China Gerui Advanced Materials Group, Ltd.
In this report, we present a number of reasons why investors in China Gerui Advanced
Materials Group, Ltd. (“CHOP” or the “company”), as well as its auditor and the SEC,
should be especially cautious. We believe that the company’s revenue and profit may be
overstated in its filings with the Securities and Exchange Commission.
Our analysis has many parallels and has led us to the same conclusions as that pertaining
to A-Power Energy Generation Systems (“APWR”). (APWR’s auditor subsequently
resigned and trading was halted by the NASDAQ; APWR is currently under investigation by
the SEC.)
A summary of our key concerns include:
 Impossible economics - CHOP claims to be an extraordinarily profitable company
with industry leading margins. But there is nothing extraordinary about what it does:
much like an oil refinery, it converts one commodity good into another. An analysis
of directly comparable companies and liquid commodity markets pricing for both
CHOP’s raw materials and finished goods reveals evidence indicative of a business
likely inflating its profit margins.
 Past SAIC filings indicate the company is likely generating the rather ordinary profits
one would expect from a business of this type, and one in line with similar
manufacturers of cold-rolled steel.
 Common ties - From July 2007 to October 2008, CHOP’s current CFO Edward
Meng served as the part-time and then full-time CFO of A-Power Energy
Generation Systems, prior to an abrupt dismissal

.Disclaimer: As of the publication date of this report Prescience Investment Group has a short
position in and owns options on the stock of the company covered herein (China Gerui) and
stands to realize gains in the event that the price of the stock declines. Following publication
of the report, the authors and contributors may transact in the securities of the company
covered herein. The authors of this report have obtained all information herein from sources
they believe to be accurate and reliable. However, such information is presented “as is”,
without warranty of any kind – whether express or implied. The authors of this report make
no representation, express or implied, as to the accuracy, timeliness, or completeness of any
such information or with regard to the results obtained from its use. All expressions of
opinion are subject to change without notice, and the authors do not undertake to update this
report or any information contained herein.

Company Overview
China Gerui Advanced Materials Group, Ltd. (CHOP) converts hot-rolled steel into cold-rolled
steel. Cold rolling steel is a value added process that makes steel stronger, effectively by
forcing the atoms into uncomfortable positions. To produce steel sheets, hot-rolling can reduce
sheet thickness much more quickly than cold-rolling. That being said, cold-rolling is not a
technologically complicated process, and the equipment is readily available to anyone willing to
invest in a production facility.

Impossible Economics
"It's like somebody telling you they just drove over here at 600 miles per hour. It's
not going to happen."
John Bird (the godfather of Chinese fraud exposés)

China Gerui Advanced Materials Group does not manufacture advanced materials. They take a
commodity product, hot-rolled steel, and produce another commodity product, cold-rolled steel.
Over the past three years, CHOP’s gross profit has been growing while margins have been
stable at around 30%. These steady margins appear doubtful when comparing CHOP’s
revenue and COGS to hot- and cold-rolled steel market prices.
Liquid markets exist for both of these products, and pricing data is readily available specifically
in local Chinese markets. Pricing data can easily be tracked by accessing a Bloomberg
terminal. Prices across China for hot-rolled steel can be seen under “CDSPHRAV Index”, and
cold-rolled steel can be seen under “CDSPCRAV Index”. The price of the type of steel products
CHOP produces varies depending on thickness, hardness and quality, but the indices provide a
good benchmark for industry pricing.
The below chart exhibits the spread between hot and cold rolled steel prices:
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Because CHOP is a foreign private issuer it is not required to issue quarterly reports or proxy
statements; but working off its reported average annual COGS and revenue per ton numbers
and comparing them to prices prevailing in the market reveals startling discrepancies.
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The chart above demonstrates that CHOP’s average sales and COGS metrics either do not
mesh with market realities or do not fit with management’s claims.
In 2010, CHOP claims to have paid less for hot-rolled steel than it traded for in the prior two
years! In the company’s 2010 annual report, management attributes margin growth to “a larger
decrease in raw material prices, on a percentage basis, as compared to the decrease in
average selling price.” This does not match up with the reported numbers for the market where
prices were increasing throughout the year. Even competitors such as China Precision Steel
experienced an increase in raw material costs. CHOP’s raw material cost was decreasing.
In 2009, CHOP claimed to have sold cold-rolled steel at an average price the market index
never even achieved during that year. Is it that the high ASP can be explained by the valueadded chromium plating operation? No, as this production line, capable of plating 50k tons, did
not come online until the 4th quarter of 2009. Furthermore, according to a management
conference call, the chromium plating process increases the value of cold-rolled steel by ~25%.
Being that chromium-plated steel makes up 20% of Gerui’s finished goods, it wouldn’t have
been enough to explain the major discrepancy demonstrated in the chart.
In 2008, CHOP claims to have sold goods at near peak prices and purchased raw materials at
near trough prices. Perhaps if CHOP stored raw material inventory when prices were low, and
liquidated finished goods inventory when prices were high, these numbers could be explained.
But since the company also claims an extraordinarily high inventory turnover (discussed further
below) and since management claims to purchase raw materials only when a firm order has
been placed, the numbers in this context appear impossible.
These year-in-year-out anomalies are inexplicable, and further digging solidifies our belief that
CHOP’s SEC filings represent a company that is too good to be true.
Note the following inconsistencies from CHOP’s SEC filings. Management claims to have ended
2010 with only 250k tons of “cold rolling steel processing production capacity” and 50k tons of
“chromium coating capacity”, as can be seen on page 31 of the most recent 20-F:

However, management also claims that “sales volume” increased to 299.8k tons as can be seen
on page 36 here:

Confused readers might suggest that the actual output for the year was only 250k tons, implying
that management added its 50k tons of chromium plating to the 250 cold-rolled capacity to
reach a 300k total. We’re confident that 300k tons is the actual weight of material produced
(despite the fact management claims 250k tons of capacity) because management explicitly
claims “average selling price was down from $876 per metric ton during 2009 to $847 per metric
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ton during 2010”. 299k tons sold at $847 per ton matches the $253 million of revenue reported
in 2010.
We pride ourselves on the depth of our research and seek out attractive investment
opportunities that jive with common sense. We tend to steer clear or short companies that
repeatedly “accomplish the impossible”. The fact that CHOP claims to produce 300k tons of
steel with only 250k tons of capacity is just one more oddity for auditors, the SEC, and investors
to think about. And there are others.

SAIC Filings
Businesses that operate in China file their financial statements with the State Administration for
Industry and Commerce. These statements are an excellent place to start piecing together the
truth. One would expect reputable Chinese companies to submit financial statements to the
SAIC that resemble those published in the US.
The AIC filings for CHOP go back a number of years. In 2009, its AIC filings do indeed match
its SEC filings. As investors in some of the most notorious frauds – Longtop Financial and Sino
Forest – have come to find out, matching statements do not necessarily equate to a clean bill of
health.
It has been well-established, however, that nonmatching financials are a blaring red flag.
CHOP’s 2007 and 2008 financials do not match. And interestingly, while the prices CHOP
claims to have transacted at for its raw materials and finished goods appear disjointed from
market prices and trends, its AIC numbers appear in line with market realities.
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The below chart shows how the 2008 AIC data matches up with the Bloomberg market indices
compared with data from CHOP’s SEC filings:

The AIC filings report a reasonable average sales price and a reasonable price paid for raw
materials given prevailing market conditions. They indicate that CHOP bought hot-rolled steel
for an average price of 4,996 RMB/ton, and sold cold-rolled steel for an ASP of 5,502 RMB/ton.
This compares to average market prices during 2008 of 5,014 and 6,066 RMB/ton for hot and
cold-rolled steel respectively.
Based on market conditions, the AIC numbers appear more reliable than those claimed in
CHOP’s 2008 filings with the Securities and Exchange Commission. The discrepancies are so
large that they cannot be explained away as mere accounting errors. If indeed the past AIC
filings represent CHOP’s true business, its 2008 net income was overstated by 80.6%!

Financial Statements and Company Comparison
Not surprisingly, China Gerui’s financial statements also don’t resemble those of other coldrolled steel manufacturers, strengthening the case that it is inflating its profit margins. CHOP
reports unreasonably high margins, RoIC, and inventory turnover.
In the table below, we compare CHOP to two comparable competitors, China Precision Steel
(CPSL) and Sutor Technology Group (SUTR).
China Precision Steel, Inc. (NASDAQ: CPSL) is a Chinese steel processing company engaged
in the manufacturing and selling of precision cold-rolled steel products. CPSL produces a cold-
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rolled steel product that is of similar thickness as CHOP, but can produce strips that are much
wider. Its specialty precision products are used in the manufacture of automobile parts and
components, steel roofing, plane friction discs, appliances, food packaging materials, saw
blades, textile needles and microelectronics.
Sutor Technology Group Ltd (NASDAQ: SUTR) is a Chinese manufacturer of fine finished steel
products. Its business segments are broader than CHOP, but they also produce cold-rolled
steel. Its products are sold primarily to solar energy, appliances, automobile, construction,
infrastructure, medical equipment and water resource industries. Its customers are located in
China and export markets like Europe, Middle East, South America and Hong Kong.
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CHOP’s reported financial performance was extraordinary in light of its comps over the past two
years. Its gross margins are 3x higher than its competitors, which reported gross margins
typical of other firms in the industry globally (7-10%). CHOP reportedly turns over its inventory
27.4x per year, while its comps turn over their inventory only 4 – 10x per year. CHOP’s credit
and collection systems are also very different from the competitors as they collect receivables
much faster and pay their suppliers much faster. This efficiency, if real, may suggest CHOP is
engaged more in trading of materials than production of a complex higher margin product.
CHOP’s business, as reported in the financial statements above, defies economic common
sense for a business claiming to do what CHOP does. Comparing CPSL’s reported average
sales prices and COGS numbers to the Bloomberg data provided above shows a company
operating more in line with economic reality than CHOP:

This chart shows that CPSL has reported narrower margins than CHOP every year. It also
shows that CPSL is paying market rates or higher for raw materials, and selling finished
products at around market rates. What’s also interesting is that when prices were rising in
2010, CPSL reported higher prices for hot and cold-rolled steel; on the other hand, CHOP
appears to have become completely unhinged from reality, reporting lower prices for both. This
departure also seems to defy economic sense.

CHOP and APWR – A Common Tie
Edward Meng was named CFO of CHOP on October 19, 2009. Prior to joining CHOP, Meng
worked as the CFO of A-Power Energy Generation Systems (APWR), another company we
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investigated and whose financials we determined likely could not be relied upon. Our analysis
can be found here.
Following our investigation into that company, the following transpired:
 Several board members announced their resignations
 APWR’s auditor (MSCM LLC) resigned, announcing that it had refused to sign off on the
company’s financial position
 NASDAQ stock exchange halted all trading in APWR stock
 CFO Peter Mak stepped down
 The SEC initiated an investigation into whether the Company or any of its personnel
violated the federal securities laws.
The investigation is ongoing.
We’re not certain whether Edward Meng had a hand in any potential shenanigans at APWR, but
APWR’s CEO made the following statement in the press release announcing Edward Meng’s
termination in October 2008:
“He has played a critical role in the transition of A-Power to a US public company, in the
growth of our core distributed generation business, and in the startup of our wind turbine
production business.”
We suggest making reference to our analysis for an assessment of APWR’s core and wind
turbine businesses.
Meng was terminated from his position at APWR after it was determined he’d violated another
employers Code of Conduct – he was accused of 2-timing that company.
“A-Power Energy Generation Systems, Ltd. ("A-Power"), announced today that its Audit
Committee has completed an internal review that confirmed assertions made by
NASDAQ relating to the omission of certain biographical information of Edward Meng
that had not been disclosed in various filings prior to July 2008, and which was corrected
in the Company's 20-F filing on July 11, 2008. The assertions were prompted by a
NASDAQ notification to the company of a letter written to NASDAQ from Mr. Meng's
former employer. The letter stated that Mr. Meng had breached that company's Code of
Conduct by being employed by that company on a full-time basis while at the same time
being employed by A-Power as its part time CFO.”
This didn’t deter CHOP from deciding Meng would be a good cultural fit.

Conclusion
CHOP isn’t doing anything extraordinary: It refines one commodity product into another, like
scores of other companies. An analysis of CHOP’s reported financials against those of
comparable companies and liquid commodity markets, however, exposes a company either
operating outside the normal bounds of economics or one inflating its financial statements. We
believe that it’s the latter.
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Our suspicions are strengthened by our analysis of the company’s SAIC filings and striking
similarities with our assessment of A-Power Energy Generation Systems, a company that was
halted from trading by the NASDAQ and that is currently under investigation by the SEC.
We hope that investors who own CHOP and those considering buying shares at what appears
to be a fundamentally cheap valuation familiarize themselves with the risks that we have
addressed. We also hope that the SEC and CHOP’s auditor UHY Vocation HK CPA Ltd. take
necessary precautions in protecting investors. We encourage UHY to carefully analyze the
evidence that we have provided, in order to ensure that CHOP is accurately reflecting its
financial position.
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