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There are a number of reasons why financial planners should consider 
investment bonds, particularly in clients’ retirement savings and estate 
planning strategies.

It is generally agreed that recent limitations placed on the annual contributions to 
superannuation that can be made by pre-retirees mean most Australians will need to 
develop alternative retirement savings strategies.

In addition, continuous changes made to the superannuation system by successive 
Governments have created distrust of superannuation and a reluctance to put all 
one’s eggs in the super basket. This has encouraged pre-retirees to seek stable and 
tax-effective options outside the super regime when planning for their retirement. 

The global financial crisis has also caused a backlash by many investors against 
complex and expensive investment structures and renewed the focus on developing 
and adhering to long-term investment strategies. Subsequently, there is a demand 
for simple and easy-to-understand products such as investment bonds that also offer 
clear-cut and easy-to-understand tax benefits which can be assessed against each 
investor’s individual circumstances. 

Obviously, investment bonds are not going to provide the solution in every case. But 
for Australians on higher tax rates they can play a useful role in their own right or in 
anchoring broader savings programs. They provide a simple and viable strategy coupled 
with easy administration and management that can support other approaches, including 
superannuation. They also have a role for those who are either too busy to take an active 
role in managing their long-term investments, or have no interest in doing so.

Only a handful of fund managers have continued to develop and update investment 
bond products and some of the more recently developed features of investment 
bonds are not as widely recognised as they should be. For example, they are now 
much more flexible than they once were and offer a broad range of investment 
features that can be tailored to meet clients’ lifestyle and retirement needs. They also 
offer significant estate planning benefits that are very tax-efficient.
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Tax advanTages
As the ability to build wealth in superannuation becomes more 
limited, the tax advantages of investment bonds should be 
considered more closely.

Investment bonds are ‘tax paid’ investments. The income from 
investment bonds is taxed at the corporate rate of 30 per cent 
and this tax is paid by the fund, not the investor. Because the 
earnings accrue within the fund there is no assessable income to 
declare on annual tax returns unless the investor makes a 
withdrawal.

For investors already on tax rates of 30 per cent, or who would 
be pushed into higher tax rates by non-super investment income, 
this is a major benefit. 

Depending on the portfolios chosen, the actual tax rate of an 
investment bond may be less due to the flow on effects of tax 
efficiencies such as imputation credits and other tax benefits. 

A particularly important feature for Australians on high 
marginal tax rates is one that allows the investment bond to be 
redeemed with no personal tax implications, regardless of the 
marginal rate of the taxpayer, when the investment is held for 
more than 10 years. 

Even if the investor chooses to make a withdrawal from their 
investment bonds before the 10-year tax paid holding period 
expires, they still maintain control over both the amount and 
timing of personal tax paid on investment bond earnings. Unit 
trust distributions, on the other hand, are assessable in the year 
in which they are earned. 

Like unit trusts but unlike superannuation, funds in investment 
bonds are accessible anytime. Although the earnings component 
of any withdrawals made during the 10-year tax paid holding 
period are assessable, a special tax rebate of 30 per cent of the 
assessable component applies to offset any personal tax impact.

For investors who have a personal tax rate below 30 per cent, 
any excess rebate may help reduce the tax payable on other 
assessable income earned in the same tax year. No personal tax 
is payable on the component of a withdrawal that represents a 
return of contributions, which is treated as a tax-free return 
of capital. 

The assessable component of investment bond withdrawals 
begins to reduce during the ninth year. For amounts withdrawn 
in the ninth year, only two-thirds of the earnings on the 
withdrawal are assessable and, in the tenth year, only one-third 
of the earnings are assessable and the 30 per cent special tax 
rebate still applies. For withdrawals made after the investment 
bond has been held for 10 years or more, the earnings are no 
longer assessable to the investor.

Investment bonds can thus assist in reducing assessable income 
which may in turn entitle an investor to additional benefits such 
as Family Tax Benefits, and for retirees Senior Australian Health 
Care Card or to tax rebates/offsets such as the Low Income 
Rebate or Senior Australian Tax Offset.

Unlike superannuation funds, there is no limit to the amount 
which can be contributed to an investment bond during the first 
year. After the first year, investors can make additional 
contributions of up to 125 per cent of contributions made during 
the previous year in order to retain the investment bond’s 10-
year tax advantages.

Most investment bonds also provide a regular withdrawal 
facility that allows an investor to create an annuity-type income 
with total flexibility to amend the amount received and the 
payment frequency, and turn the payment on or off at any 
time. A regular draw-down from an investment bond can be 
particularly tax-effective compared to more traditional income-
producing investments.

The ability and flexibility to switch between investment options 
can be a vital component of the investment strategy process. It 
allows the investor to seamlessly transfer (or switch) funds 
between investment options to take advantage of opportunities 
in financial markets or in line with an investment strategy. 
Switching between investment options in an investment bond is 
easy to initiate and there is no personal tax impact for the 
investor. On the other hand, switching between unit trusts 
invariably results in a tax event occurring leading to Capital 
Gains Tax calculations being required for annual tax return 
purposes due to the sale and purchase of units.

esTaTe planning
The wealth transfer features of investment bonds are quite 
different to any other in the investment industry. They provide 
a beneficiary nomination option that allows a tax-free lump sum 
to be paid directly to the beneficiaries irrespective of whether 
they are a dependent or non-dependent.

Where a beneficiary nomination has been made, the distribution 
of the investment bond proceeds is made in accordance with this 
nomination and is not governed by a Will.

Some companies, such as Lifeplan, have developed an additional 
estate planning feature that allows an individual to tailor the 
transfer of wealth to their beneficiaries in a ways that suits their 
own wishes and intentions, that again bypasses their Will. One 
example is Lifeplan’s ‘NextGen Wealth Preserver’ which can be 
used in conjunction with the more traditional lump sum option 
to provide a flexible annuity-like income stream and opens up 
the door to specialised wealth transfer strategies. 

Whichever approach is taken, the wealth transfer is structured 
by the investor and the distribution is not governed by, and 
can be structured outside, the Will. Payments made to 
beneficiaries, both dependants and non-dependants, can be 
structured in a timely and considered way in accordance with 
the investor’s wishes. It may also reduce the risk that these 
wishes can be overturned after their death, as can be done with 
a Will if it is challenged.

Such tools are usually much more cost effective than establishing 
and administering family or testamentary trusts.

Some investment bonds can be used to create a ‘child’s 
advancement policy’ (CAP). A CAP is designed for people, such 
as a parent or grandparent, who would like to invest for a child’s 
future financial needs. Money invested in a CAP can be 
transferred to the nominated child when they reach a specified 
age. Until this time, the investor retains full control of the 
investment. A CAP is particularly useful for children under the 
age of 16, who are, in many cases, excluded from holding 
investments in their own right. 
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Role in sMsFs
Investment bonds can also play a useful role in conjunction with 
self-managed superannuation funds (SMSFs), particularly in 
estate planning.

While SMSFs are becoming increasingly popular, many trustees 
fail to consider the tax liability they are leaving to their 
beneficiaries, which can be very significant, and clients need to 
take this into account when considering a SMSF.

Indeed, superannuation is not designed for intergenerational 
wealth transfer, and trustees and their advisers should consider 
the implications of capital gains tax (CGT) on superannuation 
assets when considering estate planning.

There is a misconception that only income is taxed, but in fact 
the capital value of the entire death benefit paid to beneficiaries 
may be subject to tax, so they could receive an unexpected tax 
liability when funds are paid out.

Those most affected are the beneficiaries of SMSFs that have 
reached the pension phase. While the funds are exempt from 
CGT while all members are still alive, these exemptions 
immediately end when the last member in the fund dies. This 
means that beneficiaries are liable for CGT on the assets owned 
by the fund, regardless of whether they sell the assets or not (see 
case study 4).

Case sTudy 1

Using investment bonds for income

Investment bonds can create very tax efficient incomes for 
investors when compared to income from other investment 
structures. Usually the greatest tax efficiency will be through a 
combination of both an investment bond and a traditional option 
such as a term deposit.

Peter has received a $1,500,000 windfall gain which, after making 
a sizable non-concessional contribution to superannuation, 
clearing his mortgage and some personal spending, leaves him 
with $1,000,000 to invest. He would like to reduce his working 
commitments to three days a week, resulting in a reduction in 
salary to $120,000 per annum. After allowing for a $50,000 
concessional superannuation contribution, Peter will have a salary 
of $70,000 per annum (before tax). He would like an annual 
income of $85,000 after tax and is fairly conservative so does not 
want to take on any meaningful investment risk.

One option is to place the remaining $1,000,000 into an income 
producing investment, but a better result can be achieved by 
placing all of these funds into an investment bond. 

Peter has largely the same disposable income under both options 
but has a considerably lower taxable income under scenario 2 
(see Table 1). This would have allowed Peter to qualify for the 
$900 Federal Government stimulus payment last April – scenario 
1 would have excluded him completely from the stimulus 
payment – and also means he may qualify for other Government 
benefits.

Case sTudy 2

Combating the superannuation contributions cap

Take the example of John, a 50-year-old worker on a salary 
package of $175,000 with a high growth risk profile.

Before July this year, he was making concessional contributions 
to superannuation of $75,000 per annum. After allowing for the 
15 per cent contributions tax, John had a net annual contribution 
of $63,750 going into his superannuation fund. Now that the 
superannuation changes have come into effect, he is limited to a 
net contribution of $42,500 a year for the next three years and, 
after that, $21,250 a year.

 Scenario 1* Scenario 2**

Income   
Salary 70,000 70,000 
Income Investment/Investment Bond 50,000 31,000 
Sub-Total 120,000 101,000 
Less: Tax and Medicare Levy 34,850 15,916 
Total income after Tax 85,150 85,084 

Capital Value of Investment – End of Year 1 1,000,000 1,040,000 

TAXABLe Income   
Salary 70,000 70,000 
Income Investment/Investment Bond 50,000  1,048 
Total Taxable income 120,000 71,048

TAX AnD meDIcARe cALcULATIonS   
Tax Liability 33,050 15,165 
Less: Investment Bond Rebate/Offset – 314 
Sub-total 33,050 14,850 
Plus: Medicare Levy (@ 1.5%)  1,800  1,066 
Total Tax and Medicare 34,850 15,916

Table 1.  case study 1 – using investment bonds for income

* Scenario 1: Income Producing Investment @ 5.0% per annum net of fees. 

** Scenario 2: Investment Bond @ 3.5% per annum net of fees and tax (ie 5.0% less 30% tax)
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This will have a profound effect on John’s retirement plans and 
he is very keen to ensure that his after-tax income is invested in 
a tax-effective way outside superannuation.

One solution for John is to consider high growth unit trusts. 
However, as John’s salary places him well within the 39.5 per 
cent marginal tax band (including Medicare Levy), any 
distributions of income and short-term realised capital gains from 
his unit trust investment would also be assessable at this rate.

An alternative strategy for John would be to consider using 
investment bonds that allow him to implement a similar investment 
strategy to that considered under the unit trust solution.

It means that the maximum tax rate is capped at 30 per cent, but 
high growth investment bond portfolios are likely to incur a 
lower effective tax rate as tax efficiencies such as imputation 
credits can be used to reduce the tax paid. 

Even without a reduction in the investment bond tax rate, John 
will achieve a 9.5 per cent (ie. 39.5 Marginal Tax less Investment 
Bond Tax) advantage on all investment earnings.

On the other hand, the unit trust solution would have resulted 
in John paying annual and perhaps even quarterly instalment tax. 
The investment bond solution does not require John to declare 
any earnings for tax purposes unless he makes a withdrawal 
during the first 10 years.

Case sTudy 3

Helping to resolve estate planning concerns

David is married with two young children. He also has a 
daughter, Mary, from a former relationship. Mary is 25 and 
financially independent, and she and David have limited contact. 
Even though his relationship with Mary is strained, David would 
like to ensure that, on his death, Mary is recognised as an heir 
and receives a small inheritance. However, he is worried that 
any inheritance left to Mary in his Will may be challenged by his 
partner who believes that David’s financial obligations to Mary 
have been more than adequately satisfied.

An investment bond may be an ideal solution to resolve David’s 
family situation with Mary. All he needs to do is nominate her 
as the sole beneficiary under his investment bond. After David’s 
death, the investment bond proceeds will be paid directly to 
Mary, tax free, and will not form any part of David’s estate that 
is governed by his Will.

David could also nominate Mary as the sole beneficiary under 
the Wealth Preserver feature which would allow him to specify 
how Mary is to receive the proceeds of his investment bond 
after his death. 

Case sTudy 4 

Eliminating ‘death taxes’ in self managed 
superannuation funds 

Andrew is aged 78 and a widower. He has two adult non-
dependant children that will share equally in his estate. He has 
$2,500,000 in an SMSF which is all in pension phase. All assets 
have been held within the SMSF for over 12 months and there 
is no tax-free component.

The SMSF owns commercial property valued at $1,500,000 
(originally purchased for $500,000) and a share portfolio valued 
at $1,000,000 (originally purchased for $500,000).

Andrew’s health is failing rapidly. If he dies, the Capital Gains Tax 
(CGT) exemption immediately ceases on his death and the 
commercial property and share portfolio become subject to CGT 
on $1,500,000 worth of growth. This is regardless of whether the 
assets are sold, or transferred in-specie to his beneficiaries.

The amount of tax payable by the SMSF is $537,750 or  
21.5 per cent of the value of the fund, made up of:

l	 CGT on $1,500,000 @ 10% = $150,000

l	 Balance of $2,350,000 ($2,500,000 less $150,000 CGT 
liability) @ 16.5% = $387,750

This means that the distributable value of SMSF assets has 
reduced significantly to $1,962,250.

 Investment Bond SmSF 

Opening balance (beginning of year) $2,500,000 $2,500,000 
Plus: Net growth $  140,000 $  200,000 
Less: Pension/drawing $  156,000 $  156,000 
Closing balance $2,484,000 $2,544,000

Tax/Medicare on Pension/drawing Nil Nil

Closing balance (end of year) $2,484,000 $2,544,000 
Less: “Death taxes” Nil $  548,684

Balance distributed to beneficiaries $2,484,000 $1,995,316

Table 2.  case study 4 – eliminating ‘death taxes’ in self managed superannuation funds

Investment Bond advantage = $488,684 or 24.5%.
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Therefore a viable solution is for Andrew to wind up the SMSF 
fund. As the SMSF is in pension phase, there is no CGT on the 
sale of the commercial property or shares. In addition, he has 
control over the sale of these assets which allows him to maximise 
the realised value.

Up to $2,500,000 (less sale costs) could potentially be available 
to be invested in a way that ensures Andrew receives a tax 
efficient income stream to meet his living requirements – for 
example, Lifeplan’s NextGen Investments.

While this means that Andrew has moved assets from a SMSF 
where investment earnings are not taxed (because the SMSF is 
paying a pension) to a structure that pays a maximum 30 per 
cent tax, this could still be worthwhile:

Assumptions:

l	 Return on SMSF assets of 8.0% net of fees

l	 Return on NextGen of 5.6% net of fees and tax (8.0% less 
30% tax)

l	 Pension payment (minimum) of $156,000 and withdrawal 
from NextGen of $156,000

l	 Andrew has no other income. l
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