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ABSTRACT

Name : Leonardi Tirtasubrata

Study Program: Magister Manajemen Keuangan

Title < Future Index: Optimizing the Portfolio Return for Indonesian
Investors in Bearish Market

This case writing will provide investment alternative {or Indonesian investors so
they can optimize thewr return in bearish market. We will try to build a portfolio
which will have a capital protection feature at cerfain level (depend on the
investor’s risk type). The portfolio, partially consists of investment in derivatives
{future index), will be simulated against real market condition in 2008, whereby
most of the markets are in bearish wrend. We will also introduce Hangseng and
Nikkei index, compare them with Dow Jones and IDX, so that investors can
decide on which one they should invest.
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Investment, Futwe Index, Retum
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1. INTRODUCTION

The year 2008, particularly in the 4 quarter, is probably one of the worst periods for
Indonesian Investors in the financial market, Driven by the USA economic recession (which
is boosted by the sub-prime mortgage), the Indonesian Stock Index {(IDX) feli to 1,355 {30
December 2008) from its 2008 high at 2,830 (Y January 2008). That is & 52% drop. In the
beginning of 2008, IDX was at 2,731, and people who invested in the stock market in general

will experience unrealized logs of 50%.
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Figure 1.1, Indonesian Compasite Iadex TDX, 2 January — 36 December 2008

Soures: www finance vahoo.com

Rising oil price (although it hes declined sharply in August-December 2008) has caused cost
push inflation. Investors placing their fund in traditional time deposit will experience higher

negative real interest rate due to high inflation rate in 2008,
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L.1. Yraditional Investment Tools Available for Investors

Some investment tools that Indonesian investors are aware and can access these days
are: time deposit, Indonesian Government Bonds (ORI), mutual funds, and the stock market
itself These investment tools have different characteristics (rigk, return, and time horizon),

which will be shortly discussed below,

L.1.1 Time Deposit, the “Safest” Iavestoent Toeel

The deposit rate itself is not and never attractive, Although Bank Indonesia (“BI”, the
Central Bank) has raised the 1 month Bl rate to 9.75% in September 2008, it still yields
negative real interest rate since the curreni year on year inflation stands at 11%-12%.
Currently, if people place their fund 1n 1 month deposit, banks will quote them 11-12%
{excluding 20% taxes}, but thet is also with minimum amount of 1DR 2 billion for sach
investor, increased from IDR. 100 million since October 2008. Morepver, the government
through the Saving Guarantor Body (Lembaga Penjamin Simparian, 1L.PS) only guarantees
funds that are placed in banks with reasonable interest rate, which is currently set at 10%. In
this case, if the investor place fund in the deposit and get 11% interest rate, his deposit will
not be guaranteed by the govemment. Thus, deposit itself i¢ not always the safest investment
tool especially for those who invest more than IDR 2 billion and earn interest rate more than

10% (higher than interest rate set by LPS).

1.1.2. Indonesian Government Bond (ORI

Indoncsian Government Bond started to be accessible 1o retaill investor since 2006
through ORI (Obligast Ritel Indonesia). Prior to 2006, Indonesian Government Bonds are
only accessible for corporate/ institutional investors. Retail investors can only access

Indonesian Government Bond indirectly through mutual funds (will be discussed in more

University of indonesia
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details in mutoal fund section). But since 2006, through the series of ORI, retail investors can
invest directly Indonesian Government Bond. ORI is offered by selling agents who are
appointed banks and Fund Managers. The coupon offered is above the inflation rate in the
current year, but the risk is that the tenor is more than 1 year. 80 there is 4 rigk, when inflation
rate is higher in the 2™ and forthcoming year than the coupon offered, then the investor will

also experience negative real interest rate as if they were investing in deposit

Table 1.1. Senes of ORI issued from 2006-2008

& ,‘33\2@3?

Isspance Date Date-Coupon ion) jancs
8-Aug-0i SAugl8 | 1205% 3.84 104.18%
GRINGZ 28-MagG7 28-Mar-10 8.28% 8.23 8.27 HRT%
ORICO3 | 12-88p07 | 12:Gep-11 | 0.40% 937 9,45 100.85%
LRI04 12-Mar-08 12-Mar12 9.50% 13.46 13.56 100.38%
ORINOS 3-Seop-i8 15-Bap-13 | 11.45% 2.71 £.22 HH30%

Source: hitp:Farww finansialbisnic com/Obligasi®e28pemerintah, him

1.1.3 Mutual Funds: Disappointing Performance

An alternative investment basket which is quite popular in Indonesia in the past few
years is mutual fund. Mutval Fund is accessible through Banks (ag selling agent) and
Securities Houses. Mutual fund is managed by Fund Manager whereby he would place the
investor's fund accordingly as per agreed prospectus. The fund can be placed in money
market, bonds {corporate and government), and the stock market. The risk profile {and yield
offered} will also differ for each type of the mutual fund.

There are 12 types of mutual fund i.e. Money Market, Fixgd Income, Equity, Index,
Balanced/ Mixed, ETF, Syarah, Protected/ Capital Guaranteed, Real Estate Investment Fund,
Guaranteed Pund, Limited Participation, and Special Purpose Fund. Among Indonesian

investors, only 5 types of mutual funds that are popular which are:

University of indonesia
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Fixed Income

The portfolio of Fixed income Mutual Fund basically consists of minimum 80% of
Debt instrument which can be either corporate bonds or Government bonds. Before
ORI was available, Fixed Income Mutual Fund is the only investment tools that gave
retail investors access 0 bonds (sither government or corporzate).

Money Market

The fund is invested in money market securities, which have maturity profile less than
I year.

Balanced

The portfolio consisis of Debt instrument (maximum 75%) and Equity {maxtmum
75%). Investors who are stull in the introduction stage of the equity/ stock market and
do not want to be fully exposed 1o the stock market will prefer this product.

Equity

The fund is Invested minimum 80% in equity. Usually, fund manager will leave up to
5% of the fund and place it in money market securities for Hguidity purpose i.e. just in
case there are investors who would like to redeem their investment.

Capital Guaranteed

This type of mutual fund gives 100% capital protection to the investor but investor are
not allowed to redeemn the mutusl fund within the agreed investment period. So,
should equity market, bond market falls, the value of the initial investment will be
protected. How come? Fund manager will place bulk of the fund in zero coupon
bonds, which is sold at discount, Then the remaining fund will be placed in other
instrument with higher risk and higher return profile. The capital protection is derive
from the zero coupon bond which at maturity will be repaid at face value 100, Investor

will enjoy the upside by the retumn of the rigkier asset.

University of Indonesia
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Capital Guaranteed Mutual Fund i1s popular post the 2005 mutual fund corisis (when
interest rate was hiking, bond’s price was declining, thus the Fixed Income Mutual
Fund's Net Asset Value deteriorated. Subsequently, driven by unnecessary fear,
investor massively redeemed the Fixed Income Fund which eventually deteriorate
even further the Net Asset Value of the sad Mutual Fund, and thus investor

experienced loss of their initial investment) due to its capital protection feature.

For the past 1 vear, the performance of mutual funds has been disappointed. Among
many types of mutual funds, Fixed Income Mutual Fuad is the type of mutual fund that gives
the highest return for the past 1 year, with *Optima Fund® as the number 1, with I year return
of 8.96% p.a. Money Market Mutual Fund is in the second position, with its “DPLK BRI
Pasar Uang” giving a 1 year return of 9.85% p.a, Although both delivered positive returns,
stili the figures are lower than Indonesian year on year inflation rate above 10%, thus
mvestors will end up at negative real Interest rate.

The performance of Equity Mutual Fund and Balanced Mutual Fund were more
disapposting than the 2 gbove. The Balanced Mutual Fund which gave the highest return in
the past | year was "Reksadana BIG Bhakti Kombinasi’, with negative 0.29% return. On the
Equity Mutual Fund, ‘Reksadana Panin Dans Maksima™ was the one which deliver the least

loss to investor, with negative 34.85% return for the past 1 vear, Clearly, in bearish markst

1.1.4 Capital Guaranteed Mutual Fund: Does it really protect the Principal?
As g reaction in “Indonesian Mutual Fund Crisis™ back in 2005 where the Net Asget
Value (NAV) of Mutual Funds decreased sharply as investors made a huge redemption, for

the past 2 years many Fund Managers and Banks offered Capital Guaranteed Mutual Fund.
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Future Index..., Leonardi Tirtasubrata, FEB Ul, 2009



The key driver for the Capital Guaranteed Mutual Fund’s popularity is the capital protection
feature.

However, this capital guaranteed mutual fund is proven to be not fully capital
guaranteed. Recent economic crisis in USA where big banks such as Lehman Brothers and
Citibank suffered the most, have also impacted Indonesian investors. There were cases where
Indonesian investors placed their fund in Capital Guaranteed Mutual Fund issued by Lebman
Brothers and sold by Citibank in Indonesia. When Lehman Brothers was bankrupt, the
investors lose their money and the so called Capital Guaranteed Mutual Fund 15 no longer

giving protection 1o the principal amount invested.

1.2, Objective: Building a Portfolio that will yield higher return and protect the eapital

With the current sifuation, where deposit rate vield negative real interest rate (since
inflation rate is higher} and bearigsh market (stock market), Indonesian investors need to look
for other alternative investment tools 1o optimize the yield amid the bearish market condition,
Futures Market, which allows investors to open SHORT position, is one of the alternatives
accessible for Indonesian investors to optimize thelr mvestaient refumn.

On the other side, investors also need to watch the fisk in investing. Thus, we will try
to build a portfolio that will vield higher return m bearnish market and at the same time

mitigate the risk of losing the capital invested, m the form of level of capital protection,

University of Indonesia
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2, DERIVATIVE AS ALTERNATIVE INVESTMENT PRODUCT

Derivatives, by definition, are securities whose prices are determined by or ‘derived
from’ the prices of other securities. Derivatives play an ioreasingly role {and has increasing
volume) in financial markets. Derivatives include Options and Future Contracts (for Stock,
Foreign Exchange/ FX, and Commodity). However, there are limited derivatives products

available for Indonesian investors these days and part of it because of regulatory constraint.

2.1, The Derivatives Product Available for Indonesian Investor

Derivative produgis available to Indonesian investors recently are the ones which
involve FX option, FX forward, and alse Index Future Margin Trading, Some favorite
products offered by banks recently are Dual Cumency Deposit and Forward Deposit, Another
derivative product available for Indonesian investors is fidures market. There are many
financial service companies providing investment alternative in the future market i.e. index
futures (South Korean Index KQOSPL Japanese Imdex NIKKE!, Hong Kong Index

HANGSENG), FX (Foreign Exchange) future, and also commodity futures (gold).

2.2, Dual Curreacy Deposit: Tht; {Used to be) Most Popular

This is probably the most sold *structured deposit product” by banks in Indonesia. The
structure of this product basically consists of time deposit and FX option {put option).
Unfortunately, due to recent IDR depreciation against USD, the Central Bank has forbidden
banks to offer this product. But we will still discuss the details of this product as additional

knowledge and benchmark.

7 University of hulonesia
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2.2.1, Dusl Currency Deposit: How It Works

Base currency of investment is in IDR and the pertod of investment usually

vanges from | 1o 4 weeks, At the end of investment period, investor will either get his

IDR principal back plus IDR interest or he will get his principal and interest in USD.

This depends on the USD/IDR rate st the end of investment period Some key

features/ terms in this product:

Base Currenoy:

This is the currency of the initial investment, usually in IDR.

Alternaie currency:

This is the principal currency at the end of investment peniod should the rate
goes below the Strike Price. Alternate currency is usoally in USD, EUR, or
AUD.

Strike Price:

It is the agreed rate in order for investor to get the agreed return, At expiration
date {end of investment pericd), the USD/IDR rate (or any other FX rate
depend on base and alternate currency) should not fall below the Sirike Price if
the investor would like the principal and interest to be rematn in IDR at the end
of investiment period.

Return on Investment/ Yield;

It iz usually agreed upfront, fixed return, in % p.a. The figure will be subject to
the prevailing base currency {IDR) deposit rate, FX spot rate, Strike Price, and

market condition.

For example, mvestor is willing to place IDR 1 billion in Dual Currency Deposit. At

that time the current USD/IDR spot rate is 9,300 and with the agreed Strike Price at

9,250; investor will get fixed refurn 24% p.a. The period of investment is 1 month,

University of Indonesia
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The caloulation of the investment will be as follow:

1} Initial investment: IDR 1 billion

2} Fixed return: 24% p.a. in IDR for 1 month

3} Strike price; $,250

4} In 1 month time, investor will get:

a.

IfUSD/IDR at expiration date is above 9,250

= [DJR principal + IDR interest

=[DR 1 billion + 24% x IDR 1 billion x 1 month/12months

= IDR 1,020,000,000,-

This means that when USD/IDR rate is above 9,250 in | month time,
investor’s initial mvestment IDR 1 billion will be IR 1,020,000,000,-,
If USD/IDR at expiration date is at or below 9,230, investor then must
buy USD at rate 9,250, Thus the investment calculation will be;

= principal + interest in USD

= (IDR 1 billion + 24% x 1DR 1 billion % 1 month/12monthsy 8,250

= 8D 110,270

This means that when USLYIDR rate is below 8,250 in 1 month time,

investor’s initia) investment IDR 1 billion will be USD 114,270,

2.2.2. Dugl Carrency Deposit: Where do the additional retwrn/ premism over

deposit rate come from?

Key question here is: how do banks determine the fixed retumn, which is

always above the IDR deposit rate? As previcusly mentioned, Dual Currency Deposit

is & structure that involves FX Put Option (European Style), In this cass, the investor is

actually the seller of the Put Option, and thus he is actually entitled for the Option

University of Indenesia
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Premium (bank as the option buyer is supposed to pay the premium to the investor as
the option seller), With USD/IDR spot at 9,300 and taking into account several factors
such as wolatility (Black-Scholes Formula), the Put Option Premium for USD
107,527 - (JDR 1 bithon equivalent at prevailing spot rate} , tenor 1 month, and stoke
price at $,250 is USD 1,075,~. Banks then bundie this premium entitled ¢o the investor
and adding this with 1 month IDR deposit rate, thus the fixed rate calculation will be
as follows:
= Fixed Return = IDR deposit rate + additionsl return from selling Put Option
¢ IDR deposit rate = 12% p.a.
¢ Additional retum fom selling Put Optien is as follows:
= 1JSD 1,673 for 1 month tenor
= IDR. 10 million equivalent (USD/IDR rate at ©,300) for 1 month
= [DR 10 million/ IDR 1 billion
= 1% per month = 12% p.a.
* Thas, the fixed return for this Dual Currency Deposit is 12% + 12% = 24%
We can see from the above calculation that the additionsl reiurn/ premium over the
deposit rate are derived from the Option Premium. Thus, the higher the option
premium, the higher investor will gef additional return. Option Premium, as per Black-
Scholes Formula, can be caiculated/ estimated by taking mto account several factors:
Y Investment period/ tenor:
The longer the tenor, the higher the option premium, thus the higher the
additional return will be,
»  Sirke Price:
Out of the Money Strike Price (in this Dual Currency Deposit case is the lower

the Strike Price) will reduce the premium value, thus lowering the additional

University of indonesia
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return. On the other hand, the more In the Money Strike Price will Increase the
premium value.

»  Current Spot rate/ Current market condition:
The more volatiie the market condition/ FX rate, the more expensive the Option

premiurn, thus increasing the additional return,

2.2.3. Pual Carrency Depaosit: The Risk and Returr v¢ Time Deposit

Dusal Currency deposit will offer higher interest rate compared 1o ordinary JDR
time deposit (from the above example: 24% vs IDR time deposit at 12%). This is why
mvestons are keen 1o place their fund in this kimd of product. IFUSIVIDR rate s stable,
this product will be more aitractive. The risk is the FX rate movement (FX nsk). If the
USD/IDR rate, at anytime within the investment period, move adversely {in this case,
USD/IDR rate goes below the Strike Price), then at the end of the investment period
the principal currency will be converted {0 USD. Thus investor will suffer opportunity
loss.

The opportumity loss arises from the investor holding weaker currency {in this
case USD) by converting his IDR to USD using the Strike Price as the conversion rate.
¥or example, investor agrees to invest IDR 1 billion i Dual Currency Deposit with
same key conditions as previous examples (Investment period 1 month, Fixed retum
24% p.a., and Sirike Price 9,250} and at expiry date the USD/IDR rate goes down to
£,000; then investor will end up holding:
= (principal 1 billion + interest 24% x IDR 1 billion x 1 month/12monthsy 9,230
= VS 110,270
Should investor decide not to invest in Dual Currency Deposit, ingtead he invest his

IDR 1 billion in 1 month deposit at 12% p.a. and then in 1 month time he use the

University of Indonesia
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proceeds to buy USD from the market using USD/IDR rate 8,000, then with IDR 1
billion he will get:
1) Invest IDR 1 billion in 1 month time deposit at 12% p.a.
=TDR 1 billion + (12% x I billion x T month/ 12 months}
= DR 1,810,000,000 (principal plus interest)
2) buy USD from the market using market rate at 8,000

= IDR 1,010,000,000/ 8,000

= 1ISD126,250,-

This means, using these 2 steps, in 1 month time investor’s initial investment

IDR 1 billion will be USD 126,230~
The opportunity loss arises from the investment in Dual Currency Deposit if USD/IDR
spot at 8,000 in 1 month time is:
= LJSD proceeds (from 2 steps above) — USD proceeds {(Tnial Currency Deposit)
=USD 126,250 - USD 110,270
=1I8D 15,980
From the above opportunity loss caleufation, we can see that when USD depreciate
against IDR by 14% {Hom 9,300 to 8,000), the investor is experiencing similar
amount of opportunity loss of 14% (USD 15,980/ USD 110,270}

Then who should invest in this kind of product? Looking at the feature, this
product is suitable for Indonesian investor {with IDR revenue) who has fixed foreign
eurrency (USD, etc) payment. This type of investors will most likely be parents who
send their children to study abroad and have already allocated the fund 10 cover their

children’s expense,
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Investment in Bual Currency Deposit Traditional Investment
Invest IOR 1 billion in Dual Invest DR 1 billion i tme
Gureney Depeosit for 4 deposit for 1 manth &
month (b 24% p.a, shike 12%p.a,
ptine 29,250

ll

i T mont e,
invesimentwik be:
DR 1,010,000,600 -

J

i 1 ronth Hme, ginee

LEBDADR rale is 2t 8,000 Compvert he IR
investment will be; 1,040,900.000 b USD
Uy 116,270 with USMDR rate 3,000,
investmen] will be:
S0 126.250.-

Figure 2.1. Differont Results between Dyl Curreney Doposil end Traditional Investment whes FX Rate

Movement is Unfavorghie

The most important thing that investor need to be aware of 15, although this
product offer higher return compare to ordinary time deposit, at the expiry date

irvestor will be the one holding the weaker currency,

2.3. Forward Deposit

This is the 2 most popular structured deposit products among Indonesian investors,
The structure of Forward Deposit basically consists of time deposit and FX Forward, Same
case like Dual Currency Deposit, Central Bank recently has also forbidden banks to offer this

product.
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2.3.1. Forward Deposit: How it works, how to invest
The tenor for Forward Deposit usually ranges from 1 week to 1 month.
Investor invests in IDR, it is converted to USD, placed in USD time deposit, and at the
maturity converted back to IDR using the agreed USD/IDR rate (forward rate) thus he
will get his IDR principal back plus yield/ return. The yield/ return is agreed upfront.
For example, an investor would like to invest IDR 1 billion in Forward Deposit for 1
month. The agreed 1 month Forward Rate at that time was 9,400 (USD/IDR spot at
9,300). At that time the IDR time deposit rate was 12% p.a., USD time deposit rate
was 0.5% p.a. The calculation is as follows (All rates and pricing are as per August
2008):
1} Available information:
a. Initial investment: IDR 1,0000,0000,0000,-
b. Investment period: I month
c. IDR time deposit rate: 12% p.a.
d. USD time deposit rate: 0.5% p.a.
e. USD/IDR spot rate: 9,300
f. USD/IDR 1 month forward rate: 9,400
2) Initial investment IDR 1,000,000,000, is converted to USD currency at rate 9,300.
=IDR 1 billion/ 9,300
=USD 107,527,-
It will be USD 107,527,- equivalent.
3) USD 107,527 is placed in USD time deposit at 0.5% p.a. for 1 month
4) At the maturity (in 1 month time), USD fund will be (principal plus interest):
=USD 107,527 + (0.5% x 107,527 x 30 days/ 360 days)

=1USD 107,572,-

University of Indonesia
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5) Subsequently, USD 107,572 will be converted to IDR currency using the 1 month
forward rate 9,400, thus investor will get TDR 1,011,173,835. The return for this
investment is:
= DR 11,173,835/ IDR 1 billion
= 1.12% in 1 month or equal to 13.41% p.a.

‘This means that in 1 month time, investor’s initial investment of IDR 1 biilion will

be IDR 1,011,173 835~ {1.12% returmn in 1 month}.

2,3.2. Forward Deposit: The Risk and Retura vs Time Deposit
Forward Deposit will offer higher interest rate compare to ordinary time
deposit (from the gbove example, Forward Deposit offer 1.41% p.a. premium over
time deposit i.e. return from Forward Deposit is 13.41% p.a. vs IDR time deposit 12%
p.a.). The key drivers for the additional return/ premium over time deposit are:
" USD time deposit rate:
The higher the USD time deposit rate, with cther conditions remain the same,
the higher the vield/ return for investor will be.
. TSD/IDR Forward Rate:
The higher USD/AIDR. Forward rate, with other conditions remain the same, the
higher the vield/ return for investor will be. USD/IDR Forward rate itself is
basically a function of interest rate differential between TISD and IDR, current
spot rate and market condition, and tenor/ period. The higher the interest rate

differential, the more volatile the market condition, and the longer the tenor
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However, as we see from above investor will be exposed 1o FX risk (USD/IDR
rate movement). Should USIVIDR rate move adversely (in this case, IDR currency
depreciate further beyond the agreed forward rate), then investor will experience
opporiunity loss. From the above example, should the USD/IDR rate goes to 10,000 or
even higher, at the end of the investment period (which is 1 month), investor will still

end up with IDR 1,011,173,835 {see below table).

Table 2.1, Forward Deposit Return in Different FX Hates

~ Amaount in IDR Return in DR Return in % p.a,

indlial investment with agreed forweard rate

URDYIDR 8,400 1.0065,600 000

Princinal + interest Alter 1 month IF

LUSIHIDR at 3308 1.011,173,835 41,173.8358 13.56%
Pening] + inderest After 1 month iF

LSHADR at 10,000 1,011,173.835 14,173,835 13.4%

If investor decide not o imvest in Forward Deposit since he believe that
USD/IDR in 1 month will be at 10,000, investor will instead exchange IDR 1 billion to
USD at cumrent spot rate of 9,300, 1avest tn 1/SD time deposit for 1 month at rate 0.5%
p.a., and after | month investor will get 7.6% retun on investment. The calculation is
s follows:

1} IDR 1,000,000,000, converted to USD at rate 9,300 = USD 107,527~

2) USD 107,527 placed in titne deposit at 6.5% p.a. for 1 month

3) At the maturity, USD furd will be (principal plus interest):
= USD 107,527 + (0.5% x 107,527 x 30/360)
= U8D 107 572~

4} Subsequently, USD 107,572 will be converted t¢ IDR using the assumed
USD/IDR rate 10,006, thus investor will get IDR 1,075,716,846. The retum for

this investment is;

University of Indonesia
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=1DR 75,716,844/ IDR 1 billion
=7.6%% in 1 month or equal t0 90.9% p.a

This means that in | month Hime, investor’s initial investment IDR 1 billion will be

IDR 1,075,716,846,-.
Investment in Forward Deposit Traditionat Investmant
Irnvest IDR 1 biffian in Invest IDR 1 billion convert to LD with
Forward Deposit for 1 USDADR rate 9,300, Investor will get:
month £ 13.4%pa, shike USD 107 527 -
prce At 3400

Place USD 107577 - in t month ting

deposl @ U8% na
in 't month me, Bwilibe IBD 167 572

v J

In 1 month time, USEVDR

0,000 Corert the USD 107 572 to 1BR with
:‘:?e;?::é:tmu be: LSDADR rate 10,000,
DR 1,011.473,858 Investment will be: 1R 1,675 718,848

Figare 2.2. Diffcrent Results befween Forward Deposit and TradiSonal Investment when FX Rate Movement is

Unfavorabie

Opportunity loss is the difference between return in Forward Deposit
investment and return in traditional investment for the same period of time. Below is
the calculation for the opportunity losses if in T month USD/IDR rate actually
depreciates io 10,000;

Opportunity loss = Return from ordinary investment - return from Forward
Deposit

= DR 75,716,846 - IDR 11,173,835

University of indonesia
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= DR 64,543,011 / month OR 6.5%/ month equal 16 77.5% pa.

This means that when TISD/IDR rate move unfavorably (from 9,300 to 10,000)
in 1 month time; investor will have betler return (IDR 64,543,011) if he invests 1o
traditional mvestment {conversion 10 UUSD and deposit) rather than if he invests ip
Forward Deposit.

We can see from the above 2 examples that the key driver for Forward Deposit
is the agreed Forward Rate, actual USIVIDR rate at the end of investment period,
USD and IDR imme deposit rate. Forward Deposit will be attractive only if the
USD/IDR rate is stable and if investor believes that USD/IDR at the end of investment
period will be below the USD/IDR forward rate and his belief is right. If at the end of
the investment period the USD/IDR rate is above the agreed Forward Rate, then

investor will suffer opportunity loss.
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3. FUTURE INDEX TRADIRG: INTRODUCTION

Another investment alternative which involves derivative 1s margin trading. Margin
trading available for Indonesian investor is Future Index, The product is sold by Financial
Service Companies (not banks), and they are governed by BAPPEBTI {(Badan Pengawas
Perdagangem Berjanghka Komoditi}. The future indexes available for investors are NIKKEI
(Japan’s stock market} and Hangseng (Hong Kong’s stock market). One of the key features
that differentiate Future Index Trading among other investment tools is the ability to gain

profit alihough prices are declining (by opening a Short position).

3.1. Future Index: How it werks, how to invest
To invest, investors need to come to companies who arc licensed (the list of the
companies can be found via BAPPEPTI website) to sell these products. As mentioned above,
future index trading gives flexibility to investor since cither the market goes up or down,
investor will still be able to gain profit.
Investing in fature index, investors need to be aware that there were some cases in
2008 regarding mis-selling and fraud. in light of that, investars need to know few things
{extracted from Kontan weekly magazine):
1. The financia! imstitution seliing Future index
When a company s listed in BAPPEBTT website {www bappebtigo.id), then it is
eligible to market this product. Aside from legality, we also need to pay attention
to the quality of the financial institution. One indicator is whether it has a good

Market Research feam orf not.
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2. Segregated seoounts
The investor’s fund should be placed in segregated account, which is approved by
BAPPEBTIL

3. The Retumn
This is a high risk investment tools. There is no fixed return guaranteed, But
investor could maximize his retum if he is taking the right view and position on
the market, either i 18 bearish or bullish.

price price

close; SELL apen: SELL

bulkish market bearich market

opan: BUY sloge: BUY

time fime

Figure 3.1, How to gain profit in Future index tzading

If investor is expecting the market to strengthen, thern he wall open a Long/ Buy
position and then close it with Sell/ Short position. If he believes the market is in its down
trend, ther he is able to do the other way around (cpen with Sell/ Short, close with Buy/
Long). Some key terms applied:

* Trading hours:

Thig is the operating hours for the indexes. NIKKFEI and Hangseng have different

trading hours.

o NIKKEI frading hours: Monday to Friday, 06.45 — 13.30 and 14.30-21.55

& Hangseng trading hours: Monday to Friday, 08.45-11.30 and 13.30-15.30

Liniversity of Indonesia
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Contract size:
Each point movement in those indexes will impact IDR 30,000/ potnt.
Margin requirement:
The margin/ cash required for doing the transaction. Basically, the companies will
restrict the use of cash invested for this margin requirement.
o Daytrade:  IDR 10 militon/ lot
If investor decides to do daily trading (open and close the position within the
same day).
o Overnight:  IDR 20 million/ lot
If investor decides 10 hold his position longer than 1 day, then the margin
requirement will be doubled.
Commission fee {including tax 10%)
Transaction charges amounting IDR 55,000,/ lot for open position and another IDR
55,000,~/1ot for closing the position (settlement).
Rollover fee:
If investor decides 1o hold his position longer than 1 day, then there is an additional
charge i.e. Rollover fee of IDR 30,000,/ lotf night
Mamntenance Margin; 70% of necessary margin
When the market moves agsinst the investor’s favor and his position deteriorate
{suffer floating loss), then the company will start calling investor for cash top up once
mainfenance margin fevel has been reached.
Auto Liquidation; 30% of necessary margin
When things get worse (maintenance margin 70% of necessary margin has been

breached), company will do auto liquidation/ close the position without notifying the
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investor once Auto Liquidation level has been reached. If this auto liquidation occurs,

the floating loss that the investor suffers will be turned to be realized loss.

Below are some examples for the profit/ loss caleulation, taking o account the fransaction
charges:
1. Overnight trading, profit on NIKKE]
On 6 April 2008, investor views that NIKKEI will strengthen from its current position
at 14,000. In the opening hour he then buys 2 lot of NIKKEI at 14,000. Few hours
later, within the same day, NIKKEI strengthen to 14,100, investor then close his
position by selling 2 lot NIKKEI at 14,100, Since investor 18 trading 2 lots, then the
margin required is IDR 20,000,000,-. The profit/ loss calculation are as follows;
Profit/ loss = no. of It x (close price -~ buy price) x contract size — commission —
rollover fee
Commission = no. of lot x IDR 110,000 (for open and close including VAT)
Rollover fee = no. nights x no. of fot x IDR 30,000
Profit/ loss = 2 x {14,100-14,000) x 56,000 - (2 x 110,000) - NiL
=2 x 100 x 50,0600 - 220,000
= [DR 9,780,000,-
In this case, investor gain profit of IDR 9,780,000 from intraday trading. Please note
that from 100 points (0.7%) movement of NIKKEI and initial investment of IDR 20
million, within one day investor will gain profit of IDR 9.78 million, which is 2 45%
return on investment (RO1) in 1 day only.
2. Overnight trading, loss on Hangseng
Investor believes that Hangseng will weaken from its current position at 12,150 on 11

March 2008. He then sells 1 lot Hangseng at 12,150 at the opening hour. Few hours
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later within the same day, Hangseng strengthen to 12,200. Investor then decided o
close his position on that day and buy 1 lot Hangseng at 12,200, The profit/ loss
calculation:
Profit/ foss = po. of lot x {close price — buy price} x contract size ~ commission -
rollover fee

Profit/ loss = 1 x {12,150-12,200) x 50,000 - {1 x 110,000) - NIL

= 1% -300 x $0,000 - 110,000

= . IDR 2,500,000,-
In this case, investor suffer loss {since the closing price is higher than the opening
price, whilst he is taking a short/ sell position} of IDR 2.5 million. Please note that
within 1 day, Hangseng strengthened by 5O poinis {0.4%) and investor suffers loss of
IDR 2.5 million from his investment of IDR 1€ million, which is 2 negative retorm on

investment of 25%.

. More than 1 day trading, profit on Hangseng

Investor believes that Hangseng will weaken from its current position at 12,150 on 1]
March 2008, He then sells 1 lot Hangseng at 12,150 at the opening hour. Few hours
later within the same day, Hangseng strengthen to 12,200. Experiencing a floating loss,
investor then decided 1o maintain his position on that day and wait further. On 18
March 2008, Hangseng Is traded at 11,900 Invesior then decided to take profit and
close s position by buymg 1 lot Hangseng. The profit/ loss calculation are as
follows:

Profit/ loss = no, of lot x {close price — buy price) x contract size ~ commission

rollover fee

Commission = no. of lot x IDR 110,000 (for open and close including VAT)
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Rollover fee = no. nights x no. of lot x IDR 30,000

= 7 nights x IDR. 30,000

=IDR 210,000,-
Profit/ loss = 1 x (12,150-11,900) x 50,000 - (1 x 110,000) ~ 210,000

=IDR 12,180,000,-

When Hangseng weakened 250 points (2.1%) from 12,150, investor gained profit of
IDR 12.18 million from his IDR 10 million investment. This is a 122% Return on
Investment within 7 days.

For more than 1 day trading, investor also needs to monitor closely the market
movement (in this case Hangseng index) and its implication (floating profit/ loss) to
the investor’s trading position particularly on the remaining margin and maintenance
margin, Let’s say from the above example, the initial investment is IDR 100 million
and other things remain the same, with the day to day Hangseng movement the

implication to investor’s trading position will be displayed as per below table:

Table 3.1. Daily calculation of the investment against daily market (Hangseng) movement

Hangseng
Closing Maintenance
Price Floating Profitf Loss  Remaining margin Margin 70%

= (Closing — Opsning

Prica} x 50,000 +

Commission + = 90 miffion + Floating

Rollover Fee Profit/ Loss = 70% x 10 million
11-Mar-08 12,200 | (2,555,000} 87,445,000 7.000,000
12-Mar-08 12,400 | (12,500,000) 77,500,000 7,000,000
13-Mar-08 12,350 | (10,000,000} 80,000,000 7,000,000
14-Mar-08 12,000 { 7,500,000 97,500,000 7,000,000
15-Mar-08 12,050 | 5,000,000 95,000,000 7,000,000
18-Mar-08 11,900 { 12,500,000 102,500,000 7,000,000

Source; www,finance.yahoo.com (for the Hangseng Price)
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Notes for the above table:

*  Floating Profit/ loss:
Opening position is Sell 1 ot at 12,150, The Doating profit/ loss is calculated
based on the mark to market and adding the transaction charges (including
commission and rollover fee for keeping position more than 1 night).

* Remsining margin
Remaining margin is the remaining fund available to further trade or absorb
the loss from the trading. Remaining margin can be calculated as follows:
Remaining margin = initial investment — contract size + Floating profit/ loss.
From the above example, since the initial investment is IDR 100 million and
investor is trading {(scll) 1 lot of Hangseng (margin requirement will be IDR 10
million), thus the remaining margin for start of the caleulation will be IDR 90
millien. Then, this remainiog margin figures will be updated on every sscond,
each time the market (price) moves.

*  Mzintenance Margin 7%
As previously mentioned, investor also needs to monitor his maintenance
margin level, the level where the company will start calling investor asking for
cash top up. From the above example, since mwvestor is trading 1 lot of
Hangseng with contract size worth of IDR 10 million, then the maintenance
margin level is at IDR 7 million {70% of contract size = 70% x 1 lot x IDR
10,000,000,/ lot), meaning when market (price) move adversely and the
floating loss has caused the Remaining Margin/ position (o detedorate 1o IDR

T million.
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4. Movre than 1 day trading, loss on Nikkei

On 6 April 2008, investor view that Nikke: will sirengthen from its current position at
14,000, In the opening hour he then buys 2 lot of Nikket at 14,000, Few hours later,
within the same day, Nikkei strengthen to 14,100; but he expects it to strengthen
further and does not want to take the profit now, On @ April 2008, Nikkei is traded at
13,700 and investor iy getting worried things will get worse so he then close the
pesition. The profit/ loss ealeulation are as follows:
Profit/ loss = 2 x (13,700-14,000) x 50,000 - (2 x 110,000} - (3 x 30,000}

= =30,000,000 - 220,006 — 50,000

= 1R 30,310,000,
When Nikkel weakened by 2.1% (300 points) in 3 days, investor suffered loss of IDR
30.31 million, which ig a 152% loss from his imital investment of IDR 28 million.
Table below shows the investor’s position on a daily basis against the Nikkei price

movement,

Fable 3.2. Daily calcalation of the investment against daily marke! (Hangseng) movement

ting Prefits Bamtenance Margin

385 Remaining margin 0%
= (apen price - A) x | = 80 miffon + Fipsling Profl/
50,000 Losgs = 70% x 20 miflion
B-Apr08 1 14100 8,854,080 §3,880,000 14,000,000
7-Apr-08 1 14,050 4,660,000 84,860,000 £4.008,0600
8-Apr-GB | 13800 (40.176,6003 39,830,000 14,000,000
S-Apr-08 | 13,700 {30,3714,000) 432,880,000 14,300,080

Source: www.finance. yahoo.com (for the Hangseng Price)
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Notes for the above table

Floating Profit/ loss:

Opening position is Buy 2 ot at 14,000. The floating profit/ loss is calculated
based on the mark to market and adding the transaction charges (including
commission and rollover fee for keeping position more than 1 night),
Remaiming margin

Remgining margin is the remaining fund available to further trade or absorb
the loss from the trading. Rematning margin ¢an be calculated as follows:
Remaining margin = initial investment — contract size -+ Floating profit/ loss.
From the above example, since the initial investment is IDR 106 miilion and
investor 1s trading (buy) 2 lot of NIKKEI (margin requirement will be IDR 20
million), thus the remaining margin for start of the caleulation will be IDR 80
million. Then, this remaining margin figures will be updated on every second,
each time the market (price) moves.

Maintenance Margin 70%

From the sbove example, since investor i trading 2 lot of NIKKEID with
contract size worth of IDR 20 miilion, then the maintenance margin level is at

IDR 14 million (70% of contract size = 70% x 2 lot x IDR 10,000,000,-10t).

3.2, Future Index: Risk and Return Disclosure

We see from the above 4 examples, Future index Margin trading i5 a very risky

products. The impact of market price movement will be amplified to either the profit or the
foss. A 300 points adverse move on Nikkei (2.1%6) could result a 150% loss (see Example 4
above} and a 250 points move on Hangseog (2.1%) could result 2 122% profit within few

days only. All of this is due to the high leverage characteristics.

University of Indonesia
Future Index..., Leonardi Tirtasubrata, FEB Ul, 2009

g o



28

3.3. Then, why should invest in future index?

In this bearish market environment, investor has very limited option to optimize his
portfolio return and Future Index trading with its key features is 2 good investment aliemative.
Although the market is bearigh, investors should not put all of his eggs into one basket ie
future index trading. The next thing that he should think is the portfolio composition which
could at least protect the initial investment amount and alsc opfimize the return amidst the

bearish market.
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4, FINDING THE RIGHT COMPOSITION IN BEARISH MARKET: THE ‘BEAR’

PORTFOLIO

The portfolio i.e. "BEAR Portfolio” should consist of low risk and high risk products.
The idea will be similar to capital guaranteed mutoal fund where the high risk product wil{ be
part of the offensive strategy which is to maximize the return, while the fow risk product will
be part of the defensive strategy i.e. to protect the initial investment,

Singe future index trading the high risk product with minimum initial investment is

TDR 100 million, then the low risk product that we chose should vield minimum IDR 100
million p.a, The vield from the low risk product will be used to cover the IDR 100 miflion
invested in future index trading that is possibly to fully evaporate,

For the low risk product, we should choose ORI {Obligasi Ritel Indonesia) dus to the

following reasons:

1. ORI is government bond which is accessibie to retail investors,

2. Since ORI is a2 government bond, the risk is lower (in general) compare to
corporate bonds,

3. Compare to ordinary time deposit, ORI will most likely offer higher vield/ return,
On the other hand, we could say that the risk of ORI and time deposit have similar
(low) risk.

4. Compare to time deposit, ORI offer fixed retumn {from the coupon) for longer
periad. Unlike time deposit rate which is usually revised/ refreshed on a monthly
basis. So there is a risk when time deposit rate will be deciining while we have set
the budget for interest rate income 1o cover owr investment in future index,

The ORI coupon {including 20% tax) ideaily should cover the IDR 100 million investments in

future index. If we see from the last 2 ORJ, ORIO0S offer higher coupon with 11,45% until
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September 2013, The coupon 11.45% should be equal to IDK 100 million future index
investments, thus the amount should be invested in ORI
= ORI coupon = 11.45% p.a. excluding 20% tax
*  ORIcouponaftertax = 11.45% x (1-20%)
=5 16%
= The 9.16% should be equal to IDR 100 million future index investments, The
mvestment in ORI should be:
=TDR 100 million/ 9,16%
= IDR 1,081,703,057,-
This means, to get coupon amounting IDR 100 million per year from ORIGOS,
investor should invest IDR 1,091,703,057,- in ORI00S,
From the calculation above, the minimum fotal amount of BEAR portfolic which conststs of
ORIOO0S (low risk) and future index (high risk) should be:

=IDR. 1,091,703,057,- + IDR. 100 million

=IDR 1,191,703,057 -

Thus, total amount of Bear Portfolio will be IDR 1,191,703.057 - and it should consists of
91.6% of ORIGOS and 8 4% of future index investment.

We will try to change the total investment amount of IDR 1.19 billion to a simpler
figure i.e. IDR 1 billion and keeping the future index investment at IDR 100 million, The new
BEAR portfolio composition will be 90% ORIOO0S and 10% future index. The changes on the
portfolio composition and total investment ameunt will have some impacts:

*  We know that the net return from QRIOO05 is 9.16% p.a. With IDR 900 million on

ORI003, then the net return will be:

= TR 900 million x 9.16%

= IDR 82.44 million
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The DR $2.44 million is the figure reflecting that the return from ORIC0S which is
able to cover the maximum loss arise from the high risk investment (future index).

»  Although we invest IDR 100 millien in future index, with the new BEAR portfolio,
we can only suffer maximum loss of IDR 82,44 million in this investment. In other
words, there is an IDR 17.56 million that will be ‘uncovered/ unprotected” by ORI003
investment. Limiting the maximum loss to {DR 82 44 million iz one way to keep the

initia) investment IDR 1 billion protected.

4.1. BEAR Portfolio; Historical Test on Nikkei and Hangseng

After deciding that the total portfolic amoust is IDR | billion and it will consist of
90% ORI005 and 10% future index (BEAR Portfolio), we ther need to conduct the historical
test on the returny/ loss that we will get from this portfolio. First, we will conduct the test for
the portfolio of which the high risk product consists of Nikkei and then we will conduct the
saine test for Hangseng, We assume that the investor is a passive investor, thus he only trades

Fuoture Index 1 or 2 times within 1 vear {instead of doing daily or weskly trades).

4.1.1. BEAR Portfolio: 10% Future Index on Nikkei

The high risk product of the portfolic amounting IDR 100 million will be invested in
Future Index Nikkei. Although we know that IDR 106 million is sefficient to do 10
tranggetions (IDR 10 million/ Iot), we should be aware that this i3 a very high risk product
because of the high leverage characteristic. Thus, we will conduct 2 tests, to trade 1 lot on
Nikkei and trade 2 lot of Nikkei. Since the general view that in 2008 the market is bearish, we

open the position with Short/ Sell position on Nikkei,
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1} Short 1ot of Nikkei in the beginning of 2008

From the Profit and Loss Table of trading (Short) 1 lot of Nikkei for the past 1 year,

we can see that at the end of 2008 the IDR 100 million invested in Future Index will

grow to IDR 272 million. If we settle the position at end 2008 by Buy/ Long 1 Int

Nikke:, our investment will yield 172% p.a

We can also see that throughout the year, the lowest level of the remaining balance

{due to floating loss) is on & January 2008 when the remaining balance was IDR 98.9

miflion. This is more than enough buffers compare to minimum remaining balance of

IDR 17.56 million to cover the unprotected part of the BEAR portiolio. The highest

remaining balance was on 24 Qctober 2008, when the remaining balance was IDR 352

million, meaning if we seitle the position on 24 October 2008, our investment will

vield even higher af 252% p.a.

The calculation of the BEAR portfolio return will be as foliows:

Takie 4.1. BEAR Portfolic Composition and Retura

{nitial
investrient After Tax Retum (DR Annual Return
{iDR million} mmithion) %3
CRI005 200 82.44 9.18%
Future Index;
Nikkei 100 172.48 172.48%
TOTAL Portfuilio 1,000 25452 25.48%

We can see from the above that by trading 1 lot Nikkel, the BEAR Portfolio in 2008

will yield 25.49% return.

2) Short 2 lots of Nikkei in the beginning of 2008

If investor strongly believes that 2008 market is bearish, then he could do a more

aggressive trading on the Nikkei by trading more than 1 lot. From the Profit and Loss
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Table of trading {Short) 2 lot of Nikkei for the past 1 year, we can see that at the end
of 2008 the IDR 100 million invested in Future Index will grow to IDR 445 million, If
we settle the position at end 2008 by Buy/ Long 2 jot Nikkei, our investment will vield
345% p.a.

We can also sec that throughout the vear, the lowest level of the remaining balance
{due to flogting loss) is on 9 January 2008 when the remaining balance wag IDR 97.9
million. Again, this is more than enough buffers compare to minimum remaining
balance of IDR 17.56 million o cover the unprotected part of the BEAR portfolic. The
highest remaining balance was on 24 October 2608, when the remaining balance was
IDR 604 million, meaning if we settle the position on 24 October 2008, our
investment will yield even higher at 504% p.a.

The caleulstion of the BEAR portiplio return will be as follows:

Table 4.2. BEAR Portiolio Composition and Retwmn

Initiat
investment After Tax Return {IDE Annual Retura
{iDR million) million) (%}
ORHIOS 2ls]4] #2.44 9.16%
Future index:
Nikkei 160 3450 34801%
TOTAL Portinlio 1,000 427.48 42.78%

We can see from the above table that by trading 2 lots Nikkei, the BEAR portfolio in

2008 will yield 42.75% pa.

4.1.2,. BEAR Porifolio: 10% Future Index on Hangseng
The high rigsk product of the portfolic amounting IDR 100 million will be invested in

Future Index Hangseng Same as Nikkei’s test, we will conduct 2 tests, to rade 1 ot on
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Hangseng and trade 2 fot of Hangseng. Since the general view that in 2008 the market is

bearish, we open the position with Short/ Sell position on Hangseng.

1) Shert 1 lot Hangseng in the beginning of 2008

From the Profit and Loss Table of trading (Short) 1 lot of Hangseng for 1 year starting
beginning of 2008, we can see that at the end of 2008 the IDR 100 million invested in
Future Index will grow to IDR 539 million. I we settle the position at end 2008 by
Buy/ Long 1 lot Hangseng, our investment will yield 43%% p.a.

We can alse see that throughout the vear, the lowest leve! of the remaining balance
(due to floating loss) is on 9 January 2008 when the remaining balance was IDR 44.4
million. This is more than enough buffers compare to minimum remaining balance of
IDR 1756 million 1o cover the unprotected part of the BEAR portfolio. The highest
remaining balance was on 27 Qctober 2008, when the remaining balance was IDR 698
million, meaning if we settle the position on 27 October 2008, our investment will
yvield even higher at 598%,

The c¢alculation of the BEAR portfolic {which consists of Future Index Hangseng)

return will be as follows:

Table 4.3. BEAR Portfolio Cempasition and Reton

initiat
Epemstment After Tax Relurn {(IDR Armeal Betum
; {IOR million}  mation) {%}
CORIGDS 800 82.44 9.18%
Future Index:
| Hangseng 100 439.80 432.90%
TOTAL Portfolio 1,000 B22.34 52.23%

We can see from the above table that by trading 1 lot Hangseng, the BEAR portfolio

in 2008 will yield 52.23% p.s.
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2} Short 2 lots of Hangseng in the beginning of 2008

We will try a more aggressive trading on Hangseng, by trading (Short/ Seli) 2 lots of
Hanggeng at the beginning of 2008, From the Profit and Loss Table of trading {(Short)
2 lots of Hangseng for the past 1 year, we can see that at the end of 2008 the TDR 180
million invested in Future Index will grow to IDR 979 million. If we settle the position
at end 2008 by Buy/ Long 2 lots Hangseng, our investment will yield 879% p.a.
However, if we sce the remaining balance and floating profit/ Joss movement
throughout the vear, we can sce that on 9 January 2008 the remaining balance was
negative IDR 11.2 million. At this point, investor should top up (provide additional
cash) at least IDR 25.2 million in order t0 maintain 70% of margin requirement
{maintenance margin) 1o keep his trading position (sell 2 lots Hangseng) ‘alive’.
Henge, the most important note from the test on trading 2 lots of Hangseng is that the
iniial investment of TDR 100 million will not be enough to maintain the trading
position for 1 year, meaning mvestor need to provide more than IDR 100 million
should he wants 1o trade more aggressive on Hangseng for 1 year period.
Let’s say investor is willing to increase the future index investment to IDR 200 million,
but he would like to keep his total investment at IDR 1 billion, This means, the
investment in ORI005 will be decreased to IDR 800 million. This will impact the
portfolio risk profile, meaning the 100% capital guarantee feature will be changed.
. The annual coupon from ORIO0S net after tax is 9.16% and i we invest IDR
800 mio in ORIOGS, the annual coupon payment will be IDR 73.28 mio.
. We invest [DR 200 mio in future sndex, which is a high risk produet. This IDR
200 mio investment can only be ‘covered’ by the ORI coupon partially, which

is IDR 73.28.
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n Hence, the new BEAR portfolio (80% in ORI and 20% in Hangseng) will only
have 87% of capital guarantee feature. This means investor might loose 13% or
IDR 130 mio of his initial investment.

With the new portfolio composition, the annual return of the portfolio will be as

follows:
Table 4.4, BEAR Portfolio Composition and Retnm
’ {
ORIgE 200 73.28 4 16%
Fulure Index:
Hangseny 200 878,81 438 9%
TOTAL Porifolio 1,060 §53.09 85.31%

We can see from the above table that by trading 2 Iots Fangseng, the BEAR portivlio
in 2008 will yield 95.31% p.a.

We can also see that the highest remaining balance wag on 27 Qctober 2008, when the
remaining balance was IDR 1,298 million, meaning if we settle the position on 27
October 2008, our investment in future index (now IDR 200 mio) will vield more than

6G0%.

From the 4 tests above (trading Nikkei 1 and 2 lots, trading Hangseng | and 2 lots), we
can see that only when we trade Hangseng 2 lots n 2008, the initial investment of IDR 100
miltlion is not encugh. Hence at that time, we incresse the investment in high sk future index
to IDR 200 million and decrease the investment in Jow risk ORIQ0S} to IDR 800 millien. As
we change the portfolio composition, the risk profile change. This opens another opportunity

to comnduct a fest should investor 1s an aggressive one.
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4.2. Aggressive Portfolio in Bearish Market: 20% - 30% Future Index

The key to turn the portfolic to more aggressive with higher risk and return profile s
by trading more lots on the future index side. In future index trading, as we trade more lots,
there is higher possibility for higher floating loss, thus we may need higher Initial investment
as buffer to keep our position ‘alive’ (not automatically liquidated’ ¢losed due to insufficient
margin} when the market moves against our position. A good example is previous calculation
when we trade 2 lots of Hangseng in 2008, the initial investment of IDR. 140 million 1s not
enough at that time, and thug the investment should be increased.

As previously mentioned, changing the portfolio composition by increasing the future
index trading will change the risk profile. If total investment stays at IDR 1 billion, increasing
the high risk {future index) proportion will subsequently decreasing the low nisk (ORD)
proportion, On the other hand, the low risk (OR1) investment is the one that increase the level
of capital protection in this portfolio. The change in the level of capital protection of the
portfolio along with the increasing portion of future index investment is caloulated as per

below table,

Table 4.5, BEAR Portfolios, Differgn Portion of Future Index, and their Level of Capital Protecion

BEAR PORTFOLIO

: 3 !
ORIO0S 4DR million) 500
Future index (DR million) 100 200 300 A0 ]
Total Portfulio (DR miliion) 1,000 1,000 1,060 1,000 1,006
Portion of Future index 10% 20% 30% 40% 50%
ORIGES net coupon 8.16% B2 44 73.28 84,12 54,08 458
Capital protection DR million) 882.44 873.28 76412 §54.06 5458
Level of capital protection 98.2% 87.3% 16.4% 65.6% 54.5%

Graph below also emphasize that the level of capital protection in Bear Portfolio has

an inverse relationship with the portion of the future index investment. We can also assume
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that the higher the risk the investor is willing © take, the lower the capital protection he

expects.
Bear Portfolio: Future Index investment - Gapital Protection
100.0%
80'8% o
o
°Q
B
]
2 e0.0%
2
€3,
]
W 40.0% -
>
L
Q‘G[yﬂ T H H ¥ 1 H
9% 10% 20% 3% 4% 50% 0%
Partion of Investment in Futare index

Figure 4.1. Level of Caplial Prolection vs Porton of Tovestment in Futwre Index

We will now try 1o ¢reate a more aggressive portfolio by trading more lots on the
future index side. A very conservative ratio for future index trading is 1:10, meaning if we
want to trade 1 lot, our initial margin should be 10 times of the coniract size (10 x IDR 10
million = IDR 100 million). Thus, if we would tike {0 trade 2 lots, we should provide IDR 200
million. With 1:10 ratio, for 1 lot of trading, investor has DR 90 million in the remaining
margin as a buffer just in case the market moves against his trading position. This IDR 20

miflion is egual to 1,800 points adverse movement (JDR 80 millior/ IDR 50,000) for each lof

that we trade.
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The calculation of the more aggressive portfolio then wil] consists of 20%, 30%, 40%,
and 50% future index trading. For simplicity, let’s just assume that we invest in Nikkei future
index and using 1:10 conservative rule, meaning if we invest 20% (DR 200 million} in future

index, then we will only trade 2 lots, and s0 forth

Table 4.6. BEAR Fostfolios, Level of Capital Prolection, and the Retum

PORTFOLIG

BEAR BLAR 2 BEARZ BEAR 4 BEAR S
ORIE05 (IDR mifion) 800 800 00 800 500
Future Index (DR
million) - 108 200 360 400 560
Total Portfolio (IR
miliion) 1,000 1,000 1,000 1,000 1,000
Portion of Future
index 10% 20% 30% 40% 50%
Level of capital
protection 88.2% 87.3% 78.4% 856.5% 54.6%
2008 Partfolic Retum
{Future index: Nikked 25.45% 42.758% 58.14% 2.227% 2,7808%

The gbove table shows the calculation of the portfolio return should we invest in
Nikkei in 2008, Some key assumptions that we use are!
1. Trading starts at the beginning of 2008 until end of 2008, thus the floating lose/ profit
is marked against Nikkei price in 2008,
2. We assume 2008 is bearish, thus the opening position is Short/ Self Nikke:,
3. Atthe end of 2008, we liquidate/ slose our position and realize our profit/ loss,
We can see that és we turn the Bear Portfolic to more aggressive by increaging the future
index proportion, the level of capital protection decrease. However, the portfolio return shows

an aggressive increase as well. Below graph shows the correlation of these key indicators.
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8. NEXT QUESTION: INVEST IN NIKKEI OR HANGSENG?

Aside from the trading hour’s differences, Nikket and Hangseng have some
charzcteristics that differentiate each other e.g volatility and correlation to Indonesian Stock
Index (10X}, Before choosing 1o invest either in Nikkei or Hangseng or even both, investors

need o know their characteristios.
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T VN

Y den 1140 ¥

Figure 5.1, Nikkel Budex for the Jast 2 years

Sonrce: www.finance yahoo £0m

From the above and below figures showing Nikkel and Hangseng price movement for
the last 2 years, we can see that both are showing declining trend. But, if we look into the
details of the prices for both indexes, we will find out that Hangseng index 1s more volatile

than Nikke: index. This volatility eventually will impact the Profit/ Loss of our trading
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position. For example, for the period of January-December 2008 alone, the range for Nikket's
daily highest and lowest price is between 76 points (on 17 July 2008) and 1,047 poinis {on 14
October 2008). If 1 points egual to IDR 50,000, -, then for each 1 lot of Nikkei transaction will

impact between IDR 3.8 million to IDR 32.33 million on the Profit/ Loss.

Figure 5.2, Hangseng Index for the last 2 vears

Source: www fingnceyahoo.com

If we see Hangseng’s daily highest and lowest price for the same period (January-
December 2008), it ranges between 131 points {on 6 June 2008) to 2,060 points {on 27
October 2008). This translates 1o a movement between IDR 6.55 million to IDR 103 million

on the Profit/ Logs on a daily basis for 2 single lot transaction on Hangseng.
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Knowing the volstility of Nikket or Hangseng is important for investor due 10 its
irzpact on the Profit/ Loss. Since Hangseng is more volatile {(the range between daily high and
daily low} than Nikkei, investor who wants to invest in Hangseng should prepare additional

fund to absorb the higher volatility (as buffer for the floating loss).

5.1. Correlation with Major Indexes
Of course, investors need 1o know more on Nikker and Hangsenyg index movers. But
there are other indicators that might help to get to know Nikkel and Hangseng index, which is
their correlation to other mejor indicators. For Indonesian investors, we neesd (o know Nikkei
and Hangseng’s correlation o IDX considering Indonesian investors may be mors aware of
DX g Indonesian market itself compare to Nikkei or Hangseng. Aside from TDX| we also
need to know the correlation with the world’s major index i.e. Dow Jones Industrial Average

“DIT” (USA).

3.1.1, Nikkei’s Correlation

Figure 5.3, below shows the performance of Nikicei and 1DX for the past 1 year. We
can see that in genersl, Nikkei’s movement is bearish in 2008 which is in line with IDX.
Nikkel wag weakening by more than 40% while IDX wags weakening by slightly more than
50%. We can see that for the past 1 year, Nikkei’s movement 18 2lmost in line with IDX this

shows a strong correlation,
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Figurs 5.3, Nikkei vs 1D Year to Date 2008

Soume: www. Finance vahoo.com

Meanwhile, below figure 5.4, below shows the performance of Nikkei and TDX for the
past 2 years. Again, in general Nikkei’s movement i similar to IDX’s. Both of them are
weakening for the past 2 years. Nikkei was weakening by more than 4086 while IDX was
weakening by more than 20%. This is quite surprising since Nikkei, which is a representative
of developed market with Jower risk and retumn profile, was weakening more than IDX. In the
period between Quarter 4 2007 to Quarter 3 2008, we see that IDX was still in positive

territory while Nikkei was already in the negative territory.
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Figawe 5.4, Nikkol vs 1DX for the past 2 years

Source: www. Finance yahioo com

Next, we observe Nikkel’s corrglation with Dow Jones Industrial Average (DT}
Below graph shows that for the past 1 year, we can see that in general Nikkei’s movement is
in line with DJL, which iz bearish. Nikkei was weakening by 40%, while DJT was weskening
by shightly more than 30%. We can zlso see that thronghout the year, Nikkei’s movement is

almost in Hine with DJ], which shows a strong correlation.

University of Indonesia
Future Index..., Leonardi Tirtasubrata, FEB Ul, 2009



46

G e T
Bt m My Ao LEY Jan ut -:’n); - e 14 Haw Lt :
M¥alone BILIN W

i

3n 28] 0 e 520!

¥

2 S Mo [ROMG

Figure §.5. Nikkei vs 13JI Year To Dale 2008

Source: wew, Finance yahoo.com

For period 2 years, Nikkei's and DI1's performance can be seen on the below graph.
Simular to Nikkei vs IDX performance for period 2 years, Nikket and DIl correlation for this
period is not as strong as the correlation in period 1 year. We can see that for the past 2 years
Nikkei was weakening by almost 50%, while DIl was weakening by around 30%. The gap is
wider thant the 1 year period gap, From the 4 graphs, we can see that in general, Nikket’s
movement is in line with the 2 major indexes observed .. IDX and DI This i3 & good thing
for investor, as he may not need to know the details of Japanese market, instead, be can

observe the local Indonesian markst and major market like USA only,
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5.1.2. Hangseng’s Correlation

Below graph shows the performance of Hangseng and IDX for the past 1 year. Both
shows bearish trend. Hangseng was weakening by almost 50% in 2008, while IDX was also
weakening by around 50%. We can also see that Hangseng’s movement is very similar to
IDX’s throughout the year, showing strong correlation,

We also see strong correlation between Hangseng and IDX for the past 2 vears. This
can be seen from the 2™ graph below. Both Hangseng and IDX were weakening by more than

20% and both shows a very similar movement for the past 2 years.
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Figure 5.7. Hangseng vs IDX Year To Date 2608

Sourve; www, Finange yahioo com
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Figure 5.8 Hangseng vs IDX for the past 2 years

Source: www. Finance.yahoo com

Figure 5.9 below shows Hangseng and DJI performance for the past 1 year. We can
see that both shows bearish {rend. Hangseng was weakening by more than 40%, while DJI
was weakening by around 30%. Both also show similar movement throughout the year,

We can also observe the performance of Hangseng and DJI for the past 2 years on
Figure 5.10. We can see that both Hangseng and DIL aiso show bearish trend. For the past 2
years, both Hangseng and DIl were weakening by more than 20%. Although both were
weakening by similar figures, we could also see that Hangseng was more volatie than DI as

it has higher highs and lower lows for the 2 years of movement.
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Figure 5.9, Bangseng vs DI Year To Dale 2008

Source: www. Finance.yahoo.com

From the 4 figures/ graphs, we can see that in general Hangseng has similar movement
with IDX and DJI for the past 2 years. Hangseng even shows stronger correlation with IDX
{as we can see from the 2 graphs). This is also a good thing for Indonesian investor, as he will

be more familiar with IDX and vet he can also utilize his knowledge to invest in Hangseng.
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Figure 5,10, Hangseng vs DT for the past 2 years

Source: www. Finance yahoo.com

8,2. Hangseng vs Nikkei: Which is Riskier?

From all the 8 graphs above, we cant see that in generai Hangseng is more volatile than
Nikkel, Mangseng has higher range between its high and low. From the Correlation with 1DX
and DI we can also see that Hangseng's correfation with IDX 15 stronger/ closer than
Nikkei’s. This is a useful information should we want to decide where to mvest in futurs
index. If we are willing to take higher risk {and expecting higher returm), with the same

amount of investment, we should invest and trade in Hangseng,
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&. CLOSING PART

Derivative, in this gase is future index, is a very useful investment tool fo optimize the
portfolio in bearish market environment, [nvester needs to reslize that investing in future
index, investor could loose all of his investment in a very short peried. To avoid that, we need
10 learn the characteristic of either Nikkei or Hangseng and alse have the right view {either
bearish or bullish) to take the right open position. If we believe the markef will be bearish,
then future index should be considered to be included in our portfolic. But if the market is
bullish, we should consider removing future index from cur portfolio although taking the right

open position {in this case Buy/ Long) might also optimize our porifolio return.

DRICDS:

IDR 600 million
Capital protection:
R 880 million

{Conaew ptive

D8 100 millien, rading 1 lot

ORI0OS:
IR 800 mitlion
Capital proteciior;
[Normai J IDR 980 million
Future Index {Hangseng):
INR 1GH miition, trading 1 lot

ORI0G:
DR 700 milion
Capitad profection:

(Aggressive IDR 764 million

Future Index (Nikkeiy: ]

Future Index (Mikkei): ]

DR 300 million, trading 3 ot

Fipre 6.1, Different Risk Profile, Different Postfolio Composition

43 Lniversity of indonesia
Future Index..., Leonardi Tirtasubrata, FEB Ul, 2009



33

Cur risk profile will determine the composition of the Bear Portfolio, The higher the
risk and loss we are willing 1o suffer, the higher the portion of the fitture index investment.
This subsequently increages the possibility of higher retum. The above diagram shows the
summary of 3 different investors with different risk profile and portfolio compositions,

One of the key success factors in optimizing Bear Portfolio’s return is the profit/
return made by Future Index trading. Determining the trend {(bearish or bullish) is a key to
open the right trading position. Either Hangseng or Nikkei, investor does not necessarily have
to know the details of those 2 markets. The comelation with IDX and DJI are helpful

information.
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APPENDIX I: HANGSENG INDEX JANUARY-DECEMBER 2608, PROFIT/ LOSS CALCULATION ON SELLING 1 AND 2 LOT

HANGEENG

SELL §{ LOT HANGSERG [Ameunt i 1DR) L 5 LET RANGGENG (ammuntie 1DH)

High o Aol Cane Price 4 Fieaitag Proftioss [Ending Bailange Beginaing Ralance  Flozting ProfitfLess inding Bnisnce
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