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Virtual Currencies
Many virtual currencies, such as Bitcoin
have emerged over the last 10 years
but just how safe are they? We explain
how virtual currencies work and the
risks you take buying, trading or
investing in them.

What are they?
Virtual currencies are digital currency or
electronic money. They do not
physically exist as coins or notes. Many
digital currencies (also called crypto
currencies) started in online gaming
communities or on social media.
Although they can be used as a form of
payment if another person is willing to
accept them, they are not legal tender.
The value of virtual currency can
ﬂuctuate signiﬁcantly, they may not be
accepted in many places and they are
not guaranteed by any bank or
government.

How do they work?
The Users can 'earn' or create virtual
currency. For example, in the Bitcoin
network, users (known as Bitcoin
Miners) can participate by using
computer-intensive software to validate
transactions that have been made
through the network and earn new
bitcoins as a reward.

There are usually only a ﬁxed number of
virtual currency units available.
Virtual currencies can be bought or sold
on an exchange platform using
conventional money. Trading fees are
charged and are usually based on the
trade value. As virtual currencies have
become more popular, new ways to
buy and sell them have developed. For
example, bitcoins can be bought or
sold for cash through special ATMs.
Virtual currencies are kept in a digital
wallet and can be used to pay for actual
goods and services from any person
willing to accept them as payment.
Virtual currency payments are made
online; however, some merchants have

facilities in place to accept virtual
currency payments in store using
mobile devices. Virtual currency
networks generally have no or low
transaction fees.

What are the Risks?
If you want to buy, trade or invest in
virtual currencies the risks include:
currencies
have
less
Virtual
safeguards: The exchange platforms
on which you buy and sell virtual
currencies are generally not regulated,
which means that if the platform fails or
is hacked, you are not protected and
have no statutory recourse. Virtual
currency failures in the past have made
investors lose signiﬁcant amounts of
real money. Some countries are moving
towards regulating virtual currencies,
however virtual currencies are not
recognised as legal tender.
Values ﬂuctuate: The value of a virtual
currency can ﬂuctuate wildly. The value
is largely based on its popularity at a
given time which will be inﬂuenced by
factors such as the number of people
using the currency and the ease with
which it can be traded or used.
Your money could be stolen: Just as
your real wallet can be stolen by a thief,
the contents of your digital wallet can
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be stolen by a computer hacker.

Are virtual currencies Taxed?

Your digital wallet has a public key and a
private key, like a password or a PIN
number. However, virtual currency
systems allow users to remain relatively
anonymous and there is no central data
bank. If hackers steal your digital
currency you have little hope of getting it
back.

If the cost of your bitcoins is less than
$10,000 and you are only using them to
pay for personal goods or services, they
are not taxed. However, according to the
ATO, if you are using crypto-currencies
such as bitcoins for other purposes, you
will be taxed. Here is an outline of the
ATO's proposed tax treatment of cryptocurrencies:

You also have no protection against
unauthorised or incorrect debits from
your digital wallet.
Popular with criminals: The relatively
anonymous nature of virtual currencies
makes them attractive to criminals who
may use them for money laundering and
other illegal activities .
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 Carrying on a business - If you are
using bitcoins as payment for goods
or services or accepting bitcoins as
payment for goods or services, the
transactions will be subject to GST

 Mining bitcoin - If you are mining
bitcoins, any proﬁts you make will be
included in your assessable income

 Conducting an exchange - If you

 Investment - If you are holding
bitcoins as an investment you will pay
capital gains tax on any proﬁts when
you dispose of them

are buying and selling bitcoins as an
exchange service you will pay income
tax on the proﬁts and transactions will
be subject to GST
Source: ASIC Moneysmart

 Trading - If you are trading bitcoins
for proﬁt, the proﬁts will form part of
your assessable income

Investment Markets
Recent Events
Global equity markets began 2018 in the
same way they ﬁnished 2017, i.e. a
continuation of the rally with the US
market pushing to new highs. This was
on the back of good earnings growth
and low interest rates around the globe.
This all came to an abrupt halt in the last
week of January with the US and many
other markets experiencing a correction,
or a fall of more than 10%. This was on
the back of an inﬂation scare and was
exacerbated by a spike in volatility from
almost historically low levels. Markets
were concerned that rising wages
growth of 2.9% p.a. in the US may
signal higher inﬂation and the US Federal

Reserve (Fed) would need extra rate
hikes to keep pace with inﬂation.
Bond yields rose across most
economies with the US 10-year
government bond trading above 2.9%
which is a multi-year high (since January
2009). In fact, the US 10-year yield is
now trading above that for Australia. This
is an unusual situation and can be partly
explained by the fact that the US is
raising short term interest rates while
Australia is on hold. The US Fed raised
interest rates for the ﬁfth time in
December, taking the cash rate to
around 1.5%, effectively the same rate
as Australia’s. The RBA left the
Australian cash rate unchanged in
February at 1.50%, it has remained at
this level since August 2016.
Australian large cap equities (ASX 200)
returned 3.0% for the 3 months to the
end of January while Australian Small
Cap Equities continued their recent
outperformance of large caps with a
return of 6.6%. Developed Market
Global shares slightly outperformed

domestic shares returning 3.6%. This
was despite the Australian dollar rising
5.6% against the US dollar over the 3
month period. Emerging Market equities
continued their great performance with a
return of 6.5%. while the Australian listed
property benchmark returned 2.1%. The
Australian ﬁxed interest benchmark was
ﬂat with a return of 0.08% while Cash
returned 0.43% for the same period.

Economy
The global economy continues to
experience its best growth since the
global ﬁnancial crisis while inﬂation is still
relatively benign in most economies. The
purchasing managers’ index (PMI) is well
above 50 for Europe, China and most
developed economies. A level above 50
indicates
that
the
economy
is
expanding. In fact, the Eurozone
composite PMI has now signalled
growth for 55 months in a row
US GDP expanded at a 2.6% annual
rate in Q4 of 2017, this was below
estimates of 3.0%. Growth was
restrained by an increase in inventory
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and imports (which subtract from GDP)
which increased at their fastest rate in
more than 7 years. The US economy
grew 2.3% in 2017, an acceleration
from the 1.5% logged in 2016. The
Eurozone seasonally adjusted GDP
estimate increased to 2.7% year-onyear.
Australian employment growth was very
strong in 2017. However, underlying
inﬂation is currently low and expected
to remain low as long as slow wage
growth continues. The RBA has
indicated that a rate rise is some way
off given the subdued inﬂation outlook.

Markets and Outlook
We need to put the recent equity
market pullback into perspective. We
had a large run up in January after
rallying through all of 2017. As we write
this note in late February, markets have
recovered most of their losses for the
year. Global equities are up around 1%
while Australian equities are close to ﬂat
for 2018. It was the speed of the sell-off
and volatility that caught people by
surprise. We believe there are two
major issues;:
1.the extremely low volatility in 2017
and,
2. the fact that the global economy is
doing well so it no longer requires
interest rates to be at emergency low
levels.
Firstly volatility, the US S&P 500 had
not had more than a 3% pullback since
the start of 2017 until recently. This has
not happened since World War 2
(Schroders). Also, global equities (MSCI
AC World Index) rose in every month of
the year in 2017. This was the ﬁrst time
this has happened in the 30 year history
of this index. So not only were we
overdue for a correction but equities
were viewed as ‘riskless’ to some
extent. There was no pain to holding
them and in fact you were punished for
being out of the market. The result was
that many people and managers were
probably holding more shares than was
appropriate given the historical volatility
of the asset class.
There are also many funds that manage
risk by keeping the fund within a certain
volatility range, say 10% a year. If
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equities have had almost no volatility for
a long time and that volatility jumps
dramatically, they are forced to sell to
reduce that volatility. Obviously this
ﬂushes out other sellers and it feeds on
itself. Computer driven trading means
that these moves are now much
quicker, especially on the downside.
Computer trading also has a tendency
to overshoot and become detached
from the fundamentals of individual
stocks and markets as a whole. That is,
everything is thrown out at the same
time irrespective of the fundamentals.
The global economy is experiencing its
best growth since the global ﬁnancial
crisis
with
all
major
regions
experiencing solid expansions. While
inﬂation in most regions is below target
levels, it has been steadily rising. The
US Fed is now on a program of
quantitative tightening and we expect
Europe to follow soon. In this
environment of Central Bank tightening
we would expect that risk premiums
need to be higher. What this means is
that bond yields need to rise and PE
multiples should fall as a result of these
higher rates.
Essentially markets are worried about
how high interest rates will go and what
is the appropriate PE for shares in this
new environment. Adding even more
uncertainty is that markets not only

CHART 1.

have to deal with rising interest rates
(normalisation) but also with the
unwinding of QE. Will rising inﬂation
mean unanticipated rate hikes by
Central Banks, not just the US but
Europe and other countries?
We have had this scare before but so
far higher CPI inﬂation has failed to
break out. Also with the current
pullback most equities markets are
trading only a little above their long term
average levels. Emerging Markets
appear to be the best relative value
while the US is relatively expensive at
around 10% above its long term
average PE of 16 times. Probably the
biggest negative for the US though is
that it is considered ‘late cycle’ with
unemployment down to 4.1%. The US
market bears watching to see if inﬂation
does break out. Most of the rest of the
global economy probably has a number
of years to catch up to the US though
(Chart 1).
So to sum up, the process of
normalising interest rates will lead to a
lot more volatility in markets. However
we believe that unless inﬂation actually
becomes an issue then equities are still
reasonable value and should do better
than bonds over the medium term. Still
there is no reason to aggressively buy
this market, we would be cautious right
now and wait for better opportunities .

US ECONOMY IS NOW LATE CYCLE

Source: Capital Group, FactSet, 2018 (GDP Data at 30 June 2017)
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Investment Returns to 31 January 2018 (% p.a.)
Asset Class

1 month

3 months

1 Year

3 Years

5 Years

Australian Shares

-0.45

3.02

12.18

7.31

9.07

Global Shares

2.04

3.61

19.51

10.45

16.79

Listed Property

-3.28

2.06

7.46

7.09

11.51

Fixed Interest

0.27

0.08

2.75

2.42

4.14
Source: Mercer

Interest Only Loan Renewals
There have been numerous articles
recently in the press about banks
tightening their belts on Interest Only
(IO) loans and renewals (extensions)
after being targeted by ﬁnancial
regulators, mainly the Australian
Prudential
Regulation
Authority
(APRA) and the Australian Securities
and Investments Commission (ASIC).
ANZ have recently announced plans
to beef up its scrutiny of customers
looking to switch to IO lending as
lenders across the board are taking a
more cautious approach to higher
risk lending. ANZ will also be banning
IO home loans for customers relying
on a parent of family member to act
as guarantor.
ANZ stated that from March 5, all
requests to extend Interest Only
periods will be subject to full income
veriﬁcation and assessment. The
borrower will need to evidence their
capacity to service the loan over the
reduced Principal & Interest (P&I) term
that remains. If this cannot be

achieved, the loan repayments will be
converted to P&I.
Ben Tuck-Lee, Finance Manager of
Quay Finance, states that this is
something a lot of the banks will be
introducing over the coming months.
“Most of the major banks are
reviewing their policies around
Interest Only lending as a large
number of Interest Only terms are
coming up for renewal. Lenders are
applying a combination of rate
increases and restrictions in an
attempt to stem the ﬂow of Interest
Only lending. It’s not a desirable
option at the moment”.
Both APRA and the RBA are worried
that low repayments are fuelling
growth in Australia’s real estate
markets by encouraging property
buyers to take on unsuitable levels of
debt. Large monthly repayments are
forcing many investors to extend their
Interest Only terms, or ﬁnd alternative
means of boosting cash ﬂow, such as
hiking rents or selling their properties.
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Stressed households facing higher
repayments under the new policy will
have to either tighten budgets and/or
increase income by raising rents,
otherwise be forced to default or sell
potentially at a loss.
If you’d like to discuss or review your
options with the upcoming changes,
please contact Quay Finance on
1300 799 863.

