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The futures game

Th(' Edge had a one-on-one with Ralph Yiehmin Liu (right),
Advanced Risk Management Solutions Pte Ltd (ARMS),
Kloffe. ARMS is responsible for conducting the Malaysian Fu

course.

Below are excerpts of the interview.

How different is trading on financial
futures vis-a-vis the equity market
and what are the advantayes and
disadvantages of the financial fu-
tures trading over that of the stock
market?
First of all, the equity market is
more suited for long-term invest-
ment purposes. The futures mar-
ket can assist in that process by
offering a way for conservative
investors to hedge off their risk
when appropriate. If the inves-
tor’s intention is to use the fu-
tures market as an alternative for
investment, futures market can
also be utilized through some
specific trading programmes or
through managed futures funds.
In addition to hedging and in-
vesting, the futures market could
be the great vehicle for those in-
terested in short-term directional
trading. For the more sophisti-
cated users, futures can also offer
more additional dimensions in
trading. For example, spread trad-
ing and arbitrage trading have to-
tally different dimensions than
the market directional views.
Even for directional views, fu-
tures market offers investors the
chance not only to ‘go long (to
bet the market to go up) but also
to go short the market (to bet the
market to go down) which is not
currently available or as easily
done in the cash equity market.
When you establish a futures
position, you need to deposit
money in the margin account,
which is around 7.5 per cent of
the nominal amount of the con-
tract for KLOFFE, whereas you
need to pay the full amount or at

least 40 to 60 per cent of.the
nominal value through mbrgin
trading in the equity markets.

" The transaction cost of trading
futures is usually much cheaper
than the equity markets. Basi-
cally there are two major types of
transaction costs: bid/ask spread
(the difference between bid-and-
ask prices), and brokers’ commis-
sion. There may be also some
other minor, less significant
charges involved for both mar-
kets such as exchange levy and
stamp duties, etc. In an estab-
lished futures market, both the
bid/ask spread in the futures mar-
ket and the brokers’ commission
are usually lower than those of
the equity market. Investors
should perform a few simple cal-
culations to verify that that is the
case before transacting.

With all these advantages, the
futures market will definitely of-
fer a lot more attractive opportu-
nities for traders and hedgers to
trade and invest than what the
equity market can offer.

What are the risks involved in in-
vesting in equity markets and how
can firtures be used to manage these
risks?’

The risk of investing in stock
market consists of systematic
(market) risks and non-system-
atic (firm-specific) risks. Investors
can significantly reduce the firm-
specific risks by diversifying their
portfolio. A portfolio of 15 to 20
stocks should usually be good
enough for this diversification
purpose. Empirical studies have
shown that by including more
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stocks than that would not
achieve any further diversifica-
tion benefits.

The market risk however,
couid be best managed by using
futures. The futures contracts
could be a very effective instru-
ment to reduce this systematic
risk if handled properly. Investors
should try to understand not
only the methodology of calcu-
lating the hedge ratio, but also
the concept of basis risk inherent
in the futures hedging activities.
They should seek help from
knowledgeable remisiers or fi-
nancial consultants before they
start taking any action.

In the case of stocks and shares, a
seemingly “bad” investinent deci-
sion could well turn out to be a posi-
tive one given time. Can the same
happen in the case of financial fu-
tures trading?

The trading strategy for stocks
and futures should not be the
same. Once you buy the stocks
and pay for them in full, you
could hold on to your stocks for-
ever if you like, irrespective of
whatever happens to the stocks,
because the risk you bear is only
losing the money that you have
paid for the stocks. No further
money would be lost.

Trading in the futures markets
is quite different. The money you
paid is just to cover the margin
requirement. It is sort of a good-
faith money. Your position will
be marked-to-market and the P/L
(profit and loss) will be calculated
and realized on a daily basis. If
the market moves against you
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and your margin account balance
drops below certain level, there
will be a margin call.

The question is how much in-
vestable money you have to
cover a margin call before the
market turns around to the direc-
tion which is in your favour. The
worst-case scenario could be that
you might be forced to close out
your position which you might
still have confidence in for your
long-term view, simply because
you don’t have enough money to
meet the margin call anymore.

However, if you have only
spent a small proportion of your
investable money in the margin
account and you do have enough
money left to continue to meet
the margin calls, then you could
stay on with your position if you
think it is a good trading deci-
sion. However, you should bear

in mind that “you could” does
not necessarily mean that “you
should”.

What, therefore, should be the in-
vestinent and trading strategy?

The appropriate investment strat-
egy depends on your investment
horizon, risk tolerance level and
available capital. The low transac-
tion cost and the better liquidity
in the futures market enable in-
vestors to do short-term trading,
typically within a few-days hori-
zon or even intra-day.

For a longer investment hori-
zon, you can do it both iri the fu-
tures market as well as in the
stock markets, but you have to
have adequate capital as well as a
clear and prudent investment ob-
jective.

When investing in the equity
index futures over long invest-
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