INTERIM REPORT 2002 * & %

Hung Fung Group Holdings Limited # & 4 @ # B £ & 2 2 ¢ P23

BUSINESS REVIEW AND PROSPECTS

Results

For the six months ended 30 September 2002, turnover
dropped by 21% from approximately HK$29,008,000
to approximately HK$22,947,000 as compared to the
same period last year. However, upon the successful
accomplishment of a series of debt restructuring
exercises, the Group recorded net profits attributable to
shareholders of approximately HK$60,752,000 as
compared to a loss of approximately HK$25,079,000
during the same period in 2001. The profits for the
period was mainly contributed by the debts waived by
the Bank Group and a number of other creditors of the

Group.

Business overview

The period under review was a new era to the Group.
During the period, the Group has successfully effected
the debt restructuring which involved issue of new shares
to a new investor, issues of convertible notes, bank
compromise, creditor settlements and Open Offer. Upon
the completion of the debt restructuring, the Group has
significantly improved its financial position and enlarged

its capital base.

Resulting from the continuous threat of deflation,
terrorism attack, labour strike in the harbour terminals
of the United States and the possible occurrence of Iraq
war, the global economy persisted to be sluggish during
the period under review. Under such difficult
circumstances, most industries, including toys industry,
have to struggle for survival, especially during the
downturn of the economy, by cutting down their profit
margins or even by scaling down their production in

order to reduce losses.
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BUSINESS REVIEW AND PROSPECTS (continued)
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Business overview (continued)

During the period under review, the average amount and
quantity per order were decreased as most customers are
cautious in placing their orders when the consumer market
is uncertain and bleak. As a result, sales generated from
most of the major geographical regions all recorded a
decrease as compared to the same period last year. As for
the product segments, turnover for those less traditional
pre-school items dropped more than the other traditional
items. However, it is encouraging to note that sales in
toddler cars, being one of our core product items,
maintained at more or less the same level as that in the

corresponding period last year.

Upon the completion of the debt restructuring, ongoing
support from customers and suppliers can be found.
Recently, the Group has been approached by certain OEM
customers who are sourcing toys products for chain-stores
and the Group was engaged in several projects with the
picking up of its manufacturing process as at the date of
this report. In addition, the Group has liaised with various
suppliers to re-establish long-term business relationships
which were affected during the period prior to the debt

restructuring.

The management has also set up an effective internal control
system with an aim to streamline the operation process
and to increase its production efficiency. On the other hand,
the Group has recruited several experienced sales and
marketing staff to assist in formulating its sales strategies.
To tackle with the rapid change of shopping habits of the
consumer market, a product design department has also

been formed in Hong Kong office.
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BUSINESS REVIEW AND PROSPECTS (continued)
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Liquidity and financial position

As at 30 September 2002, the Group's net current liabilities
reduced significantly to approximately HK$7 1,376,000 from
HK$238,481,000 as at 31 March 2002. Moreover, net assets
value of the Group as at the balance date amounted to
approximately HK$12,348,000 as compared to the net
deficiency in assets of approximately HK$128,396,000 as
at 31 March 2002. The improvement in the financial position
resulted mainly from the entering of debt compromise
agreements with both the Bank Group and other certain
major creditors, as well as the issuance of new shares for
new funding and the settlement of debts owing by the
Group during the period. Moreover, the issues of convertible
notes to creditors to replace short-term debts by long-term
debts also helped the Group reducing its current liability
level. A summary of the financial impacts of these
restructuring exercises are included in the section heading

“Debt Restructuring” below.

As at 30 September 2002, the Group had total interest-
bearing borrowings of approximately HK$69,099,000,
among which approximately HK$48,677,000 would be
repayable within one year and HK$20,422,000 would be
repayable within the second to fifth years. As at 30
September 2002, the Group's gearing ratio was 5.6 times
which was calculated based on the Group's total interest-
bearing borrowings and shareholders’ equity. No gearing
ratio for the year ended 31 March 2002 was disclosed as
the Group had a net deficiency in assets of approximately
HK$128,396,000 at that date.
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BUSINESS REVIEW AND PROSPECTS (continued)
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Liquidity and financial position (continued)

As at 30 September 2002, bank borrowings amounting to
approximately HK$28,318,000 was secured by certain
leasehold land and buildings in the PRC with an aggregate

carrying value of approximately HK$46,903,000 as at 30
September 2002.

As at 30 September 2002, the Group’s cash and bank
balances amounted to approximately HK$5,294,000. At the
balance sheet date, there were no significant capital
commitments which would require a substantial use of the

Group's present cash resources or external funding.

Foreign currency exposure

The Group conducts most of its business in currencies of
US dollars, Hong Kong dollars and Renminbi. As these
currencies remained relatively stable during the period, the
Group has limited exposure to foreign exchange rates
fluctuations. As at the balance sheet date, except that bank
loans amounting to approximately HK$28,318,000 were
denominated in Reminbi, all the remaining bank borrowings
and cash and bank balances were mainly denominated in

Hong Kong dollar.
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BUSINESS REVIEW AND PROSPECTS (continued) XBEEERE(E)
Pending litigation iR T #&5F a0

As at the date of this report, writs of summonses have
been issued by certain creditors aggregating to approximately
HK$2,439,000, together with claims for interest thereon in
respect of purchases of goods and the provision of services,
among which, claims of approximately HK$1,476,000 are
made against a subsidiary which has been dormant. In the
opinion of the directors, adequate provisions have been
made by the Group in respect of these claims in the Group's
unaudited interim financial statements as at 30 September

2002.

Human resources

As at 30 September 2002, the Group employed a total
number of 1,182 full-time employees, among which 1,165
staff were based in the PRC and 17 staff in Hong Kong. In
addition to competitive remuneration package offered to
the employees, share option of the Company may be
granted by the Group to attract and retain talented
employees. During the six month ended 30 September

2002, no option has yet been granted.

Prospects

For the past two years, the Group had been suffering from
financial difficulties. Upon the completion of a series of
debt restructuring and fund raising exercises, the Group
has improved its financial position and has already been
regaining support from its customers and suppliers. The
management believes that the Group has pulled itself out
of its most difficult time and is marching into a new era.
Moreover, the installation of a comprehensive internal control
system and the establishment of the new culture of the
Company have equipped the Group to fully take up various
challenges that it may meet from time to time. Upon
redefining the Group’s position in toys industry, a clear

direction has been laid out by the management accordingly.
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BUSINESS REVIEW AND PROSPECTS (continued)

XBOoERRE (F)

Prospects (continued)

Although it is anticipated that it may take a certain period
of time for the rebound of the global economy to take
place, and therefore the Group’'s results may not be
improved significantly in the short term, the management
believes that the provision of high quality products on time
at competitive prices will definitely enable the Group to re-
establish its new brand name in the toys industry and the
management shall continue to look for any potential strategic
partners in order to widen its market share within the toys

industry.

DEBT RESTRUCTURING
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Upon completion of a series of debt restructuring exercises
during the period under review, the financial effects are

summarised as below:

(@) on 16 May 2002, 3,000,000,000 shares of HK$0.01
each at the subscription price of HK$0.01 per share
were issued for a total consideration of HK$30,000,000
before related expenses, pursuant to a subscription
agreement entered into between the Group and Vision

Century;

(b) total borrowings owed by the Group to the Bank Group
of approximately HK$103,104,000 was fully settled by
(i) a cash payment of approximately HK$20,039,000
and (ii) the issues of 5% convertible notes with an
aggregate principal amount of HK$6,500,000 to the
Bank Group, which are repayable by three equal
instalments over three years or convertible into the
Company's ordinary share of HK$0.01 each at an initial
conversion price of HK$0.01 each (subject to
adjustment), pursuant to the compromise agreement
entered into between the Group and the Bank Group
on 1 February 2002. As a result, total debts waived by
the Bank Group amounted to approximately

HK$76,565,000;
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DEBT RESTRUCTURING (continued)

BEHREAR (B

(c) on 3 June 2002, a total of 4,025,905,140 offer shares
of HK$0.01 each, were issued at an offer price of
HK$0.01 each, on the basis of three offer shares for
every two shares held by the qualifying shareholders.
Total proceeds before issuing expenses was
approximately HK$40,259,000;

(d) a total of 1,066,440,000 share of HK$0.01 each was
issued to various creditors of the Group on 16 May
2002, 30 July 2002 and 30 September 2002
respectively, at issuing prices ranging from HK$0.01 to
HK$0.015 per share as partial settlement of debts
owing to them, pursuant to various debt compromise
agreements entered into between the Group and
various creditors of the Group dated 27 March 2002
and 25 September 2002 respectively. Debts waived
by these creditors amounted to approximately
HK$20,000; and

(e) on 30 July 2002, pursuant to a settlement agreement
entered into between the Group and a substantial
creditor of the Group on 27 March 2002, a 3%
convertible note in principal amount of HK$16,000,000
was issued to the creditor as partial settlement of debts
owing by the Group. The 3% convertible note is
repayable in two years or convertible into the
Company’s ordinary share of HK$0.01 at an initial
conversion price of HK$0.01 each (subject to
adjustment). Debt waived by the creditor amounted to
approximately HK$4,982,000.

To conclude, total debts waived by the Bank Group and
other creditors after the above debt restructuring exercises
(before the related restructuring expenses of approximately
HK$4,516,000) aggregated to approximately
HK$81,567,000. Moreover, total funds of approximately
HK$70,259,000 (before issuing expenses) were raised by

issues of new shares of the Company.
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