
�The Australian Journal of Financial Planning

a Financial Standard publication Online  March  2009

Margin lending in today’s 
environment

By Julie McKay

Today people are reassessing their household balance sheets and reducing 
debt. This may be prudent in the face of heightened uncertainty. It is 
especially important during these times to rationally analyse our choices 

and recall the strategies available to match risk with financial objectives. 

Even in today’s financial environment not all debt is bad. We need to distinguish 
between borrowing to pay for consumption and borrowing to acquire wealth 
creating assets. A wealth creating asset in this context means that the expected total 
after-tax returns are greater than the costs (including opportunity costs). The rules 
for prudent wealth creation and retention are universal and haven’t changed: don’t 
put all your eggs in one basket; generating a return involves taking some risk and; 
it’s time in the market not timing the market. This paper considers how margin 
lending may fit in today’s dramatically changed financial landscape and how the 
universal rules may still apply. 

Many studies on the benefits or otherwise of borrowing to acquire an asset (whether 
it is housing, equities or some other form of asset) begin with an analysis of historical 
returns. Given the historical skew toward positive returns and relatively low 
dispersion of returns (depending on the investment horizon being considered) it is 
easy to conclude that equities are a necessary part of a diversified portfolio, that 
more is better than less and that this can be achieved by borrowing.

Today we might expect the average investor to know more about equity market 
crashes than long run bull markets. This historical return approach doesn’t give 
investors a benchmark against which to assess their view of the risk/return trade-off 
and doesn’t answer the question of how much, if any, they should borrow.

If an investor wants to be virtually certain of receiving an income and the return of 
their capital they would place their funds in an Australian government guaranteed 
at-call cash account. An equity investor introduces uncertainty about future income 
(while dividends are stable they are not certain) and the return of their capital (share 
prices move up and down and companies can and do fail). This investor should 
expect to earn a return higher than the risk-free rate. This premium above the risk-
free is called the equity risk premium. 
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Various studies have attempted to estimate the equity risk 
premium and generally conclude that it is around 2.5 per cent to 
3 per cent per annum above the relevant government bond and 
certainly varies over time. In the current environment of 
uncertainty we might expect a higher equity risk premium. The 
average 5-year Australian government bond rate is 6.1 per cent 
per annum1. This implies that a 5-year equity investment must 
generally offer a total return (capital gains plus dividends before 
tax) of at least 9 per cent per annum to be attractive. As illustrated 
in Figure 1, the average annualised percentage change in the 
S&P/ASX All Ordinaries Index (excluding dividends2 and based 
on a 5-year holding period) is 8.82 per cent per annum and 

capital returns range between -7.00 per cent and 30 per cent per 
annum. This highlights the first question the investor must 
address. The benefit of an equity investment can’t be assessed 
without first determining the investment horizon.

Figure 2 further illustrates this point. It shows the range of negative 
outcomes for different investment horizons for the S&P/ASX 
All Ordinaries (non-accumulation) Index. A 1-year investment 
has occasionally experienced a negative capital return of up to 30 
per cent. A 5-year investment has infrequently experienced 
negative capital return in the order of 5 per cent and this quickly 
drops to no negative returns for a 9-year or greater investment.

Figure 1.  Distribution of the percentage change in S&P/ASX All Ordinaries Index (non-accumulation) 
for 1-year and 5-year investment horizon

Source: IRESS, data between August 84 and November 08

Figure 2.  Frequency of negative capital return S&P/ASX All Ordinaries (non-accumulation) Index for 
various investment horizons 

Source: IRESS; data between 3 August 1984 and 9 December 2008
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We accept for the moment that the investor believes equities 
remain a suitable medium to long term investment. The question 
of how much, if any, to borrow can be approached from a cash 
flow perspective. This has the advantage of relatively stable 
assumptions about future outcomes. Dividend yields in Australia 
are on average 3.90 per cent per annum3. and generally vary 
within a narrow range. Taking a conservative approach, we 
assume a fully franked dividend yield of 2.80 per cent per 
annum4. We also assume a personal marginal tax rate of 40 per 
cent and a company tax rate of 30 per cent. Based on these 
assumptions, Figure 3 shows the net annual after-tax cash flow 
(expressed as a percentage of the amount invested) at different 
amounts borrowed and different interest rates.

The bottom right hand area of Figure 3 indicates a positive net 
annual cash flow (between 0 per cent and 2 per cent). For 
interest rates around 9 per cent per annum an investor, borrowing 
slightly less than 45 per cent of the amount invested, can expect 
to receive after-tax dividend income sufficient to pay the interest 
on the loan6. This gives us a base line but a decision around 
higher or lower gearing levels becomes a question of expected 
return and risk. 

We continue to assume a fully franked dividend yield of 2.80 per 
cent per annum, a personal marginal tax rate of 40 per cent and 
a company tax rate of 30 per cent, a 5-year investment horizon, 
a 9.0 per cent per annum borrowing rate and 4.5 per cent per 
annum cash rate. Table 1 compares borrowing to invest against 
not borrowing given a fixed amount of starting capital. For 
example, starting with $5,000 one investor borrows 50 per cent 
to get a total of $10,000 to invest. The second investor doesn’t 
borrow and has $5,000 in total to invest. Any net income is 
invested at the cash rate. If in any year the borrowing investor 
has a cash outflow (interest costs net of dividends) then the non-
borrowing investor is assumed to save that amount.

For an expected capital growth rate of 4.00 per cent per annum 
or less an investor is unlikely to borrow to invest. In this case, 
the total return from buying shares without borrowing is always 
higher than when the investor borrows to invest (the numbers 

in the first row in Table 1 are all negative). At 4.00 per cent per 
annum the investor may still invest in equities because the total 
after-tax return is higher than remaining in cash but may not 
adequately compensate the investor for the additional risk.

If the expected capital growth rate is greater than 7.00 per cent 
the borrowing investor always earns more than the non-
borrowing investor. Similarly, if the investor borrows 60 per 
cent of their investment amount then they need annual growth 
of at least 6.00 per cent per annum to break even relative to the 
alternative of not borrowing. However, at these rates of growth 
the borrowing investor maximises the difference between the 
returns by borrowing only 45 per cent of their investment 
amount. At higher growth rates of 8.5 per cent per annum or 
above the borrowing investor has an incentive to borrow at least 
75 per cent of their investment amount.

Before making a decision on the amount to borrow the investor 
must consider the implication of changes in the portfolio’s value 
during the holding period. As the value of the portfolio increases 
the gearing ratio (loan amount divided by dollar value of the 
portfolio) decreases. A falling gearing ratio reduces the risk of 
margin call (all other factors remaining constant)7. If the investor’s 
expectation about future annual capital growth remains 
unchanged, a falling gearing ratio erodes the benefits of 
borrowing. Conversely, as the portfolio value falls the gearing 
ratio goes up which increases the probability of a margin call (all 
other factors remaining constant). 

The investor’s aim should be to keep the gearing ratio at a level 
consistent with their expectations about future capital growth. 
The investor will buy additional shares as prices increase and 
either sell part of the portfolio or repay part of the loan as prices 
fall. This strategy appears counterintuitive at first glance yet 
makes sense when the objective is to maintain a gearing ratio 
that matches the investor’s expectations. If the investor believes 
the portfolio will continue experience growth then buying in a 
rising market remains an acceptable strategy. Conversely, if the 
investor believes the portfolio will decline in value then it’s 
sensible to sell now.

Figure 3.  Net annual after-tax cash flow
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Progressively buying shares at regular intervals is called dollar 
cost averaging (DCA), “gearing the gains” or time diversification. 
We considered a simple DCA scenario without borrowing using 
BHP share prices. One investor staggers their share acquisition 
equally over 4 months. The other investor acquires their total 
portfolio at the beginning of each 4 month period. In this simple 
scenario the DCA investor achieved a lower entry price 52 per 
cent of the time.

As illustrated by the shaded areas in Figure 4, the DCA strategy 
achieved a lower entry price during periods of declining prices 
(for example the periods between October 2007 and January 
2008). This is to be expected given the assumption that the buy 
and hold investor acquires their total portfolio at the beginning 

of each 4 month period used by the DCA investor. For May 
2004 a DCA strategy also achieved a lower entry price. During 
this period the share price remained relatively flat, increasing by 
less than 1 per cent.

Research has consistently dismissed DCA as inefficient relative 
to a buy and hold strategy. The main contention is that dollar 
cost averaging doesn’t reduce portfolio volatility relative to a 
buy and hold strategy. In this case, our aim is to regularly 
rebalance the portfolio not necessarily to reduce volatility. 
Various studies have shown that dollar cost averaging can be 
effective during periods of higher volatility and the simple 
example above shows it can achieve a lower entry price during 
periods of relatively flat prices with daily volatility. 

Table 1.  Annual after-tax total return with borrowing less annual after-tax return without borrowing

Annual change Percentage of investment borrowed
in share price 35% 40% 45% 50% 55% 60% 65% 70% 75%

4.0% -0.03% -0.04% -0.09% -0.69% -1.43% -2.35% -3.53% -5.11% -7.32%

4.5% 0.18% 0.23% 0.24% -0.29% -0.94% -1.75% -2.79% -4.18% -6.12%

5.0% 0.40% 0.50% 0.57% 0.11% -0.45% -1.15% -2.05% -3.24% -4.92%

5.5% 0.62% 0.76% 0.89% 0.51% 0.04% -0.55% -1.30% -2.31% -3.72%

6.0% 0.83% 1.03% 1.22% 0.91% 0.53% 0.05% -0.56% -1.38% -2.52%

6.5% 1.05% 1.30% 1.55% 1.31% 1.02% 0.65% 0.18% -0.44% -1.32%

7.0% 1.26% 1.56% 1.87% 1.71% 1.51% 1.25% 0.93% 0.49% -0.12%

7.5% 1.48% 1.83% 2.20% 2.11% 1.99% 1.85% 1.67% 1.42% 1.08%

8.0% 1.69% 2.10% 2.53% 2.51% 2.48% 2.45% 2.41% 2.36% 2.28%

8.5% 1.91% 2.36% 2.86% 2.91% 2.97% 3.05% 3.15% 3.29% 3.48%

9.0% 2.12% 2.63% 3.18% 3.31% 3.46% 3.65% 3.90% 4.22% 4.68%

9.5% 2.34% 2.90% 3.51% 3.71% 3.95% 4.25% 4.64% 5.16% 5.88%

10.0% 2.55% 3.16% 3.84% 4.11% 4.44% 4.85% 5.38% 6.09% 7.08%

10.5% 2.77% 3.43% 4.17% 4.51% 4.93% 5.45% 6.13% 7.02% 8.28%

11.0% 2.98% 3.70% 4.49% 4.91% 5.42% 6.05% 6.87% 7.96% 9.48%

Figure 4.  BHP share price showing periods where staggering acquisition over 4 
months achieved a lower entry price than buying at start of 4 month period

Source: IRESS, data between January 2003 and October 2008
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To maintain a constant gearing ratio during times of falling prices 
investors can sell a portion of the portfolio or repay part of the 
loan with other surplus cash. Most investors are concerned with 
the event that forces this discipline; the margin call. We start with 
a $100,000 portfolio against which the margin loan provider will 
lend a maximum of 75 per cent (this percentage is called the 
loan-to-value ratio or LVR). The investor borrows the maximum 
amount of $75,000 and contributes $25,000. We assume the 
value of the portfolio drops by $5,000. The amount borrowed 
remains unchanged and the gearing ratio is now 78.9 per cent 
($75,000 / $95,000) which is higher than the allowed 75 per cent 
LVR. In normal market circumstances it may not be practical to 
ask the investor to reduce the loan each time the portfolio value 
falls by a small amount. To avoid repeatedly making a margin call 
most margin loan providers maintain a buffer. 

The buffer represents an amount the margin loan provider may 
make available to ensure the gearing ratio is maintained at or 
below the LVR before calling for additional security or a reduction 
in the loan. In this example, the margin loan provider will allow 
the borrowing ratio to go up to 85 per cent (a buffer of 10 per 
cent) before making a margin call. The portfolio value would 
have to fall to $88,235 before a margin call is made ($75,000 / 
$88,235 = 85 per cent). A change in portfolio value from $100,000 
to $88,235 represents a decline of 11.76 per cent.

Table 2.  Percentage fall in portfolio value before margin call 

Percentage  Available LVR
borrowed 50% 60% 70% 75%

50% 16.66% 28.57% 37.50% 41.17%

60%  14.28% 25.00% 29.41%

70%   12.50% 17.64%

75%    11.76%

Table 2 shows the percentage fall in portfolio value before a 
margin call is triggered made assuming a 10 per cent buffer. 
Once a margin call is triggered the investor is usually required to 
reduce the borrowing ratio into line with the LVR. If the 
portfolio value falls to $88,235, the maximum amount that can 
be borrowed is $66,176 (portfolio value multiplied by LVR) and 
the investor will need to repay $8,824 ($75,000 – $66,176). 

If the investor expects future annual growth to equal 9 per cent 
per annum they have an incentive to borrow up to the maximum 
amount allowed (75 per cent in our examples) as shown in Table 
1. Before making this decision however, the investor must assess 
the maximum fall in portfolio value that could occur and their 
ability to meet the resulting margin call. Assumptions about 
investment horizons are less relevant in this decision. We are 
concerned with what can happen between rebalance periods 
rather than the outcome at the end of the investment term. We 
are also concerned about both large one day falls as well as 
successive declines that trigger a margin call.

Expectations about falls in portfolio value should be based on 
the daily volatility of the portfolio. This can vary considerably 
for different types of portfolios and volatility itself is not static 
over time. Also it is impractical for most investors to rebalance 
their portfolio daily. Therefore the investor must make a long 
range forecast and adjust their gearing levels accordingly. Chart 
5 shows the largest draw downs (days when the portfolio value 
is less than its starting value) that occurred in each successive  
1 year rebalancing period. The portfolio is the S&P/ASX All 
Ordinaries (non-accumulation) Index. The average draw down 
is 8.43 per cent however, the index has experienced draw downs 
greater than 20 per cent.

If the investor in our example was uncertain about their ability to 
manage a margin call they would like reduce their gearing levels to 
no higher than 60 per cent. In this case the portfolio value would 
have to drop by 29 per cent before a margin call was triggered.

Figure 5.  Maximum Drawdown based on annual rebalancing

Source: IRESS, 3 August 1984 and 9 December 2008
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The introduction stated that the rules for prudent wealth creation 
and retention haven’t changed. The first section argued that the 
investor must decide on an investment horizon. It is accepted 
wisdom that longer time horizons reduce the possibility of a 
negative outcome irrespective of the asset being acquired (it’s 
time in the market not timing the market). The second section 
of this paper attempted to show that borrowing to invest can 
enhance returns depending on the investor’s expectations about 
capital growth. However, the investor must consider the 
additional risks from borrowing and adjust their gearing strategy 
accordingly (earning a return involves taking some risk). While 
the paper did not overtly review the benefits of diversification 
the analysis was primarily based on a broad market index (don’t 
put all your eggs in one basket). 

NoTeS
1	 Reserve	Bank	of	Australian	Statistic	Table	F02;	Capital	Market	Yields,	data	between	

Jan	1995	and	October	2008

2	 Dividends	are	excluded	for	simplicity

3	 Reserve	Bank	of	Australia	Statistical	Tables	November	2008;	F7	Share	Market,	
based	on	data	up	to	June	2007

4	 Two	standard	deviations	below	average	dividend	yield

5	 The	tax	bracket	for	personal	income	between	$75,000	and	$150,000

6	 The	timing	of	dividends	and	interest	payment	are	highly	unlikely	to	coincide.		For	
simplicity	the	cost	of	carry	is	assumed	to	average	out	to	zero.

7	 The	probability	of	a	margin	call	is	also	affected	by	the	volatility	of	the	share	portfolio	
which	is	not	constant.	


