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Preface

When SIAS was formed, it was to champion the rights of Singapore shareholders in Malaysian CLOB
companies. That was in 1999. Many ordinary Singaporeans investors had put their life savings into
CLOB shares. The situation was through no fault of theirs, but the realization is that investors must be
more knowledgeable when it comes to investing.
The investing environment today is quite different. During the 80s, you could leave you savings in the
bank fixed deposit and get over 15% interest per annum. These days you find that Singapore fixed
deposit rates are just over 1% p.a. which does not even cover the inflation. Thus your real value of
money is being eroded every day.
Now, more than ever, for one to have a secure financial future, it’s important to learn how to invest,
and invest wisely. Investment without knowledge is a gamble. Since 2000 SIAS has been conducting
investor education seminars, workshops and courses. More than 70,000 investors have participated in
our educational programmes. This book is just one more opportunity to learn how to invest.
The 3 Dimensions of Investing is developed in collaboration with Sim Kee Boon Institute for Financial
Economics at Singapore Management University. This investment guide book gives you a good
overview of the various investment tools and products that you would encounter in today’s diverse
investment universe. Other than having a better understanding of the products and their risks, it
is equally important to have a better understanding of one’s self. Knowing your risk tolerance and
investing preference can improve the return on your investments. We highly recommend that you
spend some time reviewing the questions and gain a better understanding of your investing style.
We would like to acknowledge a few key people for helping to bring this book to fruition. To the team
at Sim Kee Boon Institute for Financial Economics at Singapore Management University– a special
thanks to Associate Prof Jeremy Goh, and his team to help write the contents of the guide book. To
SGX for their support of this project and last but not least, the staff at SIAS who have spent countless
nights working on the layout and reading through the manuscript.
David Gerald
President
Securities Investors Association (Singapore)
August 2012

Introduction

Chapter 1
SIAS’s 3 Dimensions of Investing
Many investors would have the following 2 questions in their minds: Should I spend more or
should I save? Should I keep as deposits or should I invest? In this chapter, we will introduce
to you fundamental concepts in investing, as well as the 3 dimensions of investing that every
investor should know: “Know Yourself”, “Know the products” and “Know the strategies”.
Most people know that investing is the act of committing money now in the expectation
of receiving more money in the future. It takes some effort to get started as there are many
investment options for an investor to consider, such as real estate, bonds, stocks, etc. In
helping you to select products and strategies that are suitable for your portfolio, SIAS has
introduced the “3 Dimensions of Investing” to help you in your investment decisions.
I think we should start investing
our money.

How about investing in properties?
My cousin is a property agent, she
should be able to give us good
advice :)

Ok... but where should we start?
Should we buy stocks?
Maybe, but there are other
types of investment options. My
uncle is pretty successful and he
invests in Unit Trusts, maybe we
should do that.

Ok, let’s look over our options after
dinner tonight.
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Goals for investing
Most people invest in the hope of getting higher returns. However, expected returns are
typically proportionate to the level of risk taken. In order to achieve higher expected returns
from your investment, you have to be willing to take on additional risks.
What is risk?
Risk is the probability that the actual returns on the investment will deviate from
the expected returns. The more volatile the expected returns, the higher the risk
of losing your initial capital. Examples of high risk assets include junk bonds and
penny stocks while low risk assets include treasury bills and fixed deposits.
There are also other risks to be considered in any investment. These include
currency risk, interest risk, operational risk, political risk, social risk, weather risk
and the list goes on. In summary, risk is any factor that can affect the value of your
investment.
Before we look into the types of investments available in the market, we should consider our
own goals for investing.
If you have decided that you are going to save some money, should you save or invest it?
There are many reasons in favour of investing your money than keeping it in bank savings
accounts. Firstly, the interest rate on savings accounts is very low and not expected to rise in
the forseeable future. Next, inflation will reduce the purchasing power of your savings. Lastly,
investing can be a supplementary source of income that will help you meet medium to long
term financial goals, such as purchasing a house and retirement plans.
While investing decisions are important, many investors do not take the time to do a proper
analysis of their investments on a regular basis. Most people put the blame on family and
work commitments, but an adequate amount of time should also be spent on managing
your money. After all, it is your hard-earned cash and poor investing choices can cause you
to lose your savings instead of growing your money.
You should assume an active role where personal finances are concerned. Even if you leave
your money to professional advisors and fund managers, you will need to monitor their
performance regularly as the losses will ultimately be borne by you!
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What are your considerations when investing?
You should ask yourself the following questions before investing:
What is your investment objective and time horizon?
If your objective is to make as much profits as possible, you have to consider investing in
higher risk assets. For example, a young working adult would have a longer time horizon and
prefer a more aggressive investment strategy to generate greater returns.
In contrast, a retiree living off his retirement portfolio will have a shorter time horizon, and
would prefer preserving the value of his investments by investing in lower risk assets.
How much can you afford to invest?
Some asset classes, such as bonds, require a minimum investment sum before you can invest
in them.
How much losses are you prepared to incur?
If you are not prepared to lose your capital, you should only take up investments which have
very low risk. However, this would also imply a lower expected return on your investment.
Is the product suitable for you?
Do you understand the product? Are the timings of payments and the risks involved
acceptable to you?
What are the fees and charges?
Are there any hidden fees? Do the fees and charges make the investment worthwhile? For
example, unit trusts may promise high returns, but the fees they charge could wipe out the
benefits of investing in them.
What is the worst case scenario?
What is the most severe loss that you expect from the investment? What is the likelihood
that it will happen?
Is the product provider and financial adviser regulated by MAS?
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What is their track record? Are they credible and reliable?
Are there alternative products?
Are there any other investment products in the market which will offer higher returns with
similar risks?
Some important points
1. There is no "free lunch" in investing. The higher the potential returns, the
higher the risk.
2. Do not take on more risk than you can tolerate.
3. Do not be attracted to an investment based solely on attractive offers of
potential returns. Find out and evaluate the risks involved.
4. If you plan to invest your Central Provident Fund (CPF) savings, consider the
interest you are currently earning, i.e. 2.5% per annum for Ordinary Account
and 4% per annum for Special Account.

Central Providend Fund (CPF)
Working Singaporeans and their employers make monthly contributions to the CPF and
these contributions are separated into three accounts:
Ordinary Account: Savings here can be used to service mortgage payments, purchase
insurance policies, and investment/ education purposes.
Special Account: Savings here are meant for your retirement and you can start withdrawing
from age 55.
Medisave Account: Savings here are meant for medical expenses and insurance policies.
Your CPF savings will earn a minimum risk-free interest of 2.5%, while Special, Medisave and
Retirement Account savings will earn 4% interest. As the government guarantees the above
interest rates, they are essentially risk-free. In addition, the first $60,000 in your combined
CPF balances, and up to $20,000 from your Ordinary Account, will earn an additional 1%
interest.
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While CPF ensures that all Singaporeans are actively saving for their retirement, it does not
mean that this amount will be sufficient to meet your current and future life-style needs.

Is there a way to manage these considerations?
You can manage these consideration by using the 3 dimensions of investing. If you know
yourself, you will know the investment products which are suitable for you. If you know the
products well, you will know the range of products which are suitable for your risk profile.
Lastly, when you know the investment strategies available, you will be able to invest in
products which will allow you to generate returns.
Rumours and scams
A common mistake made by new investors is to base their investment
decisions on hearsays or rumours. If you had overheard that someone made
money by buying a certain stock, it does not mean that you will profit by
buying it now. He may have sold his investment or bought it a lower price if
he is still holding on to the stock. Some people may even be creating hype in
certain assets so that they can sell it at higher prices.
Another issue about investing is the presence of scams. There is no definite
way of making high profits. If there are no risks on a profitable investment, the
price will be driven up by the forces of demand and supply.
One of the biggest investment scams ever was a Ponzi scheme created by
Bernard Madoff, who convinced investors that he was making consistent
profits. Bernard Madoff was also the non-executive chairman of NASDAQ
before his scam was discovered. Hence, investors need to careful of the
different investment schemes so that they do not fall prey to these schemes.

What do the 3 dimensions cover?
Know Yourself
It is important to know yourself to get a better understanding of the investing choices that
are available for your risk appetite. We need to have a close look at our financial situation and
personality so that we can choose the right investment vehicle.
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1. Should I spend more or should I save?
2. Should I leave my money in bank deposits or should I invest?
3. How much risk can I take?
4. How much risk should I take?
5. How long should I stay invested?
Know the Products
It is important to know the products well so that you can invest a greater variety of
instruments. Different products have different investing criteria and liquidity levels. In the
event that you require cash immediately, liquid investments like stocks and treasury bills
would be more appropriate than real estate as you can get back your money more quickly
and at low costs.
1. What investments are available?
2. How safe are these investments?
3. Will I be able to get cash back when I need it?
4. How long does it take for the investment to return me the cash?
5. Is my capital guaranteed? By whom?
6. What are the penalties for early withdrawal?
7. What are the fees and charges?
8. What are the risks?
Know the Strategies
While choosing the right product is important, it is also crucial to select the right strategies.
You will need to consider methods of diversification and management of your investment
portfolio, which will vary over time depending on market direction. You will also need to
consider entry/exit strategies and the decision to take profit or cut losses.
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1. How much do I invest in each type of investments?
2. How can I protect my investments?
3. Do I invest long-term or adjust consistently in the short-term?
4. How often should I review my investments?
5. When should I take profit and cut losses?
6. How do I take advantage of the economic growth of other countries?
7. Should I invest in the local markets only or global markets?
8. Should I borrow to invest?

How can the 3 Dimensions help?
These 3 dimensions can help you to align yourself with particular investment styles and
appropriate products based on your experience and risk appetite.
Let’s begin with the following scenario:
Richard: I think I will invest $100,000 in the stocks of Company A. The stock price is down
sharply as a result of the huge losses incurred in the past year. I believe that Company A will
recover and I’ll make a huge profit.
Joe: Richard is a good investor, maybe I should do the same.
The problem here could be Richard is wealthy and owns a well diversified portfolio, while
Joe has only $100,000 in savings. Hence, Richard can afford to take the risk for higher returns,
while Joe is not advised to follow Richard’s investment decision.

!

Do not put all your eggs in one basket
You should not place all your eggs in the same basket, especially if the
investment involves high risks.
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There are different products available in the market for people with different risk profiles. By
understanding yourself, the products and the strategies, you can identify your strengths and
limitations to make informed decisions on your investments.
For example, fixed deposits may not be appropriate for someone who requires a higher
return. For this investor, he can invest in the stock market to achieve his return target.
In contrast, a person saving for his retirement will not be willing to take too much risk on
his investments, and would opt for safer options such as fixed deposits. A new investor
with little knowledge of the financial markets should not invest in highly complex financial
instruments.
What are the consequences of not using the 3 Dimensions?

1. Why is it so important to know all three dimensions? Let us consider the scenarios where
you have two out of the three dimensions.
2. If you “know yourself” and “know the products” but don’t "know the strategies”, you may
suffer from lower returns due to poor allocation of your investments. You will be unable to
invest in the right asset classes to generate higher returns.
3. If you “know yourself” and “know the strategies” but don’t “know the products”, it will result
in missed opportunities as you are unable to invest in a wide product range.
4. If you “know the products” and “know the strategies” but don’t “know yourself”, the
consequence is a risk mismatch of your investments and risk profile.
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5. “Know yourself” will help you decide if you should save or spend, the risk you can take and
your investment horizon.
6. “Know the products” will let you have a better understanding of the range of investments
available and the features of these investments.
7. “Know the Strategies” will help you develop a portfolio of investment products to suit your
investment objectives and obtain higher returns.

1. What are the three dimensions of investing?
2. What will happen if you know yourself and the products but not the
strategies?
3. Why do you need to know yourself?
4. What are some of the considerations when investing?
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In A Nutshell
1. The 3 dimensions of investing are “know yourself”, “know the products” and “know
the strategies”.
2. Take your time in investing.
3. You have to actively manage your investments; don’t expect someone else to do it
for you.
4. Rewards come with risks. Balance it according to your risk appetite, investment
horizon and financial goals.
5. If you don’t know yourself, the consequence may be a risk mismatch to your risk
appetite or budget.
6. If you don’t know the products, the consequence may be missed opportunities from
the lack of financial knowledge of the available investments.
7. If you don’t know the strategies, the consequence would be a poor allocation of
resources.
8. Everyone has different financial needs and goals. You should align all three
dimensions of investing in order to implement a successful investment strategy.
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Know Yourself

Chapter 2
Yourself…How much do you know?
As quoted from the Sun Tzu Art of War, “If you know the enemy and know yourself, you need
not fear the result of a hundred battles. If you know yourself but not the enemy, for every
victory gained, you will also suffer a defeat. If you know neither the enemy nor yourself, you
will succumb in every battle.”
Hence, it is important to understand yourself thoroughly so that you do not expose your
weaknesses, while leveraging on your strengths. Often, many people believe that they have
complete control in choosing their investments, but emotions and market sentiments also
influence the decision on an investment. Our focus here is on the key investment profiles of
various investors, and possibly how to avoid the potential pitfalls through the different tools
available in the market.
After going through this chapter, you will realize the importance of understanding yourself,
and general methods to have a better understanding of your personality and character.
Nowadays, banks pay so little! My $10000 only got $12.50. Better to keep it under my bed.
I heard from Auntie Sally, the vegetable seller, that stock market on uptrend. Should we
buy it?!?

17

I also want to get $$ quickly. But is it dangerous or not?
I also heard that many people lost $$ in 2008
How can we not lose $$ in our investment?
Still got risk in investing what. Should take this time to really understand ourselves more,
Let’s meet up tmr to talk?
Sure no problem. See u tomorrow.

They sat down for a chat over coffee the next day and asked themselves 3 questions: Why do
we need to know ourselves in investing? What are the information that we need? How can
we get to know ourselves better? Here are the outcomes of their discussion…

Why bother knowing yourself?
The market has been rising since January. Should we jump in and ride on the uptrend as
well? Or should we stay on the sidelines and watch others profit from it?
In the next year, the market has been plummeting since January. Should we sell our
investments to avoid further losses? Or should we hold on to the investment as it is still a
good investment? Or should we buy in more as the price has probably hit a bottom?
What would you do in each situation? This will depend on the type of investor you are.
When you know yourself better, the decisions that are made in each case would be easier to
handle.

Your personal SWOT analysis
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Firstly, acknowledge your strengths by figuring out what you are good at. Do you have skills
others are willing to pay for? Can you create something others are willing to buy? Do you
have good self-discipline? Know your strong points, and apply them to your financial life. You
can accomplish more in a shorter time if you have a plan that connects with your strengths.
After recognizing areas that you can do well, acknowledge your weaknesses. Look at areas
where you can improve on. Are you lax when it comes to tracking your spending? Do you
have a hard time saving up for your goals? Change the way you do things so that your
weaknesses will become strengths.
Determine what you want to accomplish by assessing the opportunities available for
investment. Consider your financial goals and use them as an inspiration towards financial
freedom. This will help you to stay focused.
Finally, many of us have ‘triggers’ that lead to unwanted behaviours. For example, if you
know you spend money when upset, you should avoid the malls, or online shopping sites,
when you are feeling blue. In this way, you will make less impulsive decisions. Think about
the triggers to your poor money decisions, and look for ways to avoid them.

What do you need to know?
Question 1: Your financial future matters
Your current position measures your personal financial health, and includes both savings
and investment. It can also be referred to as your personal ‘balance sheet’, which shows your
assets, liabilities and equity. Equity, or assets less liabilities, is your personal net worth.

Where do you want / need to be?
Are you
going to
get there?

Where are
you now?

Where are you headed?
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Question 2: Knowing your profile and personality
While you might have a vague impression of our personal habits, you may not fully
understand your mind when it comes to specific decision-making processes.
Even seasoned professionals like bankers and consultants would have to go through a
uniform process known as Financial Needs Analysis. The analysis is used to obtain a better
understanding of key investing characteristics, so that they can recommend suitable
investment products.

Conservative

Moderately
Conservative

Moderate

Large-cap
International
Small-cap
Bonds
Cash

Moderately
Aggressive

Aggressive

Question 3: What is risk needs, ability and willingness?
Why do you need to know so much about your investment profile? The simple answer is
there are various risks in asset classes, and you need to understand the underlying risks of
each asset class. Hence, it is important to consider 3 of the following factors: The need to
take risks, the ability to take risks as well as the willingness to take on additional risks.
Question 4: How much money should we have?
Cash-flow, cash-flow, cash-flow… At different points in time, we face a problem when the
amount of cash inflow is insufficient to fund the cash outflow. For liquid assets such as
current and savings account, or fixed deposits, we are able to get the funds back quickly at
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low costs, with minimal or no capital losses.
However, for investments such as equities or real estate, we could liquidate the position at
a huge loss if the market is in a downtrend. For example, if you had liquidated your stock
investments at the height of the 2008 crisis or your real estate holdings just after the Asian
financial crisis in 1997, you would have suffered huge capital losses.

How to know yourself?
Answer 1: A simple budget
Many people set a personal goal of saving $X at the end of 20 years, without creating a
proper plan. This result in a shortfall of funds at retirement, even with CPF contributions
included.
http://www.moneysense.gov.sg/en/Financial-Planning/Financial-Calculators.aspx
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The rule of thumb is recording all major expenses (e.g. mortgage payments) while taking
note of the occasional splurge. One-off expenses such as furniture and computer purchases
should be recorded separately. For daily expenses, it should not differ by much. Hence, you
can track it over a week to get your estimated weekly expenditure.
Using the budget, create a ‘forced’ savings plan through setting aside a fixed amount
based on the surplus available. Many banks in Singapore offer ‘step-up’ accounts, which is
essentially a ‘forced’ savings plan that offers a higher interest rate than the standard savings
account.
In addition, you must set aside funds for emergency purposes, such as losing your job or
getting hospital treatment. The recommended amount for emergency funding, to be kept in
cash or savings accounts, is 6-12 months of expenditure.
Answer 2: Financial Needs Analysis
The Financial Needs Analysis is a detailed form to understand you financial situation and
needs better. However, it is important to be honest with the answers, so that the output is
reliable.
Many FNAs available use limited amounts of information. Hence, it would be advisable to go
through a thorough investment analysis with a professional consultant to better judge your
investment profile. Finally, you must do a constant review of your investment profile at least
once annually to ensure that your portfolio remains in line with your updated risk profile.
Using the FNA, it would classify you as one of the 5 types of investors: Conservative,
Moderately Conservative, Moderate, Moderately Aggressive and Aggressive.
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Know-it-yourself simple test
As a simple guideline, answer the following questions to determine your general
investment type:
• Your best friend says his uncle will give you a chance to invest in a goldmine in South
Africa. He says the investment will at least double by the end of the year. What do you do?
• Listen, but remind yourself that a fool and his money are soon parted.
• Tell him to invest $1,000 for you, an amount you can afford to write off.
• Find more information about the gold mining company. If it looks like it has good
potential, invest $5,000.
• Take every last dime you’ve saved and invest as much as possible.
• Your boss is going to pay a year-end bonus and gives you a choice between $500 cash
or $600 in stock. You can’t sell the stock for at least 12 months, and in that time the stock
price could go up or go down. What would you do?
• Grab the money while you can
• Take the stock, because you believe in your company’s potential
• A friend invites you to join a lucky draw with an investment of $20. You can win over
$500. What do you do?
• Say ‘No thanks!’
• Ask another friend to split the cost, since a $10 loss is better than a $20 cost
• Make some ‘educated’ guesses, and place your bet
• Find out if you can purchase 2 pools to increase your odds of winning the jackpot.
• Your parents decide to give you an early inheritance of $10000, asking that you invest it
23

wisely. What do you do?
• Buy a flashy used car and take the folks for a ride
• Put the cash in a safe term deposit earning 4% interest per year
• Invest it all in a high tech company just starting out with huge potential reward (and
huge risk)
• Get a financial adviser to help you select several stocks, bonds and mutual funds that
represent different risk levels.
• A stock you bought over a year ago has suddenly increased in value by over 40%. What
do you do?
• Let it roll and keep things right where they are
• Borrow money to buy more stock, certain it’ll keep going up
• Sell, and move your cash to a low or no risk investment now that you’ve made a good
profit
Sum up your scores. 1 – 3, 6, 11, 17 2 – 1, 4 3 – 1, 4, 6, 10 4 – 10, 2, 15, 8 5 – 4, 8, 0
15 points or less: You are careful. You’ll be happy with investments that offer some
guarantees, or you’ll lie awake at night thinking about it. Consider term deposits, treasury
bills, guaranteed investment certificates and government bonds.
16-35 points: You are not afraid to risk a little, but you don’t take risks unnecessarily. You’ll
risk a bit if there’s a good potential return, but you don’t want to put all your savings on the
line. You’ll probably want a well-diversified portfolio that’s balanced between cash, bonds
and stocks.
36 points and above: You’re a gambler, willing to risk everything on the right deal. If you can
handle the potential losses, you might have a chance at good returns. You’re likely to invest
heavily in stocks, maybe even some shares of good companies. You might also be the type to
start your own business.
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For a more detailed analysis, refer to the website www.marketpsych.com

Personality tests
There are a wide variety of personality tests available online to determine your personality
type. Most of these tools are free-to-use, but provides limited information and results should
be taken with a grain of salt. Visit website www.marketpsych.com
Is a tip you heard from a friend reliable?
If the tip is really useful, then chances of making profits from the tip would be slim as
everyone who knows about the tip would have acted on it. Even if you are the only
one who knows about the tip, you may not be able to make consistent profit as every
participant would have their own valuations.
Hence, this is definitely not the correct approach to investing, which involves a
reasoned analysis of the available alternatives before making the final decision. You
are ill-advised to buy into every single deal that is marketed, or ‘hot’ investments
which have propelled into the limelight.

Answer 3: Knowing your risk needs, ability and willingness
Risk Needs
Factors that you can consider when identifying the need to take risks include the range of
returns that you are looking at, the asset classes that you are willing to invest into, possible
dividend yields from the particular asset class, valuations relative to book value or earnings
growth, particular country or sector risk exposure and the manager-specific or fund risks that
arises from a particular investment.
Risk Ability
Next, for the ability to take risks, you will need to consider the liquidity of the investment and
exit strategies if investing in illiquid securities, the estimated investment horizon, financial
and physical health which will affect your medical and insurance claims, as well as spouse
and children’s needs over the time horizon. Other factors to consider include job stability,
credit worthiness as well as financing risks when funding new investments.

25

Risk Willingness
This measures the risks that can be taken given the financial commitments to date. For
example, if there are no major expenses that you are currently funding or expecting over the
next few years, it is possible to have an investing horizon for longer periods of time, which
may increase the returns of the particular investment. However, if you have outstanding car
and housing loans which have not been paid down completely, it is important to clear off
debts which have higher interest payments first so that your future obligations would be
reduced.
However, it is important to note that risk tolerance is difficult to classify for each individual,
as it depends on factors such as age, financial situation as well as investment objectives.
Furthermore, depending on the stage in your life cycle, it might require taking on different
levels of risks.
More Risk – Good or bad?
While everyone hates losing money, we need to take risks to create returns on
investment. Here, it is important to understand the following concept: risk-return
trade-off. It is the principle that potential returns increase with greater risks (i.e. low
risks = low potential returns and high risks = high potential returns).

Answer 4: How much money is required?
Still, it is important to note that for middle-income Singaporeans, most of your savings are
locked up in CPF accounts till age 55 as well as the property that you are living on. This leaves
limited amount of funds left for investment purposes. While CPF may be locked up for future
use, the government has developed the CPF Investment Scheme (CPFIS) and Lease Buyback
Scheme to ensure that Singaporeans have sufficient funds to live out their silver years.

3 other factors to consider
Starting a family (with children)
Summary of costs and benefits based on an article highlighted in the Sunday Times, 4 July
2010:
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Estimated Costs
••
••
••
••
••
••
••
••
••

Pregnancy and delivery: $4000 - $20000
Infant care: $20000 - $30400
Child care: $25000 - $80000
Primary to Pre-U: $40000 - $70000
University: $100000 - $500000
Estimated Benefits
$5000 - $20000 Parenthood Tax Rebate
$4000 Qualifying Child Relief
$95 Foreign Domestic Worker Levy Concession

You can also look at the expected increase in tertiary education fees over the past 5 years
as an indicator of the expected fee increases over the next two decades. We used data from
the NUS website, and selected 2 representative courses to determine tuition fee increases,
namely the Business Research Program as well as the Engineering Coursework program.
Using the 5-year compound annual growth rate, the expected annual tuition fee for a
research program and a coursework program in 20 years would be $46,600 and $60,600
respectively.
Specific phases in life
There are 3 key phases in a person’s rise and fall of net worth, namely the accumulation
phase, consolidation phase and spending phase.
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For the accumulation phase up to 40 years of age, long term goals are children’s school fees
as well as retirement funding, while short-term spending includes mortgage payments,
car repayments and marriage expenses. In the consolidation phase up to retirement age,
long-term issue includes cost of retirement while short-term needs consist of vacation and
children’s school needs. Finally, the spending phase would include estate planning as well as
personal lifestyle needs, including purchase of gifts and holiday trips.
Taking the first step in understanding yourself
All these evaluation translates into a better understanding of your personality and character,
which would help you to avoid the potential pitfalls of investing. So, after a careful reflection
of your personality, is it time to dive into the war zone and start investing right away?
Despite having a better understanding of yourself, ‘practice makes perfect’ and there are
ways to find out if you have violated any rules that you have set for yourself.
The simplest method is taking a pen and paper, record down ‘imaginary’ trades you have
made, and observe your performance over the course of the practice period. If there are any
violations to the rules that you have set for yourself, keep these mistakes in mind and ensure
that they do not occur again.
Nowadays, many firms also offer free practice trading accounts for their customers. It will be
good to begin with some practice for 6-12 months, before embarking on actual investments.
For investors who are investing into less liquid assets e.g. real estate, it is better to seek third
party opinions before making the final investment.
The path to understanding yourself is not easy, but never give up halfway as it will ensure
that you are better equipped to handle difficult decisions when it comes to investments. The
effort that you put in now will definitely pay off in the end. So start now!
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1. What are the available budgeting tools to find out more about our
current financial position?
2. Is taking on more risk in an investment good or bad?
3. Why should we conduct analysis on the actual investment despite tips
and analysis from external parties?
4. How much money should we have to cover any emergency needs before any investment
decisions are made?
5. Why understanding liquidity is an important issue in determining our overall investment
strategy?
6. What is the significance of a ‘cooling-off’ period when making particular investments?

In A Nutshell
1. When you know yourself better, difficult decisions can be made using a proper
approach.
2. Creating a budgeting model for you is the first step to a sustained savings and
investment model.
3. While tools like the Financial Needs Analysis and personality tests are available
to investors to find out about their investing behaviour, it is important to justify the
results based on individual characteristics or seek independent opinion from a thirdparty advisor.
4. When making any investments, it is important to consider the need to take risks, the
ability to take risks as well as the willingness to take on additional risks.
5. Other important factors to consider in making your investment decisions include
new-found wealth, starting a family and the specific phase in our life-cycle.
6. Knowing yourself can be a tiring task, but it is definitely worth the effort if you want
to start investing for a brighter future.
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Investment Tools

Chapter 3
Investment Tools in the market
While most Singaporeans understand the concept of investing, it is usually limited to
instruments such as unit trusts, property and stocks. However, there are more investment
products available to help you diversify your portfolio, and potentially enhance your returns.
This chapter will guide you through the various investment products in the market,
the categories which they can be classified under as well as the risks involved in these
investments.
Inflation is increasing at such a rapid rate! We should start investing, if not we will not
have enough $$$ to retire and bring our kids up!

But we have never invested before except for the HDB flat we are living in! We don’t know
what products are out there. How do we start?
Maybe we should really start reading up on the products out there in the market before
putting our money in…
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Types of products available in the market
As defined earlier, investment is essentially buying assets now to generate returns in the
future. There is a wide range of investment products available in the market, including fixed
deposits, money market instruments, stocks, derivatives, bonds, unit trusts, ETFs, structured
products as well as alternative investments. We will help you to demystify most of these
instruments by the time you reach the end of the book. A brief introduction on these
instruments is provided next.
Savings Account / Fixed Deposits
A fixed deposit is akin to a savings account, whereby there are negligible risks of capital
losses. The key differences are higher interest rates paid and conditions imposed on the
amount and frequency of withdrawals for fixed deposits relative to savings accounts. More
details are provided at the website www.sias.org.sg/3dbook
Bonds / Money Markets
A Bond is an 'IOU', where the investor agrees to loan money to a company or government in
exchange for a predetermined interest payments (or coupons) at regular intervals. Singapore
Government bonds (or SGS) have maturities of 2, 5, 7, 10 and 15 years for investors to select
from. There are also SGS T-Bills available with maturity of 3 months and 1 year. SGS securities
are rated AAA/Aaa by major rating agencies S&P and Moody’s, which implies a minimal
probability of default.
On the other hand, corporate bonds are usually offered at higher interest rates due to the
lower credit ratings. Corporate bonds also have additional features such as ‘convertibility’,
which allows the bondholder to convert the bonds into shares of the same company.
Recently, the focus in Singapore is the issue of company perpetual bonds.
The key difference between a bond and money market instrument lies in the maturity date.
A bond is a long-term loan of 1 year or longer while money-market instruments are shortterm loans with maturity of less than 1 year. Most retail investors will not be able to access
money market instruments due to the huge investment required.
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We will list the major factors for investing in bonds, which will be elaborated in
Chapter 4.
• Fixed income stream to the investor
• Stable capital values relative to share prices
• Low risk of capital loss
• Diversification for a portfolio
• Tax advantages from investing in SGS
Common Stocks
Common stocks, or shares, represent ownership in a corporation. Stockholders can exercise
control by electing the board of directors and vote on corporate policies at company
meetings. Stockholders also receive dividends on their holdings, based on the performance
and profits of the company. Returns from investment include capital gains or losses as well
as dividend payments. Retail investors can purchase common stocks through initial public
offerings (IPO) or stock exchange. Most of the information can be found either on the SGX or
company’s website.
However, in the event of liquidation, stockholders can only receive their funds only after
debt holders, bondholders and preferred shareholders have received their monies back.
Preferred shares also represent ownership of the company with fixed dividend payments,
and are issued mainly by banks in Singapore. More details can be found in Chapter 5.
Commodities
A commodity is a basic good of uniform quality that is traded across various markets.
Commodities are usually used as inputs in production of other goods and services. Investors
can trade commodities through futures contract or specific ETFs that standardizes the
quality and quantity of the commodity.
There are 2 types of commodities. Hard commodities include crude oil, iron ore, gold, and
silver and have a long shelf life. On the other hand, soft commodities such as soybean, rice
and wheat have limited shelf life. More information can be found in Chapter 7.
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Foreign Exchange
Foreign exchange market is the market where currencies are traded. It is the largest and
most liquid financial market in the world, with average daily trading value of US$4 trillion (S$5
trillion). The top forex markets in the world include London, New York, Tokyo, Hong Kong
and Singapore.
The exchange rate is the price of one currency valued in terms of another currency. Some
countries, such as Hong Kong, maintain a fixed peg against the US dollar while the Singapore
dollar is valued based on a basket of currencies of its major trading partners.
Currency values can fluctuate against each other due to a wide range of reasons, including
economic factors, international trade flows, political conditions and market psychology.

Why invest in Forex?
• 24-hour market allows for great flexibility
• Highly liquid market with $5 trillion daily volume
• Able to invest on margin due to high liquidity
• No commission or transaction costs
• Profit potential regardless of market direction

Additional resources on
understanding more about
foreign exchange can be
downloaded from
www.sias.org.sg/3dbook

Exchange-traded funds / Exchange-traded notes
An ETF is a security that tracks an index, a commodity or a basket of assets like an index fund,
but trades like a stock on an exchange.
By investing in ETFs, you can get diversification of an index fund and the ability to sell short
and buy on margin. Expense ratios of ETFs are lower than the average unit trusts. Due to the
diversification process, ETFs are generally safe investments with low risks of capital. Finally,
ETFs also pay dividends when the underlying assets pay out dividends to their owners.
On the other hand, ETNs are unsecured debt securities that are based on the performance
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of a market index less applicable fees. No coupon payments or principal protection exists
to protect the investor. However, ETNs are generally not available in Singapore. More
information on ETFs can be found in Chapter 8.
Unit trusts (Mutual funds)
A unit trust is a pool of money managed collectively by the fund manager. You invest in unit
trusts through buying issued units and your money will be invested in a portfolio of assets to
achieve the investment objective of the unit trust.
Unit trusts are considered medium to long-term investments, and you should stay invested
in them for a reasonable period of time to gain the full benefits. Most unit trusts can be
purchased from your financial advisors or insurance agents.
Common types of investments undertaken by unit trusts are property, securities, mortgages
and cash equivalents. Turn to Chapter 9 for more information on unit trusts.
Derivatives
Derivatives are securities whose price is derived from one or more underlying assets.
Derivatives can be considered as a ‘zero-sum game’, where the net benefit to all the parties
in the transaction is zero. In other words, if one person gains, there must be another person
who is losing at the other end of the transaction. The buyer in a contract can choose to take
the long or short position, and the position reflects the expectations of both parties.
Derivatives are generally used to hedge risk but can also be used for speculative purposes.
Common types of derivatives include futures contracts, forward contracts, options and
swaps. More information is provided in Chapter 10.
Hedge Funds
Hedge funds are aggressively managed portfolio of investments that uses advanced
investment strategies such as leveraged, long, short and derivative positions in both the
domestic and international markets with the goal of generating high returns.
Investments in these funds are illiquid, as fund managers will lock up the money for an
extended period of time.
Most hedge funds cater to sophisticated investors. Similar to mutual funds, the capital of the
fund is pooled and professional managed by fund managers. However, the key difference
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lies in the level of flexibility given to the fund managers, with hedge funds allowing for
more aggressive strategies. More information about hedge funds can be obtained from the
website www.sias.org.sg/3dbook as a downloadable additional chapter.
Structured Products
Structured products are designed by professional managers to meet certain risk-return
objectives. This can be obtained by replacing payoffs of conventional securities, and
replacing them with other payoffs.
Various types of structured products include structured investments, structured deposits,
capital guaranteed funds and capital protected funds.
How to recognize a structured product
As the term ‘structured’ in structured products is not normally used, look out for the
following characteristics to determine if an investment is a structured product.
1. The return is linked to some event happening e.g. less than 3 stocks declining in
price each year
2. There is a buy-out provision that allows the managers to return the investment to
investors when moving in the right direction
3. High yields being advertised by managers.

Property
Real estate investment is an ownership interest or leasehold interest on a particular plot of
land. In Singapore, a property cycle typically lasts around 4 to 7 years. Therefore, an investor
should have a longer time horizon to ride out the market volatility.
In Singapore, the ownership of a HDB flat is in effect a 99-year lease of the flat from the
Singapore Government. Some of the factors that you can use to evaluate potential real
estate investments include borrowing costs, location of property, valuations, leverage and
potential risks and rewards. More information is provided at the website
www.sias.org.sg/3dbook. You will be able t0 download additional resources there.
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Alternative investments
If investing instruments highlighted above do not seem interesting to you, there is also an
entire range of alternative investments for you to consider. Some of the available options
include investments in wine, art, venture firms and private companies. More information on
alternative investments can also be obtained from the website www.sias.org.sg/3dbook

Classifying investment products: Investment type
Investment products can be broadly categorized into 3 basic categories: ownership, lending
and cash equivalents.
Ownership Investments
Ownership investments are considered to be the most volatile and profitable class of
investment. They include assets such as stocks and real estate.
All traded securities, from futures to currency swaps, can be considered as ownership
investments. When you own one of these investments, you have a right to a portion of a
company’s value or carry out certain actions.
Lending investments
Lending investments are those of bonds and fixed deposits, of which you are the lender of
funds. They tend to be lower risk than ownership investments and provide lower returns
generally.
Cash equivalents
These are investments that are easily converted back into cash.
Classifying investment products: Risk & Return
Investment products can be classified based on their risk profile and what they offer for
investors.
Financial Security
These are products that offer security and investment stability to investors. They usually
form the base of any investment and are the foundation for starting an investment portfolio.
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Because of that, these products are low risk in nature, while returns are also low. Some
examples are fixed deposits, savings bonds, money market instruments and bank accounts.
Safety & Income
Products in this category not only provide stable returns, but are also safe to invest in. These
products have slightly higher risks than the ‘financial security’ products, but they also provide
higher returns. Some examples are corporate bonds, preferred stocks and government
bonds.
Growth
This category of investment products provides opportunities for increasing returns for your
investment portfolio. Growth products typically yield higher than average returns but at
higher risks as they are more active investments compared to the passive ones mentioned
earlier. These investments include blue chip stocks, growth stocks, real estate and unit trusts.
Speculation
Products under this category represent the highest risk and highest return group of
investment products. With a higher rate of return and higher risk, investors have to be more
active in monitoring this category of investments and be cautious about the weightage of
this category of investments in their portfolio.

The figure is an investment
pyramid linked to risk and
return. Using this figure
gives you a rough idea of
how you should structure
your investments in your
portfolio.
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We would advise investors who are starting to build an investment portfolio with financial
security products and diversifying by moving up the pyramid and include products from
the other categories. Try not to skip a level of the pyramid, such as starting with 1 and
jumping straight to 4, as this may result in heavy losses because of the lack of experience
and judgment in dealing with Category 4 products. Moving up the pyramid builds up your
experience and knowledge in investing before you invest in more speculative investments.

Classifying investment products: Riskiness of investment
Investments products can be categorized broadly into fixed return instruments, which are
low risk in nature or speculative products, which involve higher risks.
Fixed interest earning products
Fixed income products pay the same amount of income for each period until maturity. Fixedincome instruments include fixed deposits, bonds and possibly, preferred shares due to the
fixed dividend payout.
Key considerations for fixed income earning products include the firm’s or government’s
credit ratings. Investors are advised to seek instruments that have high credit ratings, so as
to reduce the risks of default. However, as fixed income instruments provide relatively lower
returns, investors need to be aware of inflationary risks.
Strategy for fixed income investors
You can consider diversifying your portfolio to have stable returns given different economic
situations. Fixed income investors can diversify geographically, through investing in
international bonds. They can also invest in bonds with different durations. For example, a
diversified portfolio can include 3-year corporate bonds and 1-3 months fixed deposits.

Speculative products
Speculative products consist of risky products such as shares, options, futures and foreign
exchange. Product performance is dependent on current economic and financial conditions
as well as investor’s ability to predict trends. Due to the high volatility of such investments,
the investment horizon is usually short-term rather than long-term.
Investors of speculative products need to conduct sufficient research on the specific
investment, general economic conditions, major risks involved and appropriate leverage if
required. These factors will significantly affect the value of speculative investments, unlike
fixed interest investments.
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In short, it is prudent to diversify your portfolio in the 2 categories as mentioned above.
For conservative investors, the appropriate split could be 80% fixed income and 20%
speculation, while aggressive investors can aim for 55% fixed income and 45% speculation.
What is leverage?
Leverage is the use of financial instruments or borrowed capital to increase the
potential return of an investment. For example, if you have $1000 in your margin
account, you could use it to buy up to $5000 worth of stock or you could use it
to invest in structured warrants which will give you the rights to buy 5 times the
number of shares.
However, it is important to understand that leverage is a double-edged sword. While
returns are amplified, losses are also amplified. In the above example, if the stock
falls by 20%, then using leverage will effectively wipe out your entire investment!
Therefore, you must always remember that higher leverage would imply riskier
investments.

Types of risk in investments
Now that we know the products better, we can start building up our portfolio!

Hang on a second. Don’t you need to know the risks involved in investments first?
You are right! We should do that now.
Risk of loss of capital
This is the fundamental risk involved in any investment. For example, if you invest in a stock,
you may not get back your initial investment. In order to reduce the risks associated with
stock investments, you can place the money in savings accounts, fixed deposits or purchase
investment-grade bonds. In most cases, there are also other risks to consider.
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Inflationary risks
This is the risk that your capital will lose value over time. By keeping money in savings
accounts or fixed deposits, it will expose the investor to inflationary risks. This is because the
rate of returns is lower than the inflation rate. In the current low interest rate environment,
the value of money kept in your savings account is likely to be eroded. As shown in the figure
below, inflation erodes the returns from investments.

(Courtesy of SIAS ppt slides)
Opportunity risks
This risk occurs when investors lock up their money in illiquid investments such as fixed
deposits, and missing out on potential opportunities to invest in other products with higher
returns. The easiest way to eliminate opportunity risks is to keep a sizeable proportion of
your portfolio in liquid investments at all times.
Marketability risk
This risk is associated with the lack of liquidity in investments, thereby reducing the
bargaining power of asset owners. For example, fine art investments have high marketability
risks due to the limited number of buyers. This will also affect the price fetched on the
particular investment.
Concentration risks
Concentration risks arise from ‘putting too many eggs into a single basket’. For example, if
you put 50% of your portfolio into a single stock, this will cause your portfolio performance
to be highly dependent on the particular stock. When the stock is having poor performance,
your portfolio will show a similar result. Hence, investors are advised to diversify your

40

portfolio, holding a variety of assets with different risk levels and business segments to
minimize the possibility of huge losses.
Foreign exchange risks
This risk is associated with the exchange rate movements of currencies that you are currently
invested in. For example, if you are buying Apple stock in the US, you will need to exchange
Singapore dollars for US dollars. When liquidating the investment, you will need to convert
your holdings back into Singapore dollars. The exchange of currencies at different times
constitutes foreign exchange risks. The risk cannot be eliminated easily, unless you purchase
currency futures contract as a hedging tool.
Interest rate risks
Interest rate risks are highly relevant for fixed income investments, as a higher interest rate
will lead to lower fixed income prices and vice versa. For investor in speculative investments,
you will also need to be concerned with interest rate movements as it will indirectly affect
your cost of capital and reduce the returns on your investment.
We have highlighted major risks that every investor needs to understand as they build up
their portfolio. With a better understanding of investment risks, you will be well equipped to
select investments that match your risk profile.
1. What the different types of investments that an investor can consider?
2. Why are bonds considered safe investments?
3. What are the 3 ways to recognize a structured product?
4. Is buying a property considered an investment? What are some factors to consider when
buying a property?
5. What are the 2 broad categories of investment products and why are they categorized as
such?
6. What are the risks to consider when building up your investment portfolio? How do they
affect your decision making process?
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In A Nutshell
The various types of investment products available in the market include:
[1.] Fixed deposits

[7.] Unit trusts

[2.] Bonds

[8.] Derivatives

[3.] Commodities

[9.] Hedge funds

[4.] Stocks/Shares

[10.] Structured products

[5.] Foreign Exchange (Forex)

[11.] Property

[6.] Exchange traded funds (ETF)

[12.] Alternative investments

These products can be categorized based on the riskiness of the investment, namely:
[1.] Fixed income products – Bonds, ETFs, structured products, unit trusts and fixed
deposits.
[2.] Speculative products – Stocks, forex, derivatives, hedge funds, structured products,
property and alternative investments
The key risks that investors should consider include:
[1.] Risk of loss of capital invested
[2.] Inflationary risk

[6.] Foreign exchange risk
[7.] Interest rate risk

[3.] Opportunity risk
[4.] Marketability risk
[5.] Concentration risk
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Bonds

Chapter 4
Being a Creditor
We approach banks when we need to borrow money to finance big-ticket purchases, such
as cars and houses. Corporations and government entities also need funds to carry out their
operations. When you agree to lend them some money, this loan is known as a bond, and
you have just become a creditor.
This chapter will equip you with information on how bonds work, and necessary tools to
help you assess the types of bonds which you can add to your financial portfolio.

Hey, have you decided on what we should do with the
spare amount of money we have?

IDK. The global economy is in such a mess, so I’m quite scared of entering the stock
market now. But the interest rates at the banks are all so low! If I continue to keep my
money in deposits, we’re never going to afford anything!

Yeah, I heard my uncle has already lost quite a bit from stocks.
:( I wonder if there is anything that falls in between ?
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What are bonds?
Bonds are long-term debt
instruments, where investors
lend money to corporations
or government entities with
maturity of 1 year or more. In
return, the borrowers will pay
a specific interest rate to the
investors on a regular basis, as
well as return the capital upon
maturity.
Interest payments are made
on specific dates to the bondholders. At the end of the maturity period, the borrower will
redeem the bonds by returning the principal to the bondholders.
Why interest payments are also called coupon payments? Traditionally, the regular interest
payments were paid out to bondholders upon presentation of the physical coupons!

Money market instruments
Another type of fixed income security that is available is money market instruments. These
include T-bills, certificate of deposits, repurchase agreements, commercial paper and Euro
dollar deposits.
The key difference between money market instruments and bonds is the time to maturity.
Money market instruments are defined as debt instruments with maturity of one year or
less. Due to the limited time period of investment, money market instruments require large
amounts of capital investments. Hence, most of these securities are not available to retail
investors. However if you decide to gain exposure to money market securities, you can invest
indirectly through unit trusts or hedge funds.
Money market securities are also discount instruments. For example, if you purchase a $100
face value T-Bill, you could invest only $90. At maturity, the issuer will return you $100. The
difference is the yield on your investment. In contrast, bond instruments are usually issued
at par.
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In Singapore, most investors are able to access SGS T-Bills, with maturities of 3 months or 1
year. These securities are issued on a monthly basis.

Singapore’s bond market
The Monetary Authority of Singapore (MAS) developed the local bond market as part of
regulating and developing Singapore’s financial sector after the Asian financial crisis in 1997.
It has since become one of Asia’s most developed bond market, with a capitalization of
SGD$357 billion as of 2011.
The Singapore bond market is largely international in nature, which allows investors to
diversify their investments across different countries and currencies.

However, the take-up rate of bonds remains quite low, with a relatively small proportion of 9%
market share in the financial assets sector.

Types of bonds
SGS bonds
Bonds released by the Singapore Government are known as Singapore Government
Securities (SGS). They are plain-vanilla bonds with semi-annual interest payments and
maturity periods ranging from 2 to 30 years.
The aim of releasing SGS bonds is largely used to develop the domestic debt market. Unlike
other countries that have to finance their expenditures through issuing bonds, the Singapore
Government have sufficient income to fund their spending.
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Corporate bonds

_______________________________

Both domestic and foreign entities issue corporate
bonds in Singapore, and they are able to do so
either in Singapore dollar or foreign currencies
such as the US dollar.

Vanilla Bond

Corporate bonds usually incorporate different
features into the bond, which are effectively
embedded options and provide added level of
risks for the bond investor.

A plain-vanilla bond is a standard bond, paying a
fixed coupon rate for the life of the bond and the par
(or face) value upon redemption at maturity.
_______________________________

Convertible bonds
A convertible bond comes with the option for bondholders to convert the bond into
common shares at a specific price. With this option attached, the coupon rates on convertible
bonds are usually lower.
As convertible bonds have both debt and equity features, they are classified as hybrid
securities.
Debentures
Debentures are a type of bond that is not secured by any collateral. Therefore, investors
would need to judge their investments largely on the reputation and creditworthiness of the
issuer.
Due to higher risks, debenture issuers usually would offer higher coupon rates than plainvanilla bonds with similar features.
Callable bonds
Callable bonds are bonds which the issuer can choose to redeem before the maturity period.
This is carried out during periods of low interest rates, as the company can refinance their
borrowings at a lower cost. Since the bond may be called back before the maturity period,
callable bonds usually offer higher coupon rates than non-callable bonds, as well as a
discount on the market price.
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Puttable bonds
Puttable bonds are bonds that give the holder the right to demand early repayment of the
principal.
Bondholders may choose to exercise their right when interest rates rise. Investors can sell
their bonds back to the issuer and invest their money in new bonds that offer higher interest
rates. As investors are partially protected from interest rate movements with this option,
puttable bonds offer a lower coupon rate.
Floating-rate bonds
Floating-rate bonds do not have a fixed coupon rate. Instead, the interest rate which issuers
pay is linked to the prevailing interest rates, such as SIBOR, plus an added ‘spread’, which acts
as a floor for interest rates.
The varying coupon payments, acts as a double-edged sword as floating-rate bonds would
outperform fixed-rate bonds when interest rates increase, but would also result in lower
returns if interest rates decrease.
There is another class of bonds known as inflation-indexed bonds, where the principal is
indexed to the inflation rate. This will eliminate inflation risks of investing in bonds.
Perpetual bonds
Perpetual bonds are relatively new products in the Singapore bond market. These bonds
do not have a stated maturity date. While they offer higher-than-average coupon rates, the
coupons are deferrable, cumulative and subordinated to secured bank loans.
As investors cannot redeem them at a fixed time, perpetual bonds pay higher rates than
other similar bonds.

!

Warning
Issuers have the right to defer coupon payments indefinitely.
Furthermore, investors may find it difficult to sell the bonds in the open market
if they are in urgent need for cash.
Therefore, do your homework before investing in such bonds! Look out for
companies with good credit ratings, and a history of paying out regular
dividends.
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Bond Terminology
There are several bond-specific terms that you would have to know before you start your
search for a bond to add to your portfolio.
Let us take you through an actual bond listed on the Singapore Stock Exchange (SGX).
SGX ticker: SIA2.15%b150930
Is this just a random mishmash of letters and numbers? No! This ticker highlights important
features of the bond, including the issuer, coupon rate, and maturity date.
From the ticker, we can see that Singapore Airlines (SIA) is the bond issuer. It pays out a 2.15%
coupon rate on a semi-annual basis (as noted by the letter ‘b’). The bond will mature on 30
September 2015, read backwards in the format of YYMMDD.
Issuer
The issuer of a bond can be a domestic or foreign corporation or government entity.
This is one of the most important factors to take into consideration before you invest in
a bond, as the ability to get back your principal is dependent on the stability and credit
worthiness of the entity.
Coupon rate
The coupon rate states the interest rate paid by the issuer, and is expressed as a percentage
of the par value. Most bond issuers, including the Singapore Government, make interest
payments on a semi-annual basis.
To calculate the amount of interest you will get for each payment, divide the stated coupon
rate by the number of payments before multiplying by the investment amount.
Using the SIA bond example, assuming par value of $1,000, the amount that the bondholder
gets for every $1000 investment every 6 months is 1,000*0.0215/2 = $10.75.
Maturity date
The maturity date of a bond is the date when the bond is redeemed by its issuer, and the
principal is paid back to bondholders.
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Bonds with maturity periods of 1-3 years are usually classified as short-term bonds, while
those lasting beyond 3 years are long-term bonds. In general, the price of short-term bonds
is less sensitive to interest rate movements than long-term bonds. This is because payments
further into the future are discounted by a larger factor, using the time value of money
principle.
Par value
The par value, also known as the face value or principal, is the amount of money the
bondholder will get back upon maturity, regardless of purchase price.
In the case of new issuances, the bond price is usually equal to its par value of $1,000.
However, after the issuance period, the prices will fluctuate based on demand and supply
factors in the secondary markets.
Bond price
A premium bond is a bond with current price greater than the par value. When the price is
lower than par value, it is known as a discount bond. Premium and discount bonds do not
affect the rate of return on a bond investment.
In the secondary market, investors buy and sell bonds at 'dirty' prices, which take into
consideration the accrued interest of the next coupon payment.
Bond rating
SGS bonds have enjoyed the highest ‘AAA’ and ‘Aaa’ credit ratings provided by the three
international rating agencies (Standard & Poor, Moody’s and Fitch) since 2003. This implies a
very low risk of default by the Singapore Government.
On the other hand, corporate bonds have lower credit ratings due to the higher perceived
riskiness. As a result of the higher risks, corporations would increase the coupon rates on
their bonds to attract investors to invest in their bonds.
Clean Prices
Clean prices – prices excluding the accrued interest – are quoted in the USA as
per convention. In European and other markets, including Singapore, dirty prices
are quoted instead.
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This figure shows the different credit
agencies and their categorization of
bonds. Non-investment grade bonds
are commonly referred to as junk
bonds or high yield bonds.

Yield to maturity
A bond’s yield to maturity measures the total return received upon maturity of the bond,
including all interest payments and any principal gains or losses. This figure is helpful when
comparing bonds with different coupon rates or maturities.
The yield of a bond is inversely related with the bond price. As interest rates decrease, the
bonds become more attractive for investors, which in turn will increase the bond price. This
adjustment will continue until the bond yield matches the current market yield.
Yield
Assumptions taken when calculating yield to maturity include:
1. Bond must be held till maturity.
2. Issuer does not default.
3. Interest payments are reinvested at the same rate.
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Advanced concepts
Macaulay Duration
The Macaulay duration of a bond is the weighted-average time it takes for the investor to
receive all future cash flows from the bond. It takes into account the present value as well as
the size of each cash flow to give a more accurate calculation of the repayment period of the
bond.
Bonds with lower yields and coupon rates tend to have higher durations, since the
bondholder receives repayment slower. Therefore, such bonds have higher risks and greater
price volatility.
Last cash flow

Cash flows

Timeline

Duration

Another variation of the Macaulay duration is the modified duration. The modified formula
shows the percentage price change when market interest rate changes.
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Risks
Bonds are generally regarded as lower-risk assets compared to stocks. However, investors
will need to factor investment risks when making their decision.
Interest rate risk
The most important risk to consider while investing in bonds is interest rate risk. As interest
rates increase, bond prices will fall as demand for these bonds will decrease.
Reinvestment risk
Reinvestment risk is the risk that proceeds from current investments would be invested at
lower interest rates. For example, when the issuer recalls a callable bond, investors will not
be able to get similar returns on his investment.
Default risk
Default risk refers to possibility of the bond issuer being unable to make coupon or principal
payments on time, if at all. This risk is more frequent among issuers of junk or high-yield
bonds, such as smaller corporations or troubled economies.
While investors can depend on credit ratings provided by rating agencies, ratings may be
inaccurate if there are unexpected market events. Therefore, it is prudent for investors to do
conduct in-depth research before investing.
Inflation risk
Bonds usually offer a fixed rate of return. When inflation rates are high, it will erode the value
of the investment.
Currency risk
An investor in foreign currency denominated bonds is subject to fluctuations in the
Singapore dollar vis-à-vis other currencies, affecting his total returns.
Benefits
Bonds are still attractive investment vehicles despite the various risks involved.
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Lower risks
As creditors, you have a priority claim to the firm’s assets in the event of liquidation. The
possibility of getting back a significant part, or the full amount, of your initial investment is
higher for a bondholder in the event of bankruptcy while shareholders often lose their entire
investment.
SGS bonds, with strong credit ratings and stellar financial performance of the Singapore
Government, can even be considered 'risk-free'.
Regular income flow
The coupon payments offer the bondholder a regular stream of income. Hence, investmentgrade bonds are typically good investments in times of uncertain economic climate.
Bonds are also attractive to risk-adverse investors, such as retirees, who value the stable
returns.
Potential capital appreciation
There is a possibility of capital appreciation when interest rates decrease or increases.
Portfolio diversification
Although stocks provide good returns in a bull market, bonds can outperform stocks during
economic crises or recessions. Bonds with higher yields in your portfolio will mitigate losses
on other asset classes.

How to purchase bonds
Bonds can be purchased through either the primary or secondary market.
Primary Markets
SGS bonds are issued to the market via auctions based on an issuance calendar. These
auctions are also announced via major newspapers few days before the issuance date.
After an auction is announced, individuals can apply at the ATMs of the three local banks (DBS,
OCBC and UOB). You will require a valid individual CDP account number to apply for the
securities.
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Corporate bond offerings are generally announced through newspapers or the issuer’s
website. Individual investors are able to subscribe to these retail bonds through the ATMs
of the three local banks. However, most corporate bonds are placed privately at the issuer’s
discretion.
MAS publishes the issuance calendar for the following year at the end of each year
on the SGS website.
SGS website: http://www.sgs.gov.sg

Secondary Markets
After the issuance date, investors may also buy SGS bonds on the Singapore Stock Exchange
(SGX). They will use the same trading accounts, and incur transaction and brokerage costs
similar to other SGX transactions. The minimum transaction amount is $1000.
Similarly, some corporate bonds are also available for trading on the SGX. However, other
corporate bonds are mainly sold via primary dealers of SGS securities.

Before you invest
Consider the following before you invest in bonds:
Risk profile: Take some time to determine the level of risk you are willing to take,
before deciding on the bonds to invest.
Investment horizon: Consider all your future obligations first before you invest
in bonds with long maturity periods
Investment objective: Identify the aims of your investments (e.g. retirement,
preservation of capital, accumulation of capital etc.)
Existing investment portfolio: Bonds help to reduce higher risks of equity, while
producing returns that are higher than the interest paid of savings. Assess your
current portfolio position first before deciding on the appropriate bonds to
invest.
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1. How do bonds differ from other securities e.g. stocks?
2. Which type of bond would not provide its holders a claim to the firm’s
assets in the case of bankruptcy?
3. When would you choose to invest in a floating-rate bond over a
government-issued bond?
4. What should you consider before purchasing a bond?
5. How can you purchase an SGS bond?

In A Nutshell
1. Bonds are long-term debt instruments that allow governments and corporations to
finance their operations. Bondholders are provided with fixed income flows for lending
out the money.
2. In addition to plain vanilla bonds, there are also convertible bonds, callable bonds,
puttable bonds, perpetual bonds, floating-rate bonds, and debentures.
3. Before investing in a bond, you should consider its issuer, coupon rate, maturity date,
bond ratings, bond price, and bond yield.
4. Before investing in a bond, you should also consider interest rate risk, default risk,
reinvestment risk, inflation risk, and currency risk.
5. Benefits of investing in bonds include the reduction of risk, regular income flow,
potential capital gains, and strengthening your investment portfolio through
diversification.
6. You may purchase the bonds through primary market directly or the secondary
market with your CDP account.
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Stocks

Chapter 5
Becoming an owner
When you buy a stock, you become a co-owner of the company. When you invest in a stock,
you are investing in the business of the company. If the company does well, stock prices will
generally increase.
Warren Buffett, the world’s most successful investor, only buys stocks of businesses that
he understands. While this may seem to be a restriction on your range of stock selections,
you will need to know the business operations of the company to analyze the value of the
securities.
In the following two chapters, we will introduce to you the various types of equities,
methods to value and analyze the company’s performance as well as various strategies to
invest in stocks.
Prices of stocks are subject to demand and supply
forces, which implies higher stock prices if market
sentiment is good and lower prices if the sentiments
are bad.
Companies that have outperformed the share price
movements of its industry peers may not be worth
buying as the general public could have inflated the
value of the stock. In contrast, a company that has
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an underperforming share price may be worth buying if the price is right.
Company A is doing really well recently. I think we should buy its stock.
Ok. How much is it?
$10 a share yesterday.
I heard that stock prices can be volatile. Maybe we should check it again?
Oh, it’s now $12. I guess the price increased due to its excellent
profit announcement this morning.
Ok... given that the market has adjusted its price to the piece of
good news, is it still worth buying?
Maybe... I think we should ask someone for help. We will probably need
to do more thorough research.

Common Stocks
Common stocks are also known as ordinary shares. Purchasing common stocks gives you a
claim to the company’s assets. Common stocks also have voting rights during shareholder
meetings. However, as major shareholders usually have more than 50% of the ownership
and voting rights, retail investors are unlikely to influence the company’s decisions.
Stocks in Singapore are traded in board lots, where each lot represents 1,000
shares. This differs from other countries such as the United States where you
can buy a minimum of 1 share. If the stock price is $2.30, and you to buy one lot,
you will have to pay $2300 in addition to brokerage and trading fees. In many
countries, gains from the sale of stock is taxable, but in Singapore, capital gains
are tax exempt as an individual investor.
Common stock holders benefit through share price appreciation as well as dividend
payments. They stand to benefit the most when the company does well, but they also
suffer the most when the company fails. If the company fails and is liquidated, common
stock holders would have a claim to the firm’s assets only after the creditors and preferred
shareholders have received their shares.
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Stock prices movements can be very volatile due to the ease of buying and selling stocks.
With the advent of online trading, it has become much easier for an investor to trade stocks
on the exchange.
Some of the stocks listed in Singapore may also be traded in foreign currencies such as
US dollar or HK dollar. Investors need to be aware of foreign currency exposures when
purchasing these stocks. Some stocks on the SGX also offer dual currency listings, which
allow investors to trade in both the Singapore dollar and the foreign currency.
Daily Trade Volume
Stocks are traded daily by many investors so they can be very sensitive to news. However,
some of the smaller cap stocks may not have trading on particular days.
With a low trade volume, you may have to accept a lower price for your stockholdings as the
bid-ask spread may be large and there will few buyers around. Large-cap stocks such as the
STI constituent stocks would have a sizeable daily trading volume, making it easier to buy
and sell them on the exchange.
There may be corporate actions such as stock split and consolidation which will cause
the share price to fluctuate. However, the total value of the stocks remain constant after
consolidation.
Share price volatility
As highlighted in earlier chapters, greater share price volatility increases your risk on the
investment. In general, large-cap stocks have lower price volatility than small-cap stocks due
to their stable cash flows and strong management.
The closing stock price at the end of the trading day is the market’s evaluation of the
company's value. As the market may not be fully efficient, the closing price may not reflect
the true value of the company. During bull markets, the company may be more highly
valued while valuations are reduced during bear markets. Regardless of our experience in
analysis, we should never ignore the overall market wisdom.

Primary and secondary markets
A primary market is where securities are created via an initial public offering (IPO). Investors
are able to access the IPO market through application of shares via ATMs of banks or through
the stock issuer directly. You can sell your alloted IPO shares in the secondary market upon
listing.
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The secondary market allows investors to trade issued securities without the involvement
of issuing companies. When trading on secondary markets such as SGX, you will incur
brokerage fees and transaction costs.

Types of stocks
We will take you through the major types of stocks that are available for trading on the
exchange.
Dividend and growth stocks
Dividend stocks provide high dividend yields to investors on a regular basis. These are
mature companies with stable cash flows.
Growth stocks are stocks that are bought due to the potential share price appreciation.
They are unlikely to give out much dividends during the expansion phase. However, there
are some companies which have stable operations but decide not to give out dividends to
shareholders. In this case, shareholders can only look forward to price appreciation as their
only return.
Blue chip stocks
Blue chip stocks are well-established companies with stable cash flows and strong
management teams. They are usually large-cap counters which are index constituents.
In Singapore, examples of blue chip stocks include local banks and telcos which have
demonstrated strong profitability throughout the years.
Real Estate Investment Trusts (REITs)
REITs are securities that pool money from shareholders and purchase properties in
a particular sector. These sectors include residential, retail, industrial, hospitality and
commercial areas. REITs are tax-exempt and a low cost way of investing in the real estate
sector in Singapore.
There are three main advantages of investing in REITs as compared to direct investments in
real estate. Firstly, there is higher liquidity in trading REITs. However, property transactions
are usually complex and you are unlikely to get a fair value for your properties if you trying
to sell urgently. Secondly, you do not need to put up a lot of capital when investing in REITs.
Finally, REITs provide flexibility in sector exposure and diversification of portfolio. You can
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also invest in different REITs which will increase your sector diversification.
The most important value in a REIT is its net asset value (NAV). REITs generally trade at a
value close to or under its net asset value. REITs are required to give out at least 90% of its
earnings to shareholders.
However, REITs will initiate rights issues to fund new property purchases, as most of their
cash flows are handed out to investors. Investors will need to pay to take up their rights, or
face dilution in their share-holdings.
American Depository Receipts (ADR)
An ADR is a stock that trades in the US and represents a specified number of shares in a
foreign corporation. ADRs are also traded on the SGX like regular stocks, and are issued or
sponsored by a financial institution.
ADRs are an easy and cost-effective way to buy shares in a foreign company while reducing
foreign market risks.

How to buy stocks
You can trade via an online broker or a physical broker. Online fees are usually cheaper than
physical brokers. You will need to sign up for a CDP account to trade in Singapore shares.
Some brokers also allow you to trade different markets in Asia and the United States.

Other Equities
The other forms of equities that we will introduce in this chapter are preferred stock and
company warrants.
Preferred Stock
Preference shares, also called preferred stock, is a special class of shares that has both equity
and debt properties. Like common shares, preference shares pay dividends and represents
an ownership interest in the company. However, the dividends are not guaranteed, may be
reduced or not paid at all. Similar to bonds, dividends are fixed at the time of issuance (e.g. 6%)
Preferred stocks are given priority when the company is distributing dividends. They will
receive dividends before common shareholders. However, coupon and interest payments on
loans and bonds need to be paid out first before the company can pay out dividends. Most
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of the preferred stock have callable features, which gives the company the right to buy back
the shares.
For example, if the preferred stockholders are entitled to $1 million in dividends per annum,
and the company has decalred $1.4 million of dividends, $1 million will go to preferred
shareholders while the remaining $0.4 million will go to common shareholders. However, if
the company decide to give out $5 million in dividends this year, preferred shareholders will
receive $1 million while common shareholders will receive $4 million in dividends.
In a falling interest rate environment, preference shares can provide capital gains, similar to
a bond. Unless the preference shares are convertible to ordinary shares, daily fluctuations in
ordinary share prices do not affect the price of preference shares.
Preferred stock can be cumulative or non-cumulative.

Company Warrants
There are two types of warrants listed on the SGX, namely company warrants and structured
warrants. Unlike structured warrants which are issued by a third party financial institution,
company warrants are issued by the companies to raise additional capital.
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The value of the company warrants depends on the common share price. The buyer of
company warrants has the right but not the obligation to purchase the common stock at a
strike price on or before maturity date.
Company warrants gives the buyer the same economic exposure as a common stockholder,
and costs the buyer a proportion of the underlying share price. However, as these warrants
are leveraged instruments, your gains and losses are magnified when the share price moves.
Furthermore, the warrants will expire worthless after the maturity date.
Classes of stock
It is possible for companies to issue different classes of stock. The most common reason is
the decision to retain voting power. For example, one class of shares would be issued with 10
votes per share while a second class would be issued with 1 vote per share.

Introduction to stock indices
The Straits Times Index (STI) is the most recognised benchmark index and market barometer
for Singapore. Started in 1966, STI now tracks the performance of the top 30 companies
listed on the Singapore Exchange, ranked by market capitalisation.
STI is the headline index of the FTSE ST Index Series, a family of indices that are created by
Singapore Press Holdings (SPH), SGX and FTSE Group (FTSE).
Another index listed on the SGX is the FTSE ST All Share Index, which includes all companies
in the top 98% by total market capitalisation on the SGX Mainboard.
Other indices that are available in Singapore include:
• STI Dividend Index, which tracks the cumulative value of cash dividends paid out by
constituents of the STI
• FTSE ST Mid Cap Index, which displays the next 50 companies by full market capitalisation
of the SGX Mainboard
• FTSE ST Small Cap Index, which consists of companies within the top 98% by market
capitalisation on the SGX Mainboard
There are also more specific indices such as that of FTSE ST China Index which tracks
Singapore-listed Chinese companies (S-shares). A complete list of the indices can be found
on www.sgx.com.
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1. Do Common stock holders have voting rights?
2. Are preference shareholders guaranteed a dividend?
3. What are blue chip stocks?
4. What are the advantages of REITs?
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In A Nutshell
1. Buying a stock is similar to buying a part of the company.
2. Common stock holders have voting rights and a share in the company’s profits
through dividends and stock appreciation.
3. In Singapore, stocks are sold in lots of 1,000 shares.
4. Preference shareholders will be paid divdends before common shareholders.
5. Dividends on preference shares are not guaranteed. Cumulative preference
shareholders have future claims to dividend payments while non-cumulative
preference shareholders do not.
6. There are three types of Real Estate Investment Trusts (REITs), namely equity REITs,
mortgage REITs and hybrid REITs.
7. The main advantages to REITs are liquidity, low capital investment and flexibility in
sector exposure.
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Stock Fundamental

Chapter 6
How do we evaluate a company?
When you are investing in the stock of a company, you will expect returns in the form of
dividends and capital appreciation.
The problem is: how do you know the real value of a company’s stock? You can either
evaluate the company in terms of its financial performance and prospects through
fundamental analysis, or by using charts and price trends, also known as technical analysis.
In this chapter, we will evaluate both methods of stock picking that are widely used by
professionals.
I think we should start investing in company A, the company seems to be doing
pretty well and is rather cheap compared to its earnings.
But the share prices seem to be dropping, I think there is a
downward trend here. I think we should short sell it instead.
But its a good company and it is selling at a cheap price.
Maybe, but I think the price drop will continue; the economy isn’t doing so well.
I think we are looking at the stocks using two different methods; we
should evaluate the pros and cons of both our strategies.
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There are two methods of evaluating a company’s share price, through fundamental
or technical analysis. Fundamental analysis involves analyzing the company’s financial
statements and health in order to value the company’s shares. Technical analysis uses price
trends to evaluate the future movements of stock prices.
Fundamental analysis is concerned with ‘true’ (or intrinsic) value of a company, whereas
technical analysis is concerned with the short term price movements of a stock. In most
finance courses, the emphasis is on fundamental analysis as it is based on actual facts and
figures which can be analyzed systematically, while technical analysis relies on ‘trend-findings’
to guide investment decisions.
Does stock picking work?
The world’s most famous investor, Warren Buffett, uses his superior stock-picking
strategies to become the 3rd richest man on earth. Other prominent money
managers, including Peter Lynch and John Templeton, also uses stock-picking
strategies to outperform the market regularly.
However, most other stock pickers, such as mutual funds, do not beat the market
consistently.

Fundamental analysis
Fundamental analysis involves analyzing the company’s financial statements, management,
market and competition. The objective is to find companies that are under-valued or overvalued, and take advantage of the information.
A key concept in fundamental analysis is the intrinsic value of a stock. The intrinsic value is
the ‘true’ value of the company based on its fundamentals. The market may overvalue or
undervalue the stock at some point, but the price will eventually return to its intrinsic value
over time.
The intrinsic value is derived from interpreting the company’s financial statements as well
as comparing its financial data with other comparable companies. However, financial data
will not provide you with the full worth of the company, as intangible assets like employee
knowledge are not measurable.
Most annual reports contain management discussion on forecast earnings and growth, as
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well as the balance sheet, income statement and cash flow statement. The forecasts can
provide a rough estimate of the company’s future performance, even though you might
want to consider other sources such as analyst reports.
Stock Selection Process
A usual stock selection approach is the ‘top-down’ process, where you will select based on
the specific markets, industry groups and specific companies.
1. Specific markets
Investors can trade in a wide range of equities through their trading accounts, from US
markets to Hong Kong markets and London markets. You can determine the countries that
provide good growth prospects and stability by reading the news on a regular basis.
2. Industry Group Selection
Due to the economic cycle, certain industry groups are likely to benefit more than others. We
have included a graph that shows the sectors that are likely to benefit at different stages of
the economic cycle.
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3. Narrow down to specific companies
Analyze the business operations, management and financials of the companies within each
sector to pick stocks that can offer good returns.
It is important to refrain from selecting stocks based personal preference. While your
instincts may be correct at times, it is prudent to rely on analysis that are based on actual
statements and figures. For example, when the company’s expense increased by 10%, which
areas had the greatest increase? Can the costs the contained in the future? Did the company
‘hide’ any expenses?
When reading analyst reports, you must consider if the analyst is offering unbiased opinions
of the company and its prospects. In addition, you can evaluate if the valuation models used
by the analysts are appropriate in analyzing the stock.

Avoid your
enemy yourself

Understand
theories driving
value investing

Cautious to
market
analysts’
report

Keep an eye
on the
company
business
Examine
balance
sheets and
income
statements

Value Investing
Value investment is the discipline of buying securities and holding them until their actual
value is realized. In simple terms, it means buying a dollar for fifty cents.
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The disciplined pursuit of bargains makes value investing a risk-averse approach. The primary
goal of value investors is to avoid losing money. As Warren Buffett famously commented:
Rule #1 – Never lose money and Rule #2: Never forget Rule #1.
1. A bottom-up strategy to identify undervalued investment opportunities. This involves a
close scrutiny of financial statements that are available in annual reports.
2. A risk-averse approach. Attention is paid as much to what can go wrong (risk) as to what
can go right (return).
3. Achieve a ‘margin of safety’ by purchasing the stock at prices sufficiently below ‘true’ value.
Warren Buffett believes and has proven that value investing works. His value strategy took
the stock of Berkshire Hathaway from $12 in 1967, to $70,900 in 2002 (which is about 25%
annually) and $100,400 now.
In his methodology, he chooses companies with:
1. Consistently good performance with dividend payments
2. Little or no debts
3. High and increasing profit margins
4. At least 10 years of successful operations
5. Have distinguishable products and do not rely largely on price competition
6. Undervalued by at least 25%
In practice, this is not easy to do. Nonetheless, this is a good methodology to pick stocks that
have relatively lower risks.
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Analogy: Book vs Intrinsic Value
You can gain some insight into the differences between book value and intrinsic
value by looking at one form of investment, a college education. Think of the
education’s cost as its “book value”. If this cost is to be accurate, it should include
the earnings that were foregone by the student because he chose college rather
than a job.
For this exercise, we will ignore the important non-economic benefits of an
education and focus strictly on its economic value. First, we must estimate the
earnings that the graduate will receive over his lifetime and subtract from that
figure an estimate of what he would have earned had he lacked his education.
That gives us an excess earnings figure, which must then be discounted, at an
appropriate interest rate, back to graduation day. The dollar result equals the
intrinsic economic value of the education.
Some graduates will find that the book value of their education exceeds its
intrinsic value, which means that whoever paid for the education didn’t get his
money worth. In other cases, the intrinsic value of an education will far exceed
its book value, a result that proves that capital was wisely deployed. In all cases,
what is clear is that book value is meaningless as an indicator of intrinsic value.

Equity Valuation
There are 2 main categories of valuation, namely absolute and relative valuation models.
Absolute valuation models focus on items such as dividends, cash flow and growth rate
of the company, without worrying about other companies. Some of the models include
dividend discount model, discounted cash flow, and asset-based models.
Absolute discount models
Discounted Cash Flow
Discounted cash flow involves the calculation of estimated cash flows for the firm or
dividend payments, and discounting them to the present value. The time value of money
principle is crucial in this method, as earnings further into the future have smaller present
values than earnings for next year.
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The most commonly used method is the 2-stage DCF model, where free cash flows are
forecasted for a few years, before a terminal value is calculated to account for all the cash
flows beyond the forecast period.
This method usually applies to companies with predictable and positive free cash flows,
excluding high-growth firms due to the large capital expenditures.
Step 1 — Forecast Expected Cash Flow: Firstly, forecast the expected cash flow based on
assumptions such as the company's growth rate, profit margin, income tax rate, capital
expenditure, and working capital requirement. screens.
Step 2 — Estimate the Discount Rate: Calculate the weighted average cost of capital (WACC),
which is the discount rate used in the valuation process.
Step 3 — Calculate the value of the company: Use the WACC to discount the expected
cash flows to get the Cash Flow from Operations. We also use the WACC to calculate the
company's Residual Value. Add the value of Short-Term Assets on hand to get the Corporate
Value.
Step 4 — Calculate Intrinsic Stock Value: Subtract the values of the company's liabilities to
get the Value to Common Equity. Divide that amount by the amount of stock outstanding to
get the per share intrinsic stock value.
For example, take a look at the simplified cash flows of Company ABC:

Operating Cash
Flow
Capital
Expenditures
Free Cash Flow

2007

2008

2009

2010

2011

2012

438

789

1462

890

2565

510

785
-347

995
-206

1132
330

1256
-366

2235
330

1546
-1036

In this example, the firm has produced increased cash flow. However, due to the high capital
expenditures, the firm is investing a lot of cash back into the business in order to grow. The
negative free cash flows make it extremely difficult or impossible to predict future cash
flows. Hence, we will not use the DCF method for such a firm.
Dividend discount model (DDM)
This is one of the most basic absolute valuation models. This model calculates the ‘true’ value
of the firm based on the dividends that the company pays its shareholders.
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However, as highlighted earlier, this does not apply to firm paying little or no dividends. For
example, Genting Singapore shares only pays 1 cent dividend in 2012, making it difficult
to value the shares using the DDM. On the other hand, defensive shares such as Starhub
provides stable and predictable dividends, allowing us to use this method to calculate the
shares.

Dividends Per
Share

2010

2011

2012e 2013e 2014e 2015e…

$0.20

$0.20

$0.20

$0.20

$0.22

$0.22

In this example, you can see that the dividends has been consistent at $0.20 per share. Using
forecasts of earnings growth, we may predict that dividends increase to $0.22 per year from
2014 onwards.
Next, we suppose that WACC of the firm is 8%. The value of the firm can be calculated as
follows:
Value of firm in 2012 = .2 + .2/1.08 + .22/(1.08^2) + .22/(1.08^3) + … = $2.93
Suppose that the current price is $3.00 per share. It means that Starhub shares are slightly
overvalued, based on our assumptions. We can wait for a lower price before buying the
shares.
What is WACC ?
WACC is the weighted average cost of capital for the firm’s funding. All capital sources –
common stock, preferred stock, bonds and long term debt, are included in the calculation.
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Asset based models
Another simple model which can be used in valuing a company is the ‘sum of the parts’
model. For example, Company XYZ has net assets worth $20 million and there are 10 million
shares outstanding with no preferred shares. The value of each share can be calculated to be
$2 per share.
This valuation method assumes no synergy between the different divisions in the company
and value each of its components separately. This method is usually used for valuing
companies that operate in a wide range of industries or countries with little or no overlap.
Relative valuation models
Relative valuation models compares financial figures to similar companies. These methods
involve calculating multiples or ratios, such as price-to-earnings (P/E), and comparing them
to other similar firms. For example, if the P/E ratio of the firm is lower than the P/E ratio of a
comparable firm, the company can be said to be undervalued.
Generally, relative valuation is easier and quicker to do than absolute valuation methods.
Comparables Method
If you are unable to value companies using absolute valuation methods, or do not want to
spend too much time looking at annual reports or statements, you can use the comparables
method. This method compares the stock price’s multiples to another company’s multiple or
the industry average to determine its valuation.
The rationale for this valuation lies in the Law of One Price, which states that 2 similar assets
should sell for similar prices. As there is a vast number of multiples which can be used, we
will highlight the important ratios below. However, relative valuation methods may be less
accurate if the market is overly optimistic or pessimistic, causing the stock price to correct
itself in the future.
Price / Earnings Ratio (P/E)
Price to earnings ratio measures the price of the stock relative to earnings. For example, a
company with a P/E ratio of 10 would mean that it will take 10 years of current earnings to
equal to market value of the stock.
Companies with different risks and growth potential will have different P/E ratio. A firm that
is expected to grow rapidly will have a much higher P/E ratio. The P/E ratio will also vary in
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different industries you are in. For example, a technology company would typically have a
higher P/E ratio than a construction company due to the higher growth rate.
Price / Cash Flow (P/CF) ratio
Cash flow is an important indicator of the company’s performance. If the company has
negative cash flow due to the poor credit collection system, it can go out of business even if
it is making profits.
Price / Book (P/B) ratio
The P/B ratio measures the valuation of the firm’s assets. For example, if the P/B ratio is 2, it
means that you are paying 2 times the value of the company’s assets. Some companies may
have P/B ratio below 1 if there is great uncertainty about the firm’s future prospects or the
accounting methods used to value the assets is questionable.
EV / EBITDA ratio
Enterprise value is calculated as market cap plus debt, minority interest and preferred shares,
less total cash and cash equivalents. EBITDA is earnings before interest, taxes, depreciation
and amortization.
EV/EBITDA is commonly used as it takes debt into account. As this multiple is capitalstructure neutral, it can be used to compare companies with different levels of debt. For the
multiple to be reasonably accurate, the company must have sustainable profitability over
the long term.
Acid test ratio
The quick ratio or acid-test ratio measures the ability of the company to use its short term
assets to pay off its current liabilities. Normally, companies should have a quick ratio of 1 or
greater. A quick ratio less than 1 usually means that the company has trouble paying off its
current liabilities and may face short term cashflow problems.
Quick assets are assets that can be quickly converted into cash at current book value.

For the ratios calculated above, negative ratios would be meaningless and excluded from
the valuation of the company.
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Other qualitative factors
Other than financial ratios and statements, there are other qualitative factors which can
influence the stock price. For example, companies with clean history would mean that it has
a good management team and no hidden liabilities or lawsuits.
The trading volume of a stock allows for liquidity and flexibility in owning the stock, which
can help in subsequent offerings. A wide shareholder base means that there is more interest
among retail investors in the stock, which would imply greater liquidity as well.

Technical analysis
Technical analysis attempts to forecast stock prices on the basis of market-derived data.
Technicians, also known as quantitative analysts or chartists, use bar charts, candlesticks, or
point and figure charts to look for patterns to predict future price movements.
Technical analysis uses different indicators to predict price movements. If most of the
indicators point to an upward moving stock price, then it is a buy signal. If the indicators
predicts downward moving stock price, it is a sell signal. Technical analysis is usually used for
short term trading.

Resistance Line

Support Line
Source: www.freestockcharts.com

Resistance Line
Resistance line is the price line that prevents the stock price from moving up. The resistance
level is usually above the current price range and is the black line in the above chart. It is
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usually the highest price point of the stock in the previous few months. If the stock manages
to break out of the range, it would mean a strong upward movement is on its way.
Support Line
Support line is the price point at which the demand is strong enough to support the price
from falling any further. The support line is highlighted in blue above. As the price of the
stock falls to the support line, it becomes cheaper and there will be more buyer than sellers
in the market.
Resistance and support lines are not concrete barriers, but values where there is resistance
to price increases and falls respectively. Once the price breaks through the resistance
or support line, price expectations of the stock will change. For resistance lines, a new
resistance line will be established at a higher level.
There are, literally, hundreds of technical indicators used to generate buy and sell signals.
The most frequently used indicators include:
• Moving Average Convergence/Divergence (MACD)

• Double Moving Average

• Relative Strength Index (RSI)

• Stochastic Fast/Slow

• On Balance Volume

• Ichimoku Kinko Hyo

• Bollinger Bands

• Elliot Wave

• Put/call Ratio
• Williams’s %R
What is Trend Following?
A rolling ball gradually speeds up as it rolls downhill. It begins slowly but moves faster and
faster until it stops or reverses.
The rate of price change often begins slowly and then gains momentum until a reversal
point is reached. Past strong performers are likely to perform well and past weak performers
are likely to perform poorly.
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Using a 12-month or 3-month strategy, rank the stocks to form portfolios by buying the best
performers of the last 12 months and shorting the worst performers for the last 3 months.
This method has been documented to generate returns of 1.31% per month (Narasimhan
Jegadeesh and Sheridan Titman, 1993). In a nutshell, trend trading is essentially “buying
winners, selling losers”

Forming
Portfolio

Ranking

Buying
winners,
selling
losers
However, this is a risky strategy if you hop on to the trend too late, as a reversal in the trend
could cost you dearly. The dot com bubble in the 1990s is evidence that trend following is
dangerous - Prices of technology stocks were selling at hundreds of times their earnings, yet
the public kept buying and stock prices kept rising at in incredible rate. When stock prices
reached a tipping point, they crashed and many people lost their entire fortunes.
If your answers are ‘Yes’ to the above 3 questions, then you can consider looking into
momentum trading strategies.

Investing strategies
Historically, if we invest in the Dow Jones Industrial Average (DJIA), the probability of getting
a positive return, based on returns from October 1928 till now, is as follows:
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Year 2008

Source: www.freestockcharts.com

Based on the high probabilities of return, the DJIA seems to be a very good investment. Does
this mean that you will get a positive return as long as you hold it for the long term?
Let’s look at a recent example: if you had invested in DJIA in 2008, you would have made a
huge loss of 50% of your investment capital in just one year. Four years later, you will still be
making a negative return.

Singapore securities
If you are investing in the Straits Times Index (STI), the probability of getting a positive
return, based on returns from December 1987 till now, is as follows:
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The probability of a positive return over each horizon is smaller than DJIA, but there is still a
75.2% probability of positive return for a 10 year investment horizon. Furthermore, you will
not be exposed to foreign exchange risks that may erode your returns in the long run.
Buying the index will also help you build a portfolio that is similar to the market, giving you a
good chance for positive return.
The Singapore’s stock exchange website is www.sgx.com. In the website, you will be able
to find information on all the securities that are available for trading on the Singapore
Exchange: Stocks, ADRs, etc. There are also free technical analysis tools like moving averages
for you to use. Basic background information, dividends and announcements are also
available here.
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Stock exchange listings
There are 2 different types of listing on the SGX – on the mainboard or the Catalist.
Catalist is the new name for SESDAQ (Stock Exchange of Singapore Dealing and Automated
Quotation system), SGX’s second board. It is part of SGX’s long-term strategy to attract both
small, fast-growing firms to list in Singapore. As of end 2011, there are a total of 134 stocks
data found in the Singapore Catalist Stock Exchange.
However, most Catalist stocks do not have large trading volumes daily due to the lack of
information provided. This provides greater risks for investors who are entering or exiting
their trades.
On the mainboard, there are approximately 640 companies that are listed. The top 30
companies by market capitalization make up the Straits Times Index, which is the most
widely recognized index in Singapore. Mainboard-listed companies are usually larger in scale
and have higher trading volumes than Catalist-listed companies.
Stock picking can be important to build your successful portfolio and there are a few people
who have become very rich because of their superior skills. Do your research and choose
wisely, and remember to diversify your portfolio well to ensure that it matches your risk
profile well!
1. What is the intrinsic value of a stock?
2. How is technical analysis different from fundamental analysis?
3. Which is better - fundamental analysis and technical analysis?
4. What investment would be suitable for you if you have limited time and investment
knowledge?
5. What is the resistance line?
6. What happens when the price drops to the support line? Is it more likely to move up or
move down?
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In A Nutshell
1. The two methods for evaluating stocks are fundamental analysis and technical
analysis.
2. Fundamental analysis involves analyzing the company’s health, management and
prospects.
3. Technical analysis involves using charts and price trends to predict the stock price in
the future.
4. Value investing involves buying stocks that are cheap compared to their market
value.
5. According to fundamental analysis, the stock price will eventually return to its
instrinsic value.
6. The support lines and resistance lines are tools used for technical analysis, they
represent the band that the price of the stock is likely to move within.
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Commodities

Chapter 7
Owning the materials
Commodities are goods that are frequently used for the production of finer goods, and
thus, play important roles in our daily lives. In recent years, more investors have turned their
attention to the world of commodities due to the inherent trading advantages. For instance,
precious metals such as gold are considered to be a good store of value in times of instability
and economic uncertainty. In fact, billions of dollars are invested in commodities every day.
This chapter will give investors an insight into the world of commodities, how it is traded,
widely traded commodities, risks and benefits and how you can get exposure to the
commodities markets.

Jane, I’m just curious. Can u trade something as unique as oil or even natural gas?
Hmmm… I’m actually not too sure about that. Maybe it’s possible?
Let's do our research… I think there is nothing in the
world that cannot be traded lol.
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Widely traded commodities
There are many types of commodities that can be traded in the market. Tradable
commodities can be grouped into 3 main categories: agriculture, energy and metals, as
shown below.
Agriculture
Corn
Soybean
Coffee
Sugar
Wheat
Cotton

Energy
Crude Oil
Natural Gas
Brent Oil

Metals
Gold
Silver
Aluminum
Platinum

Let us also take a look at some of the most popular commodities traded today.
Crude Oil
Crude oil is unprocessed oil found beneath the earth’s surface, and is used in the production
of a wide range of products from plastics to petroleum. Due to rising demand from
emerging countries and decreasing supply, it has become the most traded commodity in the
world today. The price of crude oil is known to fluctuate wildly with regards to global events,
making it a challenging yet potentially rewarding investment. Major crude oil exporters
come from the Middle East, as well as Norway, Nigeria and Mexico.
Coffee
The second most traded commodity is coffee. Produced mainly in Latin American and
Southeast Asian countries, its high demand is mainly derived from the high coffee
consumption rates in the United States and Europe. It is estimated that over 2.25 billion cups
of coffee are drunk worldwide everyday!
Natural Gas
The third most traded commodity is natural gas. Used everywhere from heating homes to
product manufacturing, it has a volatile marketing style because of its price fluctuation.
Demand for natural gas has increased sharply in the last two decades due to its relative
environmental friendliness. With the world’s crude oil reserves depleting, it is steadily rising
as a viable fuel alternative.
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Gold
Of all the precious metals, gold is the most popular for investment purposes. Previously used
as currency, the versatile metal has emerged as an intrinsic part of the portfolio of investors
after the global financial crisis in 2008, and is expected to continue in the future. Although
it has a history of cyclical performance, the strong symbolic meaning behind the metal, as
while as ongoing uncertainty on the global economic front, strengthen the case for gold
consumption.
Brent Oil
After crude oil and natural gas, Brent oil is the fifth most traded energy product in the
market. The name stems from a collaboration between Exxon Mobil and Royal Dutch Shell.
Brent oil makes up two-thirds of the global oil production, and is used in the production of
gasoline and diesel. Brent Oil is mostly found and refined in the Scandinavian countries, and
is popular among the European and African nations.
Get exposed to commodities
After hearing about the exciting world of commodities, wouldn’t you want to know how you
can be exposed to the sector?
There are a number of ways that investors can be exposed to commodities, and there are
many examples of how people with limited capital make extraordinary profits in a relatively
short period of time. However, each investment has its own risks and benefits, which we will
explore next.

Commodity-related stocks
Investors may gain exposure to the commodities market through stocks that deal directly
with such goods, e.g. mining stocks, agricultural stocks, and companies that provide
supporting infrastructure or upstream / downstream products. Oilrig builders, commodities
traders, processing and resource companies are some of the relevant companies listed on
the Singapore Exchange and the Singapore Mercantile Exchange
However, price movements of these stocks may not be closely linked to commodity spot
prices or even fundamental economic data, as stocks are also vulnerable to market factors
such as liquidity and risk aversion. In Other company-specific factors such as profitability and
corporate governance should also be taken into consideration. One important characteristic
of these stocks is the higher volatility as compared to other sectors, due to their closer links
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with prices of commodities.

Unit trusts
Many unit trusts gain commodity exposure through commodity stocks and commodities
futures contracts. Funds using futures contracts have closer price movements to the
underlying commodities price.
Furthermore, unit trusts offer daily liquidity provided by the fund manager through creation
and cancellation of units. Unit trusts can be invested through either banks or investment
advisory firms.

Physical holdings
Few commodities allow for direct physical holding due to high storage costs and the
perishable nature of some goods. The most common physical holding commodity is gold,
which can be purchased from major banks and trading firms.
However, do note that purchasing physical gold in Singapore incurs GST charges. Some
banks also offer investors gold investment accounts, but may incur custody charges, which
will reduce the returns on investment.

Commodity ETFs
There are commodity ETFs listed on the SGX, which make commodities trading transparent.
You can buy ETFs in a similar way as you would buy a stock. Several ETFs track commoditybased indices or specific commodities. Exposure to the commodities can be direct, through
holding physical commodities, or indirect, via derivative instruments. An example of the
former would be the SPDR Gold Trust, and synthetic ETFs for the latter.
Issues to take note when trading commodity ETFs are the ETF structure and the underlying
assets. There are significant differences among funds in terms of their composition and
weightage, which may affect returns. More information on ETFs can be found in Chapter 9.

Commodity ETNs
Exchange traded notes or ETNs can also provide exposure to the commodity sector.
Commodity ETNs are debt securities and returns are linked to a particular commodity index.
Typically, there are no guarantees for returns or periodic income payment. As it is a
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debt instrument, investors will be subject to credit risk of the issuer as well as market risk in
general.
ETNs are also listed on the SGX, increasing the price transparency. However, there are
significant liquidity risks as ETNs are usually thinly traded. If you are considering ETNs for
exposure to the commodities sector, do check out the issuer’s credit rating as well as liquidity
issues. More information on ETNs can be found in Chapter 9.

Commodities Pools/ Managed Futures
Managed futures products pool money from individuals to invest in commodity futures
and options. These products tend to have very high management fees and expenses, as
well as high minimum investments and net worth requirements, and can be difficult to
evaluate. Managed by licensed commodity brokers, many pools use leverage and other nontraditional investment approaches.

Commodity futures contracts
The most common trading method for commodities is conducted on the futures market. This
offers the most closely related exposure to commodities prices. Unlike an ETF which may buy
front month contracts and rolling them over as they are due, you can choose the term of the
futures contract which is specific to your investment horizon. There is also flexibility in terms
of the long and short position that you can take in the commodity.
Unlike investments such as stocks or bonds, you do not own anything when you buy futures.
You are speculating on future price movements, betting that the price will move as you have
predicted. For example, you would long a futures contract if you believe that the price of
corn would go up in the future, and sell if you believe otherwise.
To trade futures, you are usually required to open a margin account with your broker. The
initial deposit is typically a fraction of the contract value. The low upfront capital provides
you with leverage, which can magnify returns and losses. More information can be found in
the next paragraph and Chapter 11.
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Commodity producers and consumers also trade in futures to eliminate risks
from changing prices. Here is an example of how commodities futures benefit
both parties.
A farmer, who has a field of corn that can be harvested in 3 months, is worried
about corn price going down in the next 3 months. He can sell corn futures
contracts equivalent to the size of his crop now, and deliver his corn in 3 months
time. The farmer has locked in the price of corn through the futures contract and
will get paid a fixed amount regardless of future price movements.
The producer, who needs to buy corn in 3 months, is concerned that the price of
corn will go up in the next 3 months. Therefore, he can buy corn futures contracts
now to be delivered in 3 months. In this case, the manufacturer is assured of the
delivery of corn at the specified price regardless of price changes.

Advantages of Commodity Trading
Commodity investing is receiving increased interest lately, and rightfully so. There are many
advantages of commodity trading compared to other investments like stocks and bonds,
especially during hard economic times.
Potential for returns
In recent years, commodities have generally outperformed stocks and bonds due to the
increased demand from developing countries. As developing countries such as China and
India look to build up their infrastructure and manufacturing capabilities, there would be
greater demand for commodities such as steel and oil. The increased demand, coupled with
limited supply, will most likely send prices higher.
Leveraging
The main advantage of investing in commodities is the potential for huge profits in
a relatively short period of time. This is a result of the leverage used in investing in
commodities. However, the use of leverage is a double-edged sword, which we will address
under the section of risks.
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What is leverage?
What is leverage?
Leverage enables the investor to trade a particular commodity using lower
capital. For example, you could either purchase gold physically or through
futures contracts, which use less capital for a similar exposure.
If you invest $1000 in futures contract, you can usually leverage your investment
up to 100 times, which is an exposure of$100,000. When the price of gold goes
up by 1%, you would have doubled your money. Similarly, when gold prices go
down by 1%, you would have lost your entire capital. Therefore, investors using
leverage should have a comprehensive strategy before making the trade.

Accessibility
Another advantage of commodity trading is accessibility. The commodity markets are open
24 hours during trading days, allowing traders to trade at any time of the day. Commodities
trading have much lower commissions relative to stocks and bonds trading.
Commodity trading also offers sufficient liquidity as compared to illiquid assets like real
estate. With real estate, your capital is essentially locked up in the property whereas you can
exit a position at any time in commodities trading.
Risk diversification
Risk diversification is another advantage of commodity investments. As commodities are
real assets, they react to changing economic conditions differently. This helps to diversify
and hedge against the risk of declining stock markets. Particularly, commodities prices tend
to go up with inflation whereas stocks and bonds perform better when the rate of inflation
is stable or slowing. As commodities are not highly correlated to stocks and bonds, they help
to diversify your portfolio by reducing risks and increasing returns over time.
“Real assets” are physical, tangible assets with an intrinsic value, such as gold,
land, patents etc. Financial instruments such as stocks and bonds are known as
“financial assets”, since they derive value from contractual claims.
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Hedge against event risks
Commodities also act as a hedge against destabilizing events such as stock market crashes
or wars. During Black Monday in 1987 and the 1990 Gulf War, stocks plunged whereas
commodities held steady. Gold is an alternative of preserving wealth in the event of a
catastrophe, which makes it more valuable in times of crisis.
The table below provides an overview of the benefits that commodities versus that of stocks
and bonds.
Features
Accessibility: 24/5 market
High liquidity: Sell in seconds
No Insider trading
Risk diversity
Hedge against inflation
Huge returns through leveraging

Commodities
Yes
Yes
Yes
Yes
Yes
Yes

Stocks/bonds
No
No
Not necessary
No
No
No

Risks of commodity trading
Before becoming excited about the possible returns from commodity trading, it is a good
idea to look at the risks involved.
As with any asset class, commodities do have some risks. Commodity returns tend to be
about as volatile as equity returns, and have the potential of periods of underperformance.
Even with the similarities in volatility, equities and commodities have rarely fallen in the
same year and it is expected to be the same in the future. Over a 35-year period from 1970
through 2005, only twice did both indexes produce negative returns in the same year.
Some of the risks related to commodities trading can be monitored, such as demand and
supply trends. However, other risks such as natural disasters which affect production and
supply chains cannot be predicted accurately and provides additional risks for investors.
High risk?
Despite legends of overnight millionaires made through commodity trading, most people,
including experienced traders, still lose money in the market. However, the truth is that
commodity trading is only as risky as the individual investor wants it to be.
In commodities trading, it is the investor who decides on the amount to invest, leverage
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used and frequency of investment. You can choose to invest in small amounts on any single
trade, depending on your investment profile and risk appetite. However, the key lies in
knowing when to hold and sell. The commodity market is notoriously known for its wild
market fluctuations, but also offers exciting opportunities for investors willing to ride out
market volatility in anticipation of rewards.
“Most people like to think of themselves as risk takers, but what they really want
is a guaranteed outcome with some momentary suspense to make them feel
as if the outcome had been in doubt. The momentary suspense adds the thrill
factor necessary to keep our lives from getting too boring.” Mark Douglas, Trading
Psychology expert.

Speculation is inherently risky and managing risks is very important for a trader’s success.
Although risks can be managed, it can never be eliminated completely. For instance,
commodity traders may also face unpredictable losses from bad weather conditions.
You should also be prepared to lose part of your capital in trading, regardless of your vast
experience or flawless trading strategies. The potentially large profits are available precisely
because there is also a risk of substantial loss.
In "The Elements of Successful Trading", Robert Rotella phrases it in this manner:
“Trading is a business of making and losing money. Any trade, no matter how well
thought out, has a chance of becoming a loser. Many people think that the best
traders don’t lose any money and have only winning trades. This is absolutely not
true. The best traders lose a lot of money, but they eventually make even more
over time.”

1. What are commodities and how are they traded?
2. What are the most widely traded commodities in the market?
3. What are the 6 ways in which investors can be exposed to ETFs and
which investment vehicle provides the best form of exposure to ETFs?
4. How do traders analyze charts and what are the 2 methods that can be used to do so?
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5. What should traders do before stepping into the world of commodities?
6. What are some of the advantages of commodities trading?
7. Is commodities futures high risk trading? Can such risks be eliminated?

In A Nutshell
1. Commodities are goods that are frequently used for the production of other goods.
2. The most widely traded commodities are crude oil, coffee, natural gas, gold and
Brent oil.
3. Most commodities are traded through futures contracts. Other ways to trade
commodities include:
• Commodity-related stocks

• Physical holdings

• Unit trusts			

• Commodity ETFs and ETNs

4. Trading commodity futures involves an online broker, technical analysis and some
fundamental economic data analysis.
5. Advantages of commodity trading over other investments include:
• Accessibility to markets

• High liquidity

• Risk diversification		

• Hedge against event risks

• Huge returns through leveraging
• Risks of commodities include speculation and market risk.
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ETF

Chapter 8
Buying package deals
What are package deals? Package deals are simply packages that include a variety of items.
Similarly, exchange traded funds are ‘packages’ you buy on the exchange, except that they
are securities.
ETFs provide good diversification to an investor’s portfolio. This chapter will guide you
through the types of ETFs available, the difference between ETFs and similar investments
such as unit trusts, and why you should include ETFs into your portfolio.
Jane, have u heard of ETFs before? I heard they trade just like a typical stock on the SGX.

Yes I have heard of ETFs before, but how does it work? It is risky to invest in it if we
are nt clear of how it works :(
I’m curious about that too, the types of ETFs available and the
differences between ETFs, stocks and unit trusts. Ok let’s read up on it
and see if we can add it into our portfolio alright? :)

What are Exchange traded funds (ETFs)
ETFs are funds containing a basket of securities that track the performance of indices such
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as the STI, and are traded on the exchange. When you are buying shares of an ETF, you are
buying shares of a portfolio that tracks the yield and return of the index.
Did you know?
Brief history of ETFs
The first ETF showed up in the year 1989 in Canada as the Toronto Index
Participation Fund (TIP 35). Zoom to 1993 and the US witnessed the first ETF as
the Standard & Poor’s 500 Depository Receipts (SPDRs). Asia followed in 1999
with the first ETF, the Hong Kong Tracker Fund and last but not least Europe’s
Euro STOXX 50 in 2001.
The first ETF listed in Singapore was in 2002 – streetTRACKS Straits Times Index
Fund.
In recent years, the number of ETFs has increased tremendously in the global marketplace.
As shown in the graph below, there are now 2,459 ETFs listed globally as at end December
2010, compared to just 92 ETFs listed globally in 2000. Furthermore, the assets under
management also increased from US$74.3 billion to US$1.3 trillion in the same period.
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Why ETFs?
ETFs combine the benefits of a diversified portfolio with the simplicity of trading like a single
stock. As ETFs provide diversification to the investor’s portfolio, it reduces the specific risks of
a single security.
Below are other key features of ETFs.
Passive management, harnessing the market
The main purpose of an ETF is to match the performance of a particular index, which leads to
a fund management style known as passive management. Passive management essentially
allows the fund manager to make only minor and periodic adjustments so as to keep the
fund’s performance in line with the index. This is quite different from an actively managed
fund like unit trusts, where managers continually adjust the asset allocations to outperform
the market.
As ETFs are closely linked to a particular index, they tend to cover a fixed number of stocks
as compared to a unit trust, where the scope of investment is subject to changes. When
investing in ETFs, you are actually harnessing the power of the market itself. ETFs don’t try to
beat the market; they try to be the market.
Flexibility
ETFs trade like a stock on the exchange, and are priced and traded continuously during
regular trading hours. ETFs can be bought on margin, sold short or held long term, providing
trading flexibility for investors.
Liquidity
Liquidity is provided through secondary market trading on the exchange, which is facilitated
by designated market makers. The designated market maker will generally hold a certain
number of ETF units and stand ready to both buy and sell the ETF units on a continuous
basis.
Access to difficult markets
ETFs enable investors to gain exposure to hard-to-access asset classes, sectors, countries or
strategies. For example, while individual investors are not able to invest in the China A-share
market, they can invest in ETFs that track the performance of the Shanghai benchmark
index.
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What to lookout for when deciding to invest in ETFs
• How is the ETF constructed?
• What are the components of the underlying index?
• Is the manager credible and reputable?
• What do I expect the ETF to do for my portfolio?
• Does the cost-benefit of using the ETF make economic sense to my portfolio?

2004
2005
2006
2007
2008
Small-cap Value
Commodity
Int Stock
Commodity
Long-Term Bond
22.25%
19.55%
26.34%
30.01%
2.05%
Commodity
Int Stock
Small-cap Value Large-cap Growth
Cash
20.83%
13.54%
23.48%
11.81%
0.57%
Int Stock
Large-cap Value Large-cap Value
Small-cap Value
Int Stock 11.17%
20.25%
7.05%
22.25%
-28.92%
Large-cap Value
Large-cap
Small-cap Growth
Real Estate
Large-cap Value
16.49%
Growth 5.26%
13.35%
8.38%
-36.85%
Small-cap
Small-cap Value
Real Estate
Small-cap Growth
Large-cap
Growth 14.31%
4.71%
10.15%
7.05%
Growth -38.44%
Large-cap
Small-cap
Large-cap Growth Long-Term Bond
Small-cap
Growth 6.3%
Growth 4.15%
9.07%
2.68%
Growth -38.54%
Long-Term Bond Long-Term Bond
Cash
Cash
Commodity
2.58%
3.21%
3.1%
2.00%
-41.35%
Cash
Real Estate
Commodity
Large-cap Value
Int Stock
1.26%
2.87%
3.05%
-0.17%
-43.38%
Real Estate
Cash
Long-Term Bond Small-cap Value
Real Estate
1.01%
2.65%
3.05%
-9.78%
-57.62%

2009
2010
Real Estate
Small-cap
82.23%
Growth 29.09%
Large-cap
Small-cap Value
Growth 37.21%
24.5%
Small-cap
Commodity
Growth 34.47%
19.01%
Large-cap
Int Stock 31.78%
Growth 16.71%
Commodity
Large-cap Value
26.23%
15.51%
Small-cap Value
Real Estate 7.76%
20.58%
Large-cap Value
Int Stock 7.75%
19.69%
Long-Term Bond Long-Term Bond
2.66%
2.71%
Cash
Cash
0.55%
0.39%

2011
Large-cap
Growth 2.64%
Long-Term Bond
1.63%
Large-cap Value
0.39%
Cash
0.37%
Small-cap
Growth -2.91%
Small-cap Value
-5.5%
Commodity
-6.93%
Int Stock
-12.14%
Real Estate
-27.23%

Understanding replication techniques used in ETFs
There are two types of replication techniques used in the construction of ETFs, namely cash
replication and synthetic replication.
Full replication strategy replicates the index fully by buying all component stocks.
Representative sampling strategy replicates will invest in selected index constituents which
have price movements that are closely similar to the index movements.
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However, with synthetic replication, the ETF manager replicates the index by using
derivatives such as swaps to produce the performance of the benchmark index without
buying the underlying securities. The swaps would be executed with one or several
counterparties, usually financial institutions, which would in turn post collateral to the fund.
Risks involved with replication
Regardless of the replication technique used, there are common risks such as market risk,
tracking errors, discount/premium trades, liquidity and foreign exchange risk. However,
synthetic replication also exposes the investor to counterparty risk and collateral risk, as the
manager can use advanced index strategies.
Market risk
ETF managers do not have the discretion to take on defensive positions in declining
markets. Hence, investors have to bear with the risk of loss and volatility associated with the
underlying index.
Tracking errors
Tracking errors are the disparity in performance between an ETF and the underlying index.
Cash replication strategies contain higher tracking errors due to the impact of transaction
fees in rebalancing the portfolio and other additional expenses.
Discount/premium trades
ETFs may be traded at a discount or premium to net asset value, due to demand and supply
factors. This is likely to emerge during periods of high volatility and uncertainty.
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Foreign exchange risk
Investors are exposed to foreign exchange risks when the underlying assets/index is not
priced in Singapore dollars. Currency fluctuations can affect the underlying asset value and
the price of the ETF.
Liquidity risk
While there are market makers to ensure the liquidity in ETF trading, there is no assurance
that active trading will be maintained. In the event that the market maker defaults, investors
may not be able to buy or sell the product.
Counterparty and collateral risk
Counterparty risk occurs when the swap counterparties default or fail to honor their
contractual commitments. Collateral risk is the risk that the market value of the collateral
could become substantially lower than the amount secured resulting in significant loss to
the ETF.
Regulators and issuers can mitigate such risks. For example, some issuers can overcollateralize to minimize the mismatch in the value of the collateral due to a fall in the
market value.
In Singapore, all ETFs have to be first admitted as Authorized Scheme or Recognized Scheme,
regulated by the Monetary Authority of Singapore (MAS), before the ETF can be offered and
listed.
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Approach
Full Replication

Representative
Sampling (Partial
Replication)

Description
Purchase all stocks in
the benchmark and in
similar proportions

Purchase highly
correlated stocks (with
benchmark) Stocks
purchased need not be
index constituents

Benefits
• Full transparency of
fund holdings

• Cheaper to construct
portfolio especially if
index has many
constituents
• Reduced portfolio
rebalancing cost

Disadvantages
• Tracking Error

• Potentially higher Tracking
Error than full Replication
Approach
• Fund holdings may not be
Index Constituents

• No counterparty risk

Synthetic Replication

Use of derivatives such
as Total Return (TR)
Swaps to replicate the
benchmark

• Able to reduce
Tracking Error
considerably

• Counterparty risk
• Lower transparency of
fund holdings

Drivers of ETF return
With the knowledge of how an ETF works, its features and reasons for investing in ETFs, we
will now look at the drivers of ETF returns.

ETF
Constituents
Tracking
Error

FX Exposure

ETF
Return
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Foreign exchange exposure
Buying international ETFs includes taking a long position of the target markets’ currencies.
For example, in 2004, some of the best performing ETFs for US investors were European
ETFs. Investors gained from rising European indices as well as the rising euro. However, since
2005, US investors were unable to realize good performance in European ETFs, as the Euro
has reversed course and declined against the US Dollar.
Index Constituents
Before buying an ETF, you have to first understand the index constituents that make up the
ETF and factors that affect their performance.
Question: For example, if you are choosing to
buy the MSCI Emerging Markets ETF, what are
the constituents you would expect? Guess the
top five emerging markets that form the ETF.

Answer: You probably guessed correctly that
China is at the top of the list, but did you
manage to get Brazil, South Korea, Taiwan and
India correct as well?

What are the key drivers of indices? Firstly, you will have to look at the diversification of the
index. Some indices in developed markets are well diversified, such as the S&P 500 Index
while others, such as emerging market indices, are not. Next, you have to look at the sector
concentration of the index. Each ETF has a different sector weightage; some may be heavily
weighted in a particular sector while others may have an equal distribution. The figure below
provides an insight on the sector concentration of indices.
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Therefore, identifying the major sectors of the ETF is important. For example, if you bought
into the ETF tracking the FTSE China 25 Index, then the performance of the ETF would
significantly depend on China’s financial sector.

Different types of ETFs in the market
Now that we know how ETFs work, let’s take a look at the different types of ETFs available for
investors and major features of each ETF.
Commodity ETFs
Commodity ETFs are designed for exposure to the commodity sector. When you buy a
commodity ETF based on gold or energy, you are actually buying derivative contracts that
replicate the price of the underlying asset. When you buy crude oil ETFs, you are investing in
crude oil without the hassle of building a refinery.
Commodity ETFs may not be as diversified as broad-based equity ETFs.
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Bond ETFs
There are numerous international, government and corporate bond ETFs in the market. Bond
ETFs typically track low-liquidity investment products which are difficult to construct. Bonds
are not actively traded on the secondary markets as they are normally held to maturity, while
ETFs are actively traded on the exchange.
Equity ETFs
Equity ETFs consist of both long and short index ETFs. Long index ETFs track index
movements of indices such as the Straits Times Index (STI). For example, if the index
increases in value by 2%, the ETF is intended to increase by 2%.
On the other hand, short index ETFs track the inverse performance of an index. Essentially, a
short index moves in the opposite direction of the corresponding long index on a daily basis.
Therefore, if the index moves up by 2%, the short index will drop by 2%.
Leveraged ETFs
Leveraged ETFs are built to track, replicate or correspond to a magnification of the
performance of the benchmark index. Leveraged ETFs normally track commodities,
currencies and various stock indexes.
For leveraged ETF, it is important to note the magnitude of leverage and the maximum risk
of loss from trading. Similar to inverse ETFs, they are meant for short-term investments due
to the nature of the investment and the performance multiplier.
Below is a list of Cash-based ETFs available on the SGX:
Cash-based ETF

SGX Stock Code

ABF Singapore Bond Index ETF
CIMB FTSE ASEAN40 ETF
Daiwa FTSE Shariah Japan 100 ETF
DBS Singapore STI ETF
iShares Dow Jones US Technology Sector Index ETF
iShares MSCI Singapore Index ETF
iShares S&P 500 Index ETF
streetTRACKS Straits Times Index ETF
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A35
M62
F1F
G3B
I21
I19
I17
ES3

ETFs vs Individual stock picking
Why should we invest in ETFs as compared to stocks, even though stocks are better known
and widely traded?
This section provides an insight into some of the advantages that ETFs provide over
individual stock investments.
Diversification
ETFs have the basic advantage of diversification as compared to investing in individual
stocks. In the long run, diversification reduces risk while providing regular and stable returns.
Instead of buying a few stocks within a particular region, a better alternative would be
buying an ETF that tracks that sector’s index. In this way, you would have protected yourself
against the volatility of investing in particular stocks.
However, not all ETFs are broadly diversified. The extent of diversification benefits depends
on the constituents that make up the portfolio. For instance, ETFs that are meant to track a
closely related basket of commodities may not be as diversified as an ETF tracking a broadbased equity index.
Less due diligence
A typical ETF normally contains about 40 different stocks. If an investor were to buy
individual stocks it would take a relatively long time to do proper due diligence on every
one of them. But with ETFs, because the impact and importance of a single stock is relatively
small, investors can just decide on the sectors and market to invest in without the hassle of
performing due diligence on each and every stock.
Invest in hard-to-access markets
ETFs give investors an opportunity to invest in markets that may be harder to access. For
example, owning gold bars is difficult for most individual investors, while owning gold ETFs
is much simpler. The Gold ETF reduces the bid-ask spread of retail gold and the expense
of rolling over futures contracts. Furthermore, it has no storage or security requirements
of holding physical gold. Likewise, investors can gain access to other commodities such as
copper and precious metals through the use of ETFs.
The table below gives an overview of the difference between ETFs and stocks.

102

ETFs

Stocks

Diversification

Yes

No

Sales Charges

None

None

Intra-day Price
transparency

Yes

Yes

Traded through Broker

Yes

Yes

Broker Commission

Yes

Yes

Settlement

Third Business day after
trade date

Third business date after
trade date

Access to difficult
markets

Yes

No

Should we choose ETFs over stocks?
This is subject to your personal risk profile and your portfolio allocation strategy. Both ETFs
and stocks are potentially good investments. In fact, having both types of investments may
diversify your portfolio as they track different sectors and involve varying levels of risk.
I’m so glad I read the chapter about ETFs, now I understand what ETFs r all about &
how we can invest in them.

Ya but did u know, I heard from my friend there is an investment tool called ETNs as well?

Really?! Oh my, haven’t heard that before, gotta do more research..

Exchange Traded Notes (ETNs)
What exactly are Exchange Traded Notes, or ETNs? ETNs are a type of unsecured,
unsubordinated debt security similar to ETFs. ETNs were first released in Singapore in
December 2009. ETN returns are based upon performance of a market index.
The purpose of ETNs is to create an investment tool that combines aspects of bonds and
ETFs. Similar to ETFs, they are traded on the SGX. However, investors in ETNs can get back
the initial investment amount if the note is held till maturity. Therefore, the ETN’s value may
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decline due to a downgrade of the issuer’s credit rating, while there is no change in the
underlying index.
Types of ETNs
They are basically four major types of ETNs in the market, namely commodity, currency,
emerging market and strategy ETNs. Commodity ETNs include categories such as energy, oil
and metals whereas currency ETNs include major currencies such as the euro.
ETNs vs ETFs
We know similarities between ETFs and ETNs. Both types of securities track an assigned
index, trades like a stock on an exchange and are liquid investments. So what is the
difference between an ETN and an ETF?

• ETFs have the liquidity that comes with a single stock but ETNs are debt
obligations. Therefore, investors need to take note of credit risk in ETNs.
• ETFs offer instant diversification because of investments in multiple assets.
ETNs, on the other hand, are investments in debt securities.
• ETNs have fixed maturity dates. If an ETN is held to maturity, you will receive a
one-time payment based on the performance of the underlying asset.
• Tax requirements of ETNs and ETFs are different. ETNs are taxed upon sale while
tax on ETFs can be more complicated, especially when dealing with commodity
ETFs.
• ETNs generally do not have tracking errors, while tracking errors are not huge
problems for most ETFs.
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The table below provides a summary of the differences between ETNs and ETFs.
Features
Liquidity
Recourse
Principal risk

ETN
Daily, on exchange
Issuer credit
Market & Issuer risk

ETF
Daily, on exchange
Portfolio of securities
Market risk

Short Sales

Yes, on an uptick or
downtick

Yes, on an uptick or
downtick

Tracking error
Credit risk

No
Yes

Yes
No

Conclusion
In conclusion, the key difference between ETNs and ETFs lies in credit risks. Credit ratings of
ETN issuers is a key criteria that must be analyzed before purchasing an ETN, as the investor
may not receive the promised returns if the issuer goes bankrupt.
1. Why are ETFs good investment tools to add to your portfolio? List the
key characteristics of ETFs.
2. What are the 2 replication techniques used in ETFs and what are the
risks involved with each technique?
3. What are the 3 drivers of ETF returns and name 3 types of ETFs available in the market.
4. What are the key differences between ETFs and stocks and are ETFs necessarily better than
stocks?
5. What are ETNs? List 3 main differences between ETNs and ETFs.
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In A Nutshell
1. ETFs are funds containing a basket of securities that track an index like the STI and
are traded on the exchange.
2. ETFs combine the benefits of investing in a diversified portfolio with the flexibility of
trading on an exchange.
3. Features of ETFs include:
• Flexibility
• Liquidity
• Access to difficult markets

• Passive management
• Diversification

4. Cash and synthetic replication techniques are used in construction of ETFs.
5. Risks of ETFs include:
• Market Risk
• Foreign exchange risk
• Tracking errors
• Counterparty risk

• Collateral risk
• Discount/premium trades
• Liquidity risk

6. ETF returns are based on:
• Foreign exchange exposure
• Tracking error
• ETF constituents
7. Commodities, bonds, leveraged and equities are the common types of ETFs that are
available.
8. ETNs are a type of unsecured, unsubordinated debt security that are traded on the
SGX.
9. The purpose of ETNs is to form an investment tool that combines the features of
bonds and ETFs.
10. Credit ratings of issuers should be a key concern for all ETN investors.
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Unit Trust

Chapter 9
Employing Professional Investors
In a recent Boston Consulting Group report on millionaire households, 17 out of every
100 households in Singapore had at least $1 million of liquid assets, which is the highest
proportion globally. Flushed with large amounts of liquid assets, a significant proportion of
Singaporeans have to consider various investment options for their money to grow further.
In this chapter, we will consider the relevance of unit trusts as a viable investment option,
basic information and tools to understand risk-returns of unit trusts, followed by the next
chapter on selection of unit trusts.
Hey Jane, I went to the bank today to meet with my financial adviser about the funds
lying in the bank.
What did they say?
They told me that markets are highly volatile today and I should
consider investing in unit trusts.
Why?
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While fixed deposit offers returns of 1%, the unit trust they are offering
are supposed to offer average returns of 5%!
Sounds good. But is it guaranteed? What are the potential losses?
They have not told me in detail yet. Ok, let’s read up more before
putting our money in!

What are unit trusts?
A unit trust is a pool of money managed collectively by a professional fund manager. You
invest in a unit trust by buying units in the trust. Your money will be pooled with other
investors and invested in a portfolio of assets to achieve the investment objectives of the
unit trust.
When a unit trust is first launched, the price of each unit is usually fixed. If you invest in an
existing unit trust, the price of each unit will be based on the market value of the underlying
assets. The number of units you will receive depends on the amount of your investment less
the sales charges you have to pay.
As unit trusts are generally considered medium to long-term investments, you should have
the financial resources to stay invested in them for a reasonable period of time so as to gain
maximum benefits from investing. If you need to convert your investments to cash in the
short-term, a unit trust may not be suitable for you.

A fund's net asset value or NAV equals the current market value of a fund's holdings
less the fund's liabilities. It is usually expressed as a per-share amount, computed
by dividing the net asset value by the number of units outstanding.
Total expense ratio is the operating expenses of the fund expressed as a
percentage of the fund’s assets. The ratio is calculated to inform investors of
all relevant costs of having their funds professionally managed. This also allows
meaningful comparison among fund managers with different cost structures.
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Investors

Investor buys units a Unit
Trust fund

Investment Returns /
Losses

Fund manager invests on
behalf of investors

Fund
Manager

Fund
Manager

Investment increase /
decrease in value

There are two categories of fees: fees paid by you or fees paid by the fund.

Unit trust fees and charges
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Fees paid by you
These are one-time fees that you pay to invest in a unit trust.
Initial sales charge (or front-end load)
The fee is charged when you buy a unit trust, and is typically 1.5-5% of your investment.
Funds with initial sales charge would not charge a redemption fee.
Redemption charge (or back-end load)
The fee is charged when you redeem the fund, and is usually set at 1-5% of your investment.
Some unit trust may reduce the fee if you hold your investment over a longer period.
Switching fee
Some unit trusts allow investors to switch to another fund managed by the fund manager.
The switching costs are usually 1% of the total investment.
Fees paid by the unit trust
These are fees that the fund manager and trustee charge to the unit trust.
Management fee
This is an annual fee charged by the fund manager for the management of the fund.
Typically, the charge is 0.5-2% of the Net Asset Value per annum.
Trustee fee
This is an annual fee charged by the trustee for the provision of custody services for the
fund’s assets. It is usually set at 0.1-0.15% of the Net Asset Value per annum.
What is the role of the trustee?
The trustee acts as the custodian of the fund’s assets, and ensures that the fund
is managed according to the guidelines laid out in the trust deed to minimize
the risk of mismanagement.
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Pricing of unit trusts
Unit trusts are priced by the “bid and offer pricing” method or the “single pricing” method.
Fees and charges built into the price structure will determine the number of units upon
subscription and the amount received upon redemption.
Bid and offer pricing
A unit trust’s offer price is the price which investors can buy units, while bid price is that
which investors can sell their units. The difference between bid and offer prices reflects
subscription (sales charges) and redemption charges. The subscription charge is added to
the NAV per unit, while the redemption charge is deducted from the NAV per unit.
When buying Unit Trust A:

When selling Unit Trust A:

Assuming that
i. the NAV of Unit Trust A is $1.00 per unit;
and
ii. the initial sales charge upon subscription is
5% of NAV

Once you have invested in a unit trust, you
would be concerned with its bid price as this is
the price per unit you would receive at
redemption (when selling your unit trust)

Assuming that
The offer price to you would be $1.05 per [NAV i. Unit Trust A has a redemption charge of
of $1.00 + initial sales charge of 5%]
1%; and
ii. The NAV of one unit has increased to
In effect, you will have to pay $1.05 for 1 unit
$1.10.
of Unit Trust A, which is valued at $1.00
The bid price to you would be $1.089 per unit
An investment of $1,000 in Unite Trust A would [NAV of $1.10 – redemption charge of 1%]
purchase 952.38 units ($1,000 divided by the
offer price of $1.05). At the NAV of $1.00 per
This means that you will only get back $1.089 if
unit, your 952.38 units are valued at $952.38
you sell 1 unit of Unit Trust A, even though its
NAV is $1.10
If you sold your original investment of 952.38
units, you would receive $1,037.14 ($1.089 x
952.38 units), even though the units are valued
at $1,047.62 ($1.10 x 952.38 units)
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Single pricing
Unit trusts that follow a single pricing method will provide a single quote that reflects the
NAV per unit of the fund. Subscription charges are first deducted from the invested capital
before the units are allocated. Redemption charges are also deducted from the redemption
proceeds.
When buying Unit Trust B:

When selling Unit Trust B:

Assuming that
i. the NAV of Unit Trust B is $1.00 per unit;
and
ii. the sales charge upon subscription is 5%,
The sales charge of 5% would be deducted
from the amount of your investment at the
remainder of your investment would purchase
units at the price of $1.00
An investment of $1,000 in Unit Trust B would
purchase 950 unit [($1,000 less sales charge of
5%) divided by the offer price of $1.00]

Assuming that
i. Unit Trust B has a redemption charge of
1%; and
ii. the NAV of one unit has increased to $1.10
at the point of redemption
If you sold the 950 units, you would receive
$1,034.55 [(950 units multiplied by the
NAV of $1.10) multiplied by (100% redemption charge of 1%)] even though
the 950 units are valued at $1.045

Your investment of 950 units would be valued
at $950

Different types of unit trusts
There are three broad categories of unit trusts, mainly the traditional long-only funds, as well
as structured and alternative funds. Structured funds involve the use of derivatives while
alternative funds include fund of funds as well as private equity funds.
Unit trusts are usually classified by primary investment objectives. There are 4 large
categories of unit trusts, namely money market funds, fixed income funds, stock and equity
funds and mixed asset funds.
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Fund Approaches
For each major category, there are sub-categories for different investment objectives
and focus. For example, funds can be further classified by region/country (e.g. Emerging
Markets), themes/sectors (e.g. Global Climate Change) and styles (e.g. Growth).
The investment objective of unit trusts can be easily seen from their names. For example,
“Aberdeen Singapore Equity” would likely invest in Singapore equity counters. (Note:
This is for illustration purpose only. We do not, in any way, recommend the funds that are
mentioned in the text.)
Money market funds
Money market funds invest primarily in money market instruments, which are primarily debt
securities with maturity of less than 1 year and have high credit ratings. Investors in these
funds are mainly seeking returns similar to bank savings accounts.
One concern about money market funds is the excess returns over ordinary savings
accounts. Research conducted in Singapore has shown that such funds generally pay better
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than savings accounts. While the risks are slightly higher, it is considered low among unit
trusts. For example, some local money market funds have returns ranging from 0.63-2.91%
from 2003-09, which is significantly higher than the savings rate of 0.18-0.26% over the same
period.
These funds are usually more liquid and allow for easy withdrawals.
Open-end vs closed-end funds
Open-end funds can issue new units, and existing units can be redeemed
anytime. The prices of units are dependent on the value of the underlying assets
and not rise and fall in response to fund demand. In Singapore, most unit trusts
are open-end funds.
Closed-end funds issue a fixed number of units during the subscription period
and do not issue new shares subsequently. Traded price depends on supply and
demand and these funds often trade at a discount to NAV while having higher
borrowings than open-end funds.
Bond funds
Bond funds usually invest in fixed income securities, which are riskier than money market
instruments.
In Singapore, risk levels of the different bond funds are very different. Some funds maintain
risk levels as low as money market funds while other invest in volatile emerging market
bonds, which can be as risky as equity funds.
There are three major categories of bond funds in Singapore. Global market bond funds
invest in international bonds and are highly diversified. The returns are largely influenced
by global economic conditions and the exchange rate. Singapore bond funds, on the other
hand, invest mainly in Singapore government securities and fixed deposits. Fund returns are
usually affected by interest rate fluctuations. Finally, Asian and emerging market bond funds
invest in the Asia-Pacific region. Returns are usually more volatile than global market bond
funds.
Some of the top-performing bond funds can achieve returns of 9-10% annually.
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Equity funds
Equity funds invest in common stock across different markets, sectors and industries.
These funds can be further subdivided into different investment styles and size of invested
companies. Investment styles include value, blend and growth while the size of invested
companies can be large, middle or small. Growth funds usually invest in stocks of fastgrowing firms while value funds invest in large-cap companies. ‘Value’ companies typically
have low price-to-earnings ratios, low price-to-book ratios and high dividend yields. Blend
funds invest in both value and growth firms.
In Singapore, investors typically pay attention
to equity funds investing in regions including
China/Greater China, Asia ex-Japan, Singapore as
well as the commodities & resources sector.
While equity funds are riskier than money
market or bond funds, it also comes with higher
expected returns. Some of the top-performing
funds can have returns of 17% quarterly while
worst-performing funds are reported to have
losses as high as 25% per quarter.

Mixed asset funds
Mixed asset fund managers invest in a mixture of bonds, stocks and convertible securities.
Some of these funds are structured as fund of funds, which is a fund that makes investments
in other funds.
Passively-managed vs actively-managed funds
Passively managed funds seek to match performance to a particular index, such as the Straits
Times Index or the S&P 500 Index. On the other hand, actively-managed funds will focus
largely on absolute returns.
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In Depth
Much effort in finance research is spent trying to find the factors that best
explain asset returns. Perhaps the most famous result is by Fama and French
who found that expected returns can be summarized along three dimensions.
The first is higher risk, higher returns; stocks are expected to generate higher
returns than bonds. The second is smaller firms, higher returns, and the third is
higher book-to-market ratio, higher returns. That is why modern analysts say
small cap and value stocks would outperform large-cap growth stocks. These
dimensions are widely used today in the selection and evaluation of unit trust
performance.
UT Risk Spectrum: By Style

Derivative / Warrant Fund

Sector Fund

Aggressive Growth

Single Country Fund
Regional Equity Fund
Global Equity Fund

Growth

Regional Balanced Fund

Return Potential

Return Potential

Global Equity Income Fund

Global Balanced Fund

High Yield Bond Fund
Hybrid Bond Fund

Growth & Value Absolute
Return Approach

High Grade Bond Fund

Value

Floating Rate Fund
Money Market Fund

Risk Potential

Note: For illustration Purposes Only

UT Risk Spectrum: By Class

Risk Potential

List of the 10 most prominent unit trusts in Singapore
In this section, four tables will be presented. These tables list the 10 most prominent unit
trusts for the following types of funds: money market funds, bond funds, equity funds and
mixed asset funds.

Are all unit trusts equally risky?
Unit trusts differ in the type of assets they invest in and strategies used,
depending on the particular fund manager. Some unit trusts aim to deliver higher
returns but involve greater risks. You should choose a unit trust that meets your
investment objective and risk profile. The diagram below shows you the riskreturn profile of different types of unit trusts, based on asset class and investment
style.
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Based on the above information, we can observe that the top 10 equity and bond funds
outperform the money market and mixed asset funds. Top equity and bond funds generate
annual returns of 14.21-22.57%, while top money market and mixed asset funds produce
returns of 4.4-5.08% and 2.71-10.68% respectively.

The benefits and drawbacks of unit trust investments
We will now discuss the various benefits and advantages of investing in unit trusts, followed
by some of the drawbacks.
Diversification
A golden rule in investment is “never to put all your eggs into one basket”. As unit trusts
invest in a wider range of assets, the specific risk of any particular investment on portfolio
returns is reduced. This means that poor performance in one asset is unlikely to have a large
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negative impact on your overall investment.
For example, manufacturing stocks have a different risk profile from technology stocks, thus
investing in both stocks would reduce overall investment risks. Different considerations
include size, sector, industry and country diversification.
Fund managers also put in place risk controls to manage overall exposure, such as maximum
allocation to a single investment, cash-on-hand for redemption needs as well as limits. They
can also invest in derivatives as a risk-management technique to reduce overall risks of the
fund.
In depth
Diversification provides for more consistent portfolio performance, but how
diversified should we be? According to modern portfolio theory, you would be
close to optimal diversification after adding the 20th stock to your portfolio.
Risks cannot be completely eliminated as market risks continue to exist despite
further diversification.
Owning a sector-specific unit trust does not mean better diversification as
price movement of assets within the same industry are expected to be highly
correlated. On the other hand, some unit trusts hold so many stocks that it is
nearly impossible to outperform the index. Hence, if you diversify too much, you
might not lose much, but you won’t gain much either.

That said, unit trusts can help to diversify your portfolio in a more efficient manner. However,
with some unit trusts investing specifically in a particular area, you will need to consider the
risk ratings and objectives associated before investing.
More investment opportunities
With a greater pool of money available to the fund manager, he is able to invest in a wider
range of assets. For example, some bonds may require a minimum investment of $100000,
which is difficult for most investors to have direct access. The fund can also invest in overseas
markets, such as the China A-share market, which may not be available for most retail
investors. Furthermore, unit trusts are able to spread their transaction costs over a larger
trade volume, which will lower investment costs as compared to individual transactions.
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Professional management
Unit trusts are managed by professional fund managers with expertise and experience
in investments. For example, some fund managers have 20-25 years experience and will
employ more careful and detailed investment processes.
Liquidity
For most investors, liquidity is an important consideration. Unit trusts provide sufficient
levels of liquidity for investors. Most investors are able to redeem their investment daily, and
in some cases, weekly, monthly or quarterly. However, it is important to note that unit trusts
are typically medium to long-term investments.
Low minimum initial investment
You can invest in some unit trusts with a minimum investment of
$1000. Subsequent investments in the same unit trust can also be
as low as $100 to $500.
For certain unit trusts, there are also regular savings plans that
start from as low as $100 per month.
No control over individual investments
You will not be able to select individual bonds, shares and assets
that go into the fund, as these decisions will be made by the fund
manager. However, you are able to select specific funds to invest
in, based on your investor characteristics and risk profile.
Fees and charges
You would have to pay an initial sales charge when you buy a unit trust. Other costs may
include trustee fees, management fees and redemption fees. Payment of fees and associated
costs may drag your portfolio returns over time.
Risks
As with other forms of investments, there are risks involved investing in unit trusts. General
risks would include the possibility that the manager will invest in assets that may perform
better or worse than the market. Furthermore, unit trusts do not guarantee any investment
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returns or fixed payout and past performance of the fund may not be indicative of future
performance.
Unit trusts can also be saddled with non-compliance risks if there are insufficient controls
and procedures in place. Furthermore, the investment is subject to market risks, where NAV
may fluctuate due to changing economic, political or market conditions.
Additionally, there are currency risks if the fund is investing in foreign assets. Finally, credit
risk can be involved as some issuers of debt and other securities may not make payments on
their obligations.

The bottom line
While unit trusts provide for diversification and professional management, investors should
be well aware that it is an investment product that may cause capital losses over time. Some
unit trusts may also advertise high historical returns, but investors should be aware that
past performance may not be reflective of future returns. That said, a fund that produces
historically consistent performance is likely to be more reliable than one who produces
erratic performance.

Table comparing ETFs and unit trusts
We have highlighted the key differences between ETFs and unit trusts in the table below.

Trading process
Another difference between ETFs and unit trusts is their trading process. Unit trusts are
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traded directly between investors and the fund while ETFs are traded like a stock. The price,
or NAV, of unit trusts is determined at the end of each working day while ETFs are traded
during normal trading hours.
Expenses and fees
Unit trusts have different operating expenses and sales load. However, ETFs usually have low
operating expenses and no sales loads.
Minimum initial investment requirement
ETFs usually have no initial investment requirements, while unit trusts usually impose a
minimum initial investment. However, as discussed earlier, this requirement is set at a low
level for most funds.

When should I use ETFs or unit trusts?
There are no standard answers in deciding whether to use ETFs or unit trusts. ETFs are index
funds that typically have lower costs due to passive management and do not suffer from
relative underperformance as they track the market directly.
Experts have also highlighted that mature markets may be better for passive investments
as information flow and pricing are more transparent, while emerging markets allow good
managers to identify assets with potentially high returns.

Choosing between underlying assets and unit trusts
Investing in underlying assets provide you with direct exposure to price movements without
additional costs and fees incurred. On the other hand, investing in unit trusts provides a
wider scope of investment assets at a cost. Generally, diversification benefits would be
obtained through investment in unit trusts, though the eventual movement will depend on
the underlying asset.
Video Tutorials
Singapore Exchange (SGX) provides online videos comparing ETFs, stocks and
unit trusts. You may find the SGX ETF series videos at YouTube SGX channel:
http://www.youtube.com/user/SGXchannel/videos
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1. What does the fund name "MANULIFE SINGAPORE BOND A SGD"
means? (Explain its strategy)
2. What is your risk tolerance level? (You may want take complete a
survey at any local bank)
3. How to find suitable unit trust products for your risk profile?
4. Do equity funds always generate higher returns than bond funds or money market funds?
5. Do ETFs always outperform unit trusts?

1. What are the types of fees incurred if you are buying unit trusts?
2. What are the four major types of unit trusts based on different
investment strategies?
3. How do we understand the risk ratings of unit trusts?
4. What are the advantages and risks of unit trusts?
5. Is past performance a reliable indicator of future performance for unit trusts?
6. What are the differences between unit trusts and ETFs?
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In A Nutshell
1. Unit trusts are professionally managed investment funds which pool the financial
resources of individual/corporate investors with similar investment objectives.
2. The four major types of unit trusts are: money market funds, bond funds, equity
funds and mixed asset funds.
3. Unit trusts are associated with distribution fees, management fees and transaction
fees.
4. Investing in unit trusts may have attractive advantages, but also many risks.
5. ETFs and unit trusts are largely similar, but they have different characteristics. Unit
trusts have larger market sizes, while ETFs have more trading flexibility.
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Derivatives

Chapter 10
Deriving Value from Others
With many opportunities for investing but little money in hand, are there any ways you
can make money with very little investment? We will now introduce you to the world of
derivatives.
This chapter will address these following issues: Types of derivative, key risks of derivatives
and main functions of derivatives.
Hi, darling, can you bring me a new ipad when you’re
back?
Ok, no problem. But I think we’d better find a way to fix
the exchange rate problem first, what if the USD/SGD
exchange rate changed?

oh, you’re always being so professional, aren’t you?
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Secrets about derivatives

What are derivatives?
A derivative instrument is a contract between two parties that specifies conditions (especially
the dates, resulting values of the underlying variables, and notional amounts) under which
payments, or payoffs, are to be made between the parties.
The price of a derivative is dependent upon or derived from one or more underlying assets.
In practice, derivatives are generally used as a hedging tool, but it can also be used for
speculation. Let’s take a look at an example to make the definition clearer.
Example
A Singaporean investor purchasing shares of an American company off of
an American exchange (using U.S. dollars to do so) would be exposed to
exchange-rate risk while holding that stock. To hedge this risk, the investor
could purchase currency futures to lock in a specified exchange rate for the
future stock sale and currency conversion back into SGDs.
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Why derivatives
Derivatives transfer risk from one party to another party. Initially, they were used to reduce
exposure to changes in foreign exchange rates, interest rates, or stock indices.
Example
Mike expects payment for a shipment of the new ipad in Singapore Dollar,
it may enter into a derivative contract with Jane to reduce the risk that the
exchange rate with the United State Dollar will be more unfavorable at the
time the bill is due and paid. Under the derivative instrument, Jane is obligated
to pay Mike the amount due at the exchange rate in effect when the derivative
contract was executed. By using a derivative product, Mike has shifted the risk
of exchange rate movement to Jane.
More recently, derivatives have been used to separate investment risk which may be
attractive for corporate treasurers, pension fund administrators or mutual fund managers
executing different investment strategies. These investment managers may decide that it is
more beneficial to assume specific risk characteristics of a security.
In recent days, derivative products may also be created based on debt securities that
represent an interest of residential home mortgages. One such product may provide
the purchaser with principal payments only, while another product may specify that the
purchaser receives only the interest payments.
Nowadays, the financial markets are experiencing greater swings in interest rate movements.
Hence, interest rate derivatives have attracted great interest from investors who wish to
hedge their risk against unfavorable interest rate movements.
For example, if a corporation has issued long term debt with a 10% interest rate and the
current rate is 5%, the treasurer can exchange the fixed rate payments for floating rate
payments, thereby reducing interest expense for the company.
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The risk of derivatives
As shown in the picture above,
derivatives should only form a small
proportion of your overall portfolio.
The use of derivatives can result in
large losses because of leverage, or
borrowings. Derivatives help investors to
earn large returns from small movements
in the underlying asset price. However,
investors could also lose large amounts if
the price of the underlying asset moves
against them.
There have been several instances of
massive losses in derivative markets:
• American International Group lost more than US$18 billion through a subsidiary on Credit
Default Swaps (CDS). The US federal government then gave the company US$85 billion in
an attempt to stabilize the economy before an imminent stock market crash. It was reported
that the bailout money, which came to be known as the "back door bailout" of America’s
largest trading firms, was necessary because the company was likely to lose more money
over the next few quarters.
• The loss of US$7.2 Billion by Société Générale in January 2008 through mis-use of futures
contracts
• The loss of US$6.4 billion in the failed fund Amaranth Advisors, which was long natural gas
in September 2006 when the price plummeted
• The loss of US$4.6 billion in the failed fund Long-Term Capital Management in 1998

Three most common derivatives
Types of derivatives
Individuals can "create" a derivative product by means of an agreement between 2 parties.
Hence, the types of derivative products that could be created are potentially limitless.
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At this point, we’d like to list three major classes of derivatives:
1. Futures/ forwards
2. Options
3. Swaps

Futures
Futures represent the right to buy or sell a standard quantity and quality of an asset or
security at a specified date and price.
Futures are similar to forward contracts,
but are standardized and traded on an
exchange, and are ‘marked to market’
daily. The ‘mark to market’ mechanism
provides both parties with daily
accounting of their financial obligations
under the terms of the contract.
Unlike forward contracts, the
counterparty to a futures contract is the
clearing corporation of the appropriate
exchange. Futures are often settled in
cash or cash equivalents, rather than the
physical delivery of the underlying asset.
Parties to a futures contract may buy or
write options on futures.
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Futures contracts ensure their liquidity by specifying:
• The underlying asset or instrument. This could be anything from a barrel of Brent crude oil
to a 1-month interest rate.
• The type of settlement. This can be cash or physical settlement.
• The amount and unit of the underlying asset per contract. This can be the notional amount
of bonds, a fixed number of barrels of oil, units of foreign currency, the notional amount of
the deposit over which the short term interest rate is traded etc.
• The currency in which the futures contract is quoted.
• The grade of the deliverable. In the case of bonds, this specifies which bonds can be
delivered. In the case of physical commodities, this specifies not only the quality of the
underlying goods, but also the manner and location of delivery.
• The delivery month.
• The last trading date.
• Other details such as the commodity tick, the minimum permissible price fluctuation.
Options
A call (put) option is a contract that gives the buyer the
right, but not the obligation, to buy (sell) an underlying
asset at a specific price, on or before a certain date.
Think of it as a deposit, you pay to buy (sell) a car. On
the day the deposit expires, you could complete the
purchase of the car or you could walk away from the
deal. Similarly, if you have paid a car dealer a deposit to
purchase the car from you at an agreed price, you can
choose to sell your car or forgo your deposit.
While options give the buyer the choice to complete
the action, the seller or writer of the option is obliged to
comply with the agreed terms if the buyer chooses to
exercise the option. In other words, the option is only
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an ‘option’ for the buyer and not for the seller!
Definitions
Call option – gives the buyer the right to buy the underlying at the strike price
Put option - gives the buyer the right to sell the underlying at the strike price
Strike price – price at which the contract is set
Exercise / Expiration date – specific date before which the option owner / holder must exercise
his right
At-the-money (ATM) option – if strike price = spot price of underlying asset. Intrinsic value is 0.
In-the-money (ITM) option – if strike price < spot price for call options and strike price > spot
price for put options. Intrinsic value > 0.
Out-of-money (OTM) option – if strike price > spot price for call options and strike price < spot
price for put options. Intrinsic value is 0.
Time value – All options have time value before maturity date.
Value of option – The value of the option is the sum of time value and intrinsic value.

130

The benefits of investing in options:
Leverage – With options, you can gain exposure to a larger quantity of stocks with a smaller
outlay of cash.
For example, SGX stock trades for $8.11 per share. To purchase 1000 shares of SGX, you
would need $8,110. However, for the same exposure to SGX, you would only need to put
up $2,160 for 1000 SGX options with a strike price of $6 per share and an expiry date of 1
month.
Hedging tool
For example, you have 100 Apple shares at $500 per share. However, you think that the
shares will drop to $480 next week. In the next year, you expect it to reach $600. You can buy
1 put option contract (with exposure to 100 shares) with expiry date of 1 month and strike
price of 500 to hedge your current position of 100 shares. When the price drops to 480, the
put option value will increase, offsetting the losses from holding the shares.
Major option types

131

The major types of options are listed below:
European option – an option that may only be exercised on expiration
American option – an option that may be exercised on any trading day on or before
expiration
Bermudan option – an option that may be exercised only on specified dates on or before
expiration
Barrier option – the price of the option’s underlying security must exceed a certain level,
which is the "barrier", before it can be exercised
Exotic option – any broad category of options that may include complex financial structures
Vanilla option – any option that is not exotic
The most famous model which is fundamental to option pricing is the Black–Scholes model.
• In general, option valuation models depend on the following factors:
• The current market price of the underlying asset

_______________________________

• The strike price of the option

Black–Scholes model

First developed by Fischer Black, Myron Scholes and
later by Robert Merton, Black and Scholes received
the Nobel Prize for this model in 1997. This well• The time before expiration
known model uses the price of the underlying stock,
• An estimation of the future volatility of the option exercise price, risk-free interest rate, volatility
underlying security's price during the life of the estimate and time to expiration to calculate the price
of options.
option
_______________________________
• Risk-free interest rate over the life of the option

• Dividend payments, if any
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Advanced option strategies:
Profit or Loss

Butterfly spread

LONG BUTTERFLY

$600

30.00

40.00

The butterfly spread is a neutral
strategy that is a combination of
a bull spread and a bear spread.
Long butterfly strategy is used
when you expect limited volatility
in the asset price.

50.00

$0

Stock Price
at Expiration

-$400

Straddle

Profit or Loss
LONG STRADDLE

$600

30.00
$0

40.00

50.00
Stock Price
at Expiration

-$400
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The long straddle, also known as
buy straddle or simply ‘straddle’ is a
neutral strategy in options trading
that involves the simultaneous
buying of a put and a call of the
same underlying stock, strike
price and expiration date. You
would use this strategy when you
expect increased volatility of the
underlying asset price.

Structured warrants
In finance, a warrant is a security that entitles the warrant holder to buy the underlying stock
at a fixed exercise price till the expiry date.
Following are the major types of warrants in the market:
• Company warrants- issued by the company and potentially dilutive to current shareholders
• Structured warrants- issued by financial institutions who own the underlying asset. Not
dilutive for current shareholders and typically settled in cash.
• Basket warrants- for a focused industry or investment exposure
• Index warrants- use an index (such as STI) as the underlying asset
There are 6 main factors which determine the fair value of a structured warrant:
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Derivatives as a hedging tool
Derivatives are used by investors to:
• acquire leverage (or gearing), such that a small movement in the underlying asset price can
cause a large difference in the value of the derivative
• speculate and make a profit if the value of the underlying asset moves in the way expected
by investors (e.g. in a given direction, in or out of a specified range, reaching a certain level)
• hedge or mitigate risk in the underlying, by entering into a derivative contract whose value
moves in the opposite direction to their underlying position
• obtain exposure to the underlying where it is not possible to trade in the underlying (e.g.,
weather derivatives)
• create option ability where the value of the derivative is linked to a specific condition or
event (e.g. the underlying reaching a specific price level)
• Derivatives allow risk related to the price of the underlying asset to be transferred from one
party to another.
For example, a wheat farmer and a miller could sign a futures contract to exchange a
specified amount of wheat for an agreed price in the future. Both parties have reduced
future risk: for the wheat farmer, the uncertainty of the wheat price, and for the miller, the
availability of wheat.
However, there is the risk that no wheat will be available because of unforeseen events, such
as natural disasters. Although a third party clearing house insures a futures contract, not all
derivatives are insured against counter-party risk.
Hedging also occurs when an individual or institution buys an asset (such as a commodity,
a bond that has coupon payments, a stock that pays dividends) and sells a futures contract.
The individual or institution has access to the asset for a specified amount of time, and can
sell it in the future at a specified price, according to the futures contract. Of course, this
allows the individual or institution the benefit of using the asset, while reducing the risk that
the future selling price will deviate unexpectedly.
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1. Can you describe the most important function about derivatives?
2. Can you tell the difference between options and warrant?
3. How can you value an option?
4. Describe the process of risk-transfer if you are Mike, who wants to avoid foreign exchange
risk.
5. Draw the payoff graphic of call options.
6. Can you tell which of the below is butterfly spread?

1. What are the different types of derivatives?
2. What are the benefits of using options?
3. What are the factors used in option valuation models?
4. What are the 6 factors that determine a warrant’s

In A Nutshell
1. Derivatives are risk-transfer devices
2. The usage of derivatives can result in large losses because of leverage
3. The most basic derivative valuation model is the Black–Scholes model.
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Structured Products

Chapter 11
Custom Made Solutions
If stocks and bonds just don’t give you the monetary satisfaction and adrenaline rush that
you crave, why not invest in a specialized product? In the world of finance, anything is
possible. Add a dash of commodities and a pinch of warrants, and voila, a new structured
product is born!
Hey, you know my friend Andy? The one working as a financial adviser? He
introduced me to a new structured deposit, can get 6% interest every year. Go for it?
Eh, have you forgotten what happened in 2008 with DBS and Lehman
Brothers? That was OMG scary. Can’t trust any of those people nowadays.
IDK, but he sounds so convincing. Really cannot trust him?
Better be safe than sorry.

What are structured products?
Structured products are investment instruments that base their returns on the performance
of one or more reference assets or benchmarks. They are structured through combining
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traditional instruments such as stocks, bonds and derivatives into a single product.
The unique selling point of structured products is the customization to suit the investor’s
unique risk appetite. However, given the increased interest of retail investors in these
products, issuers have introduced mass customized products to suit large segments of
investors.
There are two main types of structured products offered in Singapore: structured deposits
and structured notes. Before we examine each of them in detail, there are some common
features of structured products that we have to go through first.

Features of structured products
These are some of the key features that investors would have to understand before investing
in a structured product.
Issuer & Risk Rating
The issuer and distributor of structured deposits is usually the same bank. However, for
structured notes, a bank can either issue and distribute the products under its own name, or
be a third-party distributor.
For structured deposits, one may refer to the risk ratings of the issuer as stated on the term
sheet to determine its creditworthiness. On the other hand, structured notes may have
swap counterparties involved, which expose investors to additional credit risk. Specific
counterparties are usually not indicated explicitly.
Tenor
Structured products may either be short-term or long-term investments, depending on the
underlying assets and their structure. Typically, structured deposits have a longer tenor of
several years, while structured notes may have tenors as short as one month.
This is one important aspect to consider, as the illiquid nature of the product and the early
withdrawal penalties may affect the investor’s yield from the investment.
Underlying financial instrument(s)
As mentioned above, structured products are linked to investment products, and the most
common ones are listed below:

138

• Equities/equity indices (e.g. STI)

• Interest rates (e.g. SIBOR)

• Foreign exchange rates

• Commodities

• Fixed-income instruments

• Money markets

Of course, they are not mutually exclusive. A structured product can also be linked to any
combination of these products, which will make them even more complex.
Principal protection
The principal is the sum of money investors place into investment products. With structured
products, the minimum principal required tends to be higher than traditional deposits and
securities.
As a rule of thumb, issuers will implement a lower return cap in returns for principal
protection. This eliminates the risk of losing one’s principal in the case of poor economic
performance, but compromises on returns when market conditions are good.
Returns
Structured products usually base investors’ returns on a formula dependent on the
performance of the underlying basket of reference securities.
Investors are often attracted by high potential returns, but they need to understand that the
maximum yield level occurs when certain conditions are met. In addition, you will have to
take into account worst-case scenarios and their consequences. There is a chance of earning
0% yield, and in certain situations, investors may also lose part or even all of their initial
investments.
Also, investors have to take note that the level of returns is usually capped. Therefore, even
when the underlying securities are outperforming the market, the investor would not be
able to reap the full benefits from the underlying securities’ performance.
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As you may recall, there is a special type of bonds (callable bonds) that could be
“called back” by the issuers prior to the maturity date. Early redemption of structured
products works in a similar fashion.
However, early redemption of a structured product usually works against the
investor. It usually signifies that a credit event has happened, which may affect the
investor’s redemption of his principal.
These clauses may contradict their previous claims of protecting principal amounts, and
are not expressed explicitly. Therefore, it is important for investors to go through the term
sheet thoroughly, including the footnotes, to understand how the product would behave in
different scenarios.

Although the issuer promises the return of principal upon maturity of the structured notes, it
has the option to redeem the notes prior to that date. In this situation, the previous promise
of principal protection no longer holds, and investors may suffer principal losses.

Structured deposits
What is a structured deposit?
A structured deposit is a combination of investments in bonds, equities, money market
instruments, and even derivatives.
Returns on structured deposits are usually fixed rates, which depend on the performance of
the underlying assets. Issuing banks would usually return principal investments to investors
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when they are held to maturity. This provides some form of protection for investors, while
potentially reaping higher level of returns. However, structured deposits usually lock in
investors’ principal for longer periods as compared to other investment products.

!

Investors in structured deposits are not 100% safe! In most cases, the
guarantee is subject to the credit risk of the issuer. When the financial
institution goes bankrupt, investors may lose their entire principal!

Example of a structured deposit
Next, we will go through crucial information that an investor should look out for in a
structured deposit.
Issuer
Rating
Tenor
Underlying
basket
Principal
protection
Coupon
calculation
Performance i

Coupon level
Lock-in level
Valuation dates

HSBC Singapore
Aa2 (Moody’s)
2.5 years
5 Singapore stocks (DBS, Keppel Land, OCBC, ST, SGX)
100% principal protection at maturity
Principal x Performance i
a) 2.00% if closing price of worst performer is greater or
equal to coupon level
b) 2.00% and thereafter on all subsequent coupon
payments if a lock-in event has occurred
c) Otherwise 0.00%
105%
110%
22 Jan 2010, 23 Jul 2010, 24 Jan 2011, 22 Jul 2011, 23 Jan
2012

Depending on the performance of the five underlying stocks, coupon payments may differ,
resulting in different yields on the investment.
The best-case scenario would be a lock-in event occurring at the first valuation date, which
would guarantee a 2.00% coupon payment for all subsequent payout dates. This will provide
a 10.00% payment rate over the tenor of 2.5 years.
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However, the worst-case scenario is not 0.00% coupon payments. Instead, there is the risk
of the issuer going bankrupt before the maturity date, and investors may lose their principal
altogether.
In this case, there is a very low probability of the issuer going bankrupt as it has a strong
credit rating of Aa2. Issuers with credit ratings above Baa are usually stable institutions.
Structured deposits vs. Fixed deposits
There are some differences between structured deposits and the traditional fixed deposits
offered by banks. Here’s a quick comparison of both investment vehicles.

Maturity

Fixed deposits
Fixed
Protected by issuer

Principal protection

Insured under Deposit
Insurance Scheme (up to
$20,000 per individual)

Returns

Fixed, guaranteed payouts

Early redemption by
issuer

Unable to do so

Structured deposits
Variable
Protected by issuer only
when redeemed upon
maturity
Not insured (subjected to
issuer risk)

Variable, depending on
underlying securities
Clauses to allow bank to
redeem the deposits early

We have also attached a graph of the tenor and returns of the various savings instruments.

Structured notes
A structured note is similar to a structured deposit on many aspects. Its returns are based
on the performance of underlying financial instruments ranging from stocks to foreign
exchange indices, and derivative instruments.
For returns on structured notes, both coupon payments and principal returns may be
contingent on the performance of the underlying securities. Therefore, structured notes may
not return the entire principal to investors upon maturity, unlike structured deposits. Tenors
of structured notes tend to be shorter than structured deposits.
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Example of a structured note
Issuer
Swap Provider
Tenor
Underlying
basket
Potential
Coupons
Performance
Coupon
payment dates
Issuer Call
Option

Keppel Structured Notes
Société Générale Singapore
5 years
6 commodities (WTI crude oil, copper, gold, nickel, silver,
zinc)
Tranche A (SGD): up to 34% over tenor
Trache B (USD): up to 55% over tenor
Yearly coupon paid if commodity reference price of each
commodity is higher or equal to its barrier level on every
relevant trading day during the relevant calculation period
Tranche A: 27 Nov 2007, 27 Nov 2008, 27 Nov 2009, 29
Nov 2010, 28 Nov 2011
Tranche BL 27 Nov 2007, 28 Nov 2008, 27 Nov 2009, 29
Nov 2010, 28 Nov 2011
Issuer may redeem the relevant Tranche of Notes when a
Termination Event occurs under the swap agreement

Similar to structured deposits, returns are in the form of coupon payments which are
dependent on the performance of the underlying basket.
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As seen from above, third-party corporations without risk ratings provided may also issue
structured notes. Additional swap counterparties are often brought into the investment
process. All these features of structured notes bring about more complication and risk for
investors.

Comparing structured products
Here is a quick comparison of both type of structured products.

Principal
Underlying
securities
Tenor
Returns

Structured deposits
Returns principal upon
maturity (subject to issuer
risk)
Generally confined to equities
and interest rates
Generally long tenors from 5
years
Generally incrementally higher
than fixed deposits’ rates

Complexity

Generally less complex

Counterparty

Issued and distributed by
bank

Structured notes
May or may not return principal upon
maturity depending on terms of the
contract
Wide range including indices, foreign
exchanges, commodities
May be as short as 1 month
May be substantially higher/lower than
regular structured deposits (for those
who do not pay principal upon
maturity)
Usually more complex, depending on
structure and underlying securities
Issued by either bank or third-party
institutions; distributed by bank

You should be able to understand the reasons for structured notes bearing more risk than
structured deposits, while offering higher potential returns to investors.

The Lehman Brothers Saga
The collapse of Lehman Brothers in September 2008 impacted nearly 10,000 retail investors
in Singapore, many of whom are the elderly and less educated. With a total loss of over
$500 million, the saga has sobered both local investors and the authorities regarding risky
financial products and the ease of investment for amateur investors. This has prompted the
government to intervene in the investigation process and tighten its reins on the financial
industry.
Brief Background
The investment products involved were Minibond Notes, High Notes 5, Pinnacle Notes and
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Jubilee Notes. For the Minibond Notes, Lehman Brothers was both the arranger as well as
the swap counterparty. For the rest of the products, Lehman Brothers stock was part of the
underlying basket of securities.
An early redemption of the notes was called. Due to the drastic fall in value of Lehman
Brothers stock, investors were unable to receive any payouts on their investment.
The impact of the collapse on local investors was brought to the attention of the media when
investors realized that they were misinformed about the risk of the notes. The exacerbating
factor was that most investors were the elderly and less educated, who were not proficient
in English. Thus, questions about the suitability of recommending such complex products
began to appear.

Lessons learnt
After such an unfortunate credit event, investors have realized that all is not rosy, and
financial advisers may not have their best interests in mind while recommending products.
Many investors have not been able to recover their principal fully.
Additionally, the authorities also realized that the cause of this saga was largely due to
investors’ lack of knowledge of the structured products, and the misrepresentation of
financial advisers. Hence, stricter measures have been put in place to protect the wellbeing
of investors.
Institutions
Retail banks have collectively implemented several measures to further protect consumers’
interests when recommending investment products. These include changes in governance
and assurance processes, beefing up training and compensation of sales personnel,
consumer education and enhancements to the sales process itself.
For instance, banks have enhanced product suitability checks when introducing financial
products to certain groups of customers, such as the elderly or people with low education
levels. They will have to assess investors’ education, investment and work experience before
selling to them complex financial products.
Since one of the main issues of contention was the poor understanding of the products by
bank representatives, banks have put in place robust and specialized training programs for
financial advisers. They would also have to pass an examination module by the MAS before
being allowed to sell complex financial products.
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Investors
One main problem identified from the saga is the lack of consumers’ financial literacy. Thus,
a second series of “My Money” seminars was introduced in May 2010. The quarterly investor
education program, a collaboration between various financial associations and MoneySENSE,
aims to educate consumers on the features and risks of common retail financial products,
and assist them in making informed investment decisions.
For investors who have decided to invest in complex investment products, banks have also
introduced a cooling period of seven days for them to evaluate their investments without
incurring any charges or commissions.
For more information about the new measures implemented by the MAS and
financial institutions, check out the Code of Consumer Banking Practice published by
the Association of Banks in Singapore (ABS).

Risks
We will now discuss the risks that are commonly associated with structured product
investments.
Market risk
The returns of structured products are based on the performance of the underlying
securities, which is subject to market volatility and general economic conditions.
Liquidity risk
Most structured products have long maturity periods and lack active secondary markets.
Therefore, investors’ principal investments would be tied up, and they would not be able to
access their money until the maturity date.
Principal risk
Unlike traditional deposits, structured products are not protected under the Government’s
Deposit Insurance Scheme. Therefore, there is a risk of investors losing their investments
when the issuing banks become insolvent.
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Credit risk
Structured products are unsecured obligations of issuers. Hence, the credit risk of the issuer
and counterparty is crucial. Recall that the investors’ returns are dependent on the issuing
bank’s solvency, and are not guaranteed by any other entities, including the government.
As seen from what happened to Lehman Brothers saga, even investment-grade issuers may
crumble.
Reinvestment risk
Reinvestment risk occurs when the issuer exercises its right to redeem the structured
product prior to the maturity date. The investor may be exposed to the risk of reinvesting at
lower market rates as compared to the potential returns of the structured product.
Complexity
The combination of different securities and advanced financial instruments into a single
product may prove difficult for investors assess the performance of the structured product.
Also, the complexity of calculating returns based on the various scenarios may detract
investors from understanding the performance of the structured product relative to the
underlying securities.
Currency risk
Investors will bear additional currency risk when investing in structured products involving
currency tranches. For example, a local investor buying USD-denominated structured notes
would receive reduced returns or increased losses if the Singapore dollar appreciates against
the USD. Conversely, he stands to gain in tandem with the strengthening of the USD.
Benefits
Although the Lehman Brothers saga may have deterred many from investing in structured
products, they are still valuable and useful investments to add to one’s portfolio.
Potential higher yields
The primary allure of structured products is the higher potential returns as compared to
conventional deposits.
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Large variety of products
The customization of each structured product has resulted in a large variety of investments
for investors to choose from, with different risk levels and exposure to different asset classes.
An investor would be able to choose products that match his risk and return profile closely,
rather than settle on a mass investment vehicle that may not suitable for his investment
portfolio.
Portfolio diversification
The large variety of structured products allows investors to gain access to markets, which
may be too expensive or difficult to enter directly.
Also, many structured products have derivative securities integrated into them. Thus,
investors would also be able to reap the benefits of investing in derivatives indirectly.

Are They for You?
What to do as an investor?
Firstly, investors would have to take responsibility for their own investment decisions, by
ensuring that they understand the products and the potential risks and returns.
Banks and their financial advisers have the responsibility to ensure that the appropriate
products are sold to customers. Thus, investors should take the opportunity to ask questions
and clarify all doubts before investing. If necessary, seek a second opinion from other
advisers or more experienced investors.
Finally, we have attached a table showing the various characteristics of structured deposits,
fixed deposits and unit trusts.
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As a guide, here are ten key questions that every investor should ask before they invest in a
structured product.
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10 Key Questions Investors Should Ask
1. Are you familiar with your financial needs and objectives?
2. Do you know your risk profile?
3. How risky is the structured product?
4. What are the expected returns on the structured product?
5. How does this product fit your investment needs?
6. How does this product fit into your investment portfolio?
7. How much would the financial institution and sales staff earn on the product?
8. How often will the adviser update you on the product performance?
9. How can you exit this structured product and what should you expect when
exiting?
10. Can you go back home to reconsider the decision to invest in the structured
product?

1. How are structured products different from traditional financial
instruments?
2. Why do structured deposits carry more risk than fixed deposits?
3. What additional risks does the investor have to bear when investing in
a structured note than a structured deposit?
4. How has the Lehman Brothers saga impacted the way financial institutions sell their
products?
5. What should you consider before purchasing a structured product?
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In A Nutshell
1. A structured product is a combination of multiple securities into a single product.
2. Structured notes and deposits are riskier than traditional fixed deposits due to their
unique product structures, variable returns, and lack of principal guarantees.
3. The Lehman Brothers saga has pushed the authorities to tighten the reins on the
promotion and sale of retail investment products, so as to protect consumers’ interests.
4. The risks of investing in structured products include liquidity risk, principal risk, credit
risks, complexity and currency risk.
5. The benefits of investing in structured products are higher potential yields, large
variety of products, and the opportunity to diversify your investment portfolio.
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Investment Strategy

Chapter 12
Investment Strategy
How do you like your kopi? The older crowd among us would probably go for the strong
classic kopi, or ‘kopi gau’. The younger ones may prefer iced white coffee with less sugar (that’s
kopi-c-siudai-peng for you). Others eschew coffee altogether and go for tea, commonly
known as ‘teh’. The bottom line is you will always be able to find a drink that suits your taste
buds at the coffee shop.
Investing is just like ordering kopi! To be better in tune with your future expectations, you
should be customizing your investment portfolio to your preferences and needs right now.
This chapter will explain to you the need for individualizing your portfolio and the ways you
can do so.
Hey, do you think I should put more money into DBS or UOB?

What do you have now?
I only got bank stocks. DBS, OCBC and UOB.
All bank stocks? Touchwood, but what if Singapore’s economy
collapses and all three banks fail?
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Wouldn’t lah. All blue-chip stocks should be very safe.

Really? Don’t sound safe leh.

What is asset allocation?
Asset allocation is a method used to spread your investments over different asset classes,
such as stocks, bonds, and cash equivalents, within a portfolio. It is a carefully thought-out
process to allow investors to reap maximum returns while minimizing portfolio risk to an
acceptable level.

Why asset allocation?
A sensible allocation of financial assets within a portfolio allows the investor to achieve three
main objectives:
1. Reduce investor’s exposure to risks, and at the same time, maximizing potential returns
2. Hedge against inflation
3. Meet future needs and objectives
After all, you don’t want this to
happen to you, right?

Factors to consider
Asset allocation is not a one-sizefits-all solution. There are several
points that an investor has to take
into consideration before planning
their portfolios.
Age
Age is generally a good gauge of an investor’s financial position. Younger investors tend
to have lower incomes, and their weak financial position may limit them to lower-risk
instruments.

153

Middle-aged investors tend to have accumulated a certain amount of wealth to invest
flexibly. They also have sufficient investing experience to bear more risk in their portfolios.
Age also acts as the main determinant of other factors, such as planning horizon and risk
appetite.
Planning horizon
As a general rule of thumb, a younger person would have a longer horizon for his
investments. Hence, younger investors can afford to take up more risks in their portfolios
to boost future gains, such as allocating a larger proportion of their assets in equities. This
would allow them to ride out short-term volatility for longer term gains.
However, for a person nearing retirement, he would have lesser flexibility in accommodating
higher-risk investments. He should allocate a higher percentage of his portfolio to less risky
assets, such as SGS bonds.
Risk tolerance
The most important factor to consider when constructing an investment portfolio would
be the risk tolerance of the investor. This includes the capacity to withstand financial losses
without any adverse changes to the normal lifestyle. Due consideration provided for risk
tolerance would prevent impulsive and irrational investment decisions during times of
volatility.
Investors with higher risk tolerance would devote a larger percentage of their portfolio to
equities, as stocks have higher risk but offer larger potential returns. However, conservative
investors should allocate most of their money to low-risk assets such as SGS bonds.
Goals and objectives
As mentioned above, every investor has different goals. There are short-term goals such
as purchasing a car or a house, or long-term objectives including accumulating retirement
funds.
Short-term goals, such as buying a car or raising the down payment for a house, may affect
the liquidity of one’s assets, which would require a change in investment strategy for a
shorter investment horizon. It would be advisable to invest in liquid and low-risk assets to
meet short term goals.
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Financial knowledge
Of course, no investor should invest in products that they do not understand fully. Therefore,
investors should take the initiative to do their own research about various financial
instruments and their risk/return profiles. One should also seek expert knowledge, whenever
possible. It is wise to seek advice from professional advisers before investing in any product.

Asset allocation strategies
These are some of the most common asset allocation methods that investors use when
managing with their portfolios. Keep in mind that these strategies are only guidelines to
help you in your personal investments.
Strategic asset allocation
The strategic asset allocation method is an modern portfolio theory based method that sets
target allocations according to expected returns of each asset class, rather than reacting to
market movements. Typically, the investor rebalances the portfolio every 6 months to the
original allocation.
This method is a convenient way for passive investors to manage their portfolios.
Tactical asset allocation
This is a strategy that offers investors flexibility in their portfolio, by adding in the component
of market timing. Investors take on a moderately active stance in their investments, allowing
for short-term deviations from the recommended mix to leverage on market opportunities.
For investors who dislike the rigidness of the strategic allocation method, the tactical asset
allocation method is for you!
Market timing refers to using various analysis tools, such as fundamental or
technical analysis, to predict stock price movements.
However, the effectiveness of market timing is subjective and extremely difficult,
even the most experienced investor. Furthermore, engaging in market timing
requires effort and is time-consuming.
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Insured asset allocation
The insured asset allocation strategy is a hybrid of the strategic and tactical methods
mentioned above. It adopts a fairly active management style, making it suitable for investors
with low risk tolerance and seeks for certain level of flexibility in their assets.
Market timing comes into play when the current value of the portfolio is higher than the
base value specified by the investor. Investors would have the flexibility to modify their
portfolio and take advantage of the market trends. However, as portfolio value approaches
the base value, investors should switch to passive investing. Thus, investors would have to be
disciplined to ensure that the portfolio value remains at or above the specified base value.
This strategy ensures a minimum capital sum at the end of the investment period, making it
suitable for retirees who are willing to take higher risk despite a shorter planning horizon.
Dynamic asset allocation
The dynamic asset allocation strategy requires active management of the investment
portfolio. The investor would constantly adjust the proportion of each instrument with
respect to their performance.
Using such a strategy requires constant market monitoring. The investor also faces a higher
risk of loss due to inaccurate judgment. Therefore, this strategy is suitable for sophisticated
investors who have a high level of risk tolerance.

Modern Portfolio Theory
The modern portfolio theory (MPT), as coined by prominent economist Harry Markowitz
back in 1952, forms the basis of modern portfolio management. The theory introduces
the concept of maximizing portfolio returns based on given risk levels through using
diversification strategies.
According to the MPT, different financial instruments offer different return patterns.
Therefore, the inclusion of a variety of asset classes would lead to reduced volatility in a
portfolio.

Diversification
Diversification, as mentioned above, helps to reduce overall risk by smoothing out
unsystematic risk within a portfolio. This is made possible through investing in different
assets, companies, industries and even countries.
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For example, if stock A and B have a positive correlation, stock A will increase when stock B
increases. A negative correlation would mean that stock B will decrease as stock A increases.
The magnitude of the correlation is also important. As the magnitude becomes larger (close
to +1 or -1), the movement in the respective direction becomes more significant.
The optimal portfolio would have zero, or near-zero correlation among different asset
classes. Even if the market underperforms, there would be assets that beat the market,
neutralizing the overall losses incurred.
One may argue that globalization causes global economies to become
interdependent, resulting in rising cross-country correlation. Research has also
shown the same result for different asset classes.
However, as many investors tend to focus on recent events, they often extrapolate
current results into the future. It is important to note that correlations also change,
especially during significant market events, but tend to revert to long-term average
figures. Therefore, it makes sense to maintain a diversified portfolio in the long run.

Asset classes
Different asset classes have different risks. Therefore, you would need to consider the risk/
return profile of different financial instruments, as well as the impact of including the asset
into your portfolio.
Cash & money market instruments
These instruments include cash, saving and current accounts, fixed deposits and treasury
bills. They are the most liquid and safest instruments, with government protection and
guarantees. In return for the protection and guarantees, they offer extremely low returns.
You would invest in these instruments using funds that are allocated for short-term
expenses.
Bonds & fixed-income instruments
Bonds and other fixed-income instruments stride the middle line, being less volatile than
stocks but offer more returns than money market instruments. Therefore, they are utilized as
risk neutralizers in most portfolios. An additional advantage of bonds is the regular income
flows to bondholders.
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Equities
Equities offer the greatest risk and return among common asset classes. With high volatility,
equities offer the greatest potential for an investor seeking capital growth in the long run.
However, the investment may be risky for investors seeking short-term gains. One attractive
feature of stocks is the ability to outpace inflation by a much higher margin compared to
other instruments.
Real estate
Real estate is a popular investment among Singaporeans. An investor can stand to reap
considerable returns to hedge against inflation. In land scarce Singapore, the value of real
estate is expected to appreciate in the long run.
If you are not willing to invest in physical real estate assets, consider investments in real
estate investment trusts (REITs). These trusts offer high yields and liquidity for investors and
the low correlation to stock market movements makes it a valuable addition to portfolios.
Alternative investments
This category includes advanced or novel investment vehicles, such as derivatives,
commodities, private equity or even art. These instruments often carry higher risks than
traditional asset classes.
Industries/sectors
Investing in only one sector or industry may jeopardize the performance of a portfolio. For
example, an investor portfolio consists of stocks only in the airline sector. Although the
companies are spread geographically, they are exposed to similar risk factors, such as oil
price movements. This will not reduce the unsystematic risks in a portfolio.
If you believe that the airline industry is set to grow, you can invest in related sectors and
industries such as aircraft engineering, terminal management or even land transport
companies.
Geography
Diversification benefits can also result from investments in other countries. With the rapid
developments in information technology, investors are able to research and gain access to
global markets with little effort.
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Emerging markets are investment hotspots due to higher growth prospects. However, there
are also greater risks and volatility involved in foreign investments.
Do you find diversification a major hassle? Financial institutions now offer retail
investors the convenient option of investing in unit trusts, or investment-linked
insurance products. They often offer diversification within a particular asset class, or
across industries and countries. However, to eliminate unsystematic risk, consider
adding different funds with low correlation in your portfolio!

Things to note
Under-diversification
Let’s take real estate for an example. As mentioned earlier, Singaporeans are very fond of
investing in properties. However, many Singaporeans, especially the more conservative
ones, make property their only major investment. Although owning real estate is a good
hedge against inflation, the risk on portfolio volatility that comes with property investments,
especially when it makes up too large a proportion of one’s portfolio, is noteworthy.
Using three hypothetic portfolios with the same investment horizon from July 2001 to July
2011, it is shown that as the proportion of real estate held in the portfolio increases, the
returns on each portfolio likewise increase in unpredictability.
Portfolio
Components

Annualized
Volatility

Equity-tilted

5% cash
10% real estate
85% stock

15.62

Neutral

5% cash
50% real estate
45% stock

19.46

Real Estate-tilted

5% cash
85% real estate
10% stocks

22.97

Hypothetic Portfolio

The high volatility figures may cause several worries for investors, including a greater chance
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of under-performing the market.
With global markets converging, it is crucial for investors to do ample research and decide
on a good mix of financial instruments to invest in. Portfolio diversification cannot be
reemphasized more to attain one’s investment goals.
Over-diversification
One may become too zealous in choosing different financial instruments from the countless
choices available, resulting in over-diversification.
Holding too many instruments reduces the positive impact of top-performing investments.
As each instrument do not contribute significantly to portfolio returns, this makes it difficult
for investors to beat the market.
It is also cumbersome to maintain and track too many investments as this may result in
higher transaction costs and higher probability of errors.
Therefore, most experts recommend keeping a diversified portfolio of 15 - 20 financial
instruments with low correlations.
Managing your risks
Investing in safe assets may also result in monetary losses. The main culprit is inflation.
Inflation erodes the power of your money, and your money has to grow in line with inflation
to maintain your current standard of living.
This would require investing in higher-risk assets, such as emerging market securities. The
key here is to take on sufficient risk to overcome inflation, while also investing in low-risk
assets to preserve your capital.

The Rebalancing Act
It’s been a while since you have created and implemented your portfolio. When should you
review your portfolio and make changes to your holdings? Portfolio rebalancing reminds
investors of their initial investment strategy, and keeps their investments aligned with their
financial goals and objectives.
Rebalancing is usually required when certain instruments outperform other asset classes.
While returns may be higher, the performance may not be repeated in the future, thus
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exposing the investor to higher risk levels. One should try to maintain the initial allocation to
ensure a consistent strategy is implemented.
Generally, an investor should review his portfolio every 6 to 12 months. Even if there are no
significant market events, an investor should continue to monitor his portfolio to ensure that
the returns are aligned with his investment objectives.
Asset Allocation Checklist
As a summary, here’s what you should do to create your optimum long-term
portfolio.
1. Define your investment objectives and goals
2. Know yourself well; establish your risk tolerance level
3. Think about different asset classes, and how much to invest in each asset class.
Make sure you diversify across companies, industries and countries!
4. After implementing your portfolio strategy, do a review 6 to 12 months to ensure
that returns are aligned with your initial investment objectives.

1. Why does one have to take into consideration his knowledge of
financial products to allocate his assets?
2. How does one choose which asset allocation strategy to adopt?
3. How does diversification among the different asset classes help
mitigate portfolio risk?
4. When would diversification backfire?
5. Why should an investor not review his portfolio too frequently?
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In A Nutshell
1. While allocating assets in your portfolio, you should consider factors such as age,
planning horizon, risk tolerance, goals and objectives, and financial knowledge.
2. The modern portfolio theory notes that a well-diversified portfolio is key to
maximizing returns given a certain risk level.
3. There are several asset allocation strategies catering to different groups of investors:
strategic asset allocation, tactical asset allocation, dynamic asset allocation, and
insured asset allocation.
4. An investor should consider investing in different asset classes among industries,
sectors, and countries to achieve maximum diversification effect.
5. It is necessary for an investor to review and rebalance his portfolio every 6 to 12
months to maintain or modify his investment strategy.
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Investing in Singapore

Chapter 13
Investing in Singapore
In the last chapter, we will explain to you the current investing landscape in Singapore, as
well as the wide range of instruments that you can invest in Singapore’s. Products traded
locally, such as SGX equities and SGS bonds, can be easily accessed through your broker.
Meanwhile, products traded on overseas exchanges, such as US equities and Treasuries, can
also be traded with minimal hassle.
We will first take you through an overview of listed products, financial institutions, property
and tax benefits of investing in Singapore. Following that, investor rights as well as corporate
governance code will be covered briefly to let you have a taste of what you can do to protect
your rights.
Given so many opportunities, we
should not rush into investing
until we have done our proper
research.

There are so many products for us to
invest in. What should we do?

We should get a better
understanding of the listed
and unlisted products in the
market, as well as the benefit
of investing in Singapore
compared to other countries.

That’s right, Mike. We should really
consider all options available to us
now before investing!
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Overview of listed products
A listed product is simply any investment product which is listed on an exchange, and can
be bought and sold with ease. In Singapore, the Singapore Exchange (SGX) provides services
related to securities and derivatives trading.
Local listed products
The most commonly traded products in Singapore are equities, which are listed either
on the SGX Mainboard or the SESDAQ (Catalist). Listings on the Mainboard have to go
through a more stringent screening process than Catalist stocks, such as minimum market
capitalizations and minimum daily trading volume.

The SGX website provides useful information for investors such as product listings and
summary of specific investments.
To widen your understanding of listed instruments, it is imperative that you go through
other relevant information such as Risk of Investing, Investing Corner and Education &
Resources.
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The website also provides up-to-date information about various instruments, including
various types of equities, fixed income, derivatives and indices which are relevant for most
investors of the Singapore market.
Next, if you need any historical information to aid your investment analysis, historical market
statistics and market performance are provided up to a 1 year period. Salient information
such as sector returns, asset returns and market turnover can also be gathered from the
website.
For equity investors, there is an all-in-one tool which you can use to check out the
stock chart, latest price, basic information, background, as well as corporate action and
announcements. There is also a section for IPOs, which provides the company prospectus
and historical performance of IPOs listings in Singapore.
Finally, if you are using technical analysis, you can make use of the historical data set or the
built-in technical analysis tool for each individual security.
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Since 1 August 2011, there is all-day continuous trading from 9 am to 5 pm, allowing
investors to have greater flexibility in trading their shares anytime. Other recent
changes include creating the world’s fastest trading processor to connect trading
communities. As the lunch hours are now taken away, we are also unsure as to how
brokers can have their lunch at all.

Most of the products listed on the SGX are traded in Singapore dollars, even though there
are some counters which trade in foreign currencies such as the US Dollar and HK Dollar.
Foreign-listed products
As Singapore integrates further into the global financial community, Singaporeans are
able to trade foreign securities that are not listed on the SGX. Most of the brokerage
houses in Singapore offer investors the opportunity to invest in a wide range of markets,
such as the US, Hong Kong and London markets. Investing in foreign-listed products also
provide diversification benefits to ensure that your portfolio is partially hedged against any
significant downturn in the Singapore economy.
However, one needs to take into account additional fees such as custody fees which are
charged by broking firms for holding foreign securities. Furthermore, you may be exposed
to foreign currency and liquidity risks which can affect your returns. This is an important
concern for investing in less developed markets, whereby the liquidity is much lower.
Finally, if you are interested in getting more information about the foreign listed securities,
you can visit the websites of major exchanges for more detailed information.

Financial Institutions in Singapore
This section provides you with a brief introduction of financial institutions in Singapore.
There are more than 1000 different institutions, broken down into major categories such
as banks, representative offices, holding companies, insurance, financial advisers, money
changers and certain exempt entities.
We will be covering the key areas involved for financial institutions, including banks, financial
advisers and insurance as well as money changers.
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Banks
Most of the retail investors would be
familiar with the retail entities of local
banks as well as foreign banks. The 3
local banks have a wide retail presence in
Singapore, catering to different segments
of the market. Some of the foreign banks
are issued with ‘Qualifying Full Bank’ status,
which allows customers to use different
ATMs, obtain cash advances from local bank’s ATM networks, accepting fixed deposit under
the CPF-IS, debit services through the EFTPOS network as well as offer CPF-IS accounts. As
wholesale, offshore and merchant banks are not readily accessible by most of the investing
public, we will not be covering them in this chapter.
In addition to the retail presence via the ATMs and bank branches, most local and foreign full
banks have private wealth management or private banking divisions. These are catered for
well-heeled individuals who have access to a dedicated private banker as well as numerous
benefits.
Besides storing your money safely inside the bank through the opening of savings and
current accounts, there are also Internet Banking and ATM facilities which allow you to
conduct bank transactions without visiting a bank branch. In the United States, there are
even drive-through facilities for banks! With the rise of smartphones in Singapore, it is likely
that most of the transactions will take place online instead of physical transactions at bank
branches.
Broking firms
Even before you start trading on the SGX or foreign markets, the most important steps are
opening a CDP account and trading account with a broker. The CDP account is free of charge
and can be opened with a local broker together with the trading account. There are a few
major brokerage firms in Singapore, most of which are separate divisions of a bank.
Brokerage firms and trading representatives make money through commissions on securities
transactions. As your trading representative does not make any money from setting up a
long-term financial plan for you, this can be done in sync with financial planning with an
external adviser instead.
Most of the broking firms now offer full service as well as online broking services. The online
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services are of lower costs than physical brokers. As an aside, you should look out for the
following characteristics when deciding on your trading representatives:
• Easy to talk to – The more your trading representative knows about your financial situation
and goals, the better your account will be served.
• No pressure – A good trading representative will find an investment strategy suitable for
you and won’t encourage you to invest in a particular product because other customers are.
• Pays attention to your needs – The trade representative should find out about your personal
investment preference and tailor his recommendations to your risk profile.
• Explain fully – He should provide you with relevant information and take time to explain a
proposed transaction until you understand.
• When in doubt, always ask – You should always have proper documentations of your trades
in hand and ensure that they are kept up-to-date. If you do not understand a particular
transaction, you should review them with your trading representative immediately.
Insurance companies
As an international financial centre, Singapore offers an attractive advantage for firms that
are looking to access markets in the Asia-Pacific region. As a key insurance marketplace
in the Asian time zone, Singapore is a huge base for insurance and reinsurance firms to
underwrite regional and international risks.
We will introduce the 4 main categories of insurers in Singapore. Firstly, Singapore is home to
a large number of international general insurance group, which provide traditional property
and casualty coverage as well as specialized risk in different fields. General insurance
basically includes all insurance sectors except life and/or accident and health policies.
Next, the life insurance companies are registered to write life policies as well as short-term
accident and health policies. Another aspect is reinsurance, which are companies which
absorb specific risks from other insurers for part of the fees collected. For many reinsurers,
Singapore serves as a base for international and regional risks. Finally, captive insurance
companies insure risks which arise from their parent companies.
As the Asia-Pacific has significant population numbers, Singapore is used as a launchpad for
insurance companies to expand into the other regions. There are also growing numbers of
insurance intermediaries, which include direct insurers and reinsurance brokers.
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Money changers
The last major category of financial institutions which we are going to discuss is the money
changers. As you walk past most shopping malls and town centers, you will find that there
are many money changers located all over the island. Even though the operations of money
changers may seem small, you will actually require proper licenses from the MAS before you
can operate them.
An important use of money changers is the ability to convert Singapore currency into foreign
currency and vice versa. This is especially useful for tourists and visitors into Singapore, as
well as locals who are planning to travel to other countries. Most banks in Singapore do not
deal with currency exchange for retail customers; hence you would require money changers
to provide this service to you.
Finally, money changers make their money through the bid-ask spread indicated, which
means that they will make more money and you will pay more if the spread is larger.

Property and tax benefits
Property benefits
In order to encourage home ownership in Singapore, the government has rolled out
measures such as the CPF Housing Grant which helps young people reduce their financial
liabilities. A maximum grant of up to $40000 is provided if you stay with or near your parents,
assuming that all are Singapore residents or Singapore PRs. Furthermore, the income ceiling
has been raised from $8000 to $10000 after the government’s review of the rising cost of
living.
There are also additional housing grants catered for lower income Singapore households,
which have a monthly income of less than $5000. Such property benefits are put in place to
ensure that all Singaporeans can continue to ‘own’ a piece of Singapore and have a place of
their own to live in, even though the lease for an HDB flat is usually 99 years.
This is in contrast to foreigners, who will need to pay an additional 10% of buyer stamp duty
above the prevailing property price. Furthermore, foreign persons cannot purchase landed
residential property without the approval of the Law Minister.
The seller stamp duty applies to all sellers of property within 4 years of acquiring the
property. While Singaporeans are not provided with an advantage when selling their
properties, this is to ensure that property speculation is kept to a minimum to prevent a
property bubble.

169

When investing in properties, it is also important to understand that rental income is taxable.
However, the net asset value (NAV) is exempt from tax since 2010. This includes uses of
property for residential purposes and not for gains or profits.
Tax benefits
Other than low income taxes paid by workers in Singapore, another advantage of investing
through Singapore is the lack of a capital gains tax, unlike countries such as the United
States.
For investors looking into property investments, it is important to note that gains on sale of
property are not taxable. However, if a person is deemed to be trading in properties, then
the gains are considered as taxable income.
For gains from sale of shares & financial instruments, there are viewed as personal
investment and not subject to capital gains tax. However, for tax purposes, all dividends that
are paid on shares are taxable unless exempted under the Income Tax Act.
However, one interesting point is that income distribution from unit trusts and REITs are
exempted under the Income Tax Act. If you do not want the hassle of going through the
entire process from selecting to disposing a property, purchasing REITs may be a good idea,
given the tax advantages.

Investor rights and corporate governance
As an ordinary investor in the securities listed on the stock exchange, most will not care too
much about the overall performance of the company, except for the daily price movements
and the dividends which they will receive each year. However, as a shareholder of the
company, you essentially own a part, albeit a small and insignificant part of the company.
Hence, it is important that you are aware of your rights as an investor and understand the
corporate governance codes of listed firms in Singapore.
Investor rights
As an investor in equities in Singapore, you are entitled to vote on all official company
matters, including the approval of company directors and remuneration of executives and
directors of the firm. Furthermore, you are allowed raise questions about particular actions
at the company’s annual general meeting, which will be answered by members of the top
management.
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However, as most of the retail shareholders are unable to exercise influence over the
company’s decisions, there is a strong need to increase the level of corporate governance in
Singapore. Some of the guidelines include the right to be sufficiently informed of changes
that affect the stock price, opportunity to participate and vote in general meetings as well as
allowing proxies to participate in voting events. For more information and understanding of
investor rights, please go to:
www.sias.org.sg/pdf/Shareholders-Rights-In-An-SGX-Listed-Entity.pdf
In order to protect themselves, minority investors need to understand that there is a conflict
of interest with controlling shareholders. When appropriate governance policies are not put
in place, this can result in negative actions from the managers and controlling shareholders,
such as the expropriation of funds.
Minority
Shareholders

Managers

Company
Controlling
Shareholders

Minority
Shareholders
Investment

Outside Stakeholders

Expropriation

Inside Stakeholders

Corporate Governance
The final topic in our guide centers on corporate governance in Singapore. Corporate
governance has always been an important and relevant subject. With the accounting
irregularities as well as corruption scandals that have surfaced in recent years, it is important
to look at various efforts to improve corporate governance in listed companies.
The conflict of interest between company insiders and outsiders is not a new problem.
Similar to the principal-agent problem, there are many outstanding issues with regard to the
specific roles that managers and owners should play.
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Market Regulation
Trading infrastructure
Company

Investors

Corporate Governance
Highlights of best practices
Some of the best practices are highlighted below to provide you with indications of
companies with good corporate governance:
• Board of directors - Some of the indicators include separation of Chairman and CEO
roles, senior independent directors within the firm, increased percentage of independent
directors, open discussions between directors and board, creation of board committees,
number of directorships held by each director as well as the education of each director.
• Remuneration policies – More transparent disclosure of remuneration policies, board
remuneration, as well as restraints are required to prevent excessive compensation to
individual managers, which encourage risk-taking activities.
• Stock options – Should be considered as part of complete pay package for employees, with
full disclosure as well as the proper accounting and pricing of stock options.
• Accountability and disclosure – Establishment of audit committee, meeting the reporting
requirements of a listed company, reporting results in a clear and consistent manner to
shareholders, provision of annual reports highlighting both strengths and problems, forward
looking statements which provide an assessment of the company’s future profitability.
• Shareholders – According respect to minority shareholders, active participation in
shareholder meetings beyond majority shareholders.
• However, given the variety of circumstances which companies operate, it is inappropriate
to advocate specific rules, such as creating a formula for executive’s pay package or how
stock options are awarded.
• That said, there are further areas of improvement for corporate governance practices in
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Singapore, such as the independence of directors in serving the interests of shareholders,
providing candid disclosure of the problems and challenges of the company, as well as
accord minority shareholders with more respect and accommodate their concerns.
Protection and growth
While being concerned about protection of investor rights, it is important to understand
that investor returns are also affected by the free market policies that are put in place. This
includes best practices as well as additional incentives for top-performing managers.
In essence, there needs to be a balance between adequate protection and growth plans to
ensure a positive outcome for the investor.

Investor Returns
Fair Markets

Free Markets

Resolutions

Best Practices

Regulations

Incentives

Investor Protection

Market Growth

Code of Corporate Governance
The MAS has also recently updated the code of corporate governance in May 2012 to ensure
that a Board works with the management to ensure the long-term success of the company.
The Board is also tasked with the responsibility of meeting strategic objectives, establishing
framework of controls, review management performance, identify key stakeholders, set
company values and standards and considering sustainability issues.
Other practices covered under the code include the election of an independent board,
executive compensation, shareholder accountability, risk management and internal controls
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active engagement and communication with shareholders.
Beyond Corporate Governance
Other than improving on corporate governance issues, the company can also consider
investor engagements through education and resolution to ensure that investors are
protected.

Conclusion
As Singapore develops into an international financial centre, there will be more institutions
and products landing on our shores. We will also have a wider variety of financial products to
invest in, each carrying a different amount of risk.
Ultimately, the most important concept is that you need to fully understand your personal
financial, so that you can be well prepared and attain financial security and freedom soon!

Final remarks
We are now in the final few pages of the guide, and if you survived reading the guide to this
sentence, we believe that you would have gained deeper insights about yourself as well as
financial markets and instruments.
While outsiders can guide you to develop financial plans and choose appropriate products
to suit your needs, you are ultimately responsible for your own financial success.
The effort that you put in now is the first step towards your future investing journey.
However, you should continue to acquire new knowledge all the time to ensure that
the evolving markets do not leave you behind. Have fun, and we wish you a fruitful and
enriching journey!
1. What are some of the local listed products in the Singapore markets?
2. What are some of the advantages of investing in foreign-listed
products?
3. Can we save our savings in foreign banks? What are the banks that are
allowed to accept deposits in Singapore?
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4. What are the key traits that you need to look out for in selecting a broker?
5. What are some of the benefits of Singaporeans investing in the property market?
6. Why is it important for a firm to have strong corporate governance?

In A Nutshell
1. You are able to invest in a wide range of local and foreign-listed products in
Singapore through your brokers.
2. Major financial institutions in Singapore include banks, representative offices,
holding companies, insurance, financial advisers, money changers and certain exempt
entities.
3. There are significant tax benefits of investing through Singapore, largely due to the
zero capital gains tax. Property investors are also offered a wide range of benefits when
paying for their first homes.
4. Investors need to be aware of their rights as shareholders to prevent any negative
actions from managers and controlling stakeholders.
5. Corporate governance needs to be carefully scrutinized to ensure that management
and the Board of Directors is acting in the shareholder’s best interest.
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Appendix: Key Tables and Charts
Complexity
Listed
Investment Period
Major Risks

Government / Corporate Bonds

Savings

Quite Simple
Government - Generally Yes
Corporate - Generally No
Range from 1 month to 30 years
Interest rate risk
Default risk

Very Simple
No

Inflation risk
Overall Difficulty Rating /10

Complexity
Listed
Investment Period
Major Risks

4
Equities

Commodities

Not too difficult
Yes
6 months - 10 years
Market risk
Financial risk

Hard
Generally no
1 - 3 months
Liquidity risk
Volatility risk
Currency risk (usually in
USD)
7

Liquidity risk
Overall Difficulty Rating /10

5

Unit
trusts
Quite simple
No
3 - 10 years
Liquidity risk
Reinvestment risk

ETF/ETN
Complexity
Listed
Investment Period
Major Risks

N.A.
Interest rate risk
Inflation risk
Currency risk (foreign
currency)
1

Simple
Yes
6 months - 10 years
Market risk
Financial risk
Liquidity risk

Overall Difficulty Rating /10

3
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4

Foreign Exchange

Derivatives

Complexity

Not too difficult

Extremely comples

Listed

No

Some yes, some on

Investment Period

A few hours - 1 week

Few hours - 6 month

Major Risks

Currency risk

Counterparty risk

Volatility risk

Default risk

Interest rate risk
Overall Difficulty Rating /10

Volitality risk
6

10

Hedge Funds

Structured Products

Complexity

Highly complex

Hard

Listed

No

No

Investment Period

3 - 10 years

1 - 25 years

Major Risks

Liquidity risk

Market risk

Information risk

Default risk
Financial risk

Overall Difficulty Rating /10

9

7

Properties

Alternative Investments

Complexity

Quite easy to very hard

Hard

Listed

Generally no (except REITs)

Generally no

Investment Period

5 - 100 years

5 - 30 years

Major Risks

Liquidity risk

Liquidity risk

Interest rate risk (floating rate loan)
Overall Difficulty Rating /10

8
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Information risk
8

Category 1

• Savings
• Government/ Corporate
Bonds
• ETFs
• Unit Trusts

Category 2

• Equities
• Commodities
• Foreign Exchange
• Structured Products

Category 3

• Properties
• Alternative Investment
• Hedge Funds
• Derivatives

Category 1 refers to investments which are safer in nature and involve lesser risks. Category
2 refers to investments which require certain level of market knowledge and financial
experience. Category 3 refers to investments which are catered for specified investment
groups and experienced investors.
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Risks

Liquidity

Market

Counterparty

Inflation

Time Frame

< 1 day

1 week

1 month

3 months

The estimated time frame for investment is highlighted in black.

Alternative Investment

Properties

Structured Products

Hedge Funds

Derivatives

Unit Trusts

ETFs / ETNs

Foreign Exchange

Commodities

Equities

Corporate Debt

Government Debt (ST)

Government Debt (LT)

Deposits

Risks of the particular investment are highlighted in black.

Alternative Investment

Properties

Structured Products

Hedge Funds

Derivatives

Unit Trusts

ETFs / ETNs

Foreign Exchange

Commodities

Equities

Corporate Debt

Government Debt (ST)

Government Debt (LT)

Deposits

6 months

Interest rate

1 year

Currency

5 years

Reinvestment

10 years

Default

> 10 years

Information
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