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From Egg Rolls, Rice Crackers to Sandwich Crackers and Muffin, then, linked with famous food companies as strategic partners, Master

Kong’s products become more diverse and different
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first quarter 2003 which, as a result, will affect the gross margin for PET
drinks industry directly. Thanks for the Group's arrangement for upgrading
production ability during last fourth quarter together with the Group's
vertical integration production system, the Group can face less pressure
caused by the price increase of raw materials as compared to the other

players in the same industry.

Bakery Division

In 2002, bakery segment turnover amounted to US$86.339 million,
dropped by 7.30% from the previous year and representing 7.85% of the
Group's total turnover. The decline was mainly due to the under
performance of sandwich crackers. However, Muffin and Egg Rolls
maintained significant growth. According to ACNielsen, for the period of
December 2002/January 2003, Master Kong's sandwich crackers gained
24.2% and 28.6% market share by sales volume and sales value in the
PRC’s sandwich cracker market. Owing to the price war in the PRC rice
cracker market, the sales of the Group’s rice cracker decreased. However,
the export market for rice cracker obtained a stable increase, which

directly led to the improvement in the utilization rate for the machinery.

Since the development of the PRC'’s bakery market towards diversity, the
Group adjusted its strategy to "Adding more Categories with Limit
Quantity”, suspended capital investment in bakery segment and added
more favours by using the existing production lines. To make use of
Master Kong's brand and sales channel, the Group sought for some
international famous food companies as strategic partners. During the
year, the Group linked with Taiwan's famous chocolate cracker
manufacturer Taiwan Hunya Foods Co. Ltd. by using Master Kong's brand
to sell Hunya's chocolate wafer. This wafer has been lanuched in mid of
January 2003 and received good response from the market. The Group
will also form a joint venture company with Spain's Chupa Chups. By
using joint brand, the Group handles marketing operation and sells
Chupa Chups products. The joint brand lotteryballs have been launched
in early March 2003 and have good performance. By way of the above
arrangements, the Group believes that it can highly improve the

performance of the bakery business.

During the fiscal year, the gross margin of bakery segment was 32.79%, fell
by 1.09 pp* when compared to the same period in 2002 mainly due to the
low utilization rate for production line and the decline in rice cracker's

retail price. Loss attributable to shareholders was US$5.074 million.
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Supporting Business - Equity Changes in Subsidiaries

As described in last annual report, the Group strived to seek for strategic
partners to handle the Group’s supporting business, concentrate on
instant noodle, beverage and bakery business and change the Group's
position to investment management. During the year, the Group reduced
the shareholdings in Tingzheng (Cayman lslands) Holding Corp.
("Tingzheng") which was subsidiary company of the Group and its core
businesses are the printing and the manufacture and sale of packaging
materials. Before the changes, the Group and Taiwan Lamination
Industries Incorporation (“Taiwan Lamination”) held 51% and 49% of
Tingzheng shares respectively. After the changes, the Group and Taiwan
Lamination holds 40.8% and 39.2% of Tingzheng shares respectively and
the service provided from Tingzheng to the Group will be the same.
Owing to the participation of the new shareholders, Tingzheng can
provide more professional package items and services to the market. This

equity changes will benefit Tingzheng's development in the future.

Financing

The Group's healthy finance structure was mainly benefited from the
stable cash flow of the Group as a result of the significant growth in the
operating profit and well-controlled accounts receivable and inventory. At
the end of 2002, the Group’s cash and bank deposits of US$99.913
million, decreased by US$69.448 million from previous year. The main
capital outlays were related to expenditure for PET drinks production
facilities. These expenditures were financed by operating cash flows and
increase in long-term borrowings. In June 2002, the Group issued a
US$90 million three years convertible bond. At the end of 2002, the
Group’s total borrowing was US$363.188 million, decreased by
US$25.472 million and represented a drop of 6.55% from previous vear.
The Group adjusted the ratio between long-term loans and short-term
loans from the previous year's 46%: 54% to 2002's 70%: 30%. As a result
of the Group's cash on delivery policy, the Group will not face the
repayment problem for long-term and short-term loans. The seasonal
difference from the sales between the Group's instant noodle, beverage
and bakery business can also maintain the Group'’s strong cash position.
In 2002, the Group's Renminbi debts represented 50.34% of total debt
and at the end of 2001 it was 57%.
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As of 31 December 2002, Renminbi loan and the convertible bonds with
fixed interest rate accounted for 75% of the Group's total borrowing.
During the year, the Group mainly used forward exchange contracts to
minimize the exchange risks arising from import of raw materials. The
remaining principal amount of the Group’s 1997 Convertible Bonds was
due in July 2002. The Group repaid the remaining principal amount of
US$95.721 million plus a redemption premium of US$31.264 million
from operating cash flows. The total amount repaid was US$126.985

million.

Production Scale

During the year, 14 new PET production lines have been put in operation
and the 2 aseptic filling lines for PET drinks will commence production in
April 2003. During the first eight months, the Group produced PET
drinks by using OEM and outsourcing PET bottles to solve the pressure
of excess demand. In view of the economic development in the PRC and
with the aim of meeting the market needs, in the fourth quarter of 2002,
the Group therefore decided to add 24 product lines and related
facilities for PET drinks in 2003 and carry out works on solving the
bottleneck problem at the same time to solve the problem of excess
demand over supply of PET drinks. Those lines are expected to

commence production gradually before September 2003.

To cope with the growth from beverage and instant noodle market, the
Group's noodle factories in Shiheji, Xinjiang have been put in operation in
October 2002. Noodle factory in Kumming, Yunnan and three beverage
synthetic factories in Harbin, Shiheji and Kumming will commence
production in 2003.The Group began to produce and sell instant noodle
in Taiwan market in December 2002. The Group will invest US$38 million
to add instant noodle lines and related facilities in Hangzhou, Guangzhou,
Wuhan and Taiwan in 2003 to expand the production capacity. The
Group believes that those expansion will strengthen the market
competitiveness of the Group and benefit the growth of the Group's
sales in the future.
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Sales Network

At the end of 2002. The Group established a team operation with 353
sales offices, 82 warehouses and 44,616 direct retailers in the PRC. With
the network, the Group can speed up the distribution and delivery of the
Group's products and the products can be launched directly to the
appropriate market. The Group will continue to enhance “Better Access,
Broader Reach” distribution strategy since the comprehensive sales

network is the Group's valuable source.

Through the own brands of the Group and OEM, the Group's products
have been successfully exported to Hong Kong, Singapore, Thailand,
Australia, USA., Canada and Europe. During 2002, turnover for the

export business was |.09% of Group's total turnover.

Human Resources

As of 31 December 2002, the Group employed 26,542 staffs (2001 :
24,643 ). The Group provides a competitive salary system, insurance and
medical benefit and professional training courses to employees. The
perfect management system for human resources will enhance

employee’s contribution to the Group.

A The change in gross margin of instant noodles, beverage and bakery divisions
were calculated with reference to the revised figures. Before the revision, the
change in gross margin for instant noodles, beverages and bakery were

-1.78pp, 4.83pp and -1.02pp respectively.



