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Underlying Concepts

Home loan interest charges are not tax deductible.  Owner occupied home loan interest charges are not tax deductible.  

Correspondingly, a reduction in home loan interest expense has no tax effect.  For example, a traditional offset mortgage reduces non-

deductible interest charges, but this saving is not reportable for tax.

Indexed Rate.  Under an Index Mortgage we can define the loan interest rate to account for the performance of a pool of risk assets.  We 

call the resulting rate the Indexed Rate.  A borrower that opts to have interest computed at the Indexed Rate has Linked the loan. 

 

An Indexed Rate reports as a discount or a premium to a Base Rate.  Base Rates are standard variable home loan rates.  An Indexed Rate 

that is discounted is favourable to the borrower.  Conversely, an Indexed Rate that represents a premium to a Base Rate is unfavourable.

Reference Index.  Whether the Indexed Rate results in a discount or premium partly depends upon the Total Return of the assets identified 

to the Link.  We call these assets Reference Assets.  Reference Assets are defined by a mandate, specified in a Fact Sheet. 

 

We report the Total Return of the Reference Assets by way of a Reference Index.  For example, our ASX 200 Reference Index reports the 

Total Return of Reference Assets that collectively replicate the performance of the S&P ASX 200 Gross Total Return Index (ASX:XJT).

Benchmark Rate and Benchmark Index.  The Total Return of the Reference Assets is one part of the equation.  What actually matters is the 

relative return of the Reference Assets.  Here, “relative” means relative to a benchmark interest rate that we call the Benchmark Rate.   

 

This Benchmark Rate is specified in the Fact Sheet that describes the Reference Index.  By way of example, the Benchmark Rate for our ASX 

200 Index is the Reserve Bank Cash Rate plus 2.75% per annum.  We report the compounding effect of the Benchmark Rate by way of a 

Benchmark Index 
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Linking is tax neutral.  The outworking of Linking is unaffected by tax.  Since the loan did not give rise to tax deductible interest charges in 

the first place, any increase or reduction in those charges has no tax consequence to the borrower.  That is, a reduction in a non-

deductible expense is not “income” and an increase in a non-deductible expense does not make any part of the expense deductible.   

 

Since IMCO only offers indexed loans in circumstances where interest is not tax deductible, we describe Linking as “tax neutral”. 

How the Indexed Rate works.  To enable a direct comparison of the Reference Index to the Benchmark Index we set the opening value of 

both at 1.000 index points.  Then, when a Link ends, we simply compare the values of the two indexes. 

 

IF the Reference Index is greater than the Benchmark Index THEN the Indexed Rate will then be less than the Base Rate.  The benefit •
of Linking will be experienced experienced by the borrower as a relative (tax-free) reduction in non-deductible interest charges. 

 

IF the Reference Index is less than the Benchmark Index THEN the Indexed Rate will then be greater than the Base Rate.  The cost of •
Linking will be experienced by the borrower as a relative (non-deductible) increase in loan interest charges. 

 

Each result scales.  For example, the greater the extent to which the Reference Index exceeds the Benchmark Index, the lower the Indexed 

Rate will be.  Of course the converse is also true.

Link has no effect until closed.  The value of the Reference and Benchmark Indexes will vary from day to day.  Consequently, the Indexed 

Rate cannot be finally known until the Link ends.  However, we report the emerging economic effect of Linking at the end of each business 

day.  Consistent with the forgoing, Linking does not impact the loan balance or the loan repayments until the Link is closed. 

Interest Adjustment.  Rather than continually adjust the loan repayments to reflect changes in the Indexed Rate, the daily difference 

between interest at the Indexed Rate and interest charged at the Base Rate is “rolled up” into a future value that we call the Interest 

Adjustment.  This Interest Adjustment is the dollar benefit or cost of having Linked the loan.  It is deducted from, or added to, the loan 

balance when the Link ends.  
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Indicative Adjustments.  The Interest Adjustment cannot be known (and so cannot be published) until the Link has ended.  In the interim, 

we report an Indicative Adjustment at the end of each business day.  We compute that Indicative Adjustment by assuming the Link ended 

on that day.  In this way the borrower can stay apprised of the emerging benefit or cost of Linking.

Summary. 

 

Over the course of each Link IMCO computes and publishes a series of Indicative Adjustments.  These keep the borrower informed of •
the emerging economic effect of Linking. 

 

When the Link is closed, IMCO computes the Indexed Rate.  The Indexed Rate will be a discount or a premium to the Base Rate. •
 

If the closing value of the Reference Index is greater than the closing value of the Benchmark Index, the Indexed Rate will be •
less than (discount) the Base Rate. 

 

If the closing value of the Reference Index is less than the closing value of the Benchmark Index, the Indexed Rate will be •
greater than (premium) the Base Rate. 

 

When the Link is closed, IMCO also computes the Interest Adjustment. •
 

 A positive Interest Adjustment results if the Indexed Rate is less than the Base Rate.  In this case, the Interest Adjustment is •
credited against the loan balance, reducing the borrower’s indebtedness. 

 

A negative Interest Adjustment results if the Indexed Rate is greater than the Base Rate.  In this case, the Interest Adjustment is •
debited to the loan balance, increasing the borrower’s indebtedness. 

 

In either case, the Interest Adjustment is the accumulated interest that was “overpaid” or “underpaid” on account of the Indexed Rate •
being struck at a discount or a premium to the Base Rate.  Given that interest charges on the loan never were tax deductible, any 

increase or decrease in interest expense attributable to Linking will not be subject to tax.



Links 

We decide the Reference Assets in respect 

of which we publish Reference Indexes.  The 

borrower may choose to Link part of the 

mortgage loan to any or all of those 

Reference Indexes. 

 

Linking simply means the borrower requires 

that interest charges be computed by 

reference to the Indexed Rate.  Whilst the 

Link is active nothing else changes, including 

the loan repayments. 

 

If there are no active Links, interest is 

charged by reference to the Base Rate. 

 

Link Not an Asset or a Liability 

A Link is not a new or further liability.  A 

borrower that Links $100,000 of a $1 million 

mortgage owes $1 million immediately 

before and immediately after the Link is 

initiated. 

 

Nor is a Link an asset.  Linking gives the 

borrower no ownership interest in the 
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Links

Reference Assets.  Rather, a Link is a 

personal right, indivisible from the contract 

that created it.  That right is enforceable, and 

may be valuable, but it is not “property”.  One 

could not sell a Link to a third party. 

 

Specifically, a Link is not an investment that 

requires funding.  The borrower does not 

“buy” the Link.  Rather, assuming our credit 

criteria are met, a Link is initiated by the 

borrower through our borrower portal. 

 

This anticipates certain tax outcomes.  For 

example, a Link isn’t capable of being 

disposed of to yield a capital gain.  And since 

Linking does not create a debt, no direct 

interest charge, and so no deduction for 

interest, arises through its initiation. 

 

No Interaction with Tax System 

Just like standard home loan interest 

charges, a Link (and the resulting Interest 

Adjustment) isn’t required to be reported in a 

tax return. 

 

Borrower Can Link Part of Loan 

We expect that borrowers will Link between 

10% and 50% of the loan balance, but we will 

write Links for as little as $50,000. 

 

Borrower is Free to Deal with Links 

Once a Link is on, the borrower can add, 

remove or switch between Links whenever 

he or she chooses.  Notably, there is no 

break cost associated with removing a Link. 

 

Upon the closing a Link, the loan balance is 

credited or debited with the Interest 

Adjustment and future loan repayments are 

recalculated (if necessary). 



A borrower with a $1 million Index Mortgage loan wants $100,000 of 

exposure to particular assets, the performance of which is measured 

by a Reference Index.  To obtain this exposure, the borrower logs into 

our web portal and selects:- 

 

The desired Reference Index (e.g. ASX 200 Total Return Index). •
The initial Link sum (here $100,000). •
A review date (5 or 10 years). •

 

For simplicity, we will suppose the loan is on these terms:- 

Interest-only for two years. •
5% p.a. standard variable interest rate, with interest charged •
annually in arrears. 

 

We also assume the following: 

The Link is closed after 1 year. •
The Reserve Bank of Australia Overnight Cash Rate is 2.25% p.a, •
giving a Benchmark Rate of 5.00% p.a.1 

 

To exemplify a favourable outcome to the borrower, we assume the 

Reference Index increases by 10%.  To demonstrate a negative 

borrower outcome we assume the Reference Index decreases by 2%.  

1 The Benchmark Rate determines the value of the Benchmark Index.  As to that, we recall it 

is the relative performance of the Link that is important.  The Benchmark Index is the 
yardstick by which relative performance is measured.
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Highly Simplified Examples

Both the Reference Index and the Benchmark Index open at 1.0000 

points. 

 

Case 1: Favourable outcome 

On the first anniversary date:- 

The loan balance remains at $1 million, after a $50,000 interest •
only payment is made. 

The Reference Index closes at 1.1000 index points. •
The Benchmark Index closes at 1.0500 index points, •
The Indexed Rate solves to be 4.50% per annum. •
The Interest Adjustment is $5,000 ({5.00% - 4.50%} x $1 million) •
and so $5,000 is credited to the loan balance. 

Post adjustment, the loan balance is $995,000. •
 

Case 2: Unfavourable outcome 

On the first anniversary date:- 

The loan balance remains at $1 million, after a $50,000 interest •
only payment is made. 

The Reference Index closes at 0.9800 index points. •
The Benchmark Index closes at 1.0500 index points. •
The Indexed Rate solves to be 5.70% per annum. •
The Interest Adjustment is -$7,000 ({5.00% - 5.70%} x $1 million) •
and so $7,000 is debited to the loan balance. 

Post adjustment, the loan balance is $1,007,000.•



If a loan is used to purchase, refinance or 

improve a principal place of residence or a 

holiday home that isn’t leased out then the 

loan interest charges are not tax deductible.  

This is true of any loan used to further a 

private or domestic purpose. 

 

It follows that: (a) a decrease or increase in 

the rate of interest charged under such a 

loan has no tax consequence to the 

borrower; and so (b) if an indexed loan is 

used to purchase, refinance or improve a 

principal place of residence (or for some 

other private or domestic purpose) then any 

decrease or increase in the interest rate on 

account of Linking has no tax consequence 

to the borrower. 

 

This is the outworking of ATO Product Ruling 

PR 2020/4. 

7

Tax Neutrality

Once people understand the reasonably simple principle of ‘you 
don’t pay tax because you are reducing what you owe, not earning 
income’, the Index Mortgage is a ‘no brainer’ (to use their words).” 
 

Citigate Dewe Rogerson: The Index Mortgage, LaunchSure Report

“

Tax Ruling Disclaimer 
PR 2020/4 is a ruling on the application of taxation law and is only binding on the ATO if the Scheme is implemented in the specific manner outlined in the product ruling.  The Commissioner of 
Taxation (Commissioner) does not sanction, endorse or guarantee this product.  Further, the Commissioner gives no assurance that the product is commercially viable, that charges are 
reasonable, appropriate or represent industry norms, or that projected returns will be achieved or are reasonably based.  Potential participants must form their own view about the 
commercial and financial viability of the product.  The Commissioner recommends you consult an independent financial (or other) adviser for such information.

https://www.ato.gov.au/law/view/pdf/pbr/pr2020-004.pdf


Interest Adjustment 

We have seen that the Interest Adjustment is the after tax benefit or cost 

of having Linked the loan and it is deducted from, or added to, the loan 

balance when a Link is taken off. 

 

Expected Benefit 

Using actual historical data, we generated 90,000 possible Interest 

Adjustments through Monte Carlo simulation.1,2  Present valuing each 

result and taking the median of those present values per cohort gives the 

Expected Benefit.3  This Expected Benefit is our best (probability 

weighted) estimate of the present value benefit of Linking as compared 

to not Linking. 

 

We quote Expected Benefit per $100,000 of Link.  Table 1 reports the 

Expected Benefit of Linking $100,000 to the ASX 200 TR Index.

1 Monte Carlo simulation exposes a model to a large set of random trials in an attempt to 

produce a plausible set of possible future outcomes.
2 For each instance we: (a) take the array of daily percentage movements in the S&P ASX 

200 Gross Total Return Index (and its equivalent predecessor indexes) from 31 December 
1979 to 30 July 2021; and (b) uniformly, randomly sample from that array to construct a 
sequence of daily randomised Link exposures.
3 A cohort is the collection of 10,000 instances defined by Cash Rate and Link term.
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After Tax Benefit of Linking

Table 1: Expected Benefit per $100,000 Link to ASX 200 TR

5 Year Link

$47,615

Remember, the benefit generated by Linking is an after tax 
benefit that required no investment by the borrower.

0.00%

10 Year Link 15 Year LinkCash Rate p.a.

1.00%

2.00%

$118,460

$103,730

$83,404

$42,134

$35,591

$231,938

$188,412

$149,067

3.00% $65,047$28,213 $114,116

4.00% $50,898$22,164 $84,029

At the time of writing the Cash Rate was 3.10% per annum.



What is an Index Mortgage? 

 

 

 

 

Does a Link require an investment by the 

borrower?  Does a Link involve a further 

borrowing of funds? 

 

 

How does a borrower put a Link on? 

 

 

What is the nature of a Link? 

 

 

 

 

 

 

 

 

What is an Index? 

 

 

An Index Mortgage is a mortgage loan allows the borrower to embed an exposure to growth assets 

“in” the loan.  This is called Linking.  Linking manifests as a reduction to, or increase in, the rate of 

interest under the loan.  The resulting interest rate is called the Indexed Rate.  However, as explained 

below, this has no cashflow consequence until the Link is terminated. 

 

No, to both questions.  A Link requires no investment by the borrower.  And so no drawdown of funds 

is required to fund a Link.  Nor is a Link a transaction in assets.  No assets are bought or sold by the 

borrower.  The only asset that the borrower brings to the transaction is his or her equity in the secured 

property. 

 

So long as our credit criteria are met, the borrower initiates a Link by nominating the Link amount and 

the Reference Index that the borrower wants to Link to. 

 

By Linking, the borrower is electing for interest to be charged at the Indexed Rate (as opposed to the 

standard mortgage rate).  This makes a Link a personal right, indivisible from the loan contract that 

created it.  That right is enforceable, and may be valuable, but it is not “property”.  One could not sell a 

Link to a third party.  This anticipates certain tax outcomes.  For example, a Link isn’t capable of being 

disposed of to yield a capital gain. 

 

Nor is a Link a new or further liability.  A borrower that Links $100,000 of a $1 million loan owes $1 

million immediately before and immediately after the Link is initiated. 

 

A Reference Index is a time series of values, reported in points.  The Reference Index reports the total 

return of an underlying pool of growth assets.  The Benchmark Index represents a hurdle rate or proxy 

cost of funds. 
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FAQ



 

How is the Indexed Rate derived? 

 

How is Linking relatable to tax? 

 

 

 

 

 

 

 

 

Why use a Link to gain exposure to growth 

assets? 

 

 

 

Do the loan repayments change on account of a 

Link being active? 

 

 

 

What type of assets can a mortgage be Linked 

to? 

 

 

Will there be Links other than to equities? 

 

 

The Indexed Rate is the solution to an algorithm that takes into account the point values of the 

Reference Index and the Benchmark Index when the Link is closed. 

 

Linking means that interest under the loan will be lesser or greater than the interest that would have 

been charged at the standard loan rate.  Because interest charges under an owner occupied 

residence home loan are not tax deductible (or are limited in scope), this saving or cost has no (or 

limited) tax effect. 

 

It follows that the borrower effectively “receives” the benefit of Linking free of tax, in the form of 

reduced, non-deductible interest charges.  Of course, the converse is also true.  If Linking proves 

unfavourable then the resulting cost is not tax deductible. 

 

Linking is a superior mechanism by which to hold an exposure to growth assets, for three reasons.  

First, a Link requires no investment.  Secondly, the proxy funding cost associated to a Link (the 

Benchmark Rate) is very probably lower than any alternative accessible by the borrower.  Thirdly, 

Linking is tax neutral.  In fact, Linking does not require any interaction with the tax system. 

 

No.  Rather than continually adjust the scheduled loan repayments to reflect changes in the Indexed 

Rate, whilst a Link is active the daily difference between interest at the Indexed Rate and interest at 

the standard mortgage rate is “rolled up” into an Interest Adjustment that is credited or debited to the 

loan balance when the Link is ended. 

 

A borrower may Link to any Reference Index within the constellation of Reference Indexes nominated 

by MortgageCo.  In theory, any financial asset traded in a liquid market can be the subject of a 

Reference Index. 

 

Yes. 
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Can the borrower Link to more than one 

Reference Index? 

 

Does the borrower have to Link? 

 

Are borrowers “locked in” to Links? 

 

 

How can the borrower transact in Links or check 

Link performance? 

 

How will the Index Mortgage be distributed? 

Yes, noting that each Link is initiated and managed discretely. 

 

 

No.  Linking is entirely optional. 

 

No.  On any business day the borrower might instruct for a Link to be added or removed.  There is no 

break cost for removing a Link exposure. 

 

Links can be added, removed or switched through a borrower web portal.  Links are marked to 

market daily, with the result published every evening through that same portal. 

 

A “technical” product requires an “advised sale”.  We will deliver our branded product through 

accredited agents of B2B partners (mortgage aggregators and financial planner networks for 

example).  In Australia we will have access to more than 8,000 mortgage brokers through two 

aggregator groups.  We may also offer “white labelled” product through partner banks. 



+ 61 2 8916 6311
www.index.mortgage

+ 61 2 8916 6311

scott.tyne@index.mortgage




