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HOW TO READ
THIS DOCUMENT

Managing your finances to meet your
day to day requirements as well as
your long-term goals can be a com-
plex task.

There are all sorts of issues you need
to consider such as taxation, legisla-

tion, protecting your wealth and as-

sets, associated costs and the inher-
ent risks of investment.

When undertaking a financial plan it
is important you understand how
these issues will impact you and what
you should expect over time.

Your financial adviser will provide you
with a Statement of Advice (SOA)
which sets out the details of the ad-
vice and how it will meet your goals
and objectives.

This document provides some gen-
eral information to help you better
understand the financial planning
concepts in relation to investment
concepts.

It is important you read this docu-
ment to help you better understand
investment concepts along with the
associated costs and risks.

Please contact your adviser if you do
not understand anything, or need
further information or clarification.

Risk and return

What is risk?

The meaning of risk can vary. For some it
may mean the possibility of losing a por-
tion of their investment due to market
movements or a poor decision. For others
it may mean not enough income is pro-
duced from the investment. Another
measure of risk is the variability of returns
over time known as volatility. Generally,
risk can be viewed as the chance of failure

in achieving objectives or goals.

Risk is part of investing. Importantly it can
be measured and managed within an in-
vestment portfolio. Taking on some risk is
necessary for higher returns. The main
concern is to determine the appropriate
level of risk for you. Taking on greater
short-term risks may be necessary to re-
ceive the long-term returns needed to
achieve your lifestyle goals and objectives.
Taking on too much may prove to be a
mistake. Taking on too little may cause
regret and failure to achieve the returns
needed to meet your lifestyle goals.

How do you cope with risk?

It is important to understand the risks you
may be exposed to and how they will im-
pact your personal situation. Assessing risk
and potential investment returns should
be in the context of your goals and the
time you have to achieve your objectives.

The relationship between risk and
return

Risk and return are closely related. In gen-
eral, the higher the degree of risk associat-
ed with an investment, the higher the
return required by investors to accept this
risk. Low risk investments such as cash
offer relatively low returns as a reflection
of their greater security. This is called the

risk/return trade-off.

The diagram below is a simple illustration
of the risk/return trade-off. Investment A
offers lower expected return with lower
risk compared to investment B which
offers higher expected return with higher
risk.

Expected Return

v

Risk

All investments and asset classes have
different levels of risks and expected re-
turns. For example, low risk investments
like cash generally provide a lower return
than high risk investments over the long
term but are unlikely to lead to a capital
loss. High risk investments generally offer
the potential of a higher return over the
long term but there is a higher chance that
high risk investments will be more volatile
in the short term (leading to capital loss if
investments are sold in the short term).
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What are the types of risk?

There are a number of risks to be consid-
ered when constructing your portfolio
such as:

Investment market risk

The possibility all investments in a market
sector, (such as shares), will be affected by
an event.

Investment specific risk

The possibility a particular investment may
underperform the market or its competi-
tors.

Market timing risk

The possibility your investment may be
sold at a time when the sale price is at a
low-point or purchased when the sale
price is at a high-point.

Inflation risk

The possibility your investment return is
below the inflation rate which reduces the
spending power of your money.

Credit risk

The potential failure of a debtor to make
payments on amounts they have bor-
rowed.

Interest rate risk

The possibility your investment will be
adversely impacted by a fall or rise in in-
terest rates.

Legislative risk

The possibility a change in legislation will
impact the appropriateness of certain
investments for you.
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Liquidity risk

The ease with which you can sell or liqui-
date your investments. Some investments
impose exit fees or have limitations on
withdrawals. Other investments may be
difficult to sell due to a lack of buyers.

Hedging risk

A technique designed to reduce the risk
from part of an investment portfolio often
by using derivatives. While hedging can
reduce losses, it also has a cost and there-
fore can reduce profits.

Currency risk

Relates to global investments. It is a form
of risk that arises from the change in price
of one currency against another. Whenev-
er investors or companies have assets or
business operations across national bor-
ders, they face currency risk if their posi-
tions are not hedged.

Derivatives risk

Where financial derivatives are used as an
alternative to directly owning or selling
underlying assets in order to manage risk
and/or enhance returns. Risks associated
with derivatives can include; the value of
the derivative declining to zero; the value
of the derivative not moving in line with
the underlying asset and, the derivative
may be difficult or costly to reverse, and

Opportunity cost

The investment return you may forego
from an asset as a result of investing in
your preferred asset. That is, there is a risk
the preferred asset you invest in may not
return more than the second-choice (next
best alternative) asset you did not invest
in.

Longevity Risk

This is the chance of living longer than
expected and exhausting your asset base.
Not only can this happen by taking too
many risks, it can also happen by taking
too few risks which can result in gener-
ating too small of a return.

The importance of
diversification

One of the most effective means of reducing
the effect of risk is to diversify your portfo-
lio. This means not putting all your eggs in
the one basket. No one type of security,
asset class or investment manager provides
the best performance over all time periods.
So a range of investments should reduce the
risk of each of the investments within a
portfolio experiencing drops in performance
at the same time. This is simply because one
asset class or manager may perform well to
counter the poor performance of another.

Diversification can be implemented in three
distinct ways by investing:

Across asset classes

Asset classes perform differently under
different market conditions. By investing
across a variety of asset classes you may be
able to reduce the volatility of your portfolio
return.

Across markets and regions

Spreading your exposure within each asset
class across a wide range of countries, cur-
rencies, industries and stocks ensures your
investment is not narrowly concentrated in
a particular region or industry. This reduces
the impact of a region or industry down-
turn, and

Across investment management styles

Different investment management styles
tend to excel under different economic and
market conditions. By combining a range of
investment managers with complementary
investment styles you may be able to re-
duce reliance on any one style in each asset
class.



Asset allocation

Asset allocation is the proportion of your
portfolio spread across a number of asset
classes, markets and regions.

The aim is to achieve a return for an ac-
ceptable level of risk by combining asset
classes in a calculated way. This also helps
smooth the ups and downs of each asset
class returns.

There are several approaches to asset
allocation in common use. They all have
their advantages and disadvantages so it is
important to understand the basic differ-
ences.

Strategic asset allocation (SAA) is the pro-
cess of setting and maintaining the long
term structure of the portfolio. It reflects
expectations about assets over the long
term and is designed to reflect your long
term objectives and appetite for risk.

Tactical asset allocation (TAA) refers to
short term changes to asset allocation to
take advantage of short-term views of the
markets.

Dynamic asset allocation (DAA) is in be-
tween strategic and tactical asset alloca-
tion. It’s an active approach to altering a
portfolio’s asset allocation over the medi-
um term. DAA recognises markets will
constantly move around from what is con-
sidered ‘fair value’. It provides a level of
flexibility to alter the asset mix of the
portfolio to take opportunities as they
arise or to help preserve wealth if markets
fall.

Asset class characteristics

Below is a brief description of the main
types of defensive and growth asset clas-
ses including distinct features such as ex-
pected returns and volatility.

Defensive asset classes

Defensive assets have a lower potential
rate of return over the long-term but are
also generally less volatile and have less
potential to lose value than growth assets.
Cash and fixed interest investments are
defensive assets.

Cash

Cash and short-term securities include
deposits, bank bills and other similar as-
sets whose price is linked to short-term
interest rates.

Be aware

e Cash and short-term securities are gen-
erally the least volatile asset class and
tend to offer the lowest potential return
over the long-term.

® The return is typically all income which
is considered assessable for tax purpos-
es.
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Australian and international fixed
interest

Fixed interest investments such as bonds pay
a fixed dollar income in the form of a coupon
payment for an agreed period of time.

There are many forms of bonds including
investment grade corporate bonds, high
yield corporate bonds, emerging market
bonds, nominal government bonds and infla-
tion linked bonds.

There is one important difference with inter-
national bond funds relative to Australian
funds. As the funds hold fixed interest in-
vestments in foreign currencies, exchange
rate movements impact on both the capital
value and the income return from the invest-

ment.

6 | Understanding investment concepts

Be aware

e |f you sell a fixed interest investment prior to maturity and interest rates fall during the
time you hold the investment, you could enjoy a gain on the original investment.

o [f interest rates fall, the capital value of a fixed interest investment is likely to rise and
the income return should gradually decrease to reflect the lower interest rates available
in the market.

e |f you sell a fixed interest investment prior to maturity and interest rates rise during the
time you hold the investment, you will receive a lower value than you would have re-
ceived upon maturity, therefore incurring a loss.

e [f interest rates rise, the capital value of a fixed interest investment is likely to drop and
the income return should gradually increase to reflect the higher interest rates available

in the market.

e |f you decide to reinvest in a fixed interest investment, your new investment may pro-
vide a higher or lower level of income than your original investment, given interest rates

may be higher or lower at maturity than at the time you made your investment.

e Generally, the longer the bond has to maturity the more sensitive its price will be to
changes in market interest rates. Therefore it is generally more appropriate for long-

term investors who can tolerate short term volatility.

e The different maturity and forms of bonds may perform differently in varying economic
and market conditions and they can rise and fall in value. Concerns about defaults on

loans may result in a loss on your investment.

® As bonds can fluctuate, they are more volatile and offer a higher potential rate of return
than cash and short-term securities but they are also generally less volatile and offer a
lower potential rate of return over the long-term than growth assets.



Growth asset classes Be aware

Growth assets have the potential to earn a ® Investing in a single share or a very small

higher rate of return over the long-term
but are also generally more volatile than
defensive assets.

Australian shares

Australian shares represent a part owner-
ship in an Australian company. Australian
shares can provide the opportunity for
capital growth, income and tax benefits
through the dividend imputation system.
The dividend imputation system generally
allows an investor to receive a tax credit
for any tax the company has already paid
on the income distributed to them.

Although Australian shares can be ex-
pected to outperform many other invest-
ment classes over the long-term, due to
sharemarket volatility, share investments
are likely to fluctuate in value across all
time periods, particularly in the short to
medium term.

number of individual shares is more
likely to expose you to greater fluctua-
tion in the value of your investment
than investing across a range of shares.
It is possible to further reduce fluctua-
tions by investing across different sec-
tors in the economy.

Small companies are generally consid-
ered higher risk investments.

Share prices can rise and fall suddenly in
response to many factors including com-
pany profits, market sentiment, industry
issues and economic trends. For this
reason Australian shares should be
viewed as a long-term (5-year plus) in-
vestment as they can experience signifi-
cant levels of short to medium term
volatility.

International shares

International shares represent a part owner-
ship in an international company.

Investing in international shares enables
you to diversify your sharemarket exposure
not only across a broader range of countries
but also into companies and industries that
do not exist in the Australian share market.

Be aware

® |nternational shares have similar charac-
teristics to Australian shares with two
important differences:

— the income return from international
shares generally does not provide a
dividend imputation tax benefit, and

— both the capital value and the in-
come return of the investment may
be influenced by currency exchange
rates.

® |n the short-term, adverse market condi-
tions may result in a significant decline in
the value of International shares and it
may take some time for the value of the
investment to recover. For this reason,
International shares should be viewed as
a long-term (5-year plus) investment.
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Australian property securities

Investing in property securities as an asset
class is different to buying a house or an
investment property. These are referred to
as Australian Real Estate Investment Trusts
(AREITs).

AREITs are an investment listed on the
Australian stock exchange that provides
exposure to a portfolio of direct property
investments. AREITs own a range of prop-
erties such as residential, commercial,
retail and industrial. Some invest across all
of these property types and others focus
on specific sectors.

Some managed investment funds invest in
a portfolio of AREITs. The advantage of this
is investors access the benefits of investing
in property (for example, capital growth
and income) whilst their investment re-
mains liquid. Also, managed property se-
curities funds spread investors’ risk as they
provide a more diversified property portfo-
lio.

Property securities primarily earn income
from rent. Historically, this type of invest-
ment provides a reasonably regular in-
come relative to other growth assets. Over
the long-term, they should appreciate in
value and offer a portfolio some protection
against the impact of inflation.
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Be aware

o |n the short to medium-term, the value
of AREITs are expected to increase or
decrease in value in accordance with
movements in both the AREIT sector and
the sharemarket generally. As a result,
property securities are more volatile than
defensive assets and should be viewed as
a long-term (5-year plus) investment.

® Property securities tend to generate
higher returns in income than capital
growth.

International property securities

International property securities are in-
vestments listed on international stock
exchanges and provide exposure to a
portfolio of direct property investments.
These are referred to as Global Real Estate
Investment Trusts (GREITs). GREITs own a
range of properties such as residential,
commercial, retail and industrial. Some
invest across all of these property types
and others focus on specific areas.

Investing in GREITs enables you to diversify
your portfolio, not only across a broader
range of countries but also property assets
and sectors that do not exist in the Australi-
an market. International property securities
primarily earn income from rent. Property
securities generally produce higher levels of
income than other listed equities.

Be aware

e Both the capital value and the income
return of the investment may be influ-
enced by currency exchange rates.

e |n the short to medium-term, the value of
listed property trusts is expected to in-
crease or decrease in value in accordance
with movements in both the listed proper-
ty trust sector and the sharemarket gener-
ally. As a result, property securities are
more volatile than defensive assets and
should be viewed as a long-term (5-year
plus) investment.

® Property securities tend to generate high-
er returns in income than capital growth.



Direct property

Buying a residential or commercial proper-
ty to rent out is a way of investing directly
in property.

Property investors have personal control
and management over their investment.
Capital appreciation over the longer term
is likely to keep pace with or exceed the
rate of inflation, depending on the location
and physical condition of the property. Tax
deductible expenses may include deprecia-
tion, maintenance, insurance and financing
costs. Furthermore, the equity in a proper-
ty may be used to leverage other invest-
ments.

Be aware

e Large amounts of capital are required to
purchase a direct property.

e There are significant establishment costs
and ongoing costs associated with
maintenance of the property.

e Direct property assets can be illiquid,
resulting in the inability to draw down a
portion of your capital in the future.

® You risk being heavily reliant on the
income stream from a single investment
sector.

® You risk losing income whilst the proper-
ty is untenanted.

® As a significant amount of capital is re-
quired to purchase a direct property,
your portfolio may lack diversification.

Alternative assets

Alternative assets cover a wide range of
investments that are not considered tradi-
tional assets like those already described.
Some examples include hedge funds, infra-
structure and gold.

These types of investments are generally
included in portfolios to increase diversifi-
cation and provide returns that aren’t
strongly linked with the performance of
traditional assets.

Be aware

®To access some alternative investments
you generally need to do so through a
managed fund.

®As most alternative investments aren’t
listed on an exchange, determining their
value for a fund’s unit price can be diffi-
cult and may involve a considerable time
lag.

eSome alternatives such as hedge funds
involve greater complexity and therefore
may be more difficult to understand.

eSome alternatives are illiquid which may
make them difficult to buy or sell when
you want to.

e Alternatives may be included in a portfo-
lio for their growth or defensive charac-
teristics.

eHedge funds may use a range of uncom-
mon investment management tech-
nigues to achieve objectives and may use
leverage, short-selling and derivatives
extensively.

e Alternative fund managers may charge
relatively higher fees.

Managed funds

Managed funds allow investors to pool their
money with an investment manager who
has extensive research facilities and experi-
ence. Managed funds may invest in some or
all of the asset classes mentioned above.
Depending on the assets invested, they may
provide a combination of income (including
realised capital gains) and the potential for
capital growth over the medium to long
term. Generally, income distributions can be
either reinvested or paid to a nominated
bank account.

Managed funds can be purchased in individ-
ual names or within your superannuation
fund.

Advantages of managed funds

Some of the advantages of managed fund
investments include:

Diversification

The large pool of funds available enables
fund managers to diversify the spread of
investments across all asset classes as well
as providing access to investments which
may not be readily available to individual
investors, such as large retail property com-
plexes and international shares.

Professional management and expertise

Fund managers have the expertise to moni-
tor and research investment opportunities
and apply their investment experience in
managing investment portfolios across all
asset classes.

Economies of scale

Investors in managed funds can access
economies of scale in areas such as volume
discounts on brokerage and other fees.
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Liquidity

Investors in managed funds can usually
access their funds within 5-30 days
(excluding superannuation investments),
and are usually able to access a part of
their funds without needing to cash in the
whole investment.

Regular reporting and information

Managed funds can take care of the ad-
ministrative hassles and expenses which
would normally accompany direct owner-
ship of investments. Fund managers also
provide regular information to investors
regarding investment performance and

year-end tax summaries, and
Tax advantages

Income distributions may be tax advan-
taged through imputation credits for in-
vestments with underlying Australian

share assets.

Be aware

¢ The capital value of managed funds may
fluctuate, particularly in the short-term.

e Capital Gains Tax may be payable on any
growth in the value of your investments
when you eventually redeem or sell them.

* Income distributions are not guaranteed
and may fluctuate over time.

® Re-invested income will still form part of
assessable income for tax purposes.

e Internal management fees are charged
to invest into managed funds.

e Loss of immediate access to your funds.
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Separately Managed Account (SMA)

The SMA is a registered managed investment scheme that allows you to access a number of
professionally constructed and managed investment portfolios (model portfolios) compris-
ing Australian listed shares and cash in which beneficial ownership is retained by you (or
the trustee in the case of a superannuation investment). The SMA can only be accessed via
an eligible platform (for both investment and superannuation).

Beneficial ownership
retained by the investor

(non-superannuation only)

Platform

SMA Model [ESHEEEEINVE 1)
Managers

Cash Managed Direct

account fund Portfolios

equities

Individual
Portfolio
of direct

equities



Key benefits of a SMA

Some of the benefits of investing in a SMA
include:

Individual accounts

Unlike a unitised managed fund in which
investors collectively have an interest in
the pool of fund assets, the SMA investor
has absolute beneficial ownership in the
assets held in their account.

Transparency

The SMA allows you to view the underlying
shares you hold within your chosen model
portfolio.

Portability

If you already own Australian shares that
are also included as part of a model
portfolio, you can transfer them into the
SMA and still retain beneficial ownership.
You are able to transfer (in specie) shares
out of the SMA into your platform account
as well as transfer shares between model
portfolios within the SMA.

No inherited capital gains

An individual cost base is established for
you on the day the shares are bought in
the SMA and this relates solely to the price
of the underlying shares purchased for you
at the time of your investment. There are
no tax consequences for you as a result of
other investors’ transactions.

Professional investment management

The SMA provides you with access to lead-
ing experienced professional investment
managers who ensure each model portfo-
lio is continually monitored and managed,
and

Lower management costs

SMAs have lower management costs than
most managed funds.

Insurance bonds

Insurance bonds offer a combination of
simplicity, flexibility and security, with tax
benefits and professional investment man-
agement. They are commonly utilised as a
tax effective means of saving for children’s
education.

Key benefits of insurance bonds

Some of the benefits of investing in Insur-
ance bonds include:

e tax on investment earnings, which are
paid within the fund at a maximum rate
of 30%.

e 10 year tax rule period. Where the fund
is held for 10 years or more, withdraw-
als will be ‘tax paid’ in the hands of the
investor, subject to the 125% contribu-
tion opportunity.

® 125% contribution opportunity. You can
contribute up to 125% of previous year’s
contribution without re-starting the 10
year rule period.

e estate planning. You can nominate a
plan guardian to look after your plan
arrangements so your wishes are carried
out

® access to a range of investment options
across a range of asset classes

can be established by parents, grandpar-
ents, godparents, uncles and aunts to
provide a child with a helping hand at
the start of their adult life

® access to your money

e professional investment management,
and

e invest for future education expenses in a
tax-effective manner.

Understanding investment concepts | 11



Withdrawals

Withdrawal Mode

Within 8 years

During 9th year

During 10th year

After 10 years

Tax payable

Any investment gain is included as assessable income and taxed at your
marginal tax rate.

A tax offset of currently 30% for the assessable amount is also received.

One-third of the investment gain is tax paid.

Two-thirds of the investment gain is included as assessable income and
taxed at your marginal tax rate.

Two thirds of the investment gain is tax paid.

One third of the investment gain is included as assessable income and
taxed at your marginal tax rate.

All of the investment gain is tax paid. This means you do not need to
pay personal income tax on any investment earnings from this invest-
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Dollar cost averaging

Dollar cost averaging involves investing a set amount of money at regular intervals. By in-
vesting this way you are not attempting to pick the lows or highs of the market but rather
investing a fixed dollar amount regardless of investment market trends.

The following example shows a dollar cost averaged share investment. A fixed amount of
$1,000 was invested in a share each month as the market price fell and then recovered to its
original value.

Month Amount invested Share price Units purchased
1 $1000 $20.00 50

2 $1000 $15.00 66

3 $1000 $10.00 100

4 $1000 $15.00 66

5 $1000 $20.00 50

Total $5000 332

In this example, by dollar cost averaging into the market, the shares were purchased at an
average cost of $15.06 ($5,000 / 332). After five months the investment was valued at $6,640
(332 shares at $20 per share), a profit of $1,640. If the shares had been purchased at the
commencement of the five months (ie at $20), there would not have been any gain on the
investment when the shares returned to their original value at the end of the five-month
period. The $5,000 invested would still have the same value, ignoring any dividend income.

Advantages of dollar cost averaging

Some of the advantages of dollar cost aver-
aging include:

e by regularly investing in an investment

market, you are not relying on timing

strategies aimed at picking when a mar-
ket has bottomed or peaked. Dollar cost
averaging imposes a helpful investment
discipline by completely ignoring timing

issues

being beneficial when markets may fall.
This is because only a fraction of the total
amount to be invested is exposed to de-
clines in the market. Also, when the mar-
ket price falls, your regular investment
amount will purchase more investment
shares or units, and

providing a sound savings regime and
ideal investment strategy for people with
a regular income but without large sums
to invest.

Be aware

e When market prices are trending up-

wards, a portfolio purchased up front will
do better than the portfolio purchased
using dollar cost averaging. This is be-
cause the full gain on the price rise is
captured by the full amount of money
invested up front.

Over a time period in which prices fall
steadily, a dollar cost averaging portfolio
will still lose money. Nonetheless, dollar
cost averaging will generally lose less than
an up front purchased portfolio.
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