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All of us, regardless of which continent we call home, are inundated

every day with the latest news generated by the current world

financial crisis. As our company and its customer base are able to

call several continents home, we are certainly not immune to the

effects of today’s prevailing economic conditions. Our responsibility

and focus is to manage our assets in a manner that preserves

shareholder value and to structure our company to capitalize on

opportunities as the world emerges from these crisis conditions.

In our third-quarter letter to shareholders, November investor

conference call and December press release we noted that we were

evaluating alternatives to adapt to the changing market conditions,

and reviewing each project in our backlog and the economic value

of our assets in light of the world financial crisis. During the fourth

quarter we developed a plan to minimize costs and maximize

profitability, preserve shareholder value through the crisis period,

and take an optimum position to capitalize on opportunities that

become available as conditions recover. We began implementation

in December. A discussion of the plan follows the reporting of our

financial results for 2008.

D E A R  S H A RE H O L D E R S

P R E S I D E N T ’ S  R E P O R T
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Before presenting our financial results for the year, a

brief discussion of the impacts of the financial crisis is

warranted. A more detailed discussion will follow the

presentation of results and may also be found in our

annual report and financial statements.

In our press release of December 8, 2008, we

confirmed that as of December 5, 2008, cancelled orders

amounted to $50.8 million and orders postponed by more

than one year amounted to $18.0 million. Another $164.2

million of contract value was reported at risk, meaning

we had verbal indications from customers that contract

variations or cancellations were a possibility. At

December 31, 2008, the total value of contracts officially

cancelled amounted to $100.2 million. These orders were

removed from the backlog and fourth-quarter order intake

was reduced by the same amount. As a consequence of

our review of every project in our backlog, which included

discussions with our customers and suppliers, we are

now able to confirm that at December 31, 2008, the

amount of contracts at risk included in our backlog was

$159.2.million. The negative impact of these cancel-

lations, postponements and at-risk contracts on our 2008

financial results is a $32.0 million reduction in gross

profit. Further, the project terminations exposed a

weakness or risk in certain contract terms and credit

insurance instruments relating to some of our customer

contracts. Unexpected customer cancellation or liquid-

ation may result in our liability to suppliers exceeding

the sum of the cash we have received up to the date of

such cancellation or liquidation and the credit insurance

instruments relating to that contract. We are reviewing

our traditional methods of conducting business and

managing projects to address and limit our exposure to

these weaknesses in the future.

In our report to shareholders for the year ended

December 31, 2007, we announced our intention to

distribute to our shareholders the economic value of the

preferred shares of Mass Financial Corp. in a series of

tranches starting in 2008. We evaluated a number of

alternative methods to effect this, but eventually

concluded that the proposed distribution was too complex

and could not be achieved in a tax-efficient and

commercially reasonable manner.

In connection with the preparation of our financial

statements for the year ended December 31, 2008, we

took steps to determine the fair value of these preferred

shares. The preferred shares are classified as available-

for-sale securities and quoted market prices are not

available. Since quoted market prices are not available,

we determined the fair value of these preferred shares

using a discounted cash flow model and considered the

quoted market prices of securities with similar

characteristics. Our determination of fair value considered

various assumptions, including time value, yield curve

and other relevant economic measures. We used a

discount rate of 30% in our valuation model, based on

observable current market transactions in instruments

with similar characteristics, with modifications for market

liquidity and the features of the preferred shares. As a

result, we recognized a fair value loss of $55.1 million

on our investment in the preferred shares of Mass

Financial and one of its former subsidiaries.

Our response to the international economic crisis is

founded on preserving cash and equity and positioning

for the future. Our restructuring plan, which is described

in detail in a following section of this letter to share-

holders, includes significant modifications to our internal

organization and reporting structure, including

divestments, a number of cost minimization actions,

introduction of efficiency measures and investment in

new technology initiatives. We currently estimate the

costs of this restructuring plan to be in the range of $25.0

million to $30.0 million. The majority of these costs will

be recorded in 2009.
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OPERATING RESULTS

Our operating results for 2008, particularly for the first

nine months, were notable for the encouraging trends of

increasing sales and order intake and the continued

growth of our backlog. Unfortunately, the fourth quarter

was impacted by the financial crisis, and these trends in

order intake and backlog were reversed. All amounts

are in US dollars.

On a comparative basis of 2008 over 2007, revenues

were up 10%, order intake was down 25%, backlog was

down 8%, and earnings per share on a diluted basis were

down 114%.

For the full year ended December 31, 2008, KHD

reported revenues of $638.4 million, with a net loss of

$7.0 million or $0.23 per share on a diluted basis. The

fair value loss on our investment in the preferred shares

of Mass Financial and one of its former subsidiaries

reduced the income before tax by $55.1 million. In

addition, losses incurred as a result of terminated customer

contracts associated with the international economic

crisis reduced income before tax by $32.0 million.

In 2007, revenues were $580.4 million with income

from continuing operations of $51.0 million, or $1.68

per share on a diluted basis. This compared to 2006

revenues of $404.3 million with income from continuing

operations of $34.2 million, or $1.12 per share on a

diluted basis.

For comparative purposes, all of the following

amounts for order intake and backlog were translated
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directly from euros to US dollars at 1.3920, the exchange

rate prevailing on December 31, 2008.

Order intake is defined as the total value of all orders

received during the respective period, while order backlog

is defined as the value of orders received but not yet

fulfilled. The order intake and backlog information that

follows includes the negative effects of customer contracts

terminated as a result of the international economic crisis.

Order intake for the year ended December 31, 2008

was $622.5 million, a decrease of 25% from 2007 and

a decrease of 3% from 2006. Of that total, 57% came

from Russia and Eastern Europe, 23% from Asia and

12% from the Middle East.

Order backlog as of December 31, 2008 was $842.8

million, a decrease of 8% from December 31, 2007 and

an increase of 40% over 2006. Of the backlog going into

2009, 43% is associated with projects in Russia and

Eastern Europe, 26% in the Middle East, and 27% in

Asia. The order backlog as of the date of this letter is

approximately $750 million.

The number of shares issued and outstanding as at

December 31, 2008 was 30,522,645; the weighted average

number of shares for the year ended December 31, 2008

was 30,401,018 on both basic and diluted bases.

Our minority interest cost was $0.7 million, or $0.02

per share on a diluted basis.
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PERFORMANCE

Our performance may be measured in a variety of ways,

but we believe the key elements to be execution on

contracts, sustainability and strength. Execution is judged

by revenues, margins and profitability. Sustainability is

judged by the number, size and location of incoming

orders and by monitoring backlog levels. Strength is

judged by balance sheet ratios and management of assets.

Revenues for 2008 were at record levels and margins

were 14.1% after booking provisions of $32.0 million

associated with terminated customer contracts. These

provisions reflect approximately $17.0 million of purchase

order commitments, another $3.4 million in purchase

order cancellation settlements with suppliers, approx-

imately $11.3 million in write-downs of inventories and

contracts-in-progress and other similar items. Full details

are available in the annual report and financial statements.

The margin for 2007 was 14.8% and in 2006 the margin

was 16.3%.

General and administrative expenses increased to

8.8% of sales in 2008 from 8.1% of sales in 2007 and

7.4% of sales in 2006. A portion of this increase is

associated with the strengthening of our management

team as described in previous 2008 filings, and the

development and implementation of improved practices

and processes to support the globalization of our

operations. In 2008, our return on revenues was negative

at 1.1%, whereas in 2007, our return on revenues was

8.8%. Excluding the provisions associated with terminated

customer contracts and the fair value loss on our

investment in the preferred shares of Mass Financial and

one of its former subsidiaries, our 2008 return on revenues

would have been 11.0%.

Our indicators for sustainability, order intake and

order backlog were materially affected by the international

economic crisis. Detailed analysis of the backlog,

including the effects of terminated contracts, combined

with an assessment of current market conditions indicates

that we should expect our 2009 revenues to be less than

those of 2008. We anticipate our revenues will be lower

in 2010, as we envision 2009 order intake levels to be

lower than those we have experienced over the past few

years. Our plan to minimize costs, maximize profitability

and preserve shareholder value through the crisis period

reflects these conditions as described later in this letter.
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COAL AND MINERALS

As described in the restructuring discussion which follows

this presentation of 2008 performance, KHD plans to

divest its coal and minerals related activities in 2009.  

Coal and minerals sales were $91.0 million in 2008,

an increase of 47% over 2007 and an increase of 43%

over 2006.

COAL AND MINERALS ORDER INTAKE

The coal and minerals order intake for 2008 was $76.0

 million, a decrease of 33% from 2007. The markets

showing the greatest decrease in activity were Russia

and Eastern Europe, India and the Americas. This

decrease is a result of order placement delays and general

economic conditions.

COAL AND MINERALS BACKLOG

At December 31, 2008, the coal and minerals order

backlog was $69.7 million, a decrease of 28% from

December 31, 2007. The majority of this decrease was

in the Americas and India, and reflects a corresponding

decrease in order intake from those regions.

KHD’s balance sheet position at the close of 2008

provides a strong platform for transition through this

economic crisis. Our cash and cash equivalents at year-

end totaled $409.1 million; working capital was $279.9

million; and shareholders’ equity was $261.9 million.

KHD’s current ratio was 1.65 and our long-term debt-

to-equity ratio was 0.04.

CEMENT

Cement yearly sales increased from $340.7 million in

2006 to $518.6 million in 2007 and to $547.4 million

in 2008.

CEMENT ORDER INTAKE

Cement order intake for fiscal year 2006 was $590.4

million. This rose to $713.1 million in 2007, and from

there decreased to $546.6 million in 2008. This reflects

project cancellations of $100.2 million. In 2008, the

regions of Russia and Eastern Europe, Asia and the

Middle East accounted for approximately 90% of the

cement order intake.

CEMENT BACKLOG

The cement order backlog was down 6% to $773.2

million at the close of 2008, compared to the same period

in 2007. Due to the substantial value of project awards

in the Middle East, Russia and Eastern Europe, our

German subsidiaries’ cement order backlog at the close

of 2008 was $693.0 million, on par with the amount at

the close of 2007.
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RP Vasilkovka

Sibirski�

Sangwon

Bhusan IV

Sichuan Yadong II

Novotroizk 2

Novotroizk

Krasnoyarsk Cement

Akmenes

Star Cement

Russia

Russia

Middle East

Asia

Asia

Russia

Russia

Russia

Asia

2 Roller presses��

2 Roller presses, automation�

Cement plant 2 lines

Coal washery plant

Kiln line 4,200 t/d

Grinding

Russia

Pyro process and grinding

Automation

Fabrication

Pyro process and grinding

Middle East

Asia

Asia

Asia

N/S America

Russia

Asia

Middle East

Africa

Asia

Asia

Asia

Asia

Cement production line 2,000 t/d

Preheater, kiln and pyrofloor

Pyro line 8,000 t/d, cement grinding

8,000 t/d cement plant, pyro section, cement grinding

Kiln line

Engineering and parts

Clinker uploading, grinding

Spares kiln line 5,000 t/d

Rehabilitation of kiln section

Coal washery with batac jig and cyclones

Coal washery with cyclones

Pyro process and grinding

Grinding line with roller press and upgrade cooler

Raysut Cement

Grasim Kotpuli

Grasim Aditya

Ultratech Tadapatri

Buzzi Unicem, River 7000

Mordow 3

Lafarge Mejia

South Valley

LCC Benghazi 3

Ultratech (Awarpur)

Ultratech (Hirmi)

Jaypee Cement

Chettinad Cement - Orient

Cemex Bayano

Bhusan Power & Steel

S.V. Power Coal Washery

Adanac

AKCC Al Katrana

Hasanoglan

Himachal II

Sengilej

Shree Cement

N/S America

Asia

Asia

N/S America

Middle East

Middle East

Asia

Russia

Asia

Kiln line 3,500 t/d preheater tertiary airduct system

Coal washery plant

Coal washery plant

Cement production line 5,000 t/d

Clinker production line 2,500 t/d

Kiln line 6,000 t/d

Cement production line 3,000 t/d

Grinding line, roller press

2 Roller presses

Asia Gear and pinionLafarge Ind (SA)

Perwomaiskij Russia Cement production line 6,000 t/d

Sijiaying Tanggang Asia 2 Roller presses

Novi Popovac Petrus Eastern Europe Rotary kiln and clinker cooler

Bearwar, RAS Suratgarh Asia 3 Roller presses

Mordow 5 Opoka Trockner Russia Opoka drying

Prosper Europe Batac
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Specturm Coal and Power Asia Coal washery

Global Coal Washery Asia Coal washery

Aryan Coal Wash Asia Coal washery

Carbossulcis Europe Pneuflot

Eagle Mountain N/S America New line expansion

Bmic Assiut Middle East New kiln line 5,000 t/d

Patnaik Mineral Asia Iron ore benefication plant

Beeshoek BKM S. Africa 4 Batac, 4 bucket conveyor

Adaro Asia Coal benefication

Jui Shin Asia Roller press

Comilog Gabon Africa Jones, permos

Utkal Alumina In’t Asia Disc filters

Vedanta Aluminum Asia 3 Dynamic units, washers and filters

Assmang Ltd S. Africa Plant modification

Debswana S. Africa Plant modification

Argyle Australia Roller press refurbishment

Mordow 6 Russia Opoka
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THE PLAN GOING FORWARD – PRESERVING

CASH AND EQUITY,  REPOSITIONING

The letter to shareholders that accompanies our year-

end filings normally includes a discussion of our plans

for growth and sustainability. Last year was no exception

as we described the creation of cement and construction

groups, growth plans for our coal and minerals-related

activities and a plan for returning equity to our share-

holders through a distribution of the economic value of

the preferred shares of Mass Financial.

What a difference a year makes.

With the onset of the financial crisis in late 2008,

our senior executives were tasked by the board to assess

the economic situation in detail and formulate a plan

that would shift our focus from growth to minimizing

costs, maximizing profitability, preserving shareholder

value through the crisis period and positioning KHD to

capitalize on market opportunities as conditions improve.

By the end of 2008, the plan had been formulated and

implementation had begun. The following discussion is

intended to provide our shareholders with an under-

standing of our strategy and restructuring program that

will enable them to monitor our progress through this

crisis period.

RESTRUCTURING

We had aligned our organization to be consistent with

our growth strategy by focusing on Cement, Construction,

Design/Build/Operate and Coal/Minerals activities. The

switch of focus to preserving cash and equity and

positioning our company for what we now expect to be

a different market in the near future required adapting

our organization accordingly. We realized the need to

focus on our core business, providing capital equipment

to the cement industry which has represented over 90%

of our revenues for many years. Inherent in this decision

is the divestiture of our coal and minerals-related

activities. Consequently, the design of the new

organization would need to reflect this decision and

incorporate a new, efficient and cost-effective approach

to doing our traditional business. Over our 150-plus year

history, we have been a technology leader focused on

providing solutions to customers’ technical challenges

at higher margins, as opposed to the larger-volume,

lower-margin opportunities. We need to refocus our suite

of services for the future. We recognize that our customer-

driven activities are the key to preserving the value of

KHD and will serve as our platform for the future.

Further, divesting assets associated with our coal and

minerals-related activities is a serious undertaking

requiring a substantial though short-term commitment

of our resources.

Our new organization has our Chief Executive

Officer assuming responsibility for all asset divestiture

activities in addition to his responsibilities for strategic

corporate development, public and investor relations,

brand management and human resources. The coal and

minerals-related assets to be divested include the coal



expected. Focus is expected to shift from increasing new

capacity to optimization of existing capacities.

This assessment led to the decision to reduce our

staffing level by approximately 50% through divestment,

retirement, attrition and termination during the course

of 2009.  We have also decided to close our manufacturing

facility in Germany to further reduce our fixed cost base

and enhance our flexibility to provide all equipment and

spare parts from low-cost platforms and logistically

advantageous locations. Our backlog contract require-

ments and commitment to continue providing our

customers with the level of service they have come to

expect will require that the majority of these cuts come

in the latter part of the year. Over 100 staff reductions

will have been completed by the end of this month.

In addition to several of these process improvement

and standardization initiatives, we have taken other

measures to improve our position in the marketplace in

anticipation of improving economic conditions. The

newly formed Technology group has developed a

focused research and development program. This

program is an investment in the future, as its goal is to

introduce innovative, energy-efficient and “green”

products and equipment into our suite of services.

Projects include grinding, pyro-processing and

environmental. In the grinding area the focus is on cost

reduction through the use of alternative materials and

standard, modular components. In the pyro-processing

field the focus is on improved efficiency in burning

technologies. Our environmental  projects focus on

waste heat recovery systems; NOx, SOx and CO2

emissions reductions; and the efficient use of alternative

fuels. A major change in our program is that these

research and development efforts will be undertaken by

a group of engineers and scientists dedicated solely to
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and minerals technology company and the related

activities in Cologne, all of our operations in Calcutta,

India, South Africa, and Australia, a portion of our China

operation and our flocculant subsidiary in Germany.

A new position, Chief Operating Officer (COO),

has been created and has been filled by the former head

of our cement group. The COO will be responsible for

all customer-driven activities including operations, sales

and services and technology.

To maximize efficiency, the group will be

implementing some dramatic changes in the way KHD

conducts its traditional business. Our former head of

construction will oversee a group responsible on a

company-wide basis for all bidding, engineering,

procurement, and project management and

commissioning. This group will be developing

standardized designs, bidding processes and procurement

teams in low-cost platforms like China and India.

The members of the team from the former

construction group have spent many years in the

international turn-key projects industry and have

developed strong, pragmatic negotiating skills. To

minimize costs, some of these professionals have formed

the nucleus of a Critical Projects Team (CPT) whose

focus is all projects cancelled, delayed or at risk. The

CPT is responsible for minimizing our exposure from

customers and to vendors.

Management has carefully reviewed all projects in

our order backlog, under negotiation, in bidding and in

the pipeline to assess staffing needs and resource

locations. Cement industry sources anticipate projected

demand for annual increases in production capacities to

parallel GNP declines for the near term. A decline in

excess of 50% from the 2008 additional kiln capacity

projection of 125 million metric tonnes per year may be
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this effort. In the past we found our technology edge

was diminishing as our research efforts took a back seat

to providing contract services.

While the demand for new capital equipment has

decreased in reaction to the tightening credit markets,

we see opportunity in refocusing on our service

business. The population of our machines around the

world is substantial, and in our restructuring we

have placed a renewed emphasis on and dedicated

resources to significantly expanding this segment of

our revenue stream.

We are also making an investment in an enterprise

resource planning system to reduce the costs and improve

the efficiency of the way we conduct our core business.

A streamlined global structure with standardized processes

and procedures will be critical to our success going

forward as the number of market opportunities that fit

our risk and margin profiles diminishes.

Our response to the international financial crisis is

founded on preserving cash and equity and positioning

for the future. The restructuring, including the reorgan-

ization, the cost minimization actions, the efficiency

measures, the write-down of non-core assets and the new

initiatives, while all necessary investments for the future,

come at a cost to us now: the recognition of the fair value

loss on our investment in preferred shares of Mass

Financial in 2008 and the restructuring costs in 2009.

We currently estimate the range of restructuring costs

to be between $25.0 million and $30.0 million. The

majority of these costs will be recorded in 2009.

Because of these economic conditions and the poor

visibility in the credit markets, we will not be giving

2009 guidance.

Our cash forecasting has considered a substantial

reduction in the royalty associated with our passive

interest in the Wabush iron ore mine. Industry sources

and the operator cite falling demand for the product and

a general weakening in the price of the commodity as

reasons for reduced production forecasts. Nevertheless,

we believe our cash reserves are adequate to meet

operating and restructuring cash requirements in 2009

without adding debt. Cash preservation will be a major

element of our executive incentive program for the next

few years.

While these are difficult times, such times often

present opportunities, and we believe our restructuring

plans will result in KHD being well positioned to take

advantage of such opportunities. We will be presenting

our results and strategies going forward at investor

meetings over the coming months.

Respectfully,

Jim Busche

President and Chief Executive Officer


