
LESSON NO. 23  FROM THE HOUSE OF ASIT C. MEHTA INVESTMENTS

Margin trading is a high-risk strategy that allows an investor
to buy twice as much stock as he would normally be able to
and can yield a huge profit if executed cor rectly. Buying on
margin means to borrow money from a lender (similar to a
loan) to purchase stock. The lender can be an eligible
broker with a minimum net worth of Rs.3 crores and can
fund up to five times their net worth, also banks, non -
banking financial companies and other qualified institutions
registered with the Reserve Bank of India can be eligible to
participate in margin trading as lenders. However risk
management of the client’s margin account lies with the
broker.

Margin trading is all about leverage.
Leverage is a double-edged sword,
amplifying losses and gains to the same
degree. Because of the amplification effect,
if the market moves contrary to
expectations, the client may lose lots of
money (margin shortage + Interest charged
on loan taken from the lender). It is also
associated with the portfolio of shares that
a client holds. If the portfolio itself is very volatile,
leveraging it may bring in certain problems.

Broker is not generally required to make a margin call or
notify the client that the equity has reduced below
minimum. It is for the client to find for himself and
makepayment accordingly. The client is required to repay
the debt and interest as per the agreement and till  the f ull
repayment is made, the collateral remains with the broker.
Any corporate benefits will be given credit in the margin
account of the client. In case he wants to sell the securities
earlier, the proceeds go to the lender first to the extent of
debt. The broker can even sell the securities without
waiting for the client to meet the margin call. The client
can't even control which stock to be sold to cover the

margin call. The client will also be responsible for any
shortfall in the accounts after such a sale.

The broker can increase the maintenance margin
requirements at any time and is not required to provide the
client with advance notice. The client is not entitled for an
extension of time on a margin call. Similarly, additional
funds have to be brought in whenever the share prices
come down and this has to be done at very short notice. As
per SEBI, the investor have to pay the margin deficiency on
a T+1 basis, i.e., the cheque would have to be paid to the

broker the next day. In the mean time if the
margin falls below 30 per cent, then the
broker -- without intimating the client - could
also sell the stock in the market .
Margin trading is allowed only in those scrips
as identified by SEBI from time to time. Not
all listed scrips are allowed in marging
trading facility.

Conclusion:
In short, margin trading amplifies the return in

either direction. Any change in portfolio return causes a
much higher change in the return for the client. One has to
indulge in margin trading only if he has 'risk capital'. Risk
capital is surplus money set aside, which the investor can
afford to lose. Buying on margin should be used for short -
term investments. The longer one holds an investment, the
greater a return one need, to break even. If one hold s an
investment on margin for a long period of time, the odds
that he will make a profit are stacked against him. It is
imperative to read margin agreement very carefully before
investing. This agreement explains  the terms and
conditions of the margin account, including: how interest is
calculated, the client’s responsibilities for repaying the loan
and how the securities purchased serve as collateral for
the loan.
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