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Outside of superannuation, there 
are now very few tax breaks left 
for the everyday investor. One of 
the least known has been invest-
ment bonds, sometimes branded 
as education bonds.

Many financial advisers have 
been sceptical about these tax-
protected investment vehicles for 
the simple reason there were 
often better ways to arrange tax 
affairs to ensure investors could 
achieve returns at low tax rates.

The budget has changed all 
that. Negative gearing is finished 
except for investment in new 
properties and capital gains tax 
rates are set to increase. But the 
biggest sting of all is that every in-
vestor will soon have to pay a 
minimum of 30 per cent tax re-
gardless of what family trust or 
CGT strategies they may have 
been following.

The turnaround has thrown 
the spotlight back on investment  
bonds. These are long-term prod-
ucts where you place money with 
a professional manager and the 
returns are eventually taxed 
much more lightly than if you had 
that money elsewhere. 

How they work
Any ongoing tax due on the in-
vestment in the bond is taxed 
each year at 30 per cent. If you 
hold the bond for 10 years or 
longer, the bond manager allows 
the individual to withdraw the in-
vestment with no further tax to be 
paid. Terms and conditions apply, 
especially if the investor takes the 
money out before the decade-
long deal naturally expires. But in 
reality, the managers of these in-
vestment bond funds can get the 
tax rate well below 30 per cent, 
often by using franked dividend 
payments and related strategies; 
in many cases it should work out 
at between 15 and 25 per cent.

First Financial adviser James 
Wrigley says more investors are 
paying attention to the strategy.

“The facts have changed; more 

investors are going to take a fresh 
look at these products, they’ve 
certainly got a boost from the 
budget,” he says

 
How to buy one
Most investors get involved with 
investment bonds through finan-
cial advisers, but they can be 
bought on the open market by re-
tail investors. Minimum amounts 
can be for as little as $1000 at a 
time, though industry statistics 
suggest that the median amount 
placed with investment bonds is 
about $250,000.

The association between in-
vestment bonds and education is 
mostly linked with specialist pro-
viders who have designed the 
bonds expressly for optimising is-
sues around school fees. Sonas 
Wealth financial adviser Liam 
Shorte says investors knew them 
as education bonds but they were 
really investment bonds.

“(They) just happen to have 
been very popular as a tax-effec-
tive way to save for education be-
cause you had the long-term 
discipline of saving and a long-
term reward in the tax treat-
ment,” Shorte says.

The downside
Investment bonds are far from 
perfect. There are some outstand-
ing drawbacks:

 First, your money is now man-
aged by a third party, with all the 
fees and intermediary costs that 
will involve.

 Second, you are under pressure 
to leave the money “inside” the 
bond for 10 years.

 Third, promoters of investment 
bonds may put them forward as a 
secret weapon in tax planning but  
rarely make the point that the po-
tential tax savings will be of little 
use to anyone on a low tax rate.

Hugh Robertson of Centaur 
Financial Services, a Barron’s Top 
150 adviser, was not a fan of the 
bonds last year, arguing the range 
of investment options was not 
good enough and the benefits 
weren’t there.  But after the bud-
get changes, Robertson has shift-
ed his perspective slightly.

“I would say investment bonds 
are relatively better placed be-
cause of the CGT changes and the 
30 per cent minimum on trusts 
coming down the line, but overall 
we would probably still look at a 
company structure first,” he says.

When Commonwealth Bank re-
ports its full-year results next 
week, many fund managers will be 
looking for evidence that its extra-
ordinary valuation can’t last. They 
may be disappointed.

CBA is probably the most con-
troversial and confusing share on 
the ASX. It trades at a much high-
er earnings multiple than the 
other major banks. It’s also among 
the most expensive developed 
market banks globally.

Fourteen of the 16 analysts 
covering CBA rate it either a sell or 
underweight. Not one recom-
mends buying it, and yet its share 
price remains stubbornly high.

When this happens, index 
funds often get the blame. The ar-
gument is that passive investors 
are mindlessly buying CBA be-
cause it is Australia’s largest listed 
company. As its price rises, its 
index weight increases. That sup-
posedly forces index funds to buy 
more and creates a self-reinforc-
ing bubble.

How index funds work
It’s a neat explanation but it’s also 
mostly wrong. Index funds don’t 
decide what CBA is worth, they 
simply follow prices already being 
set by the market.

If CBA’s price rises relative to 
other companies, its index weight 
increases automatically. An index 
fund or ETF doesn’t usually need 
to buy more CBA when this hap-
pens because the shares it already 
owns have increased in value by 
the same amount.

New money flowing into index 
funds will lead to some CBA buy-
ing. However, that money is 
spread across the market accord-
ing to existing index weights. It 
doesn’t automatically make CBA 
more expensive relative to every 
other company.

Overlooked reason CBA’s share 
price keeps defying the sceptics

Under chief executive Matt Comyn, Commonwealth Bank’s sharemarket valuation has gone from strength to strength

Most importantly, ownership 
isn’t the same as price discovery. 
Research in larger overseas mar-
kets suggests index funds account 
for only a small share of the trad-
ing that sets daily prices. There’s 
little reason to believe they’ve dis-
placed active investors as the main 
source of determining CBA’s 
share price. It is active investors, 
hedge funds and traders that are 
still setting prices at the margin. 

We saw this after CBA’s trad-
ing update in May. Its shares fell 10 
per cent in a day because investors 
reassessed the outlook and were 
prepared to sell at lower prices. 
Index funds didn’t take the day off, 
they simply followed the market 
down in the same way they’d fol-
lowed it up.

Blaming index funds for CBA’s 

valuation is a bit like blaming the 
scoreboard when your team is los-
ing. In fact, active fund managers 
may be doing more to support 
CBA’s share price than passive in-
vestors. Many active managers 
have remained underweight CBA 
because they believe it’s over-
valued. As the shares have contin-
ued rising, their returns have 
fallen further behind the index.

Fear of falling behind
Some super funds are reportedly 
responding by buying CBA them-
selves to offset the positions taken 
by their external managers. In 
other words, being underweight 
CBA has hurt performance so 
badly that some funds are con-
sidering taking the decision away 
from their managers.

Fear of falling behind their 
peers or failing the prudential 
regulator’s performance test is 
proving more powerful than their 
conviction that CBA is overpriced.

If there’s a buying vortex, it 
isn’t being created by index funds 
blindly pushing up prices. It’s 
being driven by active managers 
and super funds scrambling to re-
duce the career and regulatory 
risk of remaining underweight.

That doesn’t mean CBA’s crit-
ics are wrong; it is extraordinarily 
expensive. But expensive isn’t a 
catalyst. A high valuation may 
point to lower long-term returns 
but it doesn’t tell investors when 
the reversal will begin. That re-
quires a change in earnings expec-
tations, risk appetite, or the 
returns available elsewhere.

The August 12 results could 
provide that catalyst. An increase 
in bad debts, weaker margins, 
slower credit growth, or a cautious 
outlook could cause investors to 
question how much they’re pre-
pared to pay for CBA’s future 
earnings. However, another 
steady result could do the op-
posite. CBA doesn’t need spec-
tacular growth, it only needs to 
avoid disappointing investors.

Results are a fresh test
The longer-term catalyst may 
eventually come from housing. 
The government’s changes to 
negative gearing and capital gains 
tax could reduce investor demand 
and put downward pressure on 
property prices. That could slow 
credit growth and eventually in-

crease mortgage losses. But cor-
rectly identifying the catalyst 
doesn’t solve the timing problem.

US housing had already turned 
down when Citigroup, then the 
largest bank in the US, reached its 
sharemarket peak in May 2007. 
Investors who correctly saw the 
housing downturn coming could 
still have lost money by betting 
against the bank too early.

CBA could also receive an un-
expected boost from Australia’s 
new CGT rules. The changes 
could increase the relative appeal 
of reliable fully franked dividends. 
CBA won’t offer the highest yield, 
but investors may accept a lower 
yield in exchange for its balance 
sheet strength, earnings consist-
ency and dividend reliability.

Next week’s results will pro-
vide a fresh test of CBA’s earnings 
and dividend outlook. It may also 
help determine whether the 
shares can continue towards $220 
over the next year. If CBA’s 
2026-27 EPS increases to around 
$7.13 and it maintains a payout 
ratio near the top of its target 
range, its annual dividend could 
reach about $5.70. That’s an opti-
mistic scenario and would require 
continued lending growth, resili-
ent margins and low credit losses.

Including franking credits, the 
dividend would be worth around 
$8.14. At $220 a share, that would 
give investors a grossed-up yield 
of about 3.7 per cent and CBA 
would still trade at almost 31 times 
earnings. That’s hardly cheap. But 
investors have already shown 
they’re willing to pay a huge pre-
mium for CBA’s balance sheet 
strength, earnings consistency 
and reliable income. 

The less favourable tax treat-
ment of future capital gains could 
make that income even more 
valuable.

While the CBA sceptics may 
eventually be proved right, right 
now – as underweight fund man-
agers reverse their positions – the 
stock is likely to just keep pushing 
up and up. And that’s not the fault 
of any index fund.

Chris Brycki is the founder of 
online investment adviser 
Stockspot. 
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Since the end of 2022, global finan-
cial markets have sailed through 
turbulence, floating on three con-
victions: artificial intelligence de-
livers immediate, unquenchable 
productivity gains; disinflation 
steadily allows central banks to 
lower interest rates;, and geopoliti-
cal friction, while noisy, remains 
broadly contained.

Today, however, and despite 

white elephants (abandoned data 
centres), and commoditises the AI 
models themselves.

More troubling are reports that 
Nvidia is exploring a $US250bn 
backstop for an OpenAI data cen-
tre, alongside hundreds of billions 
in chip financing arrangements. It 
seems the dangerous circular deal-
making is alive and well. 

Fixed-income tremors
While this logic doesn’t seem to 
have created many waves among 
equity investors, it’s already caus-
ing tremors in fixed-income mar-
kets. Credit default swap prices on 
major tech debt have surged to ac-
tive-trading highs, signalling insti-
tutional credit markets are pricing 
in systemic counterparty risk.

Add to this the explosive public 
debut of mainland Chinese mem-
ory-chip makers such as CXMT 
and the rapid rise of open-weight 
AI models, and top-tier tech labs 
look increasingly vulnerable to 
margin compression.

US balance sheet woe

While tech balance sheets display 
circular risk, the US federal bal-
ance sheet is becoming a structural 
crisis. The US Treasury’s debt 
management has fundamentally 
shifted towards the short end of 
the yield curve. By issuing short-
term Treasury bills rather than 
locking in long-term rates by issu-
ing bonds, the government has ef-
fectively turned its $US39 trillion 
($55.6 trillion) debt pile into an ad-
justable-rate mortgage.

The problem is that US interest 
expenses are now hypersensitive 
to overnight interest rate move-
ments, and a budget deficit of 
about $US2.5 trillion is continuing 
to grow due to mandatory spend-
ing for defence, Medicare and so-
cial security.

Consequently, annualised in-
terest payments on the national 
debt have breached $US1.4 trillion, 
and so the US Treasury finds itself 
trapped in a classic doom loop: it 

must issue vast amounts of new 
debt simply to service the interest 
on existing obligations. 

As well, foreign central banks 
and institutional investors are par-
ing back purchases of US sover-
eign debt due to geopolitical 
tensions and fiscal concerns, and 
are instead accumulating gold.

This imbalance between huge 
supply and shrinking demand is 
driving long-term benchmark 
yields upward, pushing 10-year 
and 30-year Treasuries to multi-
year highs – not good for stocks.

Ultimately, the Federal Re-
serve will face a grim dilemma: 
permit bond yields to spike until 
they trigger a credit freeze, or in-
tervene to monetise the debt, sac-
rificing the long-term purchasing 
power of the US dollar. 

Race for hard assets
It’s little wonder institutional 
smart money is quietly rotating 
into hard assets such as gold to 
hedge against future currency de-

basement. Heaping burning coals 
on the fiscal and technological 
risks is the sudden return of com-
modity volatility. 

The intensification of the con-
flict in the Middle East is further 
testing the fragility of global sup-
ply chains. With significant por-
tions of maritime oil transiting 
vulnerable regional chokepoints 
such as the Strait of Hormuz, any 
escalation brings immediate sup-
ply shocks because strategic re-
serves are near depleted.

Inflation
When Brent crude spikes towards 
$US100 a barrel, the immediate 
transmission mechanism is felt 
across transport, aviation, manu-
facturing and consumer spending. 
Even during temporary pauses in 
hostilities, the conflict premium 
remains stubbornly high.

Furthermore, the threat of an-
other tariff war and protectionist 
trade policies threatens to en-
trench structural inflation, putting 

additional pressure on bond yields. 
Meanwhile, in the US, shorta-

ges of labour, oil and imported 
components are interrupting the 
wishful disinflation narrative that 
markets relied on throughout 
early policy-easing cycles.

Central banks
This convergence of sticky infla-
tion, massive sovereign debt sup-
ply and erratic energy markets 
boxes central banks into a corner. 

The past decade’s cheap capi-
tal, predictable supply chains and 
unconstrained tech earnings 
growth is slowly, but ever so surely, 
giving way to a new regime 
marked by debt overhangs, geo-
political fragmentation and mar-
gin pressure.

And that’s not going to be great 
for those “all in” on equities.

Roger Montgomery is the founder 
and chief investment officer of 
Montgomery Investment 
Management.

Global markets face reckoning 
as triple threat fractures appear 

the relative confidence that comes 
from near-record equity markets, 
every one of those pillars is fractur-
ing simultaneously. 

From news of accelerating cir-
cular tech financing, the emer-
gence of AI commoditisation amid 
the release of open-source models, 
a US debt refinancing spiral and 
volatile geopolitical bottlenecks, 
investors are either ignoring the 
risks or hoping they go away.

But the clouds aren’t breaking 
up. Warren Buffett’s $US400bn 
($570bn) in cash reserves tells me 
he thinks the sky is darkening.

The tech divide
Nowhere is market concentration 
and exuberance still more evident 
than in the technology sector, 
where the Magnificent Seven have 

long driven broad market gains. 
However, signs of a thematic 
breakdown are emerging, as the 
group no longer trades cohesively. 
Divergences in performance are 
growing between companies that 
generate immediate cash flow and 
those investing billions in capital 
expenditure.

More investors are beginning 
to ask: Can this unprecedented 
capital expenditure continue with-
out seriously diluting returns on 
invested capital? 

As tech giants pour hundreds of 
billions into data centres, chips 
and energy infrastructure, evi-
dence suggests that increasingly 
efficient AI models may actually 
require less computing power per 
task. That threatens future margin 
expectations, creates massive 
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‘More and more we will be using these 
(investment bronds) for a range of 
purposes such as building a sum of money 
to pay for the deposit on a house’

LIAM SHORTE
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Budget changes revive 
a forgotten tax break




