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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 2006.

MANAGEMENT DISCUSSION AND ANALYSIS
1. The business scope and operating results of the Company

The Group is mainly engaged in the development, production
and sales of bulk pharmaceuticals, preparations, chemical
products and other products. The profit of the Group is
mainly attributable to its principal operations.

Sales Analysis

Under PRC accounting standards, the Group had a turnover
of approximately RMB1,667,252,000 for the year ended 31
December 2006. Sales of bulk pharmaceuticals, sales of
preparations, medical logistics, chemical and other products
accounted for 58.62%, 16.29%, 23.97% and 1.12%
respectively of the total sales of the Group, representing an
increase of 1.20%, a decrease of 1.28%, a decrease of
0.09% and an increase of 0.17% respectively as compared
with that of 2005.

With the continuing dominance of the products of the Group
in the market, the Group focused on exploring overseas
markets, by which the revenue generated from products for
export increased by 11.18% as compared with that of last
year and the overall gross profit margin of pharmaceuticals
increased by 2.5% as compared with that of last year.

Sales of preparations was approximately RMB271,657,000,
representing a decrease of 8.85% as compared with that of
last year, which was mainly attributable to intense competition
in the market and national policies to reduce the price of
medicine.

Turnover generated from the sales was approximately
RMB399,622,000, a decrease of 2.10% as compared to that
of last year. The decrease was mainly due to the Company
actively adjusting its business strategy and reducing sales of
low gross profit margins products.

n H

Shandong Xinhua Pharmaceutical Company Limited



EEEMAHEST 2

FEXBEERREERR (&)

EIERREMBEEETKARE
18,6564F T W EFEHEE
15.93% o

REoW

HIE—TZXREF+_A=+—H1t
FE REBLTERMZEFIRAY
B AEERRELHATAAR
#22761F L BR_ZTZHFEE
’17.5F  BHP A G ERFETH
FEANE A ARKE22 706 T T 0 B
TEFRFEEILR319.24% o FFAE
BENFERES  ()ARB M
BIETEESMBEDMWAIER
(ii)im iR hnos & AT B Rk B 1R -
REFENEEBRBAKRREIE  Kiiii)
R EREEER LFERNREE
TR o

MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.

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

The sales of chemical and other products were approximately
RMB18,654,000, increased by 15.93% as compared with
that of last year.

Results Analysis

The Group’s profit attributable to the equity holders of the
Company for the year ended 31 December 2006 prepared
in accordance with HKGAAP were approximately
RMB22,761,000, representing an increase of 1750% as
compared to that of last year. The profit after taxation prepared
in accordance with PRC accounting standards was
approximately RMB22,706,000,representing an increase of
319.24% as compared to that of last year. The main reasons
for the increase were: (i) the continuing dominance of the
products of the Group in the market; (ii) the reduction of
operation expenses by the enhancement of cost control
measures and other risk management controls; and (iii) the
provision for depreciation of long-term investments dropped
substantially compared with that of last year.

FTEESRERPEHRETE Major products and the corresponding market share in
&: the PRC are set forth below:
—EERF
H_ESTRE B A iE 6B (%)
HPAETEF (%) Market share in
As % of total the domestic
FTEES Major Products sales in 2006 market in 2006
A LBEEE A. Bulk Pharmaceuticals
% Jhift Analgin 13.79 46.4
meE R Caffeine 16.15 38.9
AL Aminopyrine 4.09 62.7
Ay i O AR Aspirin 6.75 83.3
TAL AR Hydrocortisone 1.70 45.3
Mt IR B Pipemidic acid 1.43 100
g% Ibuprofen 4.31 38.3
2 Theophylline 0.91 27.3
B. & B. Preparations
R B% Pipemidic acid tablets 2.45 75
wHHEER Co-liquorice tablets 1.39 4.5
EEMFF Nimodipine tablets 1.05 18
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.
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Business scope and operating results of the Company
(continued)

Financial and results analysis in accordance with PRC
accounting standards

Total assets of the Group as at 31 December 2006 decreased
by 14.82% or approximately RMB327,033,000 to
approximately RMB1,880,020,000, as compared with the
figure at the beginning of the year of approximately
RMB2,207,053,000. The decrease in total assets was mainly
due to the repayment of certain bank loans and certain bank
exchanges. Shareholders’ equity (excluding minority interest)
of the Group as at 31 December 2006 decreased by
approximately RMB156,000 or 0.01% from approximately
RMB1,343,493,000 at the beginning of the year to
approximately RMB1,343,337,000. Such decrease was mainly
attributable to the distribution of a cash dividend of
approximately RMB22,866,000 for 2005.

The total liabilities of the Group as at 31 December 2006
were approximately RMB533,371,000, representing a
decrease of approximately RMB329,098,000 or 38.16%, as
compared to approximately RMB862,469,000 as at the
beginning of the year. The decrease was mainly attributable
to the repayment of certain bank loans and certain bankers’
acceptances.

Profit from principal operations of the Group for 2006
amounted to approximately RMB286,664,000, representing
a decrease of 1.98% or approximately RMB5,805,000 when
compared with that of last year. The decrease was mainly
due to intense competition in the market and national policies
to reduce the price of medicine and a decrease of 7.13% for
the gross margin of preparations as compared with that of
last year. The net profit of the Group was RMB22,706,000,
representing an increase of 319.24% when compared with
that of last year. The main reasons for the net profit growth
are set out in the above section headed Results Analysis”.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.

Business scope and operating results of the Company
(continued)

The Group’s net decrease in cash and cash equivalents for
the year 2006 was approximately RMB164,907,000. Changes
of cash and cash equivalents were mainly due to the
repayment of certain bank loans, resulting in a net decrease
in cash flows from financing activities of RMB209,495,000.

2006 FEPEIERHENEHNN S E Segmental information of the main products for 2006
miERmT : prepared under PRC accounting standards is as follows:
FEEBRA FTERBRF EFE %
SITERSER By product or By section Turnover Cost of goods sold Rate of gross margin
ARETT AREFT %
RMB’000 RMB’000
LERK & Bulk pharmaceuticals 977,319 776,696 20.53
S| Preparations 271,657 185,248 31.81
BERE Medical Commercial Logistics 399,622 389,967 2.42
FIEMEEM  Chemical & other products 18,654 19,443 (4.23)
aat Total 1,667,252 1,371,354 17.75
BREAEERMZERARIR Analysis of the Group’s performance under HKGAAP

RZEERF+ZA=+—H " K
EBRE R A170.43% @ R
& 5126.00%  [EREERFER A
654.23% (JEW R R A = &3
B/ITHERERELZE FHE
x 100%) * 17 & A & 5553.38%
(FERAEX = EREERA/TY
FEFE x 100%) °

AEEESHREABRFTEHMUR
@O

As at 31 December 2006, the current ratio and the quick ratio
of the Group were 170.43% and 126.00% respectively, and
the rate of accounts receivable turnover (being
turnover/average trade and bill receivables x 100%) and the
rate of stock turnover (being cost of goods sold/average
inventories x 100%) were 654.23% and 553.38% respectively.

The Group’s demand for working capital was constant
throughout the year.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.
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Business scope and operating results of the Company
(continued)

The main source of funds of the Group was loans from
financial institutions. As at 31 December 2006, the total
amount of oustanding bank loans was approximately
RMB235,234,000, all of which were unsecured. As at 31
December 2006, cash on hand and in bank amounted to
approximately RMB162,535,000 (including deposit for
bankers’ acceptances of approximately RMB29,401,000).

The Group has stringent internal control systems for cash
and fund management in order to strengthen its financial
management. The Group maintained a good level of liquidity
and had the ability to repay its debts.

During the financial year ended 31 December 2006, the
Company made a capital investment of RMB9,008,000 to
establish a sino-foreign joint venture named Zibo Xinhua-
Eastwest Pharmaceutical Company Limited with Eastwest
Inc. of the United States, of which the Company owns 75%
of its registered capital. Shandong Xinhua Medical Trade
Company Limited, a subsidiary of the Company, made a
capital investment of RMB600,000 to establish a joint venture
named Shandong Xinhua Pharmaceutical Import and Export
Company Limited, of which Shandong Xinhua Medical Trade
Company Limited owns 98% of its registered capital. The
Company made a capital investment of RMB5,300,000 to
establish Shandong Dadi Xinhua Medical Company Limited,
of which the Company owns 49% of its registered capital.
The Company made a capital investment of RMB7,700,000
to establish Shandong Xinhua Changxing Chemical
Equipment Company Limited, of which the Company owns
35% of its registered capital. Zibo Xinhua-Eastwest
Pharmaceutical Company Limited has started commercial
operation. Shandong Xinhua Pharmaceutical Import and
Export Company Limited operates normally and has begun
to make profits. Shandong Dadi Xinhua Medical Company
Limited and Shandong Xinhua Changxing Chemical
Equipment Company Limited are at the preparation stage
prior to the commencement of operation. Apart from the
above transactions, the Group did not make any other
significant investment, takeovers, asset acquisitions or
disposals during this reporting period.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.

Business scope and operating results of the Company
(continued)

As at 31 December 2006, the number of staff of the Group
was 4,793, and the total amount of their salaries and wages
for the year 2006 was approximately RMB92,448,000.

As at 31 December 2006, there was no charge on the Group’s
assets.

The Company does not anticipate any significant investment
plan in 2007.

The debt-to-capital ratio of the Group was 17.18%. (being
total borrowings / share capital & total reserves x 100%)

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

As at 31 December 2006, the Company had no significant
contingent liability.

The assets and liabilities of the Group were mainly recorded
in Renminbi. For the year ended 31 December 2006, the
revenue from the export of the Group was approximately
US$100,437,000, which may suffer from the risks associated
with fluctuation in exchange rates. Therefore, the Group has
taken following measures to hedge against the risks of
fluctuation in exchange rates: (1) the Group has increased
the prices of its exported products to mitigate the risks of
fluctuation in exchange rates; (2) the Group has made
arrangements with overseas customers when entered into
significant export contracts that the risks associated with
fluctuation in exchange rates shall be borne by both parties
if the fluctuation exceeds the amount agreed by contract
parties; and (3) the Group has entered into long-term
settlement agreements with financial institutions to fix
exchange rates in order to mitigate risks of fluctuation in
exchange rates.
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Shandong Xinhua Pharmaceutical Company Limited

Possible changes in accounting policies and changes in
accounting estimate after implementation of new
accounting standards for business enterprises and their
effect on the Company's financial position and operating
results:

The Company will implement the new accounting standards
for business enterprises and the relevant provisions issued
by the Ministry of Finance of the PRC from 1 January 2007.The
effect of the implementation of new accounting standards for
business enterprises on the Company’s financial position
and operating results are as follows:

(1) According to the Caikuai [2006] 3 “the notice about
the issuance of “No. 1 Accounting Standards for
Business Enterprises — Notice of 38 Standards
Including Inventory Standard™ issued by the Ministry
of Finance of the PRC on 15 February 2006, the
Company should implement the new accounting
standards for business enterprises on 1 January 2007.
Differences between the prevailing accounting
standards and the new accounting standards which
took effect on January 1, 2007 are as follows:

a. Derivative Financial Instruments

In accordance with the new accounting
standards, the derivative financial instruments
(excluding hedging tools) that have not been
confirmed In the balance sheet or have been
measured by their costs should be valued
according to their fair value and the Company
shall adjust retained earnings. As a result,
shareholders’ equity shall be increased by
approximately RMB134,000 on 1 January 2007.
The owner’s equity belonging to the parent
company is approximately RMB134,000 and
there is no equity belonging to minority interests.
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(continued)

2. RARRITHEESHENE 47 2. Possible changes in accounting policies and changes in

FIRE R MR E - Fethate accounting estimate after implementation of new

EREHAFMMBHIKAMEE K accounting standards for business enterprises and their

ReypEwin (@) effect on the Company's financial position and operating

results: (continued)
1 &) (1) (continued)
b. FRigHt b. Income tax
R EGE In accordance with new accounting standards,
Al - FRE Rtz E R income tax shall be calculated by the debt
REEBBERER method in preparing the balance sheet. As for
75+ 7200791 A1 the temporary difference between book value
H $EE  BEH of assets and liabilities and their tax base,
BREEBEEAHE deferred income tax as assets or liabilities shall
RN Ebigpd:k it be recognized according to relevant conditions.
8 EEIRRIEH Retained earnings shall be adjusted accordingly.
B HERELEMREH As a result, shareholders’ equity shall be
BERELEMSHA increased by approximately RMB8,049,000 on
& WHETEeER 1 January 2007. The owner’s equity belonging
BTN - 3L to the parent company is approximately
hn2007F1 81 AR RMB8,049,000 and there is no equity belonging
= ARKS8,049F to minority interests.
T HREBRER
AIffEERZRAR
#8,049FT L - BB
ROBRRERRA
R¥EOF T -
c. LR RS E T c. Minority interests

Rt EGE In accordance with new accounting standards,
B+ £200741 A1 the minority interests in the consolidated
H  &NAFE20064F12 statements prepared by the Company on 31
A31BEERIRITES December 2006 in accordance with prevailing
AR B0 & OF & accounting standards shall be stated as
H ) DB R R shareholders’ equity on 1 January 2007. As a
Y| AR EER & result, shareholders’ equity shall be increased
B h120074F1 A1 H by approximately RMB3,313,000 on 1 January
RERERZARE 2007.
3,313F T °
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Shandong Xinhua Pharmaceutical Company Limited

MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

Possible changes in accounting policies and changes in
accounting estimate after implementation of new
accounting standards for business enterprises and their
effect on the Company's financial position and operating
results: (continued)

()

Possible changes in accounting policies and changes
in accounting estimate after the implementation of
new accounting standards and the analysis of their
effect on the Company's financial position and
operating results:

According to the business plans and strategic
objectives of the Company, possible changes in
accounting policies and changes in accounting
estimate after the implementation of new accounting
standards and the analysis of their effect on the
Company’s financial position and operating results
are as follows:

a. In accordance with “No.2 Accounting Standard
for Business Enterprises -- Long-term Equity
Investment”, the Company shall account for
such investment on cost basis. When
consolidated financial statements are prepared,
the parent company’s financial statements shall
be adjusted on equity basis first, then there
shall be offsetting and consolidation. Thus, the
financial position and operating results of the
parent company will be affected but the
consolidated financial statements of the
Company will not be affected.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

2.

Possible changes in accounting policies and changes in
accounting estimate after implementation of new
accounting standards for business enterprises and their
effect on the Company's financial position and operating
results: (continued)

(2) (continued)

b. In accordance with No. 22 Accounting Standard
for Business Enterprises -- Financial
Instruments and Measurement, trading financial
assets shall be measured at fair value. In the
past, financial assets could not be measured
at reliable fair value but it should be measured
at fair value when the fair value is reliable.
Since the reliable fair value of trading financial
assets is difficult to obtain, the Company
measures the trading financial assets on cost
basis. When the Company measures the trading
financial assets at fair value, the financial
position and operating results of the Company
will be affected to a certain extent, but it is
difficult to assess the effect quantitatively for
the time being.

C. In accordance with No. 18 Accounting Standard
for Business Enterprises -- Income Tax, the
Company shall change the accounting method
of tax payment to the debt method in preparing
the balance sheet. When the Company acquires
assets and incurs liabilities, the Company shall
determine their taxable basis. If there are
differences between the book value and taxable
base of the assets and liabilities, the Company
shall confirm deferred tax assets and deferred
tax liabilities. This change in accounting policy
will affect the Company’s income tax expenses
for the current period and thus affect the profit
and loss and the shareholders’ equity of the
Company.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

3.
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Operations and Results of subsidiaries of the Company

(i)

(ii)

(iii)

Zibo Xinhua Pharmacy Chain Company Limited
(“Xinhua Pharmacy”), in which the Company holds
88% of the total equity interest. The main operations
of the subsidiary are the sale of traditional Chinese
medicine, prepared herbal medicine for decoction,
preparations, drugs for diagnose, drugs for birth
control, medical devices, health foods and cosmetics.

In 2006, the total turnover of the subsidiary was
approximately RMB19,203,000, decreased by 35.20%
and the loss after taxation was approximately
RMB221,000. The loss was mainly due to intense
competition in the local retail market.

The Company accounted for 70% of the total equity
interests of Zibo Xinhua Sanhe Chemical & Industrial
Company Limited. The scope of business of this joint
venture includes research, development, production
and sale of chemical products including pharmaceutical
intermediates and perfume intermediates etc,
excluding dangerous materials.

The Company accounted for 90% of total equity
interests of Zibo Xinhua Pharmaceutical Design
Institute Company Limited. This subsidiary is mainly
engaged in the business of the design of projects and
had a turnover of approximately RMB2,649,000 in
2006, an increase of 5.35% as compared to that of
last year. The company gained a net profit of
approximately RMB71,000, representing a decrease
of 61.45% as compared to that of last year. The
decrease in the profit was due to the increase in
general and administrative expenses in 2006, as
compared to that of last year.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

3.

Operation and Results of subsidiaries of the Company
(continued)

(iv)  The Company accounted for 76.9% of total equity
interests of Shandong Xinhua Pharmaceutical (Europe)
GmbH. The subsidiary is mainly engaged in the
business of bulk pharmaceutical intermediates. In
2006, the subsidiary had a turnover of approximately
RMB5,528,000 and the loss after taxation
approximately RMB500,000.

(v) The Company accounted for 98% of the total equity
interest of Shandong Xinhua Medical Trade, Co., Ltd..
The subsidiary is mainly engaged in the business of
biological products, prepared herbal medicine for
decoction, traditional Chinese medicine, bulk
pharmaceuticals, preparation, antibiotic preparation
biochemical medicine, health food, medical appliances,
drugs and wares for birth control and cosmetic etc..
In 2006, the subsidiary had a turnover of approximately
RMB348,065,000 and a net profit of approximately
RMB85,000.

(vi)  The Company accounted for 75% of the total equity
interest of Zibo Xinhua-Eastwest Pharmaceutical
Company Limited. The subsidiary is mainly engaged
in producing and selling calcium polycarbophil bulk
pharmaceutical. The subsidiary has not commenced
its production and business in 2006 because it has
just set up.

(vii)  Shandong Xinhua Medical Trade Company Limited, a
subsidiary of the Company, accounted for 98% of the
total interest of Shandong Xinhua Pharmaceutical
Import and Export Company Limited. The subsidiary
is mainly engaged in import and export of goods and
technologies, marketing and re-export. In 2006, the
subsidiary had a turnover of approximately
RMB14,112,000 and gained a net profit of
approximately RMB324,000.
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(continued)

4. ERReERAWR 4.

ARRR—_EE—FHLA=ZRHIGEH
3,3008 XA ML (5 B BR300
IR - BEE S FE A ARES70,517
TR BLE-_ZZTXE+_-A
=t—H AFAEEEEARE
320,056 7T ° TEANATIER :

Use of Proceeds

On 3 September 2001, the Company raised an amount of
RMB370,517,000 from the issue and offer of 33,000,000
A Shares (including the offer of 3,000,000 state-owned
shares). As at 31 December 2006, a total of approximately
RMB320,056,000 from the proceeds of the above issue of A
Shares was used in the following projects:

BEREe 20065 ER A
BRAENETAENR #ARE EB#®A RIRER BHEMLAH fiit
Total Investment Accumulated % of the
Name of project investment in 2006 investment total investment Remark
AEEFT AREFT AREFT
RMB’000 RMB’000 RMB’000

BRRRAHOIEER 74,500 — 10,123 13.59% N/A

State-level technical centre

HEGMPYEEE 80,000 — 80,226 100.28% 7T

Injection workshop GMP renovation Completed

Wk Rk EIE A 160,000 - 188,201 117.63% =1

Caffeine technical renovation Completed

L-3504% T2 iE 8 B 29,980 - 23,442 78.19% =T

L-350 technical renovation Completed

Zh i EE (GMP) &% B 39,800 - 46,265 116.24% 71

Analgin GMP renovation Completed

R 384,280 — 348,257 — Eh28201F LA

Total BEEERA

RMB28,201,000

financed by the Company

Mt - Note:

1. ZiEEHe (GMP) BEEE - 1. Analgin GMP renovation project, L-350 project and caffeine technical

L-3507H 8 - MBFEARMBGEER -
#HE (GMP) BETE BB & T T
EEEEW -

2. B R AR B rh O BeETE B B A TTRAT
HERREER - RE A TRERMER -

HAEANBEEESFRIRT - BREARK
BIREEM -

W R ERERMGERLSF

Shandong Xinhua Pharmaceutical Company Limited

renovation project, and Injection GMP renovation project has finished
and has come into trial production.

2. The construction of the state-level technical center has come into
the stage of preparation, and the construction will commence soon.

The unused proceeds were deposited in banks and will be used in accordance
with project commitments.
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Working Report of the Board

1.

During the year, the Board of Directors passed resolutions
on six occasions:

A

On 24 March 2006, the second meeting of the Fifth
Board was convened at the Company’s registered
office, the results of the meeting was published in the
domestic Securities Times, and Wen Wei Po, The
Standard of Hong Kong on 27 March 2006.

On 21 April 20086, the third meeting of the Fifth Board
was convened at the Company’s registered office, the
results of the meeting was published in the domestic
Securities Times, and Wen Wei Po, The Standard of
Hong Kong on 24 April 2006.

On 21 June 2006, the fourth meeting of the Fifth
Board was convened at the Company’s registered
office, the results of the meeting was published in the
domestic Securities Times, and Wen Wei Po, The
Standard of Hong Kong on 23 June 2006.

On 28 July 2006, the fifth meeting of the Fifth Board
was convened at the Company’s registered office, the
results of the meeting was published in the domestic
Securities Times, Wen Wei Po and The Standard of
Hong Kong on 31 July 2006.

On 19 September 20086, the sixth meeting of the Fifth
Board was convened at the Company’s registered
office, the results of the meeting published in the
domestic Securities Times, Wen Wei Po, The Standard
of Hong Kong on 20 September 2006.

On 23 October 2006, the seventh meeting of the Fifth
Board was convened at the Company’s registered
office, the results of the meeting was published in the
domestic Securities Times, and Wen Wei Po, The
Standard of Hong Kong on 24 October 2006.
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Working Report of the Board (continued)

2. Implementation of the Resolutions Passed at the General
Meeting by the Board

A. The dividend for 2005 of the Company was distributed
on 30 June 2006;

B. The Board was authorized at the extraordinary general
meeting held on 14 November 2006 to dispose of the
office premise in Heping District by way of public auction.
Due to relatively high auction price, the auction was
withdrawn.

Brief Introduction of Directors, Supervisors
and Senior Officers

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

Public Float

The Company has complied with the requirement in respect of the
minimum public float during this reporting period and up to the latest
practicable date prior to the issue of this report.

Remuneration of Directors and Supervisors

Details of the remuneration of the Company’s Directors and
Supervisors are set out in note 13 to the Accounts prepared in
accordance with HKGAPP.

Individuals with the Highest Remuneration

The five individuals with the highest salaries paid by the Group
during the year 2006 were 4 directors and 1 senior officer.

Directors’ and Supervisors’ Rights to Acquire
Shares

At no time during the year was the Company, its holding company
or its fellow subsidiaries a party to any arrangements to enable any
of the Directors, the Supervisors, or their spouses or children under
18 years of age to take advantage by acquiring shares in, or
debentures of, the Company or any other body corporate.

n H
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Service Contracts of Directors and Supervisors

Each of the Directors and Supervisors has not entered into a
service contract with the Company.

None of the Directors and the Supervisors have a service contract with
the Company which is not determinable 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

Neither the Company, its holding company, its controlling shareholder
nor fellow subsidiaries have signed any contracts in relation to the
Company'’s business in which any Directors or Supervisors had a
material interest, whether directly or indirectly at the end of the year
or at any time during the year.

Accounts

The Group’s results for the year ended 31 December 2006 and the
financial position of the Group and the Company as at 31 December
2006 prepared in accordance with HKGAAP and PRC accounting
standards are set out in section headed “ACCOUNTS PREPARED
IN ACCORDANCE WITH HONG KONG GENERALLY ACCEPTED
ACCOUNTING PRINCIPALS” and “ACCOUNTS PREPARED IN
ACCORDANCE WITH PRC ACCOUNTING STANDARDS”.

Financial Summary

A summary of the results, assets and liabilities of the Group prepared in
accordance with HKGAAP for the last five financial years and PRC
accounting standards for the last three financial years is set out in section
headed “SUMMARY OF FINANCIAL AND OPERATING RESULTS".

Profit Appropriation

In accordance with PRC accounting standards, the Group recorded a
net profit of approximately RMB22,706,000 for the year ended
31 December 2006, 10% of which was transferred to the statutory
surplus reserves amounting to approximately RMB2,078,000. The Board
has recommended to distribute a final dividend at RMBO0.2 per 10
shares subject to the approval of the shareholders of the following 2006
annual general meeting of the Company (equivalent to approximately
HK$0.202 per A Shares, tax inclusive) on 307,312,830 A Shares and
150,000,000 H Shares in issue, which is aggregated to be approximately
RMB9,146,000. The above recommendation will be submitted to the
2006 Annual General Meeting of the Company for approval.
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Principal Activities and Geographical Analysis
of Operations

The turnover of the Group and the Company in various geographical
locations is set out in note 6 to the Accounts prepared in accordance
with the HKGAAP.

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
SHAREHOLDERS”

Reserves

Movements in the reserves of the Group and the Company during
the year 2006 are set out in Consolidated Statement of Changes
in Equity to the Accounts prepared in accordance with the HKGAAP,
and notes 6.22 and 6.23 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 year 2006 are set out in notes 16 to the Accounts
prepared in accordance with the HKGAAP, and note 6.9 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 2006 are set out in note 33 to the
Accounts prepared in accordance with the HKGAAP, and notes 6.12
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

The Group did not sell any staff quarters to its employees during
the year ended 31 December 2006 but was required to contribute
8% 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 2006, contributions to the accommodation
scheme made by the Group in this respect amounted to
approximately RMB4,472,000.

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 has joined the above-
mentioned Medical Insurance System for Urban Employees in
December 2004. For the year ended 31 December 2006, the total
contribution of the Group to the staff basic medical insurance was
approximately RMB5,716,000.

Preferential Tax Treatment

Since 1 January 2004, the operating results of the Company arising
from the business conducted in the development zone are subject
to PRC enterprise income tax at a rate of 15%, while the business
conducted outside the development zone are subject to PRC
enterprise income tax at a rate of 33%. The Company has submitted
a tax filing to the local tax bureau.

Designated Deposits
For the year ended 31 December 2006, 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.

Important Issues

Important issues of the Company for the year 2006 are set out in
the section headed “IMPORTANT ISSUES”.
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Major Customers and Suppliers

The percentages of purchases and sales attributable to the Group’s
five largest suppliers and five largest customers were 16.73% and
17.38% of the Group’s total purchases and total sales, respectively,
for the year ended 31 December 2006.

Purchase, Sale and Redemption of the
Company’s Listed Securities

During the year ended 31 December 2006, neither the Company
nor any of its subsidiaries had redeemed, purchased or sold, any
of the Company’s listed securities.

Pre-emptive Rights

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

Retirement Scheme Arrangements

The Group participates in the State Social Retirement Scheme (the
“Scheme”) and pays the insurance premium in accordance with the
particular regulation issued by the local municipal government
whereby it 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 2006, the total
contribution of the Group to the Scheme was approximately
RMB18,814,000.
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Connected Transactions

(1)

Significant connected transactions carried out in the normal
course of the Group’s business are summarsied as follows:

ZEBEXN —TTH
2006 2005
AREFT ARKETFT
RMB’000 RMB’000
HERERATILRAEREESEE  With immediate holding company Shandong
FREELFAREMEBLR Xinhua Pharmaceutical Group Company
Limited (“SXPGC”) and its subsidiaries
—SHEKEANEME — Sale of water, electricity,
steam and raw materials 13,160 19,170
—RERWE — Purchase of raw materials 72,293 65,208
—REWE - BB R — Purchase of property, plants and equipment 1,499 —
—He WA — Rental income 1,438 1,506
—BXEBREMRE — Payment for labour and other services - 143
-HEFERE — Trademark licence fee 1,000 200
—-HeX — Rental expenses 500 —
Y /N With associates

—RERME — Purchase of raw materials 6,421 4,568
—HEKEA — Sale of water, electricity and steam 6,766 367
—F S WA — Interest income 270 80
— HERM — Sale of technique 2,005 —
—HEREmM — Sale of work in progress 4,759 —
—HEME  BERSRE — Sale of property, plant and equipment 1,708 —

ARARER(BIEBYIFNTES)

REMOZZ TR B EEKBRR
FRETT > M Ll HH2005F E &
2006F & 7 BEEH T BB AR TR
TEERENA-TNABRITNE
AR K@ ER DRI A AR
128,120,000t & A R ¥
144,440,0007T ° AR BB FEATT
EZEEEMINBEBRS - Wi
REZERX S HARFIEE B ESS
BARZEZ G HEIERETAL °

KEERN - ARRIEFELEAILE
ERELEEHERETARANRRER
—ELRF Y AREE24,602,000
JL) °

(2)

In the opinion of the Directors (including the Independent
Non-Executive Directors), the above transactions were carried
out in the ordinary and usual course of the Group’s business.
The aggregate amount of the above transactions for the year
2005 and 2006 did not exceed the upper limit of
RMB128,120,000 and RMB144,440,000 approved in the
extraordinary general meeting held on 29 June 2005. 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 the transactions.

During the year 2006, the Company had ceased to pay any
more expenses on behalf of SXPGC (2005: approximately
RMB24,602,000).
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Auditors

The accounts of the Company and the Group for the year 2006
prepared in accordance with HKGAAP and PRC accounting
standards have been audited by SHINEWING (HK) CPA Limited
and ShineWing, Certified Public Accountant, PRC respectively.

The Company intends to re-appoint SHINEWING (HK) CPA Limited
and ShineWing as international auditors and PRC auditors of the
Company respectively for the year ending 31 December 2007 at the
Annual General Meeting for the year 2006 to be held in 2007.

Others

As a result of job allocation, Mr. LU Zhongde (“Mr. LU”) has resigned
from his position as supervisor of the Company. Pursuant to a
resolution of the employee’s representatives meeting held on 2
February 2007, Mr. Liu Qiang has been appointed to replace Mr.
Lu as a supervisor of the Company. The Company confirms that Mr.
Li has no disagreement with the board of directors of the Company.
Mr. LG shall remain with the Company. For details, please refer to
the announcement of the Company dated 5 March 2007.

By order of the Board
Guo Qin
Chairman

Zibo, Shandong, PRC
23 March 2007
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