Section 2 

Financial assets

2.1 Deposits

These investments are those where the capital remains fixed and interest is paid. The following are types of deposit-based investments:

•    Bank and building society accounts;
•    Deposit based National Savings and Investments;
•    ISA's and TESSA's;
•    Offshore deposits.

There are a number of reasons why investors should deposit moneys into these investments:

•    Capital is not at risk from investment fluctuations;

•    The depositor is protected by the Financial Services Compensation Scheme and the limits are:
       •     100% of the first £2,000
       •      90% of the next £33,000 making a maximum of £31,700

Inflation reduces the real value of the capital over a period of time.

 The reason for investing in deposit-based areas is:
•    short-term savings or investment;
•    readily and easy access;
•    used as an emergency fund for unwanted future events.

2.1.1 Bank accounts

Banks are owned by shareholders and are subject to company law. They offer three main types of interest bearing accounts:

• deposit accounts;
• money market deposit accounts;
• interest bearing current accounts

2.1.1.1 Deposit accounts

Pays interest (normally variable) on the capital which is calculated on a daily basis and is applied to the account periodic basis, eg quarterly, half-yearly or annually.
May have tiered rates of interest for higher deposits and they may require a notice for withdrawal, eg 30/60/90 days.
Used mainly for emergency funds.

2.1.1.2 Money market deposit accounts

These offer a higher rate of interest than ordinary deposit accounts. There are two types:

•    Fixed accounts - the money is fixed for a period of time and this can range from overnight to five years. The rate of interest is normally fixed for the full period.

•    Notice accounts - no fixed term however an amount of notice is required when withdrawing any moneys and this can range from seven days to six months. The bank will also have to give notice to change the rate of interest.
Moneys held form a part of a wider portfolio.

2.1.1.3 Interest bearing current accounts

Provide the investor with immediate access to their funds without loss of interest.
Rates of interest tend to be low however banks are offering high interest cheque accounts with a high minimum balance.

2.1.1.4 Taxation

Interest is taxed as savings taxation:

 20% deducted at source

Non-taxpayer             can reclaim or complete an R85, which means that
                                   interest paid gross.

Lower rate                  can reclaim the 10%
Basic rate                   no further tax liability
Higher rate                 additional 20% to pay

2.1.2 Building society accounts

Building societies are mutual organisations that are owned by the members.

A number of societies demutualised and converted to banks.

Building societies provide the same facilities, as those of banks however all building societies accounts, other than deposit accounts, are share accounts. These entitle the holder to any benefits from the society.

There are two types of share accounts:
•    Ordinary share account - offers instant access without penalty;
•    Notice accounts - offers access to money after a certain period of time.

These accounts may offer:
•    Tiered rates;
•    Monthly income.

Building society accounts are also covered under the Financial Services Compensation Scheme - refer back to the Bank account section for amounts/ percentages.

Taxation of building society accounts

Interest is taxed as savings taxation:

 20% deducted at source

•    Non-taxpayer    can reclaim or complete an R85, which means that
     interest paid gross.
•    Lower rate can reclaim the 10%
•    Basic rate no further tax liability
•    Higher rate additional 20% to pay

2.1.3 Offshore deposits

Investment medium, which is based outside the UK, eg the Channel Islands, the Isle of Man.

This investment could expose the client to greater risk:

•    Currency movement - if the account is not denominated in sterling;
•    Investor protection - not all offshore accounts are protected by the Financial Services Compensation Scheme.

Taxation of Offshore Deposits

Interest will be paid gross however a UK resident should declare the income to the Inland Revenue and will then be subject to savings tax at the appropriate rate.

2.1.4 CashlSAs

Replaced TESSA/PEP's from 6 April 1999.
The cash ISA must be held with an approved ISA manager and can be a standalone mini ISA or part of a maxi ISA.

Available for those aged 16+ and can only be held in single names.
Interest is paid tax-free hence the reason for the limit of £3,000 per tax year (£1,000 from April 2006).

Withdrawals are permitted at anytime and there is no term.

2.1.5 National Savings and Investments

A range of savings and investments that are offered on behalf of the government. The risk element is low because all products are guaranteeing the return of capital.

2.1.5.1 Ordinary account

This was an account that could be opened by anyone over the age of 7 (for those under age seven a parent or guardian may open the account) and this allowed for instant access to moneys and paid a small variable rate of interest. The first £70 of interest was tax-free.
These accounts have now been replaced by Easy Access Accounts.

2.1.5.2 Investment account

Available for individuals:        Aged 7+ (parent/legal guardian to sign).
Minimum investment:             £20.

Maximum investment:            £100,000.

Further deposits:                    Post Office, post or standing order.
Withdrawal:                            notice of 30 days or 30 days interest penalty.
Interest rate:                           paid annually on 31 December. Tiered rates.

2.1.5.3 Income bonds

Available for individuals:    Aged 7+ (parent/legal guardian to sign)

Income:                              Paid on fifth monthly
Minimum investment:         £500
Maximum investment:        £1,000,000
Term:                                  10 years
Withdrawal:                         notice of three months or loss of 90 days notice

Interest rate:                       tiered rates
2.1.5.4 Pensioners bonds

Available for individuals:             Over age 60.
Minimum investment:                  £500
Maximum investment:                 £1,000,000 sole or joint
Term::                                         one, two and five years.
Withdrawal                                 Notice  of 60 days  notice.  

Interest rate:                               paid 19th monthly and interest rate guaranteed
2.1.5.5 Capital bonds

Minimum investment:               £100
Maximum investment:              £1,000,000.
Term:                                       five year term.
Withdrawal:             can be encashed during the term with a lower interest rate
Interest rate:           paid annually and is paid gross but subject to savings taxation
2.1.5.6 Fixed rate bonds

Minimum investment:             £500. 

Maximum investment:            £1,000,000.
Terms:                                   one, three and five years.
Interest rate: 

 fixed   rate  over a  choice  of terms. 

Interest  either monthly, annually or rolled up to be paid at the end. Interest is paid net of savings tax, ie 20% - lower and non tax payers can reclaim.

Higher rate payers an additional 20% to pay.

2.1.5.7 Savings certificates

There are two main types:
•    Fixed interest and
•    Index linked.

They pay a fixed interest throughout the term and index linked pay a fixed rate above the rate of inflation.

Available for individuals:        Aged 7+ (parent/legal guardian to sign) on single or
                                               joint basis.
Minimum investment:             £100.
Maximum investment:            £15,000   in   each    issue.   There   is   no   limit       for reinvestment of matured certificates.

Term:                                      two and five years.
Withdrawal:                             can  be encashed  before the end of the term.  No
                                                interest in the first year.
Interest rate:                   compound interest. Interest is paid gross and is tax- free.

2.1.5.8 Premium bonds

Provide investors with a regular draw for tax-free prizes.

Minimum investment:          £100 (purchased in multiples of £100). 

Maximum investment:         £30,000.
Withdrawal:                         at anytime but eight days' notice should be given.

2.1.5.9 Children's bonus bonds

Available for individuals:   Anyone over the age of 16 may purchase a bond for
                                          anyone under 16.
Minimum investment:        £25.

Maximum investment:        £1,000 per child

Term:                                 minimum 5 years
Interest rate:                      interest rolled up and is paid free from tax


2.2.1 Government stocks

Gilts are issued by the government to raise money. They are considered safe as the government will not default on payment of interest and capital.

There is a large market for gilts from both individuals to large financial institutions. Gilts can be bought and sold for amounts above or below their face value rather like shares.

Coupon - the percentage of interest that will apply to the gilt throughout the term. Interest will be paid half yearly and is based on the par value of the gilt and not the current price, eg this stock will pay £5 each year whatever price an investor had paid for it.
Redemption date - the date on which the government will pay the par value, eg a predetermined date in 2021.

The redemptions dates are as follows:

Term                                         Years to redemption date

Short                                             0-5 years

Medium                                         5-15 years

Long                                             15 years plus

Par value or nominal value of £100 - the value of stock is always £100. This means that the repayment amount at redemption is £100, eg the government will purchase this gilt in 2021 for £100.

Prior to redemption, stocks are bought and sold on the stock market at different prices.

Gilts come in two forms:

•    Fixed interest - the coupon remains the same until redemption date and the par value also remains the same, eg £100

· Index linked - where both the par and coupon are linked to inflation. The coupon is quoted as a rate above inflation (RPI) + 2% - 2.5% and the capital value also increases in line with the RPI.

Gilts prices are quoted as either:

•    Cum dividend - this means that the purchaser will receive the next interest payment.

•    Ex dividend - the gilt will go 'ex div' about five weeks before the date of the next interest payment. If the gilt is sold during the ex dividend period then the seller will receive the next interest payment.

Interest is paid gross but is subject to savings taxation at investor's highest rate. Gilts held by private investors are exempt from Capital Gains Tax.

2.2.2 Local authority stocks

They are the same as gilts but they are issued by the local authority.
They have short redemption dates and are deemed as yearlings as they are usually issued for one or two years.

The yields are usually higher than gilts as local authorities are seen as more risky than central government.

Taxation of Local Authority Bonds

Interest is taxed as savings taxation:

20% deducted at source

Non-taxpayer         can reclaim the 20%
Lower rate              can reclaim the 10%
Basic rate               no further tax liability
Higher rate             additional 20% to pay

There is no liability to capital gains taxation.

2.2.3 Permanent interest bearing shares

PIBS are irredeemable securities, (ie they have no redemption date) issued by building societies to raise capital.

They are traded on the Stock Exchange, and values can go down or up.
They have a fixed rate of interest, payable half-yearly.
They rank below ordinary accounts in priority if a society becomes insolvent.
The Financial Services Compensation Scheme does not cover them.

Taxation of Permanent Interest Bearing Shares

Interest is taxed as savings taxation:

20% deducted at source
Non-taxpayer             can reclaim the 20%
Lower rate                  can reclaim the 10%
Basic rate                   no further tax liability
Higher rate                 additional 20% to pay

They are exempt from capital gains tax.

2.2.4   Corporate bonds
Companies wishing to raise capital issue corporate bonds. They pay a fixed rate of interest and have a redemption value. They have the following aspects:

•    corporate bond prices are more volatile than gilts;
•    corporate bond market is not as liquid as the gilt market;
•    in recognition of increased risk they offer higher returns than gilts;
•    there is the real potential that the company will not be in a position to repay the loan.

2.3 Equities and other company finance

Companies need to raise cash and they can undertake this by:

-corporate bonds;
-loans either secured or unsecured;
-Issue of shares.

2.3.1 Ordinary shares

They are also known as equities and they can be bought by private investors or by institutions such as life and pension companies.

Holders of ordinary shares have two main rights:

•    receive a share of the distributed profits via dividends; and
•    participate in meetings by voting at shareholders meeting.

What rights are attached to shares is laid out in the Memorandum and Articles of Association of the particular company.

Direct investment into shares is deemed to be high risk as failure of the company can mean that the investor may loose all of their money.

The price of each individual share depends on a number of factors including:
• the profitability of the company;
• strength of the market sector;
• UK and worldwide economies;
• supply and demand for shares and other investments.

2.3.1.1 Buying and selling shares

The Stock Exchange is the market for stocks and shares and there are two markets:
•    Main Market; and
•    Alternative Investment Market (AIM).

2.3.1.1.1    The main market
A full listing on the Stock Exchange is available only to those (usually very large) companies who can meet the stringent financial and other requirements laid down in the Exchange's rulebook. In addition:

•    they must have been trading for at least three years;
•    at least 25% of their share capital must be in public hands.

2.3.1.1.2. Alternative Investment Market


This market commenced trading in 1995, and is for new smaller companies with potential for growth.
It effectively replaced the Unlisted Securities Market (USM), which ceased trading in 1996. Rules are less strict than for the Stock Exchange.
Investment in companies on the AIM should be considered higher risk and are best for the professional or very experienced investors.

2.3.1.1 Returns from shares

Risk and reward: the shareholders do not have a liability for the debts of the company. The company is a separate legal entity and is liable for any debts. The shareholders may loose all of their money if the company goes into liquidation.

Assessment of financial returns
There are two areas where the investor could hope to receive some return for their investment:
•    growth in the share price; and
•    share of the company's distribution of profits by way of dividend.
There are a number of measures that will allow the investor to assess the success of investment into the company's shares:
•    Earnings per share: net profit divided by the number of shares issued.
•    Dividend cover: shareholders receive a share in the distributable profits of a company by means of dividends. Profits do not have to be distributed, of course, and may be retained within the business, to finance expansion for instance. If, for example, 50% of the profits were paid in dividends at a certain distribution, the dividend is said to be covered twice
•    Price/earnings ratio: the return from shares comes from dividends and from growth in the share price. These two items are linked by the price/earnings or P/E ratio, which is calculated as the share price divided by the earnings per share. Shares with a relatively high P/E ratio are known as growth stocks, and the greater portion of the returns from them is likely to be obtained through increases in the share price.

2.3.1.2.1 Taxation of shares

Dividends are tax as dividend taxation:

Received net of 10% (to work out the gross dividend - divide the net dividend by 0.9), eg net dividend of £100 = gross dividend of £111.11.

• Non-taxpayer unable to reclaim
• Lower rate      no further tax liability
• Basic rate       no further tax liability
• Higher rate     additional 22.5% of the gross dividend to pay. Total 32.5%.
They are subject to capital gains tax on any gains made. The capital gain is the difference between the price sold and the price that the share was purchased. Consideration will be given to any acquisition and disposal costs.
There is an annual exemption amount.

2.3.1.2.2 Ex dividend

The same principle as Gilts in that the share will go ex dividend some weeks before payment to allow the administration process to be completed.
If the share is sold during this period then the purchaser will not receive the next dividend payment.

2.3.1.3 Share indices

The Stock Exchange Daily Official List gives the closing price of all listed securities on the previous day.
It is possible to monitor performance of share against one or more of the various indices:
• Financial Times Ordinary Share Index - 30 major industrial companies
• FT-SE 100 - top 100 companies
• FT-SE All-Share - index of 900 shares split into sectors.

2.3.1.4 Rights issues and scrip issues

Rights issue - an existing company may raise further capital by issuing more shares and these must be offered to existing shareholders first. They are generally offered at a discount to the price that they will commence trading at. The existing shareholder will be offered a new share for a number of existing ones held. If the shareholder does not wish to take up the rights issue then they can sell the right to someone else.

Scrip issue: also known as bonus issue or capitalisation issue and this is the issue of shares free of charge to existing shareholders.

2.3.2 Preference shares and other shares

Preference shares:

These form part of the company's share capital although they do not have voting rights.
They rank before ordinary shareholders for dividend payment and in the event of liquidation.
The dividends are normally fixed although they will not be paid if the company does not make a profit.

Convertibles:

Ability to convert into ordinary shares at a fixed date and a fixed price.

2.3.3 Loan stock

Companies wishing to raise capital issue corporate bonds.
They pay a fixed rate of interest and have a redemption value and they come in a variety of forms:

•    Debentures - they are secured on the company's assets either on specific assets (fixed charge) or on the assets in general (floating charge). The debenture holders have priority over other creditors if the company is winding up.

•    Loan stock - they are unsecured and will offer a higher rate than debentures due to the risk.

Other types of bond:
•    Convertibles - debentures and/or loan stock that contains the option to convert to the company's shares at a set time and price.

•    Zero coupon bonds - are issued and traded at a discount to par value. No interest is received and the par value will be paid on redemption.

•    Junk bonds - these are issued by companies whose financial strength is poorly rated by credit agencies.

Interest is taxed as savings taxation:

 20% deducted at source

Non-taxpayer      can reclaim the 20%
Lower rate           can reclaim the 10%
Basic rate           no further tax liability
Higher rate         additional 20% to pay

There is no liability to capital gains taxation apart from convertible loan stock which is subject to capital gains tax.

2.4 Property

This falls into three main categories:

• residential;
• agricultural;
• commercial and industrial.

Investment property has the following advantages:

• income through rent;
• capital growth through rising value;
• small initial outlay if the purchase is mortgaged;
• a tangible asset.

Some of the disadvantages are:

• period without tenant could reduce income;
• wear and tear and depreciation to fixtures and fittings;
• quality of tenant;
• house prices are not guaranteed;
• property is not a liquid asset.

2.4.1 Taxation

Income from property, after deduction of allowable expenses, is subject to income tax.

On disposal any gain, less any capital expenditure on enhancement of the property's value, will be liable to capital gains tax.

2.4.2 Buy to let mortgages

This is an area designed to stimulate the growth of private sector of the rental market.
It will encourage private investors to borrow at competitive rates with a view of investing in rental property that should give a reasonable rate of return by way of income and also the prospect of capital growth.
Banks and Building Societies have entered into this part of the market in conjunction with the Association of Residential Letting Agents (ARLA).

The lenders are more likely to lend in the knowledge that a buy to let will be professionally managed and for many schemes it is a requirement that the agent is a member of the ARLA who should be involved with:
•    selecting suitable properties;
•    selecting suitable tenants;
•    arranging appropriate tenancy agreements (normally Assured Shorthold Tenancies);
•    managing the properties.

Gross rents for the income property are typically 150% of the monthly mortgage payments.
Rental income will be subject to income tax but costs can be offset as a deduction against tax.
The initial cost of such items as furniture, fixtures and fittings cannot be deducted, but a wear and tear allowance of 10% per annum may be allowed.
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