Management Discussion and Analysis
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BUSINESS REVIEW OF THE YEAR 2005

OVERVIEW

The year 2005 represents the first year of reporting a net loss for the
Group after five consecutively profitable years. The Group experienced
a difficult year in 2005 due to the down cycling of the global
semiconductor market. This down trend, starting from the fourth quarter
of 2004, came at the height of the Group’s capacity expansion. The
average capacity utilization rate of the Group was down to 63% in 2005
from 87% in 2004. The Group experienced substantial pressure to fill
the available capacity with much lower average selling price (“ASP”)
products. As a result, the Group’s consolidated sales decreased by 2.2%
to US$78.10 million in 2005 from US$79.86 million in 2004. EBITDA
decreased by 37.2% to US$17.24 million in 2005 from US$27.46 million
in 2004. The Group incurred a net loss of US$6.84 million in 2005,
compared with a net profit of US$10.17 million in 2004.
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MANAGEMENT DISCUSSION AND ANALYSIS

BUSINESS REVIEW OF THE YEAR 2005 (Cont'd)

Expansion of Customer Base

The total number of customers of the Group reached 263 in 2005,

compared to 194 in 2004, representing an increase of 35.6%.
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The following table shows the Company’s number of customers and the FXREZJREE_ZTZTHRF+_A=+—
breakdown of sales by customer type for the five years ended 31 B IFRFEFE - KAFIKEFERNEES
December 2005: HEMHEERIW :
2005 2004 2003 2002 2001
Customers Sales Customers Sales  Customers Sales  Customers Sales  Customers Sales
EF HEE XE  HE® XE  HE® XF  HE® XF  HE®
(US$'000) (US$000) (US$'000) (US$'000) (US$000)
(F£xm) (FZ=m) (=) (FZT) (FZT)
Fabless HEAERHFAA 255 73,028 188 75202 127 40547 129 39,809 104 27568
[DMs DM 8 5,071 6 4,658 6 1,530 6 1,168 10 2,380
Total et 263 78,099 194 79,860 133 42077 135 40977 114 29,948

The Group’s customers include fabless design houses and IDMs. The
Group provides open foundry services to IDMs, who outsource part of
their production. The Group has long term symbiotic relationship with
both these customers who put stringent requirements on foundries to

which they outsource their production.

The Group has adopted a strategy to expand its customer base to IDMs
and overseas customers in order to diversify its market risk across its
customer base thereby reducing potential adverse impacts of downturns
in either the domestic or global semiconductor markets. The management
believes that many overseas IDMs are reducing or shutting down their
production facilities and outsourcing their production to China. The Group
is well aligned with the customers’ strategy to reduce costs and to be

closer to their low-cost IC supply chain.
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BUSINESS REVIEW OF THE YEAR 2005 (Contd)

Expansion of Customer Base (Cont'd)

The sales from IDMs accounted for 6.5% of the total sales in 2005
compared with 5.8% in 2004. In line with the increase of sales from IDMs,
the number of our IDM customers increased to 8 and more new IDMs
are developing products with the Group. The management believes
orders from IDMs will increase in the near future as the global

semiconductor market returns to the growth track.

Chinese fabless design houses have experienced rapid growth during
the last five years. The number of fabless design houses in China
increased to around 500 by the end of 2005, according to CCID
Consulting Co. Ltd., a professional market research and management
consultancy services provider in China. The management believes the
anticipated strong growth from these design houses in 2006 will benefit
the Group. In 2005, 6 out of the top 10 Chinese design houses were the
Group’s customers. Many Chinese fabless design houses are small-scale
operators. Most of them rely on the Group to assist in their design process.
This further strengthens the on-going cooperation benefiting mutual

growth.

The Group’s Chinese business contributed 67.8% to the total sales of
the Group in 2005, which represents an increase of 13.1% over the year
2004. The Group’s business from overseas market declined as a result
of market downturn and inventory build-up by overseas customers in
the first half of year 2005.

—ERHENEBEE@®
AREFEM®

—ETRFRBEIDMAEEBEREEEE
6.5% ' WL —FEZTFH5.8% c AEH
WIDMEFHBEBENR - BEAEZH
IDMEEAREBEANFRAEZEER - HRKBE
IDME) S E I INER — 5 - BIEE A
5 BERRFEEMSERADN - kB
IDMEETE & L7 o

BEAAFPREEEERICRTARRRE
E—HTE - REEAZABERERAF
(FE—REBEXEMSMEREEL MRS
RENWERET  BE_ZTAFEH
BELERICHRFAARNEECENED
500K - BEREMR(E - BHZERT DA
R-ZZETRFHENARDERESAEE
XB -RTTRF  FEELERKICE
BTRAAHR  RRAREENES &
ZHEEEERICRAARBNRIEEE
i BERZEHRGBIEREKEREE
RIS - EHEE— T MARFESE -
RMmEMRREER -

CETRFASENRIHETERG7.8%K
BEFEXBER BR-_ZTOFER
13.1% - AEEBINEBXERNTH TR
AER_ZETRF ¥ FHIINEFBRIFE
EERE

B 3t 3

MANAGEMENT DISCUSSION AND ANALYSIS

—EEREFEERE  ANNUAL REPORT 2005

18



ERENwm RO

MANAGEMENT DISCUSSION AND ANALYSIS

Management Discussion and Analysis
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BUSINESS REVIEW OF THE YEAR 2005 (Cont'd)

Expansion of Customer Base (Cont'd)

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

sales for the five years ended 31 December 2005:

“EERFENEKEE®
HWREFH ®

TREITERBESNMAEBEBE_STZT
AF+_A=+—HLERAEFEMNHES
=@

2005 2004 2003 2002 2001
(US$ °000) (US$'000) (US$'000) (US$'000) (US$'000)

(F%7) % (F=m) % (F%m) % (F%m) % (F%m) %

The PRC i 52,982 67.8 46854 586 32,289 767 31,905 779 20,767 69.3
Asia, otherthan R EILAGMAY

the PRC et 15,194 195 20,900 26.2 7,596 18.1 6,888 16.8 6,936 232

United States %8 5,637 7.2 5,571 7.0 2192 52 2,184 53 2,245 75

Europe BN 4,286 55 6,535 8.2 — — = = = =

Total st 78,099 1000 79,860 1000 42077 1000 40977 1000 29,948 100.0

The Group adopted a strategy to diversify its customer base to avoid
over-reliance on any single customer. The Group’s top ten customers’
contribution to the sales decreased to 68.0% in 2005 from 74.5% in
2004.

Production Capacity and Capacity Utilization Rate

In 2005, the Group maintained a capacity of 59,200 wpm. The market
downturn, coming at the height of the Group’s capacity expansion,
resulted in 2005 seeing our lowest capacity utilization rate. Average
capacity utilization achieved was 63% in 2005 compared to 87% in 2004.
However, the capacity utilization was recovering during the second half
of year 2005. In particular, our fourth quarter of 2005 capacity utilization

rate reached 74%.
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BUSINESS REVIEW OF THE YEAR 2005 (Contd)

Technology Migration

One of the Group’s ASP enhancement strategies is to continue to enhance
its core offering to more advanced process technology mix. The Group
has successfully re-focused its core offerings to more advanced process
technologies. In 2005, the Group focused on supporting applications of
power management |C and power discrete in PC, mobile phone, electric
transportation and medical device by ramping-up processes for 0.6 to
0.5 micron mixed-signal and DMOS. Sales contributions from 0.6 micron
and more advanced process technologies increased to 41.2% in 2005
from 34.1% in 2004 and 19.5% in 2003. The Group expects to widen
and deepen its process technology mix with the addition of the new fab
in Beijing. The Group is also working towards expanding its process
technology offering to include 0.35 to 0.25 micron with the technology
partner for Fab 2 when those process technologies come on stream.
The management believes that this technology mix is ideal to serve the
Chinese mainstream market in the coming future. The table below shows

the Group’s sales by process technologies:
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2005 2004 2003 2002 2001
(US$ 000) (US$'000) (US$ '000) (US$ '000) (US$ '000)
(F%n) % (F%m) % (F%m) % (F%m) % (F%m) %
5-inch b 3N - - — - = — 962 23 5,805 19.7
B-inch 620
>=10micon > =1.060% 21,310 273 20,350 254 18,234 433 20,731 506 12,100 404
06-08micron  0.6-08 % 17,967 280 2892 3.2 14,217 38 16,836 411 11,150 372
05-06micron  0.50.6 %% 20,917 2.8 8,840 11.1 149 36 83 0.2 196 07
0.35-0.5micron~ 0.35:0.5 f% 11,270 144 18,347 230 6,682 159 2315 57 396 13
Subtotal NGt 71,464 915 76459 9.7 40629 9%.6 39965 976 23842 796
DMOS DMOS 2,256 29 61 0.1 = = = = =
Others £t 4,379 56 3,340 42 1448 34 50 0.1 211 0.7
Total it 78,099 1000 79,860 1000 42,077 1000 40,977 1000 29,948 100.0
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MANAGEMENT DISCUSSION AND ANALYSIS

Management Discussion and Analysis

BUSINESS REVIEW OF THE YEAR 2005 (Cont'd)

Technology Migration (Cont'd)

The Group manufactures ICs mainly using the CMOS and DMOS process
technology. Within the CMOS technology, the Group mainly produces
logic, mixed-signal, high voltage, NVM and EEPROM I[Cs for the fast-
growing consumer electronics, communication and computer industry

in China.

The Group continues to focus on more advanced high voltage
technologies, mixed-signal and DMOS which are widely used for
applications of power management IC and power discrete. Sales
contributions from non-logic and DMOS products increased to 34.4% in
2005 from 19.8% in 2004 and 8.8% in 2003. With the new fab planned in
Beijing, the Group will expand its technology capability to include EPI

wafer manufacturing.

The table below shows the Group’s sales by process mix:
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SUEIC - ZCMOSKEM A E - AREER
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Bl 2Rl ST =R _ZTEFH
8.8% 5% 19.8% * INZE34.4% ° L =3 &
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Lo

2005 2004 2003 2002
(US$’000) (US$'000) (US$'000) (US$'000)

(F%r) % (F=m) % (T % (F=x) %
Logic it 46,882 60.0 60,700 76.0 36,950 878 38,186 93.2
Mixed-signal  ZEEAE 19,739 25.3 12,142 15.2 2,506 6.0 2,741 6.7
High Voltage ~ BE 2,747 35 879 1.1 1,147 2.7 — -
NVM & EEPROM NVM % EEPROM 2,096 2.7 2,738 34 26 0.1 — =
DMOS DMOS 2,256 2.9 61 0.1 = — — =
Others Het 4,379 5.6 3,340 4.2 1,448 34 50 0.1
Total st 78,099 100.0 79,860 100.0 42,077 100.0 40,977 100.0

Note: 2001 information is not available.
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BUSINESS REVIEW OF THE YEAR 2005 (Contd)

Use of Net Proceeds from IPO

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

used these proceeds to partially fund the Group’s expansion plans.

As at 31 December 2005, the total net proceeds have been used for
shell construction of Fab 2, capital expenditure and technologies
migration for Fab 1 and payment for the equipment purchase and
technology transfer from Chartered Semiconductor Manufacturing. The

table below sets out the details of the use of the proceeds:

Shell construction for Fab 2 P — R

Capital expenditure and technologies
migration for Fab 1

Equipment purchase and technology

transfer from Chartered Semiconductor

Total 4act
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BALAHBREMBREFEARE
RZZZNFNA+=8 » KRARIREE
AR SPHAERAREIR LT - BRI
%( RESLAAZERERES (8
RAREE]))  ARAABEETEH
684,420,000Hx%ﬁﬁx173 * B13563,420,0000%
EATE BRI ([BEERE]) (E&
REBRER) mMBET - éaﬁﬁfﬁ%é%a’ﬂﬁﬁ
SHRIBFENRBHEERAX®E)

TR AR RS 3R - %@ﬁ3,773
BXETT - BUHEBRERML - AEEEE

BZEMESHRE  (EAAEBEREEDN
HDrEE

BHE_ZZTRF+_A=+—RH 5L
BEROFRCAREE _BHE - EARX
RB—RETRNNR  BERBRER
B BRI - TREJIMEHIA
ERAFE -

(US$'000)
(F=1)

15,000

BARRS R A~ RETRMSR

11,430

BERBREER A ST ERORI

11,300

37,730
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MANAGEMENT DISCUSSION AND ANALYSIS

BUSINESS REVIEW OF THE YEAR 2005 (Cont'd)

Employees

The management believes that the Group’s employees are its greatest
asset. The Group had 1,436 employees as at 31 December 2005, an
increase of 99 employees compared with 1,337 at end of 2004. The
Group has maintained a good working relationship with employees over
the year. On 27 May 2005, the Group adopted a new Share Option
Scheme, in addition to the Equity Incentive Plan, as a means to motivate

and retain employees.

In the highly competitive foundry business, strong human resources are
essential for growth. The management successfully leverages on the
strength of both local Chinese employees and international expertise.
The Group also prides itself for its track record of recruiting and
developing local managerial, technical, and operating personnel.
Currently 98% of the Group’s staff are citizens of People’s Republic of
China (the “PRC"), including the majority of the managers. As at 31
December 2005, 59% of the Group’s employees have college or graduate

degrees.

The Group has developed continuous training programs for its employees
at different levels. In 2005, it conducted managerial and technical training
programs totaling 29,119 hours, with an average of 21 training hours
per employee. This represents an increase of 29% and 13.5%,
respectively. Since 2005, the Group has worked with external consultants

to introduce 35 new technical subjects into the Group’s training programs.

The Group pays contributions to publicly or privately administered
pension insurance plans on a mandatory, contractual or voluntary basis.
Employer’s pension cost charged to the consolidated income statement
was US$1,128,000 for 2005, compared with US$1,004,000 for 2004.
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BUSINESS REVIEW OF THE YEAR 2005 (Contd)

Financial Results

For the year ended 31 December 2005, the Group recorded sales of
US$78.10 million, a decrease of 2.2% from US$79.86 million in 2004.
The decrease of sales was primarily due to the continuous decline of

ASP, as a result of the softening of the worldwide semiconductor market.

EBITDA for the year ended 31 December 2005 was US$17.24 million, a
decrease of 37.2% from US$27.46 million in 2004. The decrease of
EBITDA was mainly due to the decrease of ASP, with an effect
approximately of US$3.96 million, as well as the increase of utility cost
approximately US$2.74 million. The refund of value-added-tax decreased
to US$0.75 million in 2005 from US$3.75 million in 2004, which also
affected the Group’s EBITDA.

Net loss for the year ended 31 December 2005 is US$6.84 million
comparing with a net profit of US$10.17 million in 2004.

Basic loss per share for the year ended 31 December 2005 was US cent
0.26, compared to a basic earnings per share of US cent 0.50 for the

preceding year.
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MANAGEMENT DISCUSSION AND ANALYSIS

OPERATING RESULTS

The following table shows certain information relating to the Group’s
results of operations for each of the two years ended 31 December 2005
and 2004, extracted from the audited consolidated financial statements

of the same period:

Consolidated income statements

For the year ended 31 December 2005

Sales
Cost of goods sold

Gross profit
Other gains — net
Operating expenses:
Selling and marketing costs
Administrative expenses
Research and
development expenses

Operating (loss) profit
Finance costs

(Loss) profit before tax
Income tax expenses

Net (loss) profit for the year
Dividends

Earnings per share
— basic (US cent)

— diluted (US cent)

Operating Data
Depreciation and amortization
Capital expenditure
Wafer sales (units)
ASP (US$)
(Wafer sales/quantity
of wafer sold)

e
REXE

TREJNEBRAKEEE
TENF+ _A=t—HILMEFENL
LRENETEN ZFEHEREEMR

HINEEZGEE M B HRE

— ==

RAER=

FEBER
HE—_ZEZRAF+_-_A=+—"HILFE
2005 2004
(US$’000) (US$'000)
(Fxx) % (F=m1) %
(Restated)
(E71)
HERE 78,099 100.0 79,860 100.0
SHE A (71,502) (91.6) (57,006) (71.4)
EF 6,597 8.4 22,854 28.6
Heb e F 58 1,358 1.7 3,921 4.9
EEBA
SHE RMISHEERE (2,528) (3.2) (2,534) (3.2)
THEA (8,755) (11.2) (8,445) (10.5)
&R
(2,264) (2.9) (3,238) (4.1)
K (EE) =75 (5,592) (7.2) 12,558 15.7
BhE LA (1,616) (2.1) (992) (1.2)
BRERT (E518) & F (7,208) (9.3) 11,566 14.5
FriSBim s 366 0.5 (1,395) (1.8)
FE (OFE18E) 48 (6,842) (8.8) 10,171 12.7
BRE 1,705 3,015
FREF
— 5K (FEW) (0.26) 0.50
—#5E (=) N/A 0.47
BB
WrE Rk 22,836 14,899
BEARFAZ 40,862 77,772
mEHEHE (LAAED 439,500 433,000
FHERE (1)
(BEHEHE
177

EEREHE) 168
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OPERATING RESULTS (Contd)

Sales

The Group’s sales was mainly from wafer fabrication. The Group’s
consolidated sales for year ended 31 December 2005 amounted to
US$78.10 million, representing a decrease of 2.2% compared to
US$79.86 million in 2004. This decrease in the Group’s sales was mainly
due to the decrease of ASP by 5.1% to US$168 in 2005 from US$177 in
2004, while the sales volume of wafers shipped increased by 1.5% to
439,500 wafers in 2005 from 433,000 wafers in 2004.

Cost of goods sold

Cost of goods sold 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 goods sold increased by 25.4% to US$71.50 million in 2005
from US$57.01 million in 2004. The capacity expansion, from 26,700
wpm to 59,200 wpm during 2004 increased depreciation charge of
US$7.75 million to US$22.56 million in 2005 from US$14.81 million in
2004. This expansion also increased related labor cost by approximately
US$1.02 million. Utility cost’s increase of approximately US$2.74 million
was mainly due to the increase in fab spaces, the expansion of production
capacity of Fab 1 and the continuous increase in utility rate. Spare-parts,
maintenance cost and outsourcing cost also increased to a certain extent

during the year.
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Management Discussion and Analysis
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OPERATING RESULTS (Cont'd)
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Gross profit

Gross profit decreased by 71.1% to US$6.60 million in 2005 from
ﬁ{?z US$22.85 million in 2004. Gross margin decreased to 8.4% in 2005 from

28.6% in 2004. The decrease in gross margin was mainly due to decrease
in capacity utilization to 63% in 2005 from 87% in 2004, following the
successful capacity expansion in scale in year 2004. The decrease in

ASP also resulted in the drop in gross profit.

Other gains - net

Other gains consist principally of:

MANAGEMENT DISCUSSION AND ANALYSIS

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

refund and other subsidies from the Chinese government; and

— interest income derived from bank deposits;

Interest income ) BUA
Subsidy income — refund of VAT AR A — I ERRR
Other, net Efb o HRE

—

ﬁ(« o] %mﬂ (8)
EF

EFBH-_ZTTMNFHN2,2858FTT K
TMA%ZE_TTHFHN660EET - EF
EKH-_TTNFH28.6%BFE_TTAHF
8.4% c EFETRFEHNE_Z
PEKINIEAREREARER - v_ggﬁi
ERFEAEXB _ZTTMOFENETRER
63% ' MFHHEBR THRTESER TR
KR A o

H fth W 35 7 2R
Hi s 32 0HE

- HRUBATEBREEEHEHR RS
BIBT e E AR - &

- MBRAZERBRITEX

2005 2004
US$’000 US$000
FXR T=ET
172 185
749 3,751

437 (15)
1,358 3,921
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OPERATING RESULTS (Contd)

Other gains — net (Cont'd)

Other gains decreased by 65.4% to US$1.36 million in 2005 from US$3.92
million in 2004 primarily due to the decrease of refund of value-added-
tax (“VAT”"), to US$0.75 million in 2005 from US$3.75 million in 2004.
According to the relevant PRC rules and regulations, our Fab 1, as a
qualified manufacturer of micro-electronics products, was entitled to the
refund of relevant portion of VAT paid in excess of 3% of domestic sales

since 1 January 2002. The policy was terminated on 31 March 2005.

Selling and marketing costs

Selling and marketing costs were maintained at US$2.53 million for both
year 2005 and 2004 in line with minor fluctuation in sales and sales
volume. Selling and marketing costs 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.

Administrative expenses

Administrative expenses increased by 3.7% to US$8.76 million in 2005
from US$8.45 million in 2004. In 2005 the Group engaged external
consultants to assist in the annual risk assessment for the Group and
provided relevant training to enhance the internal audit methodology
and internal controls. The Group incurred additional cost for the first
Annual General Meeting and Extra Ordinary General Meeting held in
Hong Kong. The increased expenses also include the additional
consulting fee for compliance with corporate governance, and other

board related expenses.
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OPERATING RESULTS (Cont'd)

Research and development expenses

Research and development expenses decreased by 30.1% to US$2.26
million in 2005 from US$3.24 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
decrease in research and development expenses in 2005 was primarily
because of the reduction of outsourcing of development activities which

was performed in house.

Taxation

(a) Income Tax

The Company is exempted from taxation in the Cayman Islands.

No Hong Kong profits tax has been provided as there was no

assessable profit earned in or derived from Hong Kong.

The Company’s subsidiaries registered in the PRC are subject to
Enterprise Income Tax (“EIT”) on the taxable income as reported
in their PRC statutory accounts adjusted in accordance with relevant
PRC income tax laws. The applicable EIT rate is 33%. However,
being located in the “Old Urban Area of Coastal Open Economic
Zone”, Fab 1, the only operating subsidiary of the Group in the
PRC, is entitled to a preferential EIT rate of 24%. Furthermore, in
accordance with the PRC “Law of Enterprise Income Tax for
Enterprise with Foreign Investment”, Fab 1 is also entitled to full
exemption from EIT for the first two years and a 50% reduction in
EIT for next three years, commencing from the first profitable year
after offsetting all tax losses carried forward from previous five years.
Moreover, since Fab 1 is also qualified as an “advanced-technology
enterprise”, it is further entitled to a 50% reduction in EIT for an

additional three years. The first profitable year for Fab 1 was 1999.

REHELE B
MERHRZEEHR

MELMAEEAR _TTNFEMNI24EE
L NB30 1% E_ZTTAFM2268E
T AERAZERFTZRENERHRER
MM A BT S RAEBKR « BRI
B URRABRMAARENRERE
c CEERFMRALFAELERATKREE
B BITHEITRE T8 R D INHIFTER -
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OPERATING RESULTS (Contd)

Taxation (Cont'd)

(@)

Income Tax (Cont'd)

In April 2005, Fab 1 received approval from the PRC National
Administration of Taxation to be classified as an encouraged
technology intensive foreign investment enterprise with foreign
investment in excess of US$30 million. As a result, from 1 January
2004 onwards, Fab 1 enjoys a preferential EIT rate of 15%. However,
according to PRC “Law of Enterprise Income Tax for Enterprise
with Foreign Investment”, the minimum EIT rate applicable to a
foreign investment enterprise is 10%, and therefore although Fab
1 can enjoy 50% reduction in EIT for the years ended 31 December
2004 to 2006, Fab 1 is still subject to 10% EIT rate. Accordingly,
EIT which was previously over-accrued at a rate of 12% of
approximately US$279,000 during the year ended 31 December

2004 was reversed to reflect the preferential EIT rate of 10%.

The amount of taxation (credited)/charged to the consolidated

income statement represents:

Current income tax WRATATISH

— PRC taxation — RS

— Reversal of over-accrued EIT — RO SR EMEH
Deferred income tax FIEFTISH

e
REEE®

B

18 ()

B SN

(a) FrFig# (&)

RZZETRFNA  —HKE+FEH
BRBHBREOHE B EAK
EHiA3,0008 X & 2 X EBBEME
SEANERECE A r BZF
THFE—A—HB  —BREMR
BRZEB15%MERRE - A -
BEBEFRBECGIAKRECEMGN
B INERECENTEMBBB
EREAB10% * FTIA - BRI
HE_ZTTNFE_TTF+=
A=+—BLEFENTGEMGEHE
50% B % + —BRIIZER10% 8 1k %
ISR EMMBME - HE-TT
ME+=—A=+—HILEFE ' BE
RI1I2%ZHRBZEEREROA
279,000k T E#H & E - LARE10%
MEEMEHERBIE o
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Management Discussion and Analysis

EEENWKR DM

OPERATING RESULTS (Cont'd)

Taxation (Cont'd)

(b) VAT

The Company'’s subsidiaries established in the PRC are subject to
VAT, which is charged on top of the selling price at a general rate
of 17%. An input credit is available whereby input VAT previously
paid on purchases of raw materials or semi-finished products can
be used to offset the output VAT on sales to determine the net VAT

payable.

According to the relevant PRC rules and regulations, Fab 1, being
a qualified manufacturer of micro-electronics products, is entitled
to refund of VAT from 1 July 2000 to 31 March 2005. Since 1 January
2002, the net VAT payables related to domestic sales were firstly
paid to the tax bureau and any portion in excess of 3% of domestic
sales would be refunded. The Group’s VAT refund for the year ended
31 December 2005 and 2004 amounted to approximately US$0.75

million and 3.75 million, respectively.

Net (loss) profit for the year

As a result of the foregoing, the Group recorded a net loss of US$6.84

million in 2005, comparing with a net profit of US$10.17 million in 2004.
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OPERATING RESULTS (Contd)

Dividends

In May 2005, the Company declared a final dividend of HK$0.005
(equivalent to approximately US$0.00064) per ordinary share for financial
year ended 31 December 2004.

The Directors do not recommend the payment of a dividend for the
financial year ended 31 December 2005.

(Loss) earnings per share

The calculation of the basic and diluted (loss) earnings per share is
based on the following data:

(Loss) profit attributable to shareholders for ~ Fhat & &R EA K
the purposes of calculating basic

(E1R) A

and diluted earnings per share

et EERERBNMm S
Z IS E m A B

Weighted average number of ordinary
shares for the purposes of
calculating basic earnings per share

Effect of dilutive potential
ordinary shares:

— Equity incentive plan — [t BBt &I

A EEREERNM S

il RSk Sl 4=

Weighted average number of ordinary
shares for the purposes of calculating

diluted earnings per share

No diluted earnings per share for 2005 has been presented as the potential
ordinary shares resulted from the Equity Incentive Plan are anti-dilutive.

BHRNT S < BERES

e
RE

RZZZERFRA  ARFAERBE-T
ZME+ - A=+ B IR REENERY
fEEFRLEB0.006B I (BHERLD
0.000643%7T) °
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B (B8R &R
BREXRREE (BE) BN ERET 52
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2005 2004
US$’000 US$'000
SFEEm TFEx
(6,842) 10,171

Number of ordinary shares
EERHE

2005 2004

2,646,935,175  2,023,855,494

N/A ~EH 145,998,803

N/ATRBA  2,169,854,297
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MANAGEMENT DISCUSSION AND ANALYSIS

OPERATING RESULTS (Cont'd)

Liquidity and Capital Resources

For the year ended 31 December 2005, the Group’s sources of liquidity
mainly included from the net bank borrowings and cashflow from
operating activities, which amounted to US$24.90 million and US$18.03
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 amounting to US$20.34 million, construction of Fab
2 shell amounting to US$20.00 million and purchase of intangible assets
of US$0.52 million as well as dividend payment of approximately US$1.71

million.

The table below sets forth the cash flow of the Group for the two years
ended 31 December 2005 and the cash and cash equivalents at the

end of each of the two years:

Net cash inflow generated

from operating activities

Net cash used in investing activities KEEBB ARG IFHE
Net cash generated

from financing activities BMEESELNRSFH
Net (decrease) increase in cash RekREFEIAR

CRA) SBInFe

and cash equivalents

Effect of foreign exchange rate change MR Ey &

Cash and cash equivalents FUHRE MR EEEE
at beginning of year

Cash and cash equivalents at end of year ~ FRIBGRIRESEEER

REBRDELENRSRAFR

REHELE B

RBEEREETER

BHE_ZTRF+_A=+—RHILFE -
AEBHNRBESKREEZBIERITER
FRRREXBGOREME - %%UZ%
2,4908 % L }1,8038FE T - AEEHR

TEZRANABE —BOEENRENE
ARX  BE_BEE  BABTEER

STRE - D RlA2,0348 37T ~ 2,0008
EJT B2BETRNITIEET °

TR AEEBE_TTAF+ A=
T—HUEMEFENRESRE RN EF
EEFFENREMASFEER :

2005 2004
US$’000 US$'000
TET FET
18,032 19,967
(40,661) (78,080)
22,909 43,433
280 (14,680)

35 5
24,463 39,138
24,778 24,463
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OPERATING RESULTS (Contd)

Liquidity and Capital Resources (Cont'd)

Net cash generated from operating activities for the year decreased to
US$18.03 million in 2005 from US$19.97 million in 2004. The decrease

was primarily due to payment for increased utility cost.

Net cash used in investing activities was US$40.66 million and US$78.08
million in 2005 and 2004, respectively. Within the amount for year 2005,
US$20.0 million was spent on construction of Fab 2 shell, US$17.10
million was spent on Fab 1’s technology migration to 0.35 micron and
paying for the remainder of prior year’s capacity expansion, and the
remaining US$3.76 million was spent on other capital expenditures, such

as office buildings and IT application systems, etc.

Net cash generated from financing activities in 2005 amounted to
US$22.91 million, compared to US$43.43 million in 2004. The amount in
2005 reflects the US$24.90 million from the net bank borrowings and
loans from various local and domestic banks. The amount in 2004 reflects
the US$17.4 million proceeds from the issue of warrants and the US$37.73

million proceeds from the IPO.
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MANAGEMENT DISCUSSION AND ANALYSIS

Management Discussion and Analysis

OPERATING RESULTS (Cont'd)

Indebtedness

The bank loans of the Group as at 31 December 2005 and 2004 were as

follows:

Short-term bank loans RESRITE R
— Secured —HBEM
— Unsecured — A

Long-term bank loans REBIRITE K
— Secured —BEM

Total outstanding bank loans

As at 31 December 2005, the Group’s short-term bank loans bore interest
rates ranging from 4.41% to 6.32% per annum. Long-term bank loans

bore interest rates ranging from 5.58% to 5.62% per annum.

The secured portion of US$12.23 million was secured by certain of the
Group’s equipments and land use right with the net book value of

approximately US$11.99 million.

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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AEBR-_ZEERFR_TTNF+_A
=+ B8ETERF MM T

2005 2004
US$000 US$'000
FTER FTXT
3,000 —
29,922 17,500
9,230 —
42,152 17,500

R-ZETRF+-A=+—8 2£EH
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B R R CREFEL1,1998 %
TC) TEFELR ©

REBRBMAOKIBEAARE - ETMET
REM  ERARBAAMAET - AR
% BE- - BTEBUTAEMNL - BEEM
5 ERIXAKENLEESMNN - A%
BB R RINEX MBI HNINERE

35 CSMC TECHNOLOGIES CORPORATION M L =R A R 2 5



OPERATING RESULTS (Contd)

Capital Expenditures

The Group requires capital to build, expand, upgrade and maintain its
production facilities and equipment. The Group incurred capital
expenditure of US$40.86 million in 2005, of which US$20.00 million was
spent on construction of Fab 2 shell, US$17.10 million was spent on Fab
1's technology migration to 0.35 micron and paying for the remainder of
prior year’s capacity expansion, and the remaining US$3.76 million was
spent on other capital expenditures, such as office buildings and IT

implementation systems, etc.

The Group has slowed down the construction of supporting facilities of
Fab 2 in line with its overall plan to look for strategic partners. In addition,
in light of the semiconductor market down cycle in 2005, Fab 2’s
construction plan was re-scheduled in line with the forecast for the future
market demand. The construction of Fab 2 shell and other supporting

facilities are still in progress at the end of 2005.

The management estimates the cost of the construction of the Fab 2
building and facilities to be US$115.76 million. Of this amount, US$38.06
million was spent in 2004 and 2005. 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
inflow from operations. The Group will continue to implement its prudent
capital management policy and optimize the allocation of its capital

resources.

Repurchase of Share

During the year ended 31 December 2005, the Company repurchased
5,424,430 shares of the Company at prices ranging from HK$0.38 to
HK$0.43 per share with a total consideration of US$285,000. These

shares have been duly cancelled.
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= OPERATING RESULTS (Cont'd)

bt Commitments and Contingent Liabilities
As at 31 December 2005, the Group has capital commitments of
5{1 US$226.56 million. Details are set out as follow:

Contracted but not provided
— the purchase of equipment for Fab 1
— the construction of building and
facilities of Fab 2
— the purchase of equipment and facilities

for the new fab in Beijing

MANAGEMENT DISCUSSION AND ANALYSIS

Sub-total

Authorised but not contracted
— the purchase of equipment for Fab 1
— the construction of Building facilities of
Fab 2
— the purchase of equipment for Fab 2
—the purchase of equipment

for new fab in Beijing

Sub-total

Total

As at 31 December 2005, the Group has lease commitments of US$6.25

million for factory premises and office, which are all due within five years.

As at 31 December 2005, Fab 1 has a staff retention program which
requires Fab 1 to provide corporate guarantee to a third party bank for
the down payment of mortgage loans of its key employees amounting to
approximately US$340,000. Save as disclosed above, the Group does

not have any other commitment or contingent liabilities.
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OPERATING RESULTS (Cont'd)
Legal Liabilities

For the year ended 31 December 2005, 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 Company as far as the

Company is aware.

Basis of Preparation and Changes in Accounting Policies

The consolidated financial information has been prepared in accordance
with Hong Kong Accounting Standard (“HKAS”) issued by the Hong

Kong Institute of Certified Public Accountants.

The accounting policies and methods of computation used in the
preparation of this consolidated financial information are consistent with
those used in the annual financial statements for the year ended 31
December 2004 except that the Group has changed certain of its
accounting policies following its adoption of new HKFRS which are

effective for accounting periods commencing on or after 1 January 2005.

Following the adoption of the new HKFRS, certain comparative have

been amended as required. Major changes are summarized as follows:

The adoption of revised HKAS 17 has resulted in a change in the
accounting policy relating to the reclassification of leasehold land and
land use rights from property, plant and equipment to operating leases.
The up-front prepayments made for the leasehold land and land use
rights are expensed in the income statement on a straight-line basis
over the period of the lease or where there is impairment, the impairment
is expensed in the income statement. In prior years, the leasehold land
was accounted for at cost less accumulated depreciation and

accumulated impairment.
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h OPERATING RESULTS (Cont'd) RERE W
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& Basis of Preparation and Changes in Accounting Policies HmEEERSHTHRENEE (@)
1=

i (Cont'd)

Bt

i The adoption of revised HKAS 17 resulted in: KM EAGTERF17RER

2

w

E 2005 2004
=z

5 US$°000 US$'000
pzd

= FTEx F=rx
)

(7]

08) Decrease in property, plant and equipment  #13 - /= K& &R (554) (554)
2 Increase in land use rights T b5 FRAEE I 554 554
£

=

I("é The adoption of HKFRS 2 has resulted in a change in the accounting 4 %E /& B 75 R & RIS 287 - BE AR
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OPERATING RESULTS (Contd)

Basis of Preparation and Changes in Accounting Policies
(Cont'd)

The adoption of revised HKFRS 2 resulted in:
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2005 2004
US$’000 US$'000

FER FET
Increase in share capital &N opyl 857 —
Decrease in retained earnings REBFERD (2,624) (1,171)
Increase in cost of goods sold SHE R AN EYIE AN 715 576
Increase in selling and marketing costs SHE R T 5 HE B R S A3 N 156 126
Increase in administrative expenses 1T E A /IE N 460 371
Increase in research and =021z

development expenses H# 0 122 98
Decrease in basic earnings per share FRREA 2 FH R A US$0.0006 US$0.0006
0.0006% T 0.0006% 7T

Decrease in diluted earnings per share BiESE R N/A US$0.0005

TiE A 0.00053% 7T

The adoption of HKFRS 3, HKAS 36 and HKAS 38 has resulted in a
change in the accounting policy for goodwill. Until 31 December 2004,
goodwill was amortised on a straight line basis over a period of 10 years
and assessed for an indication of impairment at each balance sheet
date. In accordance with the provisions of HKFRS 3, the Group ceased
amortisation of goodwill from 1 January 2005. Accumulated amortisation
as at 31 December 2004 has been eliminated with a corresponding
decrease in the cost of goodwill. From the year ended 31 December
2005 onwards, goodwill is tested annually for impairment, as well as

when there is indication of impairment.

The Group has reassessed the useful lives of its intangible assets in
accordance with the provisions of HKAS 38. No adjustment resulted

from this reassessment.
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OPERATING RESULTS (Cont'd)

Basis of Preparation and Changes in Accounting Policies
(Cont'd)

All changes in the accounting policies have been made in accordance
with the transition provisions in the respective standards, wherever
applicable. All standards adopted by the Group require retrospective
application other than that only retrospective application for all equity
instruments granted after 7 November 2002 and not vested at 1 January
2005 for HKFRS 2, and prospectively after 1 January 2005 for HKFRS 3.

Foreign Exchange Risk Management

The Group’s operational cash flow was primarily denominated in Rmb
and US dollars. The Group’s borrowings were also denominated in Rmb
and US dollars. The Group does not expect significant exposure to foreign
exchange fluctuations in this regard, considering the working capital
position of the Group. It is the Group’s policy not to enter into derivative

transactions for speculative purposes.

Gearing Ratio

As at 31 December 2005, the gearing ratio, calculated based on total
liabilities divided by total shareholders’ equity was 42.77%, compared
with 24.37% in 2004.
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OPERATING RESULTS (Contd)

Significant Investment, Acquisitions and Disposals of
Subsidiaries and associates

The Group continues to explore opportunity to further expand its customer
base and operational capacity. On the 19th October 2005, the Group
entered into a co-operation agreement with IMECAS for certain premises,
facilities, equipment, technologies and services in relation to the
manufacturing of wafers. The Group will inject additional machinery and
equipment, and upgrade equipment provided by IMECAS in addition to
providing management expertise to establish a new fab in Beijing with a

capacity reaching 20,000 wpm by early 2007.

PROSPECTS FOR THE YEAR 2006

CSMC focuses mainly on Chinese semiconductor market, the second
largest semiconductor market in the world since 2005. This market refers

to both domestic consumption and export markets.

In 2006, CSMC will continue its strategy of growing with the Chinese
fabless design houses and expanding its customer base to capture

increasing overseas manufacturing demand relocated to China.

Currently, less than 10% of the Chinese semiconductor market demand
has been produced by local companies. The Chinese fabless design
houses have great potential to gain higher market share in the Chinese
semiconductor market. The local semiconductor companies’ market
share has been increasing in the last two years due to the significantly
improved design capability as well as the increased number of the

Chinese fabless design houses.

777 UL E .
REXRE®

MEBARRBEQARNEARE
WEEERHESE

AEBREFDE-TBRATPEREE
ERHAgEE RZTTRFTATI
B AEEREREREREZETYE
BE -~ & RMEREEBETARE
BEHE - ARERSR|INEABSERR
e BEERIEREABEFAEENOR
- WIRHEERNENEEEAEIL R
Y-RKHNRERIK  ZE_2TLF1)
B A E#E3E20,0004 &8 °

—BEXRERE

FRLEFTEZIRTEFERHIE -+
H+rERmEa _TTRFERB/ENE
“ARHEERMS TS EERRNEER
HATME -

RoTEA%  EHLESRBERTE
A ERRIARRSERABELES
SRR - SUIRIEE A R B ) B 85
BUEBSK -

BAI PR10%M P EFBRMISHERA
BARRLE - PRELERKTARE
BRRNESD  AIRTEFEEHENEE
THFRBEEMESEAER - RBEME
BAXEEARNTISEEEREZL LT
ERBANRTERAA RS RPRELE
ARERFT ARV E HIBATEL -

St OAA oA A
Z o Mo AT

® §

%

MANAGEMENT DISCUSSION AND ANALYSIS

—EEREFEERE  ANNUAL REPORT 2005

42



Ol

o A T A
2 am M 7D

]

BT

MANAGEMENT DISCUSSION AND ANALYSIS

PROSPECTS FOR THE YEAR 2006 (Contd)

To meet the demand of both the Chinese fabless design houses and
increase in outsourcing volume from overseas customer to China, CSMC
has expanded Fab 1 capacity in Wuxi, and will set up a new fab in
Beijing. By early 2007, CSMC will be able to produce 80,000 wpm to

strengthen our leading position as the largest 6-inch foundry in China.

CSMC is conducting on-going negotiation for a strategic partnership
with technology partner to set up an 8-inch foundry facility (Fab 2) in the
New District of Wuxi. Fab 2 will focus on process technologies for 0.35
to 0.25 micron in anticipation of the continuous migration to 8-inch

technology of the mainstream Chinese semiconductor market.

Although 2005 was a difficult year as semiconductor markets worldwide
steered through the down cycle, we are encouraged by the improving
semiconductor business since the second half of 2005. Despite the
cyclical market conditions, we proceeded with our development strategy
to enhance our capacity, completeness of process technology, and
improvement of quality service. We believe our continuous focus on our
longer term strategies to offer better and cost effective services to our
customers for the mainstream China semiconductor market will ultimately

deliver greater values to customers and shareholders.
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