
SGX Group achieves record profit of S$133.0 million for FY2004;
Record year for securities business, healthy growth in foreign
listings and Asian derivatives contracts

For the financial year ended 30 June 2004, SGX Group registered a record profit of S$133.0 million, which represents
an increase of 731.0% over the last financial year.

8 9

OTHER NEWS (Continued) FEATURE

Reducing Equity Portfolio Risk through Country Diversification

Results for the financial year ended 30 June 2004

SGX recorded S$133.0 million net profit after tax and minority
interests for the financial year ended 30 June 2004, compared
to S$16.0 million for the previous financial year ended 30
June 2003.

Total operating revenue rose 44.8% to S$316.3 million,
compared to the previous financial year while total operating
expenses dropped by 9.9% to S$149.9 million. Operating
profit for the financial year amounted to S$166.4 million,
compared to S$52.1 million for the previous financial year.

In the fourth quarter of FY2004, operating profit amounted
to S$39.6 million, compared to S$15.0 million for the previous
corresponding quarter. The Group generated operating
revenue of S$71.3 million for 4Q FY2004, compared to
S$63.8 million for 4Q FY2003. The 11.8% increase was
mainly due to the increase in revenue from the Securities
and Derivatives Markets.

Results for the quarter ended 30 June 2004

In the Securities Market, trading value increased 18.9% to
S$41.0 billion in 4Q FY2004 from S$34.5 billion in 4Q FY2003.
 Securities clearing fees increased 19.0% to S$26.1 million
from S$21.9 million between the two periods. The
corresponding trading volume decreased 18.3% to 39.3
billion from 48.1 billion, reflecting a shift in activity to higher
value denominated securities.

In the Derivatives Market, net derivatives clearing revenue
rose 17.4% to S$13.762 million in 4Q FY 2004 despite a
decrease in trading volume of 11.2% to 8.49 million contracts.
The pick up in our trading activity for Asian derivatives has
helped mitigate the impact of the decline in Eurodollar
trading volumes. In 4Q FY2004, Asian equity derivatives,
which have a higher profit margin, contributed 51% of total
contracts traded, compared to 34% in 4Q FY2003.

(For the complete audited full year financial statements,
please refer to the Investor Relations page at www.sgx.com).
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Equity investors have the potential to reduce their portfolio risk
and enhance their returns by diversifying their investments
across a range of countries. In this article I use three countries,
Singapore, Taiwan and Japan to show how investors could benefit
from country diversification. In particular, I use specific equity
indices, the MSCI Singapore Free Index, the MSCI Taiwan Index,
and the Nikkei 225 Index1, to represent equity investments in
these countries. I have chosen these indices, because SGX offers
futures contracts on these indices, making it easier for investors
to gain exposure to these markets2.

Setting the Scene

Both the MSCI Singapore Free Index and MSCI Taiwan Index

1 The MSCI indices are compiled by Morgan Stanley Capital International Inc.
2 As discussed later, investing in index futures can provide an easier means of investing in indices, than by investing in the constituent index stocks.

However, futures are derivative instruments, and as with all investments, there are risks associated with investing in these products. You should
consult your own financial adviser to find out about these risks, and to ascertain whether such investments are appropriate to your specific
circumstances.

3 I used monthly data, to avoid biases that could be introduced from autocorrelation between daily or weekly returns. For this analysis, I have used
data in local currency, to avoid introducing any bias due to exchange rates, and have taken the natural log of these indices, since it is easier to
compare natural logs than actual levels.

date back to December 1987. I have therefore used monthly
data from December 1987 to June 2004 in this analysis3.  Figure
1: Performance of the Three Indices (Monthly Data) charts the
performance of these indices over the period in question. As
the chart shows, there were three regional stock market crashes
that had a detrimental impact on these markets; the Tokyo
Crash of January 1990, the Asian Flu of October 1997 and the
NASDAQ Rash of April 2000. As a result, there are effectively
four periods that should be considered separately:

Period 1 : December 1987 to December 1989
Period 2 : February 1990 to September 1997
Period 3 : November 1997 to March 2000
Period 4 : May 2000 to June 2004

Figure 1: Performance of the Three Indices (Monthly Data)

Highlights of audited FY2004 results – 1 July 2003 to 30 June 2004

In S$MM FY2004 FY2003 Change

Operating revenue 316.3 218.5 44.8%

Operating expenses (149.9) (166.4) (9.9%)

Operating profit 166.4 52.1 219.4%

Net non-operating (loss)/revenue (0.3) 25.4 NM

Exceptional item - (50.0) (100.0%)

Net profit before tax and minority interests 166.1 27.5 503.9%

Share of results of joint venture (0.1) (0.1) (17.8%)

Tax (33.2) (14.6) 127.6%

Minority interests 0.2 3.2 (94.1%)

Net profit attributable to shareholders 133.0 16.0 731.0%
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I analysed the relationships between these indices by calculating
the correlation coefficients of their monthly returns for each
time period4.  Variables that have high correlation coefficients
(close to one) offer less opportunities for diversification of risk,
whilst variables that have very low correlation (correlation
coefficients close to zero) or negative correlation offer better
opportunities to diversify risk. The results for each period are
shown in Table 1: Correlation Coefficients.

As can be seen from Table 1, correlation coefficients for the different
pair-wise combinations of all three indices were fairly low for Period
1 and Period 2. This implies that there were good opportunities
for risk diversification by investing in these three markets.

During Period 3 and Period 4, the correlation between Singapore
and Taiwan increased markedly to 0.5676 and 0.6204
respectively. This implies that the opportunities for risk
diversification by investing in both markets may have fallen.
However, since the two markets were not perfectly positively
correlated (which would be the case if their correlation coefficient
was one), there still could have been opportunities to reduce
risk and enhance returns by investing in both markets.

The correlation coefficients for Japan and Singapore were actually
lower in Period 3 and Period 4 than they were in the first two
periods, implying that opportunities for diversification increased
slightly. In Period 4 they were relatively low, at 0.3736, indicating
that there should have been substantial opportunities to enhance
portfolio returns and reduce risk by investing in both markets.

Table 1: Correlation Coefficients

The correlation coefficients for Japan and Taiwan have been fairly
variable over the four periods. However, the correlation between
the two markets was still relatively low, at 0.3649, in Period 4.
This implies that there should have been significant benefits
from diversification by investing in both markets.

Implications for Portfolio Optimisation

In order to illustrate how investors can benefit from potential
diversification opportunities, I used the risk and return measures
for each index during Period 4. I compared them to those that
could be achieved on the efficient frontier5  that would have been
obtained by investing in different combinations of all three
indices6.

Table 2: Risk and Return Measures for Individual Markets in
Period 4 shows how each market performed by themselves.
These returns are what investors would have achieved if they
had not diversified across any of the other markets, but had only
invested in one of these markets.

Table 2: Risk and Return Measures for Individual Markets
in Period 4

Figure 2: The Efficient Frontier shows how each individual market
performed relative to an optimised portfolio (the efficient frontier)
containing different weights of the individual indices. As can be
seen from the chart, despite having the highest return of the
three markets, investors who only invested in Singapore could
have reduced their risk, and improved their returns by including
Japan and Taiwan in their portfolio. Similarly, investors who
singled out Taiwan could have faired substantially better in terms
of both risk and return if they had included allocations to
Singapore and Japan in their portfolio. Investors who focused
solely on Japan achieved results that were very close to the
efficient frontier. However, they could have moved up the curve,
thereby increasing returns and reducing risk, by including some
combinations of equity allocations to Singapore and Taiwan.

Thus, it can be concluded that in the given example, investors
could, in general, have faired better by investing in all three
markets, rather than focusing solely on one of them.

The Benefits of Using Index Futures

I have described the benefits of investing across equity markets
in Singapore, Japan and Taiwan, specifically using the MSCI
Singapore Free Index, the Nikkei 225 Index and the MSCI Taiwan
Index. However, this may not be easy from a practical perspective.

This is because the indices each include a large number of stocks.
Thus continually replicating these indices by purchasing the
underlying stocks, in the appropriate weights, would be a costly
and time consuming exercise. In addition, investors trying to do
this are likely to incur significant transaction costs.

Using index futures can provide a convenient way of overcoming
some of these issues7.  They are generally highly liquid, involve
small bid-offer spreads, usually incur low transaction costs, and
require small investment outlays.

Summary

As I have shown in this analysis, investors have the potential to
reduce their portfolio risk and enhance their portfolio returns by
diversifying their equity investments across a number of countries.
In the example used here, portfolio performance is improved by
investing in Singapore, Taiwan and Japan. However, investing in
all the constituent stocks of an index, using the comparable index
weights, in order to replicate the behaviour of the index, has
many difficulties associated with it. Investors can overcome many
of these using index futures.

SGX offers index futures based on the three indices that I have
discussed in this article. They offer the SiMSCI Futures contracts,
based on the MSCI Singapore Free Index, the SGX Nikkei 225 Index
Futures contracts, based on the Nikkei 225, and the SGX MSCI
Taiwan Index Futures contracts, based on the MSCI Taiwan Index.

Figure 2: The Efficient Frontier

4 I calculated monthly returns by finding the first difference of the log values of adjacent monthly index values.
5 In the interests of brevity, details of econometric calculations have been omitted from this article. Please contact me if you would like further

details (brindha@fitzbiz.com.au ). The efficient frontier was charted using software developed by Michael Kishinevsky.
6 This example is used for illustrative purposes only. It is based on historical data and should not be taken as a prediction of future performance.

Period 1
Singapore Japan Taiwan

Singapore 1
Japan 0.4247 1
Taiwan -0.1595 0.1634 1

Period 2
Singapore Japan Taiwan

Singapore 1
Japan 0.4446 1
Taiwan 0.4398 0.2936 1

Period 3
Singapore Japan Taiwan

Singapore 1
Japan 0.3728 1
Taiwan 0.5676 0.4984 1

Period 4
Singapore Japan Taiwan

Singapore 1
Japan 0.3736 1
Taiwan 0.6204 0.3649 1

7 Futures are derivative instruments, and as with all investments, there
are risks associated with investing in these products. You should
consult your own financial adviser to find out about these risks, and
to ascertain whether such investments are appropriate to your specific
circumstances.

Singapore Japan Taiwan
Return -0.05% -9.60% -9.72%
Risk 21.12% 19.56% 32.05%
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I analysed the relationships between these indices by calculating
the correlation coefficients of their monthly returns for each
time period4.  Variables that have high correlation coefficients
(close to one) offer less opportunities for diversification of risk,
whilst variables that have very low correlation (correlation
coefficients close to zero) or negative correlation offer better
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As can be seen from Table 1, correlation coefficients for the different
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for risk diversification by investing in these three markets.
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had not diversified across any of the other markets, but had only
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Figure 2: The Efficient Frontier shows how each individual market
performed relative to an optimised portfolio (the efficient frontier)
containing different weights of the individual indices. As can be
seen from the chart, despite having the highest return of the
three markets, investors who only invested in Singapore could
have reduced their risk, and improved their returns by including
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singled out Taiwan could have faired substantially better in terms
of both risk and return if they had included allocations to
Singapore and Japan in their portfolio. Investors who focused
solely on Japan achieved results that were very close to the
efficient frontier. However, they could have moved up the curve,
thereby increasing returns and reducing risk, by including some
combinations of equity allocations to Singapore and Taiwan.

Thus, it can be concluded that in the given example, investors
could, in general, have faired better by investing in all three
markets, rather than focusing solely on one of them.

The Benefits of Using Index Futures

I have described the benefits of investing across equity markets in Singapore, Japan and Taiwan, specifically using the MSCI
Singapore Free Index, the Nikkei 225 Index and the MSCI Taiwan Index. However, this may not be easy from a practical perspective.

This is because the indices each include a large number of stocks. Thus continually replicating these indices by purchasing the
underlying stocks, in the appropriate weights, would be a costly and time consuming exercise. In addition, investors trying to do
this are likely to incur significant transaction costs.

Using index futures can provide a convenient way of overcoming some of these issues7.  They are generally highly liquid, involve
small bid-offer spreads, usually incur low transaction costs, and require small investment outlays.

Summary

As I have shown in this analysis, investors have the potential to reduce their portfolio risk and enhance their portfolio returns by
diversifying their equity investments across a number of countries. In the example used here, portfolio performance is improved
by investing in Singapore, Taiwan and Japan. However, investing in all the constituent stocks of an index, using the comparable
index weights, in order to replicate the behaviour of the index, has many difficulties associated with it. Investors can overcome
many of these using index futures.

SGX offers index futures based on the three indices that I have discussed in this article. They offer the SiMSCI Futures contracts, based
on the MSCI Singapore Free Index, the SGX Nikkei 225 Index Futures contracts, based on the Nikkei 225, and the SGX MSCI Taiwan
Index Futures contracts, based on the MSCI Taiwan Index.
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The verdict from India’s miracle of democracy again confounded
the pollsters – none of whom had come remotely close to
predicting a clear victory for the alliance led by the Congress
party. The Congress alliance (with 216 seats out of 543 in
parliament) formed a stable administration with the support of
the Left Front (59 seats). The combined group, labeled the
United Progressive Alliance (UPA), with unsolicited support
from a further 39 members of parliament, should be able to
comfortably complete a full term in office. The combination of
Dr. Manmohan Singh as Prime Minister and P. Chidambaram
as Finance Minister comprise a “dream team” for the markets
– combining the talents of the original architect of India’s 1990s
reforms and one of the finest implementers of those reforms
(first as Commerce Minister in the same Rao government, then
with his 1997 “dream budget” as Finance Minister in the short-
lived United Front). The primary benefit of those reforms has
been a dramatic increase in exports: in the last fiscal year, India’s
exports of goods and services rose to US$115 billion (a little
over 20 percent of GDP, and 340 percent higher than 12 years
ago).
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India’s dream team set to accelerate growth

Now the party that reluctantly began the process of economic
reform in India 13 years ago, is firmly back in the saddle – albeit
this time in coalition with a few regional partners (from
Maharashtra, Tamil Nadu and Bihar) and the Communists. The
Congress-led alliance will concentrate on spurring more
investment in rural India, but is likely to largely abandon the
privatisation program: tellingly, no new Minister of Disinvestment
was appointed. Fiscal consolidation is likely to be a major area
of focus. Finance Minister Chidambaram, after all, presented
his March 1997 “dream budget” while serving in a much weaker
coalition that was even more dependent on Communist support.

Agriculture’s importance was highlighted, with Sharad Pawar
(a powerful regional politician who was once thought of as a
serious rival to Rajiv Gandhi two decades ago) taking charge of
the Food & Agriculture portfolio. India actually preceded China
in market-oriented reform of its agriculture sector – resulting in
the Green Revolution of higher farm productivity since about
1970 (well before Deng’s similar reforms of 1978 - 84).
Strengthening tenurial reform in some parts of the country will
be part of the second generation of agricultural reform. But at
its core will be a greater external orientation, with more focus
on exports (and processing) of farm products, in most of which
India’s costs are lower than world market prices. However, the
success of any market-oriented agricultural reform remains
predicated on the progress of farm-trade liberalisation under
the Doha Round, and the promised reduction in OECD farm
subsidies as agreed at Geneva at the end of last month.

Ironically, the UPA is also likely to undertake labour reforms that
were proposed (but never implemented) by the previous
government: even the Communists now recognise that labour
market flexibility is a key to greater employment-creation in the
long-term.  The new Opposition can hardly oppose labour reform
– having proposed such legislation themselves. However the
UPA has imposed a 2 percent “cess” on organised industry to
finance a social-insurance scheme for the unemployed, which
would make labour-market flexibility (entailing greater ease in
firing workers) more politically palatable. In its first budget, the
UPA imposed a 2 percent surcharge on all taxes to finance a
significant increase in health and education expenditures, a
laudable measure for the long-term.

In the fiscal year that ended in March 2004, India’s real GDP
grew 8.2 percent, led by near-10 percent growth in services and
agriculture, and 7.3 percent growth in manufacturing. With farm
incomes surging in the year ahead – following the best monsoon
in 15 years last year – the “non-agriculture” economy should
accelerate strongly. On 10 of the 12 occasions that agriculture
has grown more than 5 percent over the last thirty years, the
non-agricultural sector has grown faster in the following year.
The last fiscal year’s 10 percent growth in agriculture should
provide an important fillip to domestic demand in the fiscal year
that began this April. With global demand for exports also set
to surge over at least the next half year, India’s manufacturing
sector should accelerate further in the year ahead – helping to
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 This time, the Communists’ bargaining power vis-à-vis the UPA
is more theoretical than real: They cannot really withdraw support
from this government, since the alternative (the BJP-led NDA)
is far more unpalatable to the Communists than the UPA. So
while their rhetoric will occasionally embarrass the government,
their actions are unlikely to pull it down.




