Management Discussion and Analysis

BUSINESS REVIEW OF THE YEAR

Overview

In 2006, the Group has recovered from the down cycling of the global
semiconductor market and has benefited from the prior capacity
expansion and process technology mix evolution. The Group’s
consolidated revenue increased by 46.4% to US$114.30 million in 2006
from US$78.10 million in 2005. EBITDA increased by 98.8% to US$34.28
million in 2006 from US$17.24 million in 2005. The Group recorded a net
profit of US$6.37 million in 2006 compared with a net loss of US$6.84
million in 2005. In 2006, the average capacity utilization rate of the Group
was up to 86% as well as the average selling price (the “ASP”) has

increased to US$175 per wafer from US$168 per wafer in 2005.
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

BUSINESS REVIEW OF THE YEAR (Cont'd)

Expansion of Business

The Group’s business in the PRC contributed 67.7% to the consolidated
revenue of the Group in 2006. The revenue from the PRC increased by
46.1% to US$77.41 million in 2006 from US$52.98 million in 2005. The
Group’s business from overseas market increased by 46.9% to US$36.89
million in 2006 from US$25.12 million in 2005, as a result of market

recovery from the down cycling of the industry.

The following table shows the geographical breakdown of the Group’s

revenue for the five years ended 31 December 2006.
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TREVWZRWESTARERE—
FH+ZA=t—BIERAEFENKA:

2006 2005 2004 2003 2002

(US$ ‘000) % (US$000) % (US$'000) % (USS$'000) % (US$000) %

(F%£n) (F%n) (F%n) SEI SE
The PRC i 77,413 67.7 52,982 678 46854 586 32289 767 31905 779
Asia, other than R EILAGMY
the PRC TiE 21,989 192 151% 195 20,900 26.2 7.5% 18.1 6,888 16.8
United States % 10,852 9.5 5,637 7.2 5,571 70 2,192 52 2,184 53
Europe g 4,048 36 4,286 55 6,535 8.2 — — — —
Total 5] 114,302 1000 78,099 1000 79,860 1000 42077 1000 40977 100.0

The Group adopted a strategy to diversify its customer base to avoid
over-reliance on any single customer. The Group’s top five customers’
contribution to the revenue decreased to 42.3% in 2006 from 68.0% in
2005.

Production Capacity and Capacity Utilization Rate

By the end of 2006, the Group’s production capacity reached 67,200
wpm. Average capacity utilization achieved 86% in 2006 compared to
63% in 2005.
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BUSINESS REVIEW OF THE YEAR (Cont'd)

Technology Migration

One of the Group’s ASP enhancement strategies is to continue to enhance
its core offering to more advanced process technology mix. Revenue
contributions from 0.6 micron and more advanced process technologies
increased to 42.5% in 2006 from 41.2% in 2005 and 34.1% in 2004. The
Group is also working towards expanding its process technology offering
to include 0.35 to 0.18 micron with technology partner for Fab 2 when

those process technologies come on stream. The table below shows

¥ OE
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REBEBEESHEHZOREIEAZFE LET
BRMASE  EARSTFTHEERKZ
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WAR-ZEENFHNMABR - ZTREF
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the Group’s revenue by process technologies: IR RIE RS AT ER - TREZ7
BETERMO T AEBEMNA
2006 2005 2004 2003 2002
(US$ ‘000) % (US$ 000) % (US$000) % (US$000) % (US$000) %
(F%7) (%) (%) (F%m) (F%m)
5inch SET - - - - - - - — 962 23
B-inch BT
>=10micon  >=10 %% 28,594 250 21310 273 20,350 %54 18,234 433 20,731 506
06-08micron ~ 0.6-08%K 26,925 236 17.967 230 28,922 36.2 14217 338 16,836 411
05-06micron 05- 064K 35,904 314 0917 %8 8840 1.1 496 36 83 02
03505 micron~ 0.35- 0.5 6% 12,650 1.1 11,270 144 18,347 20 6,682 159 2315 57
Subtotal NG 104,073 91.1 71,464 915 76450 957 40,629 9.6 39,965 976
DMOS DMOS 3,451 30 2256 29 61 0.1 - - -
Others £t 6,778 59 4379 56 3340 42 1448 34 50 0.1
Total a5 114,302 100.0 78099 1000 79,860 1000 4017 1000 40977 1000

The Group is transforming to be a leading analog foundry in China to
provide manufacturing services with high voltage, mixed-signal and
DMOS technologies which are widely used for applications of power
management IC and power discrete. Revenue contributions from analog
ICs increased to 33.1% in 2006 from 28.2% in 2005 and 16.4% in 2004.
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

BUSINESS REVIEW OF THE YEAR (Contd) XK EFE e

Technology Migration (Cont'd) FiE® (&)

The table below shows the Group’s revenue by process mix: TEREIIZHRAEG DT AEEAWA -

2006 2005 2004 2003 2002

(US$'000) % (US§000) % (US$000) %  (US$000) %  (US$000) %
(F£7) (T%£1) (T%£1) (T%£1) (F%7)

Logic &% 65,306 571.2 49,629 63.5 60,700 76.0 38,097 905 38,186 9.2

Mixed-signal  BEREER 34,462 301 19739 %3 13021 163 2,506 6.0 2741 6.7

NVMEEEPROM  NVM&EEPROM 4,305 38 2,0% 2.7 2,738 34 26 0.1 — —

DMOS DMOS 3,451 3.0 2,256 29 61 0.1 — — — —

Others £t 6,778 5.9 4379 56 3,340 42 1,448 34 50 0.1

Total L) 114,302 100.0 78,099 100.0 79,860 100.0 42077 100.0 40,977 100.0

Employees ==

The management believes that the Group’s employees are its greatest EIEEHE @ AEENREEAREEMNE

asset. The Group had 1,820 employees as at 31 December 2006, an E - HE - ZTTFE+-_A=+—H K

increase of 384 employees compared with 1,436 at the end of 2005. (£EAEE1,820% K _ZTEZAEEH

The Group has maintained a good working relationship with its employees

over the year.

In the highly competitive foundry business, strong human resources are
essential for continuous growth. The management successfully leverage
on the strengths of both local Chinese employees and international
expertise. The Group also prides itself for its track record of recruiting
and developing local managerial, technical, and operating personnel.
Currently about 98% of the Group’s staff are citizens of the PRC, including
the majority of its managers. As at 31 December 2006, about 50% of the

Group’s employees hold college or graduate degrees.
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BUSINESS REVIEW OF THE YEAR (Cont'd) ¥EKOE @

Employees (Cont'd) EBE ®

The Group pays contributions to publicly or privately administered ~ ZANEE@EptiaHIM - AN EBEEH AR

pension insurance plans on a mandatory, contractual or voluntary basis.  s(FLABIRRKEREFEELHIT - =

EBENW RSN

Employer’s pension cost charged to the consolidated income statement  ZEZN4F - REEAWHRTHBRNETR
was US$1.31 million for 2006, compared with US$1.13 million for 2005. K& WA A131EX7T M _-EZ HEE|
RNBEET °
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS

Financial Results

For the year ended 31 December 2006, the Group recorded revenue of
US$114.30 million, an increase of 46.4% from US$78.10 million in 2005.
EBITDA for the year ended 31 December 2006 was US$34.28 million,
an increase of 98.8% from US$17.24 million in 2005. The increase of
both revenue and EBITDA was primarily due to the continuous

improvement in capacity utilization rate and ASP.

Net profit for the year ended 31 December 2006 was US$6.37 million
comparing with a net loss of US$6.84 million in 2005.

Basic earning per share for the year ended 31 December 2006 was
US$0.24 cent, compared to a basic loss per share of US$0.26 cent for
the preceding year. Diluted earning per share for the year ended 31
December 2006 was US$0.23 cent.

The following table shows certain information relating to the Group’s
results of operations for each of the two years ended 31 December 2006
and 2005, extracted from the audited consolidated financial statements

of the same period:
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OPERATING RESULTS (Cont'd)

Consolidated income statements

Revenue
Cost of goods sold

Gross profit
Operating expenses:
Selling and marketing costs
Administrative expenses
Research and
development expenses
Other gains — net

Operating profit (loss)
Finance costs — net

Profit (loss) before income tax
Income tax (expenses) recovery

Net profit (loss) for the year
Dividends

Earnings (losses) per share
— Basic (US cent)
— Diluted (US cent)

Operating Data
Depreciation and amortization
Capital expenditure
Wafer sales (units)
ASP (US$)
(Wafer sales / quantity
of wafer sold)
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En (B1R)
FRERA
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For the year ended 31 December

BE+t-A=+t—HLEE

= E NEFEEIRE  ANNUAL REPORT 2006

2006 2005
(US$°000) %  (US$000) %
(F=m) (FE1)
114,302 100.0 78,099 100.0
(87,368) (76.4) (71,502) (91.6)
26,934 23.6 6,597 8.4
(3,162) (2.8) (2,528) (3.2)
(14,108) (12.3) (8,755) (11.2)
(3,100) (2.7) (2,264) (2.9)
4,115 3.6 1,186 15
10,679 9.4 (5,764) 7.4)
(3,192) (2.8) (1,444) (1.9)
7,487 6.6 (7,208) (9.3)
(1,121) (1.0) 366 0.5
6,366 5.6 (6,842) (8.8)
— 1,705
0.24 (0.26)
0.23 N/A
23,263 22,836
32,406 40,862
615,100 439,500
175 168
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Revenue

The Group’s revenue was mainly from wafer fabrication. The Group’s
consolidated revenue for year ended 31 December 2006 amounted to
US$114.30 million, representing an increase of 46.4% compared to
US$78.10 million in 2005. This increase in the Group’s revenue was mainly
due to the increase in sales volume of wafers shipped by 40.0% to
615,100 wafers in 2006 from 439,500 wafers in 2005, as well as the
increase in ASP by 4.2% to US$175 in 2006 from US$168 in 2005.

Cost of goods sold
Cost of goods sold consists principally of:
—  depreciation;

— direct materials, mainly raw wafers, and indirect materials such as

test wafers, photo masks, chemicals and photo resist;

— manufacturing overhead, including utilities, spare parts, repair and

maintenance, rental, and indirect labor; and

— direct labor, including salaries for employees directly involved in

manufacturing activities.

Cost of goods sold increased by 22.2% to US$87.37 million in 2006
from US$71.50 million in 2005. The increase in cost of goods sold in the
year was primarily due to the increased consumption in material and

utility costs that in line with the increase in the volume of wafers sold.
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OPERATING RESULTS (Contd)

Gross profit

Gross profit increased by 308.3% to US$26.93 million in 2006 from
US$6.60 million in 2005. Gross margin increased to 23.6% in 2006 from
8.4% in 2005. The increase in gross margin was mainly due to the growth
in production capacity utilization to 86% in 2006 from 63% in 2005, with
the production capacity expanded to 67,200 wpm by the end of 2006.
The increase in ASP by 4.2% also resulted in an increase in gross profit

and gross margin.

Selling and marketing costs

Selling and marketing costs increased by 25.1% to US$3.16 million in
2006 from US$2.53 million in 2005, which mainly due to the increase of
experienced sales executives and is in line with the increase in revenue

and sales volume.

Administrative expenses

Administrative expenses increased by 61.1% to US$14.11 million in 2006
from US$8.76 million in 2005. The increase in amount is mainly due to
the administrative expenses of approximately US$3.62 million of its new
fab in Beijing, which commence its operation in 2006. The charge of
impairment allowance for equipments of US$1.82 million was also

resulted in the increase of the administrative expenses.

Research and development expenses

Research and development expenses increased by 36.9% to US$3.10
million in 2006 from US$2.26 million in 2005. Research and development
expenses consisted primarily of salaries and related personnel costs for
process technology development, technology license fees, and
maintenance of the equipment used in technology development. The
increase in research and development expenses in 2006 was primarily
because of the investment spent in technology process development
on analog ICs including DMOS, CDMOS and high voltage, etc.
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Other gains - net

Other gains consist principally of:

—  subsidy income consisting mainly of the government incentive for
re-investment in a subsidiary in the PRC and a subsidy granted for

an environment protection project from a local Chinese government;

— gain on disposal of property, plant and equipments; and

— net foreign exchange gains arising from the appreciation of Rmb

T ON
HEME - BB RREKR

Subsidy income
Gain (loss) on disposal of property,

plant and equipments

Net foreign exchange gain FOINER E
Other, net HAsas

Other gains increased by 247.0% to US$4.12 million in 2006 from US$1.19
million in 2005 primarily due to the increase of subsidy income to US$2.23
million in 2006 from US$749,000 in 2005. The subsidy income for 2006
mainly represents a government incentive for re-investment in a
subsidiary in the PRC and a subsidy granted for an environmental
protection project amounting to US$2,145,000 and US$82,000
respectively. The subsidy income of US$749,000 in the prior year
represented refund of Value-Added Tax for Fab 1 for being a qualified
manufacturer of micro-electronics products. In addition, the Group
disposed certain equipments and recorded a net gain of US$529,000 in

2006, which also results the increase of other gains.
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OPERATING RESULTS (Contd)

Taxation

(@)

Income Tax

The Company is incorporated under the Companies Law (2003
Revision) of Cayman Islands and is not subject to taxation in

Cayman Islands.

No Hong Kong profits tax has been provided as there was no

assessable profit earned in or derived from Hong Kong.

The Company'’s subsidiaries registered in the PRC are subject to
Enterprise Income Tax (“EIT”) on the taxable income as reported
in their PRC statutory accounts adjusted in accordance with the
relevant PRC income tax laws. The general applicable EIT rate for
Fab 1, Fab 2 and Fab 3 is 33%. However, being located in the
“Coastal Open Economic Zone”, Fab 1 and Fab 2 are entitled to a
preferential EIT rate of 24%. Furthermore, in accordance with the
PRC “Law of Enterprise Income Tax for Enterprise with Foreign
Investment”, Fab 1 is also entitled to full exemption from EIT for the
first two years and a 50% reduction in EIT for the next three years,
commencing from the first profitable year after offsetting all tax
losses carried forward from previous five years. Moreover, since
Fab 1 also qualifies as an “advanced-technology enterprise”, it is
further entitled to a 50% reduction in EIT for an additional three

years. The first profitable year of Fab 1 was 1999.
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OPERATING RESULTS (Contd)

Taxation (Cont'd)

(@)

CSMC TECHNOLOGIES CORPORATION

Income Tax

In April 2005, Fab 1 received approval from the PRC National
Administration of Taxation to be classified as an encouraged
technology intensive foreign investment enterprise with foreign
investment in excess of US$30 million. As a result, from 1 January
2004 onwards, Fab 1 enjoys a preferential EIT rate of 15%. However,
according to the PRC “Law of Enterprise Income Tax for Enterprise
with Foreign Investment”, the minimum EIT rate applicable to a
foreign investment enterprise is 10%, and therefore although Fab
1 could enjoy 50% reduction in EIT for the years ended 31
December 2004 to 2006, Fab 1 was still subject to 10% EIT rate.

No EIT has been provided for Fab 2 and Fab 3 as there was no
taxable income as reported in their PRC statutory accounts adjusted

in accordance with the relevant PRC income tax laws.

The details of taxation charged (credited) to the consolidated
income statement for the two years ended 31 December 2006 are

as follows:

Current income tax WITAET

-PRC EIT — B EPSH

- Reversal of over-accrued EIT — BRI EMEH
Deferred income tax BRIEFAST
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OPERATING RESULTS (Contd)

Taxation (Cont'd)

(b) VAT
The Company'’s subsidiaries established in the PRC are subject to
VAT, which is charged on top of the selling price at a general rate
of 17%. An input credit is available whereby input VAT previously
paid on purchases of raw materials or semi-finished products can
be used to offset the output VAT on sales to determine the net VAT

payable.

Net profit (loss) for the year

As a result of the foregoing, the Group recorded a net profit of US$6.37
million in 2006, compared with net loss of US$6.84 million in 2005.

Dividends

The directors do not recommend the payment of a dividend for financial
year ended 31 December 2006.
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Earnings per share

The calculation of the basic and diluted earnings (loss) per share is

based on the following data:

Profit (loss) attributable to shareholders
for the purposes of calculating basic

and diluted earnings (loss) per share

Weighted average number of ordinary
shares for the purposes of
calculating basic earnings per share

Effect of dilutive potential
ordinary shares:

— Equity incentive plan

— Share Option Scheme

Weighted average number of ordinary
shares for the purposes of calculating

diluted earnings per share

No diluted earnings per share for 2005 has been presented as the

potential ordinary shares resulting from the Equity Incentive Plan were

anti-dilutive.

At EERELRR
ekt (BB ms
BREERN (BR)

Mt EERERBNTE 2
pillle SR SRS E S|

— D BE At &l
—BBRERt 8l

B EEREERNME 2
pillle SR SRS E ¢S

EHRLrENRBERA A

EEEBAWR DM

z«< P %

BRA

Il\

A (B1])

BREANEERT (BR) BRE TIIHK

BEE

2006 2005
(US$’000) (US$'000)
FTXr FTxT
6,366 (6,842)

Number of ordinary shares

2006

EBERHE

2005

2,701,158,258

2,646,935,175

36,454,218 N/A T~ F
1,098,520 N/A T~
2,738,710,996 N/A T~

R EARDEEFEELNEEEBRA

RESEER  BAEEHN _TTHFNE
EERRN -



OPERATING RESULTS (Contd) REXE @ =
Liquidity and Capital Resources RBEEREXRRR &
For the year ended 31 December 2006, the Group’s sources of liquidity #HIF-ZEZXF+-_A=+—HIFE - Ef
mainly derived operating activities amounting to US$28.44 million. The ZAEEEREES TR BRERELE i

Group’s cash has principally been applied to fund capital expenditures ~ BjE 4K FIE £ 52,8448 % 7T - KEH
related to the purchase of machinery and equipment for Fab 1 amounting B E& T EANEARF X BIEEE — B
to US$7.35 million, construction of Fab 2 amounting to US$4.94 million,  22:%#&:17368 37t « —MERT4948 %
and fab construction and purchase of equipment and intangible assets TR =MEREEENRE R ER EELT
for Fab 3 amounting to US$20.12 million. 2,0128%T -

The table below sets forth the cashflow of the Group for the two years FRIIHAEBHE T NF+_A=
ended 31 December 2006, as well as the cash and cash equivalentsat  +—H Jtﬁmlifﬁ’ﬁﬁﬁ i &= M i P E 4

MANAGEMENT DISCUSSION AND ANALYSIS

the end of each of the two years: EXRNBEEREEEY :
2006 2005
(US$’000) (US$'000)
SPES FET
Net cash generated KETEEEENRSRAFE
from operating activities 28,438 18,032
Net cash used KB EHEANIE S TR
in investing activities (31,384) (40,661)
Net cash (used in) generated BVEER) () EAMRESFE
from financing activities (64) 22,909
Net (decrease) increase in cash RERBEEEY (L) BINFE
and cash equivalents (3,010) 280
Exchange (loss) gain on cash and
cash equivalents ER (BB WERReEEREEEY (667) 35
Cash and cash equivalents FURSRACEEYD
at beginning of year 24,778 24,463
Cash and cash equivalents FRESRASEEY
at end of year 21,101 24,778
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Liquidity and Capital Resources (Cont'd)

Net cash generated from operating activities increased to US$28.44
million in 2006 from US$18.03 million in 2005. The increase was primarily

due to growth in revenue.

Net cash used in investing activities was US$31.38 million and US$40.66
million in 2006 and 2005, respectively. In 2006, US$7.35 million was
spent on the purchase of machinery and equipment of Fab 1, US$4.94
million was spent on construction of Fab 2, and US$20.12 million was
spent on equipment and intangible assets purchase and fab construction
of Fab 3.

Net cash used in financing activities in 2006 amounted to US$64,000,
compared to US$22.91 million cash generated from financing activities
in 2005. The amount in 2006 reflects the net of US$120,000 drawdown
of borrowings from various banks, and US$184,000 spent on repurchase
of shares of the Company. The amount in 2005 mainly reflected the

US$24.90 million from the net bank borrowings from various banks.

EHRLrENRBERA A

EEESNWE DN

2(« P % 9= (48)

Il\

RBEEREARRIR (&

BEEHEEANFRCHA_STTATH
1,803 X LI E2,8448 3T ~ EEIMTEE
FRiHE S IMFTE -

ARREESHNFEREN _SETRAFN—
ZEEXNENHIA4,06683E7T%3,138E =

T R-FTRF » 738X TAR —
MBEMERRE  4U4BETARNER

“BR2,012BEXTHAR=ZBBERER
BRVEENMBEER -
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OPERATING RESULTS (Contd)

Indebtedness

The borrowings of the Group as at 31 December 2006 and 2005 were as

follows:
Current FSE-t!
— Secured bank borrowings —HIEHRITEE
— Unsecured bank borrowings — R RRITEE
Non-current -t
— Secured bank borrowings —HIEBIRITEE
Total borrowings BERE

The secured portion of US$15.31 million was secured by certain of the
Group’s equipments and land use right with the net book value of

approximately US$25.65 million.

The Group receives payments in currencies including Renminbi (“Rmb”),
US dollars and Hong Kong dollars, and it incurs costs and expenses in
currencies including US dollars, Rmb, Japanese Yen, Hong Kong dollars
and Euros. The management believes that, considering the working
capital position of the Group, the Group will have sufficient foreign
exchange fundings to meet its foreign exchange liabilities as they become

due.

e e
RERE @)

&%

2006 2005
(US$°000) (US$'000)
FEx FE7x
8,306 3,000
27,479 29,922
7,000 9,230
42,785 42,152

BEHEMBO 3NBERXTHAEESET
HeER e+ AR (RREF{E 42,6668 5%
JO) YA

AEBRBMAOFIEAARE - ETRET
REM - ERARERAUNNAET - AR
% BE-BTEBTAEML - BEEM
E ERIXKENLEESNN - ~&%
%8 7t = SNEST N BB SNER(E -
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Capital Expenditures

The Group requires capital to build, expand, upgrade and maintain its
production facilities and equipment. The Group incurred capital
expenditure of US$32.41 million in 2006, of which US$7.35 million was
spent on the purchase of machinery and equipment Fab 1, US$4.94
million was spent on construction of Fab 2, and US$20.12 million was
spent on the equipment and intangible assets purchase and fab

construction of Fab 3.

The Group is cultivating business opportunities with certain technology
partners and endeavors to form strategic partnerships for Fab 2. The
construction of Fab 2 shell and other supporting facilities are still in

progress at the end of 2006.

The management estimates the cost of the construction of the Fab 2
building and facilities to be US$115.76 million. Of this amount, US$45.84
million was spent till 2006. Both the capital expenditure described above
have been or will be funded from the proceeds of share issuances, bank
loans and internally generated cash inflow from operations. The Group
will continue to implement its prudent capital management policy and

optimize the allocation of its capital resources.

Repurchase of Shares

During the year ended 31 December 2006, the Company repurchased
3,655,000 shares of the Company at prices ranging from HK$0.34 to
HK$0.40 per share with a total consideration of US$184,000. These

shares have been duly cancelled.

EHRLrENRBERA A

EEEBAWR DM
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OPERATING RESULTS (Cont'd)

Commitments and Contingent Liabilities

a) Capital commitments

As at 31 December 2006 and 2005, the Group had the following

significant capital commitments:

Contracted but not provided for
— Acquisition of property,
plant and equipment
— Acquisition of information
technology system
Authorized but not contracted for
— Acquisition of property,
plant and machinery
— Acquisition of information
technology system

Total

b)  Operating lease commitments

The Group leases various offices, factory premises and machinery
under non-cancellable operating lease agreements. The leases

ERTAMEREE
—BEDME - BB RS
—BEEMRMER

EREEREN

—BEWX  BELEES

—BEEMRMER

.
5T

have varying terms and renewal rights.

As at 31 December 2006 and 2005, the Group had future aggregate
minimum lease payments under non-cancellable operating leases

as follows:

Office and factory premises
and machinery
— No later than 1 year
— Later than 1 year but
no later than 5 years
— Later than 5 years

WRE - HEE NS

——FR
——FRETNENREF

—hFR

é((« P ¥ ﬁi (48)

a)

b)

AERSRER

B RIE
RZBEERNFERZZEZTRAF+A
=+—H AEBENERERRE
NN

2006 2005

(US$°000) (US$'000)

FXr TET

49,216 4,588

498 929

50,463 211,597

1,372 3,235

101,549 220,349
HEHEEARIE

AEBUAT ARG EHE HER

EZRMAE MEMFE RS -

BUERNBTRFEHREORE -

RZEERNFR_ZEERAF+ A
=+—H AEEHTAIHELE
HEMNABRHEHESNRENAT ¢

2006 2005
(US$°000) (US$'000)
FEx FET
1,997 1,519
7,359 4,732
1,323 —
10,679 6,251
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CSMC TECHNOLOGIES CORPORATION

Management Discussion and Analysis

OPERATING RESULTS (Contd)

Commitments and Contingent Liabilities (Cont'd)

c) Contingent liabilities
As at 31 December 2006, Fab 1 has a staff retention program which
requires Fab 1 to provide corporate guarantee to a third party bank

for the down payment of loans of its key employees amounting to
approximately US$515,000 (2005: US$340,000).

Save as disclosed above, the Group does not have any other

commitments or contingent liabilities.

Legal Liabilities

For the year ended 31 December 2006, the Company was not involved
in any material litigation or arbitration and no material litigation or claims
was pending or threatened or made against the Company as far as the

Company is aware of.

Basis of Preparation and Changes in Accounting Policies

The consolidated financial statements of the Group have been prepared
in accordance with Hong Kong Financial Reporting Standards (“HKFRS”).
The accounting policies and methods of computation used in the
preparation of this consolidated financial information are consistent with
those used in the annual financial statements for the year ended 31
December 2005 except the following new standards, amendments to
standards and interpretations are mandatory for financial year ended
31 December 2006.

The adoption of HKAS 39 and HKFRS 4 Amendment, ‘Financial guarantee
contracts’ is relevant for the Group’s operations. The Group has assessed
the impact of this amendment on the corporate guarantees to a third
party bank given as security for the loans of its employees and concluded

that the impact is not significant.
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OPERATING RESULTS (Contd)

Basis of Preparation and Changes in Accounting Policies
(Cont'd)

Other standards, amendments and interpretations effective on or after 1
January 2006 are not relevant for the Group’s operations or have not

been early adopted by the Group.

The Group has changed estimated useful lives for machinery and
equipments. In previous years, mechanical based semiconductor
equipment was depreciated over their estimated useful lives of 5 years.
With effective from 1 July 2006, mechanical based semiconductor
equipment is to be depreciated over estimated useful lives of 8 years.
The changes reflect the current best estimates based on the Group’s
previous experience of these semiconductor equipments after taking
into account of commercial and technological obsolescence as well as
normal wear and tear to better reflect the estimated period during which
such assets remained in service. The changes have been applied
prospectively. As a result of these changes in accounting estimates, the
depreciation expenses for the year decreased by approximately US$5.3

million.

Foreign Exchange Risk Management

The Group's operational cash flow was primarily denominated in Rmb
and US dollars. The Group’s borrowings were also denominated in Rmb
and US dollars. The Group does not expect significant exposure to foreign
exchange fluctuations in this regard, considering the working capital
position of the Group. It is the Group’s policy not to enter into derivative

transactions for speculative purposes.

Gearing Ratio

As at 31 December 2006, the gearing ratio, calculated based on total
liabilities divided by total shareholder’s equity was 48.0%, compared
with 42.8% as at 31 December 2005.
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OPERATING RESULTS (Contd)

Other Significant Matter

On 12 May 2006, CSMC and CR Logic jointly announced that a voluntary
conditional offer was made by CR Logic for all CSMC shares with cash
consideration and/or new CR Logic shares. On 28 June 2006, the offer
became unconditional in all respects. Upon close of the offer on 12 July
2006, CR Logic received valid acceptances in respect of 1,293,530,058
CSMC shares, representing approximately 47.5% of the entire issued
share capital of CSMC and voting rights normally exercisable at general
meetings of CSMC. Taking into account the valid acceptances received,
CR Logic and parties acting in concert with it together own 1,984,967,848
CSMC shares, representing approximately 73% of the entire issued share

capital of CSMC as at the date hereof.

CSMC TECHNOLOGIES CORPORATION % B LR F H R 2 A

EEESNWE DN

REHEE @
HinE XKE1E

RZZETERNFRA+ZH - FH LEmE
HEEBEA LT ERBIREBERE K
T EREE  URSRERREHEH
MROBERAEER LERD - RZZTZF
NEANAZTNR - ZEHRZEKAERK
H-RZTTZXRNFLA+-RAKEEZE
HE  EEBHRWINERLLERNY
1,293,530,058K M B RUE M - A1MGER
E2HEEITRAR —RAIRER FER
RERBFREG LITEIREEMNA7.5% ° 51
RETWEIM B R - EHER R EE —
BT ALTAERXBEAEN L FE
1,984,967 848/ f&fn - 1EEEH FERZH
B2 E B BITIRALT3% °



PROSPECTS FOR THE YEAR 2007

The Chinese analog semiconductor market is forecasted to become the
second largest worldwide semiconductor market for both domestic
consumption and offshore exports. Addressing the growing needs of
the Chinese analog semiconductor market, CSMC will transform its
technology roadmap and foundry strategy towards becoming a leading
analog foundry in China. Our strategy is clear, maintaining continued
partnerships with Chinese fabless design houses, enhancing present
business levels with overseas analog customers and developing new

strategic relationships for our future 8” wafer capacity.

According to CCID Consulting Co. Ltd., a professional market research
and management consultancy services provider in China, the Chinese
analog semiconductor market, in terms of sales, is projected to grow at
a compound annual growth rate of 25% between 2007 and 2010, yet
less than 20% of the Chinese analog semiconductor market demand is
serviced by local companies. We expect that Chinese fabless design
houses will exhibit double digit growth rates for next five years, and will
gain higher market share in the Chinese semiconductor market. During
the last two years, the market share of Chinese semiconductor companies
has increased due to significant improvements in design capabilities
and the rising number of local design houses. To capture growing
demand, CSMC's operational capacity of 67,200 wafers per month in
2006 will expand to 79,200 wafers per month by the end of 2007 to

strengthen our leading position as the largest 6 inch foundry in China.
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Management Discussion and Analysis

PROSPECTS FOR THE YEAR 2007 (Cont'd)

Furthermore, CSMC is cultivating business opportunities with certain
technology partners and endeavors to form strategic partnerships for
our 8 inch foundry (Fab 2) in the New District of Wuxi, China. Fab 2 will
focus on submicron analog and digital process technologies in
anticipation of the continuing migration to 8 inch manufacturing
technology platform for demands of mainstream Chinese semiconductor

customers and selected overseas partners.

We are optimistic for the continuing long-term growth trend of the global
semiconductor market and, in particular the robust growth of the China
semiconductor market. We believe that our transformation to an analog
foundry and our strategies to offer better quality and cost effective

services, will deliver greater values to our customers and shareholders.
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