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The Board of Directors sincerely submits to the shareholders the
report of the Board of Directors and the audited accounts of the
Company and the Group for the year ended 31 December 2002.

MANAGEMENT DISCUSSION AND ANALYSIS

l. The business scope and operating results of the
Company

The Company is mainly engaged in the business of
developing, manufacturing and selling of bulk
pharmaceuticals, preparations, chemical products and other
products. The profit of the Company and its subsidiaries (the
“Group”) is mainly attributable to its principal operations.

Sales Analysis

Under PRC accounting standards, the Group achieved a
turnover of RMB1,173,550,000 for the year ended 31
December 2002, in which sales of bulk pharmaceuticals
accounted for 63.9% of the total sales of the Group,
representing an increase of 2.16% as compared to last year.
Sales of preparations and chemical and other products
accounted for 33.4% and 2.7% respectively of the total sales
of the Group, and representing a decrease of 2.88% and an
increase of 0.72% respectively as compared to 2001.

Sales of bulk pharmaceutical were increased by 10.44% to
RMB749,548,000. Sales of preparations was
RMB391,997,000, representing a decrease of 1.7% and sales
of chemical and other products was RMB32,005,000,
representing an increase of 46.69%.

The decrease in the sales proportion of preparations to the
total sales was mainly due to a series of state policies for
depressing the prices of medicines. The prices and sales
volume of preparations of the Company were affected by the
stagnancy in the sales of the Company’s new drugs for a short
time resulted from the expectation of drop in medicine prices.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

The business scope and operating results of the
Company (continued)

Sales Analysis (continued)

In contrast, the market promotion of the Company for bulk
pharmaceuticals in the international markets has resulted in
improved sales. The market shares and sales of its bulk
pharmaceuticals increased, and the increase of sales of
chemical and other products was mainly attributable to the
increase in turnover of Shandong Zibo Xinhua Pharmacy
Company Limited, a subsidiary of the Company.

Results Analysis

The Group’s profits attributable to shareholders for the year
ended 31 December 2002 calculated in accordance with
HKGAAP was RMB68,381,000 and the profit after taxation
calculated in accordance with PRC accounting standards was
RMB68,764,000, representing decreases of 16.35% and 15%
respectively as compared to last year. The main reasons for
the decreases were:

1. As a result of state policies in lowering the prices of
medicines, the prices of some kinds of preparation
products of the Company were brought down. Affected
by disorderly competition in the PRC pharmaceutical
markets, the Company voluntarily cut down the prices
of some of its bulk pharmaceutical products in order to
improve the market share of those products.

2. The sharp rise in the prices of chemical products made
of petroleum resulted in an increase in the costs of
procurement of the Company’s chemical raw materials.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

l. The business scope and operating results of the
Company (continued)

ITEERRERPETRIEEE Major Products and the corresponding market share in the
PRC
-2 F B
HMEHET AL (%) hiHIEBHE (%)
As % of Market share in
TEER Major Products total sales in 2002 the domestic market
A LBEEE Bulk Pharmaceuticals
2T Analgin 15.50 42.34
i sk & Caffeine 8.54 31.79
FAELH Aminopyrine 5.26 91.72
Bl i IC 4 Aspirin 5.71 46.63
8 ANk N Hydrocortisone 5.88 40.54
gt o e Pipemidic acid 2.02 100
eSS Ibuprofen 2.14 31.90
R Theophylline 1.27 27.61
ARR Aminophylline 0.20 19.18
B. && Preparations
nt o B Pipemidic acid tablets 3.92 N/A
ghrmERR Co-SMZ tablets 1.68 17.70
#HFHER Co-liquorice tablets 1.73 6.25
REMFER Nimodipine tablets 1.19 19.39
nEFH Ibuprofen tablets 1.03 37.71

BREEERMBEKR - EER
Ran

2002 EXRFLEARREBARY
1,905,456F ¢ » L2001 B M A
E#%68,736FT "' RLILEEERE
3.74% BEREEKEBHAE®
1,379,670F T - LL2001FEBMA
BE#30,146F ' BLEERE
292% HRAERERERIERM
TERAAFREFEEEEEE
¥

Financial and results analysis in accordance with PRC
accounting standards

Total assets of the Group as at 31 December 2002 amounted
to RMB1,905,456,000, representing an increase of
RMB68,736,000 or 3.74%, as compared to that of last year.
Shareholders’ equity of the Group as at 31 December 2002
was increased by RMB39,146,000 or 2.92% to
RMB1,379,670,000, as compared to that of last year. The
increases in the total assets and shareholders’ equity were
mainly attributable to the net income of the Group having been
realised during the year.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

The business scope and operating results of the
Company (continued)

Financial and results analysis in accordance with PRC
accounting standards (continued)

Profit from principal operations and profit after taxation for
2002 amounted to RMB311,732,000 and RMB68,764,000
respectively, representing decreases of RMB14,165,000 (or
4.35%) and RMB12,132,000 (or 15%) respectively, as
compared to that of last year. The main reasons for the
decreases are listed in the above section headed “Results
Analysis”.

Net decreases in cash and cash equivalents was
RMB113,563,000 as at 31 December 2002. The decrease was
mainly attributable to increase in investment for the renovation
projects using the proceeds from the issue of additional A
Shares which resulted in a decrease of RMB143,855,000 in
the net cash flows from investing activities for 2002.

A broad analysis of the main products, which accounted for
over 10% of the total sales of the Company for 2002, is as

follows:
SHEmH HERF EFNE (%)
EREB Product Turnover Cost of goods sold Rate of gross margin
RMB’000 RMB’000 %
RThE Analgin 181,880 119,269 34.42
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

The business scope and operating results of the
Company (continued)

Analysis of the Group’s performance under HKGAAP

As at 31 December 2002, the current ratio and the quick ratio
of the Group were 226.34% and 182.29% respectively, and
the rate of receivable turnover and rate of stock turnover for
the year were 455.07% and 416.79% respectively. The cash
on hand and in bank was RMB503,467,000 and the bank loans
amounted to RMB340,000,000. The Group maintained good
liquidity and has the ability to repay its debts as they fall due.

The Group’s demand for funding was stable throughout the
year.

The source of funds of the Group were mainly comprised of
two parts, namely the profit of the year and loans from financial
institutions. As at 31 December 2002, the total amount of bank
loans was RMB340,000,000 at a fixed interest rate and
unsecured. The Company will use the proceeds raised from
the issue of additional A Shares in projects as disclosed in
the Prospectus of the Company dated 3 September 2001 (“the
Prospectus”) and use other funds reasonably.

As at 31 December 2002, the Company established two joint
ventures with investment costs of USD350,000 and
RMB1,800,000, accounting for 70% and 90% of their total
equity interests respectively. The Company is confident in the
development of these companies.

As at 31 December 2002, there was no charge on the Group’s
assets.

In the coming year, the material investment plan will be
focused on the projects using the proceeds from the issue of
new A Shares.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

The business scope and operating results of the
Company (continued)

Analysis of the Group’s performance under HKGAAP
(continued)

The gearing ratio of the Group was 24.51% as at 31 December
2002. (The gearing ratio = Total borrowings / Share capital &
total reserves x 100%)

The cash and bank balances of the Company will be mainly
used as working capital in the production, sales and research.

As at 31 December 2002, the Company had no contingent
liabilities.

Operation and Results of subsidiaries of the Company

1. Shandong Zibo Xinhua Pharmacy Company Limited
(“Xinhua Pharmacy”), in which the Company holds 88%
of the total equity interest, was approved for
incorporation by the Zibo Municipal Industrial and
Commercial Administration on 19 November 1999. The
main operations of the subsidiary are the sale of
traditional Chinese medicines, prepared herbal
medicines for decoction, preparations, drugs for birth
control, medical appliances, health foods and
cosmetics.

The total turnover of the subsidiary was
RMB24,264,000, and the profit after taxation for 2002
was RMB317,000, representing an increase of 91.69%
and a decrease of 31.24% respectively as compared
to 2001. The decrease in profit after taxation was
mainly due to the higher start-up costs of 11 new
drugstores.
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MANAGEMENT DISCUSSION AND ANALYSIS

Operation and Results of subsidiaries of the Company
(continued)

In 2002, the Company established a joint venture with
Kyowa Pharmaceutical Co., Ltd. and Beijing Mita
Chemical Technology Development Co., Ltd. The
registered capital of the joint venture namely Zibo
Xinhua Sanhe Chemical Company Limited is
USD500,000, in which the Company invested
USD350,000 which accounted for 70% of the total
equity interests of the joint venture. The operating
scope of the joint venture includes research,
development, production and sale of chemical products
including pharmaceutical intermediates, perfume
intermediates etc, except for the dangerous materials.
The company has come into trial operation.

In March 2002, the Company established Zibo Xinhua
Pharmaceutical Design Institute Company Limited with
SXPGC. The total registered capital of the subsidiary
is RMB2,000,000, in which the Company invested
RMB1,800,000 and accounted for 90% of the total
equity interests. The subsidiary is mainly engaged in
the business of design of projects and achieved a profit
of RMB98,000 in 2002.
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(Z) EEELFABR 1. Use of Proceeds

AT R2001 9B 3AEH3,3008
BXAR% (& BB BXR 3008 ) » B
RERPHEEARW370517FTT »
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On 3 September 2001, the Company raised an amount of
RMB370,517,000 from the Issue, being an issue and offer of
33,000,000 A Shares (including the offer of 3,000,000 state-
owned shares). As at 31 December 2002, a total of
RMB144,588,100 was used in the following projects:

BREe 20026 TR E
BRESREEAEE ®ARE EREA RiBEH wRANLH fii
Actual % of
Total investment Accumulated the total
Name of project investment in 2002 investment investment Remark
ARBFT ARBFT ARBTT
RMB’000 RMB’000 RMB’000
BRREFROYEER 745,00 7,233 7,233 9.711%
State-level technical center
#EGMPYERE 80,000 7,767 7,767 9.71%
Preparation workshop
GMP renovation
Wk E A R YERE 160,000 63,209.6 66,829.3 41.77% IR
E¥RI
Caffeine technical construction of
renovation factory building
basically finished
L-350H W& B 29,980 10,820.9 22,958.8 76.58% E¥RI
L-350 technical basically finished
renovation
RNERERE (GMP)XEHE 39,800 22,328.2 44,126.8 110.87% BRI Ed
4,326 8FTHEE
BREA - EBR
BEENER -
Analgin GMP basically finished,
renovation included in the
accumulated investment,
RMB4,326,800 is
financed by the Group’s
OWN resources
it 111,368.7 148,914.9
Total

FREBIHDERNEIZRER  FREXRE
BRI EE ARG o BREEEHRAK
—HE FREKRELHBREIRERRNE
HRE (GMP)WERBA I - Rt A B R
BT ERRRERARERE - RIVEH
BB (CGVP)YWERBEERL ' ERNEE
EHREE AREANBRREFRBT B
BRARRERAER -

The projects were postponed due to the following reasons: Firstly, there was
a delay by the Company to issue A Shares. Secondly, the projects except
Analgin GMP renovation were moved to Zibo High-tech Industrial Development
Zone pursuant to the integral blueprint mapped out by Zibo Municipal
Government. The Analgin GMP renovation project has been finished and its
annual output will come to the normal level of production. The unused proceeds
was deposited in banks and will be used in accordance with projects committed
as stated in the the prospectus.
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Working Report of the Board

1. During the year, the Board of Directors convened seven
meetings at the Company’s registered office:

A.

On 28 January 2002, the first meeting was convened
at the Company’s registered office, during which the

following resolutions were passed:

To approve the ongoing connected transactions
with SXPGC and its subsidiaries and the
relevant agreements;

To approve the investment in Shandong Zibo
Xinhua Pharmaceutical Design Institute
Company Limited with SXPGC.

On 22 March 2002, the second meeting was convened
at the Company’s registered office, during which the
following resolutions were passed:

To approve the report of the Directors of the
Company for the year 2001;

To approve the audited accounts of the
Company for the year 2001;
To approve the profit appropriation of the

Company for the year 2001;

To approve the profit appropriation budget of
the Company for the year 2002;
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Working Report of the Board (continued)

1. During the year, the Board of Directors convened seven

meetings at the Company’s registered office: (continued)

B.

On 22 March 2002, the second meeting was convened

at the Company’s registered office, during which the

following resolutions were passed: (continued)

Vi.

Vii.

To approve the re-appointment of the
international and domestic auditors respectively
for year 2002 and authorize the Directors to fix
their remuneration;

To approve the connected transactions for the
year 2001;

To approve the written report on the provisions
for diminution in value of assets and treatment
of related losses submitted by the general
manager;

On 18 April 2002, the third meeting was convened at

the Company’s registered office, during which the

following resolutions were passed:

To approve the quarterly report of the Directors
of the Company for the first quarter of 2002;

To approve the remuneration of the Directors
and Supervisors for the year 2002;
To approve the amendments to the Articles of

Association;

To approve the nominees of members of the
Fourth Board of Directors of the Company;




EFERSE

REPORT OF BOARD OF DIRECTORS

BEESTERS @)

1y HFFEA FAFNEFEFRLF
EFRBMATEXE® : (#)

C.

FRFAR_BE_FE@A+
NBELFEMRBRAEZR
EFEeeR o BBREwW

F:

(5)

(6)

(7)

(8)

(1)

EBMRE—TRR
ARBRRERESA
ERRE

EBRRBHA=2S
—FERAERRXE
BIER=ER

FEERAR_—_TE—%
BEREREREEM
BME

i3 BA B8 R 3L 1R
FEERNRFRLF
MR -

FRFR_BE_FRNAL
BEAFEMEMAENXE
el EBmMTRE

(1

(2)

(3)

(4)

REELEFNEES
BEERE CBEEF
£

FABEEHEER
-

FEBRERIAEER
=

FRRIEESNE
BME

Working Report of the Board (continued)

1. During the year, the Board of Directors convened seven

meetings at the Company’s registered office: (continued)

C.

On 18 April 2002, the third meeting was convened at

the Company’s registered office, during which the

following resolutions were passed: (continued)

vi.

Vii.

viii.

To confirm the use of proceeds from the new
issue and offer of A Shares;

To approve the notice of convening 2001 Annual
General Meeting;

To approve the Company’s profit distribution
plan for year 2001;

To approve the establishment of Zibo Xinhua
Medicine Trading Company Limited, a wholly-
owned subsidiary of the Company;

On 7 June 2002, the fourth meeting was convened at

the Company’s registered office, during which the

following resolutions were passed:

To elect new chairman and vice chairman of the
Fourth Board of the Company;

To appoint new general manager;

To appoint new deputy general managers;

To appoint new company secretaries;
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Working Report of the Board (continued)

1. During the year, the Board of Directors convened seven
meetings at the Company’s registered office: (continued)

D.

On 7 June 2002, the fourth meeting was convened at
the Company’s registered office, during which the
following resolutions were passed: (continued)

2 To approve three special committees attached
to the Board of directors of the Company and
their relevant working rules;

Vi. To elect members of special committees of the
board of the Company;

Vii. To approve the amendments to the working
rules of board of the Company;

viii.  To approve the amendments to the working
rules of general manger of the Company;

iX. To approve the rules binding the disclosure of
information of the Company;

X. To approve the procedures on the approval of
financial expenditure of the Company;

Xi. To approve the rules on the management of
proceeds from the issue of shares of the
Company;

Xii. To approve the report of the establishment of
modern enterprise system submitted to the
CSRC;
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Working Report of the Board (continued)

1. During the year, the Board of Directors convened seven

meetings at the Company’s registered office: (continued)

E. On 2 August 2002, the fifth meeting was convened at
the Company’s registered office, during which the

following resolutions were passed:

To approve the interim report of the Company
for the six months ended 30 June 2002;

To recommend neither the distribution of an
interim dividend, nor any transfer from the
Company’s capital reserve into share capital;

To approve the reply to the CSRC for its inquiry
for the reasons which resulted in the failure in
achieving the 2001 profit forecasting of the
Company;

To approve an acquisition of land use right;

F. On 26 September 2002, the sixth meeting was
convened at the Company’s registered office, during

which the following resolutions were passed:

To approve the ongoing connected transactions
with SXPGC and its subsidiaries;

To approve the rules binding the connected
transactions;

To approve the working rules of independent
directors of the Company;
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EESTERS @ Working Report of the Board (continued)
1. EFEER > FLFEFERALT 1. During the year, the Board of Directors convened seven
EFRBATEREE : (#) meetings at the Company’s registered office: (continued)
F. EAFIR-_ES”"_FHAZ F. On 26 September 2002, the sixth meeting was
TRAEAFERBHAER convened at the Company’s registered office, during
EEgER EBAMTR which the following resolutions were passed:
() (continued)
(4) iEBRAR B R iv.  To approve convening an extraordinary general
RXE X EFRISER meeting for reviewing and approving the
BZHHERE ongoing connected transactions with SXPGC

and its subsidiaries;

(5) FAERILKEEHE— V. To approve the establishment of Zibo Xinhua
ZH{LIBRATR - Sanhe Chemical Company Limited;

G. FAFR-ET-F+AZ G. On 23 October 2002, the seventh meeting was
T=ZELFRERBAELER convened at the Company’s registered office, during
EFgER EBEBUMTR which the following resolutions were passed:

- I

(1) FEREB2002FE= i. To approve the third quarterly report of 2002 of
EERERMER the Company;

&

(2) FAERRBIARE i To approve the changes of addresses of certain
SECHKREEAR projects using the proceeds from the new issue
Hih S EAEE - of A Shares

2. —EZ-FEATFIRRERER-ZE 2. The dividends for 2001 were fully paid before 15 July 2002.

—#tAt+IhHMERTES -
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Brief Introduction of Directors, Supervisors
and Senior Officers

Brief introduction of Directors, Supervisors and Senior Officers are
listed in the above section headed “DIRECTORS, SUPERVISORS,
SENIOR OFFICERS AND STAFF”.

Directors’, Supervisors’ and Senior Officers’
Interests in Shares

The shareholding of the Directors, Supervisors and Senior Officers,
according to the register of shareholders maintained by the Company
in accordance with section 29 of the Securities (Disclosure of
Interests) Ordinance or to the knowledge of the Company, the
shareholding of each of the Directors, Supervisors and Senior
Officers are listed in the above section headed “DIRECTORS,
SUPERVISORS, SENIOR OFFICERS AND STAFF”.

Remuneration of Directors and Supervisors

Details of the remuneration of the Company’s Directors and
Supervisors are set out in note 10 to the Accounts prepared under
HKGAAP.

Individuals with the Highest Remuneration

All the five individuals with the highest salaries paid by the Group
and the Company during the year 2002 were Directors of the
Company.

Directors’ and Supervisors’ Rights to Acquire
Shares

At no time during the year was the Company, its holding companies
or its fellow subsidiaries a party to any arrangements to enable any
of the Company’s Directors, Supervisors, or their spouses or children
under 18 years of age to acquire shares in, or debentures of, the
Company or any other body corporate.
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Service Contracts of Directors and Supervisors

Each of the Directors and Supervisors entered into a service contract
with the Company for a period of three years commencing on 7 June
2002. The terms of the service contracts may be renewed by both
parties pursuant to the terms thereof.

No existing Directors or Supervisors have a service contract with
the Company which is not terminable by the Company within one
year without payment of compensation (other than statutory
compensation).

Management Contracts

No contracts concerning the management and administration of the
whole or any substantial part of the business of the Company were
entered into or existed during the year.

Directors’ and Supervisors’ Interests in
Contracts

No contracts of significance in relation to the Company’s business
to which the Company, its holding companies and its fellow
subsidiaries and in which any Directors or Supervisors had a material
interest, whether directly or indirectly, existed at the end of the year
or at any time during the year.

Accounts

The Group’s results for the year ended 31 December 2002 and the
financial position of the Group and the Company as at 31 December
2002 prepared in accordance with HKGAAP and PRC accounting
standards are set out in section headed “Financial Reports”.

Financial Summary

A summary of the results, assets and liabilities of the Group prepared
in accordance with HKGAAP and PRC accounting standards for the
last five financial years is set out in section headed “Summary of
Financial and Operating Results”.
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Profit Appropriations for the Year 2002

In accordance with PRC accounting standards for the period ending
31st December 2002, the Group realised a net profit of
RMB68,764,000 of which 10% is appropriated to the statutory surplus
reserve, 5% is appropriated to the welfare reserve, and 10% is
appropriated to the discretionary surplus reserve. These reserves
amounted to RMB6,904,000, RMB3,452,000 and RMB6,877,000,
respectively. After taking into account of the proposed final dividend
for 2002 of RMBO0.6 (approximately equal to HK$0.566, including
tax for A Shares) per 10 share, which represents a total final dividend
payable of RMB27,439,000, the undistributed profit of the Group for
the reporting period was increased by RMB24,092,000 as compared
to the previous year.

Principal Activities and Geographical Analysis
of Operations

The principal activities of the Group are the development, production
and sales of bulk pharmaceuticals, preparations (e.g. injections and

tablets), chemicals and other products.

An analysis of the Group’s turnover in various geographical locations

HMESMZEXENMT : under HKGAAP is as follows:
—EE-F - R %
2002 2001 Change (%)
RMB’000 RMB’000
TEHEW Geographical location
hE(BEEE) PRC (including Hong Kong) 756,185 751,043 0.68
B M Europe 169,844 148,347 14.49
EY) | Americas 170,369 138,495 23.01
Hth Other 77,152 61,404 25.65
a5t Total 1,173,550 1,099,289 6.76

HREHENEERFREETZ—RL
EEMEXER MRMULZHERNS
ERFEAMS W -

There is no major disparity in the ratios between turnover and profit
in relation to the above geographical locations, hence no analysis
was performed on profit contributions from the above geographical
locations.
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Changes in Share Capital and Shareholders

Changes in share capital and shareholders are set out in the above
section headed “CHANGES IN SHARE CAPITAL AND
SHAREHOLERS”

Reserves

Movements in the reserves of the Group and the Company during
the year 2002 are set out in note 20 to the Accounts prepared in
accordance with the HKGAAP, and note 27 to the Accounts prepared
in accordance with PRC accounting standards, respectively.

Fixed Assets

Details of the movement in the fixed assets of the Group and the
Company during the year 2002 are set out in note 11 to the Accounts
prepared in accordance with the HKGAAP, and note 12 to the
Accounts prepared in accordance with PRC accounting standards.

Bank Loans and Other Borrowings

Particulars of bank loans and other borrowings of the Group and
the Company as at 31 December 2002 are set out in note 21 to the
Accounts prepared in accordance with the HKGAAP, and note 15 to
the Accounts prepared in accordance with the PRC accounting
standards.

Interest Capitalised
During the year, no interest was capitalized in respect of loans

borrowed by the Group and the Company for financing its
construction-in-progress.
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Staff Quarters

All staff quarters of the Group were owned by SXPGC. The Group
did not sell any staff quarters to its employees during the year ended
31 December 2002 but was required to contribute 5% of the basic
wages of the Group’s staff to the accommodation scheme managed
by the Shandong Province Zibo Municipal Finance Bureau in
accordance with the relevant regulations implemented by the PRC
government authorities since 1 January 1998. For the year ended
31 December 2002, contributions to the accommodation scheme
made by the Group in this respect amounted to RMB2,733,000.

Staff Basic Medical Insurance

Pursuant to the Plan for Implementation of Basic Medical Insurance
System for Urban Employees promulgated by the Shandong
Provincial Government and the Schedule for Establishment of
Medical Insurance System for Urban Employees implemented by
Zibo Municipal Government, the Company will join the above-
mentioned Medical Insurance System for Urban Employees in 2003.
In the opinion of Directors, the implementation of such Medical
Insurance System for Urban Employees will not have significant effect
on the results and financial position of the Group.

Preferential Tax Treatment

Pursuant to the notice from Shandong Province Zibo Municipal Local
Taxation Bureau Development Zone Sub-Division, the Company is
entitled to a preferential enterprise income tax at the rate of 15% for
the year ended 31 December 2002 and 2003. However, there is no
assurance that the preferential tax treatment can be maintained
beyond the financial year 2003.
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Designated Deposits

For the year ended 31 December 2002, the Group had neither placed
any deposits with any non-banking financial institutions, nor had it
placed any designated deposits. The Group does not have any
overdue time-deposits.

Compliance with the Code of Best Practice

For the year ended 31 December 2002, in the opinion of the Directors,
the Company has complied with the Code of Best Practice set out in
Appendix 14 of the Listing Rules.

Audit Committee

Pursuant to the Listing Rules, an audit committee was established
on 1 July 1999, and its present members are three non-executive
directors, namely Mr. Xiao Yu, Mr. Stephen Mok and Mr. Sun Hua.

By reference to “A Guide for the Formation of An Audit Committee”
published by the Hong Kong Society of Accountants, written terms
of reference which describe the authority and duties of the Audit
committee were prepared and adopted by the Board.

Important Issues

Important issues of the Company for the year 2002 are set out in the
section headed “IMPORTANT ISSUES”.

Major Customers and Suppliers

The aggregate percentages of purchases and sales attributable to
the Group’s five largest suppliers and five largest customers were
16.56% and 15.36% of the Group’s total purchases and total sales
values, respectively, for the year ended 31 December 2002.
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Purchase, Sale and Redemption of the
Company’s Listed Securities

The Company did not redeem any of its listed shares during the
year. Neither the Company nor any of its subsidiaries has purchased
any of the Company’s shares during the year ended 31 December
2002.

Pre-emptive Rights

According to the Articles of Association and the laws of the PRC,
there is no provision for pre-emptive rights.

Retirement Scheme Arrangements

The Group participates in State Social Retirement Scheme (the
“Scheme”) and pays the insurance premium in accordance with the
particular regulation issued by the local municipal government
whereby the Group is required to make an annual contribution of
23% of the total salaries and bonuses paid to staff. In turn, the local
municipal government undertakes to assume the retirement benefit
obligations of all existing and future retirees of the Group.
Contributions to the Scheme are charged to the profit and loss
account as and when they are incurred. For the year ended 31
December 2002, the total contribution of the Group to the Scheme
was RMB18,417,000.
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Connected Transactions

The new ongoing connected transactions agreements for the
mutual sale and purchase of raw materials and provisions of
services to and from SXPGC and it subsidiaries (the “New
Ongoing Connected Transactions”) were approved in the
extraordinary general meeting of the Company held on 12
November 2002 - The New Ongoing Connected Transaction
shall replace the existing ongoing connected transactions
entered into on 28 January 2002 between the Company and
the connected persons. The New Ongoing Connected
Transactions are entered into in the normal and ordinary
course of the business of the Company and occur on a regular
basis. Pursuant to Rule 14.26 of the Listing Rules, New
Ongoing Connected Transactions would require disclosure
and prior approval by the independent shareholders of the
Company when the value of the transactions will be likely to
exceed the stipulated amount. The Directors are of the opinion
that the strict compliance with the disclosure and approval
requirement under the Listing Rules would be impracticable.
Accordingly, the Company applied to the Stock Exchange to
grant a new waiver with respect to the New Ongoing
Connected Transactions.

The Stock Exchange of Hong Kong Limited has granted a
new waiver to the Company on 21 November 2002 from its
strict compliance with the disclosure and approval
requirements under Rule 14.26 of the Listing Rules with
respect to the New Ongoing Connected Transactions. The
new waiver was conditional upon the aggregate amount of
the New Ongoing Connected Transactions not exceeding such
maximum amount representing 12% of the audited
consolidated turnover of the Company in the relevant financial
year for a period ending 31 December 2004.
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(1) (&) a. (continued)

FEEEEEEBEENETZE Significant related party transactions, which were carried out

KEREALTZZWEMT : in the normal course of the Group’s business are as follows:
k- -3 Jom 5 —EE-F
2002 2001
AER®TR AR®TT
RMB’000 RMB’000
HIRFEEERE Shandong Xinhua Pharmaceutical
EREELT Group Company Limited(“SXPGC”),
immediate holding company
HEBELATR Purchase of land use
BEAREET® right in Zibo City,
TibfERAE the PRC — 7,914
HEEAFHMELT With SXPGC'’s fellow
subsidiaries
HERERRERHE Sale of finished goods
and raw materials 24,337 18,196
REEVH Purchase of raw materials 75,726 55,787
HEkA Rental income 1,630 1,760
XA BHEREMERE Payment of labour and other services 12,156 12,156

(2

FLFEERR LENZHTHRAE
RREEBEPET - FOFB/BIUK
WTEFCEFRLERRXES -
ERBEZEXHHELFTNEATE
BRBRORXEX SRR MR RET
I o

EAFBLEVEEESEERR
EAFIK2EBAMARYS5,806,000
TL(—EZ—F : AE%19,750,000
) BE_EEF+A=+—
H' FRK2BANGHEEAREY
6,874,000Tc(—EZ—F : AE¥
6,038,0007T) ° Wt FEREATH E KB
H o EBIEREREEEXAY -

In the opinion of the Directors, the above transactions were
carried out in the ordinary and usual course of the Group’s
business. The independent non-executive directors have
reviewed the above connected transactions and are of the
opinion that the transactions are in the ordinary course of
business of the Group and carried out in accordance with the
terms of agreements governing such transactions.

During the year, the Company paid certain expenses on behalf
of its immediate holding company totally RMB5,806,000
(2001: RMB19,750,000). As at 31 December 2002, the amount
due from the immediate holding company in connection to
such transactions amounted to RMB6,874,000 (2001:
RMB6,038,000), which is unsecured, interest-free and has
no fixed term of repayment.
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Auditors

The accounts of the Company and the Group for the year 2002
prepared in accordance with HKGAAP and the PRC accounting
standards have been audited by PricewaterhouseCoopers, Certified
Public Accountants, Hong Kong (“PricewaterhouseCoopers”) and
Shine Wing, Certified Public Accountants, PRC (“Shine Wing”)
respectively.

The Company intends to re-appoint PricewaterhouseCoopers and
Shine Wing as international auditors and PRC auditors of the
Company for the year ending 31 December 2003, respectively, at
the forthcoming Annual General Meeting for the year 2002.

By order of the Board
He Duanshi
Chairman

21 March 2003
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