
MONDAY JULY 21, 1997

JULY 14 — 18, 1997 1 YEAR 1 MONTH  LAST
AGO AGO WEEK

Market Cap (RM bil) 719.7 750.7 693.9
— Main Board 675.3 684.8 631.9
— Second Board 44.4 65.9 61.9
KLCI (pts) 1,111.97 1,097.54 1,001.55
SBI (pts) 491.37 575.92 527.80
3-mth Klibor 7.475 7.900 9.250
RM/US$ 2.4795 2.5040 2.6120

WEEKLY VOLUME LEADERS
counter Close High Low +/- +/- Vol

(RM) (RM) (RM) (RM) (%) (m)
Rahman Hydraulic 5.15 5.90 4.40 0.10 1.98 79.4
MBf Capital 3.90 4.32 3.88 -0.36 -8.45 35.5
Taiping Consolidated 2.90 3.42 2.76 -0.30 -9.38 25.2
Sime Darby 8.20 8.25 7.85 — — 19.9
Renong 3.16 3.16 3.04 0.10 3.27 19.7

WEEKLY TOP GAINERS
counter Close High Low +/- +/- Vol

(RM) (RM) (RM) (RM) (%) (m)
Mentakab Rubber Co 77.00 77.00 62.00 +15.00 24.2 0.1
PNE PCB 13.30 15.00 11.30 +2.00 17.7 19.3
Leisure Mangement 24.60 24.60 21.00 +3.60 17.1 0.5
YTL-TSR 5.20 5.20 4.40 +0.70 15.6 0.1
Jerneh Insurance 6.00 6.00 5.20 +0.70 13.2 0.1

WEEKLY TOP LOSERS
counter Close High Low +/- +/- Vol

(RM) (RM) (RM) (RM) (%) (m)
Autoways 35.00 45.00 34.00 -14.50 -29.3 0.1
Autoways-A 29.75 38.75 26.50 -12.25 -29.2 0.4
Daibochi-W 2.50 3.26 2.50 -0.90 -26.5 0.1
Taiping-TSR 0.975 1.33 0.93 -0.255 -20.7 13.9
Sg Way-W 2.20 2.22 2.20 -0.52 -19.1 0.1
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ECONOMICS& STRATEGY
Ringgit's slide may prompt some drastic measures by Bank Negara

The ringgit has slid by 5.3% from Friday July 11,
the last day when there was conscientious effort by
Bank Negara to support the ringgit (it was quoted
at RM2.6375 vs US$ in early trading today). It ap-
pears to have resorted to practical means — it is a
futile effort to fight against global sentiments. There
is a real risk that Bank Negara may resort to capi-
tal control measures this week given (1) expected
sentiment-driven further weakening of the ringgit;
(2) the central bank’s uncharacteristic absence from
the market last week; and (3) reported meetings
with the banks over swap activities. A weaker
ringgit could bring more harm than good to the
economy. The ringgit could break RM2.70 against
the dollar, in line with widespread expectations of at least 10% depreciation in the region’s currencies. The
Singapore dollar, supposedly the region’s safe currency, is already at a 31-month low against the US dollar.

Malaysian exporters have never depended on currency to gain export price competitiveness. Chances are,
lower export prices arising from weaker ringgit will, in the short run, lead to lower export revenues rather
than an increase in market share. After all, its regional competitors are enjoying weaker own currencies.
Malaysian importers, however, will suffer from higher imported costs. Malaysia depends on large import
components for its production. Higher import cost is also a harbinger of higher inflation. According to Bank
Negara, “…generally, an upward movement in import prices is more likely to be reflected in domestic retail
prices. In contrast, when foreign prices move downwards, or when the ringgit appreciates, the effects of these
movements may not be fully reflected in domestic prices because traders are reluctant to pass on the benefits to
consumers.” (Bank Negara Malaysia Annual Report 1993).

Bank Negara's uncharacteristic absence from the market last week is perhaps their strategy of gauging the
market’s mood and direction. We appreciate its dilemma in trying to maintain equilibrium in the forex and
local money markets. Indeed, one may argue that the case may no longer be dual-market equilibrum — it is
increasingly tasked to achieve its monetary objectives while maintaining tri-market stability, taking into
consideration the equity market.

Should the central bank decide to impose capital control measures, we believe that it would be in the form of
ceilings on swap activities. The central bank may want to restrict access to short-term ringgit, and swap is
one cheap and easy mechanism via which hedge funds are able to take position with zero initial outlay. This
will help in removing one of the sources of speculative attack on the ringgit. This will undoubtedly be an
unpopular move in the eyes of foreigners and risks jolting already poor sentiment on the stockmarket.

Bank Negara’s decision to stay away from intervention is a practical move of not “throwing good money after
bad”.  A capital control measure would be a cheap alternative, given that a hefty US$2b has been spent to
support the ringgit. It will probably encouraged by the successful experiment in 1993 when a series of capital
control measures (e.g. zero interest vostro accounts)  managed to protect the country’s monetary system from
speculative funds. [Zulkifli Hamzah 254-6677]
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COMPANY VISIT
Formosa Prosonic Industries — Margins under constant attack, major clients are shifting out of Malaysia

Background: Established in 1989, FPI is one of the largest hi-fi speaker systems manufacturers catering
mainly for electronics OEMs. It has an installed capacity of 6m speaker units annually, combined at its two
plants in Port Klang and Sungei Petani, Kedah. In a strategic move to produce high-end speakers, the group
acquired a 70% stake in loss-making UK-based Acoustic Energy Ltd last year, which makes speakers under
its own AE brand name.

It has a paid-up capital of 19.9m shares, which were granted listing on the Second Board on June 17, 1994.
Its major shareholders are Permodalan Nasional Bhd (27.1%) while its four Taiwanese directors and busi-
ness associates control a combined 52.7% stake in the company.

Margins will come under constant attack: Sales of electronics products by major Japanese MNCs have
taken a beating in the past 12 months, especially due to sluggish sales in North America and Europe mar-
kets. As a result of this situation, Formosa’s major clients like Kenwood, Sony, Panasonic, Philips, Hitachi
and Sharp have been demanding some 5-10% reduction in selling price. Although the group was able to grow
sales in the past two years, this had been achieved without compromising profit margins (see financial track
record). Since Kenwood accounts for 40% of Formosa’s annual sales, we beleive the group’s bargaining power
can only weaken henceforth.

Clients are moving out of Malaysia: In the last two years, Philips has closed shop in Singapore to shift its
production base to China. (That followed a pullout by Thomson Electronics from Johor to seek a cheaper
manufacturing base in China. Grundig has also closed down its Penang plant, now taken over by home-
grown Malaysia Electric Corporation). Another contract to supply speaker units to Sharp will be lost from
next year. This is further amplified last week by Philips Audio’s plant closure in Penang, citing uncompeti-
tive cost pressures. Philips Audio accounts for 8-10%of Formosa's annual sales. All these could result in a
total loss of some 15% of its annual turnover, beginning FY98. The risk of further exodus is still present and
this generally does not speak volume of the prospects of this industry.

Under this tough operating environment, earnings are set to decline: This year’s results by Formosa
is expected to manifest the industry’s growing disillusion about the competitiveness of Malaysia as a manu-
facturing base for low value-added electronic parts makers. The management has provided a guidance that
while interim sales will like grow circa 8-10% to RM90m-93m, pre-tax profit is expected to hit RM6.5-7.0m
range. This reflects its expectation that margin will decline to 7-7.5% this year vs 10% acheived in the six
months to Sept 1996.

Diversification cannot arrest expected earnings decline: Although there is a little hope in securing
better margin via its high-end hi-fi speakers units for Acoustic Energy UK, the volume is still insignificant.
Sales of AE only accounted for 2.3% of the group turnover of RM146.6m in FY March 97. Last year, low-end
speaker systems made up 81% of its sales, while plastic moulded products accounted for 17%. In respect to
future sales performance, the company cannot make any forecast due to the fact that most of its clients are
also unable to predict the changing trends beyond the next 3-6 months. Orders are usually received with at
least 3 months' notice.

Sale of profitable wholy-owned subsidiary for another flotation: Last September, the group proposed
to sell its 100% unit Formosa Prosonic Manufacturing (which makes plastic moulded products) to Formosa
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Prosonic Universal Bhd for RM13.8m. Based on its FY97 pre-tax profit of RM3.2m, the firm is being sold
cheaply at gross PER of 4.3x. As a yardstick, Formosa Prosonic was floated in June 1994 at trailing gross
PER of 6.7x. According to management, the company is being grouped under Formosa Universal with four
other units owned by its major shareholders for flotation on the KLSE Second Board. The proposal has been
submitted  to the Securities Commission last September. A restricted offer for sale of Formosa Prosonic's
existing shareholders can be expected, although the ratio is yet to be determined.

Its major shareholders are also privately involved in related business: The current shareholding
structure leaves plenty of room for conflict of interests. There are no less than seven other companies (pro-
ducing electrolytic capacitors, speaker units, chemical paints, home appliances, water dispensers) demand-
ing their attention. In fact, some of the production lines are shared with its sister companies because of the
integrated process of making speaker units.

Valuation reflects underlying fundamentals and expectations: Although we have been piqued by its
cheap valuation (RM7.15: 13.8x FY97 earnings), we believe the rating is justified given the weakening fun-
damentals. Although last year’s tax rate was sub-20%, it contained writeback on deferred taxes and previous
year’s over-provision. We expect full year taxation to be closer to 30% this year. Its pioneer status expired in
1994. We would avoid the stock because FY99's earnings could weaken further with impending loss of busi-
ness volume. [David Yong 466-3929]

Table: Formosa Prosonic Industries's Financial Record

YE March 31 1994 1995 1996 1997 1998F

Turnover 68.4 148.5 146.6 156.5 180.0
Speaker systems 49.3 113.9 118.0 126.0 145.8
Plastic moulded products 19.1 34.5 25.1 26.6 28.8
High-fidelity speakers 0.0 0.0 3.4 2.9 5.4

Depreciation (2.6) (3.5) (4.0) (4.6) (5.2)
Interest expense (1.7) (1.7) (2.2) (2.2) (2.5)

Pre-tax profit 9.6 11.5 11.5 12.9 13.1
margin % 14.0 7.7 7.8 8.2 7.3

Speaker systems 6.8 7.9 7.9 8.8 9.1
Plastic moulded products 2.8 3.6 4.0 3.6 3.2
High-fidelity speakers 0.0 0.0 (0.6) 0.6 0.8

Taxation (1.0) (1.4) (2.7) (2.5) (3.7)
tax rate 10.4 12.2 23.5 19.4 28.0
Minority Interests (0.0) (0.0) (0.1) (0.1) (0.1)

Earnings 8.5 10.1 8.7 10.4 9.3
No of shares (m) 19.9 19.9 19.9 19.9 19.9

EPS (sen) 42.7 50.7 43.3 52.0 46.6
PER at RM7.15 16.7 14.1 16.5 13.8 15.3


