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Dear Shareholders,

| hereby present for your review the annual report of the Company
for the year ended 31 December 2005.

Results and Dividends

In the fiscal year ended 31 December 2005, the income from
principal operations of the Company and its subsidiaries (“Group”)
prepared under PRC accounting standards was RMB1,696,515,000
representing an increase of 12.26%, as compared with that of year
2004. The Group recorded its profit of RMB5,416,000 for the first
time.

The Group’s sales prepared under HKGAAP were
RMB1,712,102,000, representing an increase of 12.31%, as
compared with that of year 2004. A profit attributable to shareholders
of RMB1,229,000 was recorded.

The Board of Directors has proposed a final dividend for year 2005
of RMBO0.05 per share (approximately HK$0.0482 per share, including
income tax of A shares) on 307,312,830 A Shares and 150,000,000
H Shares. The proposed dividend has been included as a dividend
reserve in the the financial statements of the Company for the year
ended 31 December 2005 and is subject to approval by shareholders
at the annual general meeting of the Company for the year 2005.

Review of Operations

In 2005, the Group experienced a number of difficulties such as
high prices of raw materials and power, the falling medicine prices
instructed by the State together with Renminbi appreciation. Despite
its readily marketable major bulk pharmaceuticals, profit of the
Group remained minimal due to the oversupply of medicine products
without a fundamental improvement.

During the year, the Group made a prudent analysis of the external
environment to tackle the pressing internal problems in line with the
gradual development strategy put forward at the beginning of the
year. A number of practicable and efficient measures were taken to
maximise the economic efficiency. As a result, sales revenue of the
Group read another two-digit growth and capital used for finished
products decreased significantly from that at the beginning of the
year. A stable growth was also seen for both sales-output ratio and
receivables collection ratio in addition to the considerably increased
cash flows from operating activities. The overall operation of the
Group has markedly improved during the year.
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AN’S STATEMENT (continued)

Review of Operations (continued)

1.

Proactive market expansion to maintain a two-digit growth
in sales

During the year, the Group leveraged on the opportunities in
booming sale of major bulk pharmaceuticals to expand its
market, resulting in a 17.43% increase in its sales revenue
under PRC accounting standards as compared with last
year. Revenue generated from the exports was approximately
US$90,340,000, representing a year-on-year increase of
13.0%, including nine products recorded over US$1 million
of revenue generated from the exports and four products
over US$10 million. The Group’s international market share
of major bulk pharmaceuticals was noticeably enlarged.

Based on the consolidated existing market, the Group took
initiatives in development of the tertiary terminal market for
ordinary preparation medicines, sales revenue of which
increased by 14.3%. As for new preparation medicines, the
Group gradually improved the agency system and has set up
a basic terminal network. Desirable improvement was also
seen in sale of OTC.

With its sales revenue increasing by 32.29% from 2004 to
approximately RMB321,149,000, Shandong Xinhua Medical
Trade Co., Ltd. became the largest medical commercial
enterprise in the Group’s headquarter area. Shandong Zibo
Xinhua Pharmacy Chain Company Limited recorded sales
revenue of approximately RMB29,633,000, representing an
increase of 18.22% over 2004.

Faster pace in research and development for the operation
of new profit

In 2005, the Group obtained 17 certifications of production
and 19 approvals for clinic application by the State Food and
Drugs Administration of the PRC. Three new bulk
pharmaceuticals have been put into production in succession.
The development and smooth production of new products
will bring about new profit sources for the Group’s fast growth.

—ZERFFR
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Review of Operations (continued)

BRYEEE  BREFNKFRHA 3. Practicable measures for enhanced profitability
BEAEE R MG EEHAIE Capitalising on its leading position in bulk pharmaceuticals,
B REFAEERER  BERFZ the Group timely adjusted product prices and ensured the
EmERESRKREERA AR outrunning of its major product prices over procurement cost.
TREEIR - XREBERBER— KT As a result of series of measures such as energy saving,
EREfEFE - EmBTNE - =55 consumption reduction, key technology deployment and cost
BXHEEm —SEhFAEE control, the Group’s gross profit margin for 2005 under PRC
ERERENE (BB £ accounting standards was 17.78%, increased by 1.59% as
B)EER17.78%  REFERS in 2004, and the ratio of the financial cost, management
159 B »E - —THERAGHEES expense and operating expense over the revenue under PRC
WLEfl (R Bl e st £ E) & Lk accounting standards was decreased by 1.21% as in 2004.
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REWE EERRE > REEEE 4. Improvement in efficiency and risk control to enhance
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the efficiency of the overall operation

To improve utilisation of working capital, the Group cut down
the capital used for finished products while putting more
efforts in risk management to cope with operating and
exchange rate risks on a market-oriented basis. At the end
of year, the Group’s capital used for finished products under
PRC accounting standards decreased by approximately
RMB36,219,000 from that at the beginning of the year. Both
the sales-output ratio and receivables collection ratio for year
2005 exceeded 100%. Cash flows from operating activities
under PRC accounting standards amounted to approximately
RMB178,859,000, representing a year-on-year increase of
approximately RMB119,734,000. All such has demonstrated
a significant improvement for the overall operation of the
Group in 2005.
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AN’S STATEMENT (continued)

Prospects

The pharmaceutical industry in 2006 is looking to a host of
opportunities for its rapid growth brought from accelerating progress
in the national medical insurance framework, the rural drug monitoring
and supply networks as well as a new collaborative medical system
of the PRC in favourable domestic and international economic
environments. Notwithstanding, domestic pharmaceutical enterprises
are faced with uncertainties arising from high oil price, changes in
exchange rate, market competitions from oversupply and expected
reduction in the price of pharmaceutical products by the government.

In 2006, the first year of the 11th Five-year Plan, the Group will
introduce practical strategies and measures based on in-depth
study to aim to achieve resilient business results for 2006, including
a two-digit growth in sales revenue and further decrease in financial
cost, management expense and operating expense as percentages

of revenue.
1. Promoting technology-based innovation to fuel
progresses

The Group will establish an incentive and constraining system
for research and development, where assessment methods
will be developed to stimulate initiative, mobility and creativity
of research specialists, aiming to enhance talents and sharpen
their innovation edge.

More efforts will be put in research and development. The
Group will speed up renovation projects in its state-level
enterprise technology centre, building it into a technological
innovation platform for growth in the long run. The Group
expects to obtain at least 6 certifications of production for its
new products in 2006.

—TEREER
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Prospects (continued)

2.

Cutting down production cost to widen profit margin

(1

(2)

@)

With commitment to its cost-oriented programme, the
Group will put effort to strengthen key technology
projects to cut down product cost and widen profit
margin.

The Group will advance energy saving and con-
sumption reduction by promoting new technologies to
ensure another progress for the whole year.

The Group expects to improve environment protection
based on new work process and technologies, adhering
to recycling production with treatments to both pollution
outlets and source coupled with process control. The
Group is in light of clean production.

Further penetrating into the market to enhance the

Group’s position and influence in the industry

(1

()

While securing the traditional market of bulk
pharmaceuticals, the Group will ambitiously tap into
new markets, especially to end users of export, to
maintain its leading position in bulk pharmaceuticals.

By strengthening preparation distribution focusing key
varieties, the Group will reinforce preparations with
over RMB100 million of sales for a single product.
Meanwhile, the Group will penetrate to major OTC
markets with more investment in terminal construction,
laying a solid ground for launching of subsequent
products in line with the effort to expand preparation
export.
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AN’S STATEMENT (continued)

Prospects (continued)

4.

Laying down a cornerstone of management efficiency

(1)

Efforts will be continued in achieving a dynamic balance
among production, sales and receivables collection
with a view to control operating risks. The Group will
strive to minimise receivables with a view to ensure
that both sales-output ratio and receivables collection
ratio remain more than 100% in 2006.

The Group will further improve its fast reacting
mechanism and enhance mobility to address market
change. For internal management, the Group will give
efforts in minimising inventory for better utilisation of
working capital.

Upholding rigid comprehensive budget scheme, the
Group will strengthen control, supervision, examination
and assessment on both processes and results, aiming
to reduce the ratio of financial cost, management
expense and operating expense by 1% from year
2005.

Capitalising on its newly established Procurement and
Controlling Department in early 2006, the Group will
build up a procurement system based on standard
and efficient bidding invitation and price comparison,
with rigorous supervision and control over processes
to minimise procurement cost.

—EERFFER
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Prospects (continued)
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Leveraging opportunities in foreign investment to
broaden the global vision

The Group invite foreign investment in 2006 by taking full
advantages of capacity expansions of new tablet workshop
and new injection workshop as well as its land reserve in the
development zone, focusing on new medical intermediates
and preparation projects to broaden its global vision.

The year was an uncommon year in the history of the Group,
through the mutual effort of the whole staff and overcoming
uncountable difficulties in the operation, the Group realised
a turnaround from loss to profit in 2005. In the coming year,
the Board of Directors will endeavor to work and is confident
to have a profitable year ahead to lay down a solid foundation
for the future development.

EiniR He Duanshi
EFLR Chairman

R e |1 B e i1
—EEXRF=ZA-+WH

24 March 2006
Zibo, Shandong, PRC
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