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As a successful long-term player in a market with significant entry
barriers, Vedan International has distinct competitive advantages
that add real value to its products. With advanced expertise in large-
scale fermentation technology, starch processing conversion
technology and chemical and electro-chemical technology, Vedan
International is developing new products which represent the latest

breakthroughs in industrial science and look set to be major profit
drivers in the future.




Vedan International (Holdings) Limited Annual Report 2005 @ @ @

MANAGEMENT DISCUSSION AND ANALYSIS

B ER D

BUSINESS OVERVIEW

The GrOUp 'S turnover has been growing consistently since 2002
and 2005 was no exception. Total turnover of the Group increased to
US$257,904,000, approximately 14.6% higher than in the same period last
year. Turnover from the Vietnam operations grew by approximately 11.1%
to US$221,620,000, and turnover from the China operations (Xiamen Mao
Tai and Shanghai Vedan) surged a remarkable 42.1% to US$36,284,000.
Our notable turnover growth had forceful drives — the expanded production
capacities of our MSG and modified starch facilities in Vietnam and the
completion of the Shanghai Vedan Foods acquisition. As for individual
products, MSG, GA and modified starch products delivered growth of 19.4%,
59.5% and 55.9% respectively.

However, affected by rising raw material costs, including that of molasses,
cassava and liquid ammonia and the continuous price slip of lysine, which
started in the second half of 2004, the Group’s profit shrunk in 2005. With
raw materials costs persistently high and lysine price suppressed, the Group
began to strategically reduce lysine production in the second half of the
year and increase GA output. Turnover of our lysine business thus decreased
by approximately 37.5%. Also to address the adverse cost situations and
mitigate profit slide, the Group gradually adjusted the sales price of its
products starting in the middle of the year to reflect the rising costs, lifting
prices substantially in the fourth quarter. It is worthy of mention though raising
sales price did not affect the Group’s turnover growth. Meanwhile, the
contribution from hydrochloric acid and caustic soda saw substantial growth
of 40.1% and 79.6% respectively after their production capacities were
enlarged.

Adhering to the Group’s corporate development strategy, which is to make
suitable acquisitions and investment that can lead to business expansion,
assure stable supply of competitive raw materials and increase the production
of high value added products, the Group acquired the Ve-Thai Tapioca-
Starch Co., Ltd. in Vietnam in November 2005 and formed a JV Company
with Shandong Xue Hua Bio-chemical Co., Ltd. in December to produce
GA and MSG. The founding of the JV company in Shandong especially is a
major step forward for the Group in expanding its business in China. The
Group also launched its high value-added seasoning in Vietnam in September
and the market responded with great enthusiasm. The construction of the
Y-PGA plant is well underway and is scheduled to complete in the second
quarter of 2006. This new plant will make further contribution to the Group’s
operating turnover and profit.
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BUSINESS ANALYSIS
Sales Analysis by Market

Vietnam has been the Group’s major market. It saw 10% growth last year,
but the Group pushed on with its original plans to enhance production
capacity to support expansion of overseas markets, the ASEAN market in
particular where the Group has a favourable stand. With capacities expanded
in Vietnam and newly set up Shanghai Vedan swung into operation, the
Group saw the ASEAN market and the PRC market registered a notable
54.2% and 31.8% growth respectively. Relatively, the proportion of turnover
contribution from the Vietnam market to the Group total dropped from 56.3%
in 2004 to 53.8% in 2005. The Group is committed to achieving its set goal
of consolidating the Vietnam market and strengthening the ASEAN and the
PRC markets.

(1) Vietnam

During 2005, turnover from sales in this market amounted to
US$138,842,000, accounting for 53.8% share of the Group total, 9.6%
higher than that in the last year. Except for the lysine business which
turnover dropped, the sales of other products, in particular modified
starch, caustic soda and hydrochloric acid, saw significant growth. The
increase was driven mainly by the strong growth momentum of the
market and the Group having secured new customers for its modified
starch plant. In addition, of good and stable quality and priced
reasonably, caustic soda maintained stable turnover growth. The major
markets of hydrochloric acid were in Southern and Western Vietnam,
which make up 80% of the entire market.

) The PRC

Total sales in this market for the year of 2005 amounted to
US$38,867,000, representing a 31.8% growth over last year. The
encouraging performance was attributable to improvement in the supply
chain and market share, as well as effective development of business
in second tier cities. The Group’s MSG business in the market grew
37.7% and beverage manufacturing business also increased by 115.4%
in 2005.
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Management Discussion and Analysis (continued)
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3) Japan

Total turnover from sales in Japan for the year reached US$52,778,000,
representing a 7.1% growth as compared with that of last year, thanks
to the expanding MSG and modified starch business in the market.
Sales of modified starch grew mainly because of its high quality and
new applications and also the Group having secured the largest modified
starch customer yet in Japan, quickly making inroads in the country’s
food industry.

ASEAN countries

The ASEAN market recorded a turnover from sales of US$14,119,000,
representing an increase of 54.2% as compared with that in 2004.

European and other markets

Turnover from sales in the European market increased 39.5% to
US$7,438,000. Other markets also recorded growth of 15.4%.

Comparison of sales in major markets during the period as follows:
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Sales Analysis by Product
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MSG

The turnover of MSG grew by 19.4% to US$186,611,000. However,
the profits of MSG and GA were both squeezed by rising material costs
in 2005. To minimize the impact of rising material costs, the Group
implemented a series of measures including finding new sources of
carbohydrates and adjusting the sales price of MSG. The price of MSG
products sold domestically in Vietham was adjusted mainly in the second
half of the year.

Lysine

The Group’s turnover from lysine decreased 37.5% to US$20,327,000,
resulting from the continuous drop in the international price of lysine.
The sales price of lysine dropped around 40% between the first half of
2004 and second half of 2005.

Modified Starch Products

In 2005, starch business constituted mainly the extended modified
starch business. Turnover of the starch business was US$15,472,000
of which modified starch contributed approximately 99%, amounting
to US$15,327,000. The turnover of modified starch business was 55.9%
higher than last year’s.

Specialty Chemicals

The Group expanded its caustic soda and hydrochloric acid businesses
and enhanced their productivity. As a result, the turnover of specialty
chemicals rose 69.3% to US$11,578,000 in 2005.

New Products

New products were launched by the Group in Vietham and the PRC
during the year. In September, the Group launched Vedan high value-
added seasoning in Vietnam, attracting favourable market response.
In July, The Group debuted the “Hoping” brand and the “Vedan” brand
chicken essences in the PRC. The compound modified starch plant of
Shanghai Vedan also commenced operation in the same month.
Although, launched only in the second half of the year, the proportion
of contribution of these new products in the Group’s total turnover was
low, the Group has high hope that they will grow and become new
revenue streams in the future.
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186,611
15,104
20,327
15,327
11,578
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4,613
4,344

257,904

Specialty chemicals include hydrochloric acid, hypochlorite and caustic soda

Others include native starch, fertilizers, feedstock additives and high value-added seasonings

OVERVIEW OF BUSINESS DEVELOPMENT IN THE PRC

Business operation of Shanghai Vedan and Xiamen Mao Tai

The Group completed the acquisition of Shanghai Vedan Foods at the end
of July 2005 and changed its name to Shanghai Vedan Enterprise. The
China operations (Xiamen Mao Tai and Shanghai Vedan) sales and gross
profit margin increased by 42.1% and 5.8% respectively in 2005 as compared
with 2004. The total MSG business grew 17%, with retail packs sold in
Shanghai recorded the most significant jump of 51%. As for Xiamen Mao
Tai, it saw a slight increase of 5% in its business benefiting from the sales
growth of large packs to industrial clients. It was the Group’s focused efforts
to identify precise market segments that underscored its strong growth in
the PRC market. The Group has changed it marketing emphasis — instead
of selling primarily through the wholesaler market, it is actively seeking to
penetrate the secondary wholesale market, and to sell through modern
channels and the catering and industrial markets. A sound distribution
network will serve the Group as the base for sustaining future growth.
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In addition to promoting sales, the Group also focused on establishing a
supply chain, lowering production cost and sales expenses. Furthermore, it
has worked hard towards building strategic alliances with domestic GA and
MSG suppliers in the past year.

In the second half of the year, the Group set up a starch business department
and a compound modified starch unit in Shanghai to develop modified starch
for food applications. Expanding this business segment will be the Group’s
development focus in 2006. Meanwhile, newly developed products such as
chicken essence and high value-added seasonings were launched in the second
half of 2005. They will also continue to be the Group’s key development pursuits.

Establishment of the Joint Venture Company Shangdong Xue Hwa
Vedan International announced on 28 December 2005 that it had signed a
joint venture agreement with Shandong Xue Hua Bio-chemical Co., Ltd. on
22 December 2005 to form the JV Company Shandong Vedan Snowflake
Enterprise Co., Ltd.

The registered capital of the JV Company is US$12,000,000 (approximately
HK$93,600,000), and the total investment cost will be US$25,000,000
(approximately HK$195,000,000). Vedan International holds 70% interest
in the company, while Shandong Xue Hua holds the remaining 30%. The JV
Company is expected to be able to produce up to 25,500 tonnes of GA
and 30,000 tonnes of MSG annually at the initial stage.

Shandong Xue Hua is one of the largest GA producers in Shangdong
province. Running its own corn processing plant and co-generation power
plants, it boasts scale and cost advantages. As for Vedan, it is a leading
producer of food additive products and cassava starch-based industrial
products carrying established brand names and supported by an extensive
distribution network and pioneering technological know-how. Working
together, the two companies stand to reap significant synergies in production
technologies and raw material sourcing, and for the Group, it is another
step towards realizing its goal of localizing sourcing of raw materials.
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The JV Company is expected to commence operation in April 2006. It will

become an integral part of Vedan International’s supply chain. By

guaranteeing the Group a stable source of raw materials at steady prices, it

can facilitate the Group’s business development in China.

MEASURES TO MITIGATE RISING RAW MATERIAL COSTS
IN 2006

1.

Molasses

Molasses is one of the major raw materials of the Group’s core products,
namely MSG, GA and lysine. In 2005, the price of molasses was about
77% higher than the price in 2004. Prompted by the persistently high
oil price in 2005, many countries actively sought substitutes. This
phenomenon pushed up the proportion of molasses used for making
ethanol, and that in turn fueled the continuous rise in the international
price of molasses. The marked surge in the price of these major raw
materials compressed the gross profit margin of the Group’s core
products.

Reached high plateau in the fourth quarter of last year, the price of
major raw materials are not expected to fluctuate too much in 2006.
The Group plans to gradually increase the use of starch, depending on
starch prices, to offset the impact of surge in molasses price. Our effort
to develop sources of carbohydrate substitutes such as tropical sugar
beet has achieved promising preliminary results. The Group will continue
to expand the scale of the trial cultivation and actively evaluate other
possible carbohydrate substitutes such as rice starch and corn starch.
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2. Cassava

The price of cassava during the 2005-2006 harvest season was more
or less the same as last year, but the Group produced more cassava
this year. The strong cassava harvest in Vietham during the year and
the synergy from the acquisition of Ve-Yu starch factory in Gia Lai
province in Vietnam enabled the Group to increase production volume
of cassava as compared with last year. The boosted production capacity
will be beneficial to the development of the Group’s modified starch
business, and the increased starch output can be partly converted into
sugar solution to serve as raw material for fermentation. In addition,
the initial construction of the planned new starch factory in Ha Tinh
province will be completed in late 2006 or early 2007. By then, the
Group will be ensured of a stable supply of cassava to complement the
future development of its starch business.

RESEARCH AND DEVELOPMENT

Research and development efforts are crucial to the Group’s long term
development. Since the Group established a technology research and
development centre in 2004, it has been expanding related facilities and
hiring R&D talents to support its R&D activities. After more than a year’s
development, the Group has started to see the fruits of its efforts.

(1) Projects completed in 2005:

a. Developed about 20 new modified starch products and put in
production to increase the number of modified starch products
from 60 to 80. This move resulted in significant modified starch
business growth.

b. Completed the development of three high value-added seasonings,
moved into commercial production and product launch. Market

response was quite favorable.

c. Developed improved bacterial strains and processes to enhance
the efficiency of acid production and sugar conversion rate.

d. Developed food-graded lysine production processes.
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(2) Major research and development work in the pipeline

New initiatives including finding new sources of carbohydrates, such as
trial cultivation of tropical sugar beet, and processing and production of
rice starch and rice protein, have returned good preliminary results. Other
projects included the development of industrial fibre, research and
development of new fermented industrial products, improvement of old
production processes and development of new production processes,
etc. These and upcoming projects, if proven successful and when fully
materialize into production, will contribute significantly to the reduction
of the Group’s overall production costs and turnover growth.

Looking ahead, the Group will step up efforts on research and
development to realize long-term operational development and achieve
better performance results.

FINANCIAL REVIEW

(1)

@

Cash flow and financial resources

As at 31 December 2005, the Group’s cash and bank savings amounted
to US$27,987,000, decreased by US$5,205,000 from that as at the end
of 2004. Our bank loans increased by US$12,778,000 to US$79,653,000,
mainly due to the capital expenditures for the Group’s acquisition, strategic
alliances and production capacity expansion. As a result, current ratio of
the Group was maintained at 1.58, substantially lower than the 1.79 level
last year. All of our bank loans were denominated in US dollar. The cost of
total bank loans during the year was 4.9%, which was higher than the
3.2% in 2004. This was mainly attributable to the several rounds of interest
rate increase announced by the Federal Reserve Bank of the U.S during
the year. The ratio of medium-to long-term loans and short-term loans
was 37% to 63%. The Group’s gearing ratio was 33.7% and net gearing
ratio was 21.8%.

Capital Expenditure

In 2005, the Group spent about US$16,700,000 in the purchase of
new equipment and investment in engineering in Vietnam and about
US$3,330,000 in the acquisition of Ve-Thai Tapioca-Starch Co., Ltd.
The Group also invested US$8,400,000 in the establishment of
Shandong Vedan Snowflake Enterprise Co., Ltd. in the PRC, which is
expected to commence operation in April 2006.
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The Group has earmarked about US$18,800,000 as capital expenditure
for 2006, which will be spent mainly on addition of a new starch factory
in Ha Tinh province in Vietnam, additional equipment for PGA plant,
purchasing more equipment for the MSG plants, setting up the high
value added seasonings factory in Shanghai, purchasing equipment
for by-product processing plant and building staff dormitory, etc.

Exchange Rate

The majority of the Group’s transactions are conducted in US dollar,
Vietnamese Dong and RMB. The exchange rate between the
Vietnamese Dong and the US dollar remained stable in 2005; the
depreciation rate of Dong for the year was about 0.85%. The Group
watched closely the fluctuation of the Dong and was not affected
significantly by it during the year. After the announcement of the new
RMB exchange rate mechanism by the People’s Bank of China in July
2005, the RMB appreciated 2% against the US dollar and was allowed
to fluctuate within the range of 0.6%. Besides, instead of following the
US dollar closely, the exchange rate of RMB will float within a limited
range taking reference of various foreign currencies. As operation in
the PRC is dominated by domestic sales and the Group will forge ahead
with localization of material procurement in the future, appreciation of
the RMB is not expected to pose major impact on the Group. However,
the Group will continue to watch closely the development of the
exchange rate between the US dollar and the RMB.

Dividend

The basic earnings per share for the period were 0.52 US cents. The
Board recommended the payment of a total dividend of 0.313 US cents
per share for the year ended 31 December 2005. Accordingly, dividend
ratio for 2005 was about 60%, same as in 2003 and 2004. An interim
dividend of 0.201 US cents per share was distributed and the proposed
final dividend was 0.112 US cents per share, totaling US$4,768,000.
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PROSPECTS

Our major production bases and markets — China and Vietnam — have
consistently boasted the fastest economic growth among other countries
in the world in the past few years. Their GDP growth in 2005 was 9.9% and
8.4% respectively. Despite that global economic growth in 2006 is expected
to slow down slightly, China and Vietnam are still forecasted to grow both at
a robust 8%. Against this favourable backdrop, the Group expects
continuous high turnover growth. As for the price of molasses and lysine,
the former has shown signs of stabilizing in 2006 though it is expected to
stay high at a level similar to that in 2005, and the latter is not expected to
rebound soon. Heeding all the different factors and circumstances, the Group
has formulated comprehensive plans to increase profit and support long-
term development.

Short-term plans:

1. Continue to increase the sales price of products to offset partially higher
material costs. Increase sales of MSG retail packs which have higher
margin . Adopt different pricing strategies for different regions and
enlarge market share in second and third tier cities. As for its modified
starch business, the Group will increase the production of product items
which require higher technical input but have higher profit margins,
especially modified starch for food applications.

2. Adopt flexible production strategies to convert part of the lysine

production lines into producing MSG products, with the aim of improving
the Group’s overall profitability.
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Management Discussion and Analysis (continued)
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Continue to improve fermentation technology to enhance the efficiency
of productivity, and lower production costs.

The establishment of Shandong Vedan Snowflake Enterprise Co., Ltd.
will help secure stable supply of GA and MSG for the Group in the
PRC, and in turn aid development and increase the profitability of
Shanghai Vedan and Xiamen Mao Tai.

Further promote the high value-added seasonings business. Expand
the scale of production in Vietnam and add new facilities in Shanghai
Vedan to improve the performance of the food seasonings business.

Implement strict control on administrative and management expenses
and reduce other unnecessary expenses; enhance operational
efficiency; reduce capital expenditure and financial costs.

Continue to seek acquisition and strategic alliances opportunities. Look
for highly complementary strategic alliances and acquisition
opportunities in the Southeast Asia and the PRC to expand market
distribution channels and enhance brand value.
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Middle-to long-term plans:

1.

Continue to search and develop new sources of carbohydrates such
as rice starch, rice protein and tropical sugar beet. The last in particular
has already been shown promising preliminary results. The Group will
continue to expand the scale of cultivation of tropical sugar beet in the
second half of 2006 to mirror the Group’s efforts in the area.

Expand the source of cassava starch. The acquisition of Ve-Yu starch
factory in Gia Lai province in Vietnam is completed and the first phase
of the construction of the planned new starch factory in Ha Tinh province
is scheduled to complete in later part of 2006 or early part of 2007.
These developments plus the expanded purchase of cassava in
neighboring Cambodia by the existing factories in Phuoc Long province
will see the costs of cassava lower and assure its stable supply for the
Group.

Develop starch related products as another core business. After the
Group established a technical research centre in the second half of
2004, both the unit price and volume of the Group’s starch products
increased remarkably. The Group will continue to focus on the
development of the PRC, Japan and Taiwan markets in the coming
years to expand its business.

The construction of the y-PGA plant is scheduled to complete in the
second quarter of 2006. This new plant will mark the breakthrough
and advancement of the Group’s many years’ efforts and achievement
in amino acids fermentation technology and product development. It
will also help to widen the Group’s product mix and add value to the
products.
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Overall, we are optimistic about the basic market environment and the
continued strong demand for the Group’s products. As long as we are able
to remain competitive in our core business, fully taking advantage of the
production capabilities of our core products, improving control on raw
material supply, expanding new products business and consolidating our
market channels in the PRC, we expect our operational performance will
continue to improve steadily in 2006. Supported by our solid foundation
and innovation, we are confident that we can triumph over uncertainties in
the market and create new and more exciting prospects for our operations.

EMPLOYEE COMPENSATION AND TRAINING

As at 31 December 2005, the Group had a total of 3,079 employees (2004:
2,818 employees), of whom 2,429 were employed by Vietham Vedan, 193
employed by Orsan Complex in Vietnam, and 23 employed by Ve-Yu Starch
factory in Vietnam, 252 by Xiamen Mao Tai Company and 167 by Shanghai
Vedan in China, and 15 by the Taiwan Branch.

The Group’s employees are remunerated in accordance with prevailing
industry practices, the financial performance of the Group and the work
performance of employees. Other fringe benefits such as residential
insurance, medical benefits and provident fund are provided to employees
to ensure both their competitiveness and loyalty. To raise work quality and
management abilities of its employees, and to accelerate localization and
computerization of operation policies, the Group provides job rotation, in-
house training and external training courses to employees.
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