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By Rick Di Cristoforo Matrix Planning Solution

Efficient investment gearing and
‘the elephants in the corner’

Traditionally, financial planning has ignored the client’s most basic asset 
– the family home and associated mortgage. The family home and 
mortgage debt are the ‘elephants in the corner’ of the financial plan – a 

looming, powerful presence that should not be ignored. 

In my experience of reviewing investment plans financial planners address the 
implications of the family home, mortgage debt and other personal debt in less 
than 50 per cent of cases.

Why might this be so? 

❚ The family home is not income producing, therefore technically it is not an asset.

❚  It does not have a benchmark as an “asset class”.

❚  It does not generate fee income to the adviser.

❚  It cannot be modelled on financial planning software.

❚  It is too time consuming and difficult to manage – fees would be prohibitive.

❚  Clients and advisers are afraid of risk affecting this emotional asset and debt.

Yet equity in the family home is the foundation for creating true net wealth for 
clients through to retirement and the home mortgage is never far from the ‘front 
of mind’ for most clients.  

Discussion with clients about what is likely to be their largest purchase (and 
liability) offers an outstanding opportunity to build long-term high value 
advising relationships that are significantly less vulnerable to investment market 
performance than other types of advice business.

If clients, via their financial advisers, become comfortable with managing debt, 
tax and cash flow effectively, the traction for their financial wellbeing is incredibly 
powerful. 

However, simply deciding to include the family home and mortgage debt 
discussions in a statement of advice (SoA) is not the end of the story. An adviser 
who is prepared to go to the next level of financial advice must make some 
decisions and prepare their business in order for it to be effective and sustainable.

We must ask ourselves why, as an industry, we are ignoring what is arguably a 
client’s most important asset and liability. Additionally, why are we not applying 
some of the most basic principles of investment and cash flow management used 
by some of the smartest, and wealthiest, people in Australia? 
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       Personal Debt Interest Rates

	 8.6	per	cent	 10.0	per	cent	 12.0	per	cent

TAble 1.  bReAk–even PeRFoRmAnCe  
                  RequIReD To oFFseT PeRsonAl DebT

Client marginal  Tax   
Rate (incl. medicare)* Return needed

					5	per	cent	 10.11	per	cent	 11.76	per	cent	 14.12	per	cent

31.5	per	cent	 12.55	per	cent	 14.60	per	cent	 17.52	per	cent

41.5	per	cent	 14.70	per	cent	 17.09	per	cent	 20.51	per	cent

46.5	per	cent	 16.07	per	cent	 18.69	per	cent	 22.43	per	cent

What sort of adviser are you?
An adviser’s approach to a client’s overall position and, in 
particular, their home and mortgage says a lot about the level 
and depth of advice that is given. Described below are some 
general approaches to the depth of advice that can be given to 
clients in relation to their investments, home, mortgage and 
personal budgeting.

Level 1 – doing what you’re told
This level of advice is characterised by a purely transactional 
approach to the client’s financial affairs. The client’s interaction 
with the financial planner is transient, at best, and is highly 
cost sensitive. 

For example, a client approaches the adviser to discuss a 
financial windfall and how best they can invest that windfall 
and the adviser’s response is to prepare advice that solely deals 
with that one request, ignoring client debt circumstances 
such as mortgage and personal debt (eg credit cards and  
personal loans). 

Advice at this level would generally be confined to an 
appropriately completed financial needs analysis, with a 
placement of the entire windfall as a lump sum into a diversified 
portfolio of managed investments.

While the investment performance attained from the portfolio 
may be satisfactory for the client, it has not come without cost. 
The cost to the client of ignoring personal debt balances is 
equivalent to the value of the after–tax return required by the 
portfolio to offset the after–tax costs of repayment of interest 
on the personal debt. 

By way of example, the following table shows the break-even 
portfolio costs at various marginal tax rates. This assumes 
various personal debt interest rates such as 8.6 per cent (a 
typical variable mortgage rate at the time of writing) and 
higher interest rates of 10 per cent and 12 per cent.

As is noted in the Table 1, even moderate marginal tax 
rate payers require high levels of investment performance, 
net of fees, to simply repay the interest accruing on any  
personal debt.

One should also remember that whilst portfolio performance 
figures in the order of 15 per cent and above may be possible in 
some years, the likelihood of these returns consistently being 
achieved over the term of a typical mortgage is exceedingly 
slim. 

This is supported by the fact that according to the Morningstar, 
diversified wholesale non-tax paying fund average returns  
for defensive to aggressive funds ranged from 5.32–17.02 per 
cent for the year to 31 December 2006. 

More importantly, over five years returns ranged from 6.17–
8.89 per cent, while over 10 years (the minimum typical 
mortgage term) the range of performances was 6.34–9.39 per 
cent – and all of these performance numbers are before any 
administration, platform and adviser fees!

In other words, no average long-term strategic portfolio was 
able to meet the after–tax hurdle rate for personal debt.

This draws us to the clear conclusion that an adviser who 
ignores the family home mortgage, or any other personal debt, 
whilst recommending an investment in any taxation structure 
is producing a wealth degrading result for the client over the 
medium to long term.

However, in each of the levels of advice considered, let us 
weigh up the advantages and disadvantages.

Advantages to this approach are:
❚  Quicker client interaction from first meeting to placing 

business.

❚  Creates an immediate investment portfolio for the client.

❚  Likely to generate high FUA in the short term.

❚ Relatively simple ongoing client service package and 
compliance requirement based on a minimum of annual 
reviews.

Disadvantages to this approach are: 
❚  Limited adviser/client relationship centred on only the 

investment portfolio’s product choice, placement and 
ongoing performance monitoring.

❚  Client is extremely vulnerable to poor investment 
performance which can disrupt the portfolio over time, 
meaning the adviser can be ‘on the back foot’ during 
annual reviews. 

❚  Client is extremely vulnerable to unforeseen personal 
events which disrupt their continuation with the financial 
plan and portfolio.

❚  Client is extremely fee sensitive.

❚  Limited adviser/client relationship which may reducing 
ongoing adviser income l and value from extended financial 
planning services.

❚  Referrals less likely.

Level 2 – get rid of the mortgage  
before you start investing
This level of advice addresses the client’s concern of getting rid 
of the mortgage as a matter of priority. 

Using the scenario mentioned above, the adviser would 
recommend that the client repay their personal and mortgage 
debt prior to considering any wealth creation strategies. Once 
the repayment of high interest personal debt has taken place, 
the mortgage is repaid, leaving a residual to invest in a wealth 
creation strategy and structure.
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While this is better advice for the client than the first approach 
discussed above and is often appealling to many people’s 
embedded desire to be debt-free, it fails to take advantage of 
the client’s biggest asset – time.

By the time many clients find themselves debt-free their 
practical length of time to be exposed to growth assets is so short 
that they are unable to take advantage of the compounding of 
returns. The amount available to invest is also often quite small, 
as it is generally only the value of regular contributions from 
the surplus cash flow arising after paying off the mortgage. 

Therefore, their portfolio value over time is not a great deal 
more than the aggregate of their own contributions and falls 
far short of their goal. Generally, clients are unable to retire 
with the lifestyle they wish, or they are forced to extend their 
working life. 

Advantages to this approach are:
❚  Simplicity, easy for clients to understand.

❚  Adviser is seen as a ‘good person’.

❚  Potential short–term referrals.

❚  Relatively simple ongoing client service package and 
compliance requirement based on a minimum of annual 
reviews.

Disadvantages to this approach are:
❚  Lower investment exposure for a shorter time creating a 

shortfall to goals.

❚  Client is vulnerable to investment performance on a 
smaller balance which can disrupt the portfolio over time, 
meaning the adviser can be ‘on the back foot’ during 
annual reviews.

❚  Client is extremely vulnerable to unforeseen personal 
events which disrupt their start and/or continuation with 
the financial plan and portfolio.

❚  Client is highly sensitive to fees as portfolio is smaller 
relative to cost.

❚  Investment value is limited by what cash flow the clients 
can generate on their own, after personal expenses.

❚  Limited adviser/client relationship which may reducing 
ongoing adviser income and value from extended financial 
planning services.

Level 3 – Transform ‘bad debt’ into ‘good debt’ 
Turn that personal debt into something  
tax deductible
This approach is commonly called debt recycling. At its 
simplest, debt recycling involves creating an investment loan 
on which interest is tax deductible, and directing all income to 
reduce personal non-deductible debt. The investment related 
loan is tax deductible and is typically held on an investment 
property or managed share fund.

Any investment income (commonly investment property rent) 
is paid into the personal debt balance. A key characteristic of this 
approach is to ‘pay off ’ the mortgage first whilst maintaining 
an interest only debt that is tax deductible. 

One additional strategy within this approach can involve the 
re-drawing of equity against existing investment assets and 
using this re-draw to repay personal debt. Alternatively, a 
lump sum receipt is directed to personal private debt and then 
re-drawn for investment purposes to the level required to meet 
client goals and their personal risk tolerance. 

Advantages to this approach are:
❚  Tax effective.

❚  Efficient portfolio structure and debt management.

❚  Converts ‘bad debt’ to ‘good debt’.

❚  Increased advice sophistication, increased client value add.

❚  Higher likelihood of client referral.

❚  Somewhat simple ongoing client service package and 
compliance requirement based on a minimum of annual 
reviews.

Disadvantages to this approach are:
❚  Limited adviser/client relationship centred on the upfront 

establishment of the debt and portfolio structure.

❚  Client is vulnerable to investment performance.

❚  Client is extremely vulnerable to unforeseen personal 
events which disrupt their start and/or continuation with 
the portfolio.

❚  Client requires on going unassisted self-discipline to get 
value from this approach.

❚  Referrals generated from the transactions, rather than from 
an ongoing relationship.

❚  Difficult to determine whether the client is actually better off.

❚  Portfolio is constructed using lump sums of geared money, 
which means that the client is highly vulnerable to market 
timing risk.

Level 4 – Pay off debt and simultaneously invest, 
whilst managing client cash flow
While the Level 3 approach to client’s debt and portfolio 
construction is significantly more effective than the other two 
approaches it still retains fundamental flaws. This is because 
the client is still quite vulnerable to unforeseen circumstances 
and poor performance potentially disrupting their investment 
portfolio. 

It is the self-discipline to maintain an ongoing regular 
investment plan, alongside the focus on repayment of personal 
non-deductible debt, that is generally lacking with most clients 
post an adviser meeting. 

This issue is exacerbated during periods of market volatility, 
where client reactions often result in either suspension of 
regular investment or redemption of investment holdings.

Added to this, the establishment of debt recycling plans usually 
involves the creation of some form of revolving line of credit. 
In itself, this is an extremely useful loan product, but it also 
presents a great temptation to clients and can lead to poor cash 
flow management and over-spending.
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This presents a key concern: once meetings with advisers have 
concluded, how do you ensure that the client continues on an 
efficient debt management and investment programe? 

Truly holistic approaches to helping the client achieve their 
personal lifestyle and financial goals involve four parts:

1. Helping them use debt efficiently, understanding good 
debt versus bad debt.

2. The creation of an efficient geared investment portfolio to 
generate capital growth and income over time.

3. Personal cash flow management.

4. Appropriate advice relating to superannuation, insurance, 
taxation and estate planning. 

In this approach, once the adviser has dealt with the immediate 
priorities of reducing inefficient personal debt and investing 
any lump sums, they then apply a program of advice which 
includes the ongoing monitoring of client income and 
expenditure. This is intended to yield a cash surplus which 
can then be applied to create an efficient tax deductible 
investment portfolio with regular savings and conservative  
investment gearing. 

Expenditure management is the key element to cash flow 
management. That is, by limiting expenditure to less than 
income, a cash flow surplus is created which can then be applied 
to the chief aims of personal debt reduction and increasing 
their investment portfolio. 

Expenditure is also wholly within the control of the client, 
whereas income is usually not in their total control. Income 
risk is reduced via the use of an appropriate income protection 
insurance package.

Using a simple company based analogy, the adviser manages the 
personal profit and loss account of the client on an ongoing basis.

While this approach is a development on the strategies 
previously mentioned, it also contains a different way of 
assessing success or failure of the financial plan. 

Rather than only looking at the value of the investment 
portfolio, it looks at the overall net position of the client. That 
is, their investment assets (ie not including the family home), 
less any and all debts, including personal and investment debt.

Again, using a company analogy, the adviser manages the 
client’s personal balance sheet and helps them a achieve a 
positive net equity position and then helps them grow that 
positive net equity position through ongoing cash flow 
management over time.

The immediate aim of this approach is to produce a positive 
net position (with a focus on reduction of personal debt 
first). Once a positive net position is attained, the client is 
progressively better able to further increase their net position. 
This is achieved by accelerating their investment program for 
exposure to long-term growth assets which will eventually 
lead to the successful achievement of client financial goals.

Advantages to this approach are:
❚ Tax effective.

❚ Efficient portfolio structure and debt management.

❚ Converts ‘bad debt’ to ‘good debt’.

❚ Creates an investment portfolio for the attainment of 
long–term goals for a much longer term.

❚ Client is less vulnerable to market performance as returns 
are only one part of the overall ongoing strategy.

❚ Increased advice sophistication.

❚ Increased client value add, and fees chargeable with lower 
client fee sensitivity.

❚ Higher likelihood of client referral.

❚ Easier to charge a fee for ongoing service.

❚ Client is less vulnerable to market timing risk due to cash 
flow controlled regular investment.

❚ Client is less vulnerable to unforeseen events disrupting 
their wealth creation strategy as their day to day living and 
enjoyment is taken care of first.

❚ Client takes greater responsibility for their own financial 
wellbeing and future. It is recognised that their success 
or failure is directly derived from their own expenditure 
decisions from day to day.

Disadvantages to this approach are:
❚ Highly time intensive.

❚ Requires a client/adviser commitment to pursue and 
maintain a relationship.

But What’s the catch?
It is unlikely that many practitioners would doubt the 
virtues of Level 4 advice. In fact, many commentators would 
characterise it as the ultimate in ‘holistic’ financial planning. 
That is, an approach to financial planning which encompasses 
lifestyle and goals, superannuation, insurance, estate planning, 
taxation, investment, debt and cash flow management within 
an ongoing adviser/client relationship. 

However, to date most advisers have found these strategies too 
time and labour intensive to be supported in a busy practice. It 
is only recently that software has been available to support the 
adviser in this sort of advice.

In recognition that complete holistic financial advice should 
consider all of the usual disciplines within financial planning as 
well as debt and cash flow management, Matrix has developed 
a software tool that ‘systematises’ the elements of debt and cash 
flow management and investment portfolio maintenance that 
meets the Level 4 approach above. 

This tool allows advisers to prepare comprehensive debt 
management advice, detailed customised ‘what if ’ scenario 
modeling, ongoing cash flow management, investment 
portfolio maintenance and ongoing tracking to clients goals.

To illustrate one of the key outputs of this system, a real life 
case study (names changed) as discussed by a Matrix adviser 
below.
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FIguRe 1.  PRIvATe lIne oF CReDIT  FIguRe 2.  InvesTmenT PoRTFolIo bAlAnCe  
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a case study using an ongoing 
customised client package
Mr and Mrs Benson live in a small town north-west of Brisbane. 
Mr Benson is a Telstra technician and Mrs Benson is a stay at 
home mother. They have four children, all of school age. The 
Benson’s initially approached the adviser for advice about the 
superannuation policy that they held in Mr Benson’s name. 
Meeting the contributions on this old policy was placing strain 
on the family budget as the children grew older and took up 
sports and hobbies in addition to their school activities. To 
fund various necessities over time, the Benson’s had redrawn 
on their mortgage and, in fact, owed more on the home now 
than when they first bought it.

As part of the interview process, the adviser discussed the 
possibility of using the equity in their home to construct an 
income producing investment portfolio, borrowing against the 
equity. This borrowing would also create tax deductions. A 
full financial needs analysis was undertaken and the Prospera 
software was used to establish the most appropriate strategy 
for the Benson’s.

Once the strategy was agreed upon, the home loan was 
refinanced into an appropriate line of credit allowing the 
efficient management of private and investment debt. 

Budgeting and spending advice was also provided. The 
investments chosen for this client were a mix of Australian 
managed funds providing maximum benefit for the client’s 
goals. Appropriate levels of risk insurance were placed to cover 
any additional risks created by the strategy.

Each month since the implementation of the Benson’s plan, 
they have provided their bank statements and the Prospera 
software graphs out their progress against the projections from 
their original plan. In the four years since they commenced 
they have now reduced the private debt associated with their 
home by 55 per cent (see Figure 1 – private line of credit 
– private non-deductible debt). 

During this time they were also able to create and build on 
the investment portfolio that was recommended to them (see 
Figure 2 – investment portfolio balance). 

Finally, and most importantly, they have also improved their 
net position by 25 per cent (see Figure 3 – net position). The 
clients are delighted with their progress compared to their old 
strategy and have subsequently referred other clients to the 
adviser.

By being engaged in the process, the clients have a keen 
awareness that increasing their surplus has a greater benefit 
in improving their net position than the performance of their 
investments.

From the adviser’s point of view, they have a profitable 
relationship with these clients and, over the life of the plan, the 
practice will earn approximately $60,000 in fees. This is less 
than 6 per cent of the total improvement in the net position 
created by the Prospera strategy for these clients.



  70                                                                                                                            The Australian Journal of Financial Planning              

	 Volume	2		Number	1		2007		 a	Financial	Standard	publication		 	 a	Financial	Standard	publication	 	Volume	2		Number	1		2007		

summary
It should indeed be a concern for practitioners in the financial 
planning industry, that advisers providing even basic efficient 
gearing advice as detailed in Level 2 and Level 3 approaches 
mentioned above are not commonplace. 

While much has been said about the virtues of debt management 
and cash flow budgeting within the scope of holistic financial 
planning, it is rare to see adviser practices fully embrace these 
elements into financial planning strategies. 

Financial planners who do embrace these concepts and apply 
them to their businesses in a systematic and properly resourced 
manner stand to benefit from high levels of client referral, high 
income per client, high level of professional esteem and, most 
importantly, very happy clients who meet their lifestyle goals.

FIguRe 3.  neT PosITIon  
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