
What is principal and interest?

When you take out a Principal and Interest (P&I) loan, it is essentially 
divided into two parts. The principal, which is the initial size of the loan 
you need to buy the property, and the interest, which is the cost you incur 
for taking out the loan. If you choose a P&I loan, this means that each of 
your regular repayments go towards paying off some of your principal 
as well as the interest. By gradually paying off your principal, you are 
increasing how much of the property you ‘own’ – that is, you are growing 
your equity in the property.

What is interest only?

You may be able to choose to only repay the interest you accrue for a 
period of time (usually up to five years) – this is called an Interest Only (IO) 
loan. At the end of the interest-only period, your loan will revert to P&I 
repayments. You can request an extension from your lender to continue 
to pay interest only; however, they will typically reassess your financial 
situation and may not allow it. 

Choosing the right loan repayment option

Each option has its benefits and drawbacks:

With a P&I loan:

• you are growing your equity in the property immediately so you will 
own it outright sooner 

• since interest you accrue is based on the size of your principal, which 
you are gradually paying down, you will pay less interest over the 
term of your loan 

• your interest rate is generally lower than for IO 

• your repayments are larger than for IO, so you have less cash flow. 

Most owner-occupiers will opt for a P&I loan because interest rates are 
typically lower and they often want to own their property outright as 
quickly as possible.

With an IO loan:

• your repayments are at a minimum, so you will have greater cash flow 

• interest rates are generally higher than for a P&I loan and it can be 
more difficult to get approval 

• you aren’t reducing the amount you owe on the property (your 
principal) and therefore you aren’t increasing your equity 

• it will cost you more in the long run, because you aren’t reducing the 
amount of interest you pay over the term of the loan 

• when your IO period ends, your P&I repayments are calculated based 
on the remaining time left on the loan, which can increase your 
repayments significantly overnight. 

Many investors will opt for an IO loan because repayments are lower and 
interest repayments are tax deductible. This is helpful if cash is tight or if 
you want more cash available to pay off non-tax deductible debts (such 
as your home loan) or make other investments. It may also help investors 
receiving rental payments to keep the property cash flow positive. 
Homeowners may choose to move to IO for a period of time to increase 
their cash flow, for example, if they experience a loss of income or if they 
want access to more cash for an investment. 

Fact sheet

Principal and interest vs interest only

The information contained in this fact sheet is of a general nature only and does not consider 
your personal objectives, financial situation or needs. Before acting on this information, you 
should consider whether it is appropriate for you. Australian Credit Licence Number 385325.

Get personalised advice

Everyone’s circumstances are 
unique. Speak with your Smartline 
Adviser for more information and to 
get personalised advice that matches 
your requirements.
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