Management Discussion and Analysis

The year 2004 represents the fifth consecutive year of record turnover
and profitability for the Company. Despite a softening of the worldwide
market beginning in the fourth quarter of 2004, the Group’s turnover for
2004 grew by 89.8% to US$79.86 million, as compared with US$42.08
million in 2003. Net profit in 2004 met management’s previous forecast
with 182.5% growth to US$11.34 million. Net profit margin increased
from 9.5% in 2003 to 14.2% in 2004. The growth in turnover and net
profit was mainly attributable to the increased capacity from 26,700 wpm
at the end of 20083 to 59,200 wpm by 31 December 2004, and higher

sales volume achieved from both China and overseas markets.

The total number of customers of the Group reached 194 in 2004,

compared to 133 in 2003, representing an increase of 45.9%.

The following table shows the Company’s number of customers and the

breakdown of turnover by customer type for the four years ended 31
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December 2004: HBEMEEEDN
2004 2003 2002 2001
Customers Turnover Customers  Turnover Customers  Turnover Customers  Turnover
zF EE2 ] P BEHE =P B EF BER
(US$°000) (US$'000) (US$'000) (US$'000)
(F%7) (F=1) (F%rx) (F%rx)
Fabless BEEGHGTATE 188 75,202 127 40,547 129 39,809 104 27,568
IDMs IDM 6 4,658 6 1,530 6 1,168 10 2,380
Total et 194 79,860 133 42,077 135 40,977 114 29,948
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The Group’s customers include Chinese fabless design houses and IDMs.
In 2004, the Group provided open foundry services to IDMs, which
outsource part of their production. The Group’s relationship with these
customers tends to be long term and symbiotic since these customer
types have stringent requirements for “qualifying” the fabs to which they
outsource production. Moreover, the majority of the Group’s Chinese
fabless design houses operate on a small scale and usually rely on the

Group to assist in the design process.

Chinese fabless design houses have experienced rapid growth during
last three years. The number of fabless design houses in China increased
to 463 by the end of 2003, according to CCID. The management believes
that the competition among these Chinese fabless design houses will
lead to more consolidation in the industry and the management believes
that their expected strong growth will benefit the Group. Furthermore,
the Group also diversifies its customer base to avoid over-reliance on
any single customer. The Group has been successful in executing this
strategy. In 2004, 6 out of the top 10 Chinese design houses were the

Group’s customers.
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Management Discussion and Analysis

The Group has adopted a strategy of expanding its customer base to
include IDMs and overseas customers, taking advantage of the global
outsourcing trend and to diversify risk. The management believes that
many IDMs and overseas customers are now shutting down their internal
production facilities and moving their production sites to China in order
to reduce costs and to be closer to a low-cost IC supply chain. CSMC is
well-positioned to capture the demand for outsourced capacity with the
Group’s Fab 2 capacity expansion plan. Moreover, CSMC is diversifying
its risks across its customer base by seeking IDMs and customers outside
China to offset downturns in either the domestic or global semiconductor
markets. The Group’s turnover from IDM customers was US$4.66 million
in 2004 compared to US$1.53 million in 2003.

The following table shows the geographical breakdown of the Group’s

turnover for the four years ended 31 December 2004:
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2004 2003 2002 2001
(USS$ "000) (US$'000) (US$ '000) (US$ '000)

(F=7x) % (F%) % (F=1) % (F=1T) %

The PRC s 46,854 58.6 32,289 76.7 31,905 77.9 20,767 69.3
Asia, other than B LASIMA]

the PRC TN = 20,900 26.2 7,596 18.1 6,888 16.8 6,936 23.2

United States EE 5,571 7.0 2,192 5.2 2,184 5.3 2,245 7.5

Europe M 6,535 8.2 — — — — — —

Total st 79,860 100.0 42,077 100.0 40,977 100.0 29,948 100.0

For the year ended 31 December 2004, 74.5% of the Group’s turnover
was attributed to its top 10 customers, while the remaining customers

represented 25.5% of turnover.
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In 2004, the Group significantly increased its 6-inch capacity from 26,700
wpm at the end of 2003 to 59,200 wpm at the end of 2004, to better
meet market demand both from domestic and international customers.
This increase in capacity was a result of the successful transfer of
equipment and technology from Chartered Semiconductor, which was

substantially completed in November 2004.

The Group’s average capacity utilization was 87% in 2004 compared to
79% in 2003, even with the aggressive increase in capacity. Going
forward, the Group expects to further expand its capacity in order to
serve the 0.35 micron and more advanced process technology demand

with the construction of Fab 2.
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Management Discussion and Analysis

The Group continuously strives to improve its process technology mix to
enhance average selling price (“ASP”). The Group has successfully
transitioned its core offerings to more advanced process technologies.
Turnover contributions from 0.6 micron and more advanced process
technologies increased from 19.5% in 2003 to 34.1% in 2004. Combined
with the increased capacity in 2004 and its Fab 2 capacity expansion
plan, the Group’s continued technology migration strategy of following
the mainstream will enable the Group to better serve its customer base.
The Group is expanding its process technology offering to include 0.35
to 0.25 micron with the building of Fab 2. The management believes that
this range will represent the mainstream market demand in China by
2006. The table below shows the Group’s turnover by process

technologies:
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2004 2003 2002 2001
(US$ ’000) (US$ °000) (US$ '000) (US$ '000)

(F=7x) % (F%) % (F=1) % (F=1T) %

5-inch b N - — — — 962 23 5,895 19.7
B-inch 6 S

>=1.0 micron >=1.0 X 20,411 255 18,234 43.3 20,731 50.6 12,100 40.4

0.6-0.8micron  0.6-0.8 ik 28,922 36.2 14,217 338 16,836 411 11,150 37.2

0.5-0.6micron  0.5-0.6 ik 8,840 11.1 1,496 36 83 0.2 196 07

0.35-0.5micron  0.35-0.5 #K 18,347 23.0 6,682 15.9 2,315 5.7 396 1.3

Subtotal Nk 76,520 95.8 40,629 96.6 39,965 97.6 23,842 79.6

Others Hih 3,340 4.2 1,448 3.4 50 0.1 211 07

Total et 79,860 100.0 42,077 100.0 40,977 100.0 29,948 100.0
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The Group manufactures ICs using the CMOS process technology. CMOS
is currently the dominant semiconductor manufacturing process. It
requires lower power than other technologies and allows dense
placement of components onto a single IC. The low power consumption
and high-density characteristics of the CMOS process allow the
continued development of high performance ICs that are smaller and
faster. Within the CMOS area, the Group mainly produces logic, mixed-
signal, high voltage, NVM and EEPROM [Cs for customers in the fast-
growing consumer electronics industry in China. Turnover contributions
from non-logic products increased from 8.8% in 2003 to 19.7% in 2004.
Looking ahead, the management expects that the turnover attributed

from non-logic processes will continue to grow in 2005.
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The table below shows the Group’s turnover by process mix: TREJNIEZEBEEGSTAEENEE
B
2004 2003 2002
(US$°000) (US$'000) (US$000)

(F%x) % (F%7T) % (F%7T) %
Logic R 60,761 76.1 36,950 87.8 38,186 93.2
Mixed-signal HIERA W 12,142 15.2 2,506 6.0 2,741 6.7
High Voltage e 879 1.1 1,147 2.7 — .
NVM&EEPROM NVM X EEPROM 2,738 3.4 26 0.1 — —
Others Hib 3,340 4.2 1,448 3.4 50 0.1
Total #Et 79,860 100.0 42,077 100.0 40,977 100.0

Note: 2001 information is not available.
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Management Discussion and Analysis

On 13 August 2004, the Company was listed on the Main Board of the
Hong Kong Stock Exchange. Through a global offering which included
the Hong Kong public offering and an international placement (the “IPO”),
the Company issued a total of 684.42 million new shares, including 63.42
million as a result of the exercise of the over-allotment option (“Over-
allotment Option”) as defined in the Prospectus. The net proceeds of
the IPO (after deduction of underwriting fees and expenses), together
with proceeds from the exercise of the Over-allotment Option, amounted
to approximately US$37.73 million. As stated in the Prospectus, the Group
intends to use these proceeds to partially fund the Group’s future

expansion plans.

For the year ended 31 December 2004, the total net proceeds expended
amounted to approximately US$35.80 million, in the form of shareholder
loans to Fab 1 and payment for the equipment purchase and technology
transfer from Chartered Semiconductor. The table below sets out the

details of the use of proceeds for the year ended 31 December 2004:
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The management believes that the Company’s employees are its greatest
asset. The Group had 1,337 employees as at 31 December 2004, a
substantial increase from the 920 employed at the end of 2003 in order
to support the Group’s expansion plans. The Group has maintained a
good working relationship with employees over the year. On 8 May 2004,
the Equity Incentive Plan (as defined in the Prospectus) was adopted by

the Group to motivate and retain employees.

In the highly competitive foundry business, strong human resources are
essential for growth. The management combines the strengths of both
local Chinese and international expertise. The Group prides itself for its
track record of recruiting and developing local managerial, technical,
and operating personnel. Currently over 98% of the Company’s staff are
PRC citizens, including the majority of managers. As at 31 December

2004, 58% of the Group’s employees have college or graduate degrees.

The Group has developed continuous training programs for its employees
at different levels. In 2004, it has conducted managerial and technical
training programs totaling 22,575 hours, with an average of 18.5 training
hours per employee. Starting from 2004, it has also worked with outside
training providers to introduce 37 new technical subjects into the Group

training program from 2004 through 2005.
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Management Discussion and Analysis

For the year ended 31 December 2004, the Group recorded a turnover
of US$79.86 million, an increase of 89.8% from US$42.08 million in 2003.
The increase in turnover was primarily due to the increase in Fab 1
capacity from 26,700 wpm at the end of 2003 to 59,200 wpm by 31
December 2004.

Net profit for the year ended 31 December 2004 increased to US$11.34
million from US$4.02 million in 2003, representing an increase of 182.5%.
Net profit margins were 14.2% in 2004 and 9.5% in 2003.

Basic earnings per share for the year ended 31 December 2004 was

US$0.56 cent, compared to US$0.35 cent for the preceding year.

In the Prospectus, the Directors forecasted that, in the absence of
unforeseeable circumstances and on the bases and assumptions set
out in Appendix Il to the Prospectus, the Group’s consolidated profit
after tax but before extraordinary items for 2004 would not be less than
US$11.22 million (the “Forecast”). The Group met the Forecast in 2004.

For further details on the analysis of the Group’s operating results for the
year ended 31 December 2004, please refer to the section headed

“Operating Results.”
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In 2005, the Group will continue its strategy of developing new markets
and expanding its customer base in keeping with its capacity expansion
plan. Going forward, the Group expects to deliver higher margin
processes such as 0.5 micron mixed-signal, high voltage, EEPROM and
0.35 micron processes, to enhance overall profitability. The Group
continues to work towards growing its IDM and overseas market
segments in order to ensure more stable capacity commitment and

diversification of risk.

The Group is currently in the process of building Fab 2 shell in the New
District of Wuxi and expects to complete the construction of the building
by the end of 2005. Fab 2 will focus on 8-inch production with 0.35
micron to 0.25 micron process technologies in continuing CSMC's pursuit
of China’s mainstream segment. With the right strategic partner, the Group
will be ready to ramp up Fab 2 from shell construction phase to production

phase.

Looking ahead, the management is currently preparing to meet the
challenges from the expected softening of the worldwide semiconductor
industry in 2005, as forecasted by industry sources. However, the China
domestic semiconductor market is expected to grow at a faster rate
than the global market, according to IC Insights. Due to the Group’s
solid foothold in the China market, CSMC has been able to maintain
stability, profitability and growth in the last two industry downturns since
its inception, in 2001 and 2003, including the 2003 SARS period in China.
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Management Discussion and Analysis &

The following table shows certain information relating to the Group’s
results of operations for each of the two years ended 31 December 2004 ==&
and 2003, extracted from the audited consolidated financial statements

of the same period:

For the year ended 31 December 2004

Turnover
Cost of sales

Gross profit

Other revenue

Operating expenses:
Distribution expenses
Administrative expenses
Research and

development expenses
Other operating expenses

Operating profit
Finance costs

Profit before taxation
Taxation

Net profit for the year
Dividend

Earnings per share
- basic (US cent)

- diluted (US cent)

Operating Data

Depreciation and amortization

Capital expenditure

Wafer sales
(6-inch 12-layer
equivalent, units)

ASP (US$)
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2004 2003
(US$°000) (US$000)

(5F==m) % (F=51) %
79,860 100.0 42,077 100.0
(56,430) (70.7) (32,480) (77.2)
23,430 29.3 9,597 22.8

4,020 5.0 1,448 3.4
(2,408) (3.0) (744) (1.8)
(6,444) (8.1) (3,842) (9.1)
(3,140) (3.9) (1,080) (2.6)
(1,729) (2.2) (104) (0.2)
13,729 17.1 5,275 125

(992) (1.2) (709) (1.7)
12,737 15.9 4,566 10.8
(1,395) (1.7) (551) (1.3)
11,342 14.2 4,015 9.5
3,015 13,000
0.56 0.35
0.52 N/A
14,912 9,116
77,772 34,017
433,000 214,990
184 196
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The principle source of the Group's turnover is wafer fabrication. Turnover
increased by 89.8% from US$42.08 million in 2003 to US$79.86 million
in 2004 primarily as a result of the increase in the volume of wafers
shipped. This increase was partially offset by the decrease in ASP. The
total number of 6-inch wafers the Group shipped increased by 101.4%
from 214,990 wafers in 2003 to 433,000 in 2004. The ASP of wafers
shipped decreased by 6.1% from US$196 per wafer in 2003 to US$184
per wafer in 2004 mainly due to the ramping up the increased capacity
quickly with a larger proportion of lower price and mature process
technologies as well as pricing pressure.

Cost of sales consists principally of:
- depreciation;

- direct materials, mainly raw wafers, and indirect materials such as
test wafers, photo masks, chemicals and photo resist;

- manufacturing overhead, including utilities, spare parts, repair and
maintenance, rent, and indirect labor; and

- direct labor, including salaries for employees directly involved in
manufacturing activities.

Cost of sales increased by 73.7% from US$32.48 million in 2003 to
US$56.43 million in 2004. The increase in cost of sales in 2004 was
primarily because of increased sales of 6-inch wafers and an increase
in the charge for depreciation from US$9.06 million in 2003 to US$14.83
million in 2004. The increase of depreciation cost is due to increased
capital expenditure related to the purchase of machinery and equipment
for Fab 1.
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Management Discussion and Analysis

restricted deposits; and

- the sale of scrap materials.

Gross profit increased by 144.1% from US$9.60 million in 2003 to
US$23.43 million in 2004. Gross margin increased from 22.8% in 2003
t0 29.3% in 2004. The increase in gross margin was primarily due to the
expansion of capacity which resulted in a significant decrease in fixed
costs per unit, such as depreciation, utilities, rent and labor costs. The

increase was partially offset by a decrease in ASP.

Other revenue consists principally of:

- subsidy income consisting mainly of the value-added tax (“VAT”)

refund and other subsidies from the Chinese government;

- interest income derived primarily from bank deposits, excluding

Other revenue increased by 177.6% from US$1.45 million in 2003 to
US$4.02 million in 2004 primarily due to an increase in the VAT refund
which was US$3.75 million in 2004 compared to US$1.07 million in 2003.
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Distribution expenses increased by 223.7% from US$0.74 million in 2003
to US$2.41 million in 2004. Distribution expenses consisted primarily of
salaries and related personnel expenses for sales and marketing
personnel, insurance for goods in transit, promotional and other marketing
expenses and sales office rental. The increase in distribution expenses
was primarily due to the payment of a customer referral fee amounting
to approximately US$786,000 in 2004 while there was no such payment
in 2003. The increase was also due to higher bonus payments in 2004,
while there was a temporary reduction of salaries, wages and bonus

payments in 2003.

Administrative expenses increased by 67.7% from US$3.84 million in
2003 to US$6.44 million in 2004 due primarily to higher bonus payments
in 2004 compared to a temporary reduction of salaries, wages and bonus

payments in 2003.

Research and development expenses increased by 190.7% from
US$1.08 million in 2003 to US$3.14 million in 2004. Research and
development expenses consisted primarily of salaries and related
personnel costs for process technology development, technology license
fees, and maintenance of the equipment used in technology
development. The increase in research and development expenses was
primarily because the Group increased investment in improving process
mix and more advanced process technologies in support of its strategy
to keep up with the mainstream market. The increase was also due to
higher bonus payments in 2004 compared to a temporary reduction of

salaries, wages and bonus payments in 2003.
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Management Discussion and Analysis

Income Tax

The Company is not subject to Cayman Islands taxation. The
Company'’s subsidiaries established in the PRC are subject to
enterprise income tax (“EIT”) on their taxable income as reported
in their PRC statutory accounts, adjusted in accordance with
relevant PRC income tax laws. The applicable EIT rates range from
15% to 24%. In accordance with the PRC “Law of Enterprise Income
Tax for Enterprise with Foreign Investment,” the Company’s PRC
subsidiaries are entitled to full exemption for EIT for the first two
years and a 50% reduction in EIT for the next three years
commencing from the first profitable year after offsetting all losses

carried forward from the previous five years.

The applicable EIT rate of Fab 1, one of the Company’s PRC
subsidiaries, is 24%. The year 1999 was the first profitable year of
Fab 1, and EIT rate was 12% in 2001, 2002 and 2003.

In addition, since Fab 1 qualifies as an “advanced-technology
enterprise,” it is also entitled to a 50% tax reduction for three years,
subject to a minimum effective tax rate of 10%. Fab 1 has already
obtained approval for the reduction tax rates in relation to its
qualification as an “advanced-technology enterprise,” therefore the
EIT rate for Fab 1 was 12% in 2004.
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(b) VAT (b) EEH
The Company’s subsidiaries established in the PRC are subject to ARNFRPEFMEONE LR A
VAT, which is charged on top of the selling price at a general rate FIBET - AEEBR —MMEI17%
of 17%. An input credit is available whereby input VAT previously B o KEETARBE RME &
paid on purchases of raw materials or semi-finished products can Mo IR ER ] 1T
be used to offset the output VAT on sales to determine the net VAT BR - WRDREHEER A NHHEIE
payable. BEN - AT E RAN BB EDF
B o
According to relevant PRC rules and regulations, Fab 1, being a BIEE@EPEER RER - —BE
qualified manufacturer of micro-electronics products, is entitled to ARERNMETFEMREN - 7]
refund of VAT from 1 July 2000 to 31 March 2005. Since 1 January H_EEEF+L-H-—HEBE_ZFT
2002, the net VAT payables related to domestic sales were firstly AF=ZA=+—HLERMDEE
paid to the tax bureau and any portion in excess of 3% of domestic Bo-BZFTE=-F—H—HMNUX -
sales would be refunded. The Group’s VAT refund for the year ended —BELERBEERINEENEE
31 December 2004 amounted to approximately US$3,751,000 RETIZERFE  BREERD
(2003: US$1,068,000). Such VAT refund has been recorded on N EHEE3 % AN E I B2 5E - AN&
cash basis. BHE_ZTME+_A=+—HI
FEMIREBERRLES751,0005%
TT(ZZTZT =4 : 1,068,000%7T) °
ZEEHRERRE R EELR -
As a result of the foregoing, net profit increased by 182.5% from US$4.02 MR Ll FIE @R BH T =F 0L

4,020,000 TIEN182.5% E =T Z M4
B#)11,340,000% 7T  BERAF R —Z
T-F/E9.5% MZ-_ZEZTMOFHA
14.2% o

million in 2003 to US$11.34 million in 2004. Net profit margins were 9.5%
in 2003 and 14.2% in 2004.
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Management Discussion and Analysis

In March 2004, the Company declared a dividend of US$1,338,000
satisfied by a bonus issue pursuant to which a total of 1,338,000 ordinary
shares of US$0.0001 each of the Company were allotted and issued,
credited as fully paid, to members of the Company whose names
appeared on the register of members of the Company as at 31 December
2003.

At a meeting held on 15 March 2005, the directors proposed a final
dividend of HK$0.005 (equivalent to approximately US$0.00064) per
ordinary share. This proposed dividend is not reflected as a dividend
payable in these accounts, but will be reflected as an appropriation of

retained earnings for the year ending 31 December 2005.

The dividend payout ratio is approximately 15% of the Group’s net profit
in 2004. It is the intention of the Group to distribute dividend to its

shareholders that is in line with the Group’s earnings growth.
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The calculation of the basic and diluted earnings per share is based on

the following data:

Profit attributable to shareholders for M ESRERR
the purposes of calculating basic BERNmME 2
and diluted earnings per share IR FEAE AR

Weighted average number of ordinary ~ BLEtEESRERBFNm S

shares for the purposes of Z IS E RS B
calculating basic earnings per share

Effect of dilutive potential EEBTEER e TE
ordinary shares:
- Equity incentive plan — &5 SEEET &

Weighted average number of ordinary ~ FBstESREEEEF M S
shares for the purposes of calculating 2 Ji#EF9 L @A EE

diluted earnings per share

(i) The weighted average number of share for the year ended 31 December

2003 has been restated to take into account the repurchase and currency

redenomination of the share capital effected during the year 2004.

Diluted earnings per share for the year ended 31 December 2003 is not

presented because there has been no potentially dilutive ordinary share in

existence during the year.

BREAREERNEZRE TR

2004 2003
(US$°000) (US$'000)
(F%x) SE
11,342 4,015

Number of ordinary shares
EERHE
2004 2003 (i)

2,023,855,494  1,157,130,000
145,998,803 N/A

2,169,854,297 N/A
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Management Discussion and Analysis

For the year ended 31 December 2004, the Group’s sources of liquidity
mainly included net proceeds from the IPO and Warrants (as defined in
the Prospectus), bank loans and cash flow from operating activities, which
amounted to US$55.13 million, US$28.33 million and US$19.97 million,
respectively. The Group’s cash has principally been applied to fund
capital expenditures related to the purchase of machinery and equipment
for Fab 1 and construction of Fab 2 and repayment of bank loans, which

amounted to US$77.77 million and US$33.48 million, respectively.

The table below sets forth the cash flow of the Group for the two years

ended 31 December 2004 and the cash and cash equivalents at the

EEENWE DN

HE-_TTNF+-_A=+—HILFE -
AEBHRBDESRREEZRIEERAAH
BRERKRER (EERBRER) MG
RIEFHE  RITERARLEEEBHRSR
£ £ 7l A55,130,0003% 7T + 28,330,000
%7t 19,970,000% 7T - AKBEME S
ZEARBE — A RS EHE AR
X REFEZR  AREERBITER - D5
#77,770,0003 7T }2 33,480,000 7T °
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end of each of the two years:

Net cash generated
from operating activities

Net cash used
in investing activities
Net cash generated

from financing activities

Net (decrease) increase in cash

and cash equivalents
Effect of foreign exchange rate change
Cash and cash equivalents

at beginning of year

Cash and cash equivalents

at end of year

REXBELNRESFR

REXBHANA T FH

BMEXBELNIRDFER

He MBS HEER

CR) sBhnFaa

EXEHTE
FPRERRESEEEE

FrAEehREFHEER

EXFFRMNRAeESEEER -
2004 2003
(US$000) (US$'000)
(F%7m) (F=51)
19,967 9,034
(78,080) (33,963)
43,433 58,114
(14,680) 33,185
5 p)
39,138 5,951
24,463 39,138
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Net cash generated from operating activities for the year increased to
US$19.97 million in 2004 from US$9.03 million in 2003. The increase
was primarily due to an increase in operating profit before depreciation
and amortization of approximately US$14.25 million from US$14.39 million
in 2003 to US$28.64 million in 2004. It was partially offset by the increase
in inventories and trade receivables related to the growth in turnover

and operations in 2004.

Net cash used in investing activities was US$78.08 million and US$33.96
million in 2004 and 2003, respectively, most of which was used for the
acquisition of fixed assets, primarily equipment for capacity expansion

in Fab 1 and construction of Fab 2.

Net cash generated from financing activities in 2004 amounted to
US$43.43 million, compared to US$58.11 million in 2003. The amount in
2004 reflects the US$17.40 million proceeds from the issue of Warrants
and the US$37.73 million proceeds from the IPO, compared to the private
placement proceeds of US$52.20 million and a US$2.50 million share
subscription by Stockside Limited in 2003. In addition, the Group has
received an additional short-term loan of US$28.33 million and repaid
bank loans of US$33.48 million in 2004, compared to US$22.77 million
of additional bank loans and repayment of US$11.45 million in 2003.
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Management Discussion and Analysis

follows:

Short-term bank loans
- Secured
- Unsecured

Long-term bank loans

Total outstanding bank loans

The bank loans of the Group as at 31 December 2004 and 2003 were as

RERRITER
—HiEH
— EEH
RHRITER

As of 31 December 2004, the Group’s short-term bank loans bore interest

rates ranging from 3.0% to 3.6% per annum.

The Group receives payments in currencies including Renminbi (“Rmb”),
US dollars and Hong Kong dollars, and it incurs costs and expenses in
currencies including US dollars, Rmb, Japanese Yen, Hong Kong dollars
and Euros. The management believes that, considering the working
capital position of the Group, the Group will have sufficient foreign

exchange to meet its foreign exchange liabilities as they become due.
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2004 2003
(US$°000) (US$'000)
(F%x) SE)
— 4,229

17,500 16,121
17,500 20,350
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The Group requires capital to build, expand, upgrade and maintain its
production facilities and equipment. The Group made capital expenditure
of US$77.77 million in 2004. The management estimates that the cost of
the reconditioned equipment and its installation in Fab 1 will amount to
approximately US$112.38 million for 2003 through 2005. Of this amount:

- US$52.27 million was spent in expanding Fab 1's capacity from
20,000 wpm to 41,700 wpm by mid-2004 (of the US$52.27 million,
US$25.88 million was paid in 2004 and the remainder was paid in
2003 and before),

- US$54.06 million was spent in expanding Fab 1’s capacity further
to 59,200 wpm by end of 2004 (of the US$54.06 million, US$33.83
million was paid in 2004 and the remainder will be paid in 2005);

and

- The remaining approximately US$6.05 million will be spent on Fab 1's

technology migration to 0.35 micron in 2005.
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In addition, the management estimates the cost of the construction of
the Fab 2 building and facilities will be approximately US$115.76 million.
Of this amount, approximately US$18.06 million was spent in 2004. Both
the capital expenditure for Fab 1 and Fab 2 described above have been
or will be funded from the proceeds of share issuances, bank loans and
internally generated cash flow from operations. The Group will continue
to implement its prudent policy on capital expenditures and further

optimize the allocation of its capital expenditures.

As at 31 December 2004, the Group had capital commitments of
US$142.63 million, of which US$8.74 million was contracted but not
provided for the purchase of equipment for Fab 1, US$20.92 million was
authorized but not contracted for the purchase of equipment for Fab 1,
US$16.81 million was contracted but not provided for the purchase of
building and facilities of Fab 2 and US$96.17 million was authorized but
not contracted for the purchase of building and facilities of Fab 2. As at
31 December 2004, the Group had lease commitments of US$6.65 million
for factory promises and machinery, which all were due within five years.

The Group does not have any other commitment or contingent liabilities.

For the year ended 31 December 2004, the Company was not involved
in any material litigation or arbitration and no material litigation or claims
was pending or threatened or made against the Group as far as the

Company is aware.
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The Group’s operational cash flow was primarily denominated in Renminbi
and US dollars. The Group’s borrowings were also denominated in
Renminbi and US dollars. The Directors believe that, considering the
working capital position of the Group, there is no significant exposure to
foreign exchange risk. It is the Group’s policy not to enter into derivative

transactions for speculative purposes.

In accordance with IFRS the shareholders’ funds to liabilities ratio of the

Group in 2004 was 4.16 times compared with 2.28 times in 2003.
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