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BACKGROUND 

In this paper we compare the economics of the Index Mortgage to an equivalent Offset 
Mortgage.  To that end we assume that the mortgagor has free cash in the amount of $15,000 
per $100,000 of mortgage balance. 
 
In the case of the Offset Mortgage, this cash is placed on deposit in a 100% offset account.  
Hence, although the Offset Mortgage payments remain unchanged, interest is only charged 
upon the difference between the nominal mortgage balance and the deposit balance, with 
the obvious consequence that the mortgage amortises more rapidly than would otherwise be 
the case. 
 
For the Index Mortgage, the free cash enables the mortgage to be paid down, such that a Link 
of $15,000 per $85,000 of mortgage balance may be initiated.  Thereafter, the borrower is 
assumed to make the same repayments as under the Offset Mortgage scenario. 
 
As with all our analyses: 
 
(a) the underlying mortgage rate is assumed to be the Prime Borrower Home Lending Rate; 

and 
 
(b) the economic performance of the Link is the Total Return offered by Australian equities, 

proxied by the All Ordinaries Accumulation Index. 

METHODOLOGY 

Our base model engages the assumptions in Schedule One. 
 
In the context of the Index Mortgage this base case implicitly assumes a Total Return for the 
Reference Assets of 11.35% per annum effective.  This corresponds to the annually 
compounded growth rate of the All Ordinaries Accumulation Index from 31 December 1979 
to 26 February 2018.  For the purposes of analysis we deconstruct that Total Return into a 
Capital Growth Rate and a Dividend Yield, with dividends assumed to be paid and re-invested 
quarterly. 
 
We use a base case Dividend Yield of 4.07% per annum effective.  This corresponds to the 
average annualised dividend yield of a portfolio invested to the All Ordinaries mandate from 
30 June 1998 to 31 January 2018, as reported by the Australian Taxation Office.  Our Total 

http://www.ato.gov.au/Rates/Company-tax---imputation--average-franking-credit---rebate-yields/
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Return and Dividend Yield assumptions implicitly define the Capital Growth Rate, which solves 
to be 7.00% per annum or 0.00188% per day (assuming a 360 day year). 
 
Our model extends until the point at which: 
 
(a) in the case of the Index Mortgage, the mortgage balance is nil; or 
 
(b) in the case of the Offset Mortgage, the nominal balance of the mortgage first falls below 

the balance of the deposit (i.e. the point at which the Offset Mortgage could be 
redeemed through the deposit), 

 
whichever first occurs. 
 
In the former case, we deduct the Offset Mortgage deposit balance from the nominal 
mortgage balance to give net debt outstanding.  By definition, this is the relative benefit of 
the borrower having elected the Index Mortgage over the Offset Mortgage.  Consequently, 
we report this differential as a positive value (i.e. as relative dollars saved by the Index 
Mortgage). 
 
In the latter case we report the prevailing Index Mortgage balance as a negative value (i.e. as 
relative dollars cost by opting for the Index Mortgage). 

RESULTS 

BASE CASE 
 
For our base case, the Index Mortgage proves the superior choice, offering an advantage of 
$27,469.55 per $85,000 of initial net debt. 
 
SENSITIVITY ANALYSES 
 
We also undertook a suite of sensitivity analyses, the outcomes to which were predictable 
given that the essential issue is simply whether the assumed Total Return of the Reference 
Assets exceeds the assumed Prime Borrower Home Lending Rate.  This is to recognise that: 
 
(a) the economic performance of the Link (defined by the Total Return) relative to the base 

mortgage rate reflects in the Indexed Rate and, through that rate, in the closing balance 
of the Index Mortgage; and 

 
(b) the cash deposit component to the Offset Mortgage is effectively invested at an after-

tax accumulation rate equal to the Prime Borrower Home Lending Rate – this being the 
parameter that defines the economics of every offset mortgage. 
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CONCLUSIONS 

For all reasonably conceivable parameter sets the Index Mortgage is the superior option.   
 
For example, assuming a constant Dividend Yield of 4.00% and a Compound Growth Rate of 
3.00% (to give a Total Return of just 7.12% per annum) requires a constant Prime Borrower 
Home Lending Rate of 5.63% per annum before the Offset Mortgage “breaks even” to the 
Index Mortgage.  At the time of writing the Prime Borrower Home Lending Rate is less than 
3.75% per annum. 

BACKTESTING 

We can further demonstrate the superiority of the Index Mortgage over an equivalent Offset 
Mortgage by re-casting the traditional mortgages that we refer to here as Offset Mortgages.  
We then “back-test” each member of that ensemble against an equivalent Index Mortgage, 
using the methodology described here, to produce these results: 
 
Statistic Result % of Sample 
Races 5,687 100.0000% 
Ties 69 1.2133% 
Index Mortgage Wins 3,386 59.5393% 
Index Mortgage Loses 2,240 39.3881% 
Biggest Win 63 months  
Worst Loss 40 months  

 
As to that, we note that the back-test period (i.e. with mortgage “races” beginning upon each 
day from 31 December 1979 to 13 August 1995) incorporates extended periods of double-
digit Standard Variable Rates (31 July 1980 to 30 May 1993 and 3 January 1995 to 30 June 
1996).  For the reasons given above, high mortgage interest rates favour the Offset Mortgage.   
 
Conversely, in an environment where double-digit mortgage rates are not reasonably 
conceivable the Index Mortgage is the superior choice.  We can demonstrate this by 
undertaking the same back-test save that the Standard Variable Rate is capped at 10.00% per 
annum.  This effectively caps the Prime Borrower Home Lending Rate at 8.75% per annum, to 
produce these results: 
 
Statistic Result % of Sample 
Races 5,695 100.0000% 
Ties 51 0.8955% 
Index Mortgage Wins 5,248 92.1510% 
Index Mortgage Loses 396 6.9535% 
Biggest Win 70 months  
Worst Loss 24 months  

 
 
  

http://www.index.mortgage/about-imco/results/
http://www.index.mortgage/about-imco/proving-the-benefits/
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Schedule One – Modelling Assumptions 
 
Index Mortgage 
Open Mortgage Balance : $85,000 
Open Index Participation : $15,000 
Base Mortgage Rate : 4.00% per annum, convertible monthly.1 
Benchmark Rate : The same as the Base Mortgage Rate. 
Costing : Fully costed. 
 
Offset Mortgage 
Open Mortgage Balance : $100,000 
Offset Deposit : $15,000 
Net Open Balance : $85,000 
Mortgage Rate : 4.00% per annum, convertible monthly. 
Offset Type : 100% offset. 
 
Reference Asset Performance 
Dividend Yield Annual : 4.070%.2 
Dividends Paid : Quarterly in arrears. 
Capital Growth Rate : 7.000%.3 
 
 
 
 

                                                      
1 Being the assumed Prime Borrower Home Lending Rate. 
2 The average annualised dividend yield of a portfolio invested to the All Ordinaries mandate from 30 June 1998 
to 31 January 2018 is 4.07%.  Our research, dating back to September 1985, gives an average annualised dividend 
yield of 4.02%. 
3 Coupled to the dividend yield assumption, this gives a compound annual growth rate for the Total Return of 
the Reference Assets of 11.35% per annum.  This is the same as the compound annual growth rate of the All 
Ordinaries Accumulation Index measured from 31 December 1979 to 26 February 2018. 



Sensitivity Tables

Mortgage Mortgage
Rate 1.00% 2.00% 3.00% 4.00% 5.00% Rate 1.00% 3.00% 5.00% 7.00% 9.00%

3.75% $14,236.08 $19,306.59 $23,767.54 $27,665.11 $31,454.75 3.75% $515.70 $9,956.07 $19,758.98 $28,091.45 $34,735.13
4.00% $13,728.68 $18,462.21 $23,040.81 $27,469.55 $30,907.95 4.00% -$1,264.27 $9,331.71 $19,390.16 $27,469.55 $34,256.02
4.25% $12,673.26 $17,546.36 $22,250.20 $26,790.64 $30,309.17 4.25% -$3,056.35 $8,137.70 $18,024.27 $27,235.92 $33,729.58
4.50% $11,533.11 $17,046.70 $21,391.98 $26,051.47 $29,655.50 4.50% -$4,556.31 $6,850.05 $17,046.70 $26,051.47 $33,583.11
4.75% $10,303.05 $15,989.78 $20,949.41 $25,248.60 $29,397.63 4.75% -$6,370.25 $5,462.91 $16,494.60 $25,716.93 $33,401.73
5.00% $8,977.53 $14,848.76 $19,958.14 $24,859.43 $29,099.68 5.00% -$8,190.65 $4,535.69 $15,369.31 $24,859.43 $32,737.87
5.25% $8,114.43 $13,618.59 $18,887.63 $23,931.61 $28,286.71 5.25% -$9,719.65 $2,951.00 $14,155.90 $24,424.00 $32,016.85
5.50% $6,600.04 $12,849.09 $17,733.24 $22,929.46 $27,407.17 5.50% -$11,113.36 $1,248.13 $12,849.09 $23,436.13 $31,235.56
5.75% $4,972.69 $11,443.25 $17,037.50 $21,848.71 $26,457.33 5.75% -$12,652.66 $620.93 $12,014.79 $22,370.63 $30,871.87
6.00% $3,850.39 $9,932.38 $15,718.47 $21,223.05 $25,947.82 6.00% -$14,486.95 -$1,492.90 $11,112.80 $21,223.05 $30,465.19
6.25% $1,999.73 $8,310.10 $14,883.18 $19,988.67 $25,388.41 6.25% -$16,318.35 -$3,598.81 $9,533.31 $20,541.36 $29,510.71

Dividend Dividend
Yield 3.00% 3.75% 4.50% 5.25% 6.00% Yield 1.00% 3.00% 5.00% 7.00% 9.00%

1.00% $16,765.36 $14,236.08 $11,533.11 $8,114.43 $3,850.39 1.00% -$15,230.26 -$6,990.49 $3,260.43 $13,728.68 $22,589.78
1.50% $19,336.60 $17,023.38 $14,067.44 $10,896.54 $6,929.30 1.50% -$13,455.24 -$4,373.46 $6,326.37 $16,115.13 $24,830.01
2.00% $21,450.07 $19,306.59 $17,046.70 $13,618.59 $9,932.38 2.00% -$11,508.58 -$1,504.38 $8,834.97 $18,462.21 $27,033.28
2.50% $23,537.33 $21,554.47 $18,996.02 $16,281.86 $12,861.49 2.50% -$9,374.85 $658.29 $11,302.18 $20,770.56 $28,769.69
3.00% $25,598.68 $23,767.54 $21,391.98 $18,887.63 $15,718.47 3.00% -$7,037.32 $3,260.43 $13,728.68 $23,040.81 $30,907.95
3.50% $27,229.33 $25,946.36 $23,743.52 $21,437.15 $18,505.07 3.50% -$4,477.87 $6,326.37 $16,587.68 $25,273.60 $32,593.13
4.00% $29,244.88 $27,665.11 $26,051.47 $23,931.61 $21,223.05 4.00% -$1,676.87 $8,834.97 $18,926.96 $27,469.55 $34,256.02
4.50% $30,839.30 $29,783.60 $28,316.62 $25,888.35 $23,349.15 4.50% $658.29 $11,302.18 $20,770.56 $29,200.19 $35,896.92
5.00% $32,417.87 $31,454.75 $29,655.50 $28,286.71 $25,947.82 5.00% $3,260.43 $13,728.68 $23,490.35 $30,907.95 $37,516.13
5.50% $33,980.76 $33,105.18 $31,853.83 $30,168.06 $27,980.60 5.50% $5,819.62 $16,587.68 $25,273.60 $32,593.13 $38,716.46
6.00% $35,528.12 $34,735.13 $33,583.11 $32,016.85 $30,465.19 6.00% $8,336.59 $18,462.21 $27,469.55 $34,256.02 $39,904.88

Dividend Yield = 4.07%
Dividend Yield Capital Growth Rate

Mortgage Rate Capital Growth Rate
Mortgage Rate = 4.00%

Capital Growth Rate = 7.00%

Capital Growth Rate = 7.00%



Sensitivity Tables

Capital Capital
Growth 3.00% 3.75% 4.50% 5.25% 6.00% Growth 1.00% 2.00% 3.00% 4.00% 5.00%

1.00% $3,315.14 $515.70 -$4,556.31 -$9,719.65 -$14,486.95 1.00% -$15,230.26 -$11,508.58 -$7,037.32 -$1,676.87 $3,260.43
1.50% $5,627.39 $2,550.14 -$1,432.20 -$6,745.54 -$11,643.00 1.50% -$13,446.35 -$9,342.05 -$4,412.00 $658.29 $6,326.37
2.00% $8,364.25 $5,057.39 $1,458.24 -$3,497.68 -$8,543.80 2.00% -$11,489.09 -$6,965.43 -$1,532.56 $3,260.43 $8,834.97
2.50% $10,613.85 $7,525.84 $4,179.37 $47.35 -$5,168.07 2.50% -$9,342.80 -$4,359.73 $658.29 $6,326.37 $11,302.18
3.00% $12,835.55 $9,956.07 $6,850.05 $2,951.00 -$1,492.90 3.00% -$6,990.49 -$1,504.38 $3,260.43 $8,834.97 $13,728.68
3.50% $15,465.22 $12,822.75 $9,471.22 $5,844.60 $1,331.38 3.50% -$4,413.75 $658.29 $6,326.37 $11,302.18 $16,587.68
4.00% $17,626.73 $15,170.99 $12,552.54 $8,675.72 $4,472.33 4.00% -$1,592.63 $3,260.43 $8,834.97 $13,728.68 $18,462.21
4.50% $19,761.41 $17,482.88 $15,067.97 $11,992.49 $7,535.92 4.50% $658.29 $6,326.37 $11,302.18 $16,587.68 $20,770.56
5.00% $21,869.61 $19,758.98 $17,046.70 $14,155.90 $11,112.80 5.00% $3,260.43 $8,834.97 $13,728.68 $18,926.96 $23,490.35
5.50% $23,951.66 $21,999.85 $19,959.79 $16,807.58 $13,438.60 5.50% $5,819.62 $11,302.18 $16,587.68 $20,770.56 $25,273.60
6.00% $25,598.68 $24,206.03 $21,865.82 $19,402.00 $16,281.36 6.00% $8,336.59 $13,728.68 $18,462.21 $23,490.35 $27,469.55

Mortgage Rate = 4.00%
Dividend Yield

Dividend Yield = 4.07%
Mortgage Rate


