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Handout 4 Investment Bond Summary
Variations

Unit linked funds

· The basic structure of these types of investment bond have already been discussed. We will therefore concentrate on the types of available investment funds that investors can select and variations on a theme:

Distribution Funds

· Usually with investment bond funds, income and capital gains tend to be reinvested to provide capital appreciation. Withdrawals (by regular encashment) could therefore be from either income or capital gains achieved within the fund.
· With distribution funds, income generated by the fund whether from gilts, corporate bonds, shares or property rental is kept in a separate sub fund and distributed to bondholders regularly. Thus the values of the underlying investments are not affected by the investor’s need to withdraw “income”. Usually, any income not distributed to the planholder will then be reinvested to provide further units

· The “income” withdrawals however, will still be treated in the usual way i.e. encashments of capital and subject to the chargeable event gain rules

With Profits Funds

· These funds can either be unitised and divided into a number of segments, or a single contract. In the latter case there may be less flexibility to for example, switch the investment fund to another fund
· Instead of variations to the value of the fund as would be the case with the unit linked funds already mentioned (to a greater or lesser extent), the capital invested in a number of units would receive a bonus when declared by the insurance company

· The bonus can either be added to the contract in the form of extra units or, the price of the units within the fund can increase to reflect the bonus addition

· A terminal bonus may be added after a period of time e.g. 5 years to reward longer term investors

· Whilst the underlying assets within the fund may broadly reflect those of a managed fund, the investor will not be affected so directly by market volatility in that the effect of bonuses will be smoother over the bond’s term. This is because in times of high performance, gains made within the fund may be only partially paid as a bonus with the balance being held back so that the fund can still a pay a bonus if market conditions are poor

· There is no guarantee as to how much bonus will be given each year, but once added, it cannot be taken away from the fund’s value (but see MVAs below)

· Most with profits providers retain the right to apply what is known as a Market Value Adjustment (MVA) to surrenders in times of adverse market conditions. This is to ensure that the investors withdrawals do not exceed the value of the underlying investments in the fund, thus protecting remaining investors. This adjustment would not apply on death or in certain circumstances if the investment is held for a certain number of specified years

· The basic structure of these funds is still as a non qualifying whole of life assurance policy, so the same rules apply as described above in terms of withdrawals and taxation

Guaranteed Growth Bonds

· These bonds are issued in limited issues (or “tranches”) to coincide with current market conditions
· They grow at a fixed rate of “interest” as notified from outset
· They will typically run for terms of between two and five years

· The investor receives a guaranteed return at maturity including the original investment.

· Gains at maturity will be subject to the usual tax rules for this structure of policy and therefore higher rate taxpayers will incur a tax liability from the resulting chargeable event

· Assuming that they are held to maturity, they are relatively low risk but if surrendered early, the investor may receive a value below their investment due to the fact that the underlying structure of investments may be complex and difficult to liquidate
Guaranteed Income Bonds

· These bonds produce a specified income each year for a specified term

· At maturity, the investor will receive a return of his original investment

· Terms typically run from 2 to 5 years

· Again these products are issued in tranches and returns will be based on market conditions at outset

· Income received is (as usual) treated as a withdrawal of capital

· Chargeable events could therefore occur if the amount being withdrawn exceeds the 5% per annum tax deferred allowance 

· Assuming that they are held to maturity, they are relatively low risk but if surrendered early, the investor may receive a value below their investment due to the fact that the underlying structure of investments may be complex and difficult to liquidate 
Guaranteed Equity Bonds

· Aim to provide capital growth linked to a stock exchange index with a minimum  return at maturity of the capital invested

· Often issued for terms of 3 to 5 years

· A proportion of the investment say 85% - 95% will be used to provide the guaranteed return by investment in low risk securities

· The balance will be invested in derivatives to track the return of the relevant index

· Where “income” is paid on a regular basis, it is usually deducted from the capital return at the end  

· These investments give lower risk investors an underlying guarantee but the ability to participate in stock market returns at the same time. Of course it should be mentioned to investors that in the event of poor stockmarket conditions, their returns could be unspectacular to say the least (i.e. worst case scenario is to receive a return of the capital invested)

· Assuming that they are held to maturity, they are relatively low risk but if surrendered early, the investor may receive a value below their investment due to the fact that the underlying structure of investments may be complex and difficult to liquidate 
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