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Performance expected to grow significantly as the strategic
metals manufacturer

Summary

Though the refractory products business shrunk, both the production
and ASP of rare earth products rallied, then its profitability went up,
driving the performance of China Rare Earth (the Company or CRE)
increase over 200%, and it has stepped in the growing trend again.
After succeeding in raising capital continually, CRE will expand the
rare earth business, and may breed new growth for future
development.

Taking consideration of incentive policies for emerging industries and
tightening supply policies, the rare earth products prices will be
optimistic. We expect net profit for the Company will reach HK$203
million and HK$ 304 million in 2010 and 2011 (with the growth of 139%
and 50% respectively), equal to HK$0.17 and HK$0.25 of the EPS.
We conservatively give it the P/E with 30X to FY10 EPS, the 12-m TP
of the Company will be HK$3.86, about 12% premium than current

close. We give it Hold rating.

Performance grew rapidly in 1H10
Going through the drop in 1H09, CRE has stepped in the growing
trend again. According to the financial reports for 1H10, the Company

recorded the revenues of HK$599 million, increasing nearly 20% yly.
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Share Price Performance
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Meanwhile, the performance increased more, with the net profit (Source: AAstock)

realizing HK$64 million and above 200% growth.

The growth was attributable to the higher sales volume and ASP of
rare earth products. During the period, the Company sold about 1,600
tons of rare earth oxides and downstream products, a surge of about
60% against the same period last year, among which 1,400 tons
came from rare earth oxides, with the growth of above 70%. However,
the refractory materials business dropped about 11% for the lower
sales volume and ASP, with its turnover recording only HK$215

million.
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Figure 1: Rare Earth products contribute more
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Overall speaking, benefitting from China’ s economic structural reform and the stimulus
plan for emerging industries, rare earth business has accounted for 64%, far higher than
50% in past years. At the same time, higher ASP of rare earth products also brought about
stronger earning capability. For example, the selling price of certain products like terbium
oxide rose by about 40% while the selling price of both lanthanum oxide and dysprosium
oxide more dramatically increased by more than 70%. The price of praseodymium oxide and
neodymium oxide rocketed to double-to-triple of last year’ s. So the gross margin of rare
earth division increased to 17% in 1H10 from 6% in 2009.

Keep on expanding rare earth business after succeeding raising capital
Compared to its peers in China mainland, the profitability of the Company in 1H10 behaved
generally, which was mainly caused by the sources dependent on the external. However,
regarding its financial situation, CRE keeps at conservative and excellent level for both long
term and short term solvency. After raising capital of nearly HK$500 million in October, its
cash and cash equivalent accounts for nearly 40% in the total assets, with the asset-liability
ratio around 10% and current ratio over 7X. All those indicate that the Company is able to
expand the businesses and add the leverage.

Nowadays, CRE is carrying out the tri-band phosphors and high-end LCD rare earth
polishing powder projects. What’ s more, to acquire rare earth mines is also one of future
strategic plans. In our view, above measures will expand its production lines and improve its

industrial chain, which will drive up its profitability and breed future growth.
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Figure 2: Lower earning capability than peers
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Figure 3: Better financial situation than peers
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Optimistic prospect for rare earth business supported by the policies

In 3Q10, rare earth products prices present considerably well, and the share prices of rare
earth related stocks behaved far better than the whole market. In special, CRE’ s share
price surged 72% in the single September and 26% in October, once recording a new high of
HK$4.81. We think high share price is underpinned by the adjustment of export to Japan of
rare earth and the unique statues of CRE as the rare earth-related stock in HKSE.
Especially, the strategic status of rare earth has been recognized by China’ s central
government, which then continually put forward some control policies and stimulus plans.
Therefore, though some negative factors come out, like the export reopening to Japan of
China’ s rare earth products and the plans to develop homeland rare earth mines of the US
and Australia, the share price of CRE is still lingering around the high HK$3.5, far higher than
previous platform between HK$0.5-2.9 since listed.

Regarding to the newest policies, rare earth industry has been enlisted in the rare metals
industry integration plan and the twelfth Five-Year plan, which show that the regulation over

rare earth will be stricter. Therefore, the rare earth export quota will be tight but not loose.
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Figure 4: Production&Export Plan of China’ s Rare Earth in 2010

0%
9% |

-18%

-27%

-36%

-45% L

(Sources: Phillip Securities)

Basing on the incentive policies for emerging industries and tightening supply policies, we
think the downstream demand for rare earth products will be unlimited. Among the seven
emerging industries put forward by the central government, there are four industries are
related to rare earth products. Firstly, the rare earth materials itself belong to the new
material industry. Secondly, various types of phosphor blended in some rare earth elements
are applied to electricity-saving lamp and flat display screen, which are part of energy-saving
and environment-friendly industry. Thirdly, the neodymium iron boron, made of rare earth
elements, is the best permanent-magnet material currently and used for permanent magnet
direct -driven synchronous generator and the motor system for new energy automobile.
Fourthly, in the NI-MH battery car and fuel-cell vehicles, rare earth alloy is also used for
hydrogen storage material. Therefore, besides the new material industry, the energy-saving
and environment-friendly industry, the new energy industry and the new energy automobile
industry will be highly correlated to rare earth products. According to the government’ s
plan, emerging industries will contribute about 20% in the GDP by 2010. From this
perspective, rare earth industry will face a high growth over 20%, or even 30% in medium to

long term.

Demand for refractory materials will still be a little optimistic

The other main business of CRE is about the refractory materials, which are used for the iron
& steel and glass industry. By far, Chinese government has strengthened the regulation on
real estate market, especially on the speculative demand, which has apparently influence

the sales volume of refractory materials of CRE in 1H10.
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Figure 5: Downstream Breakdown of Refractory Products
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However, the central government is still intending to increase the housing supply, especially
the government-subsidized houses, and the housing land-use supply will still increase
significantly. Meanwhile, to construct the central and western regions of China and medium
and small towns is still the focus of developing strategy. Overall speaking, we don’ t think
the demand for refractory materials will be pessimistic. It is still expected to keep on growing
steadily. As a matter of fact, the performance of domestic refractory materials has presented
well in past years. From 2004 to 2009, the CAGR for the turnover had been 27.9%, and that
for the profit had been 34.1%. Even in 2009, the output value of refractory materials still
increased 23.6%. Therefore, the high growth character is apparent for the industry.

It is also worth noting that the earning capability of refractory materials keeps strong, even in
2008 and 2009, when the iron& steel industry fell into losses caused by international
financial crisis. Taking CRE as the example, its gross margin for refractory materials has
been around 30% since 2008.

Risk
Expansion of production capacity is below expectation;
The controlling policies become stricter and the real estate market shrinks sharply;

The prices increase of rare earth products are less than expected.

Recommending Hold temporarily despite the high-growth prospect
Benefiting from incentive policies for new industries and tightening supply, the rare earth
products prices will be optimistic. Plus with new profit growth by new projects, we expect the
revenue of the Company will be HK$1.382 billion and HK$1.625 billion respectively in 2010
and 2011. Net profit will reach HK$203 million and HK$ 304 million, increasing 139% and
50% respectively, which amount to HK$0.13 and HK$0.18 of its EPS.

Considering the growing perspective of the Company, we take P/E as the valuation method.
Tracking its valuation since listed, the P/E in past years maintained around 15X. Since 2009,
emerging industries has strengthened the strategic status of rare earth products, then the

P/E of CRE has also improved significantly. We conservatively give it the P/E with 30X to
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FY10 EPS, the 12-m TP of the Company will be HK$3.86, about 12% premium than current
close. We give it Hold rating. However, it is also worth noting that the valuation may go up
significantly if the export of rare earth products is faced with disputes or explosive demand
comes from the downstream industries.

Figure 6: Historical Valuation of CRE
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Financials
Profit model (HK$ Mil) 2008 2009  2010F  2011FBalance sheet (HK$ Mil) 2008 2009  2010F  2011F
REVENUE 1365 1212 1,382 | 1,625 ||Total non-current assets 1,501 1373 1480 1,748
Cost of sales (1,016)]  (980)]  (1,016)| (L,121)||Property, plant and equipment 715 636 760 | 1,025
Gross profit 349 231 366 504 |[Land lease prepayments 262 257 252 248
Other revenue 14 19 25 40 || Intangible assets 319 349 320 300
Seling and distribution costs (60) (38) (44) (52)| | Total current assets 1,714 1867 | 2408 | 2,355
Administrative expenses (105) (58) (55) (58)|{Inventories 309 235 240 300
Other revenue and gains 1 8 5 6 || Trade and other receivables 412 467 598 i
Finance costs (10) (18) (18) (23)||Pledged bank deposits 120 - - -
Impairment loss on goodwil (209) - - -||Cash and cash equivalents 765 1,065 1450 1,160
Impairment loss on property, plant and e (97) - - -|| Total assets 3,215 3240 3888 4,103
PROFIT BEFORE TAX (119 144 219 416 | |Total current liabilities 479 258 338 347
Income tax expense (54) (60) (70) (104)|| Trade payables 116 7 100 115
PROFIT FOR THE YEAR (172) 85 209 312 |[Accruals and other payables 97 54 68 82
Minority Interests 1 0 (6) (8)|[Bank barrowings due w ithin one year 140 108 150 130
NET PROFIT Attributable to Equity holdery —~ (171) 85 203 304 || Deferred consideration payables for ac 116 - - -
EPS (0.120)]  0.058 0129  0.182 |[Total non-current liabilities 261 234 97 49
DPS 0010 0.000 0.032|  0.045 ||Bank borrowings 155 136 - 150
Dividends 14 0 51 76 | [Deferred tax liabilities 106 98 90 82

Equity attributable to equity holders 2,444 2719 3440 3,668
Growth & margins (%) 2008 2009  2010F  2011F JUeREI 2474 2,748 3453| 3,706
Revenue growth -144%)| -1121%|  14.03%| 17.57%|(BVPS 174 177 20| 222
Gross Profit growth -23.13%| -3381%| 5855%| 37.54%| [EAREUOS 2008 2009  2010F  2011F
Net Profit grow th -157.97%| -149.71%| 138.96%| 49.76%| |Asset-liabilty ratio 2305%| 1519%| 11.19%| 9.66%

Current ratio 36 12 71 6.8
Gross profit margin 2557%| 19.06%| 26.50%| 31.00%]|Average Receivable Turnover 106.2 1324 1406 1544
Net profit margin -1253%( 7.01%| 14.70%| 18.72%|[Average Payable Turnover 238 29.1 234 24.1
ROE -6.81%| 3.26%|  6.55%|  8.50%]|Iventory Turnover 1110 875 86.2 91.7
ROA -5.69%| 263%|  570%|  7.61%]|Average assets Turnover 803.9 9720 9413| 8975
Cash flow statement (RMB mil) P00 /01 A | SOV (N1 | Average Equity Turnover 6717 786.3| 8188| 8041
(Loss)/Profit before tax (119) 144 219 416
Net cash flows from operating activities 252 603 212 104 | NEITENL) 2008 2009  2010F  2011F
Net cash flow s frominvesting activities (331)]  (220) (250) (450)||PIE basic (X) 6000 26.84| 1896
Net cash flows fromfinancing activities 106 (83) 363 56 ||PIB (X) 198 195 167 156
Net change 26 300 385 (290)

(Sources: Company reports, Phillip Securities)
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS

BUY >15% upside from the current price
HOLD Trade within £ 15% from the current price
SELL >15% downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider
qualitative factors like (but not limited to) a stock's risk reward profile, market sentiment, recent rate of
share price appreciation, presence or absence of stock price catalysts, and speculative undertones
surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER
This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or
reading this publication, you agree to be bound by the terms and limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any
purpose. Phillip Securities shall not be liable for any direct or consequential loss arising from any use of
material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip
Securities has no reason to believe are unreliable and any analysis, forecasts, projections, expectations
and opinions (collectively the “Research”) contained in this publication are based on such information
and are expressions of belief only. Phillip Securities has not verified this information and no
representation or warranty, express or implied, is made that such information or Research is accurate,
complete or verified or should be relied upon as such. Any such information or Research contained in
this publication is subject to change, and Phillip Securities shall not have any responsibility to maintain
the information or Research made available or to supply any corrections, updates or releases in
connection therewith. In no event will Phillip Securities be liable for any special, indirect, incidental or
consequential damages which may be incurred from the use of the information or Research made
available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as
of the date indicated and are subject to change at any time without prior notice.

This material is intended for general circulation only and does not take into account the specific
investment objectives, financial situation or particular needs of any particular person. The products
mentioned in this material may not be suitable for all investors and a person receiving or reading this
material should seek advice from a financial adviser regarding the suitability of such products, taking into
account the specific investment objectives, financial situation or particular needs of that person, before
making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient’s
own independent verification and exercise of judgment. The fact that this publication has been made
available constitutes neither a recommendation to enter into a particular transaction nor a representation
that any product described in this material is suitable or appropriate for the recipient. Recipients should
be aware that many of the products which may be described in this publication involve significant risks
and may not be suitable for all investors, and that any decision to enter into transactions involving such
products should not be made unless all such risks are understood and an independent determination has
been made that such transactions would be appropriate. Any discussion of the risks contained herein
with respect to any product should not be considered to be a disclosure of all risks or a complete
discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security.
Any decision to purchase securities mentioned in this research should take into account existing public
information, including any registered prospectus in respect of such security.

Disclosure of Interest
Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial
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interest in or serves as an officer of the listed corporation covered in this report.
Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed
corporation covered in this report nor any financial interest of 1% or more of the market capitalization in
the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed
corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use
by, any person or entity in any jurisdiction or country where such distribution, publication, availability or
use would be contrary to the applicable law or regulation or which would subject Phillip Securities to
any registration or licensing or other requirement, or penalty for contravention of such requirements

China Rare Earth (0769.HK)

within such jurisdiction.
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