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SOME 40 kilonmetres fromKlang lies Malaysia's only flat steel plant,
Megast eel Sdn Bhd. The RMR.5 billion plant, which covers a length of 1.3
kil onetres, holds the key to the survival of the Lion Goup's suprenp, Tan
Sri WIliamCheng, 56.

Saddl ed with debts to the tune of RMLO.4 billion, Cheng, in a bid to
stall creditors, has proposed to i ssue zero-coupon bonds with a tenure of
five to eight years and yields that could go as high as eight per cent.
The schene is not unique, considering that many ot hers, including
construction gi ant Renong Bhd, have issued papers to give themnore tine
to set their books straight.

But creditors have frowned upon Lion's proposal. They have two main
reasons for concern. The first is that about RWD billion worth of bonds
will be issued, making it even |larger than Renong's RMB.4 billion schene.
According to a bond anal yst from KAF Di scount, the narket should be able
to absorb the bonds owing to the anple liquidity and | ow interest rates.
"But the yields nust be high,' he says. "This is because the bonds are
zero coupon and it is a known fact that the Lion Goup is under trenendous
pressure. Only with high yields will the bonds be narketable in the
secondary market.' (The Lion Group declined to respond to questions).

PLUS bonds, he adds, were an exception as it received favourable rating
and was seen as reasonably safe. Thus, nost |ocal financial institutions
and internediaries gobbled it up, to the relief of the foreign | enders.
“As for Lion, the proposed bonds are seen to have nore risk elenents.’

They are perceived to be carrying these risks because of concerns
surrounding their collateral and asset-backing. In Renong's case, the
bonds are backed by cashflow fromits lucrative North South H ghway and a
host of attractive assets, such as its 13 per cent stake in Bum putra-
Conmer ce Bank. In the case of Lion, the schenme draws its strength fromthe
cashfl ow of the group's core business, which basically boils down to the
producti on and sale of all kinds of steel - both long and flat products.

The volatility in the steel business is the second reason why creditors
are viewing Lion's proposal with caution. Al so, the group's assets are not
deened as attractive as Renong's. "~ The highway operations of PLUS are akin
toautility with steady cashflow,' says a creditor. "But in Lion's case,
its cashflow is dependent on the highly cyclical steel industry.

According to the Mal aysian Iron and Steel |ndustries Federation 1999
report on the outl ook for steel, the pre-crisis consunption high was at
8.4 mllion netric tonnes in 1996. At best, the report states, it may take
another three years to attain that peak. But many observers feel it wll
take | onger - sonething which does not augur well for the Lion G oup.

The Lion Group is one of the | argest conglonerates in Malaysia, with
substantial interests in nine public-listed conpanies. According toits
1999 annual report, Cheng controls the flagship Lion Corporation Bhd with
a 58.94 per cent stake. The other prom nent sharehol ders are Lenmbaga
Tabung Angkatan Tentera with a 20.64 per cent stake, and Mrzan Mhathir
who has 15.98 per cent. Mrzan resigned fromthe board i n August | ast
year.

Li ke nost ot her congl onerates, however, the depreciation of the ringgit
has taken a toll on the group. Analysts estimate that at |east half of the
RMLO. 4 billion debts are in US dollars. The funds were taken for Lion's
i nvestnents in China and the construction of the Megasteel plant in



Banting. Lion also had ventured into the stockbroking business with
br okerages in Kl ang, |ndonesia, Singapore and the Philippines. "The stock
mar ket neltdown in the region coupled with the depreciation of the ringgit
dealt a double blow for Cheng,' says an analyst with a rating firm

Bogged down by pathetic demand for | ong products of steel, poor sales of
its Suzuki vehicles and huge losses in its stockbroking activities, nearly
all of the nine listed entities in the Lion Goup drew blood in its profit
and | oss accounts | ast year. The exceptions were Posi mBhd and Ml aysi an
British Assurance Bhd (MBA).

The tinber operations of Sabah Forest Industries (SFl) kept Posimin the
bl ack while MBA recorded a pre-tax profit of RW2.49 mllion for the
financial year ending June 30, 1999. The other conpani es, which include
Li on Corporation Bhd, Amsteel Corporation Bhd and Lion Land Bhd, were in
the red | ast year. Ansteel recorded | osses of RM30 nillion as at June 30
| ast year, after a RML.15 billion loss in 1998. Lion Corporation | osses
were RMB41.89 mllion for 1998 and RM74.59 million |last year. Lion Land,
whi ch owns 99 per cent of Amsteel MIIs Sdn Bhd, has al so recorded | osses
for the past two years.

The steel industry is largely broken up into two categories: |ong and
flat products. Long products like rods, bars and wire nmesh are essentially
for the construction industry. In Mal aysia, besides the Lion Goup, the
ot her maj or producers of |ong products are Southern Steel Bhd and Perwaj a
Steel. There are also nany snaller producers |ike Mal ayawata Steel Bhd,
Anshin Steel Industries and Antara Steel.

The conpetitive environnent and gri moutl ook of the construction sector
spel |l bad news for producers of |ong products. "Demand for |ong products
is unlikely to pick up until the second half of the year,' says Yap Yoke
Keong, a council nenber of Master Buil ders Associ ation of Ml aysi a.

I ndustry sources say that business for |ong products is so bad that |ess
efficient plants are running at only 50 per cent capacity. Just |ike al
others in the industry, Lionis hit as well. In fact, the poor demand has
scuttled the group's plans to build a second | ong products steel plant in
Banting, next to its flat products plant. Avisit to Banting reveal s that
only its bare structure exists.

But Lion's argunent, says a creditor, is that its earnings streamis not
dependent on | ong products al one. “~Megasteel's plant, by virtue of its
being the only flat steel mll in the country and probably in the region,
hol ds a domi nant position,' says an official close to Cheng. “Unlike the
conmpetitive long products industry, Lion holds a nonopoly in the | ess
volatile flat products nmarket.

Up to now, all of the flat steel which Malaysia requires is inported. In
1998, when the econony was in a recession, the inport of flat steel was
1.12 million tonnes, costing about RML.2 billion. During the boomyears of
1996 and 1997, on the average Mal aysia inported 2.25 mllion tonnes of
flat steel that is used for various kinds of fabrication works, including
maki ng pi pes and flat plates.

The of ficial contends that Lion enjoys protection fromthe governnent in
the formof a 25 per cent tariff slapped on the inport of flat stee
products since April |ast year. The Megasteel plant, which was
conmi ssi oned | ast June, has a capacity of 2.5 mllion tonnes. The
creditors are told that even if Megasteel operates at 50 per cent of its
capacity, it should be able to generate enough cashflow to redeemthe
bonds.

"At 50 per cent and assunming flat steel is sold at a conservative
RML, 280 per tonne, Megasteel can generate tax-free profits of about RVAOO
mllion per annum' says an advisor to the proposed bond issue. "The
earni ngs per share of Lion Corporation will rise by RML. And steel prices



generally will increase, which in turn means the cashfl ow for the Lion
Goup will only inprove."'

Nobody doubts the ability of Cheng in running efficient steel mlls. Hs
| ong products steel mll in Klang is one of the best - if not the best -
in the country. But he will find his hands full in making sure the flat
steel plant operates up to expectations. Assunming that RV billion zero-
coupon bonds are issued at yields of about nine per cent, the Lion G oup
has to cough up sonme RML6 billion in seven years. To maintain credibility,
Megasteel has to operate at 50 per cent capacity at the very | east and
hope that steel prices increase.

Can Megasteel operate at this |level?

Al though the flat steel plant is at present running in three shifts, its
capacity is said to be well bel ow 50 per cent and could be as | ow as 30
per cent. A check with several workers at the plant reveal s that
Megast eel , as expected, had problens in the first few nonths after it was
comm ssi oned. Now, though, its operations have inproved.

Megasteel 's | ow capacity, says a managing director of a public-listed
construction conmpany, is partly due to the |ack of denand at the nonent.
In anticipation of the inposition of tariffs on inports of flat steel,
many stocki sts had acquired a nmassive anount of it at the cheaper price of
| ess than RWB60 per tonne. Lion's price is RML, 280 per tonne. "It will
take another six nonths or so before the stocks are exhausted,' says the
managi ng director. “Until then, Megasteel will probably be running well
belowits capacity.'

Further, the flat steel products that Megasteel is manufacturing are of
| ower grade. Sone conpanies |ike Marui chi Bhd are said to have received
Approved Permits (APs) to inport flat steel because they need higher
qual ity products.

For the longer term problens to consider are two-fold. Firstly, there
is the inplenentation of the Asean Free Trade Area (Afta), cone 2003. This
policy is likely to result in the tariff for flat steel being lifted. And
second, on the international scene, Russian mlls have been churni ng out
cheap steel, causing downward pressures on the international prices.

Peopl e who know Cheng, however, feel that the tycoon will not be
intimdated by the challenges. “Cheng is an entrepreneur who takes
calcul ated risks,' says Tan Sri Soong Si ew Hoong, a vice-president in the
Chi nese Chanber of Commerce Mal aysia. ~An entrepreneur is a class above a
busi nessman. A busi nessman goes to the karaoke to have a drink, but an
entrepreneur uses it as intelligence gathering. H s resources may be
limted but his creativity is unlimted. Cheng will pull through.’

But did Cheng m scal culate with the Megasteel plant venture?

"No,"' says an associate close to the nagnate. "~Nobody expected the
depreciation of the ringgit. In fact, the Lion Goup wanted to start off
the flat steel mll project years ago but efforts were stalled.'

The governnent, say sources, had wanted Perwaja to take the lead in the
flat steel project. Wien that did not materialise, several investors from
Tai wan showed keen interest. But they backed of f because of the huge
capital investnents invol ved.

Cl ose associates of Cheng say they are in the first year of operating
Megasteel and are still on the | earning curve. ~Once we get going, we will
reduce cost and be as conpetitive as the international producers,' says
one. Wth conpetitive prices, the demand will pick up.'

In the region, the only contest for Megasteel could conme fromthe now
defunct Nakornthai Strip MII in Thailand. The plant, which is said to
have t he necessary equi pnent to produce high quality flat steel products,
is not in operation owing to financial reasons. In 1998, internationa
currency trader CGeorge Soros and a few other firnms toyed with the idea of



injecting US$650 mllion into the Nakornthai plant, but it did not come
t hrough. “~That | eaves Megasteel as the only flat steel operator in the
region,' says a Cheng associ at e.

Besides the flat steel plant, the Lion Goup is also banking on the sale
of several assets to fulfil its bond obligation. So far Lion has divested
its retail supermarket chain, Parkson, to a Hong Kong group. A vast
section of its building property in Jalan Anpang, Kual a Lunpur, has al so
been sold to Gtibank. Assets that are up for sale are said to include
Anst eel Corporations Bhd's 32.01 per cent stake in Ml aysian British
Assurance Bhd (MBA), Sabah Forest Industries Bhd (SFI) and Chocol ate
Products' brewery and notor parts manufacturing operations in China.

The sale of MBA is expected to net about RVb5 nmillion while analysts
estimate Lion's operations in China at about RVM600 million. The problem
with China, however, is the tedious process in the repatriation of funds
out of the country. As for SFI, sources say Cheng had taken sonme potential
buyers on a helicopter tour over its vast tinber concession area | ast year
but not hing canme out of it. The value of SFI, which has the country's
| argest integrated pul p and paper mll, is not known but the Lion G oup
had to assune a liability of about RMBOO nmillion when they took it over in
August 1995. Since then, the group has turned SFI around. But the | ow
prices of tinber depress the value of the conpany as a whol e.

Together with the bond issue, the Lion Goup is set to undergo a
restructuring exercise whereby Lion Corporationis likely to end up owni ng
a larger portion of Megasteel. At the nonment, Lion Corporation has a 50
per cent equity in Megasteel; Khazanah, 10 per cent; and Amsteel the rest.
The Lion Group is said to be keen on divesting another 10 per cent to
Khazanah, and the rest may go to Lion Corporation. “At the end of the
day,' says an analyst, "the winner could well be Lion Corporation.' But
before that, the Lion Goup nust hope that demand for flat and even | ong
steel products pick up
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