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Superior cost control, raise TP to HK$3.30

BUY

» FYO05 results largely in line: In 2005, Kingdee reported total

revenue of RMB 529mn, up 18.7% yoy, and net profit of RMB
72.3mn, up 39.8% yoy. Top line and bottom line are largely in
line with our estimates. Service revenue accounted for 27.8%
of the total revenue, up from 26.4% in 2004. We see it as a
positive signal that service fee is receiving wider recognition
among Kingdee’s clients.

Leveraging on sales agents to enhance profitability:
Currently, Kingdee has engaged a total of over 1000 sales
agents, contributing to about 22% of the total revenue in 2005.
The change in distribution mode helped Kingdee to save direct
sales expenses largely. Along with the increasing share from
channel sales, more savings on direct sales expenses can be
seen, in our view.

Stringent control over R&D cost: The surge in R&D cost was
one of the major culprits for Kingdee's weak results in 2004,
which increased 109% yoy to RMB 54mn in 2004. Fortunately,
Kingdee’s management noticed the problem, and took strict cost
control measures. On the other hand, as Kingdee had
established an R&D team for EAS product in 2004, no
substantial recruitment or pay rise occurred during the reporting
period. As a result, R&D cost in 2005 even decreased about
6% to RMB 50.5mn, which was accounted 9.5% of the total
revenue. We believe the level should be maintained to support
Kingdee’s long-term growth.

Reiterate BUY, raise TP to HK$3.30: We raise our bottom-line
forecast for 2006 and 2007 by 4.2% and 6.5%, respectively.
Given Kingdee's strongest EPS growth prospect among its peers
we believe Kingdee can at least maintain its current 15x P/E on
FYO6E earnings. Therefore, we reiterate our BUY rating, and
raise our 12-month target price to HK$3.30, which implies 40%
upside potential.
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Earnings summary

Price performance

Year-end 31 Dec 2003A  2004A  2005A 2006F 2007F
Revenue (Rmb mn) 366 446 529 644 788
Growth (%) 24 22 19 22 22
Net Profit (Rmb mn) 59 55 72 100 133
EPS* (Rmb cent) 0.13 0.12 0.16 0.22 0.29
Growth (%) 45 (8) 35 39 33
P/E @ HK$2.35 18.8 204 15.0 10.8 8.2
DPS (Rmb cent) 0.01 0.04 0.05 0.07 0.09
Dividend yeild (%) 0.4 1.7 1.9 2.8 3.7
ROE (%) 22.6 17.5 21.9 25.8 27.9

HK$

11-05 1-06

*: Fully diluted EPS
Source: Kingdee Int., FSSL

Source: Bloomberg
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2005 results largely in line

In 2005, Kingdee reported total revenue of RMB 529mn, up 18.7% yoy, and net
profit of RMB 72.3mn, up 39.8% yoy. Top line and bottom line are largely in
line with our estimates. Revenue from software implementation services and
consulting services increased about 25% yoy, significantly faster than total
revenue. Service revenue accounted for 27.8% of the total revenue, up from
26.4% in 2004. We see it as a positive signal that service fee is receiving wider

recognition among Kingdee'’s clients.

Table 1: 2005 results comments

Year end Dec. RMB mn FYO4A  FYO5A Ch;r‘ge FYO5F D'ffeor/oences Comments

Sales of software 323.8 377.1 16.5 385.1 (2.1)  Implementation and consulting services
Software implementation 84.2 102.4 21.7 100.9 15 revenue rose significantly faster than
Consulting services 33.6 44.7 32.9 42.6 5.0 total revenue

Sales of hardware 4.3 5.1 19.1 5.0 1.9

Revenue 445.9 529.3 18.7 533.6 (0.8) GM decreased by 0.6%, due to

Cost of sales (84.7) (103.8) 22.6 (102.3) 15 increasing revenue proportion from
Gross profit 361.2 4255 178 431.3 (1.4) EAS and implementation services
VAT refund 57.3 61.1 6.6 66.7 (8.4)

Selling expenses (228.8) (256.1) 12.0 (265.5) (3.5) R&D cost decreased 6%; including
Administrative expenses (130.6)  (150.3) 15.1 (152.3) (1.3) RMB 10mn option cost and listing
Operating profit 59.2 80.1 35.3 80.3 (0.2) expenses

Financial costs (1.1) (0.4) (64.2) 0.4 n.a.

Associates (1.9) 0.1 (105.8) (0.8) n.a.

PBT 56.3 79.8 418 79.9 (0.0)

Taxation (3.3) (6.6) 97.8 (8.0) (18.0)  Effective tax rate increased to 8.2%
Minority interest (1.2) (1.0) (18.5) (1.3) (20.5)

Net profit 51.7 72.3 39.8 70.6 2.3

Profitability(%):

Gross margin 81.0 80.4 (0.6) 80.8 (0.5)  EBIT margin and Net margin improved
EBIT margin 13.3 15.1 1.9 15.1 0.1 significantly, reflecting Kingdee's strict
Net margin 11.6 13.7 2.1 13.2 0.4  cost control

Source: Company information, FSSL

Leveraging on sales agents to

enhance profitability

Currently, Kingdee has engaged a total of over 1000 sales agents, contributing
to about 22% of the total revenue in 2005. It plans to further increase the share
from channel sales to 40% by 2010. The change in distribution mode helped
Kingdee to save direct sales expenses largely. As a result, selling expenses as
a percentage of total revenue decreased to 48.4%, versus 51.3% in 2004.
Along with the increasing share from channel sales, more savings on direct
sales expenses can be seen, in our view. We believe Kingdee will continue to
leverage on this “win-win” channel strategy in order to enhance its profitability.
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Stringent control over R&D cost

The surge in R&D cost was one of the major culprits for Kingdee’s weak results
in 2004, which increased 109% yoy to RMB 54mn in 2004. Fortunately,
Kingdee’'s management noticed the problem, and took strict cost control
measures. On the other hand, as Kingdee had established an R&D team for
EAS product in 2004, no substantial recruitment or pay rise occurred during the
reporting period. As a result, R&D cost in 2005 even decreased about 6% to RMB
50.5mn, which was accounted for 9.5% of the total revenue. We believe the level
should be maintained to support Kingdee’s long-term growth.

Despite R&D cost decreased in 2005, administrative expenses (R&D cost is
included) still recorded 15% yoy growth, due to two one-off expenses: 1)
expenses incurred by the counter’s listing on the Main Board, amounted to RMB
5.1mn; 2) option expenses under the new accounting standard, amounted to
RMB 5.6mn. If we take the one-off expenses out, administrative expenses only
increased 7% yoy, much slower than that of revenue. In 2006, listing expenses
will no longer exist, and we estimate option expenses will decrease to around
RMB 3.0mn. To sum up, we expect the share of administrative expenses in
total revenue to decrease to 26% in 2006, versus 28.2% in 2005.

Raise earnings forecast

According to IDC’s forecast, China’s application software market will grow at a
CAGR of 24.3% during 2003-08. We maintain our revenue forecast and expect
Kingdee to experience around 22% annual growth in 2006-07, which is in line
with the sector growth. In light of Kingdee’s superior cost control in 2005, we
lower our selling expenses and administrative expenses forecast, and thus raise
our bottom-line forecast for 2006 and 2007 by 4.2% and 6.5%, respectively.

Table 2: Earnings forecast change

Old New Change %
Year end Dec. RMB mn
FYO06 FYO7 FYO06 FYO7 FY06 FYO7

Revenue 644.4 788.2 644.4 788.2 0.0 0.0
Gross profit 517.9 631.4 516.8 630.6 (0.2) (0.2)
Selling Expenses (317.1) (383.5) (306.1) (368.9) (3.5 (3.8)
Administrative Exp. (171.4) (205.4) (167.3) (198.6) (2.4) (3.3)
EBIT 110.7 141.0 113.0 148.3 2.1 5.2
Net profit 97.3 125.9 101.5 134.1 4.2 6.5

Reiterate BUY, raise TP to HK$3.30

Since we initiated our coverage on 9th Sept, 2005, the counter has rocketed by
over 50%. We believe the counter is still undervalued. Currently, the counter is
trading at 10.9x FYO6E EPS, which is largely lower than its global counterparts.
Comparing with UFSoft, its major competitor in China, Kingdee’s valuation is
also lagged. Given Kingdee’s strongest EPS growth prospect among its peers,
we believe Kingdee can at least maintain its current 15x P/E on FYO6E
earnings. Therefore, we reiterate our BUY rating, and raise our 12-month
target price to HK$3.30, which represents 11.3x FYO7E EPS. Our target price
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implies an upside potential of 40%.
Table 2: Valuation comparables
Compan P/E 05-07 EPS
pany FYOs  FYO6  FY07 CAGR
UFSoft 33.2 255 19.1 31.8%
SAP 35.0 29.1 24.4 19.9%
Oracle 21.1 17.3 14.9 18.9%
SSA Global 16.5 14.9 12.6 14.5%
Average 26.4 21.7 17.7
Kingdee 154 10.9 8.3 36.2%
Source: Bloomberg, Invest today for UFSoft's data, FSSL estimates
Table 2: Forward P/E band for Kingdee
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Source: Bloomberg, FSSL estimates
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Appendix: Summary of financials

Profit and Loss Statements Ratio Analysis
RMB mn, year-end Dec

FYO3A  FYO4A  FYO5A  FYO6F  FYO7F FYO3A FYO4A  FYO5A  FYO6F  FYO7F
Revenue 366 446 529 644 788 Margins
Gross profit 307 361 425 517 631 Gross Margin (%) 84% 81% 80% 80%  80%
Other income 50 56 61 71 87 EBITDA margin (%) 20% 15% 16% 18% 19%
SG&A (286)  (355)  (406)  (473)  (567) Net margin (%) 16% 12% 14% 16%  17%
Other expenses (2) (1) 0 (1) (2)
Operating profit 69 61 80 113 148 Operating Performance
Finance costs (0) (0) (0) 0 1 SG&A / revenue (%) 78% 80% 7% 73% 2%
Associates (1) (2) 0 (1) (0) Effective tax rate (%) 15% 6% 8% 10% 10%
Earning before tax 68 60 80 112 149 Dividend payout (%) 16% 9% 26% 21%  23%
Tax paid (10) (3) (7) (12) (15) Inventory turnover n.a. 1.6 1.0 0.7 05
Minority Interest 1 (1) (1) (1) (1) Payable days 19.2 25.2 332 311 290
Net profit 59 55 72 100 133 Receivable days 77.8 85.1 75.8 74.0 74.0
Depreciation 13 12 14 15 15
EBITDA 72 67 87 115 148

Financial

Growth Net debt(cash) to equity -0.55 -0.61 -0.65 0.72  -0.76
Revenue (%) 24% 22% 19% 22% 22% Revenues / total assets 0.98 0.95 1.02 1.08 1.10
EBITDA (%) 35% -6% 29% 33% 29% Total assets / equity 1.42 1.50 1.59 1.54 1.51
EPS (%) 44% -8% 35% 39% 33% Interest coverage 2,890 -10,232 -206 444 133
Balance Sheet Cash Flow Statement
RMB mn, year-end Dec RMB mn, year-end Dec

FYO3A  FYO4A  FYO5A  FYO6F  FYO7F FYO3A  FYO4A  FYOSE  FY06F FYO7F
Cash 164 215 242 296 382 Cash from Operations 112 123 134 159 184
Trade receivable 79 105 112 132 162 Finance costs (0) ()] (0) ()] 1)
Inventories 3 4 4 5 5 Tax Paid (6) (5) (7) (11) (15)
Other current assets - - - - - Operating CF 106 117 128 146 169
Current assets 246 324 358 433 549
Fixed assets 44 45 53 55 57 CAPEX (15) (16) (33) B6) (17)
Intangible assets 74 79 85 86 92 Other Investing Activities (42) (52) (35) (34) (36)
L-T investments 8 23 23 21 21 Investing activities CF (57) (69) (68) (71) (53)
Total assets 372 471 519 595 718
Short-term liabilities 44 52 45 55 67 Change in Debt (8) 4 (24) 0 0
Trade payables 3 6 96 110 127 Change in Equity 1 3 10 0 0
S-T bank loan 20 24 30 20 20 Dividends 9) (5) (19) (21) (30)
Others current liab. 44 74 18 22 27 Other Financing Activities - - - - -
Total current liab. 111 156 189 207 240 Financing activities CF (16) 2 (33) (21) (30)
L-T bank loan - -
Others - - - Chang in cash 33 51 27 54 86
Total liabilities 111 156 189 207 240
Minority interest 0 2 3 3 3 Cash at the beginning 131 164 215 242 296
Shareholders' eqt. 261 314 327 385 475 Cash at the end 164 215 242 296 382
Book value per share 0.59 0.71 0.74 0.87 1.07
Working capital 226 300 328 413 529
Source: Company information, FSSL estimates

-5-

This report may not be taken or transmitted into or distributed in the US, Canada, Japan or to any US person



First Shanghai Securities Limited March 2006

First Shanghai Securities Limited
19/F Wing On House

71 Des Voeux Road Central

Hong Kong

Tel: (852) 2522-2101

Fax (852) 2810-6789

This publication is prepared by First Shanghai Securities Limited (“FSSL”) and is intended for private circulation only. Any unauthorized use or
disclosure is prohibited. This report is solely for information purposes only and does not constitute an offer, solicitation, representation or
warranty with respect to the purchase or sale of any security. It has no regard to the specific investment objectives, financial situation or
particular needs of any specific recipient. Neither this report nor anything contained in it shall form the basis of or relied upon in connection with
any contract or commitment whatsoever. While reasonable care has been taken to ensure that the information contained herein is not untrue or
misleading at the time of publication, FSSL makes no representation as to its accuracy or completeness. Opinions expressed herein are subject
to change without notice and may differ or be contrary to opinions expressed by other subsidiaries or affiliates of FSSL as a result of using
different assumptions and criteria. Neither FSSL nor any officer or employee of FSSL accepts any liability whatsoever for any direct or
consequential loss arising from any use of this publication or its contents. FSSL and/or its affiliates may from time to time, perform investment,
advisory or other services for companies mentioned herein.
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