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BUSINESS REVIEW

Following the signing of the Sino-EU and Sino-US textile
agreements in 2005, China’s textile industry has
experienced a relatively stable market environment in
2006. The re-imposition of quota system has restricted
the export growth rate of textile and garment products to
the US and EU, textile enterprises in China have paid
more attention to quota-free overseas market and rapid
growing domestic market. Accordingly, the gross
aggregate sales value of China’s textile industry have
increased by 21.2% to RMB2,501.7 billion, and the textile
and garment export sector has achieved a growth of
25.1% to USD147.1 billion with a growth of 19.9% from
US and EU and a growth of 27.7% from quota-free
overseas market.
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BUSINESS REVIEW (Continued)

Taking the advantage of the clear and stable market
environment, the Group made good progress in
implementing its business plans in 2006 and has i) gained
substantial market share in core-spun cotton yarn sector;
i) successfully launched to the market its new core-spun
cotton textile products; and iii) expanded production
capacity by low cost acquisition and organic expansion.

As a specialist in the high value-added core-spun cotton
textile products, the Group has been constantly benefited
from the increasing demand of high value-added upstream
textile products in China. In 2006, through its strengthened
sales and marketing efforts, the Group has gained further
market share in the core-spun cotton textile sector, sales
volume of the Group’s major products increased
substantially with sales volume of yarn and grey fabric
surged by 60.4% and 7.2% to 76,790 tonnes and 92.3
million meters, respectively.

Geographically, the Group’s yarn and grey fabrics are
mainly sold domestically in China with major customers
located in Jiangsu Province, Zhejiang Province and
Guangdong Province. Leveraging on its leading market
position in core-spun cotton textile products, the Group
has also gained considerable number of orders from
overseas markets including Europe, South Korea, Hong
Kong and Bangladesh, etc.. In 2006, both of the Group’s
sales in domestic and overseas markets recorded
significant growth, sales from overseas market surged by
57.9% to RMB311.9 million, while sales from domestic
market surged by 37.1% and reached a record high of
RMB2,355.3 million in 2006.

The Group continued to implement its product
differentiation strategy and introduced to the market
various innovative new core-spun cotton textile products
in 2006. In cooperation with DOW Chemical, the Group
has successfully launched to the market another series
of stretch yarn and fabrics, core-spun yarn and fabrics
with Dow XLA elastic fiber. In addition, by capitalizing on
the Group’s expertise in new product development and
extensive customer recognition, the Group has also
launched to the market a self-developed new core-spun
product, core-spun yarn and fabrics with metallic wires.
Both new products have gained considerable number of
orders from customers and have already started to
contribute to our bottom line.
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BUSINESS REVIEW (Continued)

To cope with the growing number of orders and to achieve
economies of scale, the Group continued to expand its
production capacity by organic expansion and low cost
acquisition. During the year, the Group has commenced
commercialised production of the new yarn factory with
100,000 spindles in Suining County, Xuzhou, Jiangsu
Province and a new fabric weaving factory with 96 air-jet
looms in Taizhou. In addition, the Group has grasped a
low cost acquisition opportunity in Changzhou and
acquired a state-owned textile factory with 67,000 spindles
and 104 air-jet looms from Yizheng Group and Changzhou
Municipal Government in July 2006. As at 31 December
2006, the Group has 11 production bases, spanning
across Xuzhou, Taizhou, Changzhou and Nantong of
Jiangsu Province and Jinhua of Zhejiang Province with
total production capacity of over 470,000 spindles and
1,100 shuttleless looms. The Group’s estimated annual
production capacity as at 31 December 2006 has reached
100,000 tonnes of yarn and 110 million meters of grey
fabrics.

Despite the encouraging business development in 2006,
the Group has experienced several challenges in 2006,
especially in the second half of 2006. As a result of the
increase in the import duty on imported spandex by
Chinese government, domestic market price of spandex
surged in the fourth quarter of 2006. Spandex is one of
the major raw materials of the Group’s core-spun yarn
products. The rapid surge in the market price of spandex
led to a substantial increase in raw material costs of the
Group’s textile products.

In addition, continuous appreciation in RMB and the 2%
cut in export VAT refund has brought significant impacts
to the export sector of the textile and garment products,
which have indirectly exerted certain pressure on the profit
margin of the Group’s products. Increase in raw material
cost, energy cost and the continuous substantial increase
in labour cost has exerted significant cost pressure on
China’s textile industry in 2006. As a result, the average
net profit margin of the industry remained low at about
3.7%. The above adverse development of China’s textile
industry has also created pressure on the profit margin of
the Group.
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FINANCIAL REVIEW

Turnover

The Group’s turnover comprises the sales of yarn, grey
fabrics and garment fabrics. Due to the strong domestic
demand for high value-added core-spun cotton textile
products, turnover of the Group grew significantly in 2006.
Turnover of the Group by products are shown as below.
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Yarn continued to be the Group’s top selling products with
sales increased by 70.8%, reaching a record high of
RMB1,619.1 million in 2006. Sales of grey fabrics also
increased by 9.8%, benefited from the growing demand
of high value-added core-spun cotton textile products.
However, the continuous appreciation in RMB and the
2% cut in export VAT refund in the second half of 2006
caused a slight drop in sales of garment fabrics.

Gross profit and gross profit margin

Because of the increase in sales volume and the gain in
market share in the core-spun cotton textile products,
gross profit of the Group increased by 17.6% to RMB402.9
million.

However, RMB appreciation and the 2% cut in VAT refund
has impacted the export sector of the textile and garment
products, which indirectly led to a drop in average selling
prices of the Group’s products. In addition, the rise in the
cost of cotton and spandex, energy and labour costs has
exerted significant cost pressure to the Group. The above
pressures on selling prices and manufacturing costs have
resulted in a drop of gross profit margin by 2.8 percentage
points to 15.1% in 2006.
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FINANCIAL REVIEW (Continued)

Cost structure

Cost of sales increased significantly by 43.9% to
RMB2,264.4 million. Besides the increase in production
volume, the rise in the cost of cotton and spandex, energy
costs and labour costs has also led to an increase in the
proportion of raw material, utilities and direct labour costs
to the total manufacturing costs.

For the year ended 31 December 2006, the Group’s selling
and distribution costs increased by 27.5% to RMB64.8
million. The increase was partly due to the increase in
transportation costs as a result of the increase in sales
volume and partly due to the expansion of sales teams in
the Group’s regional headquarter in Shanghai.

General and administrative expenses

During the year, the Group’s general and administrative
expenses increased by 18.5% to RMB110.8 million. The
increase was mainly due to the increase in staff cost as a
result of business expansion.
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FINANCIAL REVIEW (Continued)

Finance costs

For the year ended 31 December 2006, the Group’s net
finance costs increased by 90.0% to RMB28.0 million.
The increase in net finance costs was due to the increase
in overall bank borrowings for the Group’s business
expansion during the year.

Cash flow

Net cash inflow from operating KL EBFBIRSFE
activities

Net cash outflow from investing & EBFTIEIR S FE
activities

Net cash inflow from financing BEEBFTSIREFE
activities

Cash and cash equivalents at
31 December REeFEDY

For the year ended 31 December 2006, net cash inflow
from operating activities amounted to RMB41.3 million.
The decrease in net cash inflow from operating activities
was mainly due to the increase in the Group’s inventory
level of raw materials and the general increase in working
capital requirement of the new factories in Taizhou and
Changzhou, both started commercialised production in
November 2006. The net cash outflow from investing
activities amounted to RMB232.9 million, which was
mainly used for the machinery and other capital
expenditures of the new fabric weaving factory in Taizhou
and the capital expenditure of the Changzhou acquisition.
During the year under review, the net cash inflow from
financing activities amounted to RMB71.5 million,
representing the net increase in bank borrowings,
including a 3-year syndication loan of US$21 million
borrowed jointly by Jiangsu Century Texhong Textile Co.,
Ltd., Taizhou Texhong Yintai Textile Co., Ltd. and Xuzhou
Texhong Times Textile Co., Ltd. from six banks.

Liquidities and financial resources

As at 31 December 2006, the Group’s bank and cash
balances (including pledged bank deposits) amounted to
RMB154.3 million (as at 31 December 2005: RMB268.8
million).
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FINANCIAL REVIEW (Continued)

As a result of business expansion in 2006, the Group’s
inventories and trade and bills receivables increased
substantially by RMB184.0 million and RMB65.3 million
to RMB450.7 million and RMB227.5 million, respectively
(as at 31 December 2005: RMB266.7 million and
RMB162.2 million). The inventory turnover days and trade
receivable turnover days were 58 days and 27 days
respectively, compared to 50 days and 28 days in 2005.
The increase in inventory turnover days was due to an
increase in the inventory levels in December 2006 for the
two new factories in Taizhou and Changzhou which have
just commenced commercialised production in November
2006.

To cater for working capital requirement as a result of the
Group’s business expansion in 2006, the Group’s short-
term bank borrowings and long-term bank borrowings
increased by RMB29.7 million and RMB131.6 million to
RMB308.5 million and RMB204.5 million, respectively as
at 31 December 2006, as compared to RMB278.8 million
and RMB72.9 million as at 31 December 2005.

As at 31 December 2006, the Group’s financial ratios were
as follows:

Current ratio B &
Debt to equity ratio’ BB R

Net debt to equity ratio? BB &2

' Based on total borrowings over total equity.

2 Based on total borrowings net of cash and cash equivalents over total
equity.

Borrowings

As at 31 December 2006, the Group’s total borrowings
amounted to RMB513.0 million. Among which, RMB242.5
million (47.3%) were denominated in Renminbi and
RMB270.5 million (52.7%) were denominated in United
States dollars. These loans borne interest at interest rates
ranging from 3.0% to 8.0% per annum (2005: 5.0% to
8.0%). The additional borrowings of approximately
RMB161.3 million raised during the year was mainly used
for working capital purpose and business expansion in
2006.
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FINANCIAL REVIEW (Continued)

The Group has gradually reduced the proportion of
short-term loan to the total borrowing from 79.2% to 60.1%
in 2006. In August 2006, the Group has entered into a
facility agreement with six banks for a loan facility up to
principal amount of US$35 million. Among which
US$21 million has been drawn in order to repay the short
term loans with local banks in China and for financing the
Group’s capital expenditure and working capital
requirements.

Of the total bank borrowings of RMB513.0 million,
RMB61.5 million were secured by the followings:

. pledge of the Group’s certain land use rights of
approximately RMB32.2 million as at 31 December
2006 (2005: RMB36.5 million);

. pledge of the Group’s property, plant and equipment
of approximately RMB17.8 million as at 31 December
2006 (2005: RMB122.4 million); and

. pledge of the Group’s inventories of RMB60.2 million
as at 31 December 2006 (2005: RMB14.2 million).

Foreign exchange risk

Since majority of the Group’ sales, purchases and
expenses are mainly denominated in Renminbi, in the
opinion of the Board, the exposure to fluctuations in foreign
currency exchange rates is minimal. Except the interest
rate swap entered in September 2006 with ABN AMRO
in order to mitigate interest rate risk and foreign exchange
risk for the repayment of US$21 million syndication loan,
the Group was not involved in any other hedging activities
during the year under review.

Capital expenditure

For the year ended 31 December 2006, the capital
expenditure of the Group amounted to RMB311.6 million
(2005: RMB294.4 million). It comprise mainly additions
to land use rights and property, plant and equipment for
two newly constructed factories in Suining and Taizhou
of Jiangsu Province and the acquisition of a state-owned
factory in Changzhou.
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FINANCIAL REVIEW (Continued)

Contingent liabilities

As at 31 December 2006, the Group had contingent
liabilities of RMB21.9 million (as at 31 December 2005:
RMB21.9 million). Such amount represented government
grants obtained from the Management Committee of
Taizhou Economic Development Zone in connection with
the Group’s purchase of a piece of land in Taizhou,
Jiangsu Province, China. The Directors of the Company
and the management of the Group anticipate that no
material liabilities will arise form the aforementioned
contingencies.

Human resources

As at 31 December 2006, the Group had a total workforce
of 12,567 (as at 31 December 2005: 10,015), of whom
12,548 were based in the regional headquarter in
Shanghai and in our 11 manufacturing plants in mainland
China. The remaining 19 were located in outside-mainland
China region including Hong Kong, Macau and Vietnam.
New employees were recruited to cater for the Group’s
business expansion during the year. The Group offers its
staff competitive remuneration schemes. In addition,
discretionary bonuses and share options may also be
granted to eligible staff based on individual and Group’s
performance. The Group is committed to nurturing a
learning and sharing culture in the organization. Heavy
emphasis is placed on the training and development of
individual staff and team building, as the Group’s success
is dependent on the contributions of all functional divisions
comprising of skilled and motivated staff.

Dividend policy

The Board intends to maintain a long term, stable dividend
payout ratio, providing shareholders with reasonable
return. The Board has recommended a final dividend of
HKDO0.04 per share in respect of the financial year ended
31 December 2006 to shareholders whose names
appeared on the register of members at 11:59 p.m. on 9
May 2007. An interim dividend of HKDO0.03 per share was
paid by the Company on 28 September 2006. Subject to
approval of the proposed final dividend by the
shareholders at the forthcoming Annual General Meeting,
the dividend for the year represents a 32% payout of the
total net profit for the year.
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