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Fufeng Group
Tighten the belt one notch

to summarize...

Ticker 0546 HK

B Net profit over tripled in FY12/09A to RMB928.3m with extra fuel from g4 BUY
skyrocketed MSG price in 4Q and 250,000 tonne cheap corn procured from . (HKS) 5.86
government. Target Price (HK$) 7.08 (+21%)

B MSG market is anticipated to stay in balance in 2010 with additional ~140,000 12m Price Range (HK$) 1.05-6.55
tonnes supply solely from Fufeng. Market cap. (US$m) 1,247.1

B Both Fufeng and Eppen’s expansion will test MSG market in 2011. Daily /o (US$m) 29
Free float (%) 41.4

New synthetic ammonia plant and production base in North East China will

fortify the company’s cost advantage.
Financial summary

Year to Dec 08A  09A 10F 11F 12F
Turnover (RMBm) 3,585 4,633 6,030 6,706 7,699
Net Profit (RMBm)  294.7 928.3 943.3 844.2 920.7

B The management targets at 40%+ domestic MSG market share. We reckon
this target will be realised by 2015, accompanied by continuous market
consolidation.

®  Expected three-year average dividend yield at 4.37%. BUY unchanged with gpg (RMB) 0.178 0559 0568 0509 0.555

target price revised up to HK$7.08. PIE () 13.9 148 121 102 9.0
Supreme profit advance in FY12/09A. Revenue went up 29.2% to RMB4,632.9m. P/B (x) 262 192 171 151 134
Gross margin improved substantially by 12.2pcp to 30.2%. Consequently, net profit EV/EBITDA (x) 107 105 81 68 6.1
soared 215.0% to hit RMB928.3m. We contribute this strong growth to: Yield (%) 2.2 19 25 29 33
O Favorable market environment witnessed by rising MSG price during the period ROE (%) 185 449 353 265 249

ROCE (%) 16.6 394 264 200 191
N. Gear. (%) 20.1 111 345 551 37.6
Source: SBI E2-Capital

as well as softened raw materials costs (coal, liquid ammonia, sulphuric acid
and soy bean).

Table 1. Major price movements

FY12/08A FY12/09A Change 10F 11F 12F
(RMB/tonne) Full year 1Q 2Q 3Q 4Q Full year YoY (%) Consensus EPS (RMB) 0.616 0.750 1.060
Products Previous earnings (RMBm) 1,017.5 1,066.8 n.a.
Glutamic acid 6474 6797 6762 7,369 8534 7135 102 preyious EPS (RMB) 0613 0643 na.
MSG 6,865 6,962 6,817 7,332 9,193 7,680 11.9
Fertilizer 1,026 838 915 621 623 727 (29.1) Price performance
Xanthan gum 21,941 22,162 22,162 20,201 na. 21,120 3.7) Year to Dec 1m am  12m
Raw materials Relative to HSI (%) 456  +19.0 +234.1
coal - MSG 369 254 (31.2) Actual price changes (%) +7.5 +14.9 +409.6
coal - xanthan gum 365 228 (37.5)
corn - MSG 1,424 1,413 (0.8)
corn - xanthan gum 1,409 1,403 0.4) g R
liquid ammonia 2,700 2,209  (18.2) 55 .
sulphuric acid 923 212 (77.0) L4 I
soybean 4,354 3,512  (19.3) 3 “"-r
Source: Company data i \ ,f
Q Timely expansion of glutamic acid and MSG capacities when other major 0 W —

players kept silent. Mar-07 Sep-07 Mar-08 Sep-08 Mar-09 Sep-09 Mar-10

Table 2. Effective capacities
Source: Bloomberg

Year end Dec (tones ‘000) 07A 08A 09A 10F 11F

Glutamic acid 280 275 350 460 540
Norman Zhang

MSG 75 172 305 540 640 (852) 2533 3715

Fertilizer 490 405 460 560 660 : :
normanzhang@sbie2capital.com

Starch sweeteners 140 100 100 100 100

Xanthan gum 8 21 32 41 44

Source: Company data

QO MSG price’s sharp gain in 4Q 09 (Fufeng’s ASP jumped from RMB7,329/tonne

Please refer to important disclosures at the end of this report


mailto:normanzhang@sbie2capital.com

«<dBI

25 March 2010 E2-Capital

in 3Q to RMB9,193/tonne in 4Q)

O Procurement of 250,000 tonnes corn from the government at RMB1,570/tonne in 2H when the market price strengthened to
RMB1,800-1,900.

MSG market to remain balanced in 2010. MSG price corrected violently in 1Q, diving from peak RMB11,100/tonne in Dec 09 to below
RMB7,000/tonne in Feb and, then, rebounded to RMB7,600/tonne in Mar. According to the management, such extreme fluctuation should
be mainly due to speculation. Supply-demand wise, we see major capacity expansion within the sector still comes from Fufeng in 2010,
which will add 110,000 tonnes glutamic acid effective capacity, resulting in ~140,000 tonne net increase in MSG supply. We reckon the
market can accommodate ~150,000 extra MSG capacity each year, comprising ~100,000 tonnes from organic growth (~5% p.a.) and
~50,000 tonnes from Inefficient capacities, which are continuously ruled out by cost competition and tightening environmental regulations.
Therefore, the market supply-demand is likely to remain balanced in 2010. Accordingly, we assume the industry will maintain its normal
profitability and expect MSG price to further pick up (average at RMB7,713/tonne for the full 2010) backed by increased raw materials
costs post the financial crisis and general inflation expectation.

Over-supply is possible in 2011. For 2011, we smelled over-supply possibility. Fufeng’s new plant in North East China will contribute
~80,000 tonnes glutamic acid effective capacity (equivalent to ~100,000 tonnes MSG). Meanwhile, Eppen ( ) is building a
comprehensive processing centre (including 120,000 tonnes MSG 120,000 tonnes glutamic acid), which should launch operation by the
end-10. In order to absorb these incremental supplies, we expect MSG price will be pushed down to completely eliminate small players’
profitability and drive them out of the market.

Market share expansion at cost of short-term profitability. Fufeng intends to capture 40%+ domestic MSG market share. In view of the
company’s cost advantage, we reckon this target is feasible and estimate it can be achieved by 2015 based on the company’s historical
expansion speed (~100,000 tonne MSG capacity each year). During the process, other players, especially leading ones, will certainly
make their response. Thus, the whole market will probably stay in over-supply situation, depressing MSG price continuously. Market
concentration will largely improve after 2015 and we reckon the top three players will occupy ~90% market share. MSG market will move
into oligopoly stage and the industry’s profitability will recover.

Table 3. MSG industry estimates

Year end Dec 09A 10F 11F 12F 13F 14F 15F
Fufeng Fufeng Fufeng, Eppen, Fufeng, other Fufeng, other Fufeng, other Fufeng, other
Major expansion other players players players players players
Market equilibrium balance balance over-supply over-supply over-supply over-supply over-supply
Top 3 players' market share (%) ~45.0 ~90.0
Tier-two players' net margin (%) 9.5 8.2 2.7 0.0 0.0 0.0 0.0
Small players' net margin (%) 5.3 5.4 0.0 (2.8) (2.8) (2.8) (2.8)

Source: SBI E2-Capital

Fufeng’s attempt to further bring down production cost. We estimate Fufeng’'s MSG production cost is ~10% lower than tier-two
players (mainly located in Shandong), which constitute the company’s core competitiveness. Fufeng plans to steepen this advantage by:

Q  building in-house ammonia production capacity — a 80,000 tonnes synthetic ammonia production line will launch operation in 2011 in
Inner Mongolia. We estimate this will reduce the IM plant's ammonia cost by ~18% or overall MSG production cost by
~RMB140/tonne.

O establishing a new base (in North East China at the junction of Inner Mongolia and Heilongjiang — this new NE plant will contain
capacities of 160,000 tonnes glutamic acid, 200,000 tonnes MSG, 200,000 tonnes fertilizer and 100,000 tonnes synthetic ammonia.
Construction will start in May and operation is expected to commence in 2H 11. According to the management, corn locally is
~RMB200/tonne cheaper than which of the IM plant. Together with integrated ammonia capacity, the NE plant's MSG production cost
could be ~8.0% lower than the IM plant.

Target price revised to HK$7.08 with extra support from generous dividend. Following the adjustment in our industry assumptions, we
revised our estimates. FY12/10F and FY12/11F earnings were penciled down by 7.3% and 20.9%, respectively, to reflect: 1)
faster-than-expected correction of MSG price after it skyrocketed in 4Q 09; 2) additional capacities of 110,000 tonnes glutamic acid and
40,000 tonnes MSG from re-engineering existing facilities; 3) Eppen’s expansion (started in Dec 09), which is anticipated to break market
equilibrium in 2011. Nevertheless, we highly credit the company’s move to establish in-house ammonia capacity and construct the NE plant,
which will provide a solid ground in terms of production cost, underpinning future growth and market expansion. Meanwhile, the expected
market consolidation will reward Fufeng in long run with larger market occupancy. We maintain our BUY call on the stock. Our new target
price is HK$7.08, which is also the fair value derived from our DDM model. Given the company’s generous dividend policy (40.0% payout
ratio), which allow an arithmetic average yield of 4.37% (or 3.61% based on the target price), versus Hang Seng Utilities Index’s 3.37%, we
believe downside risk is limited.



Company Flash

<«SBI

25 March 2010 E2-Capital

Table 4. Key assumptions
Year end Dec 09A 10F 11F 12F 13F 14F 15F
Market demand (tonnes '000)

Glutamic acid 1,586 1,662 1,745 1,832 1,924 2,019 2,120

MSG 1,913 2,009 2,109 2,214 2,325 2,441 2,563
Fufeng
Effective capacity (tonnes '000)

Glutamic acid 350 460 543 622 622 702 782

MSG 305 540 640 740 740 840 940
Output (tonnes '000)

Glutamic acid 354 442 491 570 656 749 850

MSG 302 508 591 686 791 903 1,025
Market share (%)

Glutamic acid 22 27 28 31 34 37 40

MSG 16 25 28 31 34 37 40
Source: SBI E2-Capital
Table 5. P&L
Year end Dec (RMBm) 08A 09A 10F 11F 12F
Turnover 3,585.3 4,632.9 6,030.0 6,706.1 7,699.0
Cost of sales (2,941.0) (3,233.3) (4,511.2) (5,069.6) (5,909.5)
Gross profit 644.3 1,399.6 1,518.8 1,636.6 1,789.5
Other income 44.3 63.9 89.8 97.1 117.5
Selling and marketing expenses (166.4) (215.7) (280.5) (322.4) (384.4)
Administrative expenses (142.0) (194.9) (223.9) (258.4) (294.4)
Other operating expenses (12.2) (4.0) (4.0) 4.2) 4.2)
Profit from operations 368.0 1,048.8 1,100.1 1,148.8 1,224.0
Finance costs (42.7) (25.3) (29.9) (143.2) (167.3)
Profit before income tax 325.4 1,023.6 1,070.2 1,005.6 1,056.6
Income tax expenses (30.7) (95.3) (127.0) (161.4) (136.0)
Profit for the period 294.7 928.3 943.3 844.2 920.7
Attributable to:

Equity holders of the Company 294.7 928.3 943.3 844.2 920.7

Minority interests 0.0 0.0 0.0 0.0 0.0
EPS - Basic (RMB) 0.178 0.559 0.568 0.509 0.555
EPS - Diluted (RMB) 0.178 0.559 0.568 0.509 0.555
Proposed DPS (RMB) 0.088 0.232 0.227 0.203 0.222
Proposed dividend 146.3 365.7 377.3 337.7 368.3

Source: SBI E2-Capital

Major risks. unexpected price fluctuation of either end-products or raw materials; execution risk in building ammonia production line
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P&L (RMBm) 08A 09A 10F 11F 12F Cash Flow (RMBm) 08A 09A 10F 11F 12F
Year to Dec Year to Dec
Turnover 3,585.3 4,632.9 6,030.0 6,706.1 7,699.0 EBIT 365.9 1,047.3 1,098.1 1,1341 1,211.6
% chg 46.6 29.2 30.2 11.2 14.8 Depre./amort. 141.4 167.8 231.3 380.2 463.1
Gross profit 644.3 1,399.6 1,518.8 1,636.6 1,789.5 Net int. paid (40.5) (23.7) (27.8) (128.5) (155.0)

Tax paid (18.2) (25.1) (152.8) (160.7) (134.8)
EBITDA 507.3 1,215.1 1,329.3 1,514.3 1,674.7 Dividends received 0.0 0.0 0.0 0.0 0.0
Depre./amort. (141.4) (167.8) (231.3) (380.2) (463.1) Gross cashflow 4486 1,166.3 1,148.7 1,225.1 1,384.9
EBIT 365.9 1,047.3 1,098.1 1,134.1 1,211.6
Net int. income/(exp.) (40.5) (23.7) (27.8) (128.5) (155.0) Chgs. in working cap. (2.2) (590.7) (102.8) (380.3) 31.7
Exceptionals 0.0 0.0 0.0 0.0 0.0 Operating cashflow 446.4 575.6 1,045.9 8449 1,416.6
Associates
Jointly-controlled entit. Capex (405.7) (228.6) (1,400.3) (1,376.0) (716.7)
Pre-tax profit 325.4 1,023.6 1,070.2 1,005.6 1,056.6 Free cashflow 40.7 347.1 (354.4) (531.1) 699.9
Tax (30.7) (95.3) (127.0) (161.4) (136.0)
Minority interests 0.0 0.0 0.0 0.0 0.0 Dividends paid (13.5) (292.7) (388.9) (378.1) (368.0)
Net profit 2947 928.3 943.3 844.2 920.7 Net distribution to Ml
% chg 553.9 215.0 1.6 (10.5) 9.1 Investments

Disposals 4.2 4.3 0.0 0.0 0.0
Dividends (81.9) (77.8) (103.2) (122.9) (140.7) New shares 0.0 0.0 0.0 0.0 0.0
Retained earnings 212.8 850.5 840.1 721.2 780.0 Change in bank loans (60.3) 10.0 1,788.0 188.3 145.2

Others 24.8 49.3 40.7 74.1 25.0
EPS (RMB) - Basic 0.178 0.559 0.568 0.509 0.555 Net cashflow (4.1) 118.0 1,085.3 (646.7) 502.0
EPS (RMB) - F.D. 0.178 0.559 0.568 0.509 0.555
DPS (RMB) 0.088 0.232 0.227 0.203 0.222 Cash reserve - Beg. 228.8 224.7 342.7 1,428.0 781.3
No. sh.s o/s (m) - W.A. 1,660.0 1,660.0 1,660.0 1,660.0 1,660.0 Cash reserve - End. 224.7 342.7 1,428.0 781.3 1,283.4
No. sh.s o/s (m) - Y.E. 1,660.0 1,660.0 1,660.0 1,660.0 1,660.0
No. sh.s o/s (m) - F.D. 1,660.0 1,660.0 1,660.0 1,660.0 1,660.0 Interim Results (RMBm) 07A 08A 09A

Six months to Jun
Margins (%) Turnover 1,119.1 1,630.4 2,055.4
Gross 18.0 30.2 25.2 24.4 23.2 % chg 45.7 26.1
EBITDA 141 26.2 22.0 22.6 21.8
EBIT 7.0 7.0 7.0 7.0 7.0 Profit from operations 10.5 117.1 401.3
Pre-tax 9.1 22.1 17.7 15.0 13.7 Interest expenses (18.8) (22.4) (13.5)
Net 8.2 20.0 15.6 12.6 12.0 Associates

Jointly-controlled entit. 42.8

Pre-tax profit 34.5 94.7 387.8

Tax 1.7) (8.9 (33.9)

Minority interests 0.0 0.0 0.0

Net profit 32.8 85.9 353.9

% chg 161.7 312.2
Balance Sheet (RMBm) 08A 09A 10F 11F 12F
Year to Dec EPS (RMB) - Basic 0.021 0.052 0.213
Fixed assets 2,087.2 2,648.1 3,761.4 4,710.6 4,900.8 DPS (RMB) - - 0.100
Intangible assets
Other LT assets 0.4 5.2 6.2 6.9 7.9 Shareholding Structure
Cash 267.6 369.0 1,464.7 822.6 1,331.5 Shares o/s (m) %
Accounts receivable 548.4 687.8 1,201.3 1,676.5 1,924.7 Li Xuechun 786.0 47.3
Other receivables Management team 185.1 11.2
Inventories 356.3 551.0 580.6 678.1 687.7 Others 600.9 36.2
Due from related co.s 0.0 0.0 0.0 0.0 0.0 Total 1,660.0 100.0

Other current assets
Total assets

Accounts payable
Other payable

Tax payable

Due to related co.s
ST debts

Other current liab.
LT debts

Other LT liabilities
Total liabilities

Share capital
Reserves
Shareholders' funds
Minority interest
Total

Capital employed
Net (debt)/cash

2.7 0.0 0.0 0.0 0.0
3,262.5 4,261.0 7,014.3 7,894.7 8,852.6
Background
(887.5)(1,140.5)(1,591.2)(1,788.2)(2,084.5) Headquartered in Beijing, Fufeng has operations in Junan (Shandong), Baoji
(Shannxi) and Hohhot (Inner Mongolia). Principal products include glutamic acid,
monosodium glutamate (MSG) and xanthan gum, which contributed 15.6%, 48.5%
0.0 0.0 0.0 0.0 0.0 and 8.8%, respectively, of the total revenue in FY12/08A. Market shares for the three
(276.0) (418.0)(1,386.0)(L,574.3)(1,719.5) productg in 2909 were ~20% (domestic), ~10% (domestic) and ~20% (global),
67) (13.7) (202) (262) (19.6) respectively, in turns of sales volume.

(312.0) (180.0)(1,000.0)(1,000.0)(1,000.0)
(38.7) (115.1) (68.8) (91.9) (62.2)

(1,521.0)(1,867.3)(4,066.2)(4,480.5)(4,885.7) Key Ratios 08A 09A 10F 11F 12F
Net gearing (%) 20.1 111 34.5 55.1 37.6

169.0 169.0 169.0 169.0 169.0 Net ROE (%) 185 44.9 35.3 26.5 24.9
1,672.5 2,224.7 2,779.1 3,245.2 3,797.8 EBIT ROCE (%) 16.6 39.4 26.4 20.0 19.1
1,741.5 2,393.7 2,948.1 3,414.2 3,966.9 Dividend payout (%) 27.8 8.4 10.9 14.6 15.3
- - - - - Effective tax rate (%) 9.4 9.3 11.9 16.1 12.9
1,741.5 2,393.7 2,948.1 3,414.2 3,966.9 Net interest coverage (x) 9.0 44.1 39.5 8.8 7.8
A/R turnover (days) 55.4 48.7 57.2 78.3 85.4

2,329.5 2,991.7 5,334.1 5,988.5 6,686.3 A/P turnover (days) 84.4 79.9 82.7 92.0 91.8
(320.4) (229.0) (921.2)(1,751.7)(1,388.0) Stock turnover (days) 42.4 51.2 45.8 45.3 42.2
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SBI E2-Capital is a dedicated small/mid cap investment banking/ stockbrokerage house. Find our research on: shie2capital.com, thomsononeanalytics.com,
factset.com and multex.com

SBI E2-Capital stock ratings:
STRONG BUY : absolute upside of >50% over the next three months

BUY : absolute upside of >10% over the next six months
HOLD : absolute return of -10% to +10% over the next six months
SELL : absolute downside of >10% over the next six months

Investors should assume that SBI E2-Capital is seeking or will seek investment banking or other related businesses with the companies in this report.

Analyst certification: The views expressed in this report accurately reflect the analyst’s personal views of the subject securities and that the analyst has not
received and will not receive direct or indirect compensation in exchange for expressing specific recommendations or views in this report.

Disclaimer: This research report is not an offer to sell or the solicitation of an offer to buy or subscribe for any securities. The securities referred to in this report
may not be eligible for sale in some jurisdictions. The information contained in this report has been compiled by the Research Department of SBI E2-Capital
Securities Limited (‘SBI E2-Capital’) from sources that it believes to be reliable but no representation, warranty or guarantee is made or given by SBI E2-Capital
or any other person as to its accuracy or completeness. All opinions and estimates expressed in this report are (unless otherwise indicated) entirely those of
SBI E2-Capital as of the date of this report only and are subject to change without notice. Neither SBI E2-Capital nor any other person, accepts any liability
whatsoever for any loss howsoever arising from any use of this report or its contents or otherwise arising in connection therewith. Each recipient of this report
shall be solely responsible for making its own independent investigation of the business, financial condition and prospects of the companies referred to in this
report. SBI E2-Capital and their respective officers, directors and employees, including persons involved in the preparation or issuance of this report, may from
time to time (1) have positions in, and buy or sell, the securities of companies referred to in this report (or related investments); (2) have a consulting, investment
banking or broking relationship with any company referred to in this report; and (3) to the extent permitted under applicable law, have acted upon or used the
information contained or referred to in this report including effecting transactions for their own account in an investment (or related investment) in respect of any
company referred to in this report, prior to or immediately following its publication. This report may not have been distributed to all recipients at the same time.
This report is issued only for the information of and may only be distributed to professional investors and dealers in securities and must not be copied,
published, reproduced or redistributed (in whole or in part) by any recipient for any purpose. This report is distributed in Hong Kong by SBI E2-Capital. Any
recipient of this report who requires further information regarding any securities referred to in this report should contact the relevant office of SBI E2-Capital
located in such recipient’'s home jurisdiction.

Copyright © SBI E2-Capital Securities Limited 2008. All rights reserved.
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