NEST DC 

pension scheme based on a composite contribution of 8% against today’s UK average salary of £26,500, which it was stated 

would accumulate £84,400 over 40 years. However, in practice, any salary will probably be subject to some inflationary 

increased, e.g. 2%, even if we ignore any possible promotional increases during your lifetime. Equally, we might reasonably 

assume that this accumulating pension pot is subject to some saver’s interest rate, e.g. 3%, which if taken into account would 

return an inflated and interest adjusted pension pot of £223,448. However, if inflation runs at 2%, the pound (£1) in your 

money would have had to increase to £2.17 to maintain the same purchasing power, therefore, the normalised value of this 

pension pot will only be worth £102,031 in today’s money, as shown in the graph below. 

 

http://www.mysearch.org.uk/website2/html/84.Comments.html
http://www.mysearch.org.uk/website2/html/80.Pensions.html
http://www.mysearch.org.uk/website2/html/81.Mortgages.html
http://en.wikipedia.org/wiki/National_Employment_Savings_Trust
http://en.wikipedia.org/wiki/National_Employment_Savings_Trust
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To characterise how the pension pot is used to provide an annuity pension income, the original model simply divided the pot by 

the number of years of average retirement, e.g. 20 years, which basically aligns to a 5% pension annuity per annum. In practice, 

the actual figure used to calculate the annuity is subject to many actuarial conditions that may affect life expectancy. For 

example, a single person with no obvious health problems requiring no inflation indexing of their pension annuity may get close 

to 5%, while a joint pension that links the life expectancy to both partners, which is also index linked to inflation, may be 

reduced this figure to 3.43%.Therefore, while the model of a NEST pension yielding £84,800 after 40 years was on the low side 

to the normalised figure of £102,031 shown above, a 5% annuity yielding a pension of £4,240 is quite a bit higher than the 

£3,500 figure based on 3.43%. As such, the NEST DC pension scheme would only provide 13.3% of final salary, while the 

1/60th per years systems associated with mainly historic ‘defined benefit (DB)’ pension scheme would have return 66% after 40 

years service. 

 

Note: As has been pointed out, comparison between DC and DB pension scheme are a stark example of the ‘brave new 

world’ of finances. When first introduced, DC pensions were advertised as a way of offering more flexibility in an 

evolving jobs markets, where few people worked for a single company for 40 years. However, in practice, it has allowed 

employers to transfer all the financial risk and responsibility of saving for a pension to its employees. Within this process, 

an employee on a final salary of £26,500 with a ‘defined benefit’ pension would have seen their annuity pension fall from 

£17,400 to just £3,500 within the 8% NEST ‘defined contribution’ scheme discussed. 

 

While some may rightly point out that there were many other causes contributing to the demise of ‘defined benefits’ pensions, 

it might still be argued that there were powerful beneficiaries of the many pension reforms that have taken place over the last 

30-40 years, both in the financial sector and in state government. 

 

What about the new pension reforms covering ‘drawdown’ and ‘lump sums’? 

 

While these new options may be beneficial to some, it is unclear that it will really be that helpful in any of the models described 

for providing a better and sustainable pension income. For within added complexity introduced, there is the possible 

temptation of accessing the entirety of your pension as a ‘lump sum’ without fully understanding the additional tax 

implications. As suggested on several occasions, the financial service industry (FSI), and governments, appears to love 

complexity within which the average consumer may fail to understand all the long-term financial implications, normally buried 

within the small-print of some lengthy and legally binding agreement. Therefore, this option has been ignored at this time.  

http://en.wikipedia.org/wiki/Income_drawdown
http://en.wikipedia.org/wiki/Lump_sum
http://www.mysearch.org.uk/website2/html/75.FSI.html


the mysearch.org.uk website 
All great truths begin as blasphemies 

copyright ©: 2004-2015 
_______________________________________________________________________________________________________ 

 

 
40 of 45 

 

Note: Despite the importance of provisioning for some sort of pension income over and above the state pension, many 

younger people are now facing a stark choice, i.e. either a pension for some far off and unknown future versus the 

immediate ability to secure a home to live in via mortgage. There is an adage that can be used to described this stark 

choice: ‘the urgent often drives out the important’ that leads many to prioritise investing in a mortgage and deferring 

saving for an adequate pension until it is too late. 

 

1.7.2 Mortgages 
 

From a historical perspective, endowment mortgages were once popular, which required the borrower to negotiate two 

separate agreements. i.e. one with the lender of the mortgage and one with the insurer of the endowment policy. As such, the 

borrower paid interest on the loan to the mortgage lender and an insurance premium that was assumed to pay off the principal 

balance on early death or maturity of the policy after some fixed period, e.g. 25 years. However, what was not realised by 

many, as the details were again buried in the small-print, was the endowment policy did not necessarily guarantee to paid off 

all the principle balance, when the termination value was linked to market performance. If the market under-performed, the 

shortfall left many with an endowment mortgage with a large principal balance that still had to be paid, such that they enter 

their retirement years still in debt. Again, the providers of these financial scheme were invariably isolated from any risk as this 

debt was still secure against the equity within the property. Again, the watch-word of warning to all buyers is ‘caveat emptor’. 

 

So if endowment mortgage are no longer available, what replaced them? 

 

Based on the eventual recognition of the mis-selling of many endowment mortgages,  the financial service industry (FSI) 

essentially reverted to the more traditional idea of a single loan agreement with the mortgage provider in which the balance 

and interest is paid off together as shown in the more detailed spreadsheet examples. 

 

Note: The cost of life insurance has now to be negotiated separately and the payout decoupled from the the principal 

amount of the mortgage. As such, the scope of FSI products and potential profits essentially remains unchanged and, in 

many cases, increased with no further risk to themselves, while apparently allaying earlier concerns. 

 

This said, the FSI was not slow to devise many variations on this model, i.e. fixed rate, tracker and discount mortgages etc, along 

with extended repayment periods of up to 40 years in some cases. As a broad generalisation, most of these options are usually 

intended to make the initial cost of a mortgage appear more affordable and/or fixed in price. However, as also indicated earlier, 

the primary goal of the FSI is to maximise its own profits with as little risk as possible. In this respect, tracker mortgage follow 

the interest rate set by the central bank base rate and so can be subject to frequent change, invariably upwards in volatile 

market conditions, while fixed rate mortgages are usually restricted to shorter time periods, e.g. 2-5 years, after which any 

new ‘remortgaging’ will be reset to the interest rate of the market. However, you can be assured that all mortgages that appear 

cheaper in the initial stages will charge more in interest over the full term of the mortgage, as there are no ‘free lunches’ in this 

marketplace. However, competition can make it worth shopping around, if you know what you are looking for when 

remortgaging. 

 

But can fixed-rate short term mortgages be beneficial? 

 

http://www.mysearch.org.uk/website2/html/75.FSI.html
http://en.wikipedia.org/wiki/Remortgage
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Invariably mortgage lenders are better position to assess future trends in interest rates than the average person, but even also 

they will normally charge you more for a fixed-rate mortgage than in a variable rate tracker mortgage. However, for many 

people, especially first buyers, the reassurance of a known cost for an initial 5 year mortgage, as in the model example, may 

provide the necessary time for them to come to terms with ALL the costs of house ownership and the necessity to keep within 

budget.  

 

What happens at the end of the 5 year mortgage used in the model? 

 

In essence, the process is described as ‘remortgaging’, which takes effects when the terms of the initial fixed or tracker or 

discounted mortgage ends. By default, your current mortgage company will, at this point, calculate the interest of your 

remaining principal based on a long term variable rate, which is often the lender's standard variable rate (SVR), which has been 

historically higher than the rates available on new mortgage deals. Of course, this is the very reason why many people are 

drawn to these ‘innovative’ mortgages and why many seek to renegotiate a better mortgage rate with another mortgage 

provider. However, you need to understand what is involved in switching to another mortgage lender as ‘remortgaging’ can 

involve further legal and valuation costs as your new lender may require a valuation survey and solicitor to handle the 

paperwork. This said, some mortgage products include a free valuation and legal work for those remortgaging, so it can still 

work out cheaper, in the long-run, to consider the remortgaging model, if beneficial interest rate can be negotiated. In the 

model example of our first-buyers, they are initially able to take out a lower fixed rate mortgage over 5 years with a reduced 

rate of 3%. Based on spreadsheet analysis, the following graph shows the reduction in the principal amount and the interest 

paid within the initial fixed rate 5 year mortgage. 

 

 
 

So, based on the lower 3% rate often offered as an introductory rate to first-time buyer, our couple still owe ~£137,000 after 5 

years, although this still means that they have effectively increase their net wealth or equity by £13,000 over this period. In 

addition, the example assumes that the apartment originally purchased for £170,000 has increased to £195,000 in the 5 year 

period. Therefore, in order to buy a new property for £220,000 they will need to calculate the amount of the new mortgage 

required: 

 

http://en.wikipedia.org/wiki/Remortgage
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Apartment Value Still Owe Net Equity House Price Required Mortgage 

£195,000 £136,924 £58,076 £220,000 £161,924 

 

So based on the table above, our example couple will need to remortgage for a revised amount of £162,000 and while possibly 

being young enough to have another 35 year mortgage,, However, we will assume that this second mortgage will incur an 

increased interest rate of 5%, while the attached spreadsheet may be examined for the details underpinning the next graph: 

 

 
 

So there are various possibility for first-time buyers to get on the property ladder and we might add to the optimism by revising 

the income of the second partner back up towards the UK average wage of £26,500 to better reflect full-time employment plus 

the renewal of their pension plan. 

 

Item Person-1 Person-2 Combined % 

Gross Income £26,500 £26,500 £53,000 100.0% 

Additional tax relief £0 £500 £500 0.9% 

Tax £3,300 £3,200 £6,500 12.3% 

NI £2,225 £2,225 £4,451 8.4% 

Net Income £20,975 £21,075 £42,049 79.3% 

Child Benefit £0 £1,066 £1,066 2.0% 

Revised Income £20,975 £22,141 £43,615 82.3% 

Minimal NEST Pension £1,060 £1,060 £2,120 4.0% 

Revised Mortgage £4,906 £4,906 £9,811 18.5% 

Disposable Income £15,009 £16,175 £31,184 58.8% 
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Child Cost £0 £5,929 £5,929 11.2% 

Household Costs £8,250 £8,250 £16,500 31.1% 

Balance £6,759 £1,996 £8,755 16.5% 

 

While this model might suggest this couple may even be able to afford a second child, there are many caveats associated with 

the assumptions underpinning this model, which might suggest it is overly optimistic for many. For, in reality, many young have 

now almost abandoned any hope of getting on the property and with the loss of growing equity associated with home 

ownership, they will have to face retirement still paying for rented accommodation, which will probably increase with inflation 

throughout their retirement. Clearly without some increased investment in their pension plan or some other financial windfall, 

e.g. an inheritance, which may change their financial predicament, they may well have to depend on state welfare to survive in 

old age. 

 

1.7.3 Generational Models 
 

In many ways, the current generation of first-time house buyers are the innocent victims of ‘machinations’ that have taken 

place in the global economy, as a whole, over the last several hundred years of so. If you wish to understand the justification for 

this statement, it is suggested that you read the following discussion entitled ‘The Evolution of Economics’ and the specific 

issues raised in ‘The Economic Model’ and ‘The History of Usury’ . 

 

But how have this generation become ‘victims’? 

 

While those whose working life spanned the horror and/or fall-out of the Second World War faced hardships, many still 

became beneficiaries of a growing economy, which led to house prices increase above monetary inflation. The first of the 

following charts reflects this trend over the last 50-60 years: 

 

 
 

Having reduced house prices and inflation to a comparative index, we more clearly see how house prices have out performed 

monetary inflation in the UK economy. This performance is now show as a % gain in house prices over the retail price index 

(RPI) in the chart below: 

http://www.mysearch.org.uk/website2/html/6.Economics.html
http://www.mysearch.org.uk/website2/html/67.Model.html
http://www.mysearch.org.uk/website2/html/68.Usury.html
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What we might realise from these charts is that older generations, who may have been on the property ladder from the start of 

the time period shown, will have made the biggest gain in equity. However, as has been pointed, releasing this equity is not 

necessarily straightforward, as any alternative property will probably have escalated in price by a similar amount above 

inflation. Of course, many elder people have ‘migrated’ from high price regions around London, for example, to the rural 

villages where house prices can be considerably cheaper. However, the chart also represents a growing problem for anybody 

seeking to take their first step onto the property ladder as house prices outstripped wages, which may have only kept pace with 

monetary (RPI) inflation. 

 

So why did house prices rise faster than wages? 

 

While in the UK, there is an element of demand outstripping supply, which has caused house prices to rise, it is also true that 

house prices have been pushed up by the hundreds of billions of pounds of new money, created by private banks, in the years 

before the 2008 financial crisis – see ‘Private Bank Money’ for details. However, this seeming magically money-maker machine 

has not led to any increase in wealth being evenly distributed, as suggested by the following chart. 

 

 

http://www.mysearch.org.uk/website2/html/6.Economics.html#2008_Finacial_Crash
http://www.mysearch.org.uk/website2/html/71.Private.html
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10 Financial Tips 

1) Track spending. 

2) Set budget.. 

3) Start to save. 

4) Pay bills on time. 

5) Avoid late charges. 

6) Obtain credit score. 

7) Manage credit cards. 

8) Assess insurance policies.  

9) Review pension. 

10) Review remortgage strategy. 

Laura D. Adams  

If money management isn't 

something you enjoy, consider my 

perspective. I look at managing my 

money as if it were a part-time job. 

The time you spend monitoring 

your finances will pay off. You can 

make real money by cutting 

expenses and earning more interest 

on savings and investments. I'd 

challenge you to find a part-time 

job where you could potentially 

earn as much money for just an 

hour or two of your time.. 

Of course, out of interest you might want to ask who have been the main beneficiaries 

of this money-making machine and not unsurprisingly it would seem that those working 

in the upper tiers of the financial service industry have remain well protected from the 

general stagnation affecting the average wage in the UK, as this extract from ‘The 

Economic Journal’ suggests: 

 

“We analyse the role of financial sector workers in the huge rise of the share of 

earnings going to those at the very top of the pay distribution in the UK. Rising 

bankers’ bonuses accounted for two-thirds of the increase in the share of the top 

1% after 1999. Surprisingly, bankers’ share of earnings showed no decline 

between the peak of the financial boom in 2007 and 2011, three years after the 

global crisis began.” 

 

However, returning to the question as to why this generation has become the real ‘victim’ of global economics, we might begin 

to see that not only did the current younger generation lose out in the above inflation growth of the property market, but many 

have fallen into debt in their attempts to get onto the apparently ever upwards spiral of property prices. However, this increase 

in household debt, as suggested in the chart below, has not only been fuelled by the need for with ever-larger mortgages, but 

also by the financial service industry facilitating easier access to credit in many ‘innovative’  new products, many of which can 

charge extortionate interest rates. 

 

 
 

Of course, this trend towards increase debt has not only affected people struggling with their personal finances, but has led 

to deficit and debt problems for governments around the world. As a consequence of the recognition of excessive government 

debt, state welfare  programs are now being subject to severe cutbacks, which can also adversely affected the younger 

generation through the introduction of tuition fee loan, which may take years to paid back, assuming they can even get a job 

that pays an average wage. However, such issues are not really the subject of an personal finances primer, but rather a topic for 

the next section of discussions addressing the ‘evolution of economics’ . 

http://www.mysearch.org.uk/website2/html/72.Debt.html
http://www.mysearch.org.uk/website2/html/6.Economics.html

