Management Discussion and Analysis

BB RO

Business Overview

In the light of rising raw material costs and sliding lysine prices, which
started in the second half of 2004, the Group's profit declined in three
consecutive half year. Since 2005, the Group has flexibly purchased raw
materials and gradually raised selling prices of products, exercising strict
cost control, the Group has turned around in the difficult market. The net
profit recorded in the first half of 2006 was US$6,061,000, representing
166% surge when compared with US$2,274,000 in the second half of
2005, and an increase of 6.7% when compared with US$5,673,000 in
the corresponding period last year. Total turover was US$141,473,000,
20.6% more than the corresponding period last year. 84.9% of the Group's
total turnover was generated from the Vietnam operations, amounting to
US$120,187,000, 18% higher than the same period last year, and that
from the China operations rose 37.4% to US$21,286,000. The growth of
turnover from the Vietnam operations was mainly the result of lifted price of
MSG and GA, and expanded GA sales accounted for the turnover growth
from the China operations.

As lysine price is still in the slump, while raw material costs, including that
for molasses, cassava and liquid ammonia continued to rise when
compared with same period of the last year, although the price of MSG
and GA were increased, overall gross profit margin still fell from 19.9% to
18.8%. However, total gross profit rose from US$23,361,000 to
US$26,588,000. Net profit margin dropped to 4.3% from 4.8% in the first
half of 2005, but total net profit slightly increased from US$5,673,000 to
US$6,051,000.

Raw material prices have significant bearing on the Group’s profit. The
Group acquired Ve-Yu Starch Factory in November last year, and more
cassava was harvested than last year. Therefore, the costs of starch and
cassava were relatively lower than that of molasses. The Group used more
starch and cassava in production in the second quarter to lower cost and
the result has been fairly satisfactory. The Group invested in Shandong
Vedan Snowflake Enterprise Co., Ltd., in December last year. The plant
commenced operation in April and has benefited growth of the Group’s

China operations.
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To raise profit, the Group effectively lowered management cost from
comparably 7.4% of its total operating turnover (US$8,647,000) in the
same period last year to 6.5% (US$9,248,000) this period. Sales cost
was also down from 6.5% of its total operating turnover (US$7,627,000)
in the same period last year to 5.2% (US$7,330,000), despite that operating
turnover had grown 20.6% during the period. This showed that the Group
had been successful in controlling cost without affecting growth of its
operating turnover. Finance cost, however, increased by US$1,045,000
in the period, approximately 63.6% higher than that of last year, due to
increase borrowing by the Group and rising US interest rates. Finance
cost increased from comparably 1.4% of the total operating turnover
(US$1,644,000) to 1.9% (US$2,689,000).

2006 is a significant year for the Group in overcoming the tough business
environment. The implementation of the Group’s strategy in the first half
vear had allowed it to combat raw material price hikes and low lysine price,
and stopped the profit slide. Some of the achievements made by the

Group during the period are as follows:

1. Secured raw material resources, namely cassava and molasses, to

stabilize production cost.

2. Adjustment of flexible production including switching part of the lysine
production line to producing GA. For the raw materials, increase
the usage of cassava starch, at the same time, also increase

production capacity and yield, resulted in cost reduction.

3. Gradually pushed for the increase of market share of modified starch

for food applications to raise added-value and profit.

4, Continued to advance leavening technology to sharpen competitive

strengths. Actively launch and promote new brand of seasonings.
5. Expanded the marketing activities in the ASEAN markets and
strengthened China market by establishing the production base of

GA fermentation.

6. Carried out BPR to prepare for launching ERP in the future.
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Business Analysis BES
Table 1: Comparison of sales of various products ®— FHEEMEEEMNLR
Unit: US$'000
B - FET
First half of 2006 First half of 2005 Change(%)
ZETNFLEYEF ZZTRFL¥F 12/ (%)
MSG KA 96,300 68.07% 84,243 71.79% 12,057 14.31%
GA Aa 16,008 11.32% 6,347 5.41% 9,661 152.21%
Lysine BEm 9,212 6.51% 10,450 8.90% (1,238) (11.85%)
Native Starch RN 1,363 0.96% 138 0.12% 1,225 887.68%
Modified Starch BHERD 7,314 517% 7,027 5.99% 287 4.08%
Seasoning RR TR R 169 0.12% - - 169 -
Specialty Chemicals FAtER 5,977 4.22% 5,457 4.65% 520 9.53%
Fertilizer and feed-use additives BB R £# 2,185 1.54% 1,292 1.10% 893 69.12%
Beverage Rt 2,315 1.64% 1,996 1.70% 319 16.98%
Others Hitb 630 0.45% 404 0.34% 226 55.94%
Total At 141,473 100% 117,354 100% 24,119 20.55%
(1)  Sales Analysis by Product (—) EmSHEDTH
MSG and GA TRAE R RSB 75

Vedan International (Holdings) Limited

The turnover of MSG and GA grew by 14.3% and 152.2% to
US$96,300,000 and US$16,008,000 respectively. The growth in
turnover was attributable to the rising of sales prices, while the
remarkable surge in turnover of GA revenue was the results of the
Group freeing some of the lysine facilities to produce GA and
Shandong Vedan Snowflake Enterprise Co. Ltd. starting to produce
GA. The proportion of contribution of MSG and GA in the Group's
total turnover slightly increased from 77.2% in the same period last

year to 79.4% this year.

Vedan Vietnam completed expansion of its MSG and GA plants in
2004 and 2005 respectively, resulting in increased production
capacities for GA and MSG to 168,000 tonnes and more than
200,000 tonnes per annum respectively. With the economic growth
in Vietnam, the demand of food consumptions increases. With the
growing market demand and growing competition, the Group will
continue to strengthen its position by expanding its distribution

channels and add warehouses in major regions to boost the
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efficiency of products delivery. Regarding export sales, we capitalized
on the geographical advantage of Vietnam and its ASEAN status to

actively expand in the ASEAN market.

In the PRC market, Shandong Vedan Snowflake commenced
operation in April. In addition to domestic sales, it also helped secure
supply of GA and MSG for Xiamen Mao Tai and Shanghai Vedan.
During the period, turnover of MSG and GA businesses in the PRC
market grew 22.8% compared with the last corresponding year.

Starch

Helped by the good weather and increasing in purchase price, the
farmers expanded cultivation of cassava. More cassava was
harvested in 2005/2006 season than in the harvest period of 2004/
2005 season. This plus the acquisition of Ve-Yu Starch Factory in
November last year, the Group was able to secure more cassava
supply substantially. Part of the purchase was used for converting
into raw materials for MSG fermentation and the remaining was used
to produce modified starch and native starch. The total turnover of
modified starch and native starch grew 4.1% and 887.7% to
US$7,314,000 and US$1,363,000 respectively. The relatively
meager rate of the former was mainly due to the Group's strategies
to focus on producing modified starch for food applications that
has higher added-value. However, as the product has more
complicated specifications and requires more technical support to
the customers, it will take longer time for the customers to adapt to
their production system. The contribution from this business was
not obvious during the review pericd. The Group expects the starch
business to achieve more satisfactory growth in the fourth quarter
this year, especially in Japan and the PRC markets. The surge in
sales of native starch came from the newly acquired Ve-Yu starch

factory.

Lyine

The price of lysine remains depressed. The Group thus freed some
of the lysine faclilities to produce GA and MSG to enhance the
Group's gross profit and turnover. During the period, turnover of
lysine amounted to US$9,212,000, a decrease of 11.9% compared
with the same period last year. The average unit sales price of lysine
only slightly reduced by 2.2% compared with the last corresponding
period and unlike the sharp plunge in the previous, indicating that

the price of the lysine may stop falling and head back on the up
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trend. The booming Viethamese economy has seen demand for BEMBKBIRERNEER - SEIERNE
poultry products in the country grows steadily. Seeing this trend, BITHES - A5G BERSmE 11
the Group has been consolidating its distribution system and working BHEREAS

to penetrate the market for long-term gains.

Specialty Chemicals FRAERER

As the economic development in Vietnam accelerates, the country's BEEMMEIEMER  TEHNENMER
demand for basic chemicals such as caustic soda and hydrochloric BRITEREERL Y ESRWABT KR - HINEA
acid has been rising rapidly. During the period, the turnover of b2 @B EF R B £ 9.5%18 11520,000
specialty chemicals amounted to US$5,977,000, up 9.5% ETT 0 BEFBS977,000%TT o FBEtAK
(US$520,000) when compared with the corresponding period last FBRIN GBI N -

year. Itis expected that the demand in the future will increase steadlly.

(2) Market Analysis (=) WHEHSH
Table 2: Comparison of sales in major markets KT BREEMGHELR
Unit: US$'000
B FET
First half of 2006 First half of 2005 Change(%)
ZETRFE¥F ZETRF LH¥F %R (%)
Vietnam e 74,765 52.8% 63,909 54.5% 10,856 17.0%
The PRC s 20,203 14.3% 16,958 14.5% 3,245 19.1%
Japan SN 28,107 19.9% 25,112 21.4% 2,995 11.9%
Taiwan =0 3,380 2.4% 1,408 1.2% 1,972 140.1%
ASEAN HEBEER 12,564 8.9% 6,158 5.2% 6,406 104.0%
Europe BRM 2,151 1.5% 2,499 2.1% (348) (13.9%)
Others E bl 303 0.2% 1,310 1.1% (1,007) (76.9%)
Total &t 141,473 100% 117,354 100% 24,119 20.6%
- Vietnam -  HEWH
In the first half of 2006, turnover from sales in this market 20065 L F M2 L5 R
amounted to US$74,765,000, accounting for 52.8% of the BREU52.8% 474,765,000 7T © t
Group's total turnover. It represented an increase of EFRFHI63,909,0005TT (54.5%) 1%
US$10,856,000 when compared with the last corresponding hN10,856,000% 7T « #AN17%EE
period, at US$63,909,000 (54.5%). The 17% growth was HI R 2R BRI R 8. 2% M A S
mainly attributable to the 8.2% and 78.7% growth sales of 78.7% + EEERE S B A60,315,0003
MSG and GA to US$50,315,000 and US$11,043,000 TTR 11,043,000 7T + 53 BlME B
respectively, accounting for 67.3% and 14.8% of the total [ U67.3% &% 14.8% + BINEFRE
turnover from the Vietnamese market. Turnover of specialty B E 88 A5 977,000 TG R
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chemicals was recorded at US$5,977,000, constituting 8.0%
of the total tumover from the market. As the Group strategically
reduced lysine production and increased GA output, turnover
of lysine business decreased by 28.4% from US$3,837,000
to US$2,748,000.

Japan

Total turnover from sales in Japan for the year reached
US$28,107,000, US$2,995,000 or 11.9% higher than the
corresponding period last year. Japan is the second largest
market of the Group, accounting for 19.9% of the total
turnover. The price of lysine continued to drop while the sales
of MSG, on the other hand, reported notable growth because
of rise in sales quantity as well as the sales price. With
Japanese customers becoming more receptive of modified
starch for food application, the market is expected to deliver

more satisfactory results in the second half of the year.

The PRC

The PRC market continued to grow robustly. It grew 31.8%
last year and 19.1% in the first half of 2006. Turnover was
US$20,203,000, an increase of US$3,245,000 when
compared with the same period last year. The growth mainly
came from the acquisition and commencement of operation
of Shandong Vedan Snowflake. Since Shandong Vedan
Snowflake has been operating for 3 months only, the synergy
from the acquisition has not yet been fully realized. The Group
expects better results in the second half. The intense
competition in the PRC's MSG market, increase in energy
costs and com price, all posed pressure on the Group's profit
and business expansion. Despite that, the management
actively raised the operational efficiency of the joint venture
company in Shandong and strengthened relationship with
suppliers so as to improve the competitiveness of its MSG
products. The Group will set up chicken essence production
line in Shanghai in the third quarter this year. This plus the
expected wider acceptance of the modified starch for food
processing in the PRC will help to widen the Group's product

mix and increase its profitability.
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ASEAN countries

ASEAN countries have been the Group's major focus.
Continuing the 54.2% growth in turnover in 2005, the Group
recorded a remarkable increase of 104% in turnover from the
market in the first half of this year from US$6,1568,000 in the
last corresponding period to US$12,564,000. The impressive
growth was mainly the result of increased sales of MSG.
Leveraging on its integrated modern production system in
Vietnam, the Group expects this state-of-art facility will help

boost the continuous penetration of the vast ASEAN market
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In the period under review, cost of molasses, cassava and liquid
ammonia continued on the up trend that started in 2004 and
increased markedly between 13% and 37%. The phenomenon led
to a rise in production cost of MSG and lysine and the increase in
selling prices was not enough for generating higher profit. Cost of
raw material has remained high since the second half of last year,

so the Group does not anticipate further sharp rise in raw material

prices. Also, the Group has stocked up on raw materials to shield

its production cost from impact of possible material costs fluctuation.

Molasses

The high price of molasses has persisted but remained stable
for about a year. In addition to expanding molasses sources,
the Group has been lowering usage of molasses and
lessening its dependence on the material by replacing it with
starch carbohydrates. \With bigger harvests of cane sugar
expected in Thailand and Vietnam this coming season and
the price of molasses in Vietnam dropping, the Group is

optimistic about keeping costs under control in the future.

Cassava

The harvest season of cassava in 2005-2006 was longer
than usual and more cassava was harvested because of
favourable weather. As a result, cassava starch cost has
remained stable. However, increased cassava harvest is
expected for 2006-2007, meaning its price may decline. This
will help to stabllize and possibly reduce cost and support

the expansion of the Group's starch business.
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- Liquid ammonia
The price of liquid ammonia is closely related to the supply of
natural gas. The persistently high energy costs in the first half
of 2006 also saw the cost of liquid ammonia standing notably
higher than that in the same period last year. However, thanks
to suppliers expanding production capacities to increase
supply, the international price of liquid ammonia has started

to show sign of softening in the third quarter of 2006.

- New sources of carbohydrates
The Group continued to develop more carbohydrate sources

o address rising raw material costs in the middle to long term.

+ Tropical sugar beet: After 1.5 year of trial cultivation,
the Group's farming experts have mastered critical
cultivation conditions for the crop and have enlarged
cultivation scope. The current plan is to transfer
experience gained at the experimental farm to farmers
in around October this year after the rainy season. If
the farmers are able to achieve the same results as
those managed in the experimental farm, massive

cultivation can begin in 2007.

+ Cormn starch and rice starch: Rice is the major raw
material for export among agricultural raw material
produced by Vietnam and the country also produces
a lot of com. To make the best use of these materials
has always been a focus of the Group's R&D effort.
Along with production of the two starches, we will see
the birth of other by-products which application will in
turn give rise to high value adding products. As these
developments will allow it to boost overall investment

retun, the Group is actively assessing their feasibility.

Plant Expansion and Construction Plans

With raw material prices started to rise since second half of 2004,
the Group adopted forceful yet prudent raw material control strategy.
In Vietnam in particular, apart from strengthening working relationship

with farmers and suppliers, the Group also added new plants and
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embarked on expanding its production capacities. In addition to

actively ascertaining raw material sources and seeking to lower cost,

it has also hastened steps of new products introduction into the

market. Related plans are as stated below:

- Vietnam

(1

The newly acquired Ve-Yu Starch Factory in Gia Lai
province has expanded daily production capacity from
60 tonnes to 100 tonnes. Depending on cassava
supply situation, daily production capacity will be raised

gradually to 150 tonnes then 200 tonnes.

Phase one of the starch factory in Ha Tinh province
has secured investment license and investment has
commenced and it is expected to start operation in
the first half of 2007.

Trial run of the Y-PGA plant is expected to complete in
the third quarter of this year and production to begin in

the fourth quarter.

- China

(1)

A value-added seasoning production line is being built
in Shanghai and will be ready for operation in the fourth

quarter.

Actively pursue addition of MSG production line at
Shandong Vedan Snowflake Enterprise Co. Ltd.
targeting for completion early next year.

Actively seek to forge strategic alliance with other

manufacturers to build a supply chain platform.

Research and Development

The Group's emphasis on R&D has been reflected in the R&D

activities undertaken and their results in the past two years. During

the period under review, it had spent 16% more on R&D than the

same period last year. The Group's different short-term and long-

term R&D projects have been in good progress.

Vedan Interational (Holdings) Limited B FHEIER (#22A%) B[R A Al

(&)

AN IR TR BRI AR -
SER TRESHRM - BEKARZIN -
EINEEHNERRB WS BERRA
BRI T

- HEE
() FEGRR (30 BMBRME
B EHBONE, K75 2 100M8,
X RREBWARZHIMBIE
T BE SRR B1600, K
F200WF /K o

@) AIERMRE —EHRERED
KEENS - IETEIBEE - FEAIR
2007 F LHFHRBIEAE
o

@  Y-PGARTEFRE=FHER
B SRAFAIFRIRALE -

- HHE
(1) LABRREBRTRERA A ER
RN BAF R FREE ©

@ TEEETIURERASEERE
PR RIERIKIGEER - 1A
REBEFHNTER

@) TEBTIRERASHE S ERRR
B HERERETS o

Tt 5% S frf 3%
SEHMERFARNER  CRARNBE
QERMBIRRB AR  5F L FfEE
A EITEGENEN - SBREEFRAY
16% ° ZiEEAMD R AT EERESIR
FHEFF o

17



Management Discussion and Analysis ontinued)

18

BEBMF RO

©)

Major focuses of the Group include improving fermentative
technology with the aim of lowering cost and developing new
products including value-added seasonings of new flavours and
new modified starch products. Pork and seafood flavour value-added
seasonings have already been launched to market and in the pipeline
are chicken, beef and mushroom flavours. As for modified starch,
in addition to the existing 80 items, the Group's R&D team has
developed 16 new items for use in food processing and other
industrial applications. The Group now has near 100-strong modified
starch portfolio and with that it can expect to achieve yet deeper
penetration of the market. At the same time, the Group plans to use
the by-products in production to create value-added products and
related R&D efforts have borne preliminary fruits.

In the medium to long run, the Group will focus on the R&D of
application of Y-PGA in agriculture, aguaculture and livestock farming,
development of new fermentation strains and pursuit of cooperation
in different technology areas with the aim of achieving breakthroughs
in creating new products, sustaining long-term growth and optimizing
the Group's production cost structure.

Financial Review

Cash flow and financial resources

As at 30 June 2006, the Group’s cash and bank savings amounted
to US$15,966,000, decreased by US$12,021,000 from that as at
the end of 2005. The decline was mainly due to the injection of
US$8,400,000 as capital into the joint venture company Shandong
Vedan Snowflake in early 2006. Our bank loans increased by
US$13,773,000 to US$93,426,000 compared with the year-end
of last year, mainly due to the substantial inventory kept amounted
to US$24,077,000. Inventory amount surged because the Group
harvested and purchased more cassava and the average unit price
of molasses was 30% higher than that of the same pericd last year.
Moreover, with the selling price of MSG set to increase on 1 June,
wholesalers ordered in advance before the end of May. Therefore,
overall inventory increased from comparably 14% of the Group’s
total turnover (US$51,993,000) in late 2005 to 19.9%
(US$76,070,000) in the period under review. Account receivable
was US$35,445,000 as at 30 June 2006, a slight 1.07% lower
than that as at the end of last year, and falling slightly from a
comparable 9.6% of the Group's total turover to 9.3%. Current
ratio dropped from 1.58 to 1.45 compared with the same period
last year, resulting from the increase in short-term loans.
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Bank loans are all in US dollars. In the period, total costs of bank
loans increased from 4.9% in 2005 to 6.3%, a result of mainly the
rising US interest rate. The proportion of medium-/long-term loans
to short-term loans was 40% to 60%. Gearing ratio (total bank loans/

shareholders fund) was 38.7%, while net gearing ratio was 32.1%.

Prospects

The next half of the year will be challenging to the Group, mainly
due to remaining-high raw materials costs and the international sales
price of lysine still suppressed. Achieving growth in the Group’s
core business, such as MSG and GA, is the most important issue.
To face the challenges in operation, enhance the Group’s

competitiveness and profitability, the management will focus on:

Business
1. Strengthen the Group’s brand and establish the brand

leadership.

2. Develop and promote new products, including value-added

seasonings and modified starch for food applications.

3. Strengthen sales system. Set up more distribution
warehouses. Enhance penetration of second and third tier

cities and towns to enlarge market share.

4. Integrate the Group’s resources and strengthen supply chain

system.

5. Strengthen the Group’s presence in the ASEAN and China
market. Consolidate sales network.

Production and R&D
1. Strengthen production technology by technical breakthrough
to take to another height. Improve quality and add value to

the products.
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2. Flexible adoption of different carbohydrates as raw material

to save production cost.

3. Accelerate the development of application technology of new

products to create added value and raise profit.

4. Continue to develop different carbohydrate substitutes to

secure stable supply of raw materials.

Finance
1. Implement strict cash flow control. Strengthen inventory
management. Focus on effectiveness of CAPEX, and increase

assets utility efficiency and current ratio.

2. Improve account payable/receivable efficiency. Enhance
effectiveness of capital utilization. Diversify capital sources to

reduce loans and capital costs.

3. Purchase of raw materials with greater flexibility and from more
diverse sources to lower costs. Continue to control costs of
sales. Management and financial expenses and reduce non-

essential expenditures.

Although the Group is facing great challenges and tough competition,
it has managed to overcome the pressures from hefty raw material
costs, price competition by enacting carefully thought of its short-/
mid- to long-term business strategies. The Group will also actively
pursue new products research and new markets penetration to

remain competitive and continues to raise profit.
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