AEEEEMBRREZARR _FTTHF
EEeRENARARAKERE_TT
ME+ A=t BLFELEZZIK

g o

EETHWARS W

1.

FTEXRTRERAEERR

AEBETEREME BUEMBKEE
EBREZ - 2A (e TREME
e ARBENBEZRRNELE
% o

HESH

AEBHE-_ETNF+ A=+
—HItFEZRPE e ERRRL
HEBEAARE1511,206TF T &
P EEREEE - R - R -
tIEREEMEERMGLED
Bl A54.89%  19.59% ~ 24.43% ~
1.09% ' DRI _ZZT=F LFH
3.21E B & - TH6.33EEF»
2 EFAS20EE DM T£0.17
& D2 -

—EENFAEEBRAEEE
W@EETER A R#829,565T 7T » B
FEHER20.82% ' IEENEERE
EANRTD BB FFED
MATHRENE - BRI MARH
BEEMISHAANE - EmL O
E&R -

B2 G 38 S FE SR A R #5296,084
Tt |REFET#14.00% © TB&
B F ZRE2EAREE RSB
FHEME - EXBEREBLE
EMBEERARRERE S BEIE
372

iR SR SH S R A R 6 369,215
For - REFEHERS1.45%  EE
FERAR_ZETMERKNDR
RO E AR R T IE R PTER ©

ESTERS

REPORT OF THE BOARD OF DIRECTORS

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 2004.

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 achieved a
turnover of RMB1,511,296,000 for the year ended 31 December
2004. Sales of bulk pharmaceuticals accounted for 54.89% of
the total sales of the Group, representing an increase of 3.21%
as compared with 20083. Sales of preparations, medical logistics,
chemical and other products accounted for 19.59%, 24.43%
and 1.09% respectively of the total sales of the Group,
representing a decrease of 6.33%, an increase of 3.29% and a
decrease of 0.17% respectively as compared with 2003.

In 2004, Sales of bulk pharmaceuticals of the Group were
increased by 20.82% to RMB829,565,000. The increase was
mainly due to the deepening of market promotion and full
utilization of the Company’s advantages, especially in expanding
the international pharmaceutical markets which resulted in a
growth of the exports of the Company.

Sales of preparations was RMB296,084,000, decreased by
14.00% which was mainly attributable to increasingly intense
competition in the domestic market of preparation and the State
police of reducing prices of new antibiotic drugs and OTC drug
administration.

Turnover generated from the medical logistics business was
RMB369,215,000, increased by 31.45% as compared to that
of Last year. The main reason for the increase was expanding
business scale of the Medical Logistical Center established in
2004.
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REPORT OF THE BOARD OF DIRECTORS (continued)

BEEBHTRSY N 2 MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1. FTEEXEBEEREEERA (D) 1. The business scope and operating results of the

Company (continued)
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The sales of chemical and other products were
RMB16,432,000, decreased by 1.67% as compared with that
of last year.

Results Analysis

The Group’s loss attributable to shareholders for the year ended
31 December 2004 prepared in accordance with HKGAAP were
RMB52,485,000 and the loss after taxation prepared in
accordance with PRC accounting standards was
RMB55,608,000, representing a decrease of 201.33% and
232.16% respectively as compared to last year. The main
reasons for the loss were:

The gross margins of the Company decreased in 2004
owing to the rise in prices of petro-chemical materials,
power and energy as well as an increase in transportation
expenses and a decrease in the level of tax rebate in
respect of exported products in the amounts of
RMB67,600,000, RMB7,300,000, RMB9,400,000 and
RMB16,400,000 respectively.

Sales of preparations of the Company decreased as a
result of intense competition in the PRC domestic market
for preparations and implementation of the State policies
in respect of adjusting prices of certain new antibiotic
drugs and administration on prescription.

Provision for impairment of assets made by the Company
at the end the financial year of 2004.
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REPORT OF THE BOARD OF DIRECTORS (continued)

BEERWFRAS T MANAGEMENT DISCUSSION AND ANALYSIS
(continued)
1. FTEEXBEEREEERA (D) 1. Business scope and operating results of the Company
(continued)
FTEERRERDPEGREFTE Major products and the corresponding market share in
&: the PRC are set forth below:
—ZTMmE
H-ZZTmE BATRIETE%)
HHEFTILE %) Market share in
As % of total the domestic
TEER Major Products sales in 2004 market in 2004
A LBEHEE A. Bulk Pharmaceuticals
% Jhift Analgin 11.64 46.35
onE Caffeine 7.83 41.05
QALK Aminopyrine 4.28 68.26
PR] Hfr T Ak Aspirin 5.70 64.54
LA A Hydrocortisone 3.82 32.97
UK B Pipemidic acid 1.82 100
g% Ibuprofen 3.99 38.80
%9 Theophylline 1.04 33.78
B. HuE B. Preparations
0K B A Pipemidic acid tablets 2.26 N/A
BRHER Co-liquorice tablets 1.02 3.33
JEE#FF Nimodipine tablets 0.96 18.73
BRPESHENHEBERA &8 Financial and results analysis in accordance with PRC
BRBSH accounting standards
20045 AR EEBEERARKE Total assets of the Group as at 31 December 2004 increased
2,298,470F T WFNMARMK by 10,22% or RMB213,089,000 to RMB2,298,470,000, as
2,085,381 F o1 N A R#213,089 compared with the figure at the beginning of the year of
T #R10.22% » AEEEEN RMB2,085,381,000. This increase in total assets was mainly
FERARAREBETEENLRE attributable to the increase in fixed assets and long-term
BRIG BN o 2004 F F AR PR R E = investments of the Group. Shareholders’ equity of the Group
B ARA,340,005F T © EFH) as at 31 December 2004 decreased by RMB73,299,000 or
ANR#1,413,304F R D AR EE 5.19% from RMB1,413,304,000 at the beginning of the year to
73,299F 7T © FFE5.19% @ HAH RMB1,340,005,000. The decrease in shareholders’ equity was
FERAAB2004F A EE IR EE mainly attributable to the loss generated in 2004 and the
ARSI BT =FFHEGLAN - distribution of a cash dividend for 2003.
2004F AAEEBBEEEAARE The total liabilities of the Group as at 31 December 2004 were
955,560F JT * BF FIIE A R RMB955,560,000, representing an increase of
287,452F 7T #£5K43.02% @ £ & RMB287,452,000 or 43.02%, as compared with that of last
MNEFEREZRITER - ENERE year. The increase was mainly attributable to the increase in
K FERIIR FRIE N o bank loans, notes payable and accounts payable.
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REPORT OF THE BOARD OF DIRECTORS (continued)

REEERWTHY N @

MANAGEMENT DISCUSSION AND ANALYSIS

(continued)
1. ITEEBHEREESRA (&) 1. Business scope and operating results of the Company
(continued)
2004 F EAKEEL F & B Profit from principal operations of the Group for 2004 amounted
ABAREE234,.801F 7T © & FFRHA to RMB234,801,000, representing a decrease of 19.76% or
R ANR®S57,830F T T RMB57,830,000, as compared with that of last year. The loss
10.76% : EE R ARES5,608F 7T - after taxation of the Group was RMB55,608,000, represents a
B EFHRTEEAREI7,684F decrease of RMB97,684,000 as compared with the net profit
TC 0 2004F HIREE - TRHNFEE realized in 2003. The Company recorded a loss in 2004, The
RERIEB\ERH] - main reasons for the loss are set out in the above section headed
“Results Analysis”.
004FFREAFREER G RIREHF The net decrease in cash and cash equivalents were
BEWFEFRLEAEARE?6,053F T RMB76,053,000 as at 31 December 2004. The decrease was
RekREEFEYIREHINTE mainly attributable to the increase in investment for the
JRE A& : 20044 H1KE o H iy s renovation construction projects and other investment.
HARAREIMNEENZE -
2004 P EE A ERRENSE Segmental information of the main products for 2004
RIERMT : prepared under PRC accounting standards is as follows:
EEEBHA TEEERF EMEY
PIRBSER By product or By section Turnover Cost of goods sold  Rate of gross margin
ARETFT ARETFT %
RMB’000 RMB’000
LBRHE Bulk pharmaceuticals 829,565 698,022 15.86
3] Preparations 296,084 184,717 37.61
EERE Medical Commercial Logistics 369,215 362,418 1.84
CTERREM  Chemical & other products 16,432 21,495 (30.81)
=X Total 1,511,296 1,266,652 16.19
RESEERMZEMENRIR Analysis of the Group’s performance under HKGAAP
HZE2004F12A31H @ AEERH) As at 31 December 2004, the current ratio and the quick ratio
k& B119.72% » RBL XA of the Group were 119.72% and 87.83% respectively, and the
87.83% @ FRRWIRFKEAEB XL rate of accounts receivable turnover (being turnover / average
488.16% (FFFEYUIR TR F 8 5 — & 5 trade and bill receivables x 100%) and rate of stock turnover
B/ THREKERRERFE (being cost of goods sold / average inventories x 100%) for the
x100%)  FFERAE XA year were 488.16% and 460.11% respectively.
460.11% » (FHFEREBX=EmRH
ERA / FHTFEFER x 100%) °
REFEESHTKERBEZTHHER The Group’s demand for working capital was constant
2o throughout the year.
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REPORT OF THE BOARD OF DIRECTORS (continued)

BEEBWTRSYR 2 MANAGEMENT DISCUSSION AND ANALYSIS

(continued)
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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 2004, the total amount of bank
loans (except for documentary credits in the amount of
RMB21,358,000) was RMB556,285,000, which were
unsecured. As at 31 December 2004, cash on hand and in
bank amounted to RMB337,933,000. The Group maintained a
good level of liquidity and had the ability to repay its debts as
they fall due.

During the year ended 31 December 2004, the Company
established a joint venture company by investing RMB4,900,000
in the Company and hold 98% of the total equity interests in
the joint venture comapny. The Company is confident of the
future development of the joint venture company .

As at 31 December 2004, except for accounts receivable in
the amount of RMB21,794,000 used for documentary credits
there was no charge on the Group’s assets.

In the coming year, significant investment plans will be focused
on the projects described in the prospectus on issue of
Company’s A Shares in relation to the use the proceeds or the
issue of new A Shares in 2001.

The gearing ratio of the Group was 40.62%. (being total
borrowings / share capital & total reserves x 100%)

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

As at 31 December 2004, the Company had no significant
contingent liabilities.

The Group’s assets and liabilities are recorded as Renminbi.
Therefore, it is not necessary for the Group to undertake any
hedge against risks associated with foreign exchange
fluctuation.
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MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

2. Operations and Results of subsidiaries of the Company

(M

(i)

Shandong Zibo Xinhua Pharmacy Chain Company
Limited (“Xinhua Pharmacy”), in which the Company
holds 88% of the total equity interest, was approved for
incorporation by the Zibo Municipal Industrial and
Commercial Administration on 19 November 1999. The
main operations of the subsidiary are the sale of
traditional Chinese medicines, prepared herbal
medicines for decoction, preparations, drugs for
diagnose, drugs for birth control, medical devices, health
foods and cosmetics.

In 2004, the total turnover of the subsidiary was
RMB25,065,000, decreased by 8.56% and the loss after
taxation was RMB708,000, representing a decrease of
12.56% as compared to 2003. The loss were mainly
due to fierce competition in the local retail market and
the compression of gross profit.

Zibo-Xinhua Sanhe Chemical Company Limited is a
subsidiary and joint venture established by the Company
with Kyowa Pharmaceutical Co., Ltd. and Beijing Mita
Chemical Technology Development Co., Ltd. The
registered capital of the joint venture is USD500,000, in
which the Company invested USD350,000 and
accounted for 70% of the total equity interests. The
operating scope of this joint venture includes research,
development, production and sale of chemical products
including pharmaceutical intermediates, perfume
intermediates etc, except for dangerous materials.

Zibo Xinhua Pharmaceutical Design Institute Company
Limited is another subsidiary of the Company. This
subsidiary was established with SXPGC in March 2002.
The total registered capital of the subsidiary is
RMB2,000,000 in which the Company invested
RMB1,800,000 and accounted for 90% of total equity
interests. This subsidiary is mainly engaged in the
business of the design of projects and achieved a
turnover of RMB680,000 in 2004, a decrease of 81.58%
as compared to that of last year, which was mainly
attributable to a decrease in the volume of the design
business.
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REPORT OF THE BOARD OF DIRECTORS (continued)

MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

2. Operation and Results of subsidiaries of the Company
(continued)

(iv)

Shandong Xinhua Pharmaceutical (Europe) GmbH is a
subsidiary established in Germany with Mr. Li Peng in
2003. The Company accounted for 70% of total equity
interests. The total registered capital of this subsidiary
is Euro1,000,000. The subsidiary is mainly engaged in
the business of bulk pharmaceutical intermediates. In
2004, the subsidiary achieved a turnover of
RMB2,367,000 and a loss of RMB2,263,000.

In 2004, the Company established Shandong Xinhua
Medical Trade, Co., Ltd. with Shandong Zibo Xinhua
Pharmacy Chain Co., Ltd.,. The registered capital of the
subsidiary is RMB5,000,000 in which the Company
invested RMB4,900,000 and accounted for 98% of the
total equity interest. Shandong Zibo Xinhua Pharmacy
Chain Co., Ltd. invested RMB100,000 and accounted
for 2% of the total equity interests. The subsidiary is
mainly engaged in the business of biologic products,
prepared herbal medicines for decoction, traditional
chinese medicines, bulk pharmaceuticals, preparation,
antibiotic preparation biochemical medicine, health food,
medical appliances, drugs and wares for birth control
and cosmetic etc. In 2004, the subsidiary realized a
turnover of RMB59,677,000 and a loss of RMB256,000.

3. 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 2004, a total of RMB317,708,000 from the
proceeds of the above issue of A Shares was used in the
following projects:
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REPORT OF THE BOARD OF DIRECTORS (continued)

BEEBHTRSY N 2 MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

BEESERHER (&) 3. Use of Proceeds (continued)
LEY 20045 TR IR
BREENATEEHE BARE REREA AHiEE BEMLH fiiE
Total Investment Accumulated % of the
Name of project investment in 2004 investment total investment Remark
ARETT ARETT ARBTT
RMB’000 RMB’000 RMB’000

BRRRI T OMERR 74,500 - 10,123 13.59% N/A

State-level technical centre

HEIGMPREER 80,000 47,833 77878 97.35% N/A

Injection workshop GMP renovation

mB R ER A 160,000 12,120 188,201 117,63% ®I

Caffeine technical renovation Completed

L-3505 &2 B 29,980 - 23,442 78.19% ®I

L-350 technical renovation Completed

ZiEEE e (GMP) B2 A 39,800 - 46,265 116.24% ®I

Analgin GMP renovation Completed

At 384,280 59,953 345,909 Eh28201F LA

Total BRERRA

RMB28,201,000
financed by the Company

Bt - Note:

1, ZIEER (GMP) REEBEE - 1. Analgin GMP renovation project, L-350 project and Caffeine technical
L-35078 B - MPEE M G#EIE E 1 renovation project already have finished. However, because of the effects
BART BEARIMERETE of drop in the prices of sales as a result of market competition and rise
SHEER T - I HETREHER K in the prices of chemical raw materials, the profit forecast of projects
TRE EF - BRL-850TH B 5 - HAtbtg (except for L-350 project) has not been attained.
REFR| B FFEBIKF

2. A (GMP) BiEIE B B ATIEE R R 2. Injection GMP renovation project is under installation of equipment.

3. B R AR sl O BUE TE B R R ATHAZE 3. The Company is preparing for the construction of a State-level technical
HHEER - center.

WAREANEEESTFRRIT - HIRBEER The unused proceeds were deposited in banks and will be used in accordance

AEAGHA - with project commitments.
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REPORT OF THE BOARD OF DIRECTORS (continued)

Working Report of the Board

1. During the year, the Board of Directors passed resolutions on
seven occasions:

A

On 26 March 2004, the first meeting was convened at
the Company’s registered office, during which the
following resolutions were passed:

(i

(i)

(iv)

(vi)

(vii)

(i)

To approve the annual report and results
announcement of the Company for the year 2003;

To approve the proposal in respect of the change
of accounting policies and estimate of the
Company;

To approve the profit appropriation proposal of
the Company for the year 2003;

To approve a proposal in respect of the
connected transactions and investigation on the
funds borrowed by the controlling shareholder;

To approve the written report on the provisions
for diminution in value of assets and treatment of
related losses submitted by the general manager.

To approve the re-appointment of the
international and domestic auditors for the year
2004 and authorise the Directors to determine
their remuneration;

To approve the proposal in respect of measures
to evaluate and examine the remuneration of
senior officers of the Company and payment
methods for the year 2004;

To approve a proposal for connected transaction;
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REPORT OF THE BOARD OF DIRECTORS (continued)

(#4&)

EEEIHEEE » Working Report of the Board (continued)

1. EXRFERN ARAEZTEHHI+ 1. During the year, the Board of Directors passed resolutions on
BB (B) seven occasions: (continued)
B. ARABR-ZEZNEFMN A+ B. On 16 April 2004, the second meeting was convened at

NEER TEFfr”Ff?J%_

AAA-

BB R

EEF‘

the Company’s registered office, during which the
following resolutions were passed:

(M

To approve the quarterly report of the Company
for the first quarter of 2004;

To approve the amendments to the Articles of
Association;

To approve the remuneration of the Directors and
the Supervisors for the year 2004;

(iv) L BEAR_ZTZ=F (iv)  To approve the distribution of dividend for the year
BERERBAEEN 2008;
u%z =

v  EBERER_ZTT

To approve the convening of 2003 Annual General

—FERAFRREARE Meeting of the Company;
HIREER ©
C. ARABRR-_EBEZNMFEFRA = C. On 28 May 2004, the Board of Directors signed a written a
TNABRERSREETH resolution approving the participation in a trust program
ZREFGRE - RE2N promoted by Qingdao Hisyn Trust Investment Company
SEEEHERRERR AR Limited.
EEETEl -
D. AKRABRR-ZEZENFEL/ = D. On 28 July 2004, the fourth meeting was convened at

TABERBEMRERAEN

the Company’s registered office, during which the

RELEGEE  BBUETR following resolutions were passed:

A

(i) BBHE_TT (i) To approve the interim report of the Company
@i/\ A=+8I1~X for the six months ended 30 June 2004;
B AP ESRS

(i) EETIRE
FhHEIRR B - g
TR EIBAR A

(i) BEBBERRRCH

— =T

— ==

(i)

To recommend neither the distribution of an
interim dividend, nor any transfer from the
Company'’s capital reserve into share capital,

To approve the “rules on security given by the

SMEREIERE) Company to other entities”;

(v)  ERBBRERE E%ﬁ (v)  To approve the proposal of increasing the budget
@EQE%T%%%E for marketing of AiFeilLe, a new drug used for
MEEHRR - treatment of cold;
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REPORT OF THE BOARD OF DIRECTORS (continued)

Working Report of the Board (continued)

1. During the year, the Board of Directors passed resolutions on
seven occasions: (continued)

E. On 20 October 2004, the fifth meeting was convened at
the Company’s registered office, during which the
following resolutions were passed:

(i) To approve the quarterly report of the Company
for the third quarter of 2004;

(i) To approve the proposed establishment of
Shandong Xinhua Medical Trade Co., Ltd.;

(iif) To approve the proposed establishment of
Shandong Xinhua Longxin Chemical Co., Ltd
(temporary name).

F. On 3 December 2004, the Board of Directors signed
written resolutions approving the proposals the
establishment of Shandong Xinhua Chemical Equipment
Co., Ltd. and a connected transaction in respect of
acquisition of assets.

G. On 20 December 2004, the seventh meeting was
convened at the Company’s registered office, during
which the following resolutions were passed:

(i) To approve the resignation of Mr. Li Shixiang from
the position of director due to age reason;

(i) To approve the resignation of Mr. Ma Yong from
the position of deputy general manager;

(iif) To appoint Mr. Ren Fulong as new deputy general
manager.

2. The dividends for 2003 were fully paid at the beginning of August
2004.

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”.

—zzmEssk 41
Annual Report 2004



EFERE o

REPORT OF THE BOARD OF DIRECTORS (continued)

EF EERERERARER
AR

ARAEE  EENHEMEREEARR
BIRBEC(GES R BE G F362{FRE M
LSRN AR R RIFH B M A A sk
KR HRE EWRAER PO LA
AESETESFXHHIRERABHNER
NRREBMRMOES SRR R EE
ET ERETEARNMEBIMAICZ(E
E -EERERTEAARRFOREN
W\l -

FERRERGPOER

FRARIE E XTI A R &) R R B P ER
S MARIESR R EREABRESM
HME - R-_FFOF+-_A=1+—08 %
BEMEE SREBABREENUING
ERIALTRAR R I SABRER D (RIER
miE) FHEBRIE (B R MEER) £XV
HBF2MEIN B2 REBARNRF RER
BRXPTAARBENERSOAR - RIE B
# N HIE 1GD]) £ 336155 E L BN AN A A
RENECMOERIORR -

LR

ARAERRARERNARBEE AR
HHIMRE A TT A AR R AR BRRE K
EmeERER-

EF -EFmie
REEARFEE - EEOE FHERNEL
BB LB 2 B RABRIRE M0
REH&AL
AEEAEEEREHSWATEALY
ARNRES -

EF EERERORASTZH#
HhlmFzia

ARE - BIRRA R R R A A P S
NAERAFEERERERER ZEM %
B BEARRZEFNES  BEEHHRE
BHERDTN\RTFLBEBEALRAL
EAEMBAR 2B HESFMESH &

Directors’, Supervisors’ and Senior Officers’
Interests in Shares

The interests or short position in shares of the Directors, the Supervisors
and the Senior Officers according to the register required to be kept by
the Company pursuant to section 352 of the SFO or which was otherwise
required to be notified to the Company and the Stock Exchange of Hong
Kong Limited pursuant to the Model Code for Securities Transactions by
Directors of Listed Companies as contained in Appendix 10 to the Listing
Rules are stated in the above subsection headed “Directors’ and
Supervisors’ and Senior Officers’ Interests in Shares of the
Company” under the section “DIRECTORS’, SUPERVISORS’, SENIOR
OFFICERS’ AND STAFF”.

Substantial Shareholders’ Interests in Shares

Save as disclosed above in “Changes in Share Capital and Shareholder”
and so far as the Directors, the Senior Officers and the Supervisors of
the Company are aware, as at 31 December 2004, no other person
(other than a Director, Senior Officer or Supervisor of the Company)
had an interest or short position in the Company's shares or underlying
shares (as the case may be) which are required to be disclosed to the
Company and the Hong Kong Stock Exchange under the provisions
of Divisions 2 and 3 Part XV of the SFO, or which was recorded in the
register required to be kept by the Company pursuant to Section 336
of the SFO.

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 respart.

Remuneration of Directors and Supervisors

Details of the remuneration of the Company’s Directors and Supervisors
are set out in note 10 to the Accounts prepared under HKGAPP.

Individuals with the Highest Remuneration

All the five individuals with the highest salaries paid by the Group during
the year 2004 were Directors of the Company.

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.
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REPORT OF THE BOARD OF DIRECTORS (continued)

Service Contracts of Directors and Supervisors

Each of the Directors and Supervisors entered into a service contract
with the Company for a period of three years which commenced on 7
June 2002. The terms of the service contracts may be renewed by
both parties pursuant to the terms thereof.

None of the Directors and the Supervisors have a service contract
with the Company which is not terminable 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 2004 and the
financial position of the Group and the Company as at 31 December
2004 prepared in accordance with HKGAAP and PRC accounting
standards are set out in section headed “ACCOUNTS PREPARED
UNDER HONG KONG GENERALLY ACCEPTED ACCOUNTING
PRINCIPALS” and “ACCOUNTS PREPARED UNDER 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".
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Profit Appropriation

In accordance with PRC accounting standards and HKGAAR, the Group
recorded a loss of RMB55,608,000 and RMB52,485,000 respectively
for the year ended 31 December, 2004. The Group has no profit
available for distribution. The Board of Directors do not recommend
distribution of a final dividend for 2004.

Principal Activities and Geographical Analysis
of Operations

The turnover of the Group in various geographical locations is set out
in note 2 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 2004 are set out in note 23 to the Accounts prepared in
accordance with the HKGAAP, and notes 28 and 29 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 2004 are set out in notes 12 to the Accounts
prepared in accordance with the HKGAAP, and note 13 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 2004 are set out in note 25 to the
Accounts prepared in accordance with the HKGAAP, and notes 16,
24 and 25 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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REPORT OF THE BOARD OF DIRECTORS (continued)

Staff Quarters

The Group did not sell any staff quarters to its employees during the
year ended 31 December 2004 but was required to contribute 5% 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 2004, contributions to the accommodation scheme made
by the Group in this respect amounted to RMB3,722,000.

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. In the
opinion of the Directors, the implementation of such Medical Insurance
System for Urban Employees will not have any significant effect on the
results and financial position of the Group.

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 2004, 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.

Compliance with the Code of Best Practice

Except for the following cases, in the opinion of the Directors, the
Company has complied with the Code of Best Practice set out in
Appendix 14 of the Rules Governing the Listing of Securities on the
Stock Exchange of Hong Kong Limited (the “Listing Rules”) issued by
the SEHK during the year ended 31 December 2004.

Due to bad weather in Shandong, all the Directors, including all the
independent non-executive directors, resolved to approve the
connected transactions as announced on 6 December, 2004 by way
of circulation.
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Audit Committee

Pursuant to the Listing Rules, an audit committee was established on
1 July 1999, and its current members are four non-executive directors,
namely Mr. Dai Qingjun, Mr. Xiao Yu, Mr. Stephen Mok and Mr. Sun
Hua.

By reference to “A Guide for the Formation of An Audit Committee”
published by the Hong Kong Society of Accountants, written terms of
reference which describe the authority and duties of the Audit
committee were prepared and adopted by the Board.

Important Issues

Important issues of the Company for the year 2004 are set out in the
section headed “IMPORTANT ISSUES".

Major Customers and Suppliers

The percentages of purchases and sales attributable to the Group’s
five largest suppliers and five largest customers were 16.18% and
12.89% of the Group’s total purchases and total sales, respectively,
for the year ended 31 December 2004.

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

The Company did not redeem any of its listed shares during the year.
Neither the Company nor any of its subsidiaries purchased any of the
Company'’s shares during the year ended 31 December 2004.

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 2004, the total contribution of the
Group to the Scheme was RMB18,678,000.
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Significant connected transactions, which were carried out in the
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In the opinion of the Directors, the above transactions were
carried out in the ordinary and usual course of the Group’s
business and the aggregate amount of the above transactions
for each of the years 2003 and 2004 did not exceed 12% of
the audited consolidated turnover of the Group in the relevant
financial year. 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 and that the
aggregate amount of the above transactions for each of the
years 2003 and 2004 did not exceed 12% of the audited
consolidated turnover of the Group in the relevant financial year.

The auditors of the Company have also issued a letter to the
Directors in relation to compliance with the conditions
prescribed by The Stock Exchange of Hong Kong Limited in
granting the waiver to the Company in respect of such
transactions which are more particularly set out in the circular
issued by the Company on 17 October 2002.

During the year of 2004, the Company paid certain expenses
on behalf of its immediate holding company totalling
RMB21,921,000 (2003: RMB4,254,000), which were charged
back to the immediate holding company on a cost
reimbursement basis. As at 31st December 2004, the amount
due from the immediate holding company in connection with
such transactions amounted to RMB13,953,000 (20083:
RMB6,821,000) which is unsecured, interest-free and has no
fixed term of repayment.
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Connected Transactions (continued)

The Company entered into a transfer of assets agreement with
SXPGC on 26th March 2004 for the acquisition of certain land
use rights and property by the Company from SXPGC for a
total consideration of RMB6,210,000. As SXPGC is the
controlling shareholder of the Company holding approximately
46.89% of the issued share capital of the Company, the
acquisition of the aforesaid land use rights and property
constitutes a connected transaction for the Company.

The interests acquired by the Company comprise the following:

1.

a property of 4,040.48 square metres owned by SXPGC to be
used as an industrial production plant, situated at Zhangnan
Road, Nanding, Zhangdian District, Zibo City for a consideration
of RMB1,851,600;

In relation to a piece of land of 16,254.19 square metres in
Chaoyang Road, Nanding, Zhangdian District, Zibo City, owned
by SXPGC for a remaining term of 13.42 years, which will
provide additional factory space to the Company for a
consideration of RMB1,925,100; and

In relation to a piece of land in Industry Road, Eastern Area of
Zibo High-tech Development Zone of 11,583.6 square metres,
owned by SXPGC for a remaining term of 26.75 years, which
will provide additional space to be used for the building of
environmental protection facilities, for a consideration of
RMB2,434,900.

The total consideration for the above interests is RMB6,210,000
payable in full.

In the opinion of Directors (including independent directors), the above
transaction was carried out in ordinary and usual course of the Group’s
business and the terms of the transaction was fair and reasonable to
the shareholders as a whole.

On 6 December 2004, the Company and Shandong Xinhua
Chemferm Pharmaceutical Co., Ltd (a subsidiary in which
SXPGC holds 49% of equity interest) entered into an agreement
in relation to the acquisition of asset which includes workshop
and equipment. The asset was valued at RMB3,301,600 by
Shandong Bohua Certified Public Accountant Company Limited
on 2 December 2004 in the valuation report numbered Bohua
Zong Ping Zi [2004] No 102.
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REPORT OF THE BOARD OF DIRECTORS (continued)

Connected Transactions (continued)

The consideration of the asset was agreed by reference to
valuation in the valuation report

In the opinion of the Directors (including the independent
directors), the above transaction was carried out in the ordinary
and usual course of the Group’s business and the terms of the
transaction was fair and reasonable to the shareholders of the
Company as a whole.

Auditors

The accounts of the Company and the Group for the year 2004
prepared in accordance with HKGAAP and PRC accounting standards
have been audited by PricewaterhouseCoopers, Certified Public
Accountants, Hong Kong (“PricewaterhouseCoopers”) and Shine Wing,
Certified Public Accountants, PRC (“Shine Wing”) respectively.

The Company intends to re-appoint PricewaterhouseCoopers and
Shine Wing as international auditors and PRC auditors of the Company
for the year ending 31 December 2005, respectively, at the Annual
General Meeting for the year 2004.

Other Issues Reported

a. The special explanation made by the auditors of the Company,
Shine Wing (Certified Public Accountants in the PRC), for the
cash flow between the Company and other related parties and
the Company is as follows:

“As at 31 December 2004, audited accounts receivable from
the holding company and other related parties amounted to
RMB43,787,900, amongst which the accounts receivable from
the holding company, Shandong Xinhua Pharmaceutical Group
Company Limited were RMB13,952,700, the accounts
receivable from the subsidiaries of such holding company were
RMB29,835,200.

b. The independent directors’ special explanation and independent
opinions in respect of the security provided by the Company
and the execution of the notice Zhengjianfa[2003]No.56 issued
by the CSRC are as follows:
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Other Issues Reported (continued)

Being the independent directors of Shandong Xinhua Pharmaceutical
Company Limited, we have investigated and reviewed the Company’s
security and the execution of the notice Zhengjianfa [2003] No.56
issued by the CSRC in accordance with the regulations stipulated in
“The Notice on the standardization in respect of Cash Flow between
the listed companies and their related parties and guarantee of listed
companies” At the same time, we also communicated with the Board
of Directors, the Supervisory Committee and the management in
respect of the above information. On the basis of the information we
have collected, we formulated our opinion as follows:

1.

The Company strictly conformed to the relevant laws and
regulations and did not provide any security in any forms to
any company, entity or individuals.

As at 31 December 2004, accounts receivable from the holding
company and other related parties amounted to
RMB43,787,900, amongst which the accounts receivable from
the holding company, Shandong Xinhua Pharmaceutical Group
Company Limited were RMB13,952,700, the accounts
receivable from the subsidiaries of the holding companies was
RMB29,835,200. The amount paid by the Company on behalf
of its immediate holding company will be deducted from the
dividend payable to the holding company of the Company.

The cash flow between the Company and the related parties
mainly resulted from the ordinary and usual course of business
such as sales of by-products, providing powers, and service in
terms of labour and technology by the Company to related
parties and the purchase of raw materials and services by the
Company from the related parties. Such cash flow between
the Company and related parties is settled fairly and reasonably
in accordance with the terms and conditions of the relevant
agreements.

The Company did not provide any direct or indirect means of
funds to the related parties.

By order of the Board
He Duanshi
Chairman

Zibo, Shandong, PRC
24 March 2005
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