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				Preface

			

			
				Many years ago I regularly bought lotto tickets on the off-chance that I would become an instant millionaire. For a small outlay of a few dollars I would select six numbers and hope they’d be the ones that’d be drawn out of the barrel. On one occasion, while I was watching the draw on television, I happened to get the first number. And within a matter of seconds I had the second one. When I got the third number I became a little excited. When the fourth number came out I called my wife, as this was starting to get a little serious. When the fifth consecutive number was drawn I was within seconds of becoming an instant millionaire. While I was waiting for the last number to appear, a voice from the beyond casually whispered the following message in my ear, ‘Ah, sorry mate, you’re not meant to win’. And what normally happens when you get such a message? I missed the last number by the narrowest of margins. If I had selected 26 rather than 27  I would have been an instant millionaire. When I recovered from the shock of missing out on the chance of a lifetime, I concluded if the lotto gods weren’t going to make me wealthy, I’ll need to turn to plan B and try to do it myself.

				There are many ways to build up your wealth. They can range from saving and trying to do it quickly at the casino or races to the thrill and fun of building wealth from investing in shares and property. While sitting in the comfort of your chair or resting by the pool sipping a cold drink, it’s possible to literally make heaps if the value of your investments — especially your share portfolio — were to rise. But you can also lose it just as quickly. The secret to wealth creation is a willingness to have a fair-dinkum go, and not to overemphasise the risks. Sure you can lose money along the way — but let’s be positive here, you can also make a truckload as well.

				Building wealth is similar to driving a car. When you sit behind the steering wheel there’s a risk you could have an accident, and cars are costly to keep on the road. But the rewards you will gain from driving will encourage you to keep plugging along. When you invest you’ll need to know what you’re doing. And that will come from understanding the basics and getting good advice from the professionals. Potential investors often come to me and say, ‘I’m eager to invest but I’m scared of losing money’. Welcome to the club. You’re not the only one. Concerns that you could lose money are natural feelings you’re likely to experience. Unfortunately, when you invest there’s no-one out there ringing the bell to tell you whether you’re on a sure winner. If it was that easy we would all be winners. I always say to potential investors, ‘If you’re afraid to have a go, what are the alternatives?’ The answer is quite simple: put your money in a term deposit and lose it that way. Because if you persist with this strategy (although your money may be safe), your wealth is not going to grow. Regrettably, there is no cast-iron guarantee that whatever decision you make is going to be the best option. Over the years I’ve lost heaps and made my fair share of mistakes. But I’ve also made some great investment decisions. So if you do happen to make the odd mistake along the way try not to dwell on it — what’s done is done. Sitting in the corner and feeling sorry for yourself or vowing never to invest again is not going to solve the problem. The solution is quite simple: see where you went wrong and move on.

				This book will appeal to readers who would prefer to read a one-stop book that will conveniently cover all the major ways of investing to build wealth. It’s written in plain English and explains in simple terms the core investment principles and tax issues you need to be aware of. This book is written in three parts, all centred on the general theme of building wealth:

				• part I: let the games begin: getting organised

				• part II: watch your money grow: building wealth

				• part III: reaping the harvest: superannuation and retirement.

				Throughout the book you will find numerous practical case studies and handy tips to help you understand core investment principles and to reinforce the learning process. So let the games begin. It’s time to build wealth and love it. Incidentally, if you make $100 000 after you read this book, you owe me lunch!

				Jim Prince

				Melbourne

				December 2009

			

		

	
		
			
				Part I: Let the games begin: getting organised

			

			
				There are many reasons for wanting to build wealth, ranging from a desire for security to wanting to make a heap of cash. All are valid reasons if you can manage it. But before you can kick-start the process you’ve got to lay down the foundations, including preparing a budget and planning ahead. If you can get this right at the outset you’ll be well on the way to building wealth and loving it. In part I we examine how to prepare a budget and the key steps you’ll need to examine before you start investing. This part also covers choosing a suitable investment structure and issues associated with borrowing money to help you to build up your wealth.

			

		

	
		
			
				Chapter 1: Laying down the foundations

			

			
				The first question I ask participants who attend my wealth creation courses is why they need to build wealth. The answers normally range from gaining security and freedom to a strong desire to make lots of money. All noteworthy answers if you can pull it off! To achieve these objectives you’ll need to do some boring stuff like preparing a budget and planning ahead. In this chapter I chat about the key things you’ll need to do before you can kick-start your wealth-creation adventures.

				Your capacity to build wealth is primarily dependent on the amount of net disposable income you earn. Net disposable income is income you’ve got available after you pay income tax. And of course the more income you can generate the greater the opportunity to build up your wealth.

				As is the case if you plan to erect a dwelling, before you can start accumulating wealth you’ve got to lay down the foundations. So here are some of the things you should consider doing first:

				• prepare a budget

				• list your assets and liabilities

				• set your goals

				• be prepared.

				Prepare a budget

				The first thing on the agenda is to prepare a budget. This is a simple financial plan that will allow you to keep track of all your expenses and income. So whenever you open your wallet or purse or get a bill (for instance, telephone, gas or electricity), jot down the details on a spreadsheet over a given period of time (for instance, 12 months). An example of how you might format this is given in table 1.1, on page 6. When you do this you’ll start to find out stuff like:

				• your spending habits

				• the different types of expenses you incur

				• the amount you spend each week

				• the dates when bills become due for payment

				• your ability to pay bills on time

				• what bills you’ll incur in the future

				• what to cut back if you get into financial difficulty.

				Next you should record all your cash inflows (as illustrated in table 1.2, on page 7) — for example, your net salary and wages and any investment income you derive (such as dividends, interest and rent) — plus the dates you expect to receive them. You’ll generally find these cash inflows will tend to be fixed and regular. You should also record any one-off payments you’re likely to receive (for example, a tax refund). It will then become a simple exercise of comparing your cash inflows with your cash outflows (see table 1.2, on page 7).

				Having this valuable information on hand will give you some degree of certainty and control over your financial affairs. It’ll provide you with information like the amount you can save over a given period and how much you can afford to borrow. A budget will also help you plan ahead to cover potential shortfalls (deficits) you may occur in the future, and what to do with any surpluses you may accumulate.

				
					Handy tip

					If you want some more information about how to prepare a personal budget, visit Wikipedia’s personal budget site at <http://en.wikipedia.org/wiki/Personal_budget>.

				

				List your assets and liabilities

				After you’ve got your budget up and running, the next thing on your ‘to do’ list is a stocktake of all your assets and liabilities. This will help you keep track of what you own and owe and can come in handy if you’re looking for a loan (see chapter 4). It will also give you confidence that you’re in total control of your financial affairs. Make sure you keep your records in an orderly manner: you’ll need to access these documents when preparing your individual tax return (otherwise your accountant is likely to charge you heaps trying to fix up the mess). Your accountant and/or a financial planner can help you with this exercise.

				
				Table 1.1: cash outflows
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				Table 1.2: cash inflows 
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				Record your assets

				Your assets can range from your favourite frypan, furniture and personal belongings to your most prized Rolls Royce, shares and property. With respect to wealth-creating assets like shares and real estate, keep proper records and constantly monitor whether they’re making money for you. While doing this exercise keep in mind, ‘the first rule to building wealth is not to lose it!’ These are some of the things you’ll need to record:

				• Shares. Next to each company jot down the date you bought them and the purchase price. You can get this information from the buy contract notes you receive from your stockbroker (see chapter 8). You can quickly calculate how your share portfolio is performing by simply comparing the purchase price with its current market price. Online stockbrokers have watch lists that can automatically do this for you. You should also record any dividend payments you’re likely to receive in your budget statement (see table 1.2).

				• Property. Record the date you bought any property you own and the purchase price. You can get this information from the contract of sale. Also keep track of any improvements you make to your properties and the dates you do them. You’ll need this information to calculate whether you’ve made a capital gain or capital loss for tax purposes (see chapter 13). A ballpark way of assessing whether a property is a good investment is checking how long it takes to double in value. Ideally you would like to see this happen every seven to 10 years. I chat about this in more detail in chapter 12.

				• Term deposits. Keep details of the amount you’ve invested, the maturity date and rate of interest you’ve locked into. You should also record the amount of interest you receive in your budget statement (see table 1.2). I discuss investing in fixed-interest securities in more detail in chapter 5.

				• Managed funds. Keep the regular statements your managed fund sends you and check the opening and closing balances. This will tell you whether you’re making money or losing money. The rate of any potential growth will depend on the investment strategy you’ve selected (which can range from capital stable to growth), and the fees you’ll incur to manage your money. I chat about managed funds in chapter 6.

				• Superannuation fund. Super funds are required to issue regular ‘benefit statements’ setting out the opening and closing balance at a particular date (usually on 30 June). As super funds are managed funds, any potential growth will depend on the investment strategy you’re relying on to grow your money (which can range from capital stable to growth) and the fees you’re paying. By the way, it’s possible to check online how your super fund’s performing on a daily basis: the superannuation fund you belong to can show you how to do this. I chat about superannuation in chapters 15 and 16.

				• Your prized collectables. They can range from your jewellery, stamp or coin collections to antiques and paintings. Keep detailed records, especially for items that cost more than $500, as you’re liable to pay capital gains tax if you make a capital gain on sale. I chat about collectables in chapter 2.

				
					Handy tip

					As cars depreciate with age you’re technically losing money from the moment you buy one, unless it’s a much-sought-after vintage or classic that car buffs are willing to pay heaps to own.

				

				Keep track of your liabilities

				To meet all your legal obligations you should list, combine and prioritise all your financial commitments. Liabilities are normally listed in the order they’re due for repayment. Payments due within a short period (for instance, one month) are called current liabilities. They can range from your household bills (such as gas, electricity and telephone) to ongoing credit card, mortgage and loan repayments. On the other hand, payments not due within 12 months are called long-term liabilities. Incidentally, as credit cards normally charge you a high rate of interest on cash advances, try to pay these loans off as quickly as possible. Also take full advantage of any interest-free period on purchases (for instance, up to 55 days) that your credit cards may offer you.

				
					Handy tip

					Under Australian tax law you can set up a Capital Gains Tax (CGT) asset register to help you keep track of all your CGT assets (rather than keep a pile of documents). If you want to record your CGT assets in this register, the information must be certified by a registered tax agent or a person approved by the Tax Office. For more details read the Australian Taxation Office publication Guide to capital gains tax (NAT 4151) and particularly the section titled ‘Keeping Records — Asset registers’. You can download a copy from the Tax Office website <www.ato.gov.au>.

				

				Set your goals

				Setting goals are your blueprints to building wealth (for instance, to derive income and capital growth). It pays to have clearly defined objectives in mind to inspire you to do something. To get the ball rolling, consider writing down what you wish to accomplish within a certain time frame. The tricky bit is the nuts and bolts you’ll need to put into place to achieve these goals. For example, one core objective could be to accumulate sufficient capital to fund your retirement. To do this you’ll need to know the amount you’ll have to accumulate; how long it will take; and how you intend to get there. A qualified financial planner can help you with this exercise. For instance, one option could be to make regular contributions to your superannuation fund. You might consider 60 per cent of your final average salary a reasonable sum to fund your lifestyle in retirement. The capital you’ll need to accumulate is generally 15 times your desired pension. So if you’re seeking a $50 000 pension, according to the formula you’ll need to have at least $750 000 in your war chest. Once you’ve set your goal — a $50 000 pension — it becomes a question of what you’ll need to set aside each week, and choosing an appropriate investment strategy that’ll help you get there. Superannuation funds normally provide calculators on their respective websites to help you do this calculation (for instance, check out HESTA <www.hesta.com.au> and Westpac-ASFA Retirement Standard <www.superannuation.asn.au/RS/default.aspx>).

				When you set your goals make sure they’re realistic and achievable. Setting a goal to make $10 million in five years may sound like a great idea. But trying to do it within certain financial constraints (for instance, you only earn $60 000 per annum) can quickly bring you back to reality. To kick-start the process it pays to set achievable targets first (for example, save a specific amount within a given period), then raise the bar and start again.

				Be prepared

				There is an old Boy Scout motto that you should try to keep in mind and that is ‘be prepared’. And to this we can also add ‘you’ve got to be in it to win’. In your endeavour to build wealth you should constantly be on the lookout for any good investment opportunities that could pop up unexpectedly. To ensure you’re first in line it’s important that you’re able to access cash at short notice. It’s no use saying, ‘Well, I would have bought it if I had the money’. That may be so. But if you want to build wealth you have to plan ahead so that you’ll not be put into this unfortunate situation. Remember opportunities can often only knock once.

				There are many ways you can do this. For example, establish a line of credit that can remain dormant until you need to access those funds and/or take out a personal loan (see chapter 4). Another way of raising funds quickly is to sell shares you own. In chapter 7 I emphasise it normally takes no more than a few seconds to sell them and you’ll normally get your money back within four days. Incidentally, one way of killing two birds with one stone is to sell your duds — those shares that are losing you money. If you do this it will give you an opportunity to recoup your losses by getting into something better. And to add icing to the cake, you’ll crystallise a ‘valuable tax loss’ that you can deduct from a capital gain you make in the future (see chapter 9 and the case study at the end of this chapter).

				
					The insurance policies you had to have

					In the course of building up your wealth there’s a risk you could suffer a financial loss. There are many different types of insurance policies you can take out to protect your assets, income and personal health. The main ones are:

					 property insurance to cover loss or damage to your property

					 house and contents insurance to protect your personal belongings

					 car insurance to cover theft or damage to your car

					 income protection insurance to cover loss of income

					 rent insurance to cover loss of rental receipts if you own a rental property

					 life insurance to provide benefits in the event of death

					 personal accident and illness insurance to cover trauma, injury and sickness

					 health insurance to cover medical and hospital expenses.

					If you want to know more about taking out insurance you can visit the Insurance Council of Australia website <www.insurancecouncil.com.au>. And to find insurance brokers where you live, check out the National Insurance Brokers Association <www.niba.com.au>.

				

				Make it happen

				Last but not least is your enthusiasm to have a go and try to make it happen. As they say in the classics, he who hesitates is lost. I always emphasise to participants who attend my wealth creation courses that wealth creation is not rocket science. You need to have confidence that you can do it and that will come from understanding the fundamentals (see chapter 2). This is especially so if you plan to invest in the sharemarket, where share prices fluctuate daily, or real estate, where you’ll need a substantial sum to own a property outright. So it’s essential that you develop a positive attitude and don’t overemphasise the negatives. Speaking from personal experience, one of the worst feelings is to look back in five years’ time and see all the missed opportunities that have slipped through your fingers. Along the way you’ll most likely make the odd mistake — unfortunately we all make mistakes — but chances are you’ll also make some great buys. If you do make a mistake, see what you did wrong and move on.

				Getting help: financial planners

				If you’re a complete novice or you’re totally overwhelmed and confused about investing, a financial planner can steer you in the right direction. Financial planners are licensed professionals who can help you prepare an appropriate investment plan to help you achieve your objectives. They can also explain the different asset classes that are currently on the market and help you choose to suit your age, risk profile and goals. In return they’ll charge you a fee for their services. There are a number of ways you can be charged for the advice they give you (for example, one-off fee, hourly basis, commission-based). So you should check this out at the outset. Also, before you commit yourself to any particular financial planner you should ask them:

				• whether they are properly licensed

				• whether they will be providing you with independent advice

				• whether they are associated with any particular  financial institution

				• whether they will get any commissions and benefits for putting you into certain financial products. If so, how are they calculated and why will they be recommending these products to you — are there alternative options to compare and contrast?

				For more details visit the Australian Securities and Investment Commission (ASIC) website <www.fido.gov.au> and read ‘Choosing your adviser’. If you want to contact a financial planner you can visit the Australian Securities Exchange website <www.asx.com.au> and read ‘Find a financial planner’. You should also visit the ASIC website <www.fido.gov.au> and go to ‘financial tips and safety checks’ and read ‘Financial Planners’ Code of Ethics and Rules of Professional Conduct’.

				
					Case study: be prepared for the unexpected

					One afternoon while Richard was happily counting all the money he was making on the stock market, his wife casually dropped a bombshell into his cosy bunker. She informed him she needed a new car, as the old one was on the verge of going to the big car yard in the sky. His immediate response was a firm ‘NO!’ But his wife knew he had a weak spot. While Richard was watching his football team on television his wife raised the topic again, just as his side was on the verge of a meritorious victory — and in a brief moment of insanity he said ‘yes’. Before Richard could change his mind, his wife raced off to talk turkey with a number of car dealers she had discreetly lined up. The next day she informed him she had just bought the car she always wanted, and presented him with the bad news: a $30 000 bill! 

					When Richard recovered from the shock of having to part with such a large sum, he set himself the task of funding the transaction. As the new car would be ready in two weeks’ time, he had some time up his sleeve. Richard’s plan of attack would be to sell some shares. As shares can be sold in a matter of seconds, he knew he could get the necessary funds by the due date (see chapter 8). His main concern was which companies to sell. There’s an old investment adage that you should ‘cut your losses and let your winners run’. Richard could either sell his non-profitable companies and take a capital loss, or sell those companies that were making him money. If he sold the good stuff he could miss out on the possibility of making more money and would be liable to pay capital gains tax (yuck). As Richard had a few duds in his share portfolio he decided to take a capital loss. This is because he will gain two significant benefits: he will get rid of the dead wood and incur a capital loss that he can deduct from a current or future capital gain. By doing this he’ll effectively save having to pay tax on any capital gain he makes (see chapter 9).

					As Richard had a principle that you should avoid reducing your capital base, he decided to take out an interest-only loan and replace the duds he sold with quality blue chips that hopefully 

					will recoup the money he lost (see chapter 4). By doing this he’ll be buying an investment that will derive income, and the interest is a tax-deductible expense! On the other hand, if Richard had borrowed the money to buy the car outright, the interest would not have been tax deductible as the car is for private use. Richard will use the dividends he’ll derive to help meet the interest repayments, and his cash flow will not be greatly affected (see chapter 4). To add icing to the cake Richard will be buying a quality investment that has the capacity to deliver capital growth. He’s hoping this strategy would counter the fact that cars depreciate in value the moment you drive them out of the car yard. He also knew he had the option to quickly sell the shares and discharge the loan if necessary. In the meantime, if the shares increase in value — depending on how much they rise — Richard can sell a portion to repay the loan in full! 

					There is, of course, an element of risk that Richard could lose money if the cards don’t fall his way. But as they say in the classics, nothing ventured, nothing gained. I chat about risk in more detail in chapter 2.

				

			

		


	
		
			
				Chapter 2: Building wealth the smart way

			

			
				How often do you hear of potential investors moaning over lost opportunities: ‘If I had purchased those shares (or that particular property) five years ago I would’ve made a fortune.’ Right? Well, in hindsight we’re all wise after the event. Unfortunately, there’s no-one out there ringing the bell telling you when it’s the best time to buy or sell your investments. If it was that easy we would all be rolling in dough. In this chapter I explain the basic steps of what to do to become a successful investor. I also compare the two dominant investments you’re likely to consider: shares versus real estate.

				Before you open your wallet or purse and start investing it pays to follow the five basic steps that I chat about in this chapter. This is of particular importance if you’re planning to invest a substantial amount in a complex investment structure that only a financial genius could understand. These steps are:

				1 understand the fundamentals

				2 identify the benefits

				3 check out the risks

				4 examine the tax issues

				5 make sense of economic data.

				Step 1: understand the fundamentals

				A friend who was keen to start a share portfolio and make money in a bull market (where share prices are continually rising) contacted me and said, ‘I need some urgent advice about investing in shares. Could you quickly tell me what I need to do?’ When I get these types of questions I always remember what the American showman PT Barnum said many years ago: ‘There’s a sucker born every minute’.

				Investments can include putting money into:

				• traditional investments (such as fixed interest, shares and real estate)

				• managed funds (and managed investment schemes) managed by Australia’s leading financial institutions

				• collectables (such as wine, antiques, vintage cars and works of art).

				When putting together a suitable investment portfolio there are many factors you’ll need to compare and contrast. Each asset class will have specific features that may or may not appeal to you (see table 2.1). The tricky bit is trying to understand what you’re doing and how to separate the wheat from the chaff. For example, if you like shares because they tick all the right boxes (for instance, provides income, capital growth, tax benefits, liquidity, minimal entry and exit fees, and no holding costs), the trade-off is ‘volatility’, meaning there’s a risk they can fall in value. On the other hand, if you would prefer the safety features that a fixed-interest investment can offer you, the trade-off here is no capital growth. The ideal investment mix will depend on your age, risk profile and your personal preference to investing. There’s an old saying that goes along the lines, ‘if investments are keeping you awake at night — sell down to the sleeping point’. If you find this a little overwhelming you can always seek professional advice from a qualified financial planner (see chapter 1).

				Table 2.1: asset classes at a glance

				[image: missing image]

				Fixed interest

				When you invest in interest-bearing securities (for example, term deposits), you’ll be depositing your money with reputable financial institutions, such as banks and building societies, that are regulated by federal laws. In return you’ll receive a fixed rate of interest (for example, 6 per cent per annum), and when the loan matures you would expect to get your initial capital back. By the way, during the 2008–09 global financial crisis, deposits up to a specified amount were government-guaranteed. This investment is worth considering if you’re seeking security, especially if you see alternate investments like shares and real estate valuations falling by the wayside. I chat about the pros and cons of investing in interest-bearing securities in chapter 5.

				Shares

				When you buy shares that are listed on the Australian Securities Exchange (ASX) you will become a part-owner of major Australian companies such as BHP Billiton, Telstra and Woolworths. And you’ll be predominantly relying on these companies running profitable businesses for steady income and capital growth. As a rule of thumb, the more profitable they become the more money you’re likely to make. So if you want to start a quality share portfolio you should find out what these companies do to generate revenue. You should also check out the key performance indicators to see whether they’re trading profitably. I chat about the sharemarket in more detail in chapters 7 to 11.

				
					Investment mix: shares and stable fixed interest

					There is a school of thought regarding the ideal mix between shares and fixed interest. To work out how much you should put into the sharemarket simply subtract your age from 100. For example, if you’re 20 years of age 80 per cent should be in the sharemarket and 20 per cent in stable fixed interest. On the other hand, if you’re 60 years of age, invest 40 per cent in the sharemarket and 60 per cent in stable fixed interest.

				

				Real estate

				If your plan is to invest in real estate you’ll be basically investing in bricks and mortar (land and buildings) for steady income and capital growth. There’s an old adage that when it comes to real estate there are only three things you need to consider: location, location and location. As a general rule the better the location the more you stand to make. I examine investing in real estate in more detail in chapters 12 to 14.

				Managed funds

				Managed funds and managed investment schemes are mutual investment funds managed by Australia’s leading financial institutions. They give small investors the opportunity to invest in a wide variety of domestic and foreign investment options. This could be a great way of investing if you’re an inexperienced investor or you would prefer someone to manage your money for you. I chat about the pros and cons of this way of investing in chapter 6. Incidentally, when you make a contribution to a complying superannuation fund you are effectively putting money into a managed fund (unless you run a self managed super fund). I chat about superannuation funds in chapters 15 and 16.

				Collectables

				Collectables can range from collecting bottle tops, footy cards and butterflies to stamps, wine and paintings. If you’re a serious collector you’ll be hoping they’ll increase in value and make heaps of money for you. Unfortunately, while you’re waiting to find out, it’s unlikely you’ll derive income and you could incur ongoing holding costs (for instance, insurance and security expenses). To add salt to the wound there’s no guarantee you’ll make a capital gain on sale. So if you want to invest in collectables you should check out the following:

				• What’s collectable. The first thing to do is find out what type of collectables could increase in value (for instance, a rare stamp or painting by a famous artist).

				• Market value. Make sure you don’t pay more than it’s worth. Examining catalogues, attending auctions and seeking professional advice can help you here.

				• Supply and demand. Generally the rarer the item the greater the chance you’ll make a capital gain down the track, as other collectors will be keen to buy it from you.

				• Condition. There are many variables you’ll need to examine. For example, a slight tear or chip will affect a particular item’s freshness and appeal. A slight error of judgement here could cost you dearly.

				• Established market. Make sure there’s an established market where you can go and sell your collectables. Fortunately, there are many auction houses that deal with popular collectables such as paintings, antiques, stamps and coins that you can visit.

				
					Handy tip

					Keep an eye out for rare or unique items such as a much-sought-after vintage car and items associated with a famous historical person or sporting personality (make sure you get a certificate of authenticity to prove this is the case). Although these types of collectables can appreciate in value they could cost many thousands of dollars plus a hefty buyer’s commission to get one. For example, a cricket bat owned by Sir Donald Bradman was recently sold for $145 000.

				

				Under Australian tax law collectables are defined as artwork, jewellery, an antique, a coin or medallion, a rare folio, manuscript or book, a postage stamp or first day cover that is used or kept mainly for your personal use and enjoyment. Unfortunately, if any of these types of collectables cost more than $500, you could be liable to pay capital gains tax (CGT) if you make a capital gain on sale. One notable exception is cars. So if you like collecting vintage and classic cars (or collectables that cost $500 or less), you’ll be laughing all the way to the bank if you make a capital gain on sale, as no tax is payable (see figure 2.1).

				Figure 2.1: collectables

				[image: c02f001.eps]

				
					Handy tip

					I’ve got some good news if your hobby is fossicking for gold nuggets. The Australian Taxation Office treats any nuggets you find as ‘personal use assets’. This is also the case if your hobby is racing your own horse. Personal use assets (such as household appliances, clothing and boats) are exempt from tax if they cost $10 000 or less!

				

				Step 2: identify the benefits

				The next thing you should do is list all the benefits (and advantages) that a particular investment could offer you. This exercise will help you to compare and contrast the various benefits you can gain from holding specific investments. It will also tell you the trade-offs you’ll need to make to get them.

				Fixed interest

				Benefits:

				• Income. Interest is normally credited to your account on a monthly, quarterly, half-yearly or yearly basis.

				• Liquidity. When the loan matures you will immediately get back the amount you initially invested.

				• No entry and exit fees. There are no entry and exit fees to worry about, although you could incur a penalty if you terminate your loan before the maturity date.

				• No holding costs. There are no ongoing costs associated with deriving interest.

				Trade-off: 

				• No capital growth (although you can invest in ‘inflation-linked bonds’ — see chapter 5).

				• No tax benefits.

				Shares

				Benefits:

				• Income. Companies normally pay two dividends each year — an interim or mid-year dividend and a final or end-of-year dividend.

				• Capital growth. Shares have the capacity to increase in value. You’ll generally find capital growth is primarily dependent on a company’s ability to grow its business and make more profits.

				• Tax benefits. If you borrow money to buy shares in companies that pay dividends the interest payments are tax deductible. And if your shares pay franked dividends you’ll receive a franking credit tax offset (see chapter 9).

				• Liquidity. As shares can be sold within a matter of seconds they are said to be very liquid, which is a significant benefit to have up your sleeve if you need cash urgently.

				• Prices published daily. It’s possible to make a quick profit if you see the price of your shares rise.

				• Low entry and exit fees. The costs of buying and selling shares are minimal.

				• No holding costs. There are no ongoing costs associated with owning shares.

				Trade-off:

				• Lose money. The value of your shares could fall.

				Real estate

				Benefits:

				• Income. Rental properties normally pay income on a monthly basis.

				• Capital growth. Real estate has the capacity to increase in value. You’ll generally find properties in good locations tend to double in value every seven to 10 years.

				• Tax benefits. Expenditure such as interest, rates, insurance, repairs and depreciation are tax deductible. You could also qualify for a capital works deduction (see chapter 13).

				• Collateral. Property can be offered as collateral to secure funds to buy wealth-creating assets like shares and real estate.

				Trade-off:

				• High barrier to entry. It’s a very expensive investment to get into.

				• Liquidity. It could take months to sell and the amount you’ll receive depends on the price a willing buyer is prepared to pay.

				• Entry and exit fees and holding costs. There are high purchase and sale costs, and you’ll incur ongoing costs which could be substantial.

				• Lose money. Property valuations could fall and your property could become vacant.

				Managed funds

				Benefits:

				• Income. Managed funds normally pay income twice a year.

				• Capital growth. Potential for capital growth if your investment units increase in value.

				• Tax benefits. If you have shares that pay franked dividends you’ll receive a franking credit tax offset and tax-free distributions if you invest in property trusts (see chapter 6).

				• Liquidity. Your investment units can be sold quickly and you’ll normally get your money back within seven days.

				• Minimal entry and exit fees. The cost of buying and selling your investment units are minimal.

				Trade-off:

				• Holding Costs. You’ll incur ongoing costs.

				• Lose money. Your investment units could fall in value.

				Collectables

				Benefits:

				• Capital growth. Certain collectables (for example, paintings) have the capacity to increase in value.

				• Tax benefits. Capital gains on collectables that cost $500 or less are disregarded. Also gains on certain collectables (for instance, vintage cars) are exempt from tax.

				Trade-off:

				• Entry and exit fees and holding costs. There are high purchases and sale costs and you could incur ongoing costs (for example, insurance and security costs).

				• Liquidity. It could take months to sell and the amount you’ll receive depends on the price a willing buyer is prepared to pay.

				• Lose money. Collectables could fall in value and you will derive no income.

				• Capital losses. Any capital loss you incur on sale of a collectable can only be deducted from any capital gain you make on sale of other collectables.

				Step 3: check out the risks

				When you invest in any of the asset classes mentioned here there’s a risk they could decrease in value. Worse still, you could even lose the lot if it turns out to be a dud. There’s also a risk the government could introduce certain policies that could have an adverse impact on your investment strategy (for instance, the amount you can put into super and when you can access those funds). Keep in mind the risk of losing your capital starts from the moment you hand your money over to someone to use or invest on your behalf. Unfortunately, if you want to build wealth, particularly your income and capital base, there are inherent risks that this may not occur. Some asset classes are more risky than others. For example, although shares and property can give you capital growth opportunities if valuations increase, the trade-off is you could lose money if they fall. To add salt to the wound your income flow could fall or cease if a company performs poorly or your property becomes vacant. On the other hand, if you decide to take the safe option and keep your money in a bank, your capital will not grow. Further, there’s a risk the purchasing power of your capital will diminish because of inflation, and the return on your investment could fall if interest rates fall (see chapter 5). And if you decide it would be safer to keep your money under your mattress (as suggested by Malcolm Fraser during the 1983 election campaign!), there’s a risk you could get robbed or your house could burn down. So when it comes to building wealth, unfortunately nothing is 100 per cent bulletproof !

				Managing risk

				Identifying your risk is one thing. Being able to cope with it is a separate issue. There are three key principles associated with managing risk that are worth considering.

				Diversification

				You’ve all heard the often-quoted investment adage that ‘you should never put all your eggs in one basket’ — or as they say in the classics, portfolio diversification makes up for investor ignorance. To reduce the impact of risk it’s prudent that you spread your risk and invest in different asset classes. For example:

				• term deposits with different maturity dates (see chapter 5)

				• managed funds that invest in a range of domestic and overseas investment options (see chapter 6)

				• shares in leading companies from different sectors of the Australian economy (see chapter 10). By the way, it’s also possible for you to buy options to hedge (protect) your shares in a volatile market (see chapter 7)

				• residential property in specific suburbs (for instance, inner urban) and commercial property (see chapters 12 and 14). It’s also possible to invest in property trusts that invest in different types of property such as residential accommodation, office space, industrial, rural and large shopping centres (see chapter 6).

				Risk relative to return

				There’s another old investment adage that’s worth keeping in mind and that is ‘the higher the rate the higher the risk’. For example, you come across a property development that can potentially earn you up to 20 per cent per annum. Too good to be true? Well, you’re probably right. I always like to apply the smell test, especially if investments like term deposits are paying around five per cent. You don’t have to be Einstein to figure out the investment will have to make more than 20 per cent to pay you this rate plus a decent profit for the promoters. You’ll generally find risk relative to return is quite high, and there’s a strong possibility of failure if everything doesn’t go according to plan. Before you sign anything you should seek advice from a qualified professional such as an accountant, solicitor or financial planner. I always say it’s better to be safe than sorry.

				Time in the market

				Risk is often linked to the length of time you intend to hold your investments. It’s ‘time in the market not timing the market’ that’s important. For example, if you only want to invest for a short period of time (for instance, six months), a term deposit may be the way to go, especially if you’re keen to get back your initial capital. With respect to investments like shares, real estate and managed funds, there’s a risk you could lose money in the short term due to market volatility — they can go up and down like a yoyo. That’s why these investments are generally considered to be medium- to long-term holdings (for instance, three to five years). So you may need to keep them for some considerable time before you’re likely to see any noticeable return on your investment. This is especially the case with real estate, where you’ll also have to take into account the high entry and exit costs that you’ll need to recoup before you’re likely to make a profit.

				
					Handy tip

					If you want to know more about managing investment risk the following websites may be worth examining:

					 National Australia Bank <www.nab.com.au> — go to ‘Managing general investment risks’

					 Commonwealth Bank <www.commbank.com.au> — go to ‘Managing investment risk’

					 Australian Super <www.australiansuper.com> — go to ‘Investment basics — Managing risk’

					 Australian Securities and Investment Commission 
<www.asic.gov.au> — go to ‘How do you manage your investment risks?’

				

				Step 4: examine the tax issues

				When you come to think about it every investment decision you make has a potential tax issue that you’ll need to mull over (which is great news for tax consultants). This is because under Australian tax law you’re liable to pay income tax on investment income you derive (such as interest, dividends and rent) and CGT if you make a capital gain on sale of your investment assets. To add salt to the wound there’s also a 10 per cent goods and services tax (GST) slug on your purchases and sales. For example, this will occur if you buy a new property from a property developer. The impact of tax could also play a role as to when you should sell an investment asset and take some profit off the table. Under the CGT provisions if you buy and sell CGT assets such as shares, real estate and collectables within 12 months and you make a capital gain, the entire gain is liable to tax. (So you bear all the risks and the Tax Office shares the spoils — yuck!) But there is some relief. If you keep your CGT assets for more than 12 months and make a capital gain on sale, only half the gain is taxed. The other half is tax-free. In the meantime, if you incur expenses such as interest, rates, insurance and repairs in respect to income-producing assets you own, the outgoings are tax deductible (see chapters 9 and 13). Incidentally, you could gain some significant tax advantages such as franking credits if you own shares that pay franked dividends and a capital works deduction if you own an investment property. To add icing to the cake you could even receive a tax-free superannuation pension if you’re over 60 years of age (see chapter 17).

				There are also different ways you can structure your financial affairs to reduce the impact of taxation. For example, your capacity to split income (losses) and capital gains (losses) among family members; and paying no tax if you set up a superannuation retirement fund. A qualified accountant, tax consultant, solicitor or financial planner can help you select a suitable investment structure that’s right for you. I discuss these issues in more detail in chapter 3.

				
					Getting a tax benefit

					Under Australian tax law there are anti–tax avoidance provisions to stop you from entering into certain contrived arrangements or schemes: that is, if the sole or dominant purpose is to obtain a tax benefit. There are also heavy fines if you’re prosecuted and you may even be invited to spend some time in the slammer. There’s an old saying that investment decisions should not be done solely to gain a tax benefit. Any tax savings flowing from an investment should be looked upon as a bonus rather than the primary reason for wanting to invest. You’ll often find investment promoters pushing the tax angle to entice you to invest. For example, you can claim up-front tax deductions if you invest in forestry managed investment schemes; and you can get tax savings from negative-gearing a new property. Sounds great! But let’s check whether the investment arrangement is likely to make you money first. It’s no use getting a tax benefit if the arrangement turns out to be a dog. Further, the Tax Office isn’t impressed with investors entering into ‘wash sales’. These are arrangements where you sell shares predominantly to claim a capital loss (that can be deducted from a capital gain), and buy them back immediately. There’re anti–tax avoidance provisions to stop you from doing this (see the Tax Office’s Taxpayer Alert TA 2008/7  ).

				

				Step 5: make sense of economic data

				There’s an old maxim that goes along the lines of ‘a rising tide lifts all boats,’ meaning when the general economy is booming most companies stand to benefit. The performance of many investments can often hinge on how domestic and overseas economies (especially the US) are faring. This is because the current state of the economy will tell you if company profits are likely to rise or fall; whether there is full employment; and whether people are spending all their hard-earned income (such as buying new cars and doing a lot of shopping). It’ll also be a key indicator as to whether your investments are likely to grow and pay regular income.

				
					Handy tip

					During the earnings reporting season, which occurs around February and August, all the major Australian companies listed on the ASX will advise shareholders whether their profits (or losses) are rising or falling. This is also a key indicator of how the Australian economy is currently performing.

				

				The major economic indicators that are often discussed in the media are:

				• the rate of inflation

				• interest rates

				• the value of the Australian dollar.

				A key monetary policy of the Reserve Bank of Australia is to keep inflation below 3 per cent. This is done to help maintain steady economic growth and employment. Inflation moves up or down when the prices of a predetermined basket of goods and services go up or down. The consumer price index measures Australia’s rate of inflation. For example, an upward movement will have an adverse impact on the purchasing power of the Australian dollar. And if it keeps going up, fixed-interest investors will soon find they can’t buy the same things they could have purchased in the good old days. On the other hand, if interest rates increase, company profits and property valuations will tend to fall, as it will reduce consumer demand and make it more difficult for people to borrow money and repay debt.

				With respect to movements in the Australia dollar, a rise or fall will affect Australian exports and imports. For example, a rising dollar will make exports more expensive, and the share prices of Australian exporting companies (for example, mining companies) will tend to fall. This is because sales will most likely fall as their products become more expensive to buy overseas. On the other hand, a decrease will make exports cheaper and imports more expensive. If you want to know more about the Australian economy the following websites may be worth examining:

				• Reserve Bank of Australia <www.rba.gov.au> — go to ‘Latest News’ and ‘Rates & Statistics’

				• National Australia Bank <www.nabgroup.com> — go to ‘Economic Commentary’

				• ANZ Bank <www.anz.com.au> — go to ‘ANZ Economic Outlook’

				• Commonwealth Bank <www.commbank.com.au> — go to ‘Economic Update’

				• Westpac Bank <www.westpac.com.au> — go to ‘Economic Reports’.

				
					The global financial crisis

					When the US merchant bank Lehmann Brothers collapsed in September 2008 due to its heavy exposure to the subprime mortgage market, it was the spark that lit the global financial crisis. Within the blink of an eye, the US Dow Jones index plunged more than 40 per cent, millions of people were put out of work and the banking system stopped lending money. In Australia the S&P 200 index also fell sharply. Personal share portfolios plunged and superannuation fund balances fell significantly.

					To restore confidence federal governments were forced to introduce stimulus packages to kick-start economic activity. They also had to guarantee bank accounts to stabilise the banking sector and to encourage banks to start lending again. By September 2009 there was light at the end of the tunnel. Economic confidence was stabilised and sharemarket valuations rose more than 40 per cent from their all-time lows. Those investors who were brave enough to have invested in the major blue-chip companies during this crisis period would have made a small fortune within a short period of time.

				

				Shares versus real estate

				Investing in the sharemarket and real estate are the two dominant ways of building wealth. At the end of the day your personal circumstances, preferences and risk profile could play a role as to which one you’ll choose (or perhaps a bit of both might be the way to go). The following checklist provides a snapshot of how these investments compare with one another (I chat about these issues in more detail in later chapters):

				• Income. Both investment options can generate a reliable source of income for you — namely, dividends and rent. This is important to know if you’re a retiree or an investor in need of additional income. When you take into account the dividend franking credits and the fact there are no ongoing costs, the yield your share portfolio can generate is generally higher than what you can get on a property investment.

				• Capital growth. Both investment options have the capacity to deliver capital growth, and will be the main sources you will be relying on to grow your wealth. Historically the sharemarket has generally outperformed the property market. But like a sudden tsunami, just when you think your share portfolio is making you heaps, it can virtually plunge in value overnight. For example, during the 2008–09 global financial meltdown the sharemarket fell more than 40 per cent in value within a short period of time, while property valuations remained relatively stable. So in the short term investing in shares can give you much heartache.

				• Entry price. With shares you can start off on a small scale using borrowings and savings and you can gradually build up as you become more affluent. With real estate you’re virtually pushed into the deep end from the outset. Depending on which state or territory you reside the median price of property is now around $500 000. This means you may need to borrow a substantial sum and you could find yourself heavily in debt for a number of years.

				• Entry costs. The costs associated with buying shares are minimal and insignificant. Depending on how many shares you buy, the brokerage fees (and GST) would generally be no more than a few hundred dollars. With real estate, depending on which state or territory you reside in and how much you pay, the stamp duty, GST and legal costs you’re likely to incur could be substantial (for example, $15 000 and $30 000). Unfortunately, this mind-boggling amount can be a major barrier to entry. So as soon as you buy a property you’re already losing a truckload of money. And when you take into account selling costs, your property may need to increase more than $40 000 in value before you’re likely to break even. To help ease the pain first home owners could qualify for a first home buyer’s grant — subject to satisfying certain conditions.

				• Ongoing costs. When you own a share portfolio there are no ongoing costs. You can’t say this about real estate. When you buy a property you’re continually up for ongoing costs like land tax, rates, insurance and repairs, which could amount to thousands of dollars each year. Fortunately, these expenses are tax deductible if the property generates income.

				• Liquidity. The great thing about shares is they can be sold in a matter of seconds, and you’ll get your money back within a few days. It’s also possible for you to make a quick profit if share prices rise. Property, on the other hand, could take months to sell, and you can only sell a property if you can find a buyer who’s willing to pay the price you’re asking. This could become a major concern if you’ve got a property worth $500 000 that no-one wants, and you need the funds urgently.

				• Flexibility. You can sell small parcels of shares at the drop of a hat. Unfortunately, you can’t do it with real estate (you can’t ring up your real estate agent and try to sell off one of your rooms!). However, it’s possible for you to subdivide and sell off part of the land you own.

				• Portability. You can put your entire share portfolio in your briefcase and take it with you if you move interstate or overseas (and any dividends you receive can be credited directly into your bank account). Unfortunately, you can’t take your properties with you if you decide to go elsewhere. You may need to find someone and pay them for the privilege of collecting the rent and paying all the bills while you’re away. If any major issues were to arise it could cost a packet trying to solve the problem from afar.

				• Tax benefits. There are significant tax benefits if you buy shares that pay dividends that are franked. A franked dividend means the company has paid tax on its profits and when this happens you get a franking credit. Franking credits are tax offsets that you can apply against the net tax payable on dividends (and other income) you derive. If you’re a low income earner any excess franking credits will be refunded back to you, and the return on your investment will increase. With respect to real estate there are significant tax benefits from owning an income-producing property, such as depreciation deductions and a capital works deduction. The federal government has also introduced the first home saving accounts where it will contribute money to help you save for a deposit. Any interest derived will be taxed at the rate of 15 per cent! To add icing to the cake any capital gains you make on sale of your main residence is totally exempt from tax (see chapter 14). The downside is if you make a capital loss you will not be able to make use of it as the property is exempt. 

				• Exit charges. As is the case when you buy shares, the costs associated with selling them are minimal and insignificant. At worst your brokerage fees (and GST) would generally be no more than a few hundred dollars. When you sell a property you will normally consult a real estate agent. Their fees are normally 2.5 per cent of the sale price. So if the sale price is $500 000 it will cost you around $12 500 to sell it, plus other costs such as advertising expenses (normally around $1000) and any repairs to make your property appealing to a potential buyer.

				Attending get-rich-quick seminars

				I love going to free investment seminars (with my bag of popcorn!) that show you how to ‘get rich quick’ for very little effort (and — wait for it — ‘no prior experience is necessary’). With the aid of a slick PowerPoint presentation, trained financial gurus wearing their latest Versace outfits explain how the scheme works and how they became instant millionaires from participating. But wait, there’s more. At the conclusion of the seminar if you stay around, you can sip some free champagne and speak to them on a one-to-one basis. Alternatively, if you have to leave early they’re even willing to come to your home if you need additional information (now that’s what I call dedication!). I often wonder why these humanitarians are willing to go out of their way to help me become a wealthy person!

				Examining the facts

				Get-rich-quick investment seminars are normally associated with:

				• flogging complex investment schemes in complex investment structures that offer an attractive rate of return — ‘earn up to 20 per cent per annum’. Although the ‘earn up to’ rate of return may sound attractive, keep in mind the old investment adage discussed previously, ‘the higher the rate the higher the risk’. The sceptic in me would say, if this is such a great investment, why are they willing to share it with me. If you find the arrangement is complex or difficult to understand, the answer is quite simple: don’t invest!

				• buying a negatively geared property from a property developer. Although the tax benefits from negative gearing a property may look attractive, it pays to check whether the purchase price is a true reflection of its market value. You should always consult an independent professional to ensure you’re not paying more than what the property is actually worth (which is often the case), especially if it’s located in another state or country. I cover how negative gearing works in chapter 4.

				• claiming upfront tax deductions. As a matter of course, you should check whether the Australian Taxation Office has issued any ‘product ruling’ to confirm these assertions and all the conditions you may need to satisfy. You should also check whether the ATO has issued any ‘taxpayer alerts’. According to the ATO website: ‘Taxpayer alerts are intended to be an early warning of our concerns about significant and emerging potential aggressive tax planning issues or arrangements that the ATO has under risk assessment’.

				• investing in a new managed investment scheme. By law all licensed investment scheme promoters must prepare a product disclosure statement or prospectus setting out the relevant information you’ll need to know. So it’s important that you read these legal documents carefully and understand what you’re doing. If in doubt you should immediately contact the Australian Securities & Investments Commission and seek its advice or contact a qualified financial planner.

				• flogging expensive share courses and software packages that can plot share price movements and (wait for it) miraculously predict the future (enough said!).

				
					Handy tip

					The Tax Office has issued two handy fact sheets, Investment Checklist and Investment Warnings, that explain what you should do before you commit yourself in any managed investment schemes. If you want these fact sheets you can contact your local ATO or you can download them from the Tax Office website <www.ato.gov.au>.

				

				When promoters market these types of schemes, they’re always eager to emphasise the positives, and will produce persuasive data to support their assertions (which sounds great if everything goes according to plan). Unfortunately, the sceptic in me would rather hear the negatives and what happens if the opposite were to occur. To win you over they’re even prepared to offer you immediate finance (‘just sign here!’).

				If you come across these get-rich-quick schemes, don’t make any spur of the moment decisions that you may live to regret, and don’t sign any documents. It’s amazing how many people are instantly won over at the conclusion of each ‘live show’ (especially the negative-gearing seminars). If you’re keen to participate it’s prudent that you consult an independent professional first and carefully examine the facts and possible risks you’re taking.

				
					Handy tip

					ASIC has on its website <www.fido.gov.au> a section called ‘Scams & warnings’ that may be worth a look. It’s no use doing this exercise once you’ve parted with your money.

				

				Making a decision

				Before you sign on the dotted line it pays to check the following key points:

				• Does it pay a regular income flow? Keep in mind if the investment doesn’t generate regular income, there’s a risk you may be denied a tax deduction. This could become a major concern if you’re paying a substantial amount of interest and ongoing commissions and fees. As a general rule, you can only claim a tax deduction if there’s a reasonable expectation that you’ll derive income. If in doubt you should immediately consult a tax professional or seek a private ruling from the ATO. It’s no use doing this after the horse has bolted.

				• Will the investment generate capital growth? If you have to wait many years to find out, there’s a risk it may not eventuate. Further, you should check out the tax consequences if the investment fails to live up to expectations (for example, is any potential loss a loss of income that can be claimed as a tax deduction, or a capital loss that can only be deducted from a capital gain?). Again, if in doubt you should consult a tax professional or seek a private ruling from the ATO.

				• Is there an established market? You should check whether you can get your initial capital back if you want to get out early; who the likely buyers are; and who sets the market price at the time of sale. If there’s no secondary market (as is often the case with managed investment schemes), you could find yourself stuck with an investment that no-one wants. (I love hearing the feeble explanations you’re given when there’s no ready market to offload these investments!).

				• What are the ongoing fees? If upfront costs, commissions and ongoing fees are payable, you need to know how they’re calculated and why you have to pay them. This could become a major concern if you’re not receiving income or the investment turns out to be a dud. Again, check out the possible tax consequences of incurring these outlays before you commit yourself.

				So if you plan to go to one of these seminars, you may see me in the front row eating my popcorn and enjoying the ‘live show’. It’s better than watching television!

			

		

	


End of sample
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SELL

Stockbroker's Services Ltd Contract Note

Melissa Jones
100 Shares Avenue
Smithville WA

Tax Invoice

We have sold the following securltes for you
Company: ~ Crabtree Ltd

Security:  Ordinary Fully Paid

Date: 24 November 2010
Contract note number: 4790081

Account number: 3234

Total units: 1000

Sale price: $8.90
Consideration (AUD): $8900.00
Brokerage & costs including GST: ~ $125.00

Net proceeds: $8775

Settlement date: 27 November 2010
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Company: - Cabteee it
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Contract note number: 987654
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Total u 1000
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Settlement date: 29 July 2010
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