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A FRESH 
LOOK AT 
INVESTMENT 
BONDS 

An investment bond can be used as 
security for a loan and allows access 
to a straight-forward and tax 
effective gearing strategy for 
clients.  

CASE STUDY 
James (age 48) has repaid his home 
mortgage and he is on the top 
marginal tax rate. By salary 
sacrifi cing into superannuation he 
has maximised his concessional 
contribution cap. He is seeking an 
investment strategy to take him to 
retirement in 12 years time. 

James has annual after-tax cash 
surplus of $15,000 and he is 
planning to borrow $9000 each year 
(60 per cent of his cash surplus) to 

TODAY’S FINANCIAL ADVISERS are 
increasingly turning to investment bonds as their 
unique application differentiates them from many 
other investment vehicles.  An investment bond can 
be used across all stages of a client’s life cycle, from 
birth of a child for tax effi cient wealth accumulation to 
tax-free intergenerational wealth transfer as part of an 
estate planning strategy. 

The investment bond, often referred to as an 
insurance bond, has been around for many years and 
structurally has not really changed.  What has 
changed however, are the various applications and 
planning strategies which have evolved with 
continued changes in legislation and increased 
awareness about the life cycle fi nancial planning 
opportunities. Today fi nancial advisers should be 
aware that tax-effective wealth accumulation 
strategies involving the investment bond are only 
some of the many applications of its use.  

A good example of this is the reduction in the 
concessional contribution cap. Since its introduction, 
fi nancial advisers have been focusing on investment 
bonds which provide a tax structure as a valid 
alternative to superannuation. This is particularly 
relevant for high income earners who have surplus 
after-tax income after salary sacrifi cing into 
superannuation and reaching their concessional 
contribution cap.  

These clients should seek to access the maximum 
tax rate of 30 per cent on investment earnings offered 
by the bonds as it would be more attractive than their 
marginal rate. This could make a signifi cant 

difference to the tax effectiveness 
of clients’ wealth accumulation 
strategy. 

KEY BENEFITS OF INVESTMENT 
BONDS 
An investment bond has a number 
of key advantages over other 
investment products:  

Tax effective. Income is taxed at 
30 per cent and the tax rate 
within the bond may be further 
reduced as a result of franking 
credits and other tax deductions from underlying 
investments. 
No capital gains tax upon realisation or when 
switching between investment options. 
Access to funds. Accessible at any time, and no 
conditions of release. 
No impact on tax return. Tax paid while invested. No 
need to include any information in tax returns. 
Withdrawals. If withdrawn after the end of the tenth 
year, there is no tax liability. 
Estate planning certainty. Proceeds can be paid with 
nil tax implications, independently of the 
administration of the investors’ estate, direct to the 
nominated benefi ciaries. The nil tax applies 
regardless of the relationship to the benefi ciary. 
Regular savings plan. Each year, up to 125 per cent 
of the previous year’s contributions can be added to 
the bond without restarting the 10-year investment 
period for tax purposes.  

Although investment bonds have been 
around a long time, structurally they have 
not changed much. However, there has 
been an evolution in planning strategies, 
as Damian Hearn explains. 

“The changes announced will have no 
impact on elderly high net worth 
individuals who choose to invest in an 
investment bond within a discretionary 
trust to lower their home care fees.”
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Strategy options

Net proceeds 

after  

12 years

Option 1  

Invest $15,000 per annum 

into an investment bond 

and utilise a loan facility to 

provide the extra $9,000 per 

annum to be invested into a 

managed fund.

Net portfolio value 

(less capital gains 

tax)

$428,220

Less borrowed funds $108,000 

Net proceeds $320,220 

Option 2  

Invest $24,000 per annum 

in a managed fund by includ-

ing a regular instalment plan 

of $9,000 per annum from a 

margin lending facility

Net portfolio value 

(less capital gains 

tax)

$399,539

Less borrowed funds $108,000

Net proceeds $291,539

Difference $28,681

TABLE 1: NET PROCEEDS (BEFORE TAX) AFTER 12 YEARS

Investments Capital Income

Cash at 

bank 
$500,000 $15,000

Term  

deposit
$1,000,000 $42,500

Total $1,500,000 $57,500

TABLE 2: INVESTMENTS

Fee Amount

Basic daily care fee $9.57

Means tested fee 

(max per day)
$25.57

Total fees $35.14

Total home care fees $12,790

Annual income $57,500

Net income $44,709

TABLE 3: FEES

Fee
Current  

Position

New  

position
Difference

Basic daily care fee $9.57 $9.57 $nil

Means tested fee 

(max per day)
$25.57 $nil $25.57

Total fees $35.14 $9.57 $25.57

Total home care fees $12,790 $3,483 $9,307

Annual income $57,500 $17,500 $40,000

Net income $44,709 $14,017 $30,693

TABLE 4: HOME CARE FEES

invest as part of a gearing strategy. 
James is considering two strategy 
options for his total investment of 
$24,000 per annum (see Table 1). 

This unique gearing strategy 
could be incorporated into a wealth 
accumulation strategy.  

MANAGING HOME CARE FEES 
The Government has significantly 
expanded the number and level of 

home care packages available to 
support individuals whose care 
needs have become increasingly 
complex but who have the capacity, 
with support, to remain living at 
home for longer. 

Tighter means testing to assess 
home care fees will apply to 
individuals commencing home care 
from 1 July 2014. Consequently, the 
changes announced will have no 
impact on elderly high net worth 
individuals who choose to invest in 
an investment bond within a 
discretionary trust to lower their 
home care fees. This is due to the 
means-tested care fee which is 
solely based on an income test 
assessment. 

This strategy can potentially 
reduce the amount of the means-
tested care fee within the annual 
caps of $5,000 for part-pensioners 
and $10,000 for self-funded retirees. 
The impact of the 1 July 2014 
means-tested income fee changes 
are outlined in the following case 
study. 

CASE STUDY 
Helen (82) still lives in her home 
and is approved for home care from 
September 2014. She is not entitled 
to any age pension due to the 
amount of assets that passed to her 
following the recent death of her 
husband.  

Her family have asked whether 
there are any strategies to reduce 
the fees surrounding her home care. 
Her assets and income are outlined 
in Table 2. 

High net worth individuals like 
Helen will be subject to the means-
tested care fee, albeit it is capped at 
$10,000 per annum; but once the 
$60,000 lifetime cap is reached 
(expected at about six years after 
commencing home care), no means-
tested care fee will be payable by 
Helen (see Table 3). 

AN ALTERNATIVE STRATEGY  
By gifting into a discretionary trust 
and investing into an investment 
bond, Helen may be able to reduce 
her means-tested care fee, as 
outlined below, even though she is 
not receiving an age pension. This 
strategy may be suitable for high net 
worth individuals looking to 
preserve capital while minimising 

the means-tested care fee.  
Helen has the opportunity to gift 

one million dollars into a 
discretionary trust and the available 
funds will be invested into an 
investment bond. Under 
Centrelink’s source test, the assets 
of the discretionary trust are 
attributed to Helen under the asset 
tests, while the trust distributions 
are counted under the income test. 

The investment bond does not 
distribute income and therefore 
Helen has no assessable income. 
This means there is no income 
assessment for the calculation of 

the means-tested fee for the 
investment bond contained within 
the family trust. 

Importantly: 
As the investment bond does not 
distribute income, Helen needs 
to rely on other assets to meet 
her income needs. 
The Centrelink assessment of 
the trust under the source test 
means the value of the assets 
within the family trust will be 
attributed to Helen for an 
indefinite period of time. This 
means the standard five-year 
rule for gifting of assets does not 
apply. 
If Helen invested into an 
investment bond in her own 
name, the bond will be classified 
as a financial investment and 
deeming would apply. 

Following an investment into a bond 
through a discretionary trust, Helen 
will not be required to pay a means-
tested care fee (see Table 4).  

Using the alternative strategy 
can result in a reduction in Helen’s 
home care fees of $25.57 per day (or 
$9,307 per annum). 

If Helen was to subsequently 
enter into residential aged care, 

Taxable income Tax rate

Up to $416 Nil

$417 - $1,307 66%

Over $1,308 45%

TABLE 5: MINOR TAX RATES

“ This strategy may be 
suitable for high net worth 
individuals looking to 
preserve capital while 
minimising the means-
tested care fee.”
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CPD QUIZ
 This activity has been pre-accredited by the Financial 

Planning Association for 0.25 CPD credit, which may be used 

by financial planners as supporting evidence of ongoing 

professional development. Readers are invited to submit 

their answers online: visit www.moneymanagement.com.au, 

go to the “Professional Development” dropdown on the menu 

bar, and select “Toolbox”. You will be asked to log in before 

you can complete the quiz.

1. How is the 30 per cent 

maximum tax rate of an 

investment bond reduced? 

(a) By deductible expenses of 
the investment options 
(b) As a result of franking 
credits and tax offsets from the 
underlying investments 
(c) As a result of franking 
credits and tax offsets as well 
as other tax deductions from 
the underlying investments 
(d) None of the above 

2. For taxation purposes, 

withdrawals from an 

investment bond are tax-free 

to the investor: 
(a) After six years from 
commencing the policy 
(b) After the end of the tenth 
year from the commencement 
of the policy 
(c) During the tenth year from 
commencing the policy 
(d) Are always tax-free with no 
personal income tax 
implications 

3. A client like Helen who is 

accessing a home care 

package has the opportunity to 

gift into a discretionary family 

trust and invest into an 

investment bond. This can 

reduce the amount of her 

income assessment included 

within the calculation for her 

means-tested care fee. 

However, the value of the 

trust: 

(a) Will only count as an asset 
for age pension purposes for a 
period of five  years under the 
standard gifting rules  
(b) Should always be attributed 
to Helen under the source test 
for the calculation of her age 
pension and home care fees 
due to Centrelink’s assessment 
of trusts  
(c) Will only be attributed to 
Helen for the calculation of her 
home care fees if she controls 
the trust as trustee  
(d) None of the above  

4. From the following 

answers, which one is the 

most correct? When a Child 

Advancement Policy vests in 

the child’s name (ie, at age 18), 

capital gains tax will: 
(a) Not apply 
(b) Be payable and the 10-year 
period does not reset 
(c) Be payable but a special 30 
per cent tax offset applies 
(d) None of the above 

 For more information about the CPD Quiz, 
please contact Kate Cowling on 

(02) 8484 0857 or email 
kate.cowling@cirrusmedia.com.au

This CPD quiz is available on the
 Money Management app for iPad

she will be treated as a new 
resident for aged care purposes. 
The residential aged care means-
tested fee (from 1 July 2014) is 
both income and asset-tested. 
Therefore, Helen will be subject to 
the means-tested fee once she 
enters into an aged care facility 
due to the level of her assets.  

Undertaking this strategy 
whilst an individual is receiving 
home care will merely defer the 
means-tested fee to the aged care 
phase. Whether an individual 
would implement this strategy is 
likely to depend on how long they 
will remain in both home and 
residential age care. The 
opportunity will exist for high 
net worth individuals who enter 
into a home care package from 1 
July 2014 to access the benefi ts 
of the strategy. 

TAX-EFFECTIVE WEALTH 
ACCUMULATION FOR MINORS 
It can be diffi cult to fi nd a suitable 
alternative when investing for 
children, as their investment 
income is subject to minor penalty 
rates of tax as shown below. In 
monetary terms, the amount of 
capital in a child’s bank account 
that can generate tax-free 
investment income is $9,244  per 
annum (see Table 5). 

It is now imperative to access 
the maximum tax rate of 30 per 
cent that applies to investment 
earnings within an investment 
bond instead of the minor penalty 
rates of tax of 45 per cent on 
interest from bank accounts, 
managed funds and direct shares.

CASE STUDY 
John wants to invest to save for Noah’s 
university education but is concerned 
about the possible tax implications of 
holding an investment in either his 
own name, where earnings would be 
subject to his marginal tax rate, or in 
Noah’s name, where it would be 
subject to the high rate of tax on 
investments held by minors. 

John can take advantage of the 
tax benefi ts and also the Child 
Advancement Policy feature of an 
investment bond. As Noah is 
currently only three years of age, 
the investment bond can be set to 
vest in Noah’s name at the end of the 
15th year when Noah turns 18.  

John has the fl exibility to choose 
the life insured and the benefi ciary of 
the policy at commencement. When 
the bond transfers to Noah at age 18, 
he has the option of nominating new 
benefi ciaries. By taking advantage of 
the Child Advancement Policy 
feature, Noah does not have to worry 
about paying personal income tax or 
capital gains tax on withdrawal after 
10 years from the start date (for tax 
purposes).  

Nor did he have to worry about 
paying tax when it is transferred to 
him at age 18. Under the Child 
Advancement Policy, the 10-year tax 
period is not reset, which allows Noah 
to make withdrawals to fund his 
university education without worrying 
about personal tax implications. 
Another benefi t upon transfer is that 
Noah can continue with regular 
savings into the bond if he wants to 
(see Table 6).   
Damian Hearn is national manager 
- technical services at IOOF.

Adult Policy Owner

Life Insured

Policy Owner 

& Life Insured
Child

2014 2029

Child Advancement Policy 

for Noah aged 3 years who is 

the Life Insured.

Vesting age set at 18 years.

John nominates Noah as the 

life insured and himself as 

policy owner and benefi ciary

Noah reaches 

18 years of age.

Policy is transferred 

to Noah 

Noah is now Policy Owner 

& Life Insured.

Previous benefi ciaries 

revoked and new 

benefi ciaries are 

nominated by Noah.

TABLE 6: CHILD ADVANCEMENT POLICY


