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SUMMARY Current Rating: Market Outperform
gﬁ?:gg: Price $ C4F.2f1; Summary and Basis of Rating:
T?VQEt $ 6.84 China Pharmaceuticals, Inc. (China Pharmaceuticals)
Fiscal Year December recently announced its financial results for the twelve
months ended December 31, 2010, with total revenue of
Revenue (in thous.) EPS* $34.18 million and net income of $8.41 million,
2008A 18,174 $ 0.84 representing a 28.0% increase and a mild 5.6% decline
2009A 26,708 S 0.95 respectively from the corresponding period in 2009.
2010A 34,185 3 bt While total revenue for 2010 was slightly ahead of our
2011E 43,483 $ 1.14 . B
2012E 55224 $ 157 upward revised forecast of $34.02 million, total net
income for was 13.8% behind our estimate. The robust
Balance Sheet Statistics (in thous. ) increase in revenue was primarily due to increased
As of Dec 31, 2010 demand for the Company’s products as a result of
Cash & Equivalent $ 4,729 management’s successful marketing strategies and
Working Capital $ 20,557 underpinned the solid growth prospects of China’s
Long-term Liab. $ - pharmaceutical industry due to the aging population,
Shareholders' Equity $ 42,533 government’s increase in healthcare expenditure and
Book Value Per Share* $ 3.70 Chinese people’s increasing health consciousness.
Shares Outstanding (in thous.)* 11,157 The weak performance in net income for 2010 was
Insider Ownership (%) 29.0 primarily due to a 166.1% jump in selling, general and
Institutional Ownership N/A administrative expenses to $9.01 million in 2010
Market Cap (in thous.) $ 47,417 compared to just $3.39 million in 2009. Elsewhere,
52-Week Rgnge ) $ 1.85-6.00 effective tax rate for 2010 was also higher at 19.2%
Averaae Dailv Tradina Vol. " compared to 16.8% in the previous year. Specifically, the
drastic increase in operating expenses was primarily due

to increased marketing, advertisement and traveling
expenses for expanding the market share of the Company’s products, as well as increased auditing and legal
expenses in associated with being a U.S. public company since February 2010. Investors should realize that
increasing advertisement and marketing expenses are vital to expand the Company’s market coverage and to
increase revenue, while a large part of the $2.2 million stock-based compensation expenses related to
professional charges for its public listing in 2010 are one-off items and will be reduced significantly in 2011.

Based on our revised earnings forecast for 2011 and our newly introduced 2012 estimate, valuation of the stock
looks very attractive both in absolute and relative prospective PERs and Price-to-book ratio relative to its peers
in China. At the current price level, China Pharmaceuticals is trading at historical 2010 PER of 5.6 times,
prospective 2011 and 2012 PER of just 3.7 times and 2.7 times respectively, as compared to the average PER of
22.6 times for 2011 and 18.0 times for 2012 for its peers. Price to book ratio for China Pharmaceuticals is at
just 1.4 times, far below the average 5.0 times for its peers. Given the Company’s debt free and cash rich
financial position should minimize the risk of the stock on the downside, we believe its current low valuation is
simply unjustified. Taking into consideration of the Company’s relatively short operating history, its small
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market capitalization and status as an illiquid stock trading on the OTC Bulletin Board market, we believe it is
appropriate to apply a very conservative 6.0 times prospective 2011 PER valuation to set our target price for
the stock, which is at approximately 73% discount to the average 2011 PER for its peers. As such, we expect a
12-month price target of $6.84 for the stock, based on our revised EPS of $1.14 for 2011. Longer term, we
believe the market will re-rate the stock to higher prospective PER of 8.0 - 10.0 times along with increasing
confidence on the Company’s management, better investors relation efforts and the prospects of moving its
listing status to other major stock exchanges. With some 61% of upside potential, we maintain our Market
Outperform rating on the stock.

Company Profile

China Pharmaceuticals, Inc., through its subsidiaries, engages in the research, development, manufacture,
packaging, marketing, and distribution of over-the-counter and prescription pharmaceutical products in the
Peoples’ Republic of China. The Company manufactures 85 pharmaceutical products in the form of capsules,
oral solutions, tablets, granules, syrups, medicinal teas, tincture, and solutions for injection, focusing on various
diseases and conditions, including viral pneumonia, hypotonicity dehydration, viral influenza, body fluid loss
and hypophosphataemia. The Company sells its products through distributors and sales representatives. China
Pharmaceuticals was founded in 1969 and is based in Xi’an City, the Peoples’ Republic of China.

Review of FY2010 Financial Results

As shown in Table 1, revenue for 2010 recorded a robust 28.0% increase to $34.18 million from $26.71 million
in 2009, primarily due to increased demand for the Company’s pharmaceutical products. Cost of goods sold
increased at a lower rate of 18.9% to $14.75 million for 2010 as compared to $12.41 million a year ago. Cost of
goods sold as percentage of sales was 43.1% for 2010, down from 46.5% for 2009, thanks to management'’s
successful price negotiation with the major suppliers for certain major raw materials. As a result, gross margin
for 2010 improved to 56.9% from 53.5% in 2009. The improvement in gross margin for 2010 during times of
general increase in raw material costs in China should be viewed as a positive indication of management’s
ability to control raw material costs and this has prompted us to expect the Company can achieve gross margin
of between 56% and 58% in 2011 and 2012.

The major woes for the 4.5% year-over-year decline in income from operation to just $10.42 million in 2010
from $10.91 million and the 5.6% year-over-year decline in net income to $8.41 million from $8.91 million in
the previous year were the significant increase in operating expenses, as well as higher effective tax rate.
Specifically, operating expenses amounted to $9.01 million for 2010, an increase of 166.1% as compared to
$3.39 million for 2009. The drastic increase in operating expenses was primarily due to sharp increase in
advertisement fees, increase in sales commission and promotional meeting fees as management increased
efforts to stimulate sales. Higher audit, legal and consulting fees as a result of being a U.S public company since
February 2010 had also bolstered operating expenses in 2010. Further review of the accounts indicated that of
the total $9.01 million of operating expenses, $2.22 million were attributable to advertisement fees and another
$2.22 million were stock-based compensation related to professional services such as advising on
merger/acquisition, regulatory filings and investors’ relations services.

Going forward, we believe management will maintain its strategy of increasing its sales commission rate and
incur higher advertisement and marketing expenses to drive revenue in the coming two years. However, given
that the positive impact of advertisement fees on driving revenue has yet to be seen, we believe management
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will take a more cautious stance on increasing such expenditure. We tentatively factor in a mild 5% increase in
advertisement fees in 2011 and an 8% increase in 2012 with a view to revise such expenditure in the second
half of this year. As for the stock-based compensation expenses related to various professional services, we
consider that a large part of such expenses related to the Company’s public listing for the first time are only one-
off items and will not incur again in the coming years. Thus, we expect total operating expenses to show a
decline of around 15% in 2011.

Effective tax rate of 19.2% in 2010 was lower than our revised estimate of 21% in our update research report in
December of last year. Based on the fact that China Pharmaceuticals enjoys a preferential tax rate of 15% due to
its status as a high-tech company in China and being a U.S. - listed corporation that would be taxed at a rate of
34%, we believe it is appropriate to assume an effective tax rate of around 20% in 2011 and 2012.

Net income for 2010 amounted to $8.41 million, down 5.6% from $8.91 million in 2009. Basic and diluted EPS
were $0.77 and $0.75 for 2010, representing larger decrease of 18.9% and 21.0% from $0.95 and $0.95
respectively in 2009 due to sale of new shares and exercise of outstanding warrants.

Overall, we consider the financial results for 2010 as weaker-than-expected, with the sharp increase in
advertisement fees, stock-based compensation related to professional services and higher sales commission
rate being the major culprits. However, investors should realize that increase in advertisement fees and higher
sales commission rate would have positive impacts on driving revenue and strengthening its market position
within the industry.

In order to have a better understanding of the Company’s financial performance and assess the trend going
forward, we believe it is necessary to analyze the financial results in the fourth quarter of 2010. For the three
months ended December 31, 2010, China Pharmaceuticals reported revenue of $8.80 million, up 5.8% from
$8.31 million in the corresponding period in 2009. Cost of goods sold rose 10.0% to $4.37 million in the fourth
quarter of 2010, as compared to $3.97 million for the same period in 2009. As such, gross profit for 4Q10 rose a
mild 2.0% to $4.43 million from $4.34 million in 4Q09. Gross margin was 50.4% for 4Q10, down from 52.3%
for 4Q09. Due to the significant 111.4% year-over-year increase in operating expenses to $2.27 million in 4Q10,
as compared to just $1.07 million in 4Q09, income from operation witnessed a drastic 33.9% decline to $2.16
million from $3.27 million a year ago. In addition, due to $0.62 million of other expenses incurred in 4Q10, as
compared to just $0.02 million in 4Q09, net income for 4Q10 dropped 44.5% to $1.44 million from $2.60 million
over the two corresponding periods.

While the above analysis of the financial results for 4Q10 appeared a bit weak on a year-over-year comparison
basis, a comparison of these results to those of 3Q10 actually showed a very positive trend. Specifically, selling,
general and administrative expenses dropped significantly to $2.27 million in 4Q10 from $4.00 million in 3Q10.
This trend has strengthened our view that further increase in advertisement and marketing expenses in 2011
and 2012 will be contained. On the other hand, gross margin at 50.4% for 4Q10 represented a significant
decline from 59.5% in 3Q10. However, management’s explanation is that the higher cost of goods sold in 4Q10
had incurred certain special cost items which the US auditor required the Company to write-off in 4Q10. Such
cost items were considered one-off charges and will not be incurred in the coming years. In the absence of any
unforeseen drastic increase in raw material costs, we believe management’s guidance of achieving a gross
margin of 58-60% in 2011 and 2012 is not overly aggressive, though we will adopt a more conservative figure
in our profit forecasts.
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Table 1. Recent Results Analysis

Source: Company data
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Financial Position

As shown in Table 2 on the next page, China Pharmaceuticals was still in a very strong financial position as of
December 31, 2010. It had $4.73 million in cash and cash equivalent and working capital of $20.56 million on
hand, compared to cash and cash equivalent of $6.69 million and $9.24 million of working capital as of
December 31, 2009. The liquidity position, as measured by the current ratio of 10.2 times and quick ratio of 9.7
times as of the end of December 31, 2010, showed sharp improvement from the current ratio of 2.8 times and
quick ratio of 2.7 times as of December 31, 2009. The Company remained in a net cash position since the end of
2009 and it had no debt outstanding as of the end of December 31, 2010, as compared to a very low total debt to
equity ratio of 8.7% as of December 31, 2009.

Looking forward, we expect the Company to remain in a very healthy financial position. This is mainly due to
sustaining increase in earnings and minimal capital expenditure ahead. The Company had completed the
addition of property and equipment related to the installation of a comprehensive air purification system in
2010. There is no further large capital expenditure committed. In the absence of any acquisitions, we do not
see any fund raising needs from the Company.

One dark spot of the Company’s balance sheet, as of December 31, 2010, is the sharp increase in account
receivables to $12.67 million from just $3.53 million in 2009, and trade receivables to $4.37 million from just
$0.71 million as of December 31, 2009. Such large amount of receivables appeared alarming as they accounted
for nearly 50% of total sales in 2010. In addition, the inventory time period has increased to 25.2 days in 2010
from 11.7 days, while accounts receivable time period nearly triple to 135.2 days in 2010 from 48.2 days in
2009. Management explained that such increases in receivables and inventory periods were in-line with the
Company’s strategy to leverage on its strong and liquid balance sheet to extend credit to its customers to bolster
sales. Specifically, new customers with good sales potential from its expanding sales points throughout China
will be provided with longer credit terms, while existing major customers with good repayment track records
will enjoy additional 1-3 months of credit terms on top of the existing 1-3 months payment terms.

Obviously, the sharp increase in account receivables was related to the Company’s new marketing policy to
increase sales, but such high level of account receivables should be closely monitored. Management indicated
that its accounting policy is to maintain reserves for potential credit losses on account receivables. The
Company will review the composition of account receivable and analyzes historical bad debts, customer
concentrations, customer credit worthiness, current economic trends and changes in customer payment
patterns to evaluate the adequacy of these reserves. We believe it is necessary to proactively evaluate the
collectability of the receivables at least quarterly. According to the standard practice of an average collection
period of 90 days for the medical industry in China, the account receivable period of 135.2 days for 2010 is a bit
high. Even though we do not expect the Company to encounter any pressure on working capital due to its
current strong balance sheet, we would welcome management to take measures to reduce its account
receivable period to below 100 days.
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Table 2. Consolidated Balance Sheet

Source: Company document

© 2011 TriPoint Global Research, LLC ¢ www.tripointglobalresearch.com
Page 6 of 15




Q T R l PO l N T China Pharmaceuticals, Inc.

@ @ GLOBAL RESEARCH By: Stanley Ng
May 9, 2011

Recent Developments

Purchase of new medicine patents - Towards the end of 2010, the Company signed a contract with Xi’an Keli,
a local pharmaceutical company to purchase two patents of medicine formulation from them. The total contract
amount was approximately $4.53 million (RMB 30 million). As of December 31, 2010, the Company paid $3.77
million (RMB 25 million) and the remaining balance of $0.76 million (RMB 5 million) will be paid upon the
Company obtaining the registration certificate of medicine. Management did not elaborate on the details of
these two medicine formulations, though our channel checks suggest one of the medicine formulations is for
treating diabetes and the other is for treating virus infection. There is no timetable for the date of completion of
the acquisition, but in aggregate, the two medicines are projected to generate annual revenue in excess of RMB
20 million. Based on an estimated net margin of 30% for the two medicines, the acquisition will provide an
annual net income contribution of RMB 6 million or 20% return on investment. For the time being, we have not
factored in any revenue and net income contribution from these two new medicines in 2011 and 2012.

Acquisition of smaller pharmaceutical companies - Other than increasing advertisement expenditure and
expanding its marketing coverage to include new sales points within China to drive sales, management is also
seeking growth through acquisition of other smaller pharmaceutical companies with good growth potential.
Our latest discussion with management led us to believe that the Company is in discussion to acquire a
pharmaceutical company in Southern China to increase its market coverage there, though management declined
to elaborate on the progress and further details of the potential acquisition.

Profit Forecast

Based on our analysis of the 2010 results announcement and discussion with management, we have made the
following revisions in our earnings forecast for 2011 and introduce our estimate for 2012:

Sales - We have slightly lowered our sales forecast for 2011 by 3.7% to $43.48 million from $45.08 million, but
this still represents a respectable 27.2% year-over-year increase from that in 2010. Even though we expect the
time-lag effect of the significant increase in advertisement fees, higher marketing expenses and higher sales
commission since the second half of 2010 would help stimulate sales beginning in 2011, we believe it is
appropriate to stay more conservative on our forecasts as a result of the Central Government’s macro-
tightening measures to curb prices to contain inflation. For 2012, we forecast a further 27.0% rise in sales to
$55.22 million, which is 10% below management’s target 30% sales growth in the coming two years.

Cost of goods sold - The Company’s cost of goods sold consisted of raw materials, workers’ salary, fuel energy,
workshop etc., of which raw materials accounted for the bulk of total cost of sales. We are pleased with
management’s success in negotiating lower prices for selected major raw materials in 2010 and we believe the
Company will be able to sustain such success in 2011 and 2012. Nevertheless, the recent escalation of inflation
rate in China has prompted us to believe that rising raw materials and labor costs will inevitably put pressure
on the Company’s gross margin. As such, we forecast total cost of goods sold will account for 43.9% of sales in
2011, compared to 43.1% in 2010. For 2012, we expect cost of goods sold to account for 42.9% of sales as
inflation in China is expected to peak in the second half of 2011, which will help alleviate upward pressure on
raw material costs.

© 2011 TriPoint Global Research, LLC ¢ www.tripointglobalresearch.com
Page 7 of 15




Q T R l PO l N T China Pharmaceuticals, Inc.

@ @ GLOBAL RESEARCH By: Stanley Ng
May 9, 2011

Gross profit - Due to sustaining increase in revenue and stable gross margin of 56.1% and 57.1% in 2011 and
2012 respectively, we forecast gross profit of the Company to increase 25.5% to $24.39 million in 2011 and rise
a more encouraging 29.3% to $31.53 million in 2012.

Selling, general and administrative expenses - Even though we believe that these expenses are necessary to
support the Company’s business expansion and will maintain at high levels in the coming years, investors
should realized that part of these expenses are professional fees related to its public listing and will not incur
again in 2011 and 2012. Specifically, the $2.2 million stock-based compensation expenses are mainly
professional fees related to the Company’s public listing. In the absence of a large part of such expenses, we
forecast total selling, general and administrative expenses to decrease 14.2% to $7.73 million in 2011 from
$9.01 million in 2010, whereas further increase in advertisement and marketing expenses is expected to drive
such operating expenses by 12.7% to $8.71 million in 2012. Due to sustaining increase in sales, we forecast
selling, general and administrative expenses as percentage of sales will decline from 26.4% in 2010 to 17.8% in
2011 and ease further to 15.8% in 2012.

After making the above revisions in assumptions, our net income forecast for 2011 is $13.15 million,
representing a downward revision of 5.4% from our previous forecast of $13.90 million but a very respectable
56.4% increase from $8.41 million in 2010. Our newly introduced net income forecast for 2012 is $18.09
million, up 37.5% from 2011. Our forecast basic and diluted EPS are $1.18 and $1.14 for 2011 and $1.62 and
$1.54 respectively for 2012.
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Table 3. Profit Forecasts

Continues on the Following Page
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(Continued) Table 3. Profit Forecasts

Note: Number of shares outstanding and EPS have been adjusted backward for the prior 5-for-6 and 1-for-3 reverse
stock split effective on June 08, 2010 and September 22, 2010 respectively

Continues on the Following Page
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(Continued) Table 3. Profit Forecasts

Source: Company document and TGR estimates
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Conclusion and Valuation

China Pharmaceuticals’ financial results for the year ended December 31, 2010, with a 28.0% year-over-year
increase in revenue to $34.18 million was in-line with our expectation though the 5.6% year-over-year decline
in net income to just $8.41 million was 13.8% behind our forecast of $9.76 million. Lower-than-expected net
income in 2010 was mainly due to significant advertisement fees, and a higher sales commission rate
introduced beginning in 3Q10 to stimulate sales. Meanwhile, the amount of stock-based compensation
expenses related to various professional consulting, audit and legal fees appeared larger than expected.
Elsewhere, the significant decline in gross margin to just 50.4% in 4Q10, compared to 58.2% to 60.0% in the
first three quarters of 2010 was mainly due to inclusion of one-off specific cost items, which the US auditor
required the Company to charge-off in the last quarter of the year. Looking forward, we are pleased to see a
positive trend in the areas of revenue growth and declining selling, general and administrative expenses on a
quarter-over-quarter basis in 4Q10. Specifically, the $2.2 million stock-based compensation expenses related to
various professional fees for the Company’s public listing in 2010 are mainly one-off items and are expected to
reduce significantly in 2011. This, along with less aggressive advertisement and marketing expenses, should
help improve operating income in 2011 and 2012.

Based on our revised earnings forecast of $13.15 million for 2011 and the newly introduced earnings estimate
of $18.09 million for 2012, valuation of the stock continues to appear very attractive. As shown in the valuation
comparison in Table 4 to follow, we continue to use several Hong Kong-listed pharmaceutical companies as
comparable peers for the valuation of China Pharmaceuticals. Most of these companies are well covered by
stockbrokers in Hong Kong, and their profit forecasts have generally been upgraded in the past few months due
to the solid fundamentals of the pharmaceutical industry in China. At the current price level, China
Pharmaceuticals is trading at historical PER of just 5.6 times, prospective 2011 and 2012 PER of just 3.7 times
and 2.7 times respectively, as compared to the average PER of 22.6 times for 2011 and 18.0 times for 2012 for
its peers. Price to book ratio for China Pharmaceuticals is at just 1.4 times, far below the average 5.0 times for its
peers. Given the Company’s debt free and cash rich financial position that should minimize the risk of the stock
on the downside, we believe its current low valuation, both in absolute and relative PER, as well as extremely
deep price-to-book discount relative to peers, is simply unjustified.

Taking into consideration of the Company’s relatively short operating history, its small market capitalization
and status as an illiquid stock trading on the OTC Bulletin Board market, we believe it is appropriate to apply a
very conservative 6.0 times prospective 2011 PER valuation to set our target price for the stock, which is at
approximately 73% discount to the average 2011 PER for its peers. As such, we expect a 12-month price target
of $6.84 for the stock, based on our revised forecast fully diluted EPS of $1.14 for 2011. Longer term, we believe
the market will re-rate the stock to a higher prospective PER of at least 8.0 - 10.0 times along with increasing
confidence on the Company management, and prospects of success on moving its listing to other major stock
exchanges. With some 61% of upside potential, we maintain our Market Outperform rating on the stock.
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Table 4. Valuation and Peers Comparison

China Pharmaceutical, Inc. CFMI.OB US$4.25 US$47.42 30.5% 5.6 i § 2.7 14 31.1%

Source: AAStocks.com; www.etnet.com.hk; TriPoint Global Research estimates
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Ratings Definitions

TriPoint Global Research's rating system is divided into five major classifications:

Market Outperform
Market Perform
Rating Suspended
Market Underperform
Avoid

Note: When measuring against the comparable market index, the index used will be the Russell 2,000
index; a small-cap stock market index featuring the bottom 2,000 stocks in the Russell 3000 Index.

1.

Market Outperform rating indicates the degree to which the analyst believes the shares are
undervalued in relation to the comparable market index and its peers. The analyst price target will
reflect belief that the performance of the stock price has the potential to be a minimum of 10% above
the comparable index. Among the factors that could cause the analyst to add a speculative
comment to the rating are the degree of financial risk represented by an investment in the shares,
the market where the stock is listed, and the trading volume. These factors will be detailed in the
report.

Market Perform rating indicates that the stock market price may follow the comparable market
index.

Rating Suspended indicates that the analyst believes there may be corporate vents, such as
announced financing or restatements of past earnings that make determination of a rating
impossible at the time.

Market Underperform indicates that the analyst regards the company’s valuation is overvalued in
relation to the comparable market index and its peers. The analyst price target will reflect belief that
the performance of the stock price has the potential to be a minimum of 10% below the comparable
index. In addition, there may be corporate events that lead to the lower performance than the
measured market index.

Avoid rating indicates that the current fundamentals of the company have certain fundamental
events that need to be addressed and corrected. The analyst believes it is prudent to stand aside
until these events are corrected. The price target for the Avoid rating is suspended.
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