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Chairman’s Statement (continued)

Dear Shareholders,

I am pleased to report to you the operating results of Shandong Xinhua
Pharmaceutical Company Limited (the “Company”) for the year ended

31 December 2000.

RESULTS AND DIVIDENDS

For the year ended 31 December 2000, in accordance with PRC
accounting standards, the total revenue of the Company and its
subsidiary (the “Group”) from principal operations was
RMB1,044,073,000, an increase of 9.8% from 1999. Reported profit
after taxation was RMB69,119,000, increased by 8.66%, as compared
to 1999 and the reported earnings per share (“EPS”) was RMBO0.162.

In accordance with HKGAAP, total turnover of 2000 was
RMB1,044,073,000, an increase of 9.8% from 1999. Reported profit
attributable to shareholders was RMB67,826,000, increased by
17.27%, as compared to 1999 and the reported EPS was RMBO0.159.

The Board has proposed a final dividend for 2000 of RMB0.08 per
share (approximately HK$0.0754), including income tax for A Shares,
to be paid in cash. Such proposed dividend has been provided for
in the accounts of the Company and is subject to its passing at the

annual general meeting for 2000 (the “AGM”).
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Chairman’s Statement (continued)

Subject to shareholders’ approval at the AGM to be held on 22 June
2001, the dividend will be payable on 30 June 2001 to the holders
of H Shares whose names appear on the H Share Register of Members
of the Company as at 4:00 p.m. on 21 May 2001. The date of
registration as well as the date and method of payment of dividends

in respect of the holders of A Shares will be announced later.

REVIEW OF OPERATIONS

In 2000, the Chinese medical market kept growing steadily as a result
of several policies of reform implemented in respect of medicine
pricing and the medical insurance system for urban workers.
Meanwhile, competition in the domestic market of the pharmaceutical
industry remained intense as a result of the oversupply of industry
infrastructure, although the State took various measures to restructure
and upgrade the pharmaceutical industry. Under these complicated

circumstances, the Company
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vigorous strategy for balancing
production, sales and payments to
meet the demands of the market.
Focusing on enhancing its ability to
face intensifying competition, the
Company strengthened its
creativeness and management and
devoted more effort to marketing.
The Company’s operations
maintained a good trend of

development.
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Vigorous strategies for balancing production, sales and payments
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operational strategies and the
business goals set at the
beginning of the year, by co-
ordinating production and
sales and by paying more
attention to payments in order
to control operational risks, the
Company achieved sound sales
which increased by 9.8%. In
2000, the sales of the
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Company reached RMB1,000
million. The rate of production to sales of the Company was
100.51%, 7% higher than the average rate of the pharmaceutical
industry in the PRC, and the rate of payments to sales was
100.13%. The Company had a reasonable level of stock at the
end of the year and the net increase in cash and cash equivalents
from operating activities remained at a high level of
RMB167,535,000. The Company continued to keep a steady cycle

of production and operations.
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Enhancing core competitivenesses in intensifying competition and

strengthening innovation and management

In 2000, the Company obtained four certifications of new drugs,
including charichromycin in capsule and granular form and
paracetamol in scattered tablet form, by means of increasing
investment in scientific research and speeding up the development
of new drugs. Through measures such as the technical
improvement of individual methods for different products, together
with the appraisal of indicators, and backward cost and quality
management, the technical indicators of main bulk
pharmaceuticals, such as Pipemidic Acid, Caffeine, Trimethoprim
and Hydrocortisone, and the competitiveness of the Company

improved.

In respect of its financial management, the Company continued
to improve its management of costs and funds by inviting public
tenders in respect of procurement and by comparing the prices
and qualities of the tenders received. Through the abovementioned
measures, the Company realised greater effective control over

costs, cut expenses and reduced funding risks.
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Chairman’s Statement (continued)

In 2000, the Company passed the examination of, and obtained
GMP certificates for, its main products from the State Drug
Administration by means of improvement of hardware and strict
management of software. During the year, the Company also
obtained 1SO14001 international environment certification as a
result of its effort to clean-up production and protect the
environment. The re-examinations of certification of the 1ISO9001
international quality insurance system and the 1SO10012
international measuring system were passed in 2000, whilst the
quality audit for 11 kinds of bulk pharmaceuticals were carried
out by 13 foreign companies. Products such as Theophylline and
L-350 passed examination by the Food and Drug Administration.
Theophylline also obtained its Certification of Suitability from the
European Pharmacopiea Committee. All of these occurrences have
laid a solid foundation for the promotion of the Company’s

products on the international market.
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More effort in marketing to establish model of sales with the

Company’s characteristics

The Company has worked on the expansion of its bulk
pharmaceutical factory-to-factory domestic sales network, that
network being mainly composed of preparation factories, so that
the Company’s traditional competitive advantages in respect of
bulk pharmaceuticals are further enhanced. In 2000, sales through
agent agreements accounted for 27% of the sales of bulk
pharmaceuticals in domestic markets due to the elaborate

divisions of the markets.

The sales network of preparations of the Company developed
rapidly. Wholesalers, drug stores integrated with agents and end

users started to become the

s - WS

basis of the sales network of

ERTEREE
BIRRATIEYD
2 ERE—
REENER

J: — e
) = EEE
— T TS T

FFEHFAMN
THREE
TEFEEIRBE
EARM8,892
T ®mEF
1BR2.5218 o

the Company. Shandong Zibo
Xinhua Pharmacy Company
Limited (the “Xinhua
Pharmacy”) became a chain
drugstore with one existing
drugstore and 4 new
drugstores opened at the end
of the year. The sales of the
Xinhua Pharmacy reached
RMB8,8920,000, a 2.52 times

increase as compared to the

same period last year.
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Chairman’s Statement (continued)

The Company’s diversified, comprehensive and multiple strategic
planning has promoted the development of its international trading
business. The Company focused its sales network on its main
products and principal customers, particularly in its traditional
markets such as Europe, USA and Japan, together with emerging
markets, such as Africa and South America. In 2000, the Company
made a breakthrough in the export of preparations and products,
such as Analgin, Aspirin and Hydrocortisone, were up to their
highest export volume ever. The cash receipts in respect of exports
realised by the Company was USD43,696,000, 10.46% higher as

compared to the same period last year.

Strengthening the information network to take advantage of the

development of new economy

The LAN of K3 system, being a finance and procurement-sale-
stock system, has been set up and was put into trial operation.
This will be beneficial for the management of the distribution of
products and information and will ensure that the board and
managers to learn information and make decisions in a more

timely manner.

By taking advantage of its internet website, the Company
enhanced its communication with suppliers and clients (end users)
and began to invite bids, price inquiries and select qualified
suppliers in order to improve the quality and reduce the price of
raw materials. By means of the internet, the Company completed
its first Internet transaction — obtaining an order for 122 tons of
caffeine from Smith Kline Beecham Company via public bidding

on the Internet in 2000.
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Chairman’s Statement (continued)

FUTURE PROSPECTS

At the beginning of the 21st century, the world economy seems to
be entering into a relatively steady growth period. The next five to
ten years will be an important period for China in respect of the
development of its society and economy. There also will be many
challenges and opportunities in the pharmaceutical industry in the
tenth Five-year period. It is anticipated that the world pharmaceutical
market will increase at the average rate of 8% annually. The domestic
pharmaceutical market is expected to maintain its growth as a result
of the population’s greater wealth, greater healthcare awareness, the
increased ageing population, the expansion of the medical care system
and increased medical consumption in rural areas. It is expected that
the pharmaceutical industry in China will increase by 12% annually.
Following reforms in respect of the medical insurance system and the
classified management of medicines and the further implementation
of the state medicine directory for medical insurance, there should
be significant increases in the demand for medicines. Generic drugs
and some new drugs made in China with exact curative medical effects
and appropriate prices will have strong development potential.
However, since there has been a long period of reconstruction of the
low standard of the pharmaceutical industry and structural
contradiction within the industry, the competition will be abnormally
intense and harsh. Following China’s entry to the World Trade
Organization (“WTQ”), large multinational companies may rapidly
enter into the domestic market and bring heavy competitive pressures.
The Company has determined its major aims in the coming year as

follows:
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1. BEEEHNNEIERE - RAXSR® 1. To improve the Company’s profitability through developing new

profitable resources
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The Company plans to apply its
scientific achievements to
accelerate the upgrading of its
existing bulk pharmaceutical
products and to improve the
scientific contents of its products.
Through low-cost expansion, the

Company will bring its

advantages in respect of the

competitiveness of its existing
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products and its economies of

scale into full play. The Company
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will develop products with
different specifications, new
varieties of pharmaceutical products and interrelated products to
form series of products, all of which will play an important role

in improving the Company’s competitiveness.

Adjusting the product mix shall be the main focus in the
production of generic drugs. The Company will increase the sales
volume of its main products by improving its gross margin in
circumstances of unchanged volume and higher sales. Through
co-operation with medical trading corporations, the Company
hopes to develop new sales channels for the sale of preparations.
The Company will emphasize the development of new
preparations. In 2001, the Company will increase the funding and
sales staff for promotion and marketing of the new drug
Baihongyou (B#L#8) in order to make it a very well known brand
of drug of high reputation and which is known to provide benefit
results. The Company will also implement a strategy to ensure that

its products are well-known brands.
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By taking advantage of the opportunities arising from changes in

the world economy and China’s entry into the WTO, as well as

its technical advantages in chemical synthesis, the Company will

continue carrying out processing on order via particular

pharmaceutical intermediates for the purpose of developing new

avenues for profits.

To enhance development of products and market

(1) To enhance development of products

11

By increasing investment in research and development, the
Company is aiming to increase the proportion of research and
development expenses to 8% of sales by the end of the tenth
Five-year period. By means of utilising the best equipment,
and collaborating with colleges and institutions, the Company
will improve its scientific research measures and increase the

effectiveness of the development of its products.

By adopting modern management methods and techniques,
the staff’s enthusiasm for research and development will be
stimulated. The Company will encourage the staff to enrich
their professional knowledge and improve their abilities in
research and development. This will speed up the transferral

of achievement in scientific research to industrial production.
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For the purpose of creating new avenues for profit, the
Company is accelerating its construction of the biological and
genetic engineering research institutes. The Company plans
to develop bio-drugs and genetic engineering drugs on the
basis of Leuprorelin (GnRH, bio-drug) and L-Asparaginase
(anti-cancer drug, genetic engineering drug) in order to
stimulate the product development of the Company.
Meanwhile, the Company will further speed up research on
preparations, improve the development of new preparations
and existing products with different dosages and improve the

technical quality and added-value of preparations.

To enhance development of market

Although the Company’s sales for 2000 reached over
RMB1,000 million, the market and demand of the Company’s
products are still expanding. The Company is putting greater
emphasis on the establishment of sales networks, the
education of staff in charge of sales, the promotion of brands

and the adoption of modern marketing techniques.

Based on the Company’s consolidated basic management, the
Company’s rapid reaction mechanism to meet the demands
of the market will be substantially improved. By using its
competitive advantages, the Company will develop further its
competitiveness. Besides policies of reducing product costs
and ensuring superior product and service quality, the
Company is improving its sound reputation by promoting

ideas of quality drugs from good enterprise.
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Chairman’s Statement (continued)

To carry out capital expansion and accelerate the development

of the Company

Steps were undertaken for the new A Share Issue in August 2000.

The announcement of resolutions regarding the issue of A Shares

was published on 13 December 2000, and the formal application

of the Company for the issue of the A Shares is currently being

dealt with. The capital raised from the A Share Issue will be

invested in the following items:

(1)

Technical renovation of four products, including GMP
innovation of the preparation workshop utilizing new
technologies and new equipment. When the projects are
finished, the Company’s position in the domestic
pharmaceutical industry will be improved due to its improved

quality of products and increased export volume.

Production of two new drugs — Chairchromycin and
Meloxicam. When the projects are finished, these two
products will become the new income sources for the

Company.

Renovation of the State-level enterprise technical centre which
will ensure the implementation of a strategy of long-term
development in technology and products and assist the
Company in building up core competitivenesses and forming

long-term competitive advantages.
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Chairman’s Statement (continued)

(4) Construction of sales networks which will readily enable the
Company to adapt to the reforms of the department of hospital
and drugstores and to implement the strategy of promoting
the development of preparations and expanding the impact

of the Company.

Once all the projects are finished, the turnover and net profit of

the Company are expected to increase significantly.

To speed up the development of control measures on the basis

of strengthened basic management

Focusing on the activities initiated for the purpose of improving
brand-name recognition, improving product quality and increasing
profit, and the implementation of the strategy of sustained
development in the coming year, the Company will continue to
strengthen its basic management and develop new control

measures:

(1) The Company will continue improving its various rules and
regulations in respect of different sectors, including its
backward quality control system, quality assurance system,
environment management system, measuring control system,

public bidding procurement system, and safety control system.

(2) Focusing on financial management, the management of costs,
capital, financial budget and financial risk will continue.
Through research of technologies of different products, and
activities carried out for the purpose of increasing revenue
and reducing costs, the Company is seeking to implement a

unique style of management.
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(3)

By introducing advanced management methods, techniques
and measures, the Company is improving its ability to adapt
to market changes and improving its decision-making and

management processes and mechanisms.

The Company is also planning to improve its information
system, to improve its management efficiency and to take a
greater part in E-commerce business in order to capitalise on

the opportunities arising from the new economy.

The Company will, in addition to reforms in labour and
remuneration, implement strategies to vigorously recruit
talented staff to improve incentive and retention mechanisms

and to speed up the creation of such mechanisms.

In 2001, the first year of the new century and the tenth Five-year plan,

the Board has full confidence that, through the mutual effort of the

staff and the Board, the Company shall be able to continue to generate

sound returns for shareholders.

He Duanshi

Chairman

Zibo, Shandong, PRC
9 March 2001
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