04 Margin Accounts

DURATION

One or Two 60-Minute Periods

AIM

Students will understand what a margin account is and whether it is right for every client.

LESSON OBJECTIVES

· Define “margin account.”

· Explain how a margin account functions. 

· Assess the benefits and drawbacks of margin trading. 

· Calculate margins.

BACKGROUND

The basic account that any client has with a brokerage firm is called a “cash account,” because it requires that a client pay cash for all securities purchased through that account (either directly, by the deposit of cash, or indirectly, by the sale of other securities in the account whose value at the time of sale is equal to the value of the securities to be purchased). Margin accounts, on the other hand, permit clients to buy securities by paying only a specified percentage of the total price, while borrowing the balance from the firm itself and using the margin securities as collateral for the loan. 

Margin trading can be very lucrative for clients, if the securities purchased on margin increase in value. Studies show that clients with margin accounts trade more often than other clients, so margin accounts mean more commissions for brokerage firms. Firms also earn interest on amounts they lend to clients to cover margin purchases. 

Margin accounts do have their downside, however. If securities bought on margin decline in value before the margin loan is paid, clients may be called on to give the firm more collateral (usually cash). And firms risk losing money if they have to cover margin loans because of a client’s failure to pay. 

Margin trading is controlled by law and by a firm’s internal policy. You should recognize the value of margin trading, but must also understand its risks. 

SPRINGBOARD

You have $2,250 to invest in the stock market. You would like to buy shares of XYZ, Inc., which is currently trading at $40 per share. You are convinced that the price will increase dramatically within a week. You tell your broker that you would like to buy 100 shares, but can’t afford that many at this time. Your broker suggests that, if you really feel that you are going to make big money on XYZ, you could buy a full 100 shares by borrowing the rest of the money from the firm.

>>>> What are the potential benefits of buying XYZ shares with the firm’s money? What are the potential dangers of doing so?

LESSON DEVELOPMENT

The basic account that a client has at a securities firm is a cash account. A cash account doesn’t necessarily have cash in it, but whatever is in the cash account is fully paid for by the client.

Details of Ilsa’s account:

Ilsa’s Account

Cash $ 6,000

250 IBM @$40 $10,000

>>>> Ilsa opens an account at a brokerage firm with $16,000. She asks her account executive to purchase 250 shares of IBM stock at market price. IBM traded at 40 when Ilsa’s order was processed, so Ilsa’s account now has 200 shares of IBM (worth $10,000 at the time of purchase, but whose value will change as the market fluctuates) plus $6,000 cash. For the sake of simplicity, we are ignoring fees and commissions that clients must pay.

>>>> Let’s assume that Ilsa now wants to buy stock in Riteway, Inc., a new company that recycles plastics into clothing. However, she doesn’t want to sell her IBM stock. Riteway is trading at 25. How many shares can Ilsa buy without selling any IBM stock?

>>>> Ilsa is convinced that Riteway shares will increase in value over the next 12 months, and she would like to buy more than 240 shares. She still doesn’t want to sell her IBM stock, but this month she has no extra cash on hand to add to her account at the brokerage firm. Her broker offers to open a margin account for her. Should she do it? Let’s look at an explanation of what a margin account is before we answer.

Complete Worksheet 1. 

>>>> Now let’s do a few more calculations to make sure that we understand how margin accounts work.

Complete Worksheet 2. 
>>>> The Margin department is responsible for the oversight, management, and day-to-day maintenance of all margin activity.

Read Reading.

>>>> Based on what we have discussed so far, can you suggest some advantages and disadvantages to a securities firm of allowing margin trading?

Look at Figure 1. You may refer to this figure during the following discussion.

>>>> Studies have shown that margin accounts are “busier” than cash accounts; that investors trade more often through margin accounts than cash accounts. Why do you think this is true?

>>>> Why would the fact that margin accounts are “busier” make them attractive to brokerage firms?

>>>> Why would the brokerage be interested in lending money for a margin account?

>>>> In allowing margin trading, the brokerage firm faces a risk with respect to the client. What is it?

>>>> In what way might margin trading cost the firm more than trading in a cash account? And to what other risks (other than the risk of the client not paying or the decline in value of the securities) does margin trading expose the firm?

>>>> Many clients like margin accounts because using margin allows them to leverage their investments; that is, it allows them to realize larger profits by borrowing funds to take advantage of upward potential in the market. But this implies a downside. What is it?

>>>> Based on what we’ve learned so far, do you think Ilsa should open a margin account?

>>>> Let’s look at the potential problems that could arise if Ilsa buys Riteway stock from her margin account.

Complete Worksheet 3.
APPLICATION

The Federal Reserve Board adjusts the margin rate from time to time. What do you think happens if the Fed raises the margin rate, say from 50 to 70
>>>> What happens if the Fed lowers the margin rate, say to 30
>>>> What are the advantages and risks to the securities industry and markets as a whole of higher margin rates? Of lower margin rates? 

HOMEWORK

Do you agree or disagree with the following statement? Write an explanation of your answer.

A margin account is like a credit card for buying securities. 

Worksheet 1: How Margin Accounts Work

Directions: Read the explanation below, and answer the questions.

A margin account is a credit account that is controlled by federal regulation and the brokerage firm’s internal rules and procedures. A margin account allows an investor to pay only part of the purchase price of securities, while borrowing the rest from the brokerage firm. The firm charges interest on the loan to the client, and requires the client to pledge the margined shares as security for the loan.
Margin and Loan Rate
In order to protect both clients and firms from unexpected losses, the Federal Reserve Board establishes a margin rate, which is the percentage of the total purchase price of securities that a client must pay up front when trading on margin. Since 1974, Federal Regulation T (or Reg T) has set the margin 
rate at 50%.

If Ilsa has only $6,000 in cash, where does the other $6,000 come from? The firm will lend it to Ilsa. The percentage that a firm lends to a client is called the 
loan rate. The margin rate plus the loan rate must always equal 100%.

No firm may allow a client to put up less than the margin rate set by Reg T. However, firms may(and most do(impose a higher margin rate, requiring their clients to pay 60% or more of margin trades, and lending only 40% or less.

Equity Value

In a cash account, the equity value of the account is always the market value of the securities. Thus, when Ilsa bought 250 shares of IBM @40, the equity in her cash account was $10,000 (plus $6,000 cash).

In a margin account, the equity value is equal to the current market value of securities less the debit balance (which is the amount that the firm loaned the client for the margin purchase).

 Equity = Current Market Value – Debit Balance

Worksheet 1: How Margin Accounts Work (Continued)

	Example: Ilsa opens a margin account with $6,000. Her firm’s margin rate is 60%. She wants to buy 400 shares of Riteway, which would cost $10,000. At the moment the trade is made, her margin account looks like this:

	
	
	

	Market Value:
	400 shares Riteway @ 25
	$10,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	$  6,000

	
	
	

	If Riteway increases to 50, Ilsa’s account looks like this:

	
	
	

	Market Value:
	400 shares Riteway @ 50
	$20,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	$16,000


When the customer equity is positive, it is called excess. The customer may withdraw excess from the margin account, or may use excess to purchase more shares on margin (as long as customer equity remains at least 25% of market value). The customer may do so even though she still owes on her debit balance, because the firm still has the value of the securities as collateral.

But what if the value of Riteway declines? 

	If it declines to 10, Ilsa’s account looks like this:

	
	
	

	Market Value:
	400 shares Riteway @ 10
	$  4,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	$         0

	
	
	

	And if Riteway declines to 5, Ilsa’s account becomes 

	
	
	

	Market Value:
	400 shares Riteway @ 5
	$  2,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	($  2,000)


Ilsa’s “equity” turned into zero when the market value first declined, and into a deficit of $2,000 in the second decline. In either case the firm will require Ilsa to add cash to the account. Anytime the customer’s equity is less than 25% of current market value, the firm must ask the client to put more cash into the account. This request is known as a maintenance call. If the client cannot pay cash, the firm will sell off margined securities in an amount that will restore the appropriate percentage of equity to market value.
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Reading 1: The Margin Department

The responsibilities of the Margin Department include:

· Monitoring the status of all margin accounts

· Determining when (and how much) clients have to pay for securities they have bought on margin

· In case of sales from margin accounts, determining how much of the proceeds will be available to the client as excess

· Approving or prohibiting purchases in margin accounts according to the status in the account

· Making maintenance calls when necessary

· Ensuring that all securities bought on margin are correctly pledged to the firm, and that liens on those securities are removed when the securities are fully paid for

· Documenting all margin transactions (activity in margin accounts, and with respect to margined securities)

· Ensuring that all accounts comply with federal regulations with respect to margin rate, equity value, etc.

· Filing required reports and other paperwork with the government with respect to the firm’s margin accounts and margin activity

Figure 1: Pros and Cons of Margin Trading

	Margin Trades

	
	( Upside
	( Downside

	Brokerage Firm

	· More trades

· Income from interest on loans


	· More paperwork

· Stricter regulation

· Loss potential

	Client

	· Availability of “credit”

· Profit potential
	· Loss potential

· Greater risk


Worksheet 2: Calculating Margin

Directions: Read the following scenarios. Then do the calculations.
Scenario 1:

Sergio has $3,000 that he wants to put into a margin account. How much stock can he purchase if the margin rate of his brokerage firm is set at 60%?

Scenario 2:

Sergio bought 250 shares of Silicon Acme @ 20 through his margin account. Calculate the market value, debit balance, and customer equity if his brokerage firm’s margin rate is set at 60%.

Scenario 3:

Sergio’s Silicon Acme stock plummets to $7.50 a share. Calculate the market value, debit balance, and customer equity if his brokerage firm’s margin rate is set at 60%. 

Scenario 4:

Look at your calculations from the previous case. How much will the firm ask him to contribute to his account as a margin call?

Worksheet 3: Losing More Than Your Margin

Directions: Read the scenario, then answer the questions.

Think back to Ilsa’s purchase of Riteway stock from her margin account. Ilsa paid $6,000 to acquire $10,000 worth of stock. At the time of purchase, her account looked like this:

	Market Value:
	400 shares Riteway @ 25
	$10,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	$  6,000


If Riteway declines to 10 her account looks like this:

	Market Value:
	400 shares Riteway @ 10
	$  4,000

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	$         0


If Riteway collapsed, and its stock were worthless, her account would look like this:

	Market Value:
	400 shares Riteway @ 0
	$         0

	Debit Balance:
	
	$  4,000

	Customer Equity:
	
	($-4,000)


1. What will the brokerage firm require Ilsa to do if Riteway declines to 10?

2. What if Ilsa cannot make any part of the maintenance call (that is, she has no money to add to the account)?

3. What will the firm do if Riteway goes out of business and its stock is completely worthless?

4. How is the outcome in Question 3 different from what would have happened if Ilsa had bought Riteway shares from her cash account?

1. If Ilsa had her $6,000 cash balance in a margin account and the margin rate were 50%, how much Riteway stock could she buy?
































2. Why would a firm not lend a full 50% if it is permitted by law to do so?














3. If the market value of IBM later fell to 30, what would be the equity value in Ilsa’s cash account?











