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China Rare Earth

Growth Is On Track

¢ FYO06 results and highlights

Net profit increased 60.6% to HK$ 209m, in line with our forecast, while
EPS grew was 36% due to the dilution from placements. The strong
growth was attributable to an increase in rare earth prices, an improved
product mix, more diversification into downstream products and steady
growth in refractory products. Processing volume was maintained at
4,400 tonnes while turnover surged by 54%. The average price of rare
earth ores increased by 20% to 80%, but the Company transferred most
of these cost hikes to customers. Downstream products (which are not
subject to quotas and have a higher margin), such as fluorescent
material, went up by about 50%. Overall, the gross margin was
enhanced marginally to 19%. Turnover for refractory materials increased
by 20% mainly driven by a 37% growth in sales volume. Gross profit
margin also rose to 38%. Final dividend maintained at HK$ 0.04 per
share.

¢ Prospects

Due to the diversification into downstream products, we are estimating
the total sales volume of rare earth products will increase to around
5,000 tonnes. Due to the strong demand for rare earth products, prices
are likely to stay high and gross margin should be stable. The
construction of new high purity magnesium grains is on its way and
production is targeted to commence from Nov 07 onwards. The
development will be divided into 3 phases and full completion is
scheduled to complete by end of 2008. The current selling price is Rmb
2,800 per tonnes and manufacturing cost is around Rmb 1,000 per
tonnes. Thus, significant earnings growth is expected in FY08.

¢ 27% growth for FYO7 and 58% growth in FY08, maintain BUY

We lower our FYQ7 net profit forecast by 10.2% to HK$264m due to a
much later completion time for the first phase of the magnesium grain
facility but raise our FY08 net profit forecast by 4.4% to factor in a lower
tax rate. DCF target adjusts slightly upwards from HK$2.49 to HK$2.68.
Trading at 10.7X FY07 PER and 6.8X FY08 PER respectively, value
remains undemanding. BUY.
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Stock Information

Bloomberg code 769 HK
Market Cap (US$m) 364
52-week high ($) 2.10
52-week low ($) 1.08
Shares issued (m) 1,421

6M avg. daily turnover (US$m) 3.7
Free float (%) 58.2
Major shareholders (%)

Year to Dec 31 2004 2005 2006 2007E 2008E YY Holdings Limited (41.8%)
Sales (HK$m) 665 769 1,031 1,283 1,656

Pre-tax profit (HK$m) 139 172 274 352 543

Net profit (HK$m) 120 130 209 264 419

EPS (HKS) 0.12 0.13 0.15 0.19 0.29
EPS growth (%) 48.3 8.8 11.6 26.4 58.4 ROE (%) 10.8
PER (X) 16.5 15.2 13.6 10.7 6.8 Net gearing (%) Net cash
EV/EBITDA (x) 14.0 11.8 6.8 5.8 3.7 NTA (HK$) 1.70
Yield (%) 1.0 2.0 23 3.0 4.3 Interest cover (x) 107
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Profit and loss

YE Dec (HKm) 2004 2005 2006 2007E  2008E
Sales 665 769 1,031 1,283 1,656
Cost of goods sold (434) (504) (665) (826) (995)
Gross profit 231 265 366 457 661
Operating expenses (94) (98) (114) (130) (151)
Operating profit 137 167 252 327 509
Net interest (0) 2 7 6 10
Interest income 2 2 10 9 10
Interest expense 2) (0) ?3) 3) 0
Net investment income/(loss) 2 3 15 19 24
Net other non-op. JV+Assoc. 0 0 0 0 0
Net extraordinaries 0 0 0 0 0
Pretax profit 139 172 274 352 543
Income taxes (18) (40) (62) 84) (119
Minority interests 2) 1) ) ?3) (5)
Net profit 120 130 209 264 419
EBITDA 187 228 320 400 589
EPS (HK$) 0.12 0.13 0.15 0.19 0.29
Source: Company data, Kim Eng Securities estimates
Balance sheet
YE Dec (HKm) 2004 2005 2006  2007E  2008E
Total assets 1,427 1,594 2,465 2,606 3,000
Current assets 731 812 1,555 1,412 1,660
Cash & ST investment 227 153 661 507 656
Inventories 225 228 231 245 268
Accounts receivable 204 339 345 343 398
Others 75 92 318 317 338
Other assets 696 782 911 1,195 1,340
LT investments 0 0 0 0 1
Net fixed assets 550 570 569 853 997
Others 147 212 342 342 342
Total liabilities 108 145 227 165 221
Current liabilities 108 145 227 165 221
Accounts payable 56 56 50 50 58
ST borrowings 0 0 0 0 1
Others 52 89 177 115 161
Long-term liabilities 0 0 0 0 0
Long-term debts 0 0 0 0 0
Others 0 0 0 0 0
Shareholder's equity 1,320 1,449 2,238 2,442 2,780
Paid-in capital 99 99 142 142 142
Reserve 1,204 1,331 2,075 2,275 2,608
Minority interests 17 19 21 24 29

Cash flow
YE Dec (HKm) 2004 2005 2006 2007E  2008E
Operating cash flow 153 106 181 412 528
Operating profit 139 172 274 352 543
Depreciation & amortization 50 61 68 73 79
Change in working capital (43) (125) (150) (@) (85)
Others 7 (1) (11) (6) (10)
RO, Serv. of Fin. and tax (36) (44) (74) (114)  (155)
Investment cash flow (95) (143) (296) (357)  (223)
Net capex (126) (29) (28) (328)  (200)
Change in LT investment 31 (114) (268) (29) (24)
Change in other assets 0 0 0 0 1
Cash flow after invt. 21 (81) (189) (59) 150
Financing cash flow (48) 0 697 (95) 1
Change in share capital 1) 0 602 0 0
Net change in debt 47) 0 95 (95) 0
Change in other LT liab. 0 0 0 0 1
Net cash flow (27) (81) 508  (154) 151
Source: Company data, Kim Eng Securities estimates
Key ratios
YE Dec 2004 2005 2006 2007E  2008E
Growth (% YoY)
Sales 45.6 15.6 34.0 245 29.0
Operating profit 90.7 22.1 50.6 29.8 55.7
EBITDA 73.7 22.0 40.0 25.2 47.0
Net profit 79.7 8.8 60.7 26.4 58.4
EPS 48.3 8.8 11.6 26.4 58.4
Profitability (%)
Gross margin 34.7 34.4 355 35.6 39.9
Operating margin 20.6 21.8 24.4 25.5 30.8
EBITDA margin 28.1 29.7 31.0 31.2 35.6
Net margin 18.0 16.9 20.3 20.6 25.3
ROA 8.4 8.2 8.5 10.1 14.0
ROE 9.1 9.0 9.4 10.8 15.1
Stability
Gross debt/equity (%) 0.0 0.0 0.0 0.0 0.0
Net debt/equity (%) 0.0 0.0 0.0 0.0 0.0
Int. coverage (X) 88 N/A 107 134 N/A
Int. & ST debt coverage (X) 88 N/A 107 134 N/A
Cash flow int. coverage (X) 72 5,057 60 138 N/A
Cash flow int. & ST debt (X) 72 5,057 60 138 N/A
Current ratio (X) 6.8 5.6 6.8 8.6 7.5
Quick ratio (X) 4.7 4.0 5.8 7.1 6.3
Net cash/(debt) (HK$m) 227 153 661 507 656
Per share data (HK$)
EPS 0.12 0.13 0.15 0.19 0.29
CFPS 0.15 0.11 0.13 0.29 0.37
BVPS 1.32 1.45 1.56 1.70 1.94
SPS 0.67 0.78 0.73 0.90 1.17
EBITDA/share 0.19 0.23 0.22 0.28 0.41
DPS 0.02 0.04 0.05 0.06 0.09

Source: Company data, Kim Eng Securities estimates

Source: Company data, Kim Eng Securities estimates
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Disclaimer

The information, tools and material presented herein are provided for informational purposes only and are not to be used or considered as an offer or
a solicitation to sell or an offer or solicitation to buy or subscribe for securities, investment products or other financial instruments, nor to constitute any
advice or recommendation with respect to such securities, investment products or other financial instruments. This research report is prepared for
general circulation. It does not have regard to the specific investment objectives, financial situation and the particular needs of any specific person
who may receive this report. You should independently evaluate particular investments and you should consult an independent financial adviser
before making any investments or entering into any transaction in relation to any securities mentioned in this report.

The information, tools and material presented herein are not directed at, or intended for distribution to or use by, any person or entity who is a citizen
or resident of or located in any jurisdiction where such distribution, publication, availability or use would be contrary to applicable law or regulation or
which would subject Kim Eng Holdings Limited and/or its subsidiaries or affiliates (collectively “Kim Eng”) to any registration or licensing requirement
within such jurisdiction.

Information and opinions presented in this report have been obtained or derived from sources believed by Kim Eng to be reliable, but Kim Eng makes
no representation as to their accuracy or completeness and Kim Eng accepts no liability for loss arising from the use of the material presented in this
report where permitted by law and/or regulation. This report is not to be relied upon in substitution for the exercise of independent judgment. Kim
Eng may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report. Those
reports reflect the different assumptions, views and analytical methods of the analysts who prepared them.

The research analyst(s) primarily responsible for the preparation of this report confirms that (a) all of the views expressed in this report accurately
reflects his or her personal views abut any and all of the subject securities or issuers; and (b) that no part of his or her compensation was, is or will be,
directly or indirectly, related to the specific recommendations or views he or she expressed in this report.

Past performance should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is
made regarding future performance.

Kim Eng, its directors and employees may have investments in securities or derivatives of any companies mentioned in this report, and may make
investment decisions that are inconsistent with the views expressed in this report.

Structured securities are complex instruments, typically involve a high degree of risk and are intended for sale only to sophisticated investors who are
capable of understanding and assuming the risks involved. The market value of any structured security may be affected by changes in economic,
financial and political factors (including, but not limited to, spot and forward interest and exchange rates), time to maturity, market conditions and
volatility and the credit quality of any issuer or reference issuer. Any investor interested in purchasing a structured product should conduct its own
investigation and analysis of the product and consult with its own professional advisers as to the risks involved in making such a purchase.

General Disclosure

Kim Eng and its officers, directors and employees, including persons involved in the preparation or issuance of this report, may, to the extent
permitted by law, from time to time participate or invest in financing transactions with the issuer(s) of the securities mentioned in this report, perform
services for or solicit business from such issuers, and/or have a position or holding, or other material interest, or effect transactions, in such securities
or options thereon, or other investments related thereto. In addition, it may make markets in the securities mentioned in the material presented in this
report. Kim Eng may, to the extent permitted by law, act upon or use the information presented herein, or the research or analysis on which they are
based, before the material is published. One or more directors, officers and/or employees of Kim Eng may be a director of the issuers of the
securities mentioned in this report. Kim Eng may have, within the last three years, served as manager or co-manager of a public offering of securities
for, or currently may make a primary market in issues of, any or all of the entities mentioned in this report or may be providing, or have provided within
the previous 12 months, significant advice or investment services in relation to the investment concerned or a related investment.

This research report is prepared for general circulation. It does not have regard to the specific investment objectives, financial situation and the
particular needs of any specific person who may receive this report. The information contained herein is believed to be reliable, its completeness and
accuracy is however not guaranteed. Opinions expressed in this report are subject to change without notice, and no part of this publication is to be
construed as an offer, or solicitation of an offer to buy or sell any securities or financial instruments whether referred therein or otherwise. We do not
accept any liability whatsoever whether direct or indirect that may arise from the use of information contained in this report. Any transactions by US
persons in any security discussed in this report must be carried out through Kim Eng Securities (USA) Inc which has distributed this report in the USA.
In addition, this document has been distributed in the UK for information only and circulated only to existing customers of Kim Eng, who are not
private customers as classified under FSA’s Rules.

Regulatory Disclosures as required by the Hong Kong Securities and Futures Commission

Policies of Kim Eng Securities (Hong Kong) Limited (“KESHK”):

. Research analysts who publish investment research are not directly supervised by, and do not report directly to, investment banking or sales
and trading personnel.

. Research analysts’ compensation or remuneration should not be linked to any specific investment banking function or to recommendations in

research.

. Research analysts or their associates are prohibited from dealing in the securities or any derivatives of any companies the research analysts
review/analyse/cover.

. Research analysts or their associates are prohibited from holding any directorship or other position in any company the research analysts
review/analyse/cover.

Group companies of Kim Eng (inclusive of KESHK) which are carrying on a business in Hong Kong in investment banking, proprietary trading or
market making or agency broking (the “Firms”) are not a market maker in the securities of the subject companies mentioned in this report.

The company which the Firms have an investment banking relationship within the last 12 months: China Rare Earth Holdings Limited.
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