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Dear Shareholders,

| hereby present for your review the annual report of the Company for
the year ended 31 December 2004.

Results and Dividends

In the fiscal year ended 31 December 2004, the income from principal
operations of the Company and its subsidiaries (“Group”) prepared
under PRC accounting standards was RMB1,511,296,000
representing an increase of 13.76%), as compared with that of year
20083. The Group recorded its loss of RMB55,608,000 for the first
time.

The Company's sales prepared under HKGAAP were
RMB1,524,409,000, representing an increase of 13.61%, as compared
with that of year 20083. A loss attributable to shareholders of
RMB52,485,000 was recorded.

The Directors proposed not to distribute any final dividend for year
ended 31 December 2004.

Review of Operations

In 2004, as a result of unfavourable factors including continuous
increases in prices of petro-chemical raw materials, the Group
experienced a significant decline in its results due to the increase in
costs of production. The Group adopted measures including enhancing
the marketing of products, increasing the selling price of certain
products and expediting technical improvements, but did not succeed
in getting rid of such difficulties. In the first half of 2004, the net profit
of the Group prepared under PRC accounting standards was
RMB27,328,000, a decrease of 36.96%, compared with that of the
same period last year, and the net profit of the first three quarters
decreased by 38.47%, compared with that of the same period last
year. In the fourth quarter of 2004, the prices of chemical raw materials
and power and energy exceeded the highest mark in the first three
quarters of 2004, together with the provisions for impairment of assets
which usually made at the end of the year, the Group recorded the
first loss in its annual results. The following is an overall review of the
main business of the Group in 2004.
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CHAIRMAN'S STATEMENT (continued)

Review of Operations (continued)

Further enhancing marketing and expanding the scale
of operations

In 2004, the total output of bulk pharmaceuticals of the Group
was 20,313 tons, an increase of 6.7%, compared with that of
last year. This was the first time the Group’s production volume
exceeded the level of 20,000 tons. The Group also achieved a
two-digit increase in income from its principal business and
realized notable achievements in foreign trade and the income
from exports increased by 33.08% to USD79,980,000. The
internationalization of the Group’s business was expedited and
thus improved the Group's position in the world market. The
Group sets a target of “building a medical logistics center in
central Shandong” for its sales of preparation pharmaceutical
products. The sales revenue increased by 61.7% to
RMB257,374,000 as compared with that of last year.

Expediting technical improvements to improve the
Group's overall competitiveness

In 2004, the total amount invested in the product and technology
improvement of the Group was approximately RMB140 million,
including RMB53 million in the Injection GMP Project, RMB21
million in the New Tablet GMP Project and RMB9 million in
environmental protection facilities. The Injection GMP Project
has made progress on schedule. The completion of the New
Tablet GMP Project will lay down good foundations for the export
of tablets. The Company aims to becoming a sustainably-
developed and environmentally-friendly enterprise with new
environmental protection facilities.

Expediting research and development to improve
competitiveness

The Company has obtained 8 approvals for the production of
new drugs, 9 approvals for clinical tests for new drugs from
State Food and Drugs Administration of the PRC and 3 patent
licences in 2004. Capitalizing on its superiority in chemical
synthetic technology, the Company put more efforts into
cooperation with notable international companies. Following the
success in research of several pharmaceutical intermediates
jointly developed with foreign clients, the Company will continue
to cooperate with overseas customers to create more income
sources.
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Review of Operations (continued)

4. Enhancing management and competitiveness for
further development

In 2004, all products manufactured by the Company passed
GMP authentication in PRC. The medical logistical business
also passed GSP authentication. The Company also passed
35 quality audits performed by overseas customers, including
multinational companies. The Company has obtained COS
certificates for seven products in Europe, and 3 of them, namely
Analgin, TMP and Isopropylantipyrine, were obtained in 2004.
All of these further improved the internal management of the
Company.

The Company controlled expenditure by putting out to tender
procurement and construction projects.

Measures were brought into effect to regulate the marketing
performance of salespersons, strengthen risk control and
decrease the operational risks of the Company.

Progress was made in technical improvements, especially in
technology and measures related to energy saving, which
resulted in a reduction in the consumption of raw materials of
RMB6,020,000 and a saving in energy and power of
RMB5,100,000.

Prospects

The Group expects more opportunities in foreign trade business in
view of ongoing world economic growth, further expansion of
international trade and the end of the transitional period of China's
accession into the WTO. The Group believes the economy of the PRC
is in the upward stage of a new economic cycle and the macroeconomic
situation of the PRC will continue to take favourable turns. It is also
anticipated that market demand will continue to increase gradually
and business will be optimized due to improvements in the measures
adopted by the State for the adjustment and control of the macro-
economy. In 2004, more of the Group's products were registered in
the Catalogue of Medicines covered by the State Basic Medical
Insurance. The State also continues to push ahead with the
establishment of medical systems and sales networks for drugs in rural
areas across the country. The Group expects that all of these will be
favourable to the long-term business development of the Group.

In 2005, however, the Group is still facing numerous uncertain factors
in its operations and production, including the uptrend in the cost of
raw materials, energy, power and transportation. Serious structural
problems still exist in the domestic pharmaceutical industry. The mis-
match between supply and demand in the pharmaceutical market still
remains obvious, which results in more intense competition. These
factors limit the rapid growth of the Group.
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CHAIRMAN'S STATEMENT (continued)

Prospects (continued)

In such complex circumstances, the Group plans to achieve two
breakthroughs: namely a breakthrough in the sales of preparations
and a breakthrough in the reduction of production costs, together with
an increased awareness of three areas, namely opportunity, risk and
creativity. The major work planned for 2005 is set out below:

1. Realizing an increase in the sales of preparation

Based on the characteristic of, markets for and demand for
different products, the Company will develop the market for
preparation step by step with targets and focus, especially the
market for end users, in order for the Company to further expand
its sales of preparations, create a stable sales platform and
establish a sales network. Starting from OEM production and
processing of preparations, the Company aims to be a direct
exporter of preparations, to expand its sales volume and raise
its profit levels.

2. Improving its leading position in the bulk pharmaceutical
market

In recent years, the Group has attained remarkable progress in
the production and sales of bulk pharmaceuticals, especially
the export of bulk pharmaceuticals. In the coming year, the
Group will build on its advantages to further strengthen its
competitiveness. To achieve business internationalization , the
Group will focus on its major customers to develop long-term
cooperation. The Group will strengthen its existing markets,
and actively develop new markets, in particular in the
international pharmaceutical market. To improve its profitability,
the Company will continue to simplify the procedures for export
and supply products to overseas end-users directly.

3. Adjusting product mix and focus on profitability

The Group recorded its first loss in 2004. The loss reflected the
fact that the adjustment of product mixes of the Group was
slow. For the year 2005, the Group will aim to maximise the
Group’s profit. By improving its production technology and
reducing costs, the Company will improve the competitiveness
of its products. The Group will pay close attention to the
marketing of its main and strategic bulk pharmaceutical
products and place particular emphasis on developing potential
market in relation to its main preparations.
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Strengthening research and development

In cooperation with universities and research institutions, the
Group will increase investment in market-oriented research and
development to develop new products. The Group plans to
acquire at least 6 approvals for the production of new drugs in
2005. Capitalizing on its advantages in technology, the Group
will seek more cooperation with overseas entities and speed
up research relating to pharmaceutical intermediates to increase
profitability.

Enhancing management and execution of internal
control rules

To achieve the goal of being a resource-saving and
environmentally-friendly enterprise, the Company will make full
use of new environmental protection facilities and enhance
environmental protection. The Group will realize its target in
respect of energy saving by adopting new technologies and
equipment and upgrading existing technical skills and
production equipment.

The Company will establish and improve its incentive and control
policies, in particular its incentives for staff in the sales and
R&D departments to promote the development of new products
and the marketing of existing products. On the other hand, the
Group will enhance the control of operational risks and carry
out periodical or special internal audits to ensure good
operations.

Through the implementation and examination of the Company’s
rules and regulations, all the staff of the Company will
concentrate on the business goals of the Group and do their
best to accomplish their work.

Finally, I myself, and on behalf of the Board of Directors, sincerely
express our appreciation to the investors and employees who
are mindful of and work hard for the development of the
Company. In the coming year, the Company will exert itself to
study and map out The Eleventh Five Year Plan to expedite the
development.

Hinig He Duanshi
EFLR Chairman
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24 March 2005
Zibo, Shandong, PRC
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