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BUSINESS REVIEW AND PROSPECT

The principal activities of the Group are manufacturing and trading
of multi-functional water generators, BIOenergy® products and
healthcare food products in the PRC.

The market was difficult to the Group during the financial year 2006.
The Group’s core business, multi-functional water generators,
continued to be affected by the issuance of the “Document No. 10”
(the “Document”) in which the Ministry of Health of the PRC
reproaches that some of the promotion activities for multi-functional
water generators sold in the PRC are fake and exaggerated.  Although
a more obvious recovery in sales volume of multi-functional water
generators has been seen, profit did not rally as additional effort in
sales and marketing was spent in order to re-gain confidence of
customers and franchisees.

With a more cautious consumer spending in healthcare and wellness
products, the overall performance of both multi-functional water
generators product line and BIOenergy® product line was badly
affected.

Multi-functional water generators

The production bases of the multi-functional water generators of
the Group are in Hefei ( ) (the “Hefei
Factory”), the shares of which are held as to 80% by the Group) and
the jointly controlled entity in Suzhou (the “Suzhou Factory”, the
40% owned joint venture with OSG Corporation Co., Ltd. (“OSG”).
Also, the Group imports water generators from OSG’s Japan factory
to balance the product sales mix of the Group.

Revenue of the multi-functional water generators for the year
decreased by approximately HK$39.23 million from approximately
HK$90.87 million in 2005 to approximately HK$51.64 million,
representing approximately 51.64% (2005: approximately 62.43%)
of the total revenue.

Apart from the poor market sentiment as a result of the release of
the Document, the introduction of PRC made OSG products from
the Suzhou Factory has not been taken off successfully.  Sales of
OSG products was still dominated by imported products.  At the
same time, products from the Hefei Factory has picked up steadily
after the dramatic drop of sales in July 2005.  The Group is putting
their effort in regaining confidence in the market with the
introduction of marketing programs and after sale services.  A good
example of pro-actively addressing consumer concern in the quality
of water generators was the fact that the Group has successfully
obtained the registration certificate for medical device (

) for the Hefei Factory manufactured water generators.  The
Group became one of the market leaders recognised by the PRC
relevant medical regulatory authorities.

The Group believes that this line of business can be recovered
through proper market education, quality and service control and
localising OSG products, especially with a more competitive edge
in terms of pricing and the supply of product accessories.
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BIOenergy® products

The BIOenergy® products line of the Group adopted the BIOenergy®

compound and MBF®, and the principal products are Healthy
Sleeping System, including healthy pillows, healthy mattresses,
healthy quilts and other bedroom accessories.  In September 2005,
the Group introduced a new product with a variety of compound
efficacies, “Nobel Endless Spring”, with positive market response.

The revenue of the BIOenergy® products was approximately
HK$27.20 million, dropping by approximately 39.04% as compared
with 2005 and representing approximately 27.20% of the total
turnover (2005: approximately 30.65%). The decrease was mainly
attributable to the increasing competition in the market, the delay
in new products development, the Group’s allocation of extra
resources and efforts on the business of multi-functional water
generators as well as the consequential impact of the Document on
the overall confidence of customers and franchisees. The Group is
putting concerted effort in rationalising the product line of Healthy
Sleeping System and the introduction of new BIOenergy® products
based on the improved core technology.

Healthcare food products

The overall revenue increased by approximately 107.85% to
approximately HK$16.13 million, representing approximately
16.14% of the total turnover (2005: approximately 5.33%).  Sales of
propolis has been growing steadily and there is a very good signal
in repeat orders from consumers.  The Group believes that healthcare
food and health supplement product will play a more influential
role to the growth of revenue and profit.  We shall dedicate to
identifying other healthcare food products and lining up with global
partners in expanding the product line by leveraging our existing
distribution network.  The Group expects a stable growth in the sales
of healthcare food products.

Brand name

Despite all the challenges in the market, Vitop brand positioning
has never been weakened and we are still one of the leading brands
in the healthcare and wellness market in the PRC.  This was
demonstrated by the continuous recognition of our quality and
credibility from the industry and government authorities.

During the year, after the Group’s “Vitop Healthy Sleeping System”
was granted the status of the “State Free of Inspection Product” (

) by the State General Administration of Quality
Supervision, Inspection and Quarantine of the PRC (

) in September 2004, the Group’s Vitop healthy quilts
were also granted the “China Top Brand” ( ) by the
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State General Administration of Quality Supervision, Inspection and
Quarantine of the PRC ( ) in September
2005 under the recommendation of the State Top Brand Promotion
Committee ( ).  The Group became the
third corporation in Zhuhai receiving this award.  In addition, the
Group’s Vitop trademark for BIOenergy® products was assessed as
the “China Well-known Trademark” ( ) by the State
Administration for Industry & Commerce ( )
on 31 December 2005.

With the granting of the registration certificate for medical device
to our multi-functional water generators from the PRC relevant
medical regulatory authorities in March 2006, the barrier to our
competitors in entering to this market was raised and consumer
confidence shall be regained with better quality product and service.

FINANCIAL REVIEW

Revenue and gross profit

For the fiscal year 2006, the financial performance of the Group is
unsatisfactory.  Revenue decreased by approximately 31.30% points
to approximately HK$99.99 million as compared with 2005.  The
revenue of the healthcare food products increased by approximately
107.85% to approximately HK$16.14 million, but the revenue of
the BIOenergy® products and multi-functional water generators
decreased by approximately 39.04% to approximately HK$27.20
million and approximately 43.17% to approximately HK$51.64
million, respectively, as compared with 2005.  The drop was caused
by the increasing competition in the market and the Document which
directly affected the sales performance of multi-functional water
generators and indirectly drove the distribution networks to the
sideline.

The above-mentioned market issues also caused the gross profit of
the Group for the year to decrease by 3.30% points to 45.35% from
48.65% in 2005.  The proportion of multi-functional water
generators, which contributed a lower gross profit margin,
represented approximately 51.64% of the total turnover of the Group,
out of which imported water generators with the lowest gross profit
margin represented approximately 26.49% of the total turnover of
the Group. Coupled with the direct impact of the Document, the
overall gross profit margin of multi-functional water generators
dropped by approximately 4.91% points.  The gross profit margin of
the BIOenergy® products dropped slightly by approximately 2.99%
points from 2005, as the Group offered more discount to franchisees
to cope with the intensive market environment.  Regarding the
healthcare food products, in order to compete with other propolis
products in the market, the Group adopted a low margin strategy to
stimulate sales of these products to franchisees, resulting in a drop
in gross profit margin by approximately 1.47% points from 2005.
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Net profit

Gross profit dropped by approximately HK$25.46 million from
approximately HK$70.81 million in 2005 to approximately
HK$45.35 million due to the above-mentioned reasons.  To meet
the difficult market environment, the Group adopted a number of
necessary measures, including the decision to strategically put up a
series of marketing and branding campaigns in upkeeping our brand
equity and solidifying the confidence of our customers and
franchisees, resulting in an increase in selling and distribution costs
by approximately HK$2.00 million.  Streamlining the management
structure, reducing the number of staff members and strengthening
our business planning and financial control resulted in a decrease
in administration expenses by approximately HK$3.41 million.

However, other operating expenses of the Group increased
significantly by approximately HK$16.90 million to approximately
HK$23.94 million as compared with 2005.  Major reasons are as
follows:

1. “ ”, an independent third party, began
internal evaluation of its financial position at the end of 2005
due to difficulties in operation.  It may apply for bankruptcy
where insolvency incurred, which would cause our prepaid
advertising fee of approximately HK$6.00 million (RMB6.30
million) to become uncollectible.  The Group made a
provision for the bad debt accordingly;

2. One of the franchisees of the Group closed its business during
the year due to difficulties in operation.  As a result, the Group
made a provision of approximately HK$2.78 million
(approximately RMB2.92 million) for the bad debt;

3. To cope with the difficulties caused by the worldwide
substantial increase in raw material price, the Group
purchased more finished goods as reserves in advance in the
previous financial year.  However, sales failed to reach the
expected target on the impact of the Document.  The Group
adopted consistently a more prudent provision policy on
inventory, making full provision for these obsolete and slow-
moving inventories.  Therefore, the Group made a provision
of approximately HK$7.32 million (approximately RMB7.69
million) for inventories.

Meanwhile, on 18 January 2006, the Group sold to an independent
third party the entire registered and paid-up capital of Shanghai Heng
Fai Biological Products Company Limited (“Shanghai Heng Fai”),
an indirect wholly-owned subsidiary of the Company, for a total
consideration of RMB7.50 million (equivalent to approximately
HK$7.14 million).  The principal asset of Shanghai Heng Fai is a
piece of land in Shanghai and the related construction in progress.
The Group made a provision of impairment loss of approximately
HK$1.32 million for the relevant land and the related construction
in progress accordingly.
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During the year, as operating expenses increased and gross profit
dropped as compared with 2005, the Group recorded an operating
loss of approximately HK$38.09 million (2005: operating profit of
approximately HK$3.79 million).  For the year, the profits tax of the
Group was approximately HK$0.99 million (2005: approximately
HK$0.77 million).  Meanwhile, after deducting the share of losses
of a jointly controlled entity of approximately HK$0.57 million
(2005: approximately HK$0.76 million) and the minority interests
of approximately HK$0.15 million (2005: approximately HK$0.99
million), the Group recorded a loss of approximately HK$39.92
million (2005: profit of approximately HK$1.27 million).

PLEDGE OF ASSETS AND GEARING

As at 30 June 2006, the Group’s gearing ratio, measured on the basis
of total borrowings as a percentage of total shareholders’ equity,
was approximately 7.33% (2005: approximately 0.50%), of which
the bank loans of approximately HK$3.89 million (2005:
approximately HK$0.50 million) were secured by a pledge of our
financial assets at fair value through profit or loss of HK$2.48 million
and pledged bank deposit of HK$0.02 million (2005: pledged deposit
of HK$2.5 million) and supported by a corporate guarantee executed
by the Company.

SIGNIFICANT INVESTMENT

During the year, there was no significant investment held by the
Group.

MATERIAL ACQUISITIONS AND DISPOSALS OF
SUBSIDIARIES AND ASSOCIATED COMPANIES/
JOINTLY CONTROLLED ENTITIES

During the year, the Group entered into a sale and purchase
agreement with an independent third party in relation to the disposal
of the entire registered and paid-up capital of Shanghai Heng Fai
Biological Products Company Limited (“Shanghai Heng Fai”), an
indirect wholly-owned subsidiary of the Company for a total cash
consideration of RMB7.50 million (equivalent to approximately
HK$7.14 million).  The disposal constitutes a discloseable transaction
of the Company, details  of which were disclosed in the
announcement of the Company dated 19 January 2006 and the
circular of the Company dated 9 February 2006.

Save as disclosed above, during the year, there was no other material
acquisition or disposal of subsidiaries and associated companies/
jointly controlled entities.

EMPLOYEES AND REMUNERATION POLICIES

As at 30 June 2006, the Group employed a total of 310 (2005: 387)
employees, of which 304 were deployed in the PRC (2005: 380)
and 6 (2005: 7) were deployed in Hong Kong.  The total salaries and
other remuneration (excluding directors’ emoluments) for the year
were approximately HK$18.33 million (2005: HK$16.98 million).
Remuneration packages comprised salary, mandatory provident fund,
bonus, medical allowance and share options.
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FOREIGN EXCHANGE RISK MANAGEMENT

During the year, the Group’s activities were principally denominated
in Hong Kong dollars and Renminbi.  As the exchange rate of
Renminbi against Hong Kong dollar was relatively stable during the
year, the management considers the fluctuations among these
currencies as minimal and the Group does not expose to excessive
currency fluctuation risk.

LIQUIDITY AND FINANCIAL RESOURCE

The Group financed its business operations mainly through internally
generated cash flows.  For the year under review, the net cash outflow
of the Group amounted to approximately HK$25.19 million, of which
approximately HK$14.94 million and HK$11.78 million were cash
outflow from operating activities and investment activities
respectively, and cash inflow approximately HK$1.53 million
generated from financing activities.  As at 30 June 2006, the cash
and bank balances of the Group amounted to approximately
HK$31.28 million (2005: approximately HK$42.28 million).

CONTINGENT LIABILITIES

The Group’s bank loan facility amounting to HK$5 million (2005:
HK$5 million) is supported by a corporate guarantee executed by
the Company.

Save as disclosed above, neither the Group nor the Company had
any significant contingent liabilities at the balance sheet date.

OUTLOOK AND PROSPECT

The Document continues to put pressure onto the healthcare and
wellness industry while consumers and media are more alerting to
the product offerings in this market.  Most of our competitors are
also facing similar difficult market environment and actively looking
for ways in re-vitalizing their business.

In this stage of market recovery, we believe that the Group has
competitive edges over our traditional competitors mainly gained
from the strength of our strong and reputable brand name together
with recognition from the industry, government authorities and more
importantly, our customers.  The investment we made in previous
years in branding, marketing and customer relationship management
software offer us a solid foundation to re-vitalize our business.

We believe that our dedicated product development effort and the
cooperation with our global partners and technology innovators in
the PRC are the key factors in successful rebuilding of our business.
Early success of such approach has been demonstrated in the
business line of healthcare food.  We shall continue such effort,
probably with the introduction of outside management talent, to
path our way to a bright future and further strengthen our leadership
position in the healthcare product market.
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