UNDERSTANDING
COSTS AND RISKS
OF GEARING

You must take risks, both with your
own money or with borrowed money.
Risk taking is essential to business growth.

This document provides some additional information to help you understand the
financial planning concepts discussed in your Statement of Advice (SOA).

Modoras Pty Ltd | ABN 86 068 034 908 | AFSL & ACL 233209 IWOdO rq S




UNDERSTANDING COSTS AND RISKS OF GEARING 2

How It Works

Borrowing for investment purposes is also known as ‘gearing’. The aim of gearing is to increase your
investment return by investing borrowed funds in addition to your own capital.

Although gearing can deliver benefits, the risks associated with gearing may mean it is
unsuitable for you. It is essential to carefully consider these risks before proceeding with a
gearing strategy.

Gearing involves taking out a loan to invest in growth investments such as shares or property.
Borrowing gives you more money to invest, which may provide greater potential to diversify and build
wealth. However, it is important to remember that whilst investing more money gives you opportunity
to increase capital gains, it can lead to increased losses if the investments do not perform well.

Interest and related borrowing costs are usually tax-deductible if the loan is used to acquire an
income-producing asset. If you are repaying the principal as well as interest, only the interest amount
is tax-deductible. Although the tax benefits of gearing can seem attractive, it is important that the
primary purpose of implementing a gearing strategy is to maximise your wealth accumulation, not to
minimise tax.

Gearing is often discussed as negative, positive or neutral, referring to the cost of the investment
relative to the investment income generated:

- Negative gearing - where interest payable on borrowed funds and related expenses exceed
the income received from the investment. The investor must have surplus income from other
sources to meet the shortfall.

- Positive gearing - where expenses are less than the income generated. The strategy is ‘self-
funded’ because investment income covers the costs. Additional tax will generally be payable.

- Neutral gearing - where the costs of the loan are approximately the same as the income
generated.

Gearing is generally only appropriate for investors who have a growth-oriented risk profile. For gearing
to be effective, the overall return from investments should exceed the cost of the loan and other
expenses over the life of the investment — typically only achieved through growth-oriented assets such
as shares and property.

You should also meet all of the following criteria before considering gearing:

- Have sufficient disposable income to comfortably meet loan repayments, even if interest rates
increase

- Have life insurance in place for a value equal to the outstanding loan, or sufficient liquid
assets to repay the loan or continue repayments in the event of iliness or death, and

- Have a strategy in place to repay the outstanding loan at some point in the future.
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Gearing May Magnify Returns — And Losses

Gearing may magnify investment returns, as shown below in Example 1%

Starting Values

Geared

Non-Geared

Investor Equity $40,000 $40,000
Armount borrowed $60,000 SO
Total Investment $100,000 $40,000
Market Rises 10%

Value of Portfolio $110,000 $44,000
Loan outstanding -$60,000 SO
Investors Equity $50,000 $44,000
GAIN in Investors Equity 25% 10%

However, gearing may also magnify losses, as shown below in Example 2

Starting Values Geared Non-Geared
Investor Equity $40,000 $40,000
Amount borrowed $60,000 SO
Total Investment $100,000 $40,000
Market Falls 10%

Value of Portfolio $90,000 $36,000
Loan outstanding -$60,000 S{0)
Investors Equity $30,000 $36,000
LOSS in Investors Equity -25% -10%

*In addition, if the income return from the geared part of the investment (together with tax benefit)
is less than the interest cost from the loan and any other associated costs, then this cash flow

shortfall will reduce your overall return.

If the income return from the geared part of the investment (together with tax benefit) is less than the
interest cost of the loan and any other associated costs, this cash flow shortfall will reduce your overall
return. This is a simplified illustration only and does not account for interest, fees or tax.

Gearing Is a Long-Term Strategy

Gearing should only be considered as a long-term strategy, because of the greater level of market
volatility associated with growth assets such as shares and property. Investors should have an
investment time horizon of at least 7 years. If you have to cancel a gearing strategy sooner than
the recommended timeframe, you may find that the values of your assets are lower than when you

established the facility.
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Wealth Protection Insurance

Wealth protection insurance is important for everyone to consider, and particularly important when
you implement a gearing strategy.

Benefits

Income protection insurance can help you meet investment expenses such as interest
repayments in the event that illness or injury prevents you from working for an extended
period.

Total and permanent disability (TPD) cover can help you repay the loan if you are unable to
work again due to ill health.

Term life cover can provide additional financial help to dependants in the event of your
untimely death, since outstanding debt must generally be repaid and reduces the value of
your estate.

Critical iliness cover can help you meet interest repayments if you suffer a specified illness
or injury.

Note that wealth protection insurance will not protect your income where it is reduced for
reasons other than illness or injury.

The loan enables you to increase the size of your investment portfolio.

A larger portfolio enables you to increase the diversity of investments or buy larger assets
such as property.

You may be eligible to claim a tax deduction for some or all of the cost of the loan to help
offset the cost of borrowing or reduce tax on other income.

Risks, Consequences and Other Important Things to Consider

Tax advantages from negative gearing should never be the sole reason for establishing a
gearing strategy.

You should ensure your employment and cash flow are secure so that you aren’t forced to sell
some or all of your investment portfolio at a time when markets are down.

An unforeseen event, such as injury or illness that prevents you from working, or a change in
employment circumstances, may make it difficult to cover investment expenses including
loan repayments. This impact can be reduced by incorporating wealth protection measures.

You should consider the impact of a rise in interest rates or a reduction in dividends,
distributions, or rental income, and ensure you have sufficient cash flow to absorb these
changes.

The value of your investment portfolio may fall to a point where sale proceeds are not
sufficient to repay the debt — so even though you have been entitled to tax deductions over
time, you could end up carrying a debt once the portfolio has been sold.
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If the income return from the geared part of the investment is less than associated costs, this
shortfall will reduce your overall gain (where there has been a capital gain) or increase your
overall loss (where there has been a capital loss).

Live policy risk: negative gearing tax treatment

Negative gearing tax deductibility for investment loans has been the subject of recurring
political and policy debate in Australia. While no legislated changes to negative gearing were

in force as at 1July 2026, this remains an area of periodic reform proposals. Clients relying on
the ongoing deductibility of investment loan interest as part of a long-term (7-year+) gearing
strategy should be aware this is a policy setting, not a guaranteed permanent feature of the tax
system, and should be reviewed at each annual check-in.

Legislation may change in the future in relation to tax deductibility of interest payments.

Quick Checklist

v

Confirm you meet the entry criteria: stable disposable income, appropriate insurance, and a
defined repayment strategy.

Model both a rising and falling market scenario using your own numbers before committing.
Putin place life, TPD and income protection insurance appropriate to the size of the loan.

Confirm your investment time horizon is at least 7 years and you can sustain the strategy
through market downturns.

Get tax advice on interest deductibility, especially if the loan purpose is ever mixed
(investment and private use).

Review the strategy annually, including any legislative or policy changes affecting negative
gearing.
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AT MODORAS, WE SIMPLIFY
A COMPLEX FINANCIAL WORLD!

From your personal and financial circumstances to the impact that legislative and economic conditions
have on your financial possibilities, it can be overwhelming to know how to create financial security for you and your
family. At Modoras, we pride ourselves on sharing our financial intelligence and leaving no stone unturned to find
what more is possible for you. Talk to your Modoras Professional on 1300 888 803 before making a financial decision.

“If everyone is moving forward together, then success takes care of itself” ~Henry Ford

For Private ACCOUNTING for WEALTH

Your financial life,
covered from every angle

We unlock

potential - Whether you're building a business, protecting

oty o what you've created or planning what comes next

— Modoras brings together Executive Planners,
Accountants, Business Advisors and Auditors under
one purpose. Coordinated advice, so nothing falls
through the gaps.
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1300 888 803 | info@modoras.com | modoras.com

For Busines$

Financial Planning and Credit Services are offered through Modoras Pty Ltd ABN 86 068 034 908. Australian Financial Services and Credit
Licence No. 233209. Accounting and Business Advisory Services are offered through Modoras Accounting (QLD) Pty Ltd ABN 81601145 215,
Modoras Accounting (SYD) Pty Ltd ABN 18 622 475 521 and Modoras Accounting (VIC) Pty Ltd ACN 145 368 850. Audit Services are offered
through Modoras Audit & Assurance (SYD) Pty Ltd ABN 85 668 357 159. Liability limited by a scheme approved under Professional Standards
Legislation.

SOURCES AND FURTHER INFORMATION:
ASIC Moneysmart — Borrowing to invest — https://moneysmart.gov.au/how-to-invest/borrowing-to-invest

All rates, caps and thresholds in this fact sheet are current as at the 2026-27 income year unless otherwise stated, and may change. Confirm
current figures before relying on them.

IMPORTANT INFORMATION: This fact sheet has been prepared by Modoras Pty Ltd ABN 86 068 034 908 an Australian Financial Services and
Credit Licensee (No.233209) located at Level 3, 50-56 Sanders St, Upper Mt Gravatt Q 4122. The information and opinions contained in this fact
sheet are general information only and are not intended to represent specific personal advice (accounting, taxation, financial, insurance or cred-
it). No individuals’ personal circumstances have been taken into consideration in the preparation of this material. Modoras Pty Ltd recommends
that no financial product or financial service be acquired or disposed of or financial strategy adopted without you first obtaining professional
personal financial advice suitable and appropriate to your own personal needs, objectives, goals and circumstances. The information and opin-
ions herein do not constitute any recommendation to purchase, sell, hold or dispose of any financial product; individuals making these decisions
should take their own circumstances into account. Information, forecasts and opinions contained in this fact sheet can change without notice.
Although care has been exercised in compiling this information, Modoras Pty Ltd does not guarantee that it is free from errors, inaccuracies
or omissions. To the extent permissible by law, neither Modoras Pty Ltd nor its employees, representatives or agents (including associated and
affiliated companies) accept liability for loss or damages incurred as a result of a person relying on the information in this publication.

All information is as at 01 July 2026
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