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JUNE 2-6, 1997 1 YEAR 1 MONTH  LAST
AGO AGO WEEK

Market Cap (RM bil) +5.2 +0.3% 738.5
— Main Board +2.0% +0.2% 678.8
— Second Board +61.8% +1.5% 59.7
KLCI (pts) -1.5% +2.5% 1,117.3
SBI (pts) +28.9% +1.2% 558.7
3-mth Klibor 7.315% 7.335% 8.03%
RM/US$ 2.7880 2.4950 2.5065

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

(RM) (RM) (RM) (RM) (%) (m)
MBf Capital 5.20 5.40 4.68 0.15 -2.8 53.4
Westmont Industries 2.88 3.10 2.35 0.11 3.97 48.5
Berjaya Industrial 2.80 2.88 2.75 -0.19 -6.35 42.3
Samanda 21.30 22.80 20.50 0.20 0.95 32.3
Renong 3.40 3.88 3.38 -0.20 -5.56 31.1

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

(RM) (RM) (RM) (RM) (%) (m)
Atlan 12.00 12.00 8.45 3.55 42.0 4.2
Wembley Industries 3.80 4.02 2.80 1.10 40.7 13.9
Mentakab Rubber 72.00 92.00 70.00 15.00 26.3 0.1
TimberMaster 12.90 13.10 10.20 2.60 25.2 2.3
EP Manufacturing 9.00 9.00 7.25 1.65 22.5 0.9

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

(RM) (RM) (RM) (RM) (%) (m)
Lien Hoe-A 2.70 2.70 2.70 -0.72 -21.1 0.1
KFC-W 3.22 3.70 3.18 -0.76 -19.1 0.8
Country Heights 14.50 17.90 14.00 -3.40 -18.9 3.1
SAAG 38.00 45.00 38.00 -7.50 -16.5 0.1
Berjaya Singer-T 1.98 2.30 1.94 -0.32 -13.9 0.6
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ECONOMICS AND STRATEGY
Drained liquidity and interest rates behaviour should trouble equities

Two main concerns, namely (1) prospects of a tight-
ening interest rate scenario and (2) rumours of
large trade deficit for the month of April, are ex-
pected to hog the limelight this week to justify what
could be another sluggish week for equities.

The cost of doing business will be more painful this
week, as banks adjust their BLRs closer to 10% —
a near five-year high. Extra cash will continue to
be locked away in lucrative time deposits. The
surge in the local interest rates, triggered by the
baht crisis, has been an obstacle to any real recov-
ery in the stockmarket. After being pushed to above
the 8.0% mark a fortnight ago, the benchmark 3-
month KLIBOR has moved in an unpredictable
nature, and in the process, amplifies the uncer-
tainties prevailing in the investment community.
This partly reflects Bank Negara's indication that
the high interest rates regime will be temporary
in nature. It is a pre-emptive move aimed at keep-
ing the spillover impact of the baht crisis at bay.

Across the border, the Thai authority appears to
be holding the edge in the battle against currency speculators as the baht reached a 12-year high against the
dollar. With the risk of a full-blown baht crisis apparently subsiding, expectations are that interest rate
should show some tendency to ease. This however has not been the case. Interbank rates have been creeping
up steadiy during the last few trading days last week. The apparent tight liquidity and the case of “missing
money” has been rather baffling. It is unlikely that the ringgit is being snapped by the foreigners as the local
currency has remained sluggish against its foreign counterparts. One possible explanation is that a few big
banks are working with Bank Negara to restrict access to the ringgit, especially to the currency speculators.
The authority is not taking chances in the midst of a positive unravelling of the crisis in Bangkok. This is
pre-emptive in nature but one that will likely weigh down on the performance of the stock market.

News of a potentially big trade deficit  for the month of April will continue to haunt investors. With the huge
surplus of RM1.5b in March 97 not expected to be maintainable, big ticket items like aircraft and ships may
offset export receipts and reignite fears of another gaping hole in the current account. Two factors should
mitigate such worries, if put in perspective. Firstly, lumpy items are expected to account for only less than
5% of total imports. Secondly, the imports of non-capital items have been on a decline during 1Q97. Cumula-
tive exports during 1Q97 climbed by 3.5% y-o-y, against a 3.5% y-o-y decline in imports. The trend of declin-
ing imports is expected to have continued in 2Q97 and this will offset, to some extent, the outflows associated
with the delivery of some big ticket items like Malaysia Airlines’ B-777 and Petronas’ oil tanker.

We hold to the view that the market could be expected to remain sideway, as thin volume will hinder any
sustained enthusiasm as the week progresses.

3-month KLIBOR
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INVESTMENT IDEA
Seacorp-Schroder Smallcap Fund - Discount to NAV and poor prices offer a good base for outperformance

Seacorp-Schroder Smallcap Fund (SSSFB) is the first closed-end fund to be listed on the KLSE. Unlike a
normal company which sells goods and services, a closed-end fund’s business is to invest in shares of other
companies. Buying a closed-end fund is both a bet on the fund manager as well as expected returns of the
market over the next one year. SSSFB is managed by Seacorp-Schroder Capital Management, which has a
good track record and can give full attention to increasing the value of their funds. The added bonus of
buying SSSFB now is that one would be buying at an attractive discount to its net asset value (NAV). At 78.5
sen, it is trading at a 19% discount to its NAV of 97.2 sen.

SSSFB is suitable for large institutional investors who want exposure in small and medium cap Malaysian
equities. Investing in a closed-end fund instead of buying individual stocks directly reduces timing, impact
and opportunity cost. For individuals, SSSFB is a superior investment to an open-end unit trust with a high
growth investment style because of lower transaction cost as well as the attractive discount to NAV. Con-
servatively, we expect SSSFB shares to appreciate by 18% to 92.6 sen over the 12 months, assuming the
manager’s performance matches its benchmark KLSE Emas Index. This assumes earnings growth of 15%
for the broad Emas Index and a slight expansion in historical price-to-earnings multiple from the present
24x to 25x. Returns would be higher should there be a narrowing of the discount to NAV.

A new and misunderstood creature

Poor market sentiment and heavy retail selling has given SSSFB the dubious distinction of being the only
“loss-making” initial public offering so far. IPO subscribers in multiples of 5 lots with warrants attached (on
a 1-for-5 basis), are losing RM610 (or 12%) on their investment based on Friday’s closing share price of 78.5
sen, and warrant price of 46.5 sen. We attribute the poor performance of SSSFB shares to selling by retailers.
Their actions had a big impact as the public subscribed to a big block of 200m shares or 40% of its paid-up
capital, much larger than the usual 10-20% spread. Because the concept is still new, many had probably
misunderstood the pricing mechanics and expected it to be  traded at a 20-30% premium upon debut.

What is a closed-end fund?

Unlike a normal company which sells goods and services, a closed-end fund’s business is to invest in shares
of other companies. A closed-end fund has a fixed number of shares and is traded like others stocks on the
Kuala Lumpur Stock Exchange (KLSE). SSSFB’s objective is long term capital appreciation of its assets
through investment in small and medium sized companies listed on the KLSE. Fundamentally, the share
price of a closed-end fund is based on its NAV, i.e. the market value of all securities (equity and fixed income)
divided by the number of shares outstanding. Like other public-listed companies, its price tends to fluctuate
according to demand or supply of shares. Therefore it can trade at a premium or discount to its NAV per
share. The experience worldwide is that shares of closed-end funds usually trade at a discount to NAV, which
is why the SSSFB IPO came with warrants attached.

Advantages of closed-end funds over open-end funds

Unlike a closed-end fund which has a fixed number of shares, open-end funds has no limits on the number of
its units (subject to SC approval). Units in an open-end fund can only be bought from or sold to the fund
management company. Closed-end funds offer several advantages: it does not charge a front-end fee whereas
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front-end fees for open end funds is usually 5 sen per RM1 invested (or 5%). Prices of closed-end funds like
SSSFB can be at a steep discount to its NAV, thus offering a bargain for investors. Open-end funds are never
offered at such “bargains.” Bid and offer prices (sales and redemption prices) for open-end funds are fixed by
the fund management company based on the fund’s NAV. Finally, listed closed-end funds are not subject to
redemptions unlike open-end funds. Therefore investments of the fund are not affected by forced liquidation
at unfavourable prices to raise cash for redemptions. Redemptions can be particularly large during market
downturns which is precisely when open-end funds may be forced to sell when they should be buying.

Consistent outperformance is the key

Investors in closed-end funds must choose competent fund managers with a good track record and be willing
to take a long term view. Buying a fund is also a bet on the market index. Buying a fund simply because it
trades at a discount is not good enough. Consistent outperformance by the fund manager would result in
strong returns to shareholders due to a growing NAV and a narrowing of the discount gap. The shares may
even trade at a premium to NAV if investors are willing to pay for “star” fund managers. But if the fund
underperforms, investors face a double blow — a falling NAV and a widening discount to NAV.

The attractiveness of a closed-end fund boils down to the manager’s performance. On paper at least, the
manager’s track record portends outperformance. SSSFB is advised by Seacorp-Schroder Capital Manage-
ment, a 60%-owned subsidiary of South-East Asia Development Corp and a 40%-owned associate of Schroders
plc. The Schroder Group manages in excess of RM5b invested in Malaysian assets on behalf of third party
clients, and over RM30bn in the region, out of a worldwide total of over RM300bn. Its four equity funds, Asia
Unit Trust Malaysia (AUTM) Berjaya, AUTM Equity, AUTM Investment and AUTM Progress are ranked
8th, 7th, 3rd and 1st out of 28 funds for the five-year performance category. But we note that benchmarking
against other unit trusts may not be accurate as different funds have different investment styles. Research
shows that a fund’s performance is strongly influenced by its investment style, e.g. “value-investing” (low
price to book value, low PER stocks) vs “growth-investing” (high EPS growth, high PER).

Similar fund has outperformed the benchmark index

SSSFB believes its performance should be benchmarked against the broad Emas Index. According to SSSFB’s
prospectus, AUTM Progress has an investment objective and use of investment techniques that most closely
match those envisaged for SSSFB. It outperformed the KLSE Emas Index and KLCI over the last five years.
AUTM Progress’ compound growth per annum over the five-year period (May 92 to May 97) was 28.7% vs
25.7% charted by the KLSE Emas Index. The material difference is that AUTM Progress is not allowed to
invest outside Malaysia. SSSFB can invest a maximum of 20% of its NAV in Singapore, Indonesia, Thailand,
the Philippines, Hong Kong, Taiwan and South Korea.

Timely market correction

The market correction comes as a blessing in disguise for SSSFB, giving it an opportunity to accumulate
stocks at substantial discounts to pre-Bank Negara crubs on property and share lendings. On April 25, one
week after its listing and almost one month after the Bank Negara’a announcement on credit curbs, the fund
was under-invested in equities. Of its total NAV of RM492.8m, it held RM494.3m in negotiable certificates of
deposits, RM100.5m worth of quoted securities and RM1.1m in unquoted securities. Borrowings amounted
to RM103.2m. (The fund is allowed to borrow to a maximum level of 30% of its NAV). Its latest NAV per share
(as at May 30) was 97.2 sen — slightly higher than its NAV immediately after its IPO of 96.9 sen.
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Useful vehicle for institutional investors

Large institutional investors who want exposure to Malaysian equities have three alternatives. They could
buy KL Composite Index (KLCI) futures, pick individual stocks or buy a closed-end fund. But the KLCI
futures on the KL Options and Financial Futures Exchange (Kloffe) lack liquidity for contracts with more
than one month to maturity, which makes it impractical for diversification purposes. Buying a closed-end
fund reduces timing cost, impact cost and liquidity cost. It could take a long time to build a meaningful
position in individual stocks (timing cost), their buying action could move prices (market impact cost) and
there is a risk they might not be able to get stock at all (liquidity cost).

Suitable for individual investors

Investing in a unit trust offers an individual investor with limited funds the benefit of diversification.
Unitholders or shareholders have a fractional entitlement in a large portfolio of stocks. The advantage is
that for the same price of one stock, a fractional interest in a big portfolio of stocks has lower risk with the
same expected returns (capital appreciation and dividends). Today, individual investors looking for profes-
sionals to manage their money have a choice of either open-end unit trusts (conventional unit trusts) or
closed-end funds. And within the universe of open-end unit trusts, there are different type of funds with
different investment objectives, e.g., high growth funds, high income funds or balanced funds (a mix between
growth and income). We recommend SSSFB to individuals seeking high-growth funds.

Expected returns of 18% over 12 months

Conservatively, we expect SSSFB shares to appreciate by 18% to 92.6 sen over the next one year
assuming the manager’s performance matches the Emas Index and the discount to NAV remains
constant at 19%. This is based on our projection of a 15% earnings growth for the broad Emas
Index (historical growth rate 19%) and a slight expansion in historical PE multiple from the
present 24x to 25x. Returns would be higher should the manager outperform the index and/or
the discount to NAV narrows. For instance, should the discount to NAV narrow from 19% to 15%
due to bullish market sentiment, the projected share price is 97.5 sen for an annual return of
24%.
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COMPANY VISIT
Nepline Bhd — Small and aggressive, but in dire need of capital

Nepline impresses us as a small but aggressive group. Though dwarved (in terms of total tonnage capacity)
by bigger shipping corporations like Malaysian International Shipping Corp (MISC) and Konsortium
Perkapalan Bhd, Nepline has been able to cruise along profitably in recent years due to its ability to secure
long term contracts with prime clients such as ESSO, Petronas, Shell and the positive impact of its expan-
sion programme. Part of its strategy — probing chinks in MISC and KPB and luring businesses away from
them with personalised attention — is paying bigger dividends in recent months.

(The shipping business has had good Government support of late, with Malaysia’s priority to ease the deficit
in the services account of the balance of payments and efforts by port operators in promoting Port Klang as
a transhipment hub. In line with this, incentives in the form of tax exemptions (under Section 54A of the
Income Tax Act 1967) for sea-faring Malaysian ships, work in favour of shipping companies like Nepline).

Income mostly derived from chartering services

Incorporated in 1980 and listed in 1995, Nepline is primarily involved in ship chartering and liner agency. It
also provides marine and transport materials, equipment and related services to the offshore and onshore oil
and gas-related companies through its wholly owned subsidiary Timor Offshore. The group’s performance
weighs heavier on its chartering business, which accounted for 73% and 88% of its turnover and pre-tax
profits, respectively last year.

We are impressed with Nepline’s previous five-year track record and expect results for the next two financial
years to be reflective of its past. This optimism lies with several secured long term contracts that will ulti-
mately result in a steady inflow of income. Among them: a five-year contract with Indonesian national oil
company Pertamina and Beras Nasional worth RM10m turnover per annum. More importantly, Nepline
boasts of a six-year deal with Esso, a contract prised from the  clutches of MISC, which will rake in RM25m
revenues and RM2m profits annually. On route to strengthen further its earnings, Nepline has embarked in
containerised feeder services to Cambodia. It has also recently diversified into land transportation business
and thus far has secured a five-year contract with Kuantan-based Amoco Chemicals, generating RM5m
turnover per annum. Margins are, however, thin in land-based activities-

Fleet-size nearly doubled in aggressive expansion plan...

In less than two years since its IPO, the group has grown almost twice its original fleet size of 6 (prior to
listing), to a current fleet of 11 vessels with a total of 327,506 DWT. Out of the five new acquisitions, two
crude oil tankers were acquired in early 1996 and it recently proposed to buy another three vessels for
US$12m (RM30m).

...and so is gearing, to be remedied with a cash call exercise

However, the side-effect of an aggressive expansion plan is evident in its high gearing. From  a ratio of 1.9x
in FY95, it ballooned to 4.9x in FY96. In view of this, Nepline has proposed to undertake a 4-for-5 rights issue
at RM7.60 each to raise RM121m funds to repay its borrowings and finance ship acquisitions. This will
enlarge its capital base from 19.9m shares to 35.8m shares (before ESOS conversion).
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Since a significant portion of these proceeds (RM79.51 million) will be utilised for repayment of bank borrow-
ings, this would reduce its gearing level to 1.1x this year. Cash flow will improve from an outflow of RM155.9m
in FY96 to an inflow of RM117.8m in FY97. Its borrowings cost averages about 9% per annum, as some of the
vessel purchases were funded by grants and special terms arrrangements.

Modest earnings forecast for the next 2 years.

In its impending rights issue exercise, Nepline will reveal a  forecast a pre-tax profit growth of 20% to
RM13m in FY12/97, much of it will remain negligibly taxed.. Earnings are expected to grow from RM10.6m
in FY96 to RM12.8m in FY97, mainly with the impetus from the newly-secured Esso contract. It projects a
“robust” 54% rise in pre-tax profit to RM20m in FY98. We are, however, not surprised by this estimate
because much of the RM7m incremental profits should come from interest savings on some RM80m loans to
be retired in early 1998.

Based on RM12.30 Friday’s close, Nepline is trading at PER of 19.3x FY97’s estimated EPS of 63.8 sen.
Assuming the rights issue is completed at end-1997, adjusted PER in FY98 would be about 18.6x at rights-
adjusted EPS of 54.9 sen (based on RM10.20 ex-rights price). In conclusion, we find the stock  fairly
valued at RM13.70 (RM11.00 ex-rights), based on 20x its FY98 earnings.
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CORPORATE DEVELOPMENTS
Pilecon Engineering bids for new big projects, look over shoulders for predators

In 1993, Pilecon was the stock with immense institutional following. The JB water privatisation concession,
coupled with the ambitious waterfront city project, took its profile a notch higher from its make-up as an-
other successful piling contractor.

But both projects appears to have ironically proven to be its own undoing in recent times; earnings from its
JB water supply scheme are erratic and unpredictable while the waterfront city project was dogged by sales
inertia. For example, its BOT project (i.e. JB water supply scheme) contributed 32.9m in pre-tax profit in
FY95, but dwindled to only RM13.7m in FY96 because of income recognition was based on completion method
basis. Part of its R&D cost, which relates to its political cost of doing business (mainly in Johor), is also a
bane to investors.

How things have changed. The stock’s behaviour is making it a punter’s favourite in recent weeks. Active
trades on high volume, coupled with expectations of board changes, have turned the spotlight on the group
again. We would interpret these developments with several possibilities:

Is Hong Lee Pee dropping a hint of Pilecon’s participation in central highlands road project?

That appears to be what we read in his latest annual report to shareholders. Reflecting on its key strengths
in innovation and technical excellence, he said Pilecon was “well-poised to undertake the challenge (of con-
struction with minimal effects on environmental) and hope to to play a significant role in projects similar to
the Central Highlands Road.” It is conceivable that the group may have submitted a few big proposals to the
government, including the highlands project.

Or is there a predator preying on Pilecon?

Pilecon’s shareholdings have often been seen as splintered, but widely believed to be well-stocked up by
Hong Lee Pee (21% owner) and friendly parties against any hostile bids. That, however, could have come
under severe test if the volume churned so far point to some predatory moves. There are talks that out-of-
favour Joseph Chong, a key investor in the Westmont group, was raiding the company. Insiders say Hong
Lee Pee was well-defended by another unexpectedly friendly party — Khazanah Holdngs.

Pilecon (RM4.14) trades at prospective PERs of 25.1x and 21.8x consensus EPS of 16.5 sen FY12/
97 and 19 sen FY98, respectively. We are sellers of Pilecon, not only because of its excessive valu-
ation but also growing discomfort with the volatility of its earnings stream.


