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Exploring fashion sport in faster growing cities

» Well positioned in faster growing cities: Xtep, one of the leading
fashion sportswear players, has a strong distribution network (4,733 Xtep
stores, 332 Disney Sport stores and 50 Koling stores) in the PRC; especially
in the second and third tier cities where GDP growths are relatively faster.

» Sales grow at a CAGR of 173% during 2006-2010: Rapid stores
network expansion together with organic growth in existing stores should
further boost Xtep’'s sales growth. We estimate that the sales of Xtep will
grow at a CAGR of 173% during 2006-2010.

» Distinct products with attractive ASP: Xtep mainly offers
sportswear products with fashion and lifestyle elements, which are different
from professional sportswear products offered by others. Retail ASP of Xtep
is generally lower than that of its fashion sport competitors. We believe that
similar products with lower ASP should attract more retail consumers; in
particular, amid the financial tsunami and PRC economy slowdown.

» Good prospect from Disney Sport: By leveraging Disney's
international brand recognition and offering impressive products with
attractive selling price, Xtep can derive an extraordinary amount of profits
from the sales of Disney Sport products.

> Investment conclusion: We use PE multiple methodology to value
Xtep. Our 12 month target price of HK$ 2.55 is based on 8x 2009 forward PE,
a 20% discount to the sportswear industry’s weighted average of 10.2x 2009
forward PE. We give a 20% discount to Xtep due to its limited track record.
Moreover, Xtep is trading at 2.3x ex-cash 2009 forward PE, which is based
on RMB 0.28 EPS in 2009. We believe that this stock is undervalued and we
initiate Xtep with a Buy rating.

» Key risks: 1) Worse than expected PRC retail sales growth;2) Slower
than expected stores opening; 3)Reliance on distributors; and 4) Second and
third tier cities are getting competitive are key risks to our target price.
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Earnings Summary

Price Performance

Year end 31 Dec 2006 2007 2008E 2009E 2010E
Revenue (RMB mn) 483.6 1,364.9 2,779.5 3,430.6 4,364.8 45
Growth (%)  62.6% 182.3% 103.6% 23.4% 27.2% 4
EBIT (RMB mn) 57.0 269.4 592.5 716.2 877.0 35 \
Growth (%)  297.1% 372.4% 120.0% 20.9% 22.4% 22 LN
Net profit (RMB mn) 50.1 221.9 506.7 601.7 716.1 ) A
had N
Growth (%)  509.8% 343.1% 128.4% 18.8% 19.0% 15 oy
EPS (RMB cents) 3.4 15.1 23.3 27.7 329 1 AV
P/E (x) 46.3 10.4 6.8 57 48 05
DPS (RMB cents) 0.0 0.0 9.3 111 13.2 O ‘ ‘
. X 06/08 07/08 08/08 09/08 10/08 11/08 12/08 01/09 02/09 03/09
Dividend yield(%b) 0.0% 0.0% 5.9% 7.0% 8.3%

Source: Company information, FSSL
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Xtep, one of the
leading fashion
sportswear players,
has a strong
distribution network
in the faster growing
cities.

The PRC
sportswear market
will grow at a CAGR
of 26%.

Rapid stores
expansion plan.

Fashion sport
products with lower
ASP.

Investment thesis

Well positioned in faster growing cities

Xtep, one of the leading fashion sportswear players, has a strong
distribution network in the PRC; in particular, in the second and third tier
cities where GDP growths are relatively faster.

As at 30 June 2008, there were 4,733 Xtep branded stores, 332 Disney
Sport branded stores and 50 Koling branded stores; covering 31 provinces,
autonomous regions and municipalities in the PRC; most of which were
located in the second and third tier cities.

Accordingly to Winds, the average GDP growth in the first tier cities was
17% in 2007 vs 20% of average GDP growth in the second and third tier
cities. As Xtep is well positioned in the second and third tier cities, it should
be able to benefit from the stronger GDP growth of these cities.

Sales grow at a CAGR of 173% during 2006-2010

Xtep engages business in one of the growing industry. Euromonitor
forecasts that the PRC sportswear market will grow at a CAGR of 26% from
RMB 32.8 billion in 2006 to approximately RMB 131.2 billion by 2012. In
2007, Xtep had a market share of 3.4%.

Xtep plans to open approximately 800 and 600 additional Xtep branded
stores in 2008 and 2009; which will increase the total number of Xtep
branded stores to approximately 5,180 and 5,780 in 2008 and 2009.
Moreover, the same store sales growth of Xtep was around 25% in 2008.

Rapid stores network expansion together with organic growth in existing
stores should further boost Xtep’s sales growth. We estimate that the sales
of Xtep to grow at a CAGR of 173% during 2006-2010. The revenue were
RMB 483.6 million and RMB 1,364.9 million in 2006 and 2007 respectively
and we estimate that it will increase to RMB 2,779.5 million in 2008 (mainly
driven by mid single digit wholesale ASP growth and approximately 110%
volume growth for Xtep branded products) and to RMB 3,430.6 million in
2009 (mainly driven by double digit volume growth).

Distinct products with attractive ASP

Xtep mainly offers sportswear products with fashion and lifestyle elements,
which are different from professional sportswear products offered by other
sportswear players such as Li Ning and Anta; approximately 75%-80% of
Xtep’s products are fashion and lifestyle related, and the remaining are for
professional use.

Moreover, the retail ASP of Xtep (RMB 250 for footwear and RMB 150 for
apparel) is generally lower than that of its fashion sport competitors such as
Kappa (RMB 400 for footwear and RMB 300 for apparel).

We believe that similar products with lower ASP should attract more retail
consumers; in particular, amid the financial tsunami and PRC economy
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Leveraging an
international brand.

Cheap valuation
with net cash of
RMB 2 billion.

slowdown.

Good prospect from Disney Sport

In addition to Xtep branded products offering, the company also offers
Disney Sports branded products. This brand has only been in the PRC
market for less than 2 years, so the sales from this business are not
substantial (i.e less than 10% of total revenue).

However, we see enormous growth potential from this brand in the long run,
especially when the economy turns prosperous; provided that Xtep can
renew its license and no other party is also granted the licence. Xtep is
currently the only licensee of Disney Sport in the PRC.

Disney sport targets at the more affluent retail consumers, whose age are
between 13-18, with strong spending appetite and minimum financial
burden. Also, the design of Disney branded products are very trendy, which
are welcomed by its target group of consumers, especially the female
group. The retail ASP of Disney Sport branded products is cheaper than
comparable products offered by other brands.

Furthermore, Disney is a widely recognized brand around the world. By
leveraging its international brand recognition and offering impressive
products with attractive selling price, Xtep can derive an extraordinary
amount of profits from the sales of Disney Sport products.

Healthy balance sheet with net cash

Xtep holds approximately RMB 2 billion of net cash. Net cash per share is
around HK$ 1.05. The company is trading at 2.3x ex-cash 2009 forward
PE, which is based on RMB 0.28 EPS in 20009.
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Xtep was found in
2002 and was listed
on the HKEX in
June 2008.

Company information

Company history

In February 1999, Mr. Ding Shui Po (current chairman of Xtep) established
Sanxing Sport which primarily manufactured OEM sports footwear products
for various international brands. In 2002, Mr. Ding developed Xtep brand
and focused on this business. In 2005, Sanxing Sport ceased
manufacturing OEM products, and the entire business of Sanxing Sport
was transferred to Xtep (China) in 2006.

To achieve the mutli-brand strategy, Xtep started the businesses of Disney
Sport and Koling in 2006 and 2007 respectively. Finally, Xtep was
successfully listed on the HKEX in June 2008.

Figure 1: Timeline

1999 2002

2005 2006 2007 2008

Established Sanxing Sport Developed Xtep brand Ceased manufacuringOBM ~ Trandferred the businessof Sanxing  Developed Kolingbusiness  Xtep waslisted on HKEXin

products Soort to Xtep (Ching) Jine 2008.

Sarted Disney Sport business

Source: Company information

In 2007, Xtep had a
market share of
3.4%.

There were 4,733
Xtep branded
stores, 332 Disney
Sport branded
stores and 50
Koling branded
stores in the PRC.

Company background

Xtep is currently one of the leading fashion sportswear players in the PRC;
in particular, in the second and third tier cities. In 2007, Xtep had a market
share of 3.4%. The company mainly engages in the businesses of
manufacturing, design, development and marketing of fashion sportswear
products, such as footwear, apparel and accessories. These products are
sold under three brands: 1) Xtep brand; 2) Disney Sport brand and 3)
Koling brand. Each branded products are sold inside the respective
branded stores. For instance, Xtep branded products are sold within the
Xtep branded stores.

Extensive distribution network

Xtep has an extensive distribution network, which consists of 28 Xtep
branded distributors, 31 Disney Sport branded distributors and 30 Koling
branded distributors, covers 31 provinces, autonomous regions and
municipalities in the PRC. As at 30 June 2008, there were 4,733 Xtep
branded stores, 332 Disney Sport branded stores and 50 Koling branded
stores in the PRC. Most of these stores are operated by Xtep’s distributors
and franchisees; Xtep only self-operates 1Xtep branded store and 1 Disney
Sport branded store. Using distributors and franchisees to operate stores
can provide Xtep with an assets light business model and facilitate faster
stores expansion.

-5-

This report is not to be distributed to the US, Canada, Japan or to any US person



First Shanghai Securities Limited Mar 2009

Figure 2: Stores network of Xtep
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Geographical
exclusivity and
brand exclusivity.

Source: Company information

Each of the distributors enjoys a geographical exclusive rights to sell Xtep’s
products in its respective regions. For instance, Hunan distributor has the
sole rights to sell Xtep’s products in Hunan. Geographical exclusivity not
only increases the loyalty of distributors, but also provides incentives to
distributors to expand market share. As a result, retail consumers can enjoy
better shopping experience and Xtep can market its products more widely.

Moreover, the distributors of Xtep and Disney Sports branded products are
required to sell these branded products exclusively. Hence, they are not
permitted to sell products for another sportswear brand. This brand
exclusivity facilitates the distributors to concentrate its resources in
developing Xtep’s business. On the other hand, the distributors of Koling
are not required to sell Koling branded products exclusively.

Figure 3: Distribution network of Xtep

Brand No of distributor ~ Brand exclusive  Geographical exclusive  No of stores
Xep 28 Yes Yes 4,733
Disney Soort 31 Yes Yes 332
Koling 30 No Yes 50

Source: Company information
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Most revenue
comes from sales to
distributors.

Xtep branded sales
generated most of
the revenue.

Wholesale ASP
growth and volume
growth to drive sales
in 2008 and 2009.

Business model

Xtep mainly generates its revenue from the sales to its distributors, which
accounts for 99.6% of Xtep’s total revenue in 1H 2008. Sales to distributors
are made in the sales fairs which are hosted 4 times per year. Each sales
fair sells products related to a particular season, which will be launched in
the market 6 months later. The remaining revenue is generated from the
OEM business. The management expects to terminate the OEM business
in the near future.

Figure 4: Revenue breakdown

Revenue (RVIBin mn) 2005 2006 2007 1H 2008
Xtep brand 70.3 197.6 1,199.2 1,308.1
Footwear 67.7 156.0 725.3 662.5
Apparel 2.6 40.6 459.6 631.6
Accessories 1.0 14.3 14.1
Other brands 0.0 0.0 59.9 95.0
Footwear 0.0 0.0 0.0 0.0
Apparel 0.0 0.0 0.0 0.0
Accessories 0.0 0.0 0.0 0.0
OBEM sales 227.1 286.0 105.8 5.0
Revenue (%9 2005 2006 2007 1H 2008
Xtep brand 23.6% 40.9% 87.9% 92.9%
Footwear 22.8% 32.3% 53.1% 47.0%
Apparel 0.9% 8.4% 33.7% 44.9%
Accessories 0.0% 0.2% 1.0% 1.0%
Other brands 0.0% 0.0% 4.4% 6.7%
Footwear 0.0% 0.0% 0.0% 0.0%
Apparel 0.0% 0.0% 0.0% 0.0%
Accessories 0.0% 0.0% 0.0% 0.0%
OEM sales 76.4% 59.1% 7.8% 0.4%

Source: Company information

Looking at the sales of the three brands, sales of Xtep branded products
contributed most of the company’s branded sales in 2007 and 1H 2008
(over 90% of the branded sales).

Xtep branded sales

Xtep generates RMB 1,199.2 million and RMB 1,308.1 million from the
sales of Xtep branded products in 2007 and 1H 2008 respectively. The
wholesale average selling price (ASP) of Xtep branded footwear was RMB
69.6 and apparel was RMB 52.5. As the Xtep brand is being more widely
recognized and offers a broader range of product mix, we expect the ASP
for both categories to increase in 2008; with a 6% ASP increase for
footwear to RMB 73.8 and a 6% ASP increase for apparel to RMB 55.7.
However, we only expect a minor ASP increase (i.e1-2%) in 2009 because
of the financial tsunami and the uncertain global outlook.
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Sales growth of
Disney Sport will
mainly be driven by
volume sold.

Furthermore, Xtep is expected to add approximately 600-800 Xtep branded
stores each year in 2008 and 2009. We believe that these additional stores
together with the sales improvement of existing store will drive the volume
sold up from 10.4 million pairs of footwear and 8.8 million pieces of apparel
in 2007 to 18.2 million pairs of footwear and 21.9 million pieces of apparel in
2008. In 2009, we expect the volume sold of footwear and apparel to reach
approximately 20.6 million pairs and 25.2 million pieces.

The combined impact of both wholesale ASP increase and volume sold
increase will drive the sales of Xtep brand from RMB 1,199.2 million in 2007
to reach approximately RMB 2,563.4 million and RMB 2,965.4 million in
2008 and 2009 respectively; which represents a CAGR of 157.2% during
2007-20009.

Figure 5: Wholesale ASP and volume sold

Wholesale AP (in RVIB) 2005 2006 2007 2008E 2009E 2010E
Xtep
Footwear 70.2 82.1 69.6 73.8 75.3 75.6
Apparel 138.3 99.0 52.5 55.7 56.2 56.2
Other brands
Footwear - - 90.8 92.6 935 94.5
Apparel - - 95.6 96.1 96.6 97.0
Volume sold (mn) 2005 2006 2007 2008E 2009E 2010E
Xep
Footwear (pairs) 1.0 19 10.4 18.2 20.6 23.7
Apparel (pieces) 0.0 04 8.8 219 25.2 29.0
Other brands
Footwear (pairs) - - 0.2 0.6 15 33
Apparel (pieces) - - 04 1.2 2.6 53

Source: Company information, FSSL

Disney Sport and Koling branded sales

In addition, Xtep launched the Disney Sport and Koling branded products in
2H 2007 to achieve its multi-brand strategy. The combined sales of these
two brands were RMB 59.9 million and RMB 95 million in 2007 and 1H
2008 respectively, which accounted for less than 10% of total branded
sales.

The wholesale ASP of Disney Sport and Koling branded products was RMB
90.8 for footwear and RMB 95.6 for apparel in 2007. There were 332
Disney Sport and 50 Koling branded stores in 1H 2008. We believe that the
company will add about 250-300 new Disney Sport stores each year in
2008 and 20009.

With enhanced brand recognition and additional stores opening, we expect
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both the wholesale ASP and volume sold to increase by approximately 2%
and 200% in 2008 and by 1% and 130% in 2009 respectively. As a result,
we forecast the sales of these brands to increase to RMB 169.7 million and
RMB 392.5 million in 2008 and 2009 respectively, which represents a
CAGR of 256% during 2007-2009.

Xtep offers awide  Brands and products

range of fashion Xtep offers a wide range of fashion sportswear products, such as footwear,
Sportswear apparel and accessories, under the brand of Xtep, Disney Sport and Koling.
products. Each of these branded products carries different features and retail ASP,

and targets at different group of retail consumers.

Figure 6: Brand portfolio of Xtep

Brand Target consumers Retall A (RMIB)  Feature
Xep Mass market 100-400 Fashionable, trendy and affordable sportswear
Disney Soort Brand-conscious, 200-500 Casual and fun
trendy and more
affluent teenagers
Koling High end customers  300-800 Daring, bold and alluring style

Source: Company information

Xtep

The Xtep brand was launched in 2002 and is owned by the company itself.
The sales of Xtep branded products currently account for over 90% of the
company’s total revenue. The Xtep brand targets at the mass market, its
retail ASP ranges from RMB 100-400. This brand focuses on fashionable,
trendy and affordable sportswear.

Figure 7: Xtep brand

Source: Company information
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Disney Sport

In November 2006, Xtep entered into a Disney License Agreement with
Disney (Shanghai); which granted Xtep a non-exclusive license to design,
create, manufacture or source, and sell a range of products under the
brand of Disney Sport in the PRC; to use certain Disney trademarks and
certain Disney standard characters such as Mickey Mouse and Minnie
Mouse etc. Also, the license permits Xtep to operate physical retail stores
using the name of Disney Sport and to sell Disney Sport branded products
to retail consumers in those stores. In return, Xtep is required to pay royalty
to Disney (Shanghai), which is based on certain percentage of Disney Sport
sales. The license will expire on 31 December 2009. However, Xtep has an
option to renew the license for a further 3 years to 31 December 2012;
provided that Disney (Shanghai) is satisfied with the performance of Xtep.
We believe that Xtep is likely to have its license renewed.

The Disney Sport brand targets at more affluent teenagers who are also
brand-conscious and trendy. The retail ASP of Disney Sport branded
products is generally 20% higher than that of Xtep branded and ranges
from RMB 200-500, but is cheaper than comparable products offered by
other brands. Disney Sports brand focuses on casual and fun.

By leveraging the international brand of Disney and offering impressive
products with attractive selling price, Xtep can derive an extraordinary
amount of profits from the sales of Disney Sport products. Therefore, we
see enormous growth potential from this brand in the long run, especially
when the economy turns prosperous; provided that Xtep can renew its
license and no other party is granted the license. Xtep is currently the only
licensee of Disney Sport in the PRC.

Koling

The Koling brand was launched in 2007 and is also owned by the company
itself. This brand targets at the high end customers and, its retail ASP
ranges from RMB 300-800. This brand focuses on daring, bold and alluring
style.

Figure 8: Disney Sport and Koling brands

Source: Company information
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Most of the
production is
outsourced.

Self-production
allows Xtep to
control product
quality, enhance
cost bargaining
power and
response to
replenishment
orders and sudden
events quickly.

Strong R&D team
with overseas
experts’ connection.

Manufacturing and production

Unlike Li Ning and China Dongxiang, which outsource all of their
production, Xtep self-manufactures some of its products in its production
facilities at Quanzhou, Fujian.

The rationales of self-production include the followings: 1) to control its
product quality more effectively; 2) to gain an insight on the costs of
manufacturing, which enhance Xtep’s cost bargaining power with its
suppliers; 3) to quickly response to replenishment orders (approximately
10-15% of sales are from replenishment orders); 4) to promptly response to
sudden events such as the winning of its sponsored sport team; hence,
Xtep can immediately manufacture and sell products which relate to its
winning sport team.

In 2007, Xtep had 12 production lines each for its footwear and apparel
businesses. The maximum production capacity of footwear and apparel
were 11.5 million pairs and 1 million pieces respectively. Xtep
self-manufactured 68.8% of its footwear and 5.5% of its apparel.

The remaining production was manufactured by approximately 42 footwear,
73 apparel and 14 accessory product sub-contractors and contract
manufacturers (“suppliers”), who were mainly located in Fujian and
Guangdong, PRC. All Xtep’s accessories are outsourced for production.
The top 5 suppliers manufactured approximately 21.1%, 28.7% and 26.3%
of total outsourced production in 2005, 2006 and 2007.

Looking forward, Xtep plans to self-manufacture approximately 30% of its
total footwear and apparel products.

Figure 9: Production capacity of Xtep

2005 2006 2007
Footwear
Production lines: 8 12 12
Pairs (million) 7.9 9.5 115
Utilisation rate 98.0% 100.0% 83.0%
%of self-production 97.4% 100.0% 68.8%
Apparel
Production lines: - - 12
Pieces (million) - - 1
Utilisation rate - - 100.0%
% of self-production - - 5.5%

Source: Company information

Research and development

Xtep currently has a team of approximately 381 design and R&D experts.
Each brand has its own dedicated design and R&D experts. Xtep’s design
and R&D team launch approximately 2,000 new sportswear designs each
year; each design carries approximately 3-4 colour schemes. Furthermore,
Xtep has developed and applied the following technology to its products:
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Xtep appoints
entertainment
celebrities and
sponsors various
sport events and
sport teams to
enhance its brand
image.

DRP Management
System coverage:
25%.

nano-silver anti-bacterial chemicals (which are capable of killing 99% of the
bacteria); X-polar shock resistant technology; X-wave whirling shock
resistant technology and X DRIVER power technology.

Moreover, Xtep engages South Korea, France and other foreign companies
to collate information on the latest fashion trends and to enhance its R&D
capabilities.

Xtep increased its R&D expenses by 240% to RMB 22.5 million (1.6% of
total revenue) in 1H 2008.

Advertising and promotion

In addition to sponsoring professional sport teams, Xtep has appointed
entertainment celebrities such as: Nicolas Tse, Twins, Jolin Tsai and Wilber
Pan, who are famous singers in the PRC, to become its brand
representatives.

Since Xtep branded products target at the mass market, the appointment of
publicly known entertainment celebrities can enhance the sales of Xtep
branded products more effectively.

Besides, Xtep has sponsored various sport events such as Olympic 2008
and 11™ China National Games, and has sponsored Hunan TV and CCTV
etc to advertise its brand during the broadcast of sporting events. All of
which can enhance the brand image and position of Xtep.

Xtep spent 8% of its total revenue (i.e RMB 112.7 million) on advertising
and promotion in 1H 2008.

Management of distribution network

As at 20 June 2008, 25% of Xtep’'s stores have implemented the DRP
Management System, which enhances and strengthens the management
of distributors and terminal retailers, and allows Xtep to effectively conduct
systematic analysis of purchases by retail customers.

Moreover, Xtep requires its distributors to provide it with monthly and

quarterly performance reports, which enhances the analysis of inventory
and sales of distributors.
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SWOT Analysis

Figure 10: SWOT Analysis

Strengths

Weakness

Well positioned in faster growing cities

Sales grow at a CAGR of 192% during 2006-2009
Distinct products with attractive ASP

Good prospect from Disney Sport

Healthy balance sheet with net cash

Slower than expected stores opening
Reliance on distributors
Relative long cash conversion cycle

Opportunity

Threat

RMB 4 trillion government stimulus package
Government emphasis on boosting domestic consumption
Strong sportswear industry growth

Worse than expected PRC retail sales growth
Second and third tier cities are getting competitive

Source: FSSL
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Expect revenue to
grow at a CAGR of
173% during
2006-2010.

Financial Statement Analysis

Revenue

Xtep’s revenue grew by 174% over 1H 2007 and reached RMB 1,408
million in 1H 2008. This significant improvement was due to the company’s
successful brand promotion, the rapid stores network expansion (468
additional stores during 1H 2008) and the increase in volume sold and
wholesale ASP. For instance, the volume sold of Xtep’s branded footwear
and apparel in 1H 2008 increased by 101% and 307% respectively over 1H
2007; and the wholesale ASP for Xtep’s branded footwear and apparel also
increased by 8.9% and 16% respectively.

Xtep plans to open approximately 800 and 600 additional Xtep branded
stores in 2008 and 2009; which will increase the total number of Xtep
branded stores to approximately 5,180 and 5,780 in 2008 and 2009.
Moreover, the same store sales growth of Xtep was around 25% in 2008.

Rapid stores network expansion together with organic growth in existing
stores should further boost Xtep's sales growth. We estimate that the
revenue of Xtep will grow at a CAGR of 173% during 2006-2010. The
revenue were RMB 483.6 million and RMB 1,364.9 million in 2006 and
2007 respectively and we estimate that it will increase to RMB 2,779.5
million in 2008 (mainly driven by mid single digit wholesale ASP growth and
approximately 110% volume growth for Xtep branded products) and to RMB
3,430.6 million in 2009 (mainly driven by double digit volume growth).

Figure 11: Revenue grows at a CAGR of 173% during 2006-2010

(RMB mn)
5,000 T 173% CAGR
4500 + 4,364.8
gggg 3 430.6
3:000 £ 2,779.5
2,500 T
2,000 +
1500 4 1,364.9
1288 T 4836

an

2006 2007 2008E 2009E 2010E

B Revenue

Source: Company information, FSSL
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Gross profit margin

Expect overall gross The overall gross profit margin also increased substantially from 32.2% in

profit margin to
improve by
approximately 1%
each year from
2008 — 2010.

EBIT margin may
decline slightly due
to greater A&P and
R&D expenses.

But we expect EBIT
to grow at a CAGR
of 121.6% during
2008 — 2010.

1H 2007 to 36.8% in 1H 2008, which was caused by the increase in sales of
branded products with higher gross profit margin. Moreover, the gross profit
margin of footwear increased to 36.1% in 1H 2008 from 30.9% in 1H 2007,
due to the increase in sales of Xtep branded footwear. Furthermore, the
sales of Disney Sport and Koling branded apparel, which offer higher gross
profit margin, also enhanced the gross profit margin of apparel from 35.7%
in 1H 2007 to 37.4% in 1H 2008.

Looking forward, we expect the overall gross profit margin to improve by
approximately 1% each year from 2008 — 2010. The improvement would
mainly be due to stronger brand recognition which allows Xtep to provide
lesser discount to its distributors. Xtep currently provides the largest
discount to its distributors. Its discount is approximately 3% higher than
Anta, 10% higher than Li Ning and China Dongxiang.

Figure 12: Gross profit margin for 2007- 2010

42.0%
40.0%

28.0% ///;//"
34.0% 7/

32.0%

30.0%

2007 2008E 200SE 2010E

Overall Footwear — Apparel

Source: Company information, FSSL

EBIT margin

In 1H 2008, Xtep’s selling and distribution expenses as a percentage of
revenue was 11.3%. We expect these expenses as a percentage of sales to
increase by 1.5% each year from 2008 — 2010, as the company needs to
spend more on its advertising and promotion to further promote its brand.

We also assume that Xtep will increase its research and development
expenses as a percentage of sales gradually to further improve its products
guality and broaden its products design. Xtep spent 1.6% of its revenue on
research and development in 1H 2008.

Furthermore, we expect the administrative expenses to stay nearly flat at
approximately 4.5% over total revenue.

As a result, the increase in operating expenses may erode some of the
-15-
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Expect net income
to grow at a CAGR
of 118.8% during
2008 — 2010.

gross profit margin improvement. We expect the EBIT margin to decline
slightly from 21.3% in 2008 to 20.9% in 2009 and to 20.1% in 2010.

We forecast the EBIT to be RMB 592.5 million in 2008, RMB 716.2 million
in 2009 and RMB 877 million in 2010, which represents a CAGR of 121.6%
during 2008 — 2010.

Figure 13: EBIT grows at a CAGR of 198% during 2006-2010
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Source: Company information, FSSL

Net income

During 2008 and 2009, Xtep (China) will enjoy a 50% tax reduction and
Koling (Fujian) is fully tax exempted. Therefore, we assume an effective
tax rate of 14%, 15.5% for 2008 and 2009. In 2010, Xtep (China) and
Sanxing Sports are subject to a tax rate of 25% and Koling (Fujian) will
enjoy a 50% tax reduction; we assume the effective tax rate of 2010 to be
17.5%.

We forecast the net income to be RMB 506.7 million in 2008, RMB 601.7

million in 2009 and RMB 716.1 million in 2010, which represents a CAGR of
118.8% during 2008 — 2010.
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Figure 14: Net income grows at a CAGR of 194.5% during 2006-2010
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Source: Company information, FSSL

Expect Xtep to Dividend

Increase its Xtep declared a dividend of RMB 96.8 million (EPS- HK$ 5 cents) in 1H
dividend payout 2008, which represented a dividend payout ratio of 38%. We expect Xtep
ratio to at least will increase its payout ratio to at least 40% in 2008, 2009 and 2010 as
40%. the company has sufficient amount of cash.

We forecast the dividend to be RMB 202.7 million (EPS- HK$ 11 cents) in
2008, RMB 240.7 million (EPS- HK$ 13 cents) in 2009 and RMB 286.4
million (EPS- HK$ 15 cents) in 2010.

Improving cash Working capital

conversion cycle.  yan had the longest cash conversion cycle (94 days) in 2007 among the
sportswear players. However, it improved to 52 days in 1H 2008 (which
was in line with the industry) due to (1) shorter receivable days (as a
result of strengthening credit control and debt collection process), (2)
longer payable days (due to improved cash management control and
extension of credit payment terms to suppliers) and (3) lower inventory
turnover days (caused by increased use of contract manufacturers,
improved production, planning, procurement control and logistic
management). Xteps’s inventory turnover days, receivable days and
payable days were 58, 47 and 43 days in 1H 2008.

As Xtep becomes more mature, it is likely to further improve its cash
management control and extends its credit payment terms. We expect
the payable days to increase to about 50 days in 2008 and the cash
conversion cycle to improve to 63 days.
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Figure 15: Working capital comparison

2001 2002 2003 2004 2005 2006 2007 2008E 2009E 2010E
Xtep (1368)
Receivable days - - - - 80 109 56 60 46 46
Payable days - - - - 70 74 30 a7 52 54
Inventory days - - - - 156 133 68 50 61 61
Cash conversion cycle - - - - 166 168 94 63 54 52
Li Ning (2331)
Receivable days 14 27 29 33 a4 55 53 48 48 46
Payable days 27 67 82 79 65 70 74 70 71 72
Inventory days 73 141 143 112 84 70 70 60 60 60
Cash conversion cycle 61 101 90 66 62 55 49 38 37 34
Anta (2020)
Receivable days - - - - 55 45 38 39 39 40
Payable days - - - - 48 82 67 59 53 53
Inventory days - - - - 29 42 51 50 42 43
Cash conversion cycle - - - - 35 4 22 31 28 30
China Dongxiang (3818)
Receivable days - - - - 46 27 24 23 25 27
Payable days - - - - 102 89 75 69 74 77
Inventory days - - - - 70 70 49 46 48 48
Cash conversion cycle - - - - 14 8 2 (0] @ (#3)

Source: Company information, FSSL
*Anta 2008 data are stated as reported.

Cheap valuation
with net cash of
RMB 2 billion.

Healthy balance sheet with net cash

Xtep holds approximately RMB 2 billion of net cash. Net cash per share is
around HK$ 1.05. The company is trading at 2.3x ex-cash 2009 forward
PE, which is based on RMB 0.28 EPS in 2009.

DuPont analysis

Xtep listed on the HKEX in June 2008 and increased its equity base
significant; we expect the ROE of Xtep to decrease from 95% to 35.2% in
2008. Moreover, the assets of Xtep also increased substantially as it raised
approximately RMB 1.9 billion of cash (net proceeds) from its IPO. We
expect the asset turnover rate will decline from 3 times in 2007 to 0.8 times
in 2008. In addition, its financial leverage ratio should also improve from 3.1
times in 2007 to 1.4 times in 2008.

-18-
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Figure 16: DuPont analysis

2005 2006 2007 2008E 2009E 2010E

Xtep (1368)
ROE 6.2% 31.3% 95.0% 35.2% 21.9% 22.4%
Net profit margin 2.8% 10.4% 16.3% 18.2% 17.5% 16.4%
EBIT margin 4.8% 11.8% 19.7% 21.3% 20.9% 20.1%
Interest burden 0.6 0.9 0.9 1.0 1.0 1.0
Tax effect 0.9 1.0 0.9 0.9 0.8 0.8
Asset turnover 1.9 19 3.0 0.8 1.0 11
Financial leverage 24 2.6 31 14 12 12
Li Ning (2331)
ROE 16.9% 22.7% 30.0% 36.0% 36.4% 35.2%
Net profit margin 7.6% 9.3% 10.9% 10.4% 10.3% 10.3%
EBIT margin 11.1% 12.7% 14.0% 14.0% 13.9% 13.6%
Interest burden 1.0 1.0 1.0 1.0 1.0 1.0
Tax effect 0.7 0.7 0.8 0.7 0.7 0.8
Asset turnover 0.1 0.2 0.2 21 2.0 2.0
Financial leverage 14 14 16 16 18 17
Anta (2020)
ROE 35.4% 84.5% 24.5% 20.7% 21.8% 22.6%
Net profit margin 7.2% 11.8% 16.9% 19.3% 18.5% 18.4%
EBIT margin 7.6% 11.9% 18.9% 20.1% 19.2% 19.4%
Interest burden 1.0 1.0 1.0 1.0 11 1.1
Tax effect 1.0 1.0 11 11 0.9 0.9
Asset turnover 18 1.9 1.2 1.0 11 1.1
Financial leverage 2.7 3.7 13 11 11 11

China Dongxiang (3818)

ROE 166.2%  174.4% 23.6% 18.5% 17.4% 18.1%
Net profit margin 25.6% 35.7% 42.9% 36.4% 32.1% 31.3%
EBIT margin 27.4% 44.9% 42.4% 38.4% 37.0% 37.2%
Interest burden 1.0 1.0 11 12 11 11
Tax effect 0.9 0.8 1.0 0.8 0.8 0.8
Asset turnover 16 17 0.5 04 0.5 0.5
Financial leverage 41 29 11 11 11 11

Source: Company information, FSSL
*Anta 2008 data are stated as reported.
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Valuation

We initiate Xtep with We use PE multiple methodology to value Xtep. Our 12 month target price
a Buy rating with a of HK$ 2.55 is based on 8x 2009 forward PE, a 20% discount to the
12m TP of HK$2.55, sportswear industry’s weighted average of 10.2x 2009 forward PE. We give
based on 8x forward a 20% discount to Xtep due to its limited track record. Moreover, Xtep is

PE. trading at 2.3x ex-cash 2009 forward PE, which is based on RMB 0.28 EPS
in 2009. We believe that this stock is undervalued and we initiate Xtep with
a Buy rating.

Figure 17: Multiples of peers

Mkt cap PE EPSCAGR  PEG PB Div yield
Sockcode (HK$mn) 2007 2008E  2009E (07-095 (07-09B) 2007 2008E  2009E 2007 2008E  2009E
Sortswear
Li Ning 2331HK 10,722.3 19.7 135 10.9 134.4% 0.1 54 4.6 37 1.5% 4.2% 4.0%
Anta 2020 HK  11,279.7 15.7 111 9.5 128.8% 0.1 24 22 2.0 1.8% 5.0% 6.3%
China Dongxiang 3818HK 14,504.4 14.1 113 10.2 117.9% 0.1 2.2 1.9 17 0.5% 3.3% 3.7%
Weighted average 16.3 11.9 10.2 126.1% 0.1 3.2 2.8 2.4 4.1% 4.6% 0.0%

Footwear and apparel

Ports 589 HK  4,621.8 10.0 9.1 8.2 110.4% 0.1 43 3.6 3.0 5.9% 6.3% 6.8%
Belle 1880 HK  29,519.7 12.3 125 10.6 107.5% 0.1 22 19 17 2.1% 2.1% 2.4%
Daphne 210HK  2,2275 5.1 4.0 3.7 117.9% 0.0 1.4 11 0.9 4.2% 5.1% 5.7%
Weighted average 11.5 11.6 9.9 108.5% 0.1 2.4 2.1 1.8 2.7% 2.9% 3.2%

Department Sores

Parkson 3368 HK 18,186.4 4.7 189 16.4 53.4% 0.3 11 4.6 40 10.5% 2.5% 3.0%
Intime 1833HK  3,3254 7.6 6.6 7.6 100.0% 0.1 0.8 0.9 0.8 3.8% 4.4% 4.1%
Golden Eagle 3308 HK  7,283.7 17.0 12.0 113 123.0% 0.1 4.9 35 2.8 1.2% 2.2% 2.4%
NWDS 825HK  4,266.1 10.1 87 8.2 111.2% 0.1 5.0 1.0 1.0 0.0% 3.6% 4.0%
Maoye 848HK  3,392.3 5.8 54 45 114.0% 0.0 5.3 0.9 0.8 0.0% 11.5% 6.9%
Weighted average 8.1 13.9 12.5 84.0% 0.2 2.7 3.3 2.8 5.8% 3.6% 3.4%

Source: Bloomberg, FSSL
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PRC retail sales
growth can sustain
due to government
actions.

Reasonable and
achievable stores
expansion plan.

Xtep is well
positioned in the
second and third tier
cities.

Investment risks:

Worse than expected PRC retail sales growth

The financial tsunami and the global economic slowdown may impact the
growth of PRC to an extent greater than we expected; which may
discourage retail consumers from spending. Therefore, the growth of retail
sales may be weaker than we expected.

However, the Chinese Government has implemented a RMB 4 trillion
stimulus package and eased the monetary policy (by lowering interest rate
and Bank Reserve Requirement Ratio) to stimulate the economy, and
initiated to shift the economic growth driver from export to domestic
consumption.

Furthermore, the local governments of Hunan, Sichuan and Shangdong,
where Xtep has presence, have recently distributed consumer coupon to
local citizens to stimulate their consumption.

We believe that the PRC retail sales are able to grow strongly in the long
run because of the PRC economic growth, which will increase the
disposable income of consumers, and the Government emphasis on
boosting domestic consumption. The PRC total retail sales of consumer
goods grew 21.6% in Dec 2008 notwithstanding the financial tsunami and
the global economic slowdown.

Slower than expected stores opening

We expect Xtep to open 800 and 600 additional Xtep branded stores in
2008 and 2009 respectively, which is one of the drivers to boost the sales of
Xtep brand products. If Xtep slow down its stores expansion plan, its sales
growth maybe slower than we expected. However, we believe that Xtep’s
expansion plan is reasonable and achievable because the PRC sportswear
market is still growing (Euromonitor forecasts that the PRC sportswear
market will grow at a CAGR of 26% from RMB 32.8 billion in 2006 to
approximately RMB 131.2 billion by 2012) and Xtep is just expanding at a
pace which is in line with other players (i.e adding 600-800 stores per year).

Second and third tier cities are getting competitive
The sportswear market in the first tier cities is nearly saturated. Players

which initially focus in these cities may move into the second and third tier
cities for expansion. Hence, competition in these lower cities may become
more intensive.

We believe that Xtep is well positioned in the second and third tier cities. As
at 30 June 2008, there were 4,733 Xtep branded stores, 332 Disney Sport
branded stores and 50 Koling branded stores in the PRC; and most of
which were located in the second and third tier cities. Furthermore, Xtep is
widely known in the PRC because of the promotion of its brand
representatives and its sponsorships of various events and sport teams.

Together with the fact that it takes a significant amount of time for a brand to
establish a position in a new market, we believe that this risk is not
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Good and close
relationship with
distributors.

Improving cash

conversion cycle.

imminent.

Reliance on distributors
Xtep generates most of its sales (over 90%) from its distributors. If Xtep are

unable to retain its major distributors, its sales may be affected.

Most of the distributors have been conducting business with the chairman,
Mr Ding, for over 10years. We believe that they have maintained a good
and close relationship, and will continue to do. Furthermore, Xtep offers
better discount to its distributors (60% off retail price - Xtep vs around 50%
off retalil price - industry). As a result, retaining major distributors should not
be a problem.

Relative long cash conversion cycle

Xtep had the longest cash conversion cycle (94 days) in 2007 among the
sportswear players. It improved to 52 days in 1H 2008 due to longer
payable days and lower inventory turnover days, which was in line with the
industry. We expect the cash conversion cycle to improve in the future,
mainly driven by longer payable days.
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Appendix 1. Management profile

Name Title Years of experience Age  Background
Mr. Ding Shui Po Chairman and CEO over 20 yearsinthe 37 Mr. Ding is primarily responsible for the overall corporate strategies, planning and business
sportswear industry development of Xtep. He is currently amember of The 10th Quanzhou Gty Fujian Provincial
Committee of the Chinese People's Political Consultative Conference and the chairman of
the 3rd Executive Committee Quanzhou Footwear Chamber. He was also awarded the title of
"The Qutstanding Young Entrepreneursin Quanzhou". Mr. Ding participated in the
entrepreneurship programmes offered by Peking University and Tsinghua University in 2004
and 2006 respectively, and is currently enrolled in the BMBA programme offered by Xiamen
University.
Ms. Ding Mei Qing Executive Director and over 10 yearsin the 35 Ms. Ding is primarily responsible for the management of footwear operation, and the design
Vice President sportswear industry and technology development of Xtep. Ms. Ding participated in the entrepreneurship
programme offered by Tsinghua University in 2006. She isa sister of Mr. Ding and Mr. Ding
Ming Zhong.
Mr. Lin Zhang Li Executive Director and over 10 yearsin the 36 Mr. Lin is primarily responsible for the management of apparel business of Xtep. Mr. Lin
Vice President sportswear industry participated in the entrepreneurship programme offered by Tsinghua University in 2006. He
isthe husband of Ms. Ding and the brother-in-law of Mr. Ding and Mr. Ding Ming Zhong.
Mr. Ding MingZhong  Executive Director and over 10 yearsin the 31 Mr. Ding is primarily responsible for the management of accessories business of Xtep. Mr.
Vice President sportswear industry Ding participated in the entrepreneurship programmes offered by Peking University and
Tsinghua University in 2004 and 2006 respectively. He is a brother of Mr. Ding Shui Po and
Ms. Ding and the brother-in-law of Mr. Lin.
Mr. Ye Qi Executive Director and over 16 yearsin sales 50 Mr. Ye is primarily responsible for the overall sales and marketing business of Xtep. He also
Vice President and marketing assists the chairman with the overall corporate strategies planning and business
development of Xtep. Mr. Ye graduated from South West University with a bachelor's degree
in chemical science in 1982, and obtained a master's degree in philosophical science from
East China Normal University in 1988 and a master's degree in business administration from
China Europe International Business School in 2003.
Mr. Ho Yui Pok, CFO, company over 18 yearsin finance 42 Mr. Ho is primarily responsible for the overall financial and accounting affairs of Xtep. He
Heutherius secretary and qualified and accounting joined Xtep in September 2007. Prior to that, he was a GFO of GST Holdings Limited and was

accountant

afinancial controller of EGfounder (Holdings) Co. He also worked for an international
accounting firm as a manager previously. Mr. Ho was an associate member of both the
institute of Chartered Accountantsin England and Wales and the HKICPA. He received an
accounting degree and a management science master's degree from University of Kent at
Canterbury.

Source: Company information
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Appendix 2: Shareholders and corporate structure

The Ding’s family currently holds approximately 64.6% of Xtep, and Carlyle
Funds (the second largest shareholder) holds approximately 9.5% of the
company. The remaining 25.9% are held by the public.

Moreover, Xtep fully owns the following subsidiaries: Sanxing Sports (PRC),
Xtep (China) (PRC), Xtep Jinjiang (PRC) - which wholly owns Xtep Xiamen
(PRC), and Koling (Fujian) (PRC).

Figure 18: Shareholders and corporate structure

Carlyle Funds DING Shui Po Others
Family
3.5%

B4 B% a5 0%,

Xtep International Holdings Limited cayman iards)
Stock Code: 1368 HK

100% 100% 100% 100%

Sanxing Sports Xlep (China) Xtap Jinjian Koling (Fuji
e

Xiep Xiamen
(PRC)

Source: Company information, bloomberg
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Financial Summary

Income Statement

Ratio analysis

2006 2007 2008E  2009E  2010E 2006 2007 2008E  2009E  2010E
Revenue 483.6 13649 27795 3,430.6 4,364.8 Profitability
Gross profit 136.1 4431 1,030.3 1,309.7 1,697.6 Gross profit margin (%) 281% 325% 37.1% 382% 38.9%
Other income 1.0 4.4 6.9 103 131 EBITDA margin (%) 131% 204% 22.0% 222% 21.6%
Operating expense (73.8) (161.6) (444.7) (603.8) (833.7) EBIT margin (%) 11.8% 19.7% 21.3% 20.9% 20.1%
EBITDA 63.2 2779 6101 7613 943.6 Net income margin(%) 104% 16.3% 18.2% 175% 16.4%
Depre.& Amort. (5.5) (8.0) (17.6) (45.2) (66.6)
EBIT 570 2694 5925  716.2 877.0 Operation
Net interest income (expense) 6.9 (14.2) (3.4 4.1) (9.0 SG&AIrevenue(%) 153% 118% 16.0% 17.6% 19.1%
Associate company Effective tax rate (%) 0.0% 131% 14.0% 155% 17.5%
EBT 50.1 2552 589.2 7121 868.0 Inventory turnover (days) 133 68 60 61 61
Tax (0.0) (33.3) (825 (110.4) (1519 Trade receivables (days) 109 56 47 46 46
Minority interest 0.0 0.0 0.0 0.0 0.0 Trade payables (days) 74 30 50 52 54
Net income 501 2219 506.7 6017 716.1

Financial

Growth Debt to equity 12 05 0.1 0.1 0.1
Revenue (%) 62.6% 182.3% 103.6% 23.4% 27.2% Financial leverage 2.62 3.05 1.44 1.24 124
EBITDA (%) 2245% 339.5% 119.5% 24.8%  23.9% ROA 11.9% 311% 245% 17.6% 18.1%
EBIT (%) 297.1% 372.4% 120.0% 20.9%  22.4% ROE 31.3% 95.0% 352% 21.9% 22.4%
Net income (%) 509.8% 343.1% 128.4%  18.8%  19.0% Dividend yield (%) 00% 00% 59% 7.0% 83%
Balance Sheet Cash Flow Statement

2006 2007 2008E  2009E  2010E 2006 2007 2008E  2009E  2010E
Cash 222 2150 22354 22757 26744 EBIT 570 2694 5925 7162 877.0
Trade receivables 188.0 2344 4569 57138 727.5 Depre.& Amort. 5.5 8.0 17.6 45.1 66.6
Inventory 1514 1935 2875 3535 4445 Chg in working capital (84.3) (128.3) (132.8) (118.3) (154.3)
Other current assets 534 1320 1012 1012 101.2 Others (34.7) (121.8) 0.0 0.0 0.0
Total current assets 4149 7749 3,081.0 13,3022 39476 Cash flow from operations (56.5) 273 4774 6430 7893
Fixed assets 74.8 96.6 1290 2839 317.2
Intangible assets 0.4 0.3 0.3 0.3 0.3 Capex (27.4)  (33.2) (200.0) (400.0) (150.0)
Other non current assets 323 318 22.1 22.1 221 Others (14.8) 232 0.0 0.0 0.0
Total assets 5224 9035 32324 3,6085 42872 Cash flow from investing
Trade payables 95.6 559 2396 3022 394.6 Net chg in debt 107.8  (41.0) 0.0 0.0 0.0
Short term loans 1970 1160  200.0  200.0 200.0 Net chg in equity 0.0 09 18724 0.0 0.0
Other current liabilities 425 2034 1948 2043 2085 Dividends 0.0 0.0 (129.5) (202.7) (240.7)
Total current liabilities 3350 4058 6344  706.5 803.1 Others 52 2299 0.0 0.0 0.0
Long term loans 0.0 0.0 0.0 0.0 0.0 Cash flow from financing 1129 1899 17430 (202.7) (240.7)
Other non current liabilities 00 2179 0.0 0.0 0.0
Total liabilities 3350 6237 6344 7065 803.1 Net chg in cash 78 1928 2,020.3 404  398.6
Minority interest 0.0 0.0 0.0 0.0 0.0

Cash balance (beg) 14.4 222 2150 2,2354 272757

Total shareholders' equity 1874 2798 25979 2,902.0 3,484.1 Cash balance (end) 222 2150 2,235.4 22757 26744

Source: Company information, FSSL
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