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Today marks the beginning of a new ISA (Individual Savings Account) year with savers
able to squirrel away up to £20,000 over the next year, with the returns being completely
tax free. This is the Government's flagship policy to promote saving — with around 12
million adults benefiting in 2021-22. But while the policy is well intentioned — one-in-three
working-age adults live in families with savings of less than the £1,000 — it is expensive and
growing in cost. The tax relief offered through ISAs is expected to cost the Treasury £6.7
billion in 2023-24, up from £4.9 billion in 2022-23.

Furthermore, ISAs are poorly targeted. Vastly more tax-relief is given to those on higher
incomes as they are more likely to have an ISA and more likely to have substantial ISA
savings. In 2018-20, 1-in-2 (54 per cent) working-age families in the top 10 per cent of the
income distribution had an ISA, compared to less than 1-in-5 (18 per cent) in the bottom 10
per cent. Similarly, nearly half (48 per cent) of ISA holders with incomes over £150,000 had
ISA savings exceeding £50,000, whereas the vast majority (65 per cent) of ISA holders with
incomes less than £10,000 had savings of less than £5,000 in their ISA.

Finally, ISAs are also ineffective at raising long-term saving — for example, when the ISA
allowance was increased between 2013-14 and 2014-15 this had no noticeable impact on
aggregate household saving. Despite this, Government is doubling down on its existing
approach to boosting savings by announcing that it intends to introduce a ‘UK ISA’, with
an extra £5,000 of tax-free savings going to those investing in UK-based assets. This
additional tax-free allowance will only benefit those that have more than £20,000 to save.
In 2020-21, only 7 per cent of ISA holders (1.6 million people) maxed out their annual ISA
allowance. Given the relatively small amount already saving £20,000 a year, the new UK
ISA is unlikely to shift the dial on aggregate household saving.

Happy new ISA year, to all those who celebrate! For those lucky enough to be saving up to
£20,000 this year, today is a significant date as it fires the starting gun on the opportunity to
receive interest income and capital gains without having to pay tax. As ISAs are the primary
way the Government is tackling UK families’ chronic lack of savings — one-in-three working-
age adults live in families with savings of less than £1,000 — it is important to ask whether this
policy is working as it should. So in this Spotlight we put the new ISA year in context by
setting out the key facts on their costs and benefits, along with how the Government'’s new
‘UK ISA" might change the picture.
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ISAs are expensive

ISAs are hugely popular: there were over 22 million holders in 2020-21 — meaning that around
2-in-5 (42 per cent) UK adults had an ISA. ISAs work by offering a tax-free method of saving or
investing money, with individuals exempt from paying tax on any income (i.e. dividends,
interest and bonuses) or capital gains they receive from their ISA savings and investments.
Millions take advantage of this tax relief every year: in 2021-22, £67 billion was deposited into
12 million adult ISAs.!

The cost to the exchequer from foregone tax revenue on ISAs is large. Figure 1 shows that
the value of this tax relief has risen steadily risen over time. 2023-24 is expected to be an
expensive year for Treasury, with HMRC projecting that the cost will rise to £6.7 billion, up
from £4.9 billion in 2022-23. This increase in cost is largely the result of higher interest rates
boosting returns on savings. However, policy decisions, such as decreasing the dividend
allowance from £2,000 to £1,000 and capital gains tax-free allowance from £12,300 to £6,000,
also boosted the amount deposited into ISAs and the cost of tax reliefs provided through
ISAs.

Figure 1: ISAs are expensive in terms of foregone tax revenue
Nominal annual cost of tax reliefs provided through ISAs
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Notes: Annual cost of tax reliefs also includes the government bonus paid via the Lifetime ISA.
Source: HMIRC, Non-structural tax reliefs.

These figures include subscriptions and amounts deposited Into Lifetime ISAs (LISAs). For more Information see: HMRC, Individual Savings Account (ISAs)
Statistics, June 2023.


https://www.gov.uk/government/statistics/main-tax-expenditures-and-structural-reliefs/non-structural-tax-relief-statistics-december-2023
https://www.gov.uk/government/statistics/main-tax-expenditures-and-structural-reliefs
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Tax-free ISA savings will remain a costly tax-break for the Treasury for the foreseeable future.
With interest rates anticipated to stay elevated — market pricing suggests Bank Rate will
remain above 3 per cent until at least 2028-29 — returns on ISAs will continue to be high.
Given the substantial and growing tax revenue forgone, there should be more scrutiny of the
efficacy of ISAs in encouraging overall saving levels, particularly among the most vulnerable.

ISAs are a poorly targeted policy and overwhelmingly benefit the better off

ISAs tend to provide the most support (via tax relief) to those on the highest incomes, as this
group are more likely to have ISAs and tend to have larger ISA savings pots. For instance, in
2018-20, 1-in-2 (54 per cent) working-age families in the top 10 per cent of the income
distribution had an ISA, compared to less than 1-in-5 (18 per cent) in the bottom 10 per cent.

Despite the stated aim of ISAs being to encourage higher long-term savings particularly
among people on low incomes, it's striking that this group has the lowest levels of ISA
savings. Figure 3 shows that almost two thirds (65 per cent) of ISA holders with incomes less
than £10,000 had less than £5,000 saved in their ISA. In contrast, nearly half (48 per cent) of
ISA holders with incomes over £150,000 had ISA savings of £50,000 or more — considerably
higher than all other income groups. In fact, in 2018-20, the richest tenth of working-age
families owned close to a third (29 per cent) of all ISA savings.

Figure 2: Nearly half of those with income of £150,000 or more had ISA savings of

£50,000 or more
Proportion of individuals holding ISAs, by income and ISA market value: UK, 2020-21
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Source: HMRC, Annual savings statistics June 2023.

Another reason ISAs are poorly targeted is the generous annual allowance, which at £20,000
currently it is equivalent to two thirds (67 per cent) of typical earnings (£29,700), and above



https://obr.uk/efo/economic-and-fiscal-outlook-march-2024/
https://www.tisa.uk.com/all-tisa-publications/isas/historic-schemes/
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/bulletins/annualsurveyofhoursandearnings/2023
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what most people, especially those on low incomes, are able to save in a year. The latest data
show that only 7 per cent of all ISA holders (1.6 million people) maxed out their ISA(s) in 2020-
21. Unsurprisingly, ISA holders with the highest incomes were more likely utilise the full
£20,000 allowance: 38 per cent of ISA holders with incomes above £150,000 maxed out their
ISA allowance in 2020-21, compared to just 6 per cent among ISA holders with incomes of
£20,000-£29,000.

Figure 5 shows that, in 2018-20, families with an ISA in the middle of the income distribution
saved an average of £160 a month, totalling £1,920 annually — around £18,000 less than the
annual ISA allowance. In fact, only around 1 per cent of families with an ISA had average
monthly savings sufficient to exceed the £20,000 annual ISA allowance. As a result, current
high level of the ISA allowance primarily benefits the very wealthy. Given these reported
monthly saving rates, it is difficult to justify such a generous annual allowance, let alone
advocate for further increases.

Figure 3: Based on average monthly saving rates, it is difficult to justify an annual ISA

allowance of £20,000
Average monthly saving of families with an ISA, by net equivalised family income decile: GB, 2018-20
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Source: RF analysis of ONS, Wealth and Assets Survey.

The evidence suggests ISAs are ineffective at incentivising higher saving

There is also little evidence to suggest that ISAs have encouraged greater saving. For
instance, when the annual ISA savings allowance was raised significantly in 2014-15 (from
£11,520 to £15,000) there was a significant inflow into ISAs, with the total amount deposited
increasing from £57 billion to £83 billion between 2013-14 and 2014-15. However, as Figure 4
shows, this had no perceptible impact on the household saving rates, with the adjusted
saving ratio (which measures the percentage of gross disposable income that households


https://obr.uk/forecasts-in-depth/the-economy-forecast/net-lending-and-balance-sheets/#savingratio
https://obr.uk/forecasts-in-depth/the-economy-forecast/net-lending-and-balance-sheets/#savingratio
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have left after consumption) actually falling from 2.4 per cent to 1.6 per cent over the same
period. This is consistent with the idea that much of the flow into ISAs would have otherwise
gone into other savings products and so been subject to tax. This is also supported by wider
evidence that tax reliefs do little to incentivise greater saving. It's often the case that people
who already have savings move their money around to maximise returns.

Figure 4: ISAs have done little to incentivise greater saving
Total annual ISA allowance (left axis) and adjusted saving ratio (right axis): UK
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Notes: The adjusted saving ratio is calculated as the difference between gross household disposable income and individual consumption
expenditure, divided by gross household disposable income.
Source: HMRC, Individual Savings Account Statistics; ONS, Quarterly sector accounts.

Despite the evidence that ISAs have not been effective, the Government is doubling down
on this approach

The Government appears to be doubling down on these tax breaks by announcing the
introduction of the ‘UK ISA" at the Spring Budget. This new product would have its own
£5,000 annual allowance in addition to the existing £20,000 annual ISA allowance. The
rationale behind this is to provide individual investors with an additional opportunity to save
while also addressing the UK's low business investment performance. In practice, the new
UK ISA and additional £5000 allowance only matters for those that have more than £20,000 a
year to save. Given that very few people do max out their ISA allowance, the new UK ISA is
unlikely to attract substantial amounts of additional investment, meaning that it won't shift
the dial on aggregate saving.

From today, ISAs have been available for 25 years, but they have done little to address the
problem of low savings in Britain, with as many as 1-in-3 (30 per cent) of working-age adults
living in families with savings below £1,000. For this reason, we have previously made the
case that ISAs should at least be capped at £100,000. The tax revenue raised from such a


https://ifs.org.uk/publications/effect-tax-incentives-private-pension-saving
https://ifs.org.uk/publications/effect-tax-incentives-private-pension-saving
https://www.gov.uk/government/consultations/uk-isa-consultation
https://economy2030.resolutionfoundation.org/reports/beyond-boosterism/
https://www.resolutionfoundation.org/publications/isa-isa-baby/
https://www.resolutionfoundation.org/publications/isa-isa-baby/
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policy could be spent on expanding Help to Save — a saving policy specifically targeted at low
income families. More recently we have shown that ‘behavioural’ interventions are much
more effective at boosting saving, with the most obvious example being pensions auto-
enrolment. This suggests that getting serious about addressing the UK's low savings
problem means shifting the policy emphasis away from financial incentives and putting
behavioural framing at the heart of the strategy. With this in mind, we have previously
outlined how a more cohesive and flexible savings policy framework could increase saving
for precautionary and retirement purposes. This will involve expanding pensions auto-
enrolment while allowing for some degree of flexibility around pension savings to help meet
precautionary needs during working life. Getting serious about boosting the chronic lack of
UK household saving means being creative about how we design saving incentives rather
than bolting new gimmicks onto the ISA system.


https://www.resolutionfoundation.org/publications/precautionary-tales/
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