KFC HOLDINGS (MALAYSIA) BHD (65787-T)

NOTES TO THE INTERIM FINANCIAL STATEMENTS

1. Basis of Preparation

The interim financial report is unaudited and has been prepared in accordance with FRS 134  “Interim Financial Reporting” and paragraph 9.22 of the Bursa Malaysia Securities Berhad (“Bursa Securities”) Listing Requirement and should be read in conjunction with the Group’s audited financial statement for the year ended 31 December 2005.

The accounting policies and presentation adopted by the Group in this interim financial report are consistent with those adopted in the annual financial statements for the financial year ended 31 December 2005.

2. Status on Qualification of Audited Financial Statements

The audit report of the Group’s preceding year financial statement was not qualified.

3. Seasonality or Cyclicality of Operations

The Group’s performance is generally affected by seasonal factors such as school holidays and festive seasons.

4. Unusual Items affecting Assets, Liabilities, Equity, Net Income or Cash flows

There was no unusual item affecting assets, liabilities, equity, net income or cash flows during the financial period.

5. Changes in Accounting Estimates

There were no changes in estimate of amount reported in prior interim period or financial year that have a material effect in the current financial quarter for the current financial period.

6. Debt and Equity Securities

There was no issuance, cancellation, repurchases, resale and repayment of debt and equity securities during the quarter.

The number of warrants outstanding as at 30 June 2006 was 37,350,630.  Each warrant entitles the holder the right to subscribe for a new ordinary share of RM1.00 each in the Company at an exercise price of RM9.50 per share.  The warrants expired on 7th August 2006.  The trading of the warrants was suspended on 21st July 2006 in order to facilitate the expiry and final exercise of the warrants.  

The expired warrants were removed from the Official List of Bursa Securities with effect from 8 August 2006.  

7. Dividends Paid

No dividend payments were made during the financial period.

8. Segmental Information

	
	6 months ended             
	
	6 months ended

	
	30-June-06
	
	30-June-05

	
	
	
	Operating
	
	
	
	Operating

	RM’million
	Revenue
	
	Profit
	
	Revenue
	
	Profit/(Loss)

	KFC Malaysia & Brunei
	421.3
	
	52.8
	
	401.3
	
	37.0

	KFC Singapore
	131.3
	
	2.6
	
	124.1
	
	1.1

	KFC Restaurants
	552.6
	
	55.4
	
	525.4
	
	38.1

	Integrated Poultry
	136.1
	
	4.6
	
	165.5
	
	10.0

	Ancillary
	35.1
	
	0.8
	
	32.3
	
	(1.8)

	Consolidated Total
	723.8
	
	60.8
	
	723.2
	
	46.3


	
	3 months ended             
	
	3 months ended

	
	30-June-06
	
	30-June-05

	
	
	
	Operating
	
	
	
	Operating

	RM’million
	Revenue
	
	Profit
	
	Revenue
	
	Profit/(Loss)

	
	
	
	
	
	
	
	

	KFC Malaysia & Brunei
	217.2
	
	28.2
	
	203.8
	
	19.5

	KFC Singapore
	67.7
	
	2.1
	
	59.8
	
	0.6

	KFC Restaurants
	284.9
	
	30.3
	
	263.6
	
	20.1

	
	
	
	
	
	
	
	

	Integrated Poultry
	67.3
	
	2.8
	
	81.4
	
	5.9

	Ancillary
	18.6
	
	0.4
	
	14.7
	
	(1.0)

	Consolidated Total
	370.8
	
	33.5
	
	359.7
	
	25.0


9. Valuation of Property, Plant and Equipment

The valuation of property, plant and equipment has been brought forward without amendment from the financial statements for the year ended 31 December 2005 except for two properties which have been reclassified from Assets Held For Sale to Property, Plant and Equipment.  This is due to the Group’s plan to utilize the said properties for business expansion purposes.  Arising from this reclassification, a revaluation surplus of RM4.165 million (net of tax) was credited to equity.

10. Material Events subsequent to the end of the current quarter

There were no material events subsequent to the end of the current quarter.

11. Changes in the Composition of the Group

There is no change in the composition of the Group during the current quarter.

12. Changes in Contingent Liabilities and Contingent Assets

Since the last Balance Sheet date, there were no material changes in contingent liabilities and contingent assets.

13. Capital Commitments

Capital commitments not provided for in the financial statements as at 30 June 2006 are as follows:-

	
	
	
	RM’000

	
	
	
	

	(a)
	Capital expenditure:
	Property, plant and equipment
	

	
	
	-  approved and contracted for
	681

	
	
	-  approved but not contracted for
	66,698

	
	
	
	67,379

	
	
	
	

	(b)
	Non-cancellable Operating Lease Commitments – Group as Lessee
	144,634


14. Review of the Performance of the Company and its Principal Subsidiaries

The Group’s Revenue for the six months ending 30th June 2006 was RM723.8 million compared to RM723.2 million for the same period last year.  The KFC Restaurant Segment achieved a 5.2% revenue growth to RM552.6 million (2005: RM525.4 million) while the Integrated Poultry Segment revenue reduced by 17.8% to RM136.1 million versus RM165.5 million for prior year.

Notwithstanding the flat revenue growth, the Group has managed to record an almost two fold increase in Profit Before Taxation of RM60.8 million compared to a loss of RM61.6 million for 2005.  Excluding the one off charge of RM106.4 million in 2005 due largely to impairment losses on properties, the Group has achieved a commendable 31% increase in year-on-year profitability.

Revenue

The Group's Revenue for the six months improved primarily as a result of the effective KFC marketing programs which negated some of the adverse impact from Avian Flu. The integrated poultry revenue was adversely affected by the Avian Flu and the rationalization of Ayamas store portfolio.

Profitability

(a)
KFC Restaurants Segment

The 45.5% improvement in operating profit to RM55.4 million (2005: RM38.1 million) is primarily attributed to the results derived from the successful execution of the Group’s business plan and initiatives:-

(i) Restaurant expansion in Malaysia where 24 new restaurants have been opened since the second half of 2005 (including 14 restaurants which were opened in the first six months of the current financial year).  This enables the Group to tap new target markets, improve the customer’s accessibility to the restaurants and increase the brand presence.

This is in addition to the remodeling of 24 existing restaurants since the second half of 2005 (including 11 restaurants which were remodeled in the first six months of the current financial year) to improve customers’ dine-in experience and drive visit frequency.

Both of these initiatives have lifted KFC’s brand visibility leading to increased sales and contribution margins;
(ii) 
Effective branding and marketing such as thematic campaigns like "What's your KFC Moments?" and "5 Senses" which were designed to reinforce our “finger lickin’ good” food message and to build a long term emotional bond with our customers. 

(iii)
Product Innovation such as O.R. Chicken Chop to offer variety and excitement and Fish Sandwich which offers our customers a trusted and cost effective alternative to the chicken centric products;

(iv)
Improve access to market segments by:-

-
 introduction of product variants like the Colonel Burger and X-meal for Teens and Young Adults;

-
further enhancing  the Group’s lead in the Family segment through various value promotions and combinations such as  8 Happiness Feast, Sorbet Story and Frito-Lay.

(v)
Effective cost control (labour, material usage, wastages etc.) and improved productivity and operational efficiencies at the store level, which leads to higher Restaurant Margins.

(vi)
Effective asset and liability management.  Surplus cash flows generated from operations and from asset sales have been directed towards investment in income-generating assets and reducing the Group's Borrowings.

Since the second half of 2005, the Group's Borrowings have been reduced by RM133 million (35%) to RM242 million as at 30th June 2006.  As a result, the Group's gearing (net of cash & bank balances) has been reduced by 68% to 0.15 as at 30th June 2006 (2005: 0.48). The positive financial effects of these measures on the Group is evident in the almost 40% reduction in the Group's Finance Cost to RM7.6 million for the current six months compared to RM12.4 million for the corresponding six months in 2005.
(b)
Integrated Poultry Segment

Whilst the rationalisation of Rasa Ayamas Restaurants, Kedai Ayamas outlets (in 2005) and associated Ayamas depots (in 2006) yielded cost savings, this was insufficient to offset the following adverse effects on this Segment’s profitability:

(i) Almost RM30 million reduction in sales due largely to the effects of the Avian Flu on its Open Market sales (in both the domestic and export markets); and

(ii) The one off costs associated with the closure of some Ayamas depots.  

Consequently, the operating profit of this segment is reduced by 50% to RM4.6 million (2005: RM10.0million).

15.
Material Changes in the Quarterly Results 


The Group’s Revenue increased by 5% (or RM17.8 million) to RM370.8 million for the current quarter as against RM353.0 million for the previous quarter ending 31st March 2006. Notwithstanding, the Group managed to record a 22.5% increase in Profit Before Taxation of RM33.5million for the current quarter as against RM27.3 million for the previous quarter.   As a result, Earnings per Share increased from 9.6 sen in the previous quarter to 11.36 sen in the current quarter.

16.
Current Year Prospects

According to official announcements, Malaysia is expected to achieve an annual economic growth of up to 6.0% for 2006 whilst Singapore is expected to grow by up to 7.5%.

With the recent conclusion to the shareholders tussle in QSR Brands Bhd(“QSR”)(the Company’s major shareholder), QSR is now a subsidiary of Kulim (Malaysia) Bhd, whose ultimate holding corporation is Johor Corporation.  This brings in the much needed stability to the ownership of QSR and consequently the management of the Group.  A new senior management team is in place and will institutionalize corporate governance and values that embodies best practices and standards commensurating with a reputable and credible corporate shareholder.  

The Group is cautiously optimistic that the constant review and effective execution of the business plan and initiatives will further create value and growth.  However, the Group is also conscious of the challenges posed by concerns over the dampening effect of high oil prices, increase in electricity tariffs, rising inflationary pressure and interest hikes on the local economy in Malaysia and Singapore.  To address these challenges, the Group will take measures to introduce more layered product offerings that focus on value for customers.  At the same time, the Group is continuing with every effort to derive better cost efficiencies across all functions and to improve on the productivity of the restaurants and manufacturing operations.  The strengthening of Ringgit Malaysia against United States Dollar has assisted the Group to contain some of its imported food and raw material costs.  This in turn enabled the Group to partly offset the increases in fuel, electricity, transport and product packaging costs.

17.
Profit Forecast / Profit Guarantee

The Company is not subject to any profit forecast or profit guarantee requirement.

18. Taxation

	
	Current
	
	Cumulative

	
	Quarter
	
	Quarters

	
	RM’000
	
	RM’000

	
	
	
	

	Tax expenses for the period:-
	
	
	

	    Malaysian income tax
	10,377
	
	18,328

	    Foreign tax
	400
	
	557

	
	10,777
	
	18,885

	    Deferred tax
	57
	
	15

	
	10,834
	
	18,900


The effective tax rate for the Group for the financial period is higher than the statutory tax rate in view of the absence of tax loss relief for losses of some subsidiaries and the disallowance of certain expenses for tax purposes.

19. Sale of Unquoted Investments and Properties

There were no sale of unquoted investments and properties for the financial period other than the sale of a property classified under Assets Held for Sale which resulted in a gain on disposal of RM118, 000.

20. Quoted Securities

(a) The particulars of purchase or disposal of quoted securities by the Group are as follows:-

	
	Current
	
	Cumulative

	
	Quarter
	
	Quarters

	
	RM’000
	
	RM’000

	
	
	
	

	Purchase consideration
	-
	
	-

	Sale proceeds
	7
	
	443

	Loss on disposal
	    (1)
	
	(2)


(b)
Subsequent to the sale as set out in (a) above, the Group no longer holds any further investment in quoted securities as at 30 June 2006.

21. Status of Uncompleted Corporate Announcement

On 15 June 2005, the appointed Corporate Advisor, Avenue Securities Sdn Bhd (“Avenue”) announced to Bursa Securities on behalf of the Company that the Company proposed to implement a private placement of up to ten percent (10%) of the issued and paid-up capital of the Company (“Proposed Private Placement”).  The Proposed Private Placement will provide the Company with additional funding required to partially repay borrowings and/or bonds and to reduce interest costs as a result of the repayments.

The maximum number of new ordinary shares of RM1.00 each in the Company (“KFCH Shares”) to be issued pursuant to the Proposed Private Placement amounting up to 19,827,000 KFCH shares (“Placement Shares”) was arrived at based on approximately ten percent (10%) of the issued and paid-up share capital of the Company of RM198,274,670 comprising 198,274,670 KFCH shares.

The Securities Commission (“SC”) vide its letter dated 20 December 2005 approved the Proposed Private Placement of up to ten percent (10%) of the issued and paid-up share capital of the Company under Section 32(5) of the Securities Commission Act, 1993 and the Foreign Investment Committee’s Guidelines for the Acquisition of Interest, Merger and Takeover by Local and Foreign Interests.

On 14 April 2006, the Company announced to Bursa Securities that the issue price of the Placement Shares is fixed at RM3.53 per KFCH Share, which represents a discount of approximately 7.3% from the five-day weighted average market price of KFCH Shares up to 13 April 2006 of RM3.81.  Bursa Securities vide its letter dated 4 May 2006 had approved in principle the listing and quotation of the Placement Shares.  Subsequently, Avenue submitted its recommended placees to the SC for approval.  

Since the approval for the Proposed Private Placement came to expiry, the Company resolved to abort the Proposed Private Placement on 20th June 2006.

22.
Borrowings and Debt Securities

	
	
	As at 30 June 2006

	
	
	RM’000
	
	RM’000

	(i)  Short term borrowings:-
	
	
	

	  Secured
	- Term Loan I (SGD3,400,000)
	
	
	7,820

	 
	
	
	
	

	  Unsecured
	- Term Loans II
	6,846
	
	

	
	- ABBA Notes
	60,000
	
	66,846

	  
	Total
	
	
	74,666

	
	
	
	
	

	(ii) Long term borrowings:-
	
	
	

	  Secured
	- Term Loan I (SGD8,500,000)
	
	
	19,550

	
	- Term Loans III
	
	
	60,000

	
	
	
	
	79,550

	  Unsecured
	- Term Loans II
	52,824
	
	

	
	- ABBA Notes
	35,000
	
	87,824

	
	Total
	
	
	167,374


(a) The Singapore currency denominated Term Loan I is repayable semi-annually over a period of 3 to 5 years commencing from the second quarter of year 2004.  The term loan is secured by a RM21million cash deposit.

(b) The RM300 million Islamic Notes based on the Syariah Principle of Al-Bai’ Bithaman Ajil (“ABBA Notes”) are redeemable semi-annually over a period of 4 years commencing from the third quarter of year 2004.  RM85 million of the outstanding ABBA Notes were prepaid during the third quarter of 2005.

(c) The unsecured Term Loans II have the following repayment terms:-

· RM19 million is repayable quarterly over a period of 4 years commencing from the first quarter of year 2003.

· RM19 million is repayable quarterly over a period of 4 years commencing from the first quarter of year 2005.

· RM45 million is repayable in the second quarter of year 2009.

(d) The secured Term Loans III were a partial drawdown of a total loan facility of RM150 million which was arranged to partly finance the redemption of the ABBA Notes.  This facility is repayable semi-annually over a period of 4 – 7 years commencing from the first quarter of year 2009 and is secured against 1st and 3rd party charges over certain land and buildings owned by the Company’s subsidiaries.

23.
Financial Instrument with Off Balance Sheet Risk


There were no financial instruments with off balance sheet risk as at the date of this report.

24.
Changes in Material Litigations


Since the last quarterly report ended 31 March 2006, the following are the changes: -

a)
   KL HIGH COURT SUIT NO. D4-22-1033-2005

Plaintiff v KFC Holdings (Malaysia) Bhd & 10 others

On 20/07/2005, the Plaintiff, a former Managing Director of the Company filed the Writ of Summons and Statement of Claim seeking damages and orders that resolution dated 11/07/2005 suspending the Plaintiff as the Managing Director is void, a declaration that the appointment of 1st- 4th Defendants is void, a declaration that all resolutions of the board of directors post 29/4/2005 is null and void and also for damages.

KFCH filed its defence on 26/08/2005.

On19/09/2005, the Plaintiff filed a reply to the KFCH’s defence.

Plaintiff filed an application by way of Summons in Chambers for an injunction but was subsequently withdrawn.

Case management has been fixed on 5/9/2006.


b) 
KL HIGH COURT SUIT NO. D1-24-324-2005

Plaintiff v KFC Holdings (Malaysia) Bhd

On 6/9/2005, the Plaintiff filed the Originating Summons seeking, inter alia, declaratory orders in relation to the avoidance of his contract of appointment as Group Managing Director.

On 20/09/2005, the Defendant has filed appearance and filed the Defendant’s first Affidavit in Reply on 12/10/2005. The Defendant also gave notice of counterclaim against the Plaintiff for the return of 2 vehicles which the Plaintiff took possession of pursuant to his contract of appointment, damages for failure to deliver-up the 2 vehicles, damages for breach of fiduciary duties, full and/or partial restitution for all emoluments and benefits received, interest and costs. The manner in which the Defendant’s counterclaim is to proceed is pending direction from the Court. 

The parties have filed their written submissions and the Court has fixed the hearing on 6/9/2006.


c)
   HIGH COURT OF KUALA LUMPUR SUIT NO. S3-23-54-2005

Plaintiff v KFC Holdings (Malaysia) Bhd

On 9/9/2005, the Plaintiff filed the Writ of Summons and the Statement of Claim claiming for damages, including aggravated damages, in the sum of RM25, 000,000.00 for libel and/or malicious falsehood and an injunction restraining the Defendant whether by itself, its servants or agents or otherwise, from publishing or causing to be published the same or similar words defamatory of the Plaintiff.

The Defendant’s Solicitors have filed appearance on 09/09/2005 and they have filed the Defendant’s defence on 29/12/2005.

The next case management has been fixed on 7/11/2006 pending settlement negotiations between the parties.

d)
KUALA LUMPUR HIGH COURT CIVIL SUIT NO. D3-22-267-2006

      KFC Holdings (Malaysia) Bhd v. Two (2) Defendants


The Plaintiff filed Writ of Summon and Statement of Claim on 3/3/2006 for, amongst others; 

i)
a declaration that the First Defendant had breached his fiduciary duties to the Plaintiff and/or had otherwise acted in breach of trust by having wrongfully procured the sum of RM10 million from the Plaintiff for his personal benefit;

ii)
Payment by the First Defendant of the sum of RM10 million and all sums derived by him from the use of the said RM10 million;

iii)
Damages against the Defendants; 

iv)
Aggravated damages as against the First Defendant; and

v)
Costs. 

The Plaintiff filed Summon in Chamber and Affidavits on 13/3/2006 for an injunction order that the 1st Defendant to pay the sum of RM10 million into Court or into an escrow account maintained by the 1st Defendant within 48 hours of the order. The said account is to be maintained pending disposal of the action and/or until further order. The Court has fixed mention date on 3rd October 2006 and full hearing date on 27 November 2006.

e)
Kuala Lumpur High Court Suit No. D3-22-529-2006

KFC Holdings (Malaysia) Bhd v 5 Defendants.
The Plaintiff filed the Writ of Summons and Statement of Claim dated 14/4/2006 for:

 i)
a declaration that the 1st Defendant had breached his fiduciary duties to the Plaintiff and/ or had otherwise acted in breach of trust by having wrongfully procured the sum of RM65 million from the Plaintiff for his personal benefit;

ii)
payment by the First Defendant of the sum of RM65 million and all sums derived by him from the use of the said RM65 million;

iii)
common law and/or equitable damages against the Defendants; 

iv)
aggravated damages as against the First Defendant; and

v)
costs. 

The First, Second, Third and Fourth Defendants have entered appearance. The Plaintiff’s solicitors are in the midst of attempting to re-serve the writ on the Fifth Defendant. 

f) IN THE HIGH COURT OF MALAYA IN KUALA LUMPUR SUIT NO: D6-22-722-2006

KFC HOLDINGS (MALAYSIA) BHD v. Defendant 

The Plaintiff filed Writ of Summon and Statement of Claim dated 22/5/2006 claiming that the Defendant acted mala fide in his own personal interest in several issues.

Pending filing of defence by the Defendant.

g) IN THE HIGH COURT OF MALAYA IN KUALA LUMPUR CIVIL SUIT NO.S7-22-1010-05

Plaintiff  v KFC Holdings (Malaysia) Bhd


On 29/08/2005, the Plaintiff filed a civil action against the Defendant by way of Summons and Statement of Claim for:-

i)
breach of contract of employment amounting to some RM 5,000,000 in unexpired term of agreement, allowances, bonus, holiday expenses, gratuity and employers’ EPF contribution; 

ii)
interest 8% on the above amount from the date of filing of this action to the date of realization;

iii)
costs. 


The Defendant has filed the Defence and Counterclaim on 23/11/2005. 

The Plaintiff filed and served the Reply and Defence to Counterclaim on 21/12/2005.

Accordingly, the matter has been fixed for mention on 5/9/2006.

25.
Dividend Proposed

There was no dividend proposed during the Quarter  (2005: 4 sen per ordinary share).

An interim dividend for the financial year 2006 was announced by the Directors on 16 May 2006 at 4 sen less 28% Malaysian income tax per share. This interim dividend was paid on 3 August 2006. 

26.
Earnings Per Share

	
	CURRENT QUARTER
	
	CUMULATIVE QUARTERS

	
	30/06/2006
	
	30/06/2005
	
	30/06/2006
	
	30/06/2005

	
	
	
	
	
	
	
	

	Earnings
	(RM’000)
	
	(RM’000)
	
	(RM’000)
	
	(RM’000)

	
	
	
	
	
	
	
	

	Profit/(loss) attributable to equity holders of the Company 
	22,526
	
	(89,831)
	
	41,645
	
	(76,095)

	
	
	
	
	
	
	
	

	Weighted average number of shares
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	a)  Basic
	(‘000)
	
	(‘000)
	
	(‘000)
	
	(‘000)

	     Weighted average number of ordinary shares
	
	
	
	
	
	
	

	    in issue 
	198,275
	
	198,275
	
	198,275
	
	198,275

	
	
	
	
	
	
	
	

	b) Diluted earnings per share
	
	
	
	
	
	
	

	   Weighted average number of ordinary shares in issue
	198,275
	
	198,275
	
	198,275
	
	198,275

	
	
	
	
	
	
	
	

	   Adjustment for assumed exercised of warrants
	0
	
	0
	
	0
	
	0

	   Adjusted weighted average number of ordinary shares
	198,275
	
	198,275
	
	198,275
	
	198,275

	
	
	
	
	
	
	
	

	Basic earnings/(loss) per share (sen)
	11.36
	
	(45.31)
	
	21.00
	
	(38.38)

	
	
	
	
	
	
	
	

	Diluted earnings/(loss) per share (sen)
	11.36
	
	(45.31)
	
	21.00
	
	(38.38)


The unexercised 37,350,630 convertible warrants 1996/2006 were not included in the diluted earnings per share calculation as it is anti-dilutive in nature as the market price of RM4.58 per KFCH share at 30 June 2006 is below the exercise price of the warrants of RM9.50 per share.

By Order of the Board

KFC HOLDINGS (MALAYSIA) BHD

………………………………………………………..

MOHD ZAM BIN MUSTAMAN

GROUP COMPANY SECRETARY (LS 0009020)

Date:    August 2006
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