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CHAPTER IV

HOW TO INVEST

How can we invest in Capital Market?

This Chapter shows where and how to get Capital Market
Instruments as well as some basic tips and the best
strategy for investors before making investment decision.

Where and How to Get Capital Market Instruments

Before investing in Capital Market Instruments, an investor
must open trading account at one of the Securities Companies.
Before choosing appropriate Securities Companies, investors
should consider several factors as follow:

Should the Investors prefer to invest in IPO’s stocks or
Bonds, they can choose Securities Companies which actively
involved as Underwriter.

Should the prospective investors need only basic service,
such as executing order only, they can choose Securities
Companies which have experience of fast and accurate
execution, or the one with more booth in Stock Exchange
or have many traders.

Should the investors need more advise in making their
investment decision, they can choose Securities Companies
which have more qualified and experience analysts.

The investor should open an account first by filling in the
required opening account documents. In general, brokerage
firms usually require their clients to deposit a certain amount
of money — which varies among companies - as a guarantee
for settlement. It implies that the clients have sufficient funds
to do the transaction. After they have been approved, investors
then are able to start the investment by placing a bid or offer
on a stock or any other securities.

For stocks transaction:

The transaction starts by placing an order of a stock at a certain
price. That order can be delivered through a written note or by
phone to the broker-dealer. The order should contain the name
of the stocks, the amount to be bought or sold and the price.
The order will then be verified by the Brokerage firm and
inputted to the trading system in Stock Exchange.

The investors’ bids/offers from various Securities Companies
will be pooled at the trading floor via JATS. The system, will
then match those order base on price priority and time priority.

For bonds transaction:

The transaction starts by asking broker-dealer to place a bid
or offer into OTC-FIS system, so it can be seen by other
participants in real time. Through OTC-FIS, the participants
can observe the best quotation about particular bond, then the
interested participants can contact the counterparty for further
negotiation.
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2. Basic Tips for Investors 3. How to Choose Capital Market Instruments?
The following are basic safeguards when “shopping” for

investments: A. Investment Strategy

BASIC TIPS
FOR INVESTORS

a. Before starting to invest in Capital Market, investors
should consider the following factors:

...... (1) The funds to be invested should be idle and excess
funds.

(2) Decide what investment objectives are and prioritize
them.

(3) Risk Tolerance: How much risk are the investors
willing and able to bear in pursuing their objectives?
It is determined by personality, age, job security,
health, net worth, amount of cash the investors
have to cover emergencies, etc.

(4) Time Horizon: The length of time the investors put

(a) Don’t buy securities offered in unsolicited telephone calls, the funds.

ask for information in writing before you decide.

(b) Beware of sales people who try to pressure you into acting
immediately.

(c) Don’t buy on tips or rumors. Not only it is safer to get the
fact first, but also it is illegal to buy or sell securities based -
on “inside information” which is not generally available to @
other investors. Lk

(d) Get advice if you don’t understand something in a PROPERTY
prospectus or a piece of sales literature.

(e) Be skeptical of guarantees or promises of quick profits. it

(f) Check the credentials of anyone who tries to sell you
securities.

(g9) Remember that prior success is no guarantee of future
success in an Investment arrangement.

(h) Be careful with illiquid investments. Ask about the liquidity
and understand that there may not be a ready market when b. Choose Capital Market instruments, which best
you want to sell. with the investors’ overall investment strategies.

(i) Be sure you understand that the risks involved in trading
securities especially derivatives instruments.

(j) Be careful with speculation. Speculation can be a useful
investment tool for those who can understand and manage
the risks involved.

OBJECTIVE I!!
RISKS Il!
TIME HORIZON 1!

el

OWN
BUSINESS
20%

After instruments have been selected, learn as much
as possible about the issuers, and conduct securities
screening to narrow the candidates down to a few that
the investors will pay closer attention to.
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The investors can start by studying the prospectus,
which contains:

The issuers’ line of business and company’s history
Number of stocks or bonds offered in IPO, Nominal
Value of the stocks or bond and Offering Price
The objectives of the IPO

The issuer’s business outlook and risks

Dividend and interest Policy

Historical Financial Performance

Selling Agents

Schedule related to IPO process.

Etc.

PROSPECTUS

Investors can obtain the prospectus from Securities
Companies and also read it on the newspaper during
public offering period.

Should the investors have limited time and expertise,
Securities Companies usually provide a professional
guidance through their Research Analysts. The Analysts
prepare reports on a regular basis, which contain both
fundamental analysis and technical analysis.
Fundamental analysis highlighten on fundamental
factors of the issuers, such as their financial conditions,

result of operation, and macroeconomic factors, which will
influence their prospects. Technical analysis highlighten
on the estimation of future securities price movement based
on historical price and volume movements.

It also should be noted that some instruments, such as
derivatives, can be very risky investment if it is not used
properly, and it is therefore highly recommended that the
investors should seek independent financial advice before
investing in derivatives securities.

B. Evaluation of Capital Market Instruments

a.

Evaluation of General Economic and Industry Trend
Evaluation of general economic and industry trend
plays an important role in Capital Market investment.
Fiscal and monetary policies issued by the government
such as taxation, interest rate, government spending,
inflation rate, will have a significant influence to all
industries and companies within the economy. Those
policies will affect the revenue, the expenditure and
earnings of all industries and companies, which
eventually will influence rate of return to the investors.

Reading Financial Statement

Investors should screen out companies whose stocks
or bonds will be bought, by analyzing thoroughly the
issuers’ financial statements.

Financial statement is included in the prospectus, and
in addition, the issuers are required to publish financial
statement regularly (quarterly, semi annually and
annually) in newspaper. Financial statement can also
be obtained through securities companies.
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Financial Statement consists of:

Profit and Loss Statement/Income Statement:
A financial statement that shows the flow of the
firm’s sales, expenses, and earnings over a period
of time.

Balance Sheet:

A financial statement that shows what assets the
firm controls at a fixed point in time and how it has
financed these assets.

Cash Flow:
A financial statement that summarizes its sources
and uses of cash over a specified period of time.

Basic Ratios

These ratios are widely used by Investors in Capital Market

Types

Formula & Explanation

1. Liquidity Ratios

These ratios concern with the firm’s ability to pay its bill over the short run.

a. Current Ratio

Current Assets Shows the ability of the company’s
current assets to cover its current

Current Liabilities liabilities. The higher the ratio, the better.

b. Quick Ratio

Shows the ability of the company’s most
liquid current assets to cover its current
(Current Assets—Inventory) | jiapilities, and the higher the ratio, the

Current Liabilities better. Since inventory is considered
less liquid than other component of
current assets, inventory is excluded.

2. Solvency Ratios

The ratios are intended to assess the firm’s ability to pay its long run
obligations.

a. Debt to Equity Ratios

Shows the capital structure of the issuer,
M compared to its obligation, the higher
Total Equity the ratio, the higher the risks.

o

. Long Term Debt to
Equity Ratio

Basically it is similar to previous ratio,

Long Term Debt -
g—. but it concerns more to the long term
Total Equity Debt.

3. Profitability Ratios

It describes the capability of company to generate profit and measure how
efficient the firm utilizes its assets and how efficient the firm manages its
operations.

Shows the contribution of sales to the

a (’\)Apergting Profit Operating Profit company’s operating profit. The higher
argin Sales the ratio, the better.

b. Net Profit Margi Net Profit Shows the contribution of sales to Net

- NetFrofit Margin Sales profit. The higher the ratio, the better.

Indicates the rate of return that
management has earned on the capital

c. ?Fféué)” on Equity Net Income provided by the stockholder, after
Equities deduction of all payment to other capital
provider.
Relates the company’s earnings to all
d. Reé)u/_{n on Asset Net Income capital providers (debt, preferred stock,
) Total Assets and common stock).

4. Stock Ratios

It shows individual stock’s performance.

a. Earning Per Share
(EPS)

Net Income Describes the earnings generated by
Number of outstanding Shares the company for each share issued.

b. Price Earning Ratio
(PER)

Shows market appreciation to the

Share Price company'’s ability to generate earnings.
EPS The lower the ratio, the cheaper the
shares
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c. CREDIT RATING
Compared to stock investment, the investors who
interested in bond investment can utilize credit rating,
which applied to every bond issues in the country.
Since credit risk or default risk is the possibility of loss
due to the weak ability to pay the coupon and the
principal, bond rating plays important role by providing
fundamental analysis for bond issues. Rating concerns
with the assessment of the ability of the issuer to fulfill
the obligation. Below are rating description provided
by PEFINDO
Long Term Debt Short term Debt Ability to Fulfill the Obligation
AAA Al Superior
AA A2 Very Strong
A A3 Strong
BBB A4 Adequate
BB B Somewhat Weak
B Weak Non-investment Grade
CcC C Vulnerable
D D Default

The addition plus (+) or minus (-) shows relative strength within
the Rating Category

Rating Outlook

Positive Rating may be Raised

Negative Rating may be Lowered

Stable Rating are not likely to change
Developing Rating may be Raised or Lowered

GLOSSARY

Allotment, The number of securities available and allocated to the
investors

Arbitrage, A trading strategy designed to generate a guaranteed profit
from a transaction that requires no capital commitment or risk
bearing on the part of the trader.

Asset Backed Securities, Debt securities which is guaranteed by
a certain group of assets.

Ask price or Offered Price, is the price an investor is willing to sell.

Balance Sheet, A financial statement that shows what assets the firm
controls at a fixed point in time and how it has financed these
assets.

Bankruptcy, A legal proceeding for liquidating or reorganizing a
business. Also, the transfer of some or all of a firm’s assets to its
creditors.

BAPEPAM, The Indonesian Capital Market Supervisory Agency

Bearish Market, the condition of the market where the prices of
securities decrease for a certain time.

Bullish Market, the condition of the market where the prices of
securities increase for a certain time.

Bid Price, Bid price is the price an investor is willing to buy

Bond, A certificate contains a contract between investors and company,
which declares that the bondholder/investors have lent a certain
amount of money to the company.

Bond Rating, Method of Bond evaluating which shows the capability
of the company to pay the interest and the principal.

Broker-Dealer, One of core business of securities companies which
involved of buying and selling securities for its client or its own
account.

Callability, in case of Bond, where the issuer has the right to redeem
the bond prior to scheduled maturity. The issuer must pay the
bondholders a premium price if it is retired early.

Capital Gain, The difference between buying and selling price, when
the difference is positive.

Capital Loss, The difference between buying and selling price, when
the difference is negative.

Capital Market, A market where various long term financial instruments
are traded.
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