CHAIRMAN’S STATEMENT

Transforming into a “modern integrated information
services provider” is the long-term development
strategy unswervingly pursued by the Company. By
capitalising on the development trend of the global
telecommunications industry and the Company’s
circumstances, we have formulated strategic
transformation plans which are being implemented
progressively. We firmly believe that the successful
implementation of strategic transformation will
establish a solid base for the sustainable
development of the Company and create greater value

for its shareholders.

Dear Shareholders,

In the first half of this year, aiming at creating value for
shareholders, we actively pursued the strategic
transformation of the Company into a “modern
integrated information services provider”. We
implemented precision management and fully attained
our budgeted goals. While maintaining stable revenue
growth of our wireline telecommunications services, we
stepped up development efforts in our broadband
Internet services and value-added services, resulting in
an increase in the percentage of non-voice services
revenue to our operating revenue. We also actively
enforced budget management to strictly control
operating costs and capital expenditure. These have
enabled us to achieve a solid financial structure,
healthy cash flow and improved operating efficiency.
Our strategic transformation has brought favourable
initial results, forging for us a solid foundation for

sustainable development.

Financial Performance

In the first half of this year, our operating revenue
reached RMB84,023 million, of which RMB3,403 million
was generated from the amortisation of upfront
connection fees. Excluding upfront connection fees, our
operating revenue was RMB80,620 million,
representing an increase of 6.1% compared to the same
period last year. Broadband Internet services and
value-added services became the key drivers of
revenue growth of the Company, and revenue
generated from non-voice services, such as Internet
access and value-added services, accounted for 23.6%
of our operating revenue, representing an increase of
3.3 percentage points compared to the same period
last year. Our EBITDA' was RMB42,518 million. EBITDA
margin® was 52.7%, which remained at a relatively high
level. We further tightened cost control measures.
Operating costs for the first half of the year was
RMB62,280 million, representing an increase of 4.7%
over the same period last year. The rate of increase in
operating costs was lower than the rate of increase in
our operating revenue, ensuring a gradual increase in
profitability. Profit attributable to equity holders of the
Company® reached RMB11,293 million for the first half
of the year, representing an increase of 7.8% compared
to the same period last year. Our free cash flow?
amounted to RMB15,101 million.

Taking into consideration the Company’s needs to
sustain business development, its cash flow position,
and to retain sufficient flexibility in funding, the Board
of Directors resolved not to pay interim dividends for
this year. The Board of Directors will review the final
dividend distribution plan at the time of reviewing the
full year results and submit a proposal to the

shareholders’ meeting.

! Including the amortisation of upfront connection fees, EBITDA was RMB45,921 million, EBITDA margin was 54.7% and the profit attributable to

equity holders of the Company was RMB14,696 million.

2 Free cash flow is calculated from EBITDA (excluding the amortisation of upfront connection fees) minus capital expenditure and income tax.
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Business Development

Local telephone services are the important foundation
for our business development and currently our major
source of cash flow. In the first half of this year,
revenue from local telephone services reached
RMB40,810 million. As at 30 June 2005, the total
number of local telephone subscribers reached 202
million, which represented a net addition of 15.75
million subscribers for the first half of 2005 and a
growth rate of 8.4% from the end of last year,
indicating that the local telephone subscriber base still
has ample room for growth. Facing the challenges of
mobile voice usage substitution, we launched targeted
service packages and proactively promoted the
convergence of terminals on our wireless local access
service and wireline service, which effectively
alleviated usage diversion. Local voice usage in the
first half of 2005 increased by 3.9% over the same

period last year.

Wireless local access service is an important tool for
stabilising the local telephone usage. Within our
current network coverage, we endeavoured to optimise
our network, enhance call connection rate and network
utilisation, and reduce churn rate. At the same time, we
intensively developed wireless local access value-
added services to boost revenue growth. We also
effectively controlled marketing cost so as to

continuously increase return on investment.

Intensive development of value-added services is an
important measure in our strategic transformation. In
the first half of this year, value-added services
generated RMB4,601 million in revenue, representing
an increase of 56.0% over the same period last year.
While maintaining the rapid growth of the traditional
value-added services such as caller ID display and
telephone information services, we vigorously
promoted new value-added services such as SMS over

PAS and Color Ring Tones. In the first half of this year,

the usage volume of SMS over PAS continuously
increased and reached 7,347 million messages.
Although the Color Ring Tones service has been
introduced for around six months only, it showed
promising prospects with over 10 million users. We will
continue to strengthen the development of value-added
services, strive to continuously improve and upgrade
their functions, increase customer penetration, persist
in stepping up the bundling of value-added services
with products such as wireline services, wireless local
access services and broadband access services to
enhance customer loyalty and create greater value to

us from customers using our network.

By grasping the tremendous business opportunities
arising from the accelerating national
informationalisation process, we will effectively
develop our market and endeavour to create new
product lines of ten billion’s revenue base, including
Internet applications, system integration and
international communications, and ultimately realise
the transformation of our revenue growth model. We
continued to speed up the penetration of our
broadband services into homes and enterprises and to
expand the subscriber base of our broadband access. In
the first half of the year, the net addition of broadband
subscribers was 3.53 million and the revenue from
Internet access services totalled RMB8,538 million,
representing an increase of 29.3% from the same
period last year. The percentage of revenue from
Internet access services to our operating revenue
continued its upward trend. By capitalising on the
ChinaVnet platform and working closely with our
partners, we developed personalised Internet
application services catering for customers’ needs for
entertainment, video, investment and financial
information. We also actively developed our system
integration business and promoted
informationalisation solutions to small and medium-

sized enterprises through our “Business Navigation”
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brand services, with a view to extending services
further to our customers. At the same time, we will
actively develop the international market by expanding
our network and services to offer cross-border end-to-
end one-stop services to our customers, thereby

effectively increasing our revenue.
Corporate Governance

The Company is committed to the continuous
improvement of its corporate governance. We held the
Annual General Meeting in Hong Kong during the first
half of this year and reported directly to our
shareholders and exchanged views with them. In
addition, we will increase the number of independent
non-executive directors to comprise one-third of our
Board of Directors, appoint an internationally renowned
financial expert as our independent non-executive
director, and also establish a nomination committee to
further enhance the functioning of the independent
non-executive directors. To improve our transparency,
we commenced quarterly disclosure of key operating
data and operating revenue in the first quarter of this
year, and will increase the contents of the quarterly
disclosure progressively. In strict accordance with the
requirements of the Sarbanes-Oxley Act of 2002 and
international best practices, we will continuously
perfect our internal control system to ensure the
truthfulness and accuracy of all information disclosed,
minimise operational risks and increase operational

efficiency.
Prospects

We will continue to actively effect our strategic
transformation into a “modern integrated information
services provider”, creating value for our shareholders.
We will pursue with the convergence and innovation of
multi-services, multi-networks and multi-terminals,
providing customers with “Triple-play” services of

voice, data and video, and realising the extension of
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our service value chain. We will endeavour to optimise
the structures of our revenue, investment, operating
costs and human resources by accelerating the
transformation of our products and services, network
and technology, organisation and human resources.
Through our long-term persistent efforts, we will
progressively become an integrated
telecommunications services provider, an aggregator of
Internet applications, a leader in system integration
and a dominant player in the integrated information
services value chain, with a view to driving our
sustainable development, realising the transformation
to a value enhancement model based on economies of
scale, and also maintaining our leading position in the

industry.

Looking ahead, we are fully confident of our future
prospects. As we continue to progress with our
strategic transformation efforts, our core
competitiveness will be further enhanced and our
profitability will be further improved, allowing us to

deliver better returns to our shareholders.

Finally, on behalf of the Board of Directors, | would like
to express my gratitude to our shareholders for the

care and support they have shown to the Company over
the years. | would also like to take this opportunity to
express my sincere appreciation of the hard work of our

employees.

Wang Xiaochu

Chairman and Chief Executive Officer

Beijing, PRC
31 August 2005





