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Gearing 

Overview 

‘Gearing’ allows an investor to borrow money to invest in 
a wide variety of acceptable investments such as 
shares, managed funds, Exchange Traded Funds 
(ETFs) etc. Only investments that offer both income and 
the potential for capital growth (where this combined 
return is potentially higher than the cost of borrowing) 
are considered suitable for gearing.  

Gearing allows an investor to make a larger investment 
than would be possible using their own funds and it is 
therefore a common ‘wealth creation’ strategy. However, 
gearing or leveraging works both ways – if the 
investment performs well it can enhance the return, but 
if the investment is a poor one it can exacerbate the 
loss. 
 

Potential Benefits  

By using a gearing strategy, you can borrow to acquire 
an investment portfolio that is larger than without 
borrowing. A larger portfolio earns a larger gain as the 
market rises (although it can incur a bigger loss in falling 
markets). 

In summary, the potential benefits of gearing are: 

• Increase the amount available to invest: If the net 
return on your investment exceeds your borrowing 
costs, then by borrowing to invest you will generally 
earn a higher after-tax return than if you had 
invested without borrowing. 

• Diversify an existing portfolio without selling: 
You may be able to borrow against a portfolio that 
you already own and use the borrowed money to 
acquire other investments without selling your 
existing portfolio which can increase your 
diversification and reduce your investment risk. 

Risks 

There are a number of risks associated with gearing that 

you need to bear in mind: 

• Gearing will increase an investment portfolio’s risk 
profile.  By increasing the total capital invested and 
incurring borrowing costs, gearing accelerates the 
potential for capital gains and losses; 

• Gearing is generally inappropriate for individuals 
who do not have sufficient cash to meet borrowing 
costs.  Only investors who have the financial ability 
to absorb the effect of potential falls in investment 
values, as well as increased cost of interest 
payments, should gear their investments; 

• You need to have a taxable income against which to 
claim interest deductions, and to service the 
borrowings.  This requires security of employment.  
Loss of employment could cause cash flow 
problems, which might necessitate liquidation of the 
whole or part of the portfolio at a time when the 
market has depreciated in value.  You may then 
need to crystallise a loss on your investment; 

• Gearing requires appropriate insurance cover for 
loss of income due to sickness, accident or death.  If 
you are unable to work due to illness or injury, a loss 
of income may mean you cannot meet your loan 
obligations.  It is therefore important to have 
adequate insurance cover to cover these expenses 
to prevent the early liquidation of your geared 
portfolio and risk crystallising a capital loss; 

• If your interest rate on your loan is not fixed for the 
whole term of the investment, interest rates may 
increase which will increase borrowing costs and 
place a further burden on your cash flow. 

Levels of Gearing 

There are three levels of gearing: 

• Negative Gearing: This is where the interest 
payments on the borrowed money exceed the net 
investment income; 
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Gearing (continued) 

• Neutral Gearing: This is where the interest 
payments on the borrowed money equal the net 
investment income; and 

• Positive Gearing: This is where the net investment 
income exceeds the interest payments on the 
borrowed money. 

Negative gearing is the most risky type of gearing since 
it usually involves a greater level of borrowing than 
neutral and positive gearing.  However, as a result, it 
also offers the greatest return potential.  Positive gearing 
is the least risky type of gearing. 

The level of gearing that is appropriate for you will 
depend on a number of factors such as your goals, your 
attitude to investment risk or your cash flow situation. 
 

Tax Benefits 

Gearing enjoys two main tax benefits: 

• The interest payments on the borrowed money 
should usually be tax deductible, which will help to 
partially or fully offset any tax payable on the net 
investment income; and 

• Significant Capital Gains Tax (CGT) savings on 
assets held for longer than 12 months. 

Furthermore, if the interest payments are high, relative 
to the net investment income (for example, due to 
negative gearing), they could lower an investor’s taxable 
income.  This could result in substantial ongoing tax 
savings and the higher the investor’s marginal tax rate, 
the higher these ongoing tax savings. 

The success of gearing an investment is heavily 
dependent on the performance of the selected 
investment. It is very important that the “lure” of tax 
benefits does not over-ride the investment decision – tax 
benefits simply provide some assistance, they cannot 
turn a bad investment into a good one. 
 

Line of Credit Facility 

In some circumstances, it is appropriate to borrow funds 
as a line of credit facility against the security of your 
home, to implement a gearing strategy. 

The key benefits of using a line of credit facility are: 

• Favourable Interest Rates: The applicable rate of 
interest should be lower than under a standard 
investment loan. 

• Interest Only: Only interest repayments need to be 
made on an ongoing basis (all additional 
repayments are at your option, with any payments 
above the interest due directly reducing the 
outstanding principal, therefore reducing the total 
interest payable). 

• Access To Funds: All principal repayments remain 
accessible should an emergency or an opportunity 
arise. 

• No Early Repayment Penalty: The option of 
making principal repayments is entirely yours, there 
are no limits with regard to the amount of 
withdrawal or repayment, apart from your standard 
credit limit. 

• Borrow For Any Purpose: The purpose of the 
withdrawal is at your discretion both at the outset 
and during the life of the facility. 

• No New Loan Costs: There are only your initial 
loan application fees, and for the normal operation 
of your line of credit, no new application or 
valuation fees apply. 

• Transferable: Should you ever decide to move to a 
new home, the facility is simply transferred. 

• Lifetime Facility: The term of these facilities is only 
limited by your needs (the funds can lay dormant 
until they are required or be used daily until well 
after retirement to cater for emergencies or 
opportunities). 

• No Margin Calls: Another advantage of this form of 

funding is that you limit your exposure to a 

potentially damaging margin call, as may be the 

case if you borrowed through a margin loan facility 

• Implementing a debt recycling strategy: This 

strategy works by distributing (or recycling) non-

deductible debt into tax-deductible debt and 

involves the following steps: 

➢ Withdrawing the income (or dividends) earned 
on a geared portfolio to a personal bank 
account; 
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Gearing (continued) 

➢ Using this money to pay down a mortgage (non-
deductible debt); and 

➢ Re-drawing (borrow back) the same amount 
from the line of credit loan and investing these 
additional borrowings across the geared 
portfolio; 

➢ Repeating these steps on an ongoing basis. 

While a line of credit can be used for lifestyle purposes, 
a line of credit established for investment purposes 
should ideally be dedicated to this purpose. 

Margin Lending 

Margin lending involves using your existing shares, 

managed funds, master trusts or cash as security for a 

loan. 

As the following table shows, with margin lending, you 

have the potential to build a larger, more diversified 

investment portfolio to increase your potential for wealth 

creation: 

Margin Lending 

Amount available for 
investing 

Without 
Margin 

Lending 

With 
Margin 

Lending 

Your Equity 33,000 33,000 

Borrowed Funds 0 67,000 

Total Investment $33,000 $100,000 

 

Loan-To-Value Ratio (LVR) 

Each of the investments you offer as security will have a 

borrowing limit that will depend on the particular margin 

lending product you use. In general, the maximum 

borrowing limits for managed funds and shares are 80%. 

The amount that you can borrow against the 

investments you use as security, divided by the total 

market value of your approved security, expressed as a 

percentage, is referred to as Loan-to-Value Ratio (LVR). 

For example, if you were to offer $33,000 of managed 

funds as security, and these managed funds had a 

borrowing limit of 67%, you would be able to borrow 

$67,000 (for a total investment of $100,000), and your 

maximum LVR would be 67%. 

Margin Calls 

A margin call occurs when your security falls in value 

and your current LVR equals or exceeds the maximum 

LVR. Usually margin lenders allow for a buffer of 10% 

above the maximum LVR before a margin call is 

triggered. 

If a margin call occurs you must repay part of your loan 

immediately. You can do this by: 

• Depositing additional funds; 

• Providing more security; and/or 

• Selling part of your portfolio. 

You may also choose to meet your margin call with a 

combination of the above. 

 

As illustrated above, if you had a Current Loan-To-Value 

Ratio of 50%, the value of your portfolio would need to 

fall by 37.5% before a margin call was triggered. 

Alternatively, if you had a current Loan-To-Value Ratio 

of 70%, the value of your portfolio would only need to fall 

by 12.5% before a margin call was triggered. 


