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Operating Environment

From 1974 to 2004, the global apparel industry had been shaped by the
quota system. Apparel production was scattered around countries with
available quotas. However, changes emerged in the structure of the apparel
industry and traditional patterns of competition following the abolition of
quotas among member countries of the World Trade Organization (“WTO")
as of 1 January 2005 and there was a growing trend for apparel production

to be concentrated in fewer countries.

Changes in the post-quota era were immediately reflected in the trade
dispute between China and each of the U.S. and the EU on textile products.
The U.S. government invoked the textile-specific safeguard clause and the
product-specific safeguard clause, respectively, in May and September 2005
to introduce protective measures against Chinese exports, following the
sharp increase in China’s exports to the U.S. in 7 categories of apparel. The
U.S. government demanded negotiations with the PRC government to
implement new quota restrictions on Chinese exports. In November 2005,
the PRC government reached a memorandum of understanding with the
U.S. government to resolve the trade dispute, whereby annual quotas and
caps on annual increases for 21 categories of China’s apparel and textile

exports to the U.S were prescribed.

Shortly after the U.S. announced its decision to impose new quotas, the EU
also reimposed in May 2005 new quotas on imports of T-shirts and flax
yarns from China. In June and September 2005, the PRC government
reached a similar memorandum of understanding with the EU which
introduced annual quotas on EU imports of 10 categories of China
manufactured textile and apparel products and caps on the annual increase

of these quotas.

Effective from 1 January 2005, the PRC government imposed export tariffs
on 148 product sub-categories to control the rapid growth of textile
exports to Europe and the U.S. following the abolition of quotas. On 12
May 2005, the PRC government decided to increase the amount of export
tariffs payable on 38 product sub-categories effective from 1 June 2005. On
30 May 2005, however, the PRC government called off plans to adjust the
export tariffs and removed export tariffs on certain items among the 148
product sub-categories after the U.S. and the EU re-imposed quotas on
apparel exports from China in May 2005. On 21 July 2005, the PRC
government further decided that, effective from 1 August 2005, export
tariffs on certain product subcategories that were subject to the new quota
restrictions imposed by the EU would be removed. On 13 December 2005,
the PRC government announced that all export tariffs on textile products

would be suspended effective from 1 January 2006.
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In September 2005, the Ministry of Commerce promulgated certain
provisional rules on a new quota allocation system. Under this system,
effective from 22 September 2005, China-based textile and apparel
manufacturers exporting to countries or regions that have (i) imposed
restrictions on Chinese textile and apparel exports or (ii) entered into
agreements with China relating to affected categories of China-
manufactured textile and apparel products would be granted a quota in
respect of each of the affected market and affected categories, which
quota was subject to review on an annual basis. The quotas were to be
allocated on the following basis: 70% of the quotas in each affected
category to be mainly allocated in proportion to an exporter’s share of
China’s total exports to the EU and the world in that category for the
period from 1 June 2004 to 31 May 2005 and the remaining 30% to be
allocated based on a bidding process. On 2 December 2005, the Ministry of
Commerce clarified that the rules should be extended to the 21 categories
restricted textile and apparel products covered by the Sino-U.S.

memorandum of understanding.

On 21 July 2005, the People’s Bank of China issued the Announcement on
Reforms to Improve the RMB Exchange Rate Regime, announcing its
decision to establish a more flexible RMB exchange rate regime by
abandoning the RMB peg to US dollars and adopting a managed floating
exchange rate for RMB based on market demand and supply with reference
to a basket of currencies. On 23 September 2005, the People’s Bank of

China resolved to broaden the floating exchange rates between currencies
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other than the USD and RMB in the inter-bank exchange market from +/-
1.5% to +/-3%, expanding moderately the managed range of exchange
rates quoted by banks. Restrictions on price spreads for currencies other
than USD quoted by banks to their customers were also abolished. As at 31
December 2005, RMB had appreciated by approximately 2.5% as compared
to US$1:RMB8.28 prior to the reform, or by 0.49% as compared to
US$1:RMB8.11 recorded immediately after the reform.

Cotton prices in China rebounded after the PRC government issued three
announcements on State purchases of cotton reserves, at escalating prices,
during the period from early November 2004 to mid-2005, coupled with
record highs in textile production volume and exports following the
relaxation of WTO quotas for textile exports. From late May to late
September, 2005, cotton prices in China stabilized at a relatively high level
in the wake of protective measures adopted by Europe and the U.S. From
late September to the end of 2005, cotton prices stayed upbeat after
hitting a high of RMB14,500 per ton. The strength in cotton prices was
attributable to reduced cotton acreage in China, expected reduction in
global cotton acreage in 2005/06 and China’s memoranda of understanding

with the EU and the U.S. on textile and apparel trade.
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Business Review

Shenzhou International has established a leading position in the PRC
knitwear industry following years of rapid development. The listing of the
Company on the Main Board of the Stock Exchange in November 2005
represented an important milestone for the Group’s sustainable
development. Key business developments of the Group during the year

under review included the following:

Substantial growth in sports wear product

While the Group has been focusing on casual wear since its establishment,
considerable efforts have been devoted to the development of sports wear
in recent years. More contracts were signed for orders from renowned
brand name customers including Adidas, Nike and Puma during the year, on
the back of strong customer relationships established over the years, and
there were indications that the volume of their orders would grow rapidly.
For the year ended 31 December 2005, sports wear contributed to 8.8% of

the Group’s total sales, as compared to 1.9% in 2004.

Market expansion into the EU

The Group enjoyed positive developments in the EU market during the year
despite EU restrictions on textile imports from China. For the year ended 31
December 2005, apparel exports to the EU accounted for approximately
6.4% of the total sales for the year, as compared to 1.5% in 2004. In
addition, the Group benefited from its status as the largest knitwear
manufacturer in China and has awarded a quota of over 11 million pieces
for exports of Chinese textile products to Europe and the U.S. in 2006. The
available quota will lend strong support to the Group'’s expansion initiatives

in Europe and the U.S.

Rapid expansion of production capacity

During the year under review, the Group acquired new dyeing and
finishing equipment as well as relocated the dyeing and finishing
equipment at the former dyeing and finishing facilities to its new dyeing
and finishing complex. Located in the Ningbo Economic and Technical
Development Zone and occupying a gross floor area of 250,000 sq.m., the
new complex featured four high-specification dyeing workshops with
ancillary facilities. The new complex also featured a 60,000-ton per day
waste water treatment system and a 10,000-ton per day water recycling
system. With the commissioning of the new dyeing and finishing facilities
that brought about a daily dyeing and finishing capacity of over 200 tons
(in terms of dyeing and finishing plant and its ancillary facilities), the
bottleneck in the vertical integration of the Group’s production processes
was removed and new capacities will be available to meet the Group’s

anticipated requirements in the next five years.
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Consistent improvements to product quality

During the year, the Group adopted further quality control measures with
special emphasis on controls throughout the entire production process. To
that end, a fabric laboratory with an area of over 6,000 sq.m. and boasting
nationally advanced standards was built during the year. The vertically
integrated production process was further optimized through consolidation
in assets, businesses and management. Process standards and team work at
each stage were further enhanced with a focus on customer service, while
further improvements were made in terms of quality, delivery schedules

and processes.

Enhanced regional servicing capabilities

The ability to pursue regional diversification in operation represented an
important focus in the Group’s development. During the year, the Group
has strategically established garment factory in Phnom Penh, Cambodia in
late September, 2005. With a garment production capacity exceeding
500,000 pieces per month, the garment factory is mainly serving customers
in North America, with opportunities to benefit other customers in Europe,
the U.S. and Japan. Combining with quotas of Chinese textile exports to
Europe and the U.S. and aided by tariff concessions, the Group’s strategic
investments in Cambodia will support its expansion initiatives in Europe
and the U.S.

FINANCIAL REVIEW

Sales

Sales for the year ended 31 December 2005 amounted to
RMB2,482,984,000, an increase by RMB366,077,000 or 17.3% compared to
RMB2,116,907,000 for the year ended 31 December 2004. The growth was
mainly driven by the sharp increase in the sales of sports wear and sales to

the European market.
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Sales of the Group analyzed by product categories for 2005 and 2004 is

compared as follows:

BE+-H=+—-HLHFE

For the year ended 31 December

“ETHF “EEMEF 25
2005 2004 Change
AR¥ETT AR¥ETT AR®BT T
RMB’000 % RMB’000 % RMB'000 %

REM By product
HOHEE Exports sales

N EE Casual wear 1,992,836 80.3 1,899,535 89.8 93,301 4.9

E B AR Sports wear 218,770 8.8 41,172 1.9 177,598 431.4

H i &+ 4 & Other knitting products 87,117 3.5 89,936 4.2 (2,819) (3.1)
HOEE NG Export sales — subtotal 2,298,723 92.6 2,030,643 95.9 268,080 13.2
Bl g & Domestic sales 184,261 7.4 86,264 4.1 97,997 113.6
SHERAS Total sales 2,482,984  100.0 2,116,907  100.0 366,077 17.3

R-ZZRF EHREMELAXEESURES
FEBmNAEES Nike » Adidas & Puma E4 &
EHRERIMNEBREEMN LB _ZSZNEN
19% —ZEZRFEBREMEAEESENLLHIKIE
RHAZE88%°

UTAAEE-—ZSTAFER-_STNFERDHE

The substantial increase in the contribution from sports wear was mainly
attributable to the substantial increase in OEM manufacturing for
renowned brand names such as Nike, Adidas and Puma. Sports wear
accounted for 8.8% of the Group’s total sales in 2005, representing a

significant increase as compared to 1.9% in 2004.

Sales of the Group analyzed by region for 2005 and 2004 is compared as

RS E follows:
BE+-H=+—-HLEE
For the year ended 31 December
—EERF —EEONF 25
2005 2004 Change
ARBF T ARBF T ARBT
RMB’000 % RMB’000 % RMB’000 %

B By region
B PR EHE International sales

=[N Japan 2,017,248 81.2 1,885,709 89.1 131,539 7.0

BOM Europe 159,341 6.4 33,123 1.5 126,218  381.1

ES= u.s. 79,418 3.2 77,842 3.7 1,576 2.0

Hh B R Others 42,716 1.8 33,969 1.6 8,747 25.7
WHE Domestic sales 184,261 7.4 86,264 4.1 97,997 113.6
SHERAG Total sales 2,482,984  100.0 2,116,907  100.0 366,077 17.3
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The increase in the contribution from the EU market in 2005 was mainly
attributable to the significant increase in purchases made by Decathlon, a
European merchandiser, following the abolition of textile quotas among
WTO member countries commencing from 1 January 2005. The EU
accounted for 6.4% of the Group’s total sales in 2005, representing a

considerable increase as compared to 1.5% in 2004.

Cost of sales and gross profit

Cost of sales of the Group for the year ended 31 December 2005 amounted
to approximately RMB1,908,661,000 (2004 : RMB1,646,574,000). The gross
profit margin of the Group’s sales in 2005 was 23.1%, which was
approximately 0.9% higher as compared to 22.2% in 2004. The Group
managed to maintain growth in gross profit margin through increase in the
sales of sports wear, development of new fabrics, improvements to
traditional products and enhanced cost controls, despite pressures on
profitability from direct labor costs, rising energy prices and the

appreciation of RMB.

Equity attributable to equity holders of the Company

At 31 December 2005, the Group'’s equity attributable to equity holders of
the Company was RMB1,702,022,000 (2004: RMB1,271,360,000) of which
non-current assets were RMB1,330,951,000 (2004: RMB1,136,914,000), and
net current assets were RMB383,223,000 (2004: RMB247,108,000), non-
current liabilities were nil (2004: RMB80,694,000) and minority interests
were RMB12,152,000 (2004: RMB31,968,000). The increase in equity
attributable to equity holders of the Company is mainly reflected by the
increase in retained profits and the proceeds received from the initial

public offering in November 2005.

Liquidity and financial resources

For the year ended 31 December 2005, the Group's net cash generated from
operating activities amounted to approximately RMB392,555,000,
compared to approximately RMB680,907,000 in 2004. Net cash (cash and
cash equivalents less bank borrowings) of the Group at 31 December 2005
amounted to RMB1,064,000, an increase of RMB609,940,000 compared to
the net debt position at 31 December 2004. Such increase was a result of
the net proceeds of approximately RMB892,192,000 received from the
initial public offering in November and the exercise of the over-allotment
option in December 2005 less other cash outflow (comprising mainly net
cash outflow from investing activities in excess of net cash inflow from
operating activities and cash outflow resulting from distribution of

dividends for the previous year).
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Cash and cash equivalents of the Group at 31 December 2005 amounted to
RMB559,801,000 (2004: RMB238,428,000). The total amount of outstanding
borrowings was RMB558,737,000 (2004: RMB847,304,000, comprising
RMB80,000,000 of long-term bank borrowings), all being short-term loans.
Equity attributable to equity holders of the Company amounted to
RMB1,702,022,000 (2004 : RMB1,271,360,000). The Group was in a solid net
cash position, with a debt to equity ratio (total outstanding borrowings as
a percentage of equity attributable to equity holders of the Company) of
32.8% (2004: 66.6%).

At 31 December 2005, majority of the borrowings of the Group were
subject to payable interests at fixed rates. The Group did not enter into any

interest rate swap to hedge against risks associated with interest rates.

Finance costs and taxation

Finance costs for the year ended 31 December 2005 increased substantially
to RMB53,164,000 from RMB20,347,000 in 2004, mainly due to higher
interest rates for RMB loans in 2005, as compared to the percentage for the
same period in 2004. The Group’s USD and RMB loan interest rates during
the year ranged from 2.77% to 5.72% and 4.70% to 5.76%, respectively.
Moreover, interest expenses were higher with larger loan amounts to

finance the increased capital expenditures during the year.

For the year ended 31 December 2005, income tax expenses of the Group
substantially decreased from RMB33,550,000 in 2004 to RMB2,429,000. It is
mainly due to the tax preferential policy of “Two-year exemption and
Three-year 50% reduction” enjoyed by the subsidiaries of the Group which
are foreign owned enterprises and as a percentage of profit before tax, the

amount exempted for tax of the Group in 2005 is higher than that in 2004.

Pledge of the Group’s assets

Other than deposits with various banks with a total amount of
approximately RMB2,310,000 (2004: RMB47,360,000) pledged as securities
for certain trade financing facilities granted by banks, the Group did not
pledge any of the Group’s assets for its bank borrowings as at 31 December
2005.
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Use of proceeds from the initial public offering

Proceeds from the issue of new shares of the Company for listing on the
Stock Exchange in November 2005, after deducting related share issuance
expenses, amounted to approximately HK$856 million. Such proceeds had
been utilized during the year ended 31 December 2005 in accordance with

the proposed use of proceeds allocation set out in the Prospectus:

3 approximately HK$912,000 (approximately RMB949,000) for the
acquisition of new dyeing and finishing equipment for the Group’s

production facilities in China;

o approximately HK$1,747,000 (approximately RMB1,817,000) for the
acquisition of new plant and equipment in China for the production

of functional fabrics mainly used in sports wear;

° approximately HK$1,212,000 (approximately RMB1,261,000) for the
acquisition of new weaving and knitting equipment for the Group’s

production facilities in China;

3 approximately HK$2,760,000 (approximately RMB2,871,000) for the
acquisition of new cutting and sewing equipment for the Group’s

production facilities in China;

o approximately HK$305,000,000 (approximately RMB317,261,000) for

partial repayment of the Group’s long-term bank borrowings; and

3 approximately HK$48,000,000 (approximately RMB49,930,000) as

additional general working capital of the Group.

As at 31 December 2005, the balance of the net proceeds of approximately
HK$496,369,000 had been deposited with banks in Hong Kong and China.
The Directors intend to utilize such net proceeds in the manner disclosed in

the Prospectus.

Exposure to exchange risks

As the Group’s sales were mainly settled in USD while its purchases were
mainly settled in RMB, its costs and operating profit margin were affected
by exchange rate fluctuations. The Group adopted a policy to hedge part of
its exchange rate risks in light of existing fluctuations of the exchange rate
between USD and RMB. The amount to be hedged would depend on the
Group’s expected USD revenue, purchases and capital expenditure
requirements, as well as market forecast of fluctuations in the USD to RMB

exchange rate.
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To protect against reductions in value and the volatility of future cash flows
which might result from exchange rate movement between RMB and USD,
the Group had since 2003 entered into foreign exchange forward sales
contracts to hedge against certain foreign currency exposures, in particular,
exposure to the USD. For the year ended 31 December 2005, the Group
recorded gains of approximately RMB1,784,000 on forward exchange
contracts with a total amount of approximately USD91,000,000 as at 31
December 2005. The Group had not engaged in any foreign exchange

transactions for speculative purposes.

Employment, training and development

At 31 December 2005, the Group had over 22,900 employees. Total staff
costs amounted to approximately 16.2% of the Group’s sales during the
year. The Group remunerated its staff according to their performances,
qualifications and industry practices and conducted regular reviews of its
remuneration policy. Employees might receive discretionary bonuses based
on their ratings in annual performance appraisals. The Company also
offered rewards or other incentives to motivate personal growth and career
development of the employees, such as ongoing opportunities for training
to enhance their technical and product knowledge as well as knowledge of
industry quality standards. All new staff members of the Group were
required to attend an introductory course. There were also various types of

training courses available to all of the Group’s employees.

Capital expenditure and commitments

The Group’s investment in fixed assets during the year amounted to
approximately RMB464,771,000. Approximately 53% was used for the
acquisition of plant and equipment and 45% was used for the construction
of new factory buildings and purchase of office building. The balance was

used for the purchase of other fixed assets.

At 31 December 2005, the Group had capital commitments of
approximately RMB92,221,000 in connection with the acquisition and
construction of properties, plant and equipment, which will be financed by
proceeds from the initial public offering of the Company and internal

resources.

Contingent liabilities

The Group had no significant contingent liabilities at 31 December 2005.
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Future prospects and strategies

From 1974 to 2004, the global apparel industry had been shaped by the
quota system. Apparel production was characterized by scattered
geographical distribution and small-scale operation. The impact of the
quota system has been gradually weakening, however, since the abolition
of quotas among WTO member countries as of 1 January, 2005 and the
subsequent transitional agreements reached between China and each of
the EU countries and the U.S.

The abolition of the quota system will prove to have a profound impact on
the apparel industry. Apparel production will be concentrated in fewer
countries when competition is based more on quality, prices, lead time,
services and political stability. The scale of individual apparel manufacturers
will be significantly expanded, while merchandisers will tend to source
products on a consolidated basis from manufacturers who are able to offer

superb quality, reasonable prices, short lead time and product varieties.

In view of the development prospects of the apparel industry and the
enormous apparel OEM market, the Group will focus on knitwear OEM, and
strive to become the most competitive knitwear OEM manufacturer in the

world through ongoing consolidation and expansion efforts.

The Group foresees a continuous rise in the value of RMB in 2006 and
beyond. The PRC government’'s monetary policy will favor a stable
exchange rate for RMB as excessive fluctuations would undermine China’s
economic development. On 25 November, 2005, the People’s Bank of China
entered into swap arrangements with 10 domestic banks for an aggregate
amount of USD6 billion, pursuant to which the People’s Bank of China
would buy back the USD in RMB at a rate of USD1: RMB7.85 upon the
expiry of a one-year period. The Group believes that the RMB exchange
rate will generally be stable in future with a much higher level of flexibility.
The Group has taken full account of RMB appreciation when formulating

future measures and policies.
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In terms of cotton prices in 2006 and beyond, the Group is of the view that
cotton prices in China are currently at a premium to international cotton
prices. Cotton prices in the U.S. are currently at a low level, while China is
sustaining higher cotton price bands. Global supply of cotton is expected to
increase in 2006 with piling inventories and a slowdown in consumption. In
short, cotton prices will be heading downwards to establish the bottom
level. As a large-scale knitwear OEM manufacturer, the Group will factor in
fluctuations in the prices of major raw materials when determining prices
for new orders. As such, future fluctuations in cotton prices are not
expected to have any significant impact on the Group’s gross profit margin
given the historical principle of price negotiations (as in the case of cotton
price fluctuations in 2004). On the other hand, as chemical fiber accounts
for an increasing proportion of raw materials used by the Group, the
impact of any change in cotton prices will be minimized. The prices for
chemical fiber in China remained at low levels for most of the time during
2005, as certain raw materials for the manufacture of chemical fiber were
heavily dependent on imports and the domestic production capacity for
chemical fiber was considerably expanded before the end of 2004. The
Group expects chemical fiber prices to remain stable in 2006 as the gap

between demand and supply starts to close up.

The Group’s vertically integrated business model that combines weaving
and knitting, dyeing and finishing, printing and embroidery and cutting
and sewing has given it a uniquely advantageous position. The Group will
further enhance process standards and teamwork to achieve optimized
efficiency and servicing capabilities between production stages. The Group
will also broaden its process and end service capabilities as and when
appropriate, pending on customers’ requirements, risk control concerns and

timing, with a view to enhancing overall competitiveness.

Regional diversification in operation represents an important focus on the
Group's development. The Group is well aware that Chinese textile exports
will from time to time subject to two safeguard measures available under
existing WTO rules, namely the textile-specific safeguard clause and the
product-specific safeguard clause, despite the abolition of textile quotas
among WTO member countries since 1 January, 2005. Meanwhile, export
tariffs will continue to play a crucial role. Hence, the Group strategically
established a garment factory in Phnom Penh, Cambodia in 2005 and
enhanced its servicing capabilities according to customer needs. The Group
believes that capabilities in regional diversification that allow customers to
free themselves from the influences of geographical, political or economic
factors, such as exchange rate fluctuations or changes in government
policies, etc, will contribute to the ongoing enhancement of the Group’s

competitive strengths.
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Product diversification represents another focus in the Group’s
development. Casual wear remains the traditional principal product of the
Group and sales from this product will continue to grow steadily on the
back of a stable clientele and market. On the other hand, sales
contributions from sports wear have increased significantly in recent years
following the Group's dedicated efforts to develop a customer base among
globally renowned brand names such as Nike, Adidas and Puma. The Group
believes that sales contributions from sports wear will continue to rise in
the coming years, leveraging sporting enthusiasm associated with the
upcoming World Cup event in 2006 to be held in Germany, and the 2008
Olympic Games to be held in Beijing. Moreover, categories such as
underwear and home wear are also giving solid performances, as part of
the Group’s diversified product lines offering customers with additional

choices.

While the Group seeks to consolidate and develop on a sustainable basis in
its Japanese market, a major destination of the Group’s products
accounting for approximately 81% of its sales in 2005, it will also pursue
market diversification to lower the risk of over-reliance on Japan by
exploring the European and U.S. markets in a proactive and yet prudent
manner, with the benefit of a customer base featuring renowned
international brand names and quotas for textile exports to Europe and the
U.S..

For water shortages and persistent high level of water prices, in addition to
the water supply agreement that the Group has entered into with the
People’s Government of Beilun District Ningbo City for a term of 20 years,
the Company will seek more economical and effective means to solve water

shortages and to sustain a smooth and healthy development.

The Group has planned to enhance its market research and product R&D
capabilities by expanding its fabric and garment design team, with an aim
to reinforce its position as the largest vertically integrated knitwear
manufacturer in China, and to respond to ever-changing demand from
customers. The Group believes that a strong fabric and garment design
team will allow the Group to develop products with higher margins in
different varieties. The Group also believes that its future growth will
depend on its ability to develop technically advanced high-quality fabrics
and garments for manufacturing sports wear and other high-margin

products.
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