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Qut of the depths, into the Iight

REVI EW 2003: A TURNAROUND YEAR for the market

I T was a year of ups and downs that tried the patience of investors but in
the end rewarded themwi th a | ong-awaited bull run. It was a historic year
with war, di sease and then hope for a nation entering a newpolitical era.
The KLCl cl osed the year at 793.94 slightly above our fair val ue of 770.
In tandemw th a recovery in global markets after a three-year |o0sing
streak, the KLCI posted a gain of 22.8%in 2003, the hi ghest annual gain
since 1999, but one that still paledin conparisonto regional markets

I i ke Thailand (117% or even Si ngapore (32% . Neverthel ess, significant

gai ns were made on the Second Board and MESDAQ Mar ket (see Table 1)

The year began with a spurt upon the arrival of Val uecap but the market
was soon bogged down for five nonths in the uncertainties of the war in
Iraq and t hen SARS cl oser to hone. The econoni ¢ stinul us package announced
on May 21 was the turning point, sparking a KLSE rally to a year high of
818 on Nov 3.

Senti nent was supported by fervent retail activity that chased up highly
profitable | PCs, oil and gas stocks and ot her | ower |iners. The sovereign
rating upgrade by Standard & Poors on Cct 8 kept the rally intact but the
KLCl subsequently pull ed back despite a snooth | eadership transition as
Tun Dr Mahat hir Mohamad handed over the nation's | eadership to Dato' Seri
Abdul I ah Ahnmad Badawi . The KLCl then traded within the 760 to 800- poi nt
band as the market dwelled on the double tracking rail inbroglio but a
t wo- week wi ndow dr essi ng peri od managed to cl ose the KLCl for the year at
793. 94

AN ELECTI ON YEAR SI GN OF GOOD Tl MES AHEAD

The i nprovi ng econorny, expected to grow at 4.8%in 2003, supported | ast
year's market rally and will continue to do well this year since we expect
a 6% GDP growth for 2004 as exports growth accel erate and donestic
consunption takes on a larger positive role. Signs of a real US econom c
recovery, which posted a two-decade high GDP growth of 8.2%in 3Q03, |ends
credence to a sustained grow h for Ml aysi a.

The year starts on a optim stic note as investors nowl ook forward to a
Chi nese New Year rally which we believe this tinme around will be aided by
with the appointnent of Dato' Sri Najib Tun Razak as Deputy Prinme M nister
and a m nor cabinet reshuffle, the stage is now set for an el ection, nost
likely inthe first quarter. If so, then a possible date could be during
t he school holidays fromMarch 13-21 which conveniently al so has a non-
wor ki ng Sat ur day.

El ections will also be held in many other countries this year ( see
Tabl e 2), nmost notably in the US but in Asia al one, Thail and, Tai wan,

I ndi a, the Philippines, Indonesia and South Korea will go to the polls.

El ection years tend to see hi gher governnent spending to stinulate growth
and the excitenment created fromretail activity | ends support to a
potential rally.

The Bari san Nasional is intent on reversing the | ess-than-stellar
performance in its previous outing (Table 3) and we reckon it is likely to
do so with a rejuvenated | eadershi p under Dato' Seri Abdull ah. That
optimsm we believe, will be an added catal yst for the narket. Even then,
historically, general el ections in Ml aysia have been positive for the
mar ket .

Tracki ng the KLCI since the 1978 general el ection shows that the one-



nmont h peri od before el ecti on gave on average a slim1%gain but a nore
significant gain of 5.8%a nonth after the elections, for atotal of 8.4%
two nonths around the el ection. Bear in nind that the 1990 el ecti on was
adversely affected by the first GQul f War.

LI QUI DI TY DRI VI NG THE MARKET

If the inmproving strength of the econony is the reason to i nvest and the
election is the catalyst for the market, thenit is the anple liquidity
that will provide the market with the capacity to nake further gains.
Liquidity, estimated at RMB7 billion at end 2003, has risen 62%si nce the
previous year and with interest rates remaining | ow, equity i nvesting
becomes an attractive option

Addi tional ly, expandi ng external reserves, which stood at RMVA4.9 billion
as at end 2003, that in part has been hel ped by rising portfolio funds,
can be expected to rise further. However, being averse to political risk,
we believe nost foreign investors would only be persuaded to enter the
mar ket after the election, unless an unusually robust rally is too
tenpting to mss.

RI SK MAI NLY TOMRDS SECOND HALF OF THE YEAR

The | ocal economy's recovery is still heavily reliant on the performance
of the US and to a | esser extent, other global economies. If the US
economi ¢ j ugger naut goes of f track, expanding significantly sl ower than
t he expected GDP growt h of 4.4%for 2004 and i f Europe and Japan beginto
falter, then falling external demand coul d dent Mal aysia's recovery
process.

Rising interest rates is also a visible risk. Fortunately, despite
Engl and' s and Australia's recent rate hikes, the US stance to mai ntain
rates for the near future puts |l ess pressure on the local front, at |east
for the first half. But an expected 4Q04 rate hike in the US could cap the
| ocal market during the second hal f.

In addition, a downward spiral of the US dollar could | oosen the ringgit
peg, creating uncertainty for foreigninvestors, though we believe a depeg
of theringgit to be renote. Neverthel ess, other non-economc risks could
energe to danpen the | ocal market: the reappearance of SARS, rising
terrorist activity and preponderance of natural disasters.

VALUATI ONS ARE UNDEMANDI NG

The KLSE still trades at undemandi ng val uati ons froma historical
perspective. The market's PER of 14.3 times for 2004 represents the | ower
end of the trading range of 12-20 tines in the post-Asian crisis period
(Chart 2). That places Mal aysia at a reasonable fourth nost expensive in
PER terns anong regi onal nmarkets (Table 5 ).

Despite | ast year's 23%gai n, we expect our forecast earni ngs grow h of
12. 7%for 2004 to be sufficient to support further upside for the | ocal
market. In fact, further earnings upgrades coul d keep the nmarket sustai ned
at even higher | evels and this has been evident since m d-2003.

Positive earnings revisions as represented by the rati o of consensus buy
reconmendati ons as a percentage of holds and sells has been rising across
the region since it bottoned around June to Septenber 2003 (Chart 1). W
expect this bullish indicator, which bottonmed in June for Mal aysia, to
persist inits positive trend, hence addi ng credence to a nore buoyant
mar ket for 2004.

As the market rises on the back of an economic recovery and fuell ed by
positive investor sentiment, we expect the narket to trade at a hi gher PER
of 17 tinmes in 2004. As such, we arrive at the KLCl fair val ue of 944
based on our current earnings growh nodel. An even nore optimistic
scenari o, though not altogether inpossible, would be a surge towards 18
ti mes earni ngs which would rai se the KLCl to the nagical 1,000 | evel
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