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SEF BB Business Review

Although there were the SARS outbreak and floods in the PRC in 2003,
the PRC's gross domestic products (GDP) in the year 2003 still achieved
a growth of 9.1%. In addition, the Rural Land Contracting Law effected in
March 2003 by the PRC government could widen consumer base and
stimulate consumption demand growth for low to mid-high end
consumer products. The total amount for retail market in the PRC in

2003 also increased by 9.1% from the previous year.

In 2003, the Group's turnover was US$1,260.7 million, an increase of
14.6% over 2002. The growth rates for turnover of instant noodle,
beverage and bakery were 22.9%, 6.0% and -15.9% respectively. In the
fourth quarter, the Group’s turnover was US$306.943 million, 33.0%
higher than the same period last year. The increase was mainly from the
growth in sales by 30.2% to US$220.387 million in instant noodle
business and 92.4% to US5$59.459 million in beverage business.
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During the year, the prices for the Group's core materials, such as palm
oil and PET plastic materials have increased by more than 15% and 20%
respectively. In the fourth quarter, flour price also increased by 15% when
compared to the price in the first three quarters. As a result, the Group's
gross margin declined by 6.01pp to 27.9%. Other net income was
US$18.792 million, decreased by 35.5% from 2002. Distribution costs
rose by 17.3% to US$248.318 million mainly due to the increase in
expenses for the advertising and promotion activities. The expenditure in
advertising and promotion is an essential and long-term investment for
the brand of Master Kong to establish and strengthen the Group's market
position. Due to the lower interest rate, the Group's finance cost
decreased by 21.6% to US$20.757 million. Earnings before interest, tax,
depreciation and amortisation (EBITDA) was US$139.803 million,
dropped by 26.5%. The profit attributable to shareholders for the year
2003 was US$35.816 million, representing earnings per share of US0.64

cents and a decline by 60.6% from previous year.
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Instant Noodle Business

The Group’s instant noodle business faced both chances and challenges
during the year. In production side, price for palm oil, which is the core
material of instant noodle, maintained at a high level for the whole vear,
more than 5% increase when compared to average purchase price in
2002. In the fourth quarter, flour price increased by 5% when compared
to the first three quarters. Those price fluctuations significantly squeezed
the gross margin. In sales side, during the SARS outbreak in the second
quarter, less outdoor activities and consumption in restaurant led to
sharp increase in the demand for instant noodle. As a result, the sales for
the Group’s instant noodle had an excellent performance during the low
season. In the fourth quarter, due to the shortage of flour supply, some
small instant noodle factories had to terminate their operation during
high season. Thanks for the good purchasing system of the Group, the
operation for the Group's instant noodle business maintained
uninterrupted. Coupled with the flexible marketing strategy, expansion in
production capacity of the factories in Hangzhou, Guangzhou, Wuhan and
Taiwan and the commencement of production by the factories in Shiheji
and Kunming, sales for the Group's instant noodle for the year reached
US$783.441 million, a 22.9% higher than 2002 and amounted to 62.1% of
Group's turnover. The growth was mainly from both sales for high-end
bowl noodles and low-end packet noodles. The sales growth for high-end
packet noodles would be slowdown. This trend is same as the

development of the PRC instant noodle market.
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The PRC instant noodle market still has a huge potential to develop since
on a per capita basis, the consumption in Japan and Taiwan was more
than 40 packs and the PRC consumers only consumed |6 packs per year.
Master Kong has a strong market position in high-end instant noodle
market at present. To further enhance the Group's market share in the
low-end noodle market which represents 72% of the total PRC instant
noodle market, in December 2003, the Group entered into the
agreement with Hebei ZhongWang Group which is mainly producing
low-end instant noodles and would establish a joint venture company
called The Third Prince (Santazi) Company Limited Hebei. The Group
would invest Rmb250 million and will own 50% interest of the joint
venture company. The Group will make use of ZhongWang's advantage
such as its experience in low-end noodle market operation, sales
network around rural farmers market and the knowledge in rural
consumers behaviour. It will generate benefits for both parties when
these two strong players joined together and also may further strengthen

the Group’s leader position in the total PRC instant noodle market.

During the year, the Group has launched different new flavours under
existing series. Mini Cup noodles and Flied noodle series all were
welcome in the market. According to AC Nielsen, for the period of
December 2003 to January 2004, the Group gained 32.6% market share
by volume and 43.5 % market share by sales value in the PRC instant
noodle market, market shares in the last corresponding period were
27.8% by volume and 39.6% by sales value. In addition, according to AC
Nielsen, in December 2003, based on volume, Master Kong has gained
[ 7% market share in Taiwan instant noodle market after entered into the

market for one year.

During the fiscal year 2003, the gross margin of instant noodle dropped
by 5.1pp to 21.2%. The decline was mainly because (1) the price of raw
materials increased; (2) new factories have not achieved the economies
of scale;(3)the growth from the low-margin low-end noodle was bigger
than the growth from the higher margin mid-to-high-end noodle and (4)
the bowl noodle package was changed. Profit attributable to shareholders
for instant noodle business was US$45.093 million, dropped by 34.2%
mainly because of the decline in gross profit and the increase in

advertising and promotion expenses.
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Beverage Business

In view of the fast growing beverage market and to ensure enough supply
during high seasons, the Group has added 27 new production lines for
PET drinks and those lines have commenced production within the
second and third quarters. Unfortunately, the outbreak of SARS, cooler
summer and the floods had sigificantly affected the sales of package
drinks which are mainly consumed in outdoor. In addition, the price for
PET plastic materials has increased sharply. The Group’s beverage
business experienced a very difficult year. However, the Group's beverage
products have good sales in the south-eastern and southern part of the
PRC and further extended the market share in these two areas. During
the outbreak of SARS, the Group maintained most of the advertising
plan. Because of this accumulated investment in brand, the successful
strategy of “New Package Line Extension” such as the launch of family
size juice drinks and “Hot Drinks”, beverages sales have a significant
growth of 92.4% to US$59.459 million during the low season in the
fourth quarter. Nevertheless, the good sales in the fourth quarter could
not cover the falls during the high season in the second and third
quarters so that the sales for the year only increased slightly by 6.0% to
US$379.112 million when compared to 2002 and amounted to 30.0% of
the Group's total turnover. As consumers take more care of their health
than before, the Group has highlighted the concepts of health for juice,
green tea and non-sugar tea drinks. To achieve the goal of enhancing the
image for the leader brand and consumer favorite in Master Kong

beverage and then to further increase both the sales and market share,



Mgt EERBF R EEESHE -
ViE—PEAEERTHEEE X - BAC
Nielsen—Z2ZE=F+_-fA/ -—ZTZENF— A
FEHERET - [RAE] Z AN AR
AMERBEERBERIHEXSAA
45.9% K 47.2%  BTIBE—f - MR
MR RERIMENHEERBER LGS
RN R B23.4%K%227%  BHIHE I -

HAKLHTERBEKEEERT &1
BRBRERENEK  RESKMRIA
| FAREOIBRERR BRI RREHE
BEEY  HI0%BHCHEE TR ALEE
ERAREPENSERERD -

T =FHMNENERI0T% BEF
FAETHR2EDE  TEREMBBNE
% RERLEF20-40%  EEREBERBETS
FANERTSRFH  EREERTHKN
B MmEBR ZBREREG R A6,892F %
T BEET%85.0%  HAAEBIHRETE
RHREERNER  EFNTRUARESE
EEREMATH -

BE—T MR AREBERRER KA P HHD
MERENLEEN R-2ET=F+=A
“t+rHAHARFELAHEDAl Beverage
B R AEEBERRLEK49.995%
fi%# F Al Beverage ° A ER&EE I —EX -
RERREXFEERFHUNTIE - BB
RGAEENBHEAERENTERITR
Eh BERSASERERAL  RiE-
ERRERBEEREEZET N BRE
ERTESRTSNREEREIABLH -

the Group has maintained the investment in advertisement and
promotion for the Group's core beverage “Master Kong Iced Tea",
“Master Kong Green Tea" and “Fresh Daily C" juice drink series through
“Thematic Consumer Promotion” and “Major Musical Event Campaign”.
According to AC Nielsen, for the period of December 2003 to January
2004, the sales volume and value of Master Kong tea drinks gained a
share of 45.9% and 47.2% in the PRC RTD tea market respectively, being
the leader brand in the market. The market share of the diluted juice
drinks was 23.4% by sales volume and 22.7% by sales value, being the

second leading one in the market.

During the period, the Group launched juice drinks with white grape
flavour, “Ur Tea” non-sugar green tea and “Mineralized Water”. For the
refrigerated drinks, the Group launched “Wei Chuan Yogurt Drink” and
was welcome in the market. Together with the “100% Daily C Juice”,
these products are being the popular high quality healthy drinks in the
greater Shanghai area.

During the fiscal year 2003, the gross margin of beverage business fell by
5.2pp to 40.7% from previous year, mainly because (1) price increased by
20-40% for core raw material PET plastic materials within the year; (2)
production lines have not been fully utilized and (3) product price
decreased due to keen competition in the market. Profit attributable to
shareholders was US$6.892 million, dropped by 85.0% from a year ago
mainly because of the below expectation sales, a decline in gross profit

and increase in advertising and promotion expenses.

To further strengthen the ability for the Group's development in the PRC
fast growing beverage market, on 27 December 2003 the Group entered
into the agreement with Al Beverage in relation to the co-operation with
Asahi and [tochu in the beverage business in the PRC. Pursuant to the
agreement, the Group will transfer 49.995% shares of the Group's
beverage business to Al Beverage, a joint venture company of Asahi and
[tochu to work together to operate in this fast growing and huge but
competitive beverage market. Through the co-operation, the Group can
leverage on the partners’ respective expertise and strengths to
significantly enhance its competitiveness in product development,
manufacturing, raw material procurement and overall business
management. The co-operation is clearly a big support for the Group's

long term development in the PRC beverage market.
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Bakery Business

In 2003, turnover for bakery business amounted to US$72.573 million,
dropped by 15.9% from previous year and representing 5.8% of the
Group's total turnover. The sales decline was because the life cycle for
bakery is shorter than the other products and there was high replacing
possibility in bakery products. However, Muffin and Egg Rolls maintained
good performance. From the beginning of September, the sales strategy
of "Celebrity” for the core product “3+2" sandwich cracker was
successful and had improved sales. During the year, new product “Sweet
Yolk Biscuit” has been well received by the market and the chocolate
wafer and lottery pop which were produced by our strategic alliances
have gradually built up the foundation in the market. According to AC
Nielsen, based on sales value, for the period from December 2003 to
January 2004, Master Kong's sandwich crackers gained 20.0% market
share by volume and 24.4% market share by value in the PRC sandwich

crackers market.

In view of the development of the PRC's bakery market towards diversity,
the Group has suspended capital investment in bakery business and
added more favours by using the existing production lines. To make use
of Master Kong's brand and sales channel, the Group will continue to
seek for strategic partners to enhance the product mix for the Group's

bakery products.
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During the fiscal year 2003, the Group'’s gross margin of bakery business
was 32.4%, dropped by 0.4pp when compared to the same period in
2002 mainly because the utilization rate for production lines was low and
the sales for high margin products were under-performed. Loss
attributable to shareholders was US$7.454 million and last year was
US$5.074 million.

The Group entered into an agreement in relation to the co-operation
with ltochu to form a strategic partnership in logistics business in the
PRC on 26 March 2004. With the agreement, the Group will transfer
49.99% interest in Tingtong to ltochu. Tingtong is the Group's wholly-
owned subsidiary and engaged in logistics services. The Group believes
that the co-operation will benefit the two groups’ operation in the PRC

logistics industry.

The Group's healthy finance structure was mainly benefited from the
stable cash flow of the Group as a result of the well-controlled accounts
receivable and inventory. At the end of 2003, the Group’s cash and bank
deposits amounted to US$94.978 million, decreased by US$4.935 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 long-term borrowings. At the end of 2003, the
Group's total borrowing was US$434.770 million, increased by
US$71.582 million and represented an increase of 19.7% from previous
year. The Group adjusted the ratio between long-term loans and short-
term loans from the previous year’s 70%: 30% to 2003's 62%: 38%. 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 2003, the Group’s Renminbi debts represented 48% of total debt and
at the end of 2002 it was 50.3%. The Group's transactions are mainly
denominated in Renminbi and during the period the exchange rate
between Renminbi and US dollar remained stable. The Group also used
forward exchange contracts to minimize the risk of exchange fluctuations.
As a result, there was no significant impact of exchange fluctuations
during the year. As of 3| December 2003, Renminbi loan and the
convertible bonds with fixed interest rate accounted for 69% of the

Group’s total borrowing and the Group had no contingent liabilities.
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The Group has increased 27 production lines for PET beverage and all
the lines have been put in production in the third quarter. The Group's
production capacity for PET beverage would be doubled as compared to
the end of last year. Those new production lines can directly reduce the
cost of PET bottles and strengthen the Group's competitiveness in the
PRC beverage market. The Group has also increased new production
facilities for instant noodle in Guangzhou, Hangzhou, Wuhan and Taiwan

and the new facilities have commenced production before October.

In the year 2004, the Group plans to invest US$65 million in instant
noodle business and refrigerated drinks business to meet the
development requirement and to solve the bottle neck problem for the
existing production facilities. The Group believes that those expansion
will strengthen the competitiveness of the Group and benefit the growth

of the Group’s sales.

At the end of 2003, the Group established a team operation with 344
sales offices, 77 warehouses and 49,31 | 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. In addition, to cope with the development in grand
sales market and supermarkets, the Group has strengthened the
management of these direct sales networks and the training for frontline
staff. The Group will continue to enhance "Better Access, Broader Reach”
distribution strategy since the comprehensive sales network is the

Group’s valuable source.
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As of 3| December 2003, the Group employed 27,803 staff (2002:
26,542). The Group provides a competitive salary packages, insurance and
medical benefit and professional training courses to employees. In 2003,
the Group has provided 921,833 training hours to the Group's staff. The
Group believes that the perfect management system for human

resources will enhance employee’s contribution to the Group.

Code of Best Practice

Throughout the year, the Company was in compliance with the code of
Best Practice as set out in the Listing Rules except all non-executive
directors of the Company are not appointed for a specific term as they
are subject to retirement by rotation in accordance with the Company's

Articles of Association.

Audit Committee

In compliance with the requirement under Rule 4 of the Code of Best
Practice setting out in Appendix |4 of the Listing Rules, the Company has
two independent non-executive directors, Mr. Hsu Shin-Chun and Mr.
Katsuo Ko.The latest meeting of the committee was held to review the

results of the Group for the year.
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