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Overview 
This topic provides an introductory analysis of the characteristics of the main 
asset classes (e.g. cash, fixed interest, property and equities) and key 
terminology is defined. The relative advantages and disadvantages of each 
investment class in terms of the construction of an investment portfolio are also 
discussed. 

Managed funds are also introduced, and the unique and tax-effective features of 
insurance and other investment bonds are outlined. A cursory introduction to 
investments that fall outside of the scope of this course, such as film, collectibles, 
timeshare, precious metals and the futures market, is also provided. 

The activities used throughout the topic encourage students to engage with 
the material to analyse the content and to develop new understandings. 
Their purpose is to assist you to develop a clear understanding of the content 
of the topic and ultimately to enhance your ability to perform your duties as a 
financial services professional. 

At the conclusion of the topic, you should have developed a fundamental ability 
to select investments that are appropriate to an individual client’s financial needs, 
objectives and risk tolerance, and have an enhanced understanding of the 
underlying characteristics of the assets selected. 

 Learning objectives 
In this topic, you will learn: 

• characteristics of the main asset classes 

• the relative advantages and disadvantages of the main asset classes 

• to classify investments according to their specific features 

• how to define and calculate dividend imputation 

• characteristics of managed funds 

• to analyse the advantages and disadvantages of holding investments 
indirectly via a managed fund 

• fundamental elements of managed fund evaluation 

• benefits of administration platforms 

• characteristics of investments bonds 

• rules in relation to insurance bonds 

• rules regarding the first home saver accounts (FHSAs) 

• to define derivatives and hedging and describe how they are used to reduce risk. 
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2 Foundations of Financial Planning Part B: Financial Planning 

1 What are financial products? 
As previously outlined in the Generic Knowledge topics, not all products are 
considered legally to be financial products. This topic covers some of the key 
financial products encountered by planners. As a reminder, a list of those 
products that are and are not considered financial products is provided below. 

Items defined as financial products 

As covered in Topic 1, specific items defined as financial products under the 
Corporations Act 2001 (Cth) include: 

• a security (e.g. shares) 

• managed investments 

• a derivative 

• most contracts of insurance — both general and life 

• a superannuation interest (as defined in the Superannuation Industry 
(Supervision) Act 1993 (Cth)) 

• a retirement savings account 

• a FHSA 

• any deposit-taking facility made available by an authorised deposit-taking 
institution (ADI) in the course of its banking business 

• a debenture, stock or bond issued or proposed to be issued by a government 

• some foreign exchange contracts 

• margin lending facilities. 

Items excluded from being financial products 

The Corporations Act also outlines items that are specifically not considered 
financial products, including: 

• an excluded security 

• health insurance provided as part of a health insurance business 

• insurance provided by the Commonwealth, state or territory governments 

• reinsurance 

• a credit facility 

• a contract to exchange one currency for another, whether Australian or not, 
which is to be settled immediately 

• a funeral benefit. 
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2 Direct investments 
Direct investments, whether they are shares, property or bonds are bought and 
owned by the investor. All decisions about changing those investments are made 
by the owner with the help of their financial planner. 

2.1 Cash 
Cash is by definition risk-free and liquid. However, due to the failure in 2008 of 
several large financial institutions until then considered ‘too big to fail’, risk-free is 
a term treated now with some caution. However, cash is still believed to be the 
most risk-free and liquid of the financial products. 

Cash includes: 

• coins and notes held in personal possession 

• deposits in financial institutions 

• currency 

• overnight lending 

• securities readily converted to cash, such as short-term Treasury bills, 
short-term certificates of deposit and bank accepted bills of exchange. 

The introduction of credit risk and longer dates to maturity is a step away from 
pure cash. Managed investments, such as cash management trusts (CMTs), 
are typically structured to offer a constant unit value and liquidity within five 
working days and thus can be used legitimately as a cash holding. 

The returns from cash type securities are reflective of movements in short-term interest 
rates. A lower rate of return is the cost for the low level of risk and easy access. 

2.2 Fixed interest (debt securities) 
The fixed-interest market works in the same way as any other type of market 
where the buyer or borrower of goods, in this case money, meets a seller or lender, 
and together they negotiate a price (i.e. the interest rate) for the transaction. 

The market provides: 

• an investment medium for institutions (e.g. fund managers, life insurance 
companies, banks and investment organisations) 

• a method of borrowing for governments and companies 

• an instrument of monetary policy 

• a means by which liquidity can be transferred between key areas of the 
financial market (e.g. from the household sector to government and business). 

In Australia, there are two distinct segments of this debt market: 

• the short-term money market 

• the fixed-interest market. 
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4 Foundations of Financial Planning Part B: Financial Planning 

Fixed-interest markets 

There are both primary and secondary markets for fixed-interest securities. 

Primary market 

At the primary market level, the government issues bonds by tendering lines of stock. 

Secondary market 

The secondary market is where purchasers, mainly institutions, trade fixed-interest 
securities through fixed-interest brokers. Governments encourage secondary 
markets because they provide liquidity (i.e. the ability to buy and sell). 

The element that gives bonds their capital gain or loss potential, and their very 
high liquidity, is the ability of the original purchaser to sell the bond at any time 
on the secondary market. 

On the secondary market, the date and the interest rate of each bond is fixed, 
but the price at which a bond can be bought or sold is variable. The price or 
value of the bond is adjusted to take account of current market conditions. 
In accordance with the supply and demand principle, a rise in interest rates will 
cause bond prices on the secondary market to fall. The opposite is also true; 
should interest rates fall, bond prices on the secondary market will increase. 

For example, if a 10-year bond with a coupon rate of 5% was purchased and 
interest rates in the marketplace subsequently rose to 6%, the original bond 
purchased is now less attractive. This is because the original bond is paying 
a lower rate of income than a subsequent bond. 

When interest rates in the bond market rise, the market price of a bond being sold 
on the secondary market will fall. The bond’s coupon rate, relative to the revised 
lower price, will now match the yield being offered for new bond issues. This is how 
capital losses can occur when holding bonds. Obviously, any losses only occur if the 
bond is required to be sold. An investor purchasing a newly issued bond and holding 
that bond to maturity will always get paid the original face value of the bond. 

Conversely, when bond market rates fall below the yield of a bond being sold 
on the secondary market, the market price of the bond being sold will rise and 
capital gains will accrue.  

Figure 1 illustrates the interaction between interest rates and bond prices. 

Figure 1 Seesawing bond prices and interest rates 
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Many retail investors do not fully understand the risks of fixed-interest products, 
particularly in relation to potential capital losses. Some believe that a managed 
fund that invests in government bonds, such as a bond fund, is a guaranteed 
investment because it invests in government bonds. 

Understanding how interest rates affect the price paid for debt securities will 
provide a better understanding of both the marketplace and alternative 
instruments that may better suit a client’s needs. 

For example, if a fixed-interest portfolio comprised of three-year Commonwealth 
Government bonds is earning 6%, any alternative investment needs to be 
compared with that low-risk benchmark. If an investor simply invests and awaits 
the interest payment of 6% p.a., the investor would need to earn a higher rate of 
return to be fairly compensated for any increase in risk associated with an 
alternative investment. 

For example in October 2012, AA-rated corporate bonds returned 3.71% p.a. 
compared with government bonds that returned 3.02% p.a. The primary 
difference in the return is the increased risk associated with investing in a highly 
regarded corporation that has some risk attached, and the essentially risk-free 
government bond. 

Discount securities 

Discount securities are short-term securities with a fixed maturity date and 
fixed maturity value. The issuer (i.e. borrower) promises to pay the holder 
(i.e. investor/lender) of the discount security this fixed maturity value, known as 
‘face value’, at the maturity date. Because there is only one single repayment of 
face value at the maturity date, both the investor’s interest earnings and initial 
investment (i.e. lending) amount are included in the face value of a discount 
security. 

While the face value of a discount security is fixed, the purchase price will 
fluctuate with the movement of the market interest rate. 

Discount securities have the following key characteristics: 

• When first issued, the investor (e.g. a fund manager) lends a sum of money — 
in practice, pays a price for the purchase of a security that is less than the face 
value of the security. This sum of money is known as the ‘discount value’ of 
the security. 

• There are no interest payments throughout the term of the loan. 

• At the maturity date, the investor receives the full face value. Their earnings 
are thus the difference between the amount they paid for the security 
(i.e. the discount value) and the face value that they receive at maturity. 
This can be considered as the interest that they earned for lending the money 
that they paid for the security. 
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6 Foundations of Financial Planning Part B: Financial Planning 

Example: Investment in bank-accepted bill 

Assume that clients Anthony and Marie receive an inheritance and have 
$98,800 to invest short term until they decide whether they will expand their 
business or venture into equity market investments. 

Their financial planner recommends that they invest in a bank-accepted bill 
for three months (i.e. 90 days) that is currently offering a yield of 5% p.a. 

‘Yield’ is defined as the return on an investment expressed as a 
percentage. The term ‘yield’ and ‘interest rate’ are interchangeable. 

Anthony and Marie buy the bank bill, which has a $100,000 face value and 
matures in 90 days time. They will pay the discounted value today of 
$98,782.14 and at maturity of the bill in 90 days, they will receive the 
original amount they invested plus interest of $1217.86, a total of $100,000. 

Types of discount securities 
Some common discount securities are described below. 

Treasury notes 

Treasury notes are short-term debt instruments issued by the Commonwealth 
Government. They are administered and managed by the Australian Office of 
Financial Management (AOFM) and are held on a register operated by the 
Reserve Bank of Australia (RBA). New issues have maturity periods of 5, 13 and 
26 weeks, and the minimum subscription is $100,000. They are issued as 
periodic (weekly) tenders to compensate for fluctuations in liquidity requirements 
in the financial system. 

Bills of exchange 

‘Bills’ are negotiable instruments that are sold at a ‘discount’ to the face value. 
Bills of exchange are issued for fixed periods, normally up to six months, and are 
issued for a specific amount of money. The yield (i.e. interest rate) of the bill 
varies with market forces and is published daily in the financial press. Bills of 
exchange are borrowing and lending instruments used by corporations intending 
to borrow or invest funds for a short period of usually less than one year. 

Types of bills include: 

• bank-accepted bills — bills of exchange that generally have a company or an 
individual as the borrower. A bank then ‘accepts’ the bills and the liability for 
their payment, which means the bank is liable to pay the amount of money 
due to the holder of the bill on the bill’s maturity. Therefore, the market views 
these bills as first-class bank credit. Bank-accepted bills are the most traded 
(i.e. liquid) security in the short-term market 

• bank-endorsed bills of exchange — commercial bills endorsed or traded, 
but not accepted, by a bank. This means that a bank is one of the parties 
liable in the event of default, but is not the primary liability holder 

• commercial bills — bills accepted by non-banks, which normally trade at 
yields higher than bank-accepted bills, reflecting the market’s perception that 
they have higher risk. 
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Promissory notes 

Promissory notes promise to repay a certain amount of money at some date in 
the future. They are usually issued for periods of less than six months, but can be 
for up to 12 months. Large corporations (e.g. BHP Billiton and Qantas) and 
government and semi-government authorities may issue promissory notes. 
The notes are unsecured and so tend to be restricted to ‘top name’ borrowers 
who have a sufficiently high credit rating established by either of the major credit 
rating agencies, namely Standard & Poor’s (S&P) or Moody’s Investors Service. 

Negotiable certificates of deposit  

Certificates issued by banks for varying periods. They trade in the marketplace 
at yields similar to bank-accepted bills.  

The fixed interest component of a client’s investment portfolio allows for consistent 
and secure income to be received, in excess of cash returns, with minimal volatility.  

2.3 Coupon (fixed-interest) securities 
Coupon securities are long-term securities with a fixed maturity date which pay 
periodic interest payments (called ‘coupon’) throughout the term. Moreover, 
the issuer also promises to pay a fixed sum at the maturity (i.e. face value). 
Coupon securities are most commonly known as ‘fixed interest’ securities, 
mainly because the interest rate for each coupon payment (called the ‘coupon rate’) 
is fixed and remains unchanged for the term of the security. Bonds (such as a 
government bond) are one of the most common types of fixed-interest securities. 

The coupon rate is the annual value of a bond’s coupon payments, expressed as a 
percentage of the bond’s face value. The coupon rate is fixed and should not be 
confused with the bond’s market yield, which varies with moves in market interest rates. 

The basic components of an interest-bearing stock are: 

• face value — simply the initial amount (i.e. principal) invested 

• coupon rate — the interest rate or interest payment expressed annually 

• maturity date — when the investment matures (i.e. when the principal is 
returned to the investor) 

• security of the investment — the possibility that some or all of the investment 
may not be returned. 
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Example: Return on fixed-interest security 

Assume a fixed-interest security offers the following features: 

• Face value: $100. 

• Coupon rate: 5% p.a. paid half-yearly. 

• Maturity date: two years. 

This means that for lending the issuer $100, an investor will receive 
$5 (5% of $100) for each of the two years until maturity. The interest is 
issued half-yearly ($2.50) and the initial $100 is returned to the investor at 
the end of the two-year term. 

Types of coupon (fixed-interest) securities 

Fixed-interest securities include: 

• bonds — a financial instrument used by a government or institution to raise 
money from the public. It is specifically a debt security that borrowers such as 
governments, semi-government authorities and companies issue in return for 
cash from investors. A fixed rate of interest is paid over a fixed period and the 
original investment is repayable on maturity 

• government bonds — usually Treasury bonds issued by the Commonwealth 
Government. Government bonds are sold by tender in response to the 
financing needs of the Commonwealth Government and, like Treasury Notes, 
are administered and managed by AOFM. These needs include covering 
shortfalls caused by budget deficits and capital works. 

 Since the security of capital and coupon payment is unquestioned, there is 
minimal risk to the investor. Government bonds usually yield the lowest rate 
of interest in comparison to other bonds. Government securities are often 
referred to as ‘risk free’ because the chance of a major government failing to 
make interest payments on a regular basis, or repaying the capital invested at 
maturity, is minimal. They are not entirely without risk, however, because they 
are particularly susceptible to political risk and interest rate risk, and thus 
longer-term bonds are considered more volatile or riskier than short-term 
bonds. Therefore, the 90-day bond rate is used to determine the ‘risk-free rate 
of return’. 

• semi-government bonds — borrowings by state governments. Most of these 
borrowings are coordinated through centralised borrowing authorities 
(e.g. NSW Treasury Corporation) that raise funds for various institutions within 
a state. Generally, the yield on semi--government bonds is slightly higher than 
for government bonds to reflect the perceived increase in risk 

• corporate bonds, debentures and unsecured notes — very large private 
companies have the capacity to issue debt securities and borrow money from 
the public. They are basically IOUs and do not have a government guarantee. 
When the investing public has doubts about company profitability and security, 
companies will have to offer a yield well in excess of government bond yields 
to attract funds, since the perceived, or actual, risk is higher. Unsecured notes 
are issued by finance companies, usually for periods ranging from three 
months to three years, offering higher rates of interest than a debenture of the 
same maturity but lacking the same security of a debenture 
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• mortgages — a form of security for a loan in which a specific item of property 
is pledged by the borrower (i.e. mortgagor) to the lender (i.e. mortgagee). 
The borrower in effect transfers (‘conveys’) title to the lender subject to the 
borrower's right to have title transferred back to the borrower once the debt is 
paid. They do not have a government guarantee and therefore usually offer 
higher interest rates as compensation 

• certificates of deposit — a written certificate by a bank or financial institution 
stating that a fixed dollar amount has been deposited with it for a fixed period 
at a predetermined rate of interest.  

Fixed-interest yields 

The term to maturity and the degree of security will influence the rate of return 
offered to a certain extent. However, the ultimate determinant of interest rates 
offered for fixed-interest investments will be the combined influences of monetary 
policy set by the RBA through the official cash rate and Australia’s overall 
economic performance. 

Generally, the longer the term to maturity of a fixed-interest investment, the higher the 
rate of interest offered to the investor. This is because investors demand a premium 
for investing funds for longer periods. Diagrammatically, this may be represented as a 
positive yield curve (see Figure 2) that slopes upwards and is the norm. 

Figure 2 Positive or normal yield curve 
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There are occasions when rates offered on short-term securities exceed 
long-term rates. This results in an inverse yield curve that slopes downward. 
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Volatility of interest rates 

Another concept to be aware of is volatility, which in relation to debt securities is 
the degree that the purchase price of a security moves given a 1% movement in 
yields. Generally, the greater the term to maturity, the greater the price volatility. 
If interest rates rise, losses are greater in a long-term portfolio (i.e. bonds) 
than in a short-term (i.e. bank bills) portfolio. Short-term interest rates are far 
more volatile over time than medium to long-term rates. This is particularly 
evident in relatively free and open market conditions. Shorter-term interest rates 
tend to reflect short-term changes in market liquidity and risk conditions, as well 
as changes to monetary policy by the RBA. Longer-term interest rates tend to 
be more closely related to the overall longer-term outlook for inflation, 
economic growth and fiscal policies. 

There are two rules to remember about volatility: 

• Rule 1: The longer the term to maturity, the higher the price volatility. 

• Rule 2: The higher the yield, the lower the price volatility. 

Unlike the sharemarket that is readily accessible to individual investors, the debt 
market is dominated by institutional investors, such as fund managers, merchant 
banks and insurance companies. Due to the relatively high minimum investment 
requirement (usually $100,000), retail investors primarily access the debt sector 
through specialist managers of Australian and/or international fixed-interest funds. 

Apply your knowledge 1: Bond investments 

How does investment in government bonds provide security of income? 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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2.4 Property 
The major categories of property investment are: 

• residential 

• retail 

• industrial 

• commercial. 

Other property sectors include: 

• infrastructure — roads, tollways 

• tourism and leisure — hotels, motels, resorts, theme parks, casinos 

• rural — diversified farming, sheep, wheat, dairy, cattle. 

Property may be purchased as an income-producing investment asset or as a 
personal-use asset. As a personal-use asset (e.g. the family home), any capital 
gains realised upon sale are generally exempt from capital gains tax (CGT). 
This is not the case with real estate purchased as an investment. 

Investment property may be held directly through the direct purchase of real 
estate, or indirectly through the purchase of units in a managed property trust 
that may be either ‘listed’ or ‘unlisted’. The prices of listed property trusts are 
quoted daily on the stock exchange, which means the trust is effectively valued 
every day. 

Returns from property 

Similar to equity investments, returns from property investments can be in the 
form of income, capital growth or a combination of both. Over the years, 
property has demonstrated an ability to generate a reasonable and reliable 
income that grows at least in line with inflation, together with steady growth in 
capital values. 

Income from property investments is generated by way of rent paid by tenants. 
From this income, expenses such as rates, repairs and agents’ fees must be 
deducted, which can reduce the net return of the investment considerably. 

Capital growth refers to growth in the resale value of the asset. The real estate 
market is cyclical and often interest rates play a major part in determining 
property values. High interest rates generally force property prices down because 
potential investors are discouraged from borrowing to purchase new properties. 
Those who do buy in high-interest periods will require a higher yield or return on 
their investment. The period following the GFC, characterised by lower interests 
rates, greater demand and static supply, has proved to be a positive for 
residential real estate. 

Generally, the interest paid on an investment loan can be used as a deduction 
against assessable income for taxation purposes. However, using borrowed 
funds or gearing to invest in property increases the risk of the investment. 
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Apply your knowledge 2: Property investments 

List five (5) advantages and disadvantages of holding property investments. 

Advantages Disadvantages 

  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

Property yields 

Yield is the annual return on an investment expressed as a percentage. 
Yield for an investment property is calculated by dividing the net annual income 
(i.e. gross income less expenses, not including interest repayments) by the 
purchase price of the property. 

Net income p.a. ÷ Purchase price × 100 = Yield (%) 

2.5 Equities (shares) 
Like property, equities are a cornerstone of many long-term investment strategies. 
Both domestic and international equities typically play a significant role in asset 
allocation strategies because they provide the benefits of diversification when mixed 
with other asset classes, and the potential for high investment returns. All financial 
planners should have a basic understanding of the sharemarket. 

Companies listed on a stock exchange issue shares to raise capital. A share is a 
basic unit of ownership in a company. By purchasing a share, an investor 
becomes a part owner of the listed company, or shareholder. 

Being a shareholder entitles the investor to receive a dividend, which is a portion 
of a company’s profits distributed to shareholders on a regular basis, normally 
biannually. The amount of dividend the shareholder receives is proportional to 
the number of shares they hold. 

Owning shares in a company is also known as holding ‘equity’ in the company. 
Holding equity may entitle the investor to vote at annual general meetings and 
other special meetings of shareholders. Shares can be acquired in both 
Australian and international companies, usually through a stock exchange. 
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Types of shares 

Usually, companies raise equity capital by issuing ordinary shares. This is the 
primary investment vehicle for both direct equity investment by individual 
shareholders and also by fund managers and other market participants. 
The price of the ordinary shares is determined by the issuing company and is 
influenced by how much the company needs to raise and what the directors 
believe investors will pay. 

Other types of securities that companies can issue to raise equity capital include: 

• contributing shares 

• preference shares 

• company options 

• convertible notes 

• converting shares 

• participating preference shares 

• convertible shares 

• cumulative shares 

• redeemable shares. 

Many of these securities are combinations of both debt and equity. The characteristics 
vary and the voting rights depend on how the securities are structured. The best way to 
understand the relevant features of any of these types of equities/debt instruments is to 
review the conditions that apply to specific types of shares issued by a particular 
company. The key features typical of these securities are set out in Table 1 below. 
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14 Foundations of Financial Planning Part B: Financial Planning 

Table 1 Features of different types securities 

 Issue price Special features Dividends Ranking for 
payment in 
case of 
liquidation 

Suits 

Ordinary 
shares 

Close to 
perceived 
market value 
of shares but 
generally at a 
discount 

 Usually, may or 
may not be fully 
franked 

After all debts 
have been 
paid 

Clients who 
benefit from the 
tax advantage of 
franking credits 

Contributing 
shares 

Part of full 
value, with 
remaining 
amount 
called by 
company 

If call amount is not 
paid, clients forfeit 
shares in ‘no liability’ 
company, otherwise are 
legally obligated to pay 
call in limited company 

Usually pro rata 
to proportion of 
security paid  

Ranked 
behind 
ordinary 
shares 

Clients who 
cannot access full 
payment upfront; 
clients who want 
to take advantage 
of leverage 

Preference 
shares 

Issued at a 
preset face 
value 

Attributes of debt 
securities 

Fixed dividend 
rate 

Priority over 
ordinary 
shareholders 

Clients with 
greater security 
need from income 

Convertible 
shares 

Issued at a 
preset face 
value 

Both fixed-income and 
share features; 
convertible to ordinary 
shares or redeemable for 
cash 

Fixed dividend 
rate 

Priority over 
ordinary 
shareholders 

Clients with need 
for greater 
security with 
limited loss 
potential 

Converting 
shares 

Issued at a 
preset face 
value 

Compulsory convertible 
into ordinary shares at a 
discount to the ruling 
market price at time of 
conversion 

Usually fixed 
dividend rate 

Priority over 
ordinary 
shareholders 

Clients who have 
a greater security 
need  

Cumulative 
shares 

Issued at a 
preset face 
value 

Dividends accumulate if 
not paid in a particular 
year 

Yes; priority over 
ordinary 
dividends 

Priority over 
ordinary 
shareholders 

Clients with a high 
need for income 
rather than capital 
growth 

Participating 
preference 
shares 

Issued at a 
preset face 
value 

May receive an extra 
dividend after ordinary 
shareholders are paid 

Fixed dividend Priority over 
ordinary 
shareholders 

Clients with a high 
need for income 
rather than capital 
growth 

Redeemable 
shares 

Issued at a 
preset face 
value 

Face value of shares 
may be redeemed for 
cash at discretion of 
company 

Fixed dividend Priority over 
ordinary 
shareholders 

Clients with a high 
need for security 

Company 
options 

Small initial 
premium paid 

Exercise price and 
expiry set by the 
company; lapses if not 
exercised 

No Do not rank Clients with higher 
tolerance to risk 
and who want 
leverage 

Convertible 
notes 

Around 
market price 
at time of 
issue  

Cross between a loan 
and a share; note can 
be converted into a 
share  

Fixed interest 
payment; usually 
higher than 
dividends; 
interest income 
cannot be 
franked 

Until 
converted, 
priority over 
ordinary 
shareholders 

Clients who have 
a greater security 
need for income; 
taxation but lack 
of franking credits 
may be an issue 

Companies may also issue stapled securities that usually consist of a share in 
a company and a unit in a unit trust. Stapled securities cannot be traded 
separately. Listed property trusts predominately use this type of structure to 
separate their development or construction business from their rental activities 
that are held in the trust. 
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The sharemarket in Australia 

Shares are initially issued in the primary market, often called ‘floating’ or an 
‘initial public offer’ (IPO). Once the shares have been created, they can be 
sold via the stockmarket (i.e. the secondary market). The price is not directly 
influenced by the company but by supply and demand in the marketplace. 

The major place for trading equities in Australia is the Australian Securities 
Exchange (ASX), established in 1987 by the amalgamation of six independent 
stock exchanges that formerly operated in the state capital cities. Reference to 
the sharemarket in these materials generally refers to the ASX. As well as the 
ASX, there are regional stock exchanges in Australia operated by the National 
Stock Exchange (NSX). Additional information is available on the exchanges’ 
websites: <www.asx.com.au> and <www.nsxa.com.au>. 

The sharemarket can be mainly divided into two categories according to the 
company’s primary activity: 

• The industrial sector, covering a variety of industries, such as manufacturing, 
finance and retailing. 

• The resources sector, also referred to as the ‘mining and oil sector’. 

Although mining and oil shares operate in the same way as industrial shares, 
some are considered to have greater risk due to the uncertainties of exploration, 
production and the fluctuation of commodity and oil prices. These two broad 
categories can be broken down into more than 20 different sectors.  

Price performance of the different equity categories is measured by stock 
exchange indices. The indices measure performance in bands of market cap size 
or industry groups or subgroups (e.g. the largest 20 stocks by market cap). 

Each of the sectors and subsectors behave differently in response to the general 
economy and the phases of the business cycle. 

Apply your knowledge 3: Australian sharemarket research 

Visit <www.asx.com.au>. List six (6) of the Australian Securities Exchange 
capitalisation indices and any seven (7) of the Global Industry Classification 
Standard sectors.  

Capitalisation indices Industry sectors 

  

  

  

  

  

  

  
Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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Market capitalisation 

A company’s market capitalisation is calculated by taking the total number of 
shares on issue and multiplying them by its share price. In other words, it is the 
sum total of what the market thinks the company is worth. 

The All Ordinaries Index is based on the market capitalisation of a selected group 
of about 500 stocks and represents approximately 99% of the Australian 
sharemarket’s capitalisation. The larger the company in terms of its capitalisation, 
the more its share price influences the Index. 

The All Ordinaries Accumulation Index is simply the All Ordinaries Index with 
dividend distributions added. This means that the Accumulation Index represents 
a measure of the total return to investors, rather than just the movement in the 
share prices. 

As you see from your research for ‘Apply your knowledge 3: Australian 
sharemarket research’, there are a number of other indices, such as the 
S&P/ASX 200, comprised of the S&P/ASX 100 and the next 100 stocks selected 
on the basis of index capitalisation, and S&P/ASX 300, comprised of the 
S&P/ASX 200 plus a further 100 stocks. 

Fund managers with broadly based sharemarket funds often ‘benchmark’ 
their fund’s performance against either the S&P/ASX 200 Accumulation Index or 
the S&P/ASX 300 Accumulation Index. 

International equities 

The Australian sharemarket represents between 2% and 3% of the entire global 
market for equities. By investing in international equities, investors are able to 
access industries and activities that may not be available in Australia and can 
further diversify their portfolio. International equities do not, however, usually offer 
the benefits of dividend imputation. 

Deriving returns from equities 

Since investors actually own a proportion of a company when they buy shares, 
it follows that the investor is also entitled to participate in any future success. 

Investors are rewarded for their part ownership of a company in two ways: 

• capital growth in the share price 

• dividends. 

The risk associated with any investment relates to the volatility (i.e. variability) 
of its returns. In the case of shares, this volatility is the combined result of income 
and capital value fluctuations. 

Capital growth 

Capital growth is the increase in the value of the share over time. This is 
illustrated in Figure 3, which shows the comparison of the capital growth of 
Commonwealth Bank of Australia (CBA) shares and the All Ordinaries Index 
between 2004 and 2013. 
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Figure 3 Capital growth: Commonwealth Bank of Australia shares, 2004–13 

 

Source: Commonwealth Bank of Australia 2013. 

If a company is growing and producing an increased flow of earnings and it is 
likely that they will continue to do so in the future, investors are willing to pay 
more for the company’s shares to gain access to this growth and earnings flow. 
The company’s share price will rise as a result, effectively increasing the value of 
the shareholder’s equity in the company. Of course, if the earnings capacity of a 
company deteriorates, investors may not wish to own the shares and thus might 
sell, resulting in the share price falling and a capital loss occurring. 

For those not carrying on share trading as a business, capital gains are generally 
not assessable until the share is sold and the capital gain is actually realised. 

Shares are often referred to as a ‘hedge’ against inflation if their real rate of 
return, after inflation, is positive. Inflation is a measure of the increase in prices 
or cost of living, which in turn results in an increase in company profits. 
Therefore, the real return from shares should remain unaffected because the 
prices of a company’s output can be expected to increase in line with rises in 
prices. 

Figure 4 shows the growth performance of the All Ordinaries Index relative to the 
Consumer Price Index (CPI) that measures inflation. Clearly, shares provided 
very strong ‘real’ returns over this period but have also displayed extreme 
volatility over shorter periods. 
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Figure 4 All Ordinaries compared to CPI (1984−2012) 
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Dividends 

Dividends are an allocation of profits made by a company to its shareholders in 
proportion to the investor’s equity in the company. They are usually expressed as 
‘cents per share’. The amount of income shareholders receive will generally 
depend on the profitability of the company. Sometimes companies do not 
distribute all of their profits in the form of dividends, instead using this money to 
develop the company. In the company accounts, non-distributed profits are called 
‘retained earnings’. 

Dividends can be distributed to shareholders by cheque or directly into a bank 
account, or may be credited as part of a dividend reinvestment plan, a bonus 
share plan or a share top-up plan. Not all companies offer all of these choices. 

Dividends received by investors are fully assessable as income even if they are 
not actually received by the shareholder as cash. However, if the company has 
already paid tax on the profits, the investor generally receives tax credits by way 
of dividend imputation. 

An example of dividend distribution over a period is shown in Figure 5. 
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Figure 5 Commonwealth Bank dividend payments calendar year 1992 to 2013 

 

Source: Commonwealth Bank of Australia 2013. 

Dividend imputation (franking credits) 

As explained in Topic 3, prior to the introduction of dividend imputation, 
profits that a company distributed to its individual shareholders were effectively 
taxed twice. Firstly, the company paid tax on its profits and then individual 
shareholders were taxed on that part of the after-tax profits that was distributed 
as a dividend. 

Where a dividend includes dividend imputation, a shareholder is allowed a credit 
known as a franking credit, which represents the tax that the company has 
already paid (i.e. the company tax paid on the profits from which the dividend 
was paid) and is deducted from the tax payable on taxable income. Any surplus 
franking credits are refunded to the taxpayer. 

Figure 6 Dividend cash flows and franking (imputation) credits 

$100

$70

$100

$30

Dividend received
by shareholder

Taxpayer declares $100
of assessable income

Tax paid by company
@ 30% - fully franked

Taxpayer claims a tax credit
for the $30 pre-paid tax
($70 x 30/70 = $30)

 

Dividends are referred to as being fully franked, partially franked or unfranked.  
To calculate an imputation credit, the following equation can be used: 
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Example 

XYZ Limited has a taxable profit of $5000 and has two shareholders,  
A and B, who own an equal number of shares. These shareholders are 
on different marginal tax rates. 

XYZ Limited’s tax calculation is: 

Taxable profit $5000 

Less company tax (@ 30%) ($1500) 

Net profit after tax $3500 

Less dividend paid ($2000) 

Retained profits $1500 

Table 2 XYZ Limited shareholder tax analysis 

Shareholder A B 

Marginal tax rate (2013/14) 19% 37% 

Dividend received $1000.00 $1000.00 

Imputation credit $428.57 $428.57 

Assessable income $1428.57 $1428.57 

Tax assessed at marginal 
rate 

$271.43 $528.57 

Less franking credit –$428.57 –$428.57 

Tax payable Nil $100.00 

Excess franking credit $157.14 Nil 

    Note: Does not include Medicare levy. 

    Available to offset other tax including Medicare levy, or refundable if tax is less than excess credit. 

To be eligible to gain a benefit from imputation credits, a shareholder is required to hold shares for 
greater than 45 days, not including the days of purchase or sale, for any franking credits over $5000. 

Dividend yield 
The dividend yield is the theoretical return on an investment from dividends if the 
shares were to be purchased on the stockmarket at the prevailing price. It is the 
level of dividends that a company pays relative to the current price for the stock 
and is expressed as a percentage. 

The formula for determining dividend yield is: 

Dividend yield = Dividend per share (¢) ÷ Market price (¢) × 100 

Example: Calculating dividend yield 

Acme shares are trading currently at $4 and have paid an annual dividend 
of 22 cents over the preceding 12 months. 

Dividend yield = 22cps ÷ 400c × 100 

 = 0.055 × 100 

 = 5.5% 
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The dividend yield is considered a theoretical return because it assumes a 
continuation of at least the existing dividend rate but does not take into account 
brokerage and charges. 

As can be seen from the calculation, if Acme shares were to fall given the same 
cents-per-share (cps) dividend information, the dividend yield would rise and 
vice versa. 

Many investors select companies that have high dividend distributions (i.e. yields) 
because they are a sound income investment. However, this can be extremely 
misleading since companies that pay a high proportion of their earnings to 
investors as dividends (i.e. a high dividend payout ratio) may have very limited 
future earnings growth potential. It is therefore important to also consider the 
dividend payout ratio when looking at dividend yields. The dividend payout ratio 
is simply dividends per share divided by earnings per share. 

Figure 7 Monthly average dividend yield and franking rebate yield  
30 June 1998–28 September 2012 

0

1

2

3

4

5

6

1-
Ju

n-
98

1-
Au

g-
99

1-
O

ct
-0

0

29
-N

ov
-0

1

29
-Ja

n-
03

29
-M

ar
-0

4

29
-M

ay
-0

5

29
-Ju

l-0
6

29
-S

ep
-0

7

29
-N

ov
-0

8

29
-Ja

n-
10

29
-M

ar
-1

1

29
-M

ay
-1

2

Average Dividend Yield %

Average
Franking Rebate Yield %

 

Figure 7 is based on the ATO’s Company tax and imputation: average franking 
credit and rebate yields. 

Note: The average franking rebate yield is similar to the dividend yield but is the level of the franking rebate 
companies paid in relation to the current price for the stock. 
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3 Indirect (managed) investments 
Sometimes it is not feasible or desirable for an investor to own an asset directly. 
This may be because they do not have the knowledge or expertise to select 
individual investments, do not have sufficient funds to purchase an asset on their 
own, nor sufficient funds to allow for adequate diversification through direct 
ownership. In this case, it may be appropriate for an investor to gain exposure to 
assets through managed or indirect investments. 

Managed investments, also called ‘collective investments’ or ‘pooled investments’, 
are classified as indirect investments. 

Managed investments are known by a number of different names, including: 

• investment funds 

• managed funds 

• unit trusts 

• funds, or 

• managed products. 

Loans and money deposited in accounts with financial institutions 
(e.g. banks, building societies and credit unions) are not managed investments. 

3.1 Advantages and disadvantages of managed investments 
Advantages 
Advantages of managed investments include: 

• Access to professional investment managers — the fund manager’s specific 
role is to enhance the value of the investor’s contribution. Individual investors 
are unlikely to have the skills, resources or time to commit toward managing 
their own money full-time. 

• Access to large assets, such as commercial buildings and government bonds 
that normally would be available only to institutional investors. 

• Access to foreign markets, in which it is usually difficult for individuals to invest. 

• The chance to diversify a small investment portfolio — this reduces risk to the 
investor. 

• Lower costs of investing — due to the pooled nature of managed investments, 
economies of scale are possible on investment charges. Simply put, the pooling 
of large numbers of small investments means a lower cost per investment dollar. 

• Access to comprehensive reporting from an issuer of managed investments 
that an individual would find difficult to produce. 

• Good liquidity for most managed investments except those that invest directly 
in real property and some hedge funds. 

• Access to customer services and conveniences (such as client service lines, 
websites and taxation reporting) that are not available via direct investment. 

• A level of risk protection because managed investments have compliance 
obligations that are borne by the issuer. 
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Disadvantages 

Managed investments do, however, have their drawbacks, including: 

• Investors lose control of their direct investment decisions — this is a natural 
result of having a professional manager make the investment decision on 
behalf of the pool. 

• There may be an opportunity cost — the question of whether the investor 
could make a better return than a managed investment should be considered. 

• A managed investment’s asset management fees, entry fees and exit fees 
should be considered and the investor should be comfortable that the benefit 
of professional management, diversification and access to wholesale and 
foreign assets outweighs the cost of investing in a managed investment. 

• Unexpected tax implications from pooling investors’ funds. 

• For example, a fund manager may choose to sell out of many assets just 
before financial year-end. Investors may receive any net realised capital gain 
in that year but may not have had the chance to sufficiently plan for it 
(e.g. crystallise a loss to offset the gain). 

3.2 Superannuation funds 
Although superannuation funds are usually, with the exception of self managed 
superannuation funds (SMSFs), indirectly managed, regulated superannuation 
funds are not considered managed investments as defined by the 
Corporations Act. 

Superannuation funds are created for individuals who wish to save for their 
retirement or roll over existing superannuation contributions. All income from 
these investments is retained in the superannuation fund until the member has 
satisfied a condition of release. Once the superannuation payout conditions of 
release are met, the member may withdraw a lump sum or commence an 
income stream. 

However, many superannuation funds, including SMSFs, may use managed 
investments as part of their underlying investment strategy. 
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3.3 Types of managed investments 
There are a number of different types of managed investments. From an 
investor’s perspective, these can be broadly categorised into two main types: 

General managed funds 

These funds include: 

• Unit trusts (now referred to as ‘managed funds’) are pooled investments 
where the managed investment is divided into equal units (i.e. unitised). 

 The assets of the unit trust are managed by a responsible entity that must act 
in the best interests of the investor. Unit trusts must be issued under a product 
disclosure statement (PDS) or Information Memorandum for wholesale funds. 
Although the name suggests that these products are trusts, they are no longer 
trusts in the traditional meaning. The trust structure that was used traditionally 
for these products was superseded as per the Managed Investments Act 1998 
(Cth). Since that time, these vehicles have become more commonly known as 
‘managed funds’. 

• Listed trusts are pooled investments that are listed on the ASX. The most 
common type is Australian real estate investment trusts (A-REITs) 
(previously known as ‘listed property trusts’), with exchange-traded funds 
(ETFs) and listed investment companies (LICs) being other examples of listed 
managed investments. Most of these investments are closed-ended and have 
a limited initial subscription period, similar to a company float. 

Tax-paid managed investments 

Tax-paid managed investments include: 

• Insurance investment products (e.g. an insurance bond or investment 
bond). An insurance bond is a life insurance policy where the investment 
contribution is allocated toward the purchase of underlying assets held by 
the insurance company. Generally, policy owners keep this type of insurance 
policy to take advantage of some associated taxation benefits described 
below. 

• Friendly society bonds, which are similar to insurance bonds but are issued 
by friendly societies. Friendly society bonds may have some restrictions on 
allowable assets for investment. 
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3.4 Insurance bonds 
Insurance bonds do not pay income or dividends to policy owners. Instead, 
all income, after normal charges and any attached life insurance premiums, 
is retained within the bond fund and used for further investment. 
Similarly, trading profits and capital growth are held and reinvested. In effect, 
the bond value increases due to retained interest and dividends, trading profit 
on purchase and sale of investments, and unrealised capital growth where 
investment value exceeds the purchase price. 

Investment bonds are ‘tax paid investments’ because the tax is paid by the 
insurance company each year at a maximum of 30%. If a policy owner keeps 
their insurance bond for at least 10 years, the increase in the value of the bond 
upon withdrawal will be free of further income tax liability to the policy owner 
because tax has already been paid at the insurance company tax rate. 

As well as being a tax-effective investment, the large number of market-linked 
insurance bonds currently on offer gives policy owners an array of investment 
opportunities. 

For example, there are bonds on offer that have 25 options under the one bond, 
with the facility to move from one option to another (e.g. from cash to Australian 
equities) without any tax or capital gains implications. 

Note: A policy owner needs to take care if they switch investment units within an 
insurance bond because a switch of units may be considered a surrender of the 
policy. However, where the switch is to increase the amount that the policy owner 
may be reasonably expected to receive from the policy on surrender or maturity, 
this may not be considered a surrender of the policy. 

The most popular method of paying premium to an insurance bond is by a single 
lump sum premium. Although subject to some limitations, it is possible to add 
additional premiums on either a regular or informal basis (see the ‘125% rule’). 
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Withdrawal before 10 years 

Withdrawals can be made at any time. If either whole or part withdrawals are 
made within 10 years, the portion of the withdrawn amount that is calculated 
as a gain may be included in the policy owner’s assessable income. 

However, the policy owner will receive a tax offset of 30% calculated on the 
amount that is included in their assessable income, as shown in Table 3. 

Table 3 Tax offsets for withdrawal before 10 years 

Length of time held Assessable 
gain taxed at 
marginal tax 

rate 

Non-assessab
le portion 

Offset on 
assessable 

amount 

Up to eight years (i.e. redeemed during years 1–8) 100% - 30% 

More than 8, less than 9 years 
(i.e. redeemed during the 9th year) 

2/3 profit fully 
taxed 1/3 30% 

More than 9, less than 10 years 
(i.e. redeemed during the 10th year) 

1/3 profit fully 
taxed 2/3 30% 

More than 10 years Nil – tax fully 
paid n.a. n.a. 

The assessable amount, known as the relevant amount, is calculated as: 

(A / B) x ((B + C) – (D + E)) 

where: 

A is the amount withdrawn from the policy 

B is the surrender value of the policy immediately prior the withdrawal 

C is the sum of any earlier amounts paid out under the policy 

D is the total gross (i.e. without deductions of charges and management fees) 
premiums (i.e. amount paid into the insurance bond) paid to the date of withdrawal 

E is the sum of previous relevant amounts paid out under the policy plus previous 
bonuses taxed under any other provision of the Income Tax Assessment Act 1936 (Cth). 
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Example: Calculating the relevant amount 

Bradley is the life insured and policy owner of an insurance bond that has 
been in force for five years. He made an initial lump sum premium payment 
of $150,000 and has been making regular premium payments of $1500 p.a. 
The insurance bond has a management fee of 1.1% paid annually and has 
life insurance rider premiums of $1200 p.a. 

After five years Bradley has: 

• paid $157,000 in premiums 

• $9990 in fees have been deducted 

• $6000 in life insurance rider premiums deducted 

• the value of the insurance bond is $249,500. 

Bradley decides to withdraw $20,000 from his insurance bond. 
His relevant amount is: 

($20,000 / $249,500) × (($249,500 + 0) – ($157,000 + 0)) = $7415. 

Bradley’s relevant amount of $7415 will be included in his assessable 
income and he will be entitled to a tax rebate of $2224 (i.e. 30% of $7415). 

After eight years Bradley has: 

• paid $161,500 in premiums 

• $18,000 in fees have been deducted 

• $9600 in life insurance rider premiums deducted 

• received a previous relevant amount of $7415 

• the value of the insurance bond is $267,000. 

Bradley decides to withdraw another $20,000 in the ninth year. 

($20,000 / $267,000) × (($267,000 + $20,000) – ($161,500 + $7415)) = $8845 

Because Bradley is withdrawing in the ninth year, only two-thirds of the 
relevant number will be included in his assessable income: 

$8845 × 2 / 3 = $5897. 

Therefore, Bradley will have $5897 included in his assessable income and 
will be entitled to a tax rebate of $1769 (i.e. 30% of $5897). 

A death benefit from an insurance bond is tax free. 

Insurance bonds are usually only suitable for clients in the higher tax brackets, 
and only in specific circumstances, such as for clients who wish to avoid pay as 
you go (PAYG) instalment tax on investment earnings. Because tax has already 
been paid on insurance bonds, they are not caught in the PAYG instalment tax 
net, simplifying tax reporting. 

Clients in lower tax brackets may invest in tax-paid investments but will usually 
invest for periods of less than 10 years or look to restart the investment within the 
10-year period. 

Insurance bonds are not a tax-effective geared investment because the interest 
expense paid on the bond is not tax-deductible because no assessable income is 
generated in the hands of the policy owner. 
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Additional premiums — the 125% rule 

Insurance bonds and friendly society bonds allow the policy owners to add to the 
bond that retains its tax-paid status at the end of the 10-year period, provided 
premiums do not exceed 125% of the previous year’s premiums. 

Therefore, a policy owner can make additions to their bonds each year of up to 
125% of their last year’s premiums and retain their right to withdraw from the 
policy with no additional tax liability after 10 years. 

To take full advantage of this, a policy owner must make the first addition in year 
2 and continue adding up to 125% every year. If the policy owner does not pay a 
premium in a year, they can pay further premiums to the policy but the 10-year 
period will start again. 

The 10-year period will also start again if the policy owner pays more than 125% 
of the previous year’s premiums. 

For this purpose, ‘year’ refers to the policy anniversary year (i.e. the anniversary 
of the policy’s commencement). 

The amount of premiums payable in the following year without breaching the 
125% rule can be calculated in one of two ways: 

Premium = Last year’s premium × 125 ÷ 100 

or 

Premium = (Last year’s premium × 25 ÷ 100) + Last year premium 

Apply your knowledge 4: Additional premiums 125% rule 

A client wishes to invest $2000 using an insurance bond. Using the 125% 
rule, complete the table below by calculating the additional premiums that 
can be made to the bond without breaching the 125% rule over a 10-year 
period from Year 4 onwards, based on the premiums made in Years 1 to 3. 

Year 1 premium Initial premium $2000 

Year 2 premium Maximum addition $2500 

Year 3 premium Maximum addition $3125 

Year 4 premium Maximum addition  

Year 5 premium Maximum addition  

Year 6 premium Maximum addition  

Year 7 premium Maximum addition  

Year 8 premium Maximum addition  

Year 9 premium Maximum addition  

Year 10 premium Maximum addition  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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4 More on managed funds 
Managed funds are managed investment vehicles where: 

• depositors’ investments are pooled 

• the pooled monies are used to purchase the investment assets 

• investors do not have day-to-day control of the trust assets or decisions made 

• interests in the fund are divided into units of equal value and rights 

• the fund is governed by a constitution that sets out the rights and 
responsibilities of the parties to the trust 

• the parties to the fund are the unit holders and the responsible entity that 
manages the fund. 

Managed funds are also known as ‘managed investment schemes’, ‘unit trusts’, 
‘collective investment schemes’ or ‘funds’ for short. Unit holders are also 
sometimes known as ‘scheme members’. 

A managed fund is formed when a number of investors pool their money into a 
common fund for investment purposes. The key characteristic of a managed fund 
is the unitising in the structure itself, where investors are allocated units in the 
pool. Unit holders therefore hold an indirect ownership of the fund assets and do 
not have claim against any particular asset. A full-time professional manager or 
responsible entity which invests the money on behalf of the individual investors 
for a fee manages the money collected. This is shown in Figure 8. The funds are 
managed according to a constitution, with the assets normally held by a 
custodian in trust for the unit holders. 

Figure 8 Managed unit trusts 
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4.1 Role of the manager/responsible entity 
The main duties of responsible entities are to make the investment decisions 
on behalf of the investors and to administer the funds. Each unit trust fund is 
governed by its constitution. Together with the Corporations Act, the constitution 
sets out the conditions under which the funds operate and the rights, 
responsibilities and duties of the responsible entity. A summary of the important 
elements of a fund’s constitution is usually contained within a fund’s prospectus 
or PDS. 

All managers of managed funds must hold an Australian Financial Services 
Licence issued by the Australian Securities and Investments Commission (ASIC). 
It is the manager’s role to select and manage the investments of the trust within 
the terms of the constitution and to report to unit holders at regular intervals. 

While listed trusts (e.g. Westfield Retail Trust) are bought and sold on the 
sharemarket, unlisted unit trusts must have stated buyback provisions. 
This means they must state how and when unit holders can redeem their units 
and get their money back. Under legislation, responsible entities must have 
access to three months cash flow on a continuous basis. 

The public unit trust is a convenient vehicle for delivering a diversified portfolio to 
the small or unsophisticated investor. Investors may contribute amounts as small 
as $500 into multimillion dollar funds, giving them access to a far greater level of 
diversification of investments than would be possible on their own. Public unit 
trusts may be listed on a stock exchange or unlisted. 

4.2 Difference between companies and unit trusts 
A unit holder is similar to a shareholder in a company, because they are an 
owner or holder of units in a trust; however, there are important differences 
between companies and managed investment trusts. Each unit holder is a 
part-owner of all the trust’s assets and has a proportional share according to the 
number of units they own, in all the distributions of income earned by the trust. 
All earnings from income sources, such as interest, dividends and rent, 
plus profits from the sale of assets, are distributed to unit holders. The distributed 
income is taxed in the hands of the investors. For unlisted unit trusts, changes in 
the value of the fund’s underlying assets are reflected by changes to the unit 
price of the fund. With listed trusts, unit prices vary depending on buyers and 
sellers and their price expectations, as with any other sharemarket investment. 

In general terms, if a trust does not distribute income or profits to unit holders, 
the trust itself is liable for tax at the highest marginal tax rate, currently 45%. 
Most managers aim to avoid this because it is quite likely many unit holders 
would have marginal tax rates lower than 45%. These investors would be 
disadvantaged if the trust retained taxable gains and paid the tax, rather than 
distributing it to unit holders for taxing individually. 
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4.3 Advantages of managed funds 
In addition to the general advantages offered by managed investments, there are 
further benefits particular to managed funds, including: 

• Requirements that the investment manager, via the responsible entity, 
prepare regular progress reports on the investments, including audited 
accounts. 

• Tax credits, offsets and deductions of managed funds are usually passed on 
proportionally to the unit holders who may, as a result, gain personal taxation 
benefits. Depreciation allowances on property are also able to flow through a 
managed fund to the unit holder. Managed funds are structured so the 
managed fund does not pay tax as long as they distribute all taxable income 
and realised capital gains to unit holders. 

• The managed fund is governed by a constitution, a document that sets out the 
rights and responsibilities of the unit holders and the responsible entity. 

• The constitution and disclosure documents (i.e. PDS) are randomly reviewed 
by ASIC, who can order the PDS to be removed from distribution if material 
faults are found. 

• A responsible entity is held ultimately responsible for the management and 
promotion of the managed fund, and must act in the best interest of unit holders 
and operate ethically, fairly and honestly. There are also restrictions on how they 
may earn their revenue and the revenue rate must be disclosed to investors. 

• Managed funds must be defined as a liquid or illiquid scheme. Liquid schemes 
are those which have at least 80% of their assets held in liquid assets 
(e.g. cash or equities). Liquid schemes must ensure that they are able to pay 
withdrawals (i.e. redemptions) within the terms and time frame set out in the 
constitution. Illiquid schemes, such as those that invest in direct property, 
must disclose their method for providing for withdrawals and be able to make 
withdrawal proceeds available in extended time frames (e.g. 12 months). 

4.4 Disadvantages of managed funds 
A key disadvantage of managed funds is that that the investor has no control 
over the form of the income distributions for tax purposes. The fund manager will 
strive to maximise overall returns but has no interest in the investor’s personal tax 
situation. The investor cannot, for example, sell loss-making assets within the 
fund’s portfolio to offset capital gains arising elsewhere within the funds or their 
own portfolio, or decide to keep an investment until any capital gain is discounted 
for tax assessment purposes. Finally, managed funds will charge fees for 
portfolio management, administration and reporting. 
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4.5 Managed fund versus share investment 
The main differences between investing in a managed fund investment and a 
company, via shares, include: 

• Managed funds have specific buyback arrangements, although it is possible 
for some companies to offer a share buyback arrangement (e.g. redeemable 
preference shares). 

• A managed fund is not required to hold general meetings unless a change to 
the constitution materially affects the majority of unit holders, while a company 
must have annual general meetings. 

• Company directors determine when and how much of the company’s profit is 
paid to shareholders as dividends on a regular basis, while a responsible 
entity of a trust determines how often income is to be paid to unit holders 
when designing the trust and developing the constitution and offer documents 
prior to receiving investments. The responsible entity must pay all distributable 
income received or generated by the fund to unit holders by the end of each 
financial year to retain the tax-free structure. 

• Managed funds may issue and redeem units as demand requires; 
however, companies may find generation of new capital difficult and costly. 

4.6 Income and taxation 
Managed funds earn income from their assets in the form of dividends, rent, 
interest, etc. They also pay expenses from the assets of the trust, such as 
management fees, printing costs, advertising and compliance costs. 

Managed funds that invest in growth assets, such as shares and property, 
can also receive capital gains and losses from purchasing and/or selling trust 
assets. 

In most cases, the responsible entity will organise the fund so that all net income 
and tax liabilities are distributed to the unit holders either each month, quarter, 
half-year or year, in the proportion of the unit holder’s ownership in the trust. 

This unit holder’s entitlement is either calculated by the: 

• ‘cents per unit’ me7thod, which divides the number of units the unit holder 
owns at a particular date (usually called an ‘ex-date’) by the total number of 
units issued, and multiplies this number by the total net income of the trust. 

 This means that each unit holder receives the same income rate per unit 
regardless of how long the unit holder was an investor in the fund before the 
ex-date (i.e. anywhere from one to 365 days). This method is commonly used 
for equity, property and fixed interest funds, or 

• ‘cents per unit days’ method, which is calculated as: 

 The number of units the unit holder held on each day of the distribution period / 
The total number of units on issues in the trust each day of the distribution 
period × The total net income or earning rate of the trust. 

 This method is more commonly used for retail income funds, such as 
mortgage and CMTs, and is similar to the method used by banks to calculate 
interest on deposit accounts. In this case, the rate of income per unit is 
influenced by the amount of time a unit holder was an investor in the fund. 
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Tax components of income distributions 

After the end of each financial year, the fund’s responsible entity will issue unit 
holders with a tax statement or report. This statement will show the tax treatment 
of the trust income and capital gains that was distributed to the unit holder during 
the previous year. The unit holder should use this information to complete their 
tax return. 

It is important that the investor is reminded that they should seek personal 
taxation advice in relation to their managed fund income if necessary, as reports 
issued by responsible entities are standardised and each investor should 
consider their own particular tax status. 

This income must be included in the unit holder’s personal tax return in the tax 
year to which it relates, not necessarily when the unit holder receives the 
distribution payment itself. 

The various classes of income are outlined below. 

Australian income 

Australian taxable income (e.g. dividends, interest, rent etc. earned by the 
managed fund) is reported. 

Imputation credits 

Imputation credits are itemised separately and included in taxable income and 
rebates in the unit holder’s tax return. 

Capital gains 

The realised capital gain attainable from a managed fund consists of two different 
types arising from different circumstances. 

The first type of capital gain arises from the sale of assets within a fund at the 
discretion of the portfolio manager, creating a net capital gain for the year that 
must be distributed to unit holders. These capital gains are included and itemised 
in the unit holder’s assessable income. 

The capital gains figures are reported to unit holders are underlying assets: 

• held for more than 12 months 

• not held for at least 12 months 

• that have been sold using the CPI discount method for assets acquired 
between 20 September 1985 and 21 September 1999. 

It should be noted that a trust cannot distribute capital losses crystallised on 
the sale of an asset. If a loss has been crystallised, the fund’s responsible 
entity should apply the loss against current or future capital gains, or income, 
depending upon the type of fund that provides the best outcome for the 
unit holders. 
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The second type of capital gain arises if the unit holder makes a withdrawal from 
a fund. This is the amount that the fund manager estimates to be the CGT liability 
on the sale of the units based on the historical record of the investor’s unit 
holdings, and is used as a guide to unit holders. However, it is important for a unit 
holder to keep their own records of when the unit was acquired and the cost of 
the unit. This is because the unit holder can determine which units have been 
sold to provide the best CGT outcome. 

Foreign income 

As an Australian resident taxpayer, a unit holder is liable to pay Australian 
income tax on income earned from overseas investments held either directly 
by the unit holder, or by a managed fund in which they invest. Foreign income 
can be separated into foreign dividends, interest and other income. 

Foreign tax credits 

Foreign tax credits are the amount of tax paid in the country where the foreign 
income originates. When foreign income is earned by a managed fund and 
foreign tax has been paid on that income, a share of the foreign income is 
distributed to the investor and carries an entitlement to a proportional share 
of the foreign tax credit. 

A foreign tax credit may only be used to the extent that it offsets the 
Australian tax liability on the foreign income earned. 

4.7 Types of managed funds 
Managed funds can offer the investor a range of investment options from 
single-asset class funds, such as fixed-interest funds and Australian share funds, 
to multiple-asset class funds, such as conservative and balanced funds. 

Single-asset class managed funds 
Single-asset class funds invest the majority of their unit holder contributions in 
one of the major asset classes (e.g. equities, fixed interest, property or cash). 

Managed funds use the ASX, international securities markets, money market, 
debt market, property market, foreign exchange markets and futures markets to 
acquire the various assets that are held in managed funds in Australia. 

Single-asset class managed funds include: 

• CMTs and cash management accounts (CMAs) 

• mortgage managed funds 

• fixed-interest securities (bonds) managed funds 

• domestic equity managed funds 

• international equity managed funds 

• property and property securities managed funds 

• venture capital 

• hedge funds. 
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CMT and CMAs 

CMTs and CMAs invest in short-term investments that are highly liquid, such as: 

• wholesale cash 

• bank bills 

• Treasury notes 

• promissory notes. 

CMAs and CMTs carry a lower level of risk yet offer a competitive rate of interest 
with money available at short notice, usually 24 hours. Investors use CMT/CMAs 
to ‘park’ their money while waiting for the next investment opportunity to appear 
or to pay for upcoming expenses, as a cash reserve or to help them manage their 
cash flow on an ongoing basis. 

Some responsible entities that have issued CMT/CMAs are now competing with 
parts of the traditional banking market by offering extra services, such as 
chequebooks and access to ATMs. 

There are generally no front-end or withdrawal fees and interest may be 
calculated daily and paid monthly or quarterly. 

Mortgage-managed funds 

A mortgage-managed fund (i.e. mortgage trust) is generally an income-only 
investment that does not produce any capital growth. Investors pool their funds 
together to enable the trust manager to lend money for the purchase of property. 
Earnings for investors are derived from repayments of the loans. Due to the higher 
risk involved, mortgage trusts generally earn a higher rate of return than CMTs. 

Loans offered by a mortgage trust are usually secured by way of a registered 
first mortgage. They are normally arranged on an interest-only basis, usually for 
variable or fixed terms between two and five years. 

Most mortgage trusts lend against commercial, industrial or residential properties. 
Prudent mortgage trusts will not lend money above 66% of the independent 
valuation of a property, which is also the limit for trustee investments, unless the 
excess is insured with an approved mortgage insurer. 

The relationship between risk and return is of particular importance when 
investing in a mortgage trust, and financial planners should beware of trusts 
offering exceptionally high rates relative to their competitors. 

The fee structure for a mortgage trust usually incorporates a nil establishment fee 
with an ongoing management fee. A redemption charge may apply for funds 
withdrawn before a specified date. 

Income from mortgage trusts is usually distributed either monthly or quarterly, 
and is fully taxable in the hands of the investor. 
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Property and property securities managed funds 

Property and property securities funds invest either directly in real estate property 
or indirectly via listed property and/or other property-managed investments. 

Property funds allow investors to gain access to the traditionally popular real estate 
asset class. They are especially useful for investors unable to gain access to real 
estate any other way. There are few people sufficiently wealthy to build a sufficient 
property portfolio to reduce the risks of having only one or two properties. 

Property funds are also able to access commercial developments (e.g. CBD 
buildings) and retail developments (e.g. shopping centres) that are inaccessible 
to most investors. 

Property securities managed funds that invest in A-REITs have been established 
as an alternative to direct property trusts, which may also invest in A-REITs. 
By investing in this way, they can increase liquidity compared to direct property 
trusts. 

Good years for listed property trust investment inflows were from 2001 to 2006, 
when property was generally the best-performing asset class. Over that period, 
market participants also saw changes in many of the trusts listed on the ASX 
because they became stapled securities (i.e. property investments combined with 
property management companies). 

Since 2006, global property funds have become popular, with a significant number 
of fund managers launching such products. The Australian property market is the 
most ‘securitised’ in the world, with well over half of all investment-grade buildings 
owned by a fund or syndicate. This has meant that there are fewer and fewer good 
investment opportunities for Australian-based property funds. As a result, fund 
managers are looking offshore as the next investment opportunity in property, 
to property markets that are less developed than Australian ones. 

The stellar run of global and Australian REITs performance ended in 2008 when 
many REITs reported large losses because the levels of debt inherent in the 
structures caused some trusts to weaken (e.g. Centro Properties Group). 

Property trusts may be listed on a stock exchange or unlisted. There has been 
much argument about which choice is or has been better, and these arguments 
usually revolve around performance, investment security and liquidity. 

The two types of property trusts have several features in common; they are 
both holders of property and the nature of the properties held is comparable. 
It should follow that the level of returns from the underlying properties should 
be comparable over the medium to longer term. The critical difference in the 
operation of listed and unlisted property trusts is the mechanism for the purchase 
and sale of units. 

Unlisted property trusts 

Investors buy and sell units of an unlisted property trust, whether through 
redemption or buyback, directly through the manager at a price based on the 
value of the underlying properties determined by the most recent valuations. 
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Real estate investment trusts 

Investors buy units of A-REITs from existing holders and sell units to other 
investors through a secondary market. This secondary market is operated by 
the ASX. The price received by the investor upon sale is the stockmarket price 
at the time of sale. 

Income from units held in either listed or unlisted property trusts is assessable as 
taxable income and is generally distributed to unit holders quarterly or half-yearly. 

Equity (share) trusts 

Investors in equity trusts are pooling their capital for the primary purpose of 
gaining exposure to shares. Equity trusts provide investors with a diversified 
share portfolio that may have otherwise been unavailable to them. 

Depending on their investment strategy and/or mandate, share trusts are usually 
authorised to invest in the full range of securities listed on the stock exchange, 
the money market, the options market and the futures market. Some managed 
funds may even have the approval to borrow additional funds, known as ‘gearing’, 
for the purpose of investment. 

A fund’s adopted and publicised investment strategy, including the investment 
decision-making style it adopts, will reflect the selection of assets for inclusion 
in the fund. 

For example, a trust may specialise in a particular market, geographic area or 
particular market sector. Also, some fund managers may have a ‘growth’ style 
of investing while others a ‘value’ style. 

The ‘asset mix’, commonly known as ‘asset allocation’, may also change over time 
to reflect changing market conditions or the flow of cash into and out of the fund. 

The performance of share trusts, like all other trusts, will depend very much on 
the management objective of the fund and the performance of the underlying 
investments. 

International equity trusts 

International share trusts acquire shares listed on the major stockmarkets around 
the world. The underlying principles of investing internationally hold that: 

• exchange rates affect the value of investments held in any given currency 

• different markets around the world will perform differently during any given 
period of time. 

For investors, an investment portfolio that includes international investments 
increases the range of investments available to the investor, and should 
theoretically result in a higher level of return for the same risk. 

When undertaking overseas investment, the primary consideration for 
Australian investors is risk diversification and performance maximisation. 
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In relation to risk diversification, several factors support the argument for 
international investment: 

• the performance of the Australian dollar in relation to other currencies 

• the high orientation and weighting of the Australian sharemarket towards 
‘old economy’ and resource stocks 

• the availability of investments not available in the Australian market 

• the hedging of geopolitical risk. 

Multiple-asset class (diversified) managed funds 

Multiple-asset class funds invest their unit holder contributions in a mix of 
the major asset classes. These funds are also known as ‘diversified funds’ 
and include: 

• capital guaranteed funds 

• capital stable managed funds 

• protected growth managed funds 

• balanced managed funds 

• growth and high-growth managed funds. 

Capital guaranteed funds 

With a capital guaranteed investment, the amount invested is guaranteed to be 
returned to the investor. 

Note: Most investments do not give such a guarantee; however, the underlying 
investments of the fund and the investment ‘pattern’ makes it highly unlikely there 
could be a problem. 

Life offices may offer two types of guarantees: 

• insurance bonds and specific superannuation funds, where the original 
investment plus declared earnings are guaranteed 

• immediate annuities, where an income stream is guaranteed to be paid for life 
or a specified period. 

Most of the underlying assets are held in fixed interest and cash and the 
remainder in growth assets, such as shares, property or even very aggressive 
investments, such as commodity futures. 

The key feature of a capital guaranteed fund is the guarantee that the capital sum 
invested, plus any earnings, is returned to the investor in the future. 
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To provide the capital guarantee, the life office will not allocate all of the return on 
the underlying investments to the policyholders. A specified amount of the return 
is withheld and maintained as a ‘reserve’. This is referred to as a ‘reserving 
policy’ or simply ‘reserves’. 

Note: There are currently very few, if any, funds of this type being established. 
Unstable market conditions and low returns from fixed interest and cash 
investments make this type of fund unviable for fund managers. There are still 
various ‘capital protected’ funds on the market, although the cost of protection 
can make these funds of limited value to investors. 

Capital stable funds 

Capital stable is a generic description of pooled investment funds where the 
asset mix is designed to reduce capital volatility. By requiring to hold a greater 
proportion of the fund’s assets in cash and fixed-interest securities (usually a 
minimum of 60%) with the remainder in growth assets, then fine-tuning the mix 
according to the state of the markets, the manager seeks reasonably moderate 
levels of income coupled with capital stability and possibly some capital growth. 
However, due to the high level of fixed-interest investments, capital stable funds 
can be vulnerable to an unexpected rise in interest rates. 

Balanced funds 

If an investor is willing to take on greater investment risk for the possibility of 
higher returns, then a balanced fund or growth fund may be more appropriate. 

A balanced fund usually invests in all major asset classes (i.e. cash, 
fixed interest, property and shares, both domestic and international). It provides 
long-term capital growth and reasonable levels of income. A typical balanced 
fund holds 50% or more of its assets in growth investments (i.e. shares and 
property), either through property trusts or direct property investment, with the 
balance in cash and fixed-interest related securities. 

With higher exposure to growth investments than capital stable funds, balanced 
funds are expected to provide a higher return over the long term but will 
experience greater volatility of returns over shorter periods. 

The manager of a balanced fund will generally be allowed to vary the asset 
allocation between declared limits, according to prevailing market conditions. 
Figure 9 shows an example of a benchmark ‘balanced’ portfolio. It demonstrates 
the asset allocation according to the major asset classes, with 40% of 
investments held in defensive assets (i.e. cash and fixed interest) and the 
remaining 60% held in growth assets. 
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Figure 9 Example of benchmark balanced portfolio 

 

Growth funds 

Growth funds were introduced to provide a greater return over the long term than 
balanced funds but with the expectation of a greater degree of variability of 
returns over short time periods. 

As such, the fund manager will invest principally in assets most likely to increase 
in value, such as shares and property. This affords investors good prospects for 
maximising capital growth over the long term, but there usually is little emphasis 
on the level of income received from investments. 

Figure 10 gives an example of a benchmark ‘growth fund’ portfolio. It has only 
20% of investments held in defensive assets (i.e. cash and fixed interest) and the 
remaining 80% held in growth assets. 

Figure 10  Example of benchmark growth portfolio 
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Sample SOA 

Open the sample SOA and read the section ‘Investment product 
recommendations’ and ‘Strategy recommendations’. 

In this section the SOA explains to the clients what products have been 
selected and why. 

Based on the information you have read in this topic, consider if you 
think the product selections are appropriate for the clients’ in relation to 

their stated goals and objectives. (Consider managed versus direct 
investments, and diversification across asset classes.) 

Note: You can access this resource at KapLearn. 

4.8 Wholesale funds 
Traditionally, wholesale investments are those marketed to institutional investors. 
However, in recent years many financial planning firms have attempted to 
access wholesale investments for their clients. There are three main reasons for 
this trend: 

• Wholesale funds have much lower fees than retail funds. They generally have 
no upfront fees and annual ongoing fees may be as low as 0.3% p.a. for 
fixed-interest funds and nearly always less than 1% for any other kind of fund. 

• The development of master funds and other types of fee-based client service 
arrangements by financial planning firms means that they need to use the 
cheaper wholesale funds so they may add their service fees without hindering 
their ability to be competitive. 

• Some respected funds are available only on a wholesale basis. Planners who 
may wish to use these funds can only do so through a wholesale vehicle. 

Wholesale access, while important in all asset classes, is important especially in 
direct fixed-interest investments, chiefly so that a higher rate of interest can be 
obtained. The difference can be substantial, perhaps as much as 2%. There has 
been a good deal of resistance to the move to wholesale funds from some fund 
managers who argue that they cannot provide an adequate level of support 
services to wholesale clients because they cannot economically handle the 
volume of paperwork generated by small accounts. 

Their usual way of dealing with this problem has been to insist on minimum initial 
and ongoing levels of investment (e.g. $1 million initially and then $50,000 
increments). The response of the larger planning firms has often been to 
consolidate client investments within some pooled structure, such as a master 
trust, so they can meet the minimum investment criterion. 

More recently, access to the wholesale fund sector has become less restrictive. 
Currently, several funds advise they will accept minimum deposits of $50,000. 
This may be to attract funds from the growing SMSF sector. 
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4.9 Managed funds and the risk of capital loss 
Risk of capital loss will in part be a function of the underlying assets and the 
capability of the investment management team. 

For example, loan investments such as cash and fixed-interest are not usually 
subject to nominal capital loss, although it is possible that the bank or building 
society or, more feasibly, the company issuing debentures or the mortgage 
borrower, could become insolvent.  

On the other hand, equity investments (e.g. shares and property) can lose 
nominal and real value at any time from investment volatility, poor/inept 
management and/or changes in the economic environment. 

4.10 Evaluation of managed funds 
While there are established methods for assessing direct investments 
(e.g. ratio analysis for shares and capitalisation rates for property), it is only in 
the last couple of decades that frameworks for assessing managed funds 
have emerged. 

It is perhaps reassuring that there appears to be a degree of consensus about 
what the main criteria should be. They can be summarised as follows: 

• a clearly articulated and consistent investment approach 

• a qualified, experienced and successful investment team 

• a financially sound organisation with a good corporate culture 

• sound performance, including risk–return assessment 

• excellent administration and client service 

• competitive fees and charges 

• comprehensive but clear and simple documentation. 

Several attempts have been made to rank or rate managed funds. In wholesale 
superannuation, statistical models of risk-adjusted performance have 
predominated. In retail funds, superannuation and non-superannuation, a wider 
range of criteria has sometimes been used for comparative assessment. 

When evaluating managed investments, important elements for consideration 
generally fall under three main headings: 

• management 

• policies and procedures 

• investments. 

Each area can be subdivided into a number of key considerations as seen in 
Figure 11. 
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Figure 11 Aspects of managed investments 
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The concept of risk and return should be uppermost when an investor is making an 
investment decision. To look at an absolute return of an investment without 
considering the associated risk is an unacceptable investment practice. 

5 Administration platforms: Master funds, 
master trusts, IDPSs and SMAs 
A master fund is an administrative vehicle that enables individual investors to 
channel money into one or more underlying investments, most commonly 
wholesale or retail pooled funds operated by professional investment managers. 

There are two types of master funds: 

•  ‘discretionary funds’, where the individual investor selects the underlying 
product(s) from a list compiled by the master fund manager 

•  ‘fund of funds’, where the master fund manager selects the underlying 
investments from a range of products managed by external managers. 

An investor-directed portfolio service (IDPS), more commonly referred to as a 
‘wrap’ account, is similar to a master trust. However, it is not subject to a trust 
deed but to ASIC Regulatory Guide RG 148 ‘Investor directed portfolio services’. 

Master funds, master trusts and wrap accounts use information technology to 
provide an investment tracking system for the diversified portfolios of a large 
number of clients. Initially, they were used primarily in superannuation but there 
has been steady growth in non-superannuation master trusts and wraps and now 
computer systems have the capacity for complications such as CGT reporting. 
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Portfolio administration services or ‘platforms’, which include master trusts as well 
as wraps, offer the following features and benefits: 

• Investment decision freedom, according to a ‘menu’ of investment choices. 

• Retail investors (including superannuation funds) are offered a consolidated 
reporting and investment performance tracking service that allows easy switching 
between multiple funds invested on a wholesale basis. The ‘menu’ of available 
investments can also include direct investments, such as listed shares. 

• The fee basis for the planner/client relationship to migrate from an upfront fee 
plus commission to an annual fee charged for ongoing management and service. 

• Financial advisory groups are offered the opportunity to use these forms 
of administration services to reduce the ever-increasing complexities in 
administering and reviewing clients’ portfolios. 

In many cases, the client and the planner retain control of where the money is 
placed within the structure, although a few master trusts provide a facility for the 
trustee to decide the asset allocation and move the money around. This is done 
under a power of attorney. 

Master trusts and wraps may be run by financial planning firms, dedicated 
portfolio administrators or by fund managers. Financial planning firms see these 
structures as giving them greater control of clients through a fee-based service 
and to diversify into the profitable funds management industry. Examples of 
better-known administration systems include those offered by Asgard, AMP, 
Colonial, Navigator, Macquarie and BT Portfolio Services. 

Considerations that should be made by an advisory group in selecting an 
appropriate administration system are: 

• the range of investments available on the administration system’s menu 

• costs and fees charged 

• the system’s functionality and robustness 

• the technological resources employed. 

Apply your knowledge 5: Master trusts 

What are the two distinct types of master trusts? 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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Separately managed accounts (SMAs), also referred to as ‘individually managed 
accounts’ (IMAs), have grown in popularity in Australia in recent years, 
generally as an alternative to managed funds. SMAs are customised investment 
portfolios where the assets, such as shares, are owned by individual investors. 
The investment in a SMA is allocated across one or more existing investment 
models. These investment models are provided by investment specialists and 
vary in focus in much the same way that managed funds vary in their risk and 
return objectives. 

The design and choice of models for a portfolio would normally include three 
main steps: 

1. Models are created by investment professionals, researchers or fund 
managers and provided to dealer groups for use in the separately 
managed account. 

2. A range of models is selected by licensees to be included in their SMA. 

3. The investor or financial planner selects the model(s) that best matches the 
investment strategy and allocates the appropriate weightings. 

An SMA is professionally managed like an individual portfolio with many key 
advantages. The securities in the account are visible and portable as if they had 
been purchased directly. The underlying shares, not units in a fund, are owned. 
As a result, the investor can manage the tax position and, in most cases, 
dividends and franking credits. 

Until recently, SMAs have been more suitable for high net worth individuals with 
access to minimum investments of $500,000 or more. Changes in technology 
have made SMAs more affordable for the average investor, with minimum 
investments as low as $5000 acceptable. 
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6 Other investment schemes 

6.1 Film investments 
Traditionally, investment in Australian film projects has been influenced by the 
tax concessions available. It has been possible for investors with a high 
marginal tax rate to have no downside risk in placing funds in a speculative film 
investment. New film projects were underwritten with completion guarantees, 
income guarantees, coverage of non-deductible expenses, guaranteed pre-sales, 
and tax deductions for capital investment and income. 

However, changes to the taxation position of film investment have significantly 
affected the level of investment by individuals and investment managers. 

6.2 Collectibles and specialised investments 
Investments that may fall into the category of collectibles and specialised 
investments include: gemstones, antiques, art, coins, stamps, pine forests, 
wine collecting, etc. Specialised investments should be treated with extreme 
caution because they require a specialised knowledge to understand the specific 
market and technical considerations that apply to them. 

For instance, most agricultural investment schemes are covered by an ATO 
product ruling that outlines the tax consequences. It is recommended that planners 
and investors avoid investments in these areas unless they possess the required 
specialised knowledge. 

6.3 Timeshare 
Timeshare is a concept where an investor buys a period of access to an 
investment, usually a holiday resort complex. In considering an investment in 
this category, the investor needs to examine the lifestyle benefit, viability of the 
project, potential capital growth of the investment, and the marketability of the 
share. Liquidity and secondary market limitations have been a problem for this 
industry. There are now some complex swap schemes for timesharing. 

6.4 Precious metals 
Price movements in precious metals are governed by fundamental and technical 
considerations. When considering these investments, it is essential to consider 
the effect of inflation, supply and demand conditions, and world political stability. 

Due to Australia’s low production costs, gold stocks usually have considerable 
leverage in returns if the base price increases. Similarly, favourable currency 
movement can affect gold stock prices. 
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Apply your knowledge 6: Aligning goals with appropriate investments 

Once you have determined a client’s investment goals and their risk profile, 
you must decide which types of investments will meet their requirements. 

Group the investments in the table below under one of the following three 
investment classes that best describes their characteristics: 

1. Low risk investments + security of capital 

 The preservation of capital is of utmost importance to the client. 
Their main goal is to receive a regular and predictable income. 
The client may have a short-term outlook, up to five years, and is not 
willing to accept high levels of risk. 

2. Income + capital growth 

 The client has a medium to long-term outlook (i.e. five to 10 years) and 
is willing to accept moderate risk. Their main goal is income that will rise 
with inflation over time, coupled with appreciation in the market price of 
the investment to keep pace with inflation. 

3. Aggressive growth 

 The client has a long-term investment horizon (i.e. >10 years) and is 
willing to undertake risk and suffer short-term volatility in return for 
substantial future capital gains. Neither security of capital nor a 
predictable income is important to the client. 

Investment Investment class Investment Investment class 

Mortgage trusts  Property  

Bank accounts  Australian fixed 
interests 

 

Property trusts  Unit trust investing in 
government securities 

 

Resource stocks  Unit trusts that trade in 
fixed-interest securities 

 

Debentures  Australian shares, 
direct or indirect 

 

Cash  International equities  

Undeveloped land  Collectibles  

CMTs    

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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7 First home saver accounts 
Buying a home is one of the largest purchases a person is likely to make during 
their lifetime. In recent years, housing affordability has been a highly debated 
social and political issue, with many indicators suggesting that it is becoming 
increasingly difficult for home buyers to initially enter the property market. 

In recognition of this, on 26 June 2008 the Federal Parliament passed the 
First Home Saver Account Act 2008 (Cth). This legislation created the FHSAs, 
which were officially launched by financial institutions on 1 October 2008. 
The purpose of the accounts is to make it easier and more attractive for 
potential buyers to save for their first home. 

According to the Australian Prudential Regulation Authority (APRA), there were 
45,300 FHSAs with a total balance of $499.7 million as at September 2013, 
provided by approximately 19 ADIs, life insurance companies and RSE 
licensees. 

Of those offering FHSAs, the investment option is a bank account type of 
investment, with the majority of these providers providing a variable interest rate 
based on the balance of the account. Those not providing a variable interest rate 
are providing a fixed rate of interest on the account balance. 

Further details can be found at <www.apra.gov.au>. Under the 
‘Authorised Deposit-taking Institutions’ tab, you will find a link to 
‘First Home Savers Accounts’ (viewed 5 December 2013). 

7.1 Operating an account 
To open an account, applicants must be aged between 18 and 65 years and 
have never owned a home in Australia as their main residence. Only the 
individual opening the account is entitled to the funds in the account, and while 
money can be deposited on the behalf of someone else, joint accounts cannot 
be held. 

Deposits of up to $6000 (2013/14) made into the account each year may be 
eligible to receive a corresponding 17% government co-contribution. To qualify to 
receive the government contribution, account holders must be Australian residents 
for tax purposes for at least part of the financial year, and the government 
co-contribution is only received upon the lodgement of a tax return at the end each 
financial year. There is an indexed cap on the overall account balance, which is 
$90,000 (2013/14), and interest earned in the account is taxed at 15% — the same 
as superannuation accounts. The tax is collected by the account provider and sent 
to the ATO. 
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7.2 Accessing the funds 
Although there is no minimum annual contribution requirement, a withdrawal 
can only be made where a personal contribution of at least $1000 has been 
made over the course of at least four separate, not necessarily consecutive, 
financial years. 

A personal contribution is one made by the account holder or anyone else on 
the account holder’s behalf into the account (e.g. a parent, grandparent, spouse). 
Personal contributions are therefore any contribution to the account other than 
the government co-contribution amounts. 

In May 2010, the rules were relaxed to enable an account holder to purchase 
their first home any time. The four-year qualifying period to release the funds 
remains, however the FHSA can be paid into an approved mortgage at the end 
of this period even if the mortgage was obtained before the qualifying period was 
finished. The rule change was designed to allow first home savers to more easily 
make purchasing decisions appropriate to their changing circumstances. 

Once the four-year rule conditions have been met, the account holder can 
withdraw their funds and put them towards a variety of costs, including the 
purchase deposit, associated finance and government fees and settlement costs, 
stamp duty, building inspection and construction, and have the balance of the 
account paid to the account holder’s mortgage. However, if the funds are not 
used within six months, the money must return to the FHSA. 

The FHSA rules also state that the owner of the property is required to live at the 
address for at least six months. The six-month period must start within 12 months 
of either the purchase settlement date or the building completion date. 

Couples can each open an account, provided they are eligible as individuals, 
and their funds can be pooled to purchase a home that they will both live in for 
the six-month period. If an account holder is purchasing a property with another 
individual(s) who also holds an account, only one account holder needs to meet 
the four-year requirement. If one person meets this, then the other individual(s) 
can also withdraw their funds. 

If the account holder acquires a house without using the account, for example 
using funds from an inheritance, the account must be closed and the funds rolled 
into a superannuation account. There is also a 14-day cooling-off period should a 
person change their mind about saving, but thereafter they need to be cautious; 
the only exit scheme available is to roll money into superannuation. An exception 
to this condition is if the account holder is over 60 years of age, in which case the 
funds can be withdrawn tax free for any purpose. For younger account holders, 
the funds are subject to the usual conditions that apply to superannuation, 
meaning that a person cannot withdraw their money until they meet a condition 
of release such as retirement. 
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7.3 Penalties for misuse 
Penalties may apply to those who misuse the FHSA. If an individual ceases to 
be eligible for an account, they will need to inform the account provider within 
30 days, transfer the balance into superannuation and close the account, 
otherwise penalties will occur. Penalties may also be incurred with false 
statements of eligibility or if the individual fails to meet the withdrawal and 
occupancy criteria. Account providers may also be subject to penalties, 
for example if they open an account for an individual who has not confirmed their 
eligibility or has not quoted their tax file number. In satisfying the occupancy rule, 
the account provider will not be required to confirm it because the ATO will 
conduct compliance activity to assess whether requirements have been met. 

8 Derivatives and hedging 
A derivative is a financial instrument that derives its value from another ‘thing’ 
(i.e. the underlying instrument). The term ‘derivatives’ can be applied to describe 
such instruments as futures contracts, forward contracts, options, warrants and 
swaps. 

Derivatives have been developed to manage, offset or hedge against risk. 
Derivative contracts are available over a range of products and instruments 
including interest rates, shares and share price indices, commodities 
(i.e. energy, metals and agriculture), currencies, credit, etc. 

8.1 Futures 
Futures are contracts or legally binding agreements to buy or sell ‘something’ in 
the future. That ‘something’ could be a commodity such as gold, copper, wheat, 
corn, or a financial instrument in a foreign currency, shares or interest rates. 
Each contract specifies the quantity, quality, price and the date of delivery of the 
item. The buyer and seller of a futures contract agree on a price in the present for 
a product to be delivered and paid for in the future. 

Futures contracts expose both parties to the contract to potential profit or loss. 
If the buyer makes money, the seller must be losing money on that position and 
vice versa. 

It is important to remember that futures are derivative instruments. They are 
based on, or derived from, a specific underlying instrument. As such, their price is 
based upon the price of the instrument from which they are derived, e.g. bank bill 
futures are based on the price of bank bills traded in the money market, 
while 10-year bond futures are based on the price of 10-year bonds traded in 
the fixed-interest market. 

In addition to movement in the price of the underlying instrument, factors such as 
interest rates and market expectations will also affect the price of futures contracts. 
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The main purpose of futures trading is not to buy or sell physical goods or 
financial instruments, but to manage price risk. The futures market, therefore, 
acts as a risk-shifting mechanism, enabling investors exposed to these risks to 
shift them to other investors. 

For example, if an investor is exposed to the risk of rising interest rates, 
they might take a position to sell 90-day bank bills in the futures market as 
protection. If interest rates go up, the investor is disadvantaged on the physical 
position but this is offset by the favourable futures position. The opposite position 
in the futures market may have been taken by another investor seeking to profit 
from a view that interest rates are going to fall or by a hedger looking to limit their 
exposure to falling interest rates. 

Futures market participants are generally traders, speculators or hedgers. 

Traders 

Traders routinely and systematically buy and sell futures contracts in the 
expectation of profit. It is unlikely that many financial planning clients will 
be traders. 

Speculators 

Speculators generally take an occasional position in a market and use the market 
purely to make a profit. The speculator may not have any direct interest or 
connection with the underlying financial instrument or commodity traded. 
The speculator often takes a risk but does so deliberately in the hope of making 
a profit. 

Hedgers 

Hedgers are risk avoiders who use the futures market as a means of offsetting 
price risks on holdings of cash instruments or commodities held. Hedgers take an 
opposite and equal position in the physical and futures markets, with the aim of 
preventing or minimising loss. The theory of hedging is to compensate in one 
market for potential losses in another market. 

All participants are required to lodge initial deposits (i.e. margins) to trade. 
Additional monies, called ‘variation margins’, must be paid if the market moves 
against them so that they have unrealised losses in the futures market. 
Subsequently, if the market moves in their favour, a credit variation margin will be 
paid into their trading account. Participants in the futures market should ensure 
they have sufficient funds available to pay the initial deposit and meet potential 
margin calls in the event of adverse market movement. 
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8.2 Options 
An option is a contract between two parties, giving the buyer or taker of the option the 
right but not the obligation to either buy or sell a parcel of shares, or other financial 
instrument, at a set price, on or before a predetermined date. The seller or writer of the 
option contract therefore has a contingent liability that is activated if the buyer exercises 
that right. Unlike futures contracts, the risk profile of options is asymmetrical. 

When dealing with futures, if the buyer has made $1000, the seller has lost 
$1000. With options, the buyer is exposed to limited risk whereas the seller’s risk 
is unlimited. The asymmetry comes from the structure of the product whereby the 
option buyer has a right but no obligation — with futures, the rights and 
obligations of buyer and seller are essentially the same. 

There is a range of different types of options available. Options may be highly 
standardised exchange-traded options (ETOs) that originate and are traded on a 
formal exchange, such as the ASX. Equity options and futures options are the 
types of ETOs most commonly traded on an exchange. 

Alternatively, they may take the form of over-the-counter (OTC) options. 
These customised agreements are not traded at a centralised marketplace or 
through a formalised trading system. Instead, participants arrange deals through 
face-to-face meetings or, more commonly, over the telephone. 

In most instances, options will be over fully paid ordinary shares in the underlying 
company. Options can also be traded over stockmarket indices and other 
types of securities, such as instalment warrants or preference shares. 
When considering options over an index, the same concepts that apply to 
shares also apply to indexes, however index options are cash-settled. 

The standard number of shares covered by one option contract is 1000. 
However, this can change due to events, such as a new issue or a reorganisation 
of capital in the underlying share. Information about how and why option 
contracts are adjusted can be found on the ASX website <www.asx.com.au>. 

There are two different exercise styles: 

• American style, where the option can be exercised at any time before expiry 

• European style, where the option can only be exercised on the expiry date. 

Standard stock options traded on the ASX are American-style while index options 
are European. 

Factors influencing the price of an option 

Ultimately, option prices are determined by supply and demand in the market. 
Six major factors influence the market price: 

• price of the underlying stock 

• exercise price of the option 

• time left until the option’s expiry 

• current interest rates 

• volatility of the underlying stock 

• dividends payable on the underlying stock. 

DFP1B-1v2.1.1_T5 

http://www.asx.com.au/


 Topic 5: Financial products 53 

 

 5 

Call options 

Call options give the buyer or taker the right but not the obligation to buy the 
underlying shares at a predetermined price, on or before a predetermined date. 
Buyers of calls hope that the stock will increase substantially before the option 
expires. 

Example: Call option 

Sontas Ltd (XYZ) has a last sale price of around $10.19. An available 
standard call option contract would be a XYZ 24 May 2014 $10.50 (XYZXI). 
A taker of this contract has the right but not the obligation to buy 1000 XYZ 
shares for $10.50 per share at any time until the expiry day, 24 May 2014. 

The writer of this call option is therefore obliged to deliver 1000 STO shares 
at $10.50 per share if the taker exercises the call option. For accepting this 
obligation, the writer receives and keeps the option premium regardless of 
whether the option is exercised. 

Put options 

Put options give the buyer or taker the right but not the obligation to sell the 
underlying shares at a predetermined price on or before a predetermined date. 
The taker of a put is only required to deliver the underlying shares if they exercise 
the option. Buyers of puts hope that the price of the stock will fall before the 
option expires. Alternatively, they may also hold the underlying shares so are 
looking to protect those shares from a downturn. 

Example: Put option 

An available put option contract for XYZ Ltd (XYZ) would be a 
XYZ August 2014 $10 (XYZIK). This gives the buyer the right but not the 
obligation to sell 1000 XYZ shares for $10 per share at any time until the 
August expiry day. For this right, the buyer pays a premium, or purchase 
price, to the seller of the put option. 

To assume this right to sell the XYZ shares at a specified price, the buyer 
must exercise the option on or before the expiry day in August. The seller 
of the put option is obliged to buy the XYZ shares for $10 per share if the 
option is exercised. As with call options, the seller of a put option receives 
and keeps the option premium whether or not the put option is exercised. 
The premium income is the seller’s reward for assuming their obligations. 
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Why use equity options in portfolio management? 

Equity options are an extremely useful tool in the management of equity 
portfolios. They have the unique ability to modify the risk/return profile of a 
portfolio to meet specific objectives. There are many different applications for 
equity options, all of which result in precise adjustments to the risk/return 
characteristics of the underlying equity portfolio. 

Used in conjunction with an existing portfolio of stocks, equity options have the 
potential to: 

• reduce risk — buying put options as insurance or writing premium income 
that cushions downside price moves can reduce the volatility of a portfolio 

• generate extra returns by writing options and collecting premium income 
when the market view is such that the client is happy to cap the upside 

• reduce market impact costs of acquiring stock by accumulating the 
desired level of exposure via options, and then switching out of options and 
into the actual stock 

• reduce transaction costs by gaining exposure to stocks or an index using 
options, rather than paying full stock transaction costs 

• manage capital gains implications — it is possible to effectively sell stock 
by selling call options, and through this capital gains implications can be 
managed. 

Risks in using options 

Risks to buyers of options 

Since an option has a limited life, the buyer runs the risk of losing the entire 
premium in a relatively short time. If the market price of the asset does not, 
in the case of a call, rise above or, in the case of a put, fall below the exercise 
price after adjusting for premium of the option at expiry, the option will expire 
worthless. An option is essentially a wasting asset because its value decays 
over time. 

Risks to sellers of options 

Option sellers take the opposite position to option buyers and are often referred 
to as ‘short positions’, compared with buyers, who hold ‘long positions’. 

A covered position is one where the seller has ownership of the underlying asset, 
whereas an uncovered or ‘naked’ position is one where there is no ownership of 
the underlying asset. In most cases, ‘naked’ positions are essentially banned by 
ASIC. 
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8.3 Warrants 
A warrant is a financial product that is issued by a third party, mostly investment 
banks, and quoted on the ASX. Warrants are issued over individual shares, 
share price indices, currencies and commodities. As such, the price of a warrant 
is driven by the price of another underlying instrument so they are often referred 
to as ‘derivatives’. 

Warrants are either deliverable (i.e. the underlying financial instrument is 
physically delivered (e.g. shares)) or cash-settled (i.e. the transaction is settled 
with cash at expiry if the position is profitable). 

The range of warrants available is very diverse. Warrants can be split into 
two categories: trading-style and investment-style products. 

Trading-style warrants are frequently traded and relatively short-dated. 
They have a higher risk/higher return profile compared to the investment-style 
warrants. 

Investment-style warrants, such as instalments, endowments and 
capital-protected warrants, tend to be longer-dated and less frequently traded. 

Warrants have a lower risk/return profile and may be held for a range of different 
reasons, such as generating income, leverage or diversification. 

The warrant issuer specifies the terms of the warrant. As a result, the terms may 
vary significantly between different warrant types, different series of the same 
type of warrant and different warrant issuers. 

The terms and conditions of a particular warrant series are set out in the PDS 
prepared by the warrant issuer or in an offering circular. When reading the PDS, 
a financial planner should be aware that some issuers use different terminology 
for different types of warrants. Where this occurs, the PDS will usually contain a 
table that cross-references its terms to generally known concepts. 

Why deal in warrants? 

Warrants may offer many benefits to investors. Some reasons for buying 
warrants are: 

• trading for profits — if an investor believes that a security will increase in 
value, they may buy a call warrant. If an investor believes that a security will 
decrease in value, they may buy a put warrant. If the underlying security 
performs as expected, the investor may exercise the warrant or sell the 
warrant for a profit 

• leverage — warrants can provide good leverage. This is because a warrant 
premium price is lower than the underlying security, so an investor has the 
opportunity to receive a higher percentage return on their investment 

• exposure — a warrant buyer can gain different exposure to markets, 
whether they are individual stocks, a basket of stocks, or indices, currencies or 
commodities 

• limited risk — as with bought ETOs, the maximum loss a warrant buyer can 
incur is the premium paid for the warrant 
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• hedging — a warrant can be used to hedge an existing shareholding. If an 
investor holds stock and believes the market may experience a short-term 
decline, they could buy a put warrant to ‘protect’ their shareholding 

• investment — some warrants are structured as longer-term investment-style 
products (e.g. instalment warrants). The advantages of investing in these types 
of products may be capital growth, income in the form of dividends and franking 
credits, capital protection, or a combination depending on the nature of the product 

• enhanced dividend yield — investors looking for income are often attracted 
to instalment warrants. They entitle the holder to the full dividends and 
franking credits even though they have not paid the full price of the underlying 
share. As a result, instalment warrants allow investors to participate in trading 
for dividends with less capital, thus potentially boosting the portfolio yield. 

8.4 Protected geared equity facilities 
Capital guaranteed geared equity investments 

A capital guaranteed geared equity investment is when a financial institution lends 
the investor money to invest in a share or, more commonly, in a portfolio of shares. 

The shares accrue full dividends and other entitlements over the period of the 
investment. If the value of the portfolio increases, then the full value of that 
increase is passed on to the investor, and if it decreases in value the investor will 
be fully protected — the investor will be able to simply ‘hand the shares back’ to 
the issuing institution as full consideration of the loan principal. 

At first sight, this is a low-risk and appealing investment vehicle. A key advantage 
is the potential for capital growth of the share portfolio, as well as the dividend 
stream that the portfolio earns during the life of the investment. However, 
a disadvantage is the increased cost of borrowing the funds. 

Capital protected warrants 

Capital protected warrants give the holder the right to participate in the performance 
of an underlying asset, while at the same time a certain value at expiry is guaranteed. 

Capital protected warrants are issued at their face value, which is usually $1000, 
although some of the recently issued warrants have a face value of $1. At expiry, 
the issuer guarantees to deliver a certain percentage of the face value, currently 
100% per warrant. During its life, the value of a capital protected warrant may be 
different to the value of the underlying security. The capital guarantee applies 
only at expiry of the warrant and it is possible that during its life, the warrant’s 
price falls below the guaranteed amount. 

The holder participates in any increase in the value of the underlying securities. 
The extent of participation varies between warrants. 

For example, some warrants entitle holders to 110% of any increase in the value 
of the underlying security. Holders of capital protected warrants are generally not 
entitled to any dividends or franking credits or other income distributions paid on 
the underlying securities. The price of capital protected warrants will usually be 
higher because the issuer must factor the cost of the capital guarantee into the 
price of the product. 
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8.5 Contracts for difference 
A contract for difference (CFD) mirrors the performance of a share or index and 
offers the benefit of trading shares without having to legally own them. A CFD is 
traded on margin and, similar to physical shares, the profit or loss is determined 
by the difference between the buy and sell price. 

Conceptually, CFDs are quite simple: they are an equity derivative that involves 
trading the difference between the opening and closing price of an underlying 
asset. However, they are highly leveraged and carry a high level of risk, 
particularly for the inexperienced investor. Investing in CFDs is best suited to 
investors experienced in equity derivatives and familiar with their risks, such as 
professional investors and active day traders. 

CFDs are predominantly traded on Australian and global shares and indices but 
also can be traded on sectors, commodities and currencies. 

8.6 Hedging 
Hedging is best described as undertaking an investment activity to offset 
potential losses in another activity. 

Fund managers may reduce the risk of capital loss from hedging by using 
derivatives, such as futures or options contracts. 

Hedging is risk avoidance through using futures markets as a means of obtaining 
price insurance. Hedgers want to avoid exposure to an adverse movement in the 
price of an asset. To achieve this, they try to take opposite and equal positions in 
the physical and futures markets, with the objective of compensating in one 
market for potential losses in another. 

Total elimination of risk is not possible because correlation between markets is 
imperfect — the mismatch effect is called ‘basis risk’. 

Equity portfolio managers can use selling hedges to offset the effect on the 
portfolio of an anticipated fall in the sharemarket. They may sell futures contracts 
at the current price so that if the market falls before the delivery date of the 
futures contracts, a gain can be made by buying back the contracts at the lower 
price. 

The profit on the futures transaction goes towards offsetting the fall in value of 
the equity portfolio. 

Fund managers may also protect against the fall in value of a fund asset by 
purchasing a put option, which gives the purchaser the right without the 
obligation to sell an asset at a specified price (i.e. the exercise price) at any time 
between the purchase of the option and its expiry date. 
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Apply your knowledge 7: Derivatives and hedging 

a. What is the essential difference between hedgers and speculators? 

 

b. List and define the two (2) types of options. 

 

c. What is the essential difference between hedging using futures contracts 
and options? 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 
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Key points 
• Direct investments, whether they are shares, property or bonds, are bought 

and owned by the investor. Alternatively, an investor can gain exposure to 
assets through managed or indirect investments. 

• Assets are normally divided into the following classes: 

 – cash 

 – fixed interest — Australian and international 

 – property 

 – shares — Australian and international. 

• Each asset class has a different inherent risk level and associated expected 
returns. Generally, the lower the level of investment risk, the lower the return 
and vice versa. 

• Investors can limit, but not eliminate, the effect of risk by diversifying 
(i.e. by ensuring that ‘all their eggs are not in one basket’). 

• A fixed-interest security is an interest-earning investment with maturity of 
one year or more, which pays a predetermined rate of interest for a specified 
period. 

• A bond is a term describing a financial instrument that is used by a 
government or institution to raise money from the public. Specifically, it is a 
debt security that is issued in return for cash from investors. 

• When interest rates or yields in the bond market rise, the market price of a 
bond being sold on the secondary market will fall, and vice versa. 

• The sharemarket can be broadly divided into two categories: 

 – the industrial sector, covering a variety of industries (e.g. manufacturing, 
finance and retailing) 

 – the resources sector, also referred to as the mining and oil sector. 

• A share is a basic unit of ownership in a company. Being a shareholder 
entitles the investor to receive ‘dividends’ that are company profits distributed 
to shareholders. The amount of dividends the shareholder receives is 
proportional to the number of shares they hold. Dividends received by 
investors are fully assessable as income. 

• Under the dividend imputation system, investors receive tax credits for 
dividends they receive from Australian companies who have already paid 
tax on these dividends, known as ‘franked dividends’. 

• Investment property may be held directly, through the direct purchase of real 
estate, or indirectly through the purchase of units in a managed property trust, 
which may be either ‘listed’ or ‘unlisted’. 
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• A managed unit trust is formed when a number of investors pool their money 
into a common fund for investment purposes. Each unit holder is a part-owner 
of all the trust’s assets and has a proportional share in all the distributions of 
income earned by the trust. The distributed income is taxed in the hands of the 
investors. 

• The public unit trust is a convenient vehicle for delivering a diversified portfolio 
to the small or unsophisticated investor. It also gives them access to a far 
greater level of diversification of investments than might be possible on their 
own. 

• Investment products and product structures may be categorised according 
to the degree to which they may be subject to the risk of capital loss. 

• Insurance and friendly society bonds (i.e. insurance bonds) are examples of 
tax-paid managed investments. 

• The amount invested in an investment bond may be added to according to the 
125% rule. 

• When evaluating managed investments, important elements for consideration 
generally fall under three main headings: 

 – management 

 – policies and procedures 

 – investments. 

• A master trust is an administrative vehicle that allows a large number of 
investments to be conducted under the same trust deed, making it possible 
to consolidate a large number of investment accounts. 

• An IDPS is an investor directed portfolio service, more commonly referred 
to as a ‘wrap account’, and operates as the name implies. 

• Portfolio administration services or ‘platforms’ that include master trusts and 
wrap accounts offer retail investors a consolidated reporting and investment 
performance-tracking service that allows easy switching between multiple 
funds invested wholesale. 

• Other investment schemes include: 

 –  film investments 

 –  collectibles and specialised investments 

 –  timeshare 

 –  precious metals. 

• FHSAs assist potential buyers to save for their first home. 

• Fund managers may also reduce the risk of capital loss by ‘hedging’ 
using derivatives. 
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Review questions 
You can access the ‘Review questions’ for this topic at KapLearn. 

Suggested answers 

Apply your knowledge 1: Bond investments 

Investments in government bonds offer clients a degree of security of income 
because government bonds offer safety of capital and a secure income stream. 
No matter how poor economic conditions become, investors in government 
bonds will nearly always be paid and their capital should always be returned at 
the end of the period. Furthermore, the chance of bonds returning capital gains 
when other investments are performing poorly is a likely scenario. When market 
rates fall in periods of recession, enormous capital gains on bonds are possible. 

Apply your knowledge 2: Property investments 

Advantages Disadvantages 

Quality property is an attractive investment because 
it offers: 
• a ‘tangible’ asset that has a long-term economic life 

subject to adequate maintenance and periodic 
refurbishment 

• security of income based on long-term leases 
• relatively stable capital values with growth 

underpinned by increasing rental income 
• returns that are not closely correlated with returns 

from other classes of assets. This means that while 
other investments, such as shares and 
fixed-income investments, are performing poorly, 
property may continue to generate good returns 

• a hedge against inflation 
• taxation advantages. 
As a rule, real estate investment does not experience 
the same volatility as sharemarkets. As a result, 
property represents a major asset not only for 
individuals but most institutional investors. 

Real estate investment carries inherent 
disadvantages and risks unique to the asset class, 
particularly if held as a direct investment. 
These include: 
• poor liquidity (i.e. difficult to convert to cash quickly) 
• indivisibility (i.e. property normally must be sold in 

its entirety) 
• owning property can be a management burden 
• property is subject to cycles 
• property normally requires a long-term investment 

to reap maximum returns 
• property is subject to government controls and 

taxes, such as zoning, tenancy legislation, 
rates and land taxes 

• local geographic issues can impact on returns. 
For example, some locations can outperform others 
for reasons outside the investor’s control. 

• being subject to demographic factors 
(e.g. the ‘ageing population’ will cause a shift in the 
property sector as the ‘baby boomer’ generation 
retires). 
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Apply your knowledge 3: Australian sharemarket research 

Capitalisation indices Global Industry Classification Standard sectors 

S&P/ASX 20 Index GICS Australian Real Estate Investment Trusts (A-REITs) 

S&P/ASX 50 Index GICS Consumer Discretionary 

S&P/ASX 100 Index GICS Consumer Staples 

S&P/ASX 200 Index GICS Energy 

S&P/ASX 300 Index GICS Financials 

S&P/ASX MidCap 50 Index GICS Financials excluding A-REITs 

All Ordinaries Index GICS Health Care 

S&P/ASX Small Ordinaries Index GICS Industrials 

S&P/ASX All Australian 50 Index GICS Information Technology 

S&P/ASX 200 Net Total Return index GICS Materials 

S&P/ASX Emerging Companies Index  

Apply your knowledge 4: Additional premiums 125% rule 

Year 1 premium Initial premium $2,000.00 

Year 2 premium Maximum addition $2,500.00 

Year 3 premium Maximum addition $3,125.00 

Year 4 premium Maximum addition $3,906.25 

Year 5 premium Maximum addition $4,882.81 

Year 6 premium Maximum addition $6,103.52 

Year 7 premium Maximum addition $7,629.40 

Year 8 premium Maximum addition $9,536.74 

Year 9 premium Maximum addition $11,920.93 

Year 10 premium Maximum addition $14,901.16 

Apply your knowledge 5: Master trusts 

1. Discretionary funds — where the individual investor selects the underlying 
investment product(s) from a list created by the master fund manager. 

2. Fund of funds — where the investor selects a general risk profile 
(e.g. growth and capital stable) but the master fund manager selects the 
underlying investments from among a range of products managed by 
external managers. 
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Apply your knowledge 6: Aligning goals with appropriate investments 

Investment Investment class Investment Investment class 

Mortgage trusts Low risk + security of capital Property Income + capital growth 

Bank accounts Low risk + security of capital Australian fixed 
interests 

Low risk + security of 
capital 

Property trusts Income + capital growth Unit trust investing in 
government securities 

Low risk + security of 
capital 

Resource stocks Income + capital growth Unit trusts that trade in 
fixed-interest securities 

Low risk + security of 
capital 

Debentures Low risk + security of capital Australian shares, 
direct or indirect 

Income + capital growth 

Cash Low risk + security of capital International equities Income + capital growth 

Undeveloped land Aggressive growth Collectibles Aggressive growth 

CMTs Low risk + security of capital   

Apply your knowledge 7: Derivatives and hedging 

a. Hedgers are risk avoiders seeking to avoid exposure to an adverse movement 
in the price of an asset by using the futures market to obtain price insurance. 

 Speculators participate in the market with the aim of making profits by 
correctly anticipating future price movements. Speculators’ willingness to 
assume risk provides the means by which hedgers can transfer risk. 

b. Call option: gives the holder the right to buy an asset by a certain date at a 
certain price. 

 Put option: gives the holder the right to sell an asset by a certain date at a 
certain price. 

c. Futures contracts used for hedging are designed to neutralise risk but 
although they protect against loss, they also reduce or eliminate possible 
upside gain. 

 Hedging using options contracts provides insurance. They enable investors to 
protect against loss while allowing them to benefit from favourable price 
movements. They do, however, require the upfront payment of the premium. 
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