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ESERSE

HE 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 2005.

MANAGEMENT DISCUSSION AND ANALYSIS

1. The business scope and operating results of the Company

The Company and its subsidiaries (the “Group”) are mainly
engaged in the development, production and sales of bulk
pharmaceuticals, preparations, chemical products and other
products. The profit of the Group, net of share of results of
minority shareholders is mainly attributable to its principal
operations.

Sales Analysis

Under PRC accounting standards, the Group achieved a
turnover of approximately RMB1,696,515,000 for the year
ended 31 December 2005. Sales of bulk pharmaceuticals
accounted for 57.42% of the total sales of the Group,
representing an increase of 2.53% as compared with 2004.
Sales of preparations, medical logistics, chemical and other
products accounted for 17.57%, 24.06% and 0.95%
respectively of the total sales of the Group, representing a
decrease of 2.02%, an decrease of 0.37% and a decrease
of 0.14% respectively as compared with 2004.

In 2005, Sales of bulk pharmaceuticals of the Group were
increased by 17.43% to approximately RMB974,186,000.
The increase was mainly due to the deepening of market
promotion and full utilization of the Company’s advantages,
which resulted in an ongoing development of markets both
in domestic and overseas, as well as the increases of price
of bulk pharmaceuticals subject to the change in the markets.

Sales of preparations was approximately RMB298,039,000,
kept on an equal basis as compared to that of last year.
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(continued)

MANAGEMENT DISCUSSION AND ANALYSIS

(continued)

1.

The business scope and operating results of the Company
(continued)

Turnover generated from the medical logistics business was
approximately RMB408,199,000, increased by 10.56% as
compared to that of Last year. The main reason for the
increase was attributable to the ever-expanding of commercial
logistic centre and pharmaceutical wholesaling supermarket
under the Group’s operation.

The sales of chemical and other products were approximately
RMB16,091,000, decreased by 2.08% as compared with that
of last year.

Results Analysis

The Group’s profit attributable to the equity holders of the
Company for the year ended 31 December 2005 prepared
in accordance with HKGAAP were approximately
RMB1,229,000 and the profit after taxation prepared in
accordance with PRC accounting standards was
approximately RMB5,416,000. The Group realised a
turnaround from loss to profit in 2005. The main reasons for
the profit were:

1. the increase of sales revenue and improvement of
prices by catching hold of the opportunities in booming
sales of major bulk pharmaceutical.

2. the reduction in production costs resulted from a series
of measures such as energy saving, consumption
reduction of raw material, key technology deployment
and cost control.

L BRCET 2 LB AR ) A R 2 7]
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HETHRFRASH @ MANAGEMENT DISCUSSION AND ANALYSIS
(continued)
1. FEEXERBEREEERRL (&) 1. Business scope and operating results of the Company
(continued)
FEESREMNDPEBETEALEE Major products and the corresponding market share in
5 the PRC are set forth below:
- -3 % -3
H-SSLE B A5 15 % (%)
HHEFTILL(%) Market share in
As % of total the domestic
FTEES Major Products sales in 2005 market in 2005
A LBEHEE A. Bulk Pharmaceuticals
% Jhift Analgin 14.84 45.13
ek A Caffeine 8.55 28.79
FELLM Aminopyrine 4.32 66.12
BA] i T R Aspirin 8.23 84.90
DAL AT YA Hydrocortisone 2.62 38.22
It W B Pipemidic acid 1.82 100
g% Ibuprofen 2.87 33.47
2 Theophylline 1.20 31.05
B. H&E B. Preparations
0 UK B A Pipemidic acid tablets 2.13 N/A
BRHER Co-liquorice tablets 1.31 3.87
EEMHFTH Nimodipine tablets 1.06 13.27
BPBEErHENHMBERL &8 Financial and results analysis in accordance with PRC
BRED R accounting standards
—ETERERGKEBEERAR Total assets of the Group as at 31 December 2005 decreased
#2,207,053F 7T - RETARE by 3.98% or approximately RMB91,417,000 to approximately
2,298,470 F TR AR #91,417F RMB2,207,053,000, as compared with the figure at the
JC v PE1K3.98% - BEER LM E beginning of the year of approximately RMB2,298,470,000.
ZRARALE2005FEE T HH This decrease in total assets was mainly due to the repayment
SRITIEFR » 2005%F F AR R A of certain bank loans. Shareholders’ equity (excluding minority
ANE®1,343,493F ¢ - BREVAR interest) of the Group as at 31 December 2005 increased by
1,340,005 F 7T N A R % 3,488 approximately RMB3,488,000 or 0.26% from approximately
Tt EF0.26% M EBR RMB1,340,005,000 at the beginning of the year to
ERB2005F RE B SEELERT - approximately RMB1,343,493,000. The increase in

shareholders’ equity (excluding minority interest) was mainly
attributable to profit made by the Group in the year 2005.
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Business scope and operating results of the Company
(continued)

Financial and results analysis in accordance with PRC
accounting standards (continued)

The total liabilities of the Group as at 31 December 2005
were approximately RMB862,469,000, representing a
decrease of approximately RMB93,091,000 or 9.74%, as
compared approximately RMB955,560,000 at the beginning
of the year. The decrease was mainly attributable to the
repayment of certain bank loans.

Profit from principal operations of the Group for 2005
amounted to approximately RMB296,077,000, representing
an increase of 26.10% or approximately RMB61,276,000, as
compared with that of last year. The net profit of the Group
was approximately RMB5,416,000, the Group realised a
turnaround from loss to profit in 2005. The main reasons for
the profits are set out in the above section headed “Results
Analysis”.

At the end of 2005, the Group’s net cash and cash equivalents
increased to approximately RMB17,567,000. Changes of cash
and cash equivalents are mainly due to greater effort put to
reduce debts and capital for commodities in 2005, resulting
in net cash flow generated by operating activities amounted
to approximately RMB178,859,000.

L ERERH BB AR
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EETHHRARSH @ MANAGEMENT DISCUSSION AND ANALYSIS
(continued)
1. FEEXERBEREEERRL (&) 1. Business scope and operating results of the Company

2005 MBI ENRRNH S E

(continued)

Segmental information of the main products for 2005

RERWMT : prepared under PRC accounting standards is as follows:
EEEBRA TEEBAF EFIE %
SITEBSER By product or By section Turnover Cost of goods sold Rate of gross margin
AREFT AREF %
RMB’000 RMB’000
LB RK Bulk pharmaceuticals 974,186 798,542 18.03
S Preparations 298,039 181,978 38.94
BERB Medical Commercial Logistics 408,199 396,603 2.84
FIERREM  Chemical & other products 16,091 17,746 (10.29)
&t Total 1,696,515 1,394,869 17.78
BREEYERMZEFEASR Analysis of the Group’s performance under HKGAAP

TEERFEAEENKEETEE
WE BHEER HEZTTAF
TZA=+—HLEMBRFESESA
AIAR R E 1R B FIA R #1,229,000
L REFHREBHARBREENS
BAR®S52,485,000 T 1 i1
AR #53,714,0007T °

HE-ZTRE+-A=+—81"
RNEBREEE H124.19% @ EF)
LR 591.37% @ FIEU R TR E =
74565.00% (FEWBERFE X = =&
X5 FHERBIERERERFE -
100%) - FiF B FEE % 5487.24%
(FRERAEX = ERIHEENAE /
FFEFRE * 100%) °

AEEESBERMAETLHMN
o

The overall operation of the Group has improved markedly
with a turnaround from loss to profit during the year recording
a profit attributable to the equity holders of the Company in
an amount of approximately RMB1,229,000 for the financial
year ended 31 December 2005, which was increased by
RMB53,714,000 from the loss attributable to the equity holders
of the Company of approximately RMB52,485,000 recorded
in last year.

As at 31 December 2005, the current ratio and the quick ratio
of the Group were 124.19% and 91.37% respectively, and
the rate of accounts receivable turnover (being turnover /
average trade and bill receivables X100%) and rate of stock
turnover (being cost of goods sold/average inventories X
100%) for the year were 565.00% and 487.24% respectively.

The Group’s demand for working capital was constant
throughout the year.
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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 2005, the total
amount of bank loans (except for documentary credits in the
amount of approximately RMB1,691,000) was approximately
RMB418,969,000, which were unsecured. As at 31 December
2005, cash on hand and in bank amounted to approximately
RMB363,191,000 (including pledged bank deposit of
approximately RMB65,149,000). The Group maintained a
good level of liquidity and had the ability to repay its debts
as they fell due.

During the financial year ended 31 December 2005, the
Company established a joint venture company by investing
RMB10,000,000 with the Company holding 40% of the total
equity interests in the joint venture company. The Company
is confident of the future development of the joint venture
company .

As at 31 December 2005, except for accounts receivable in
the amount of approximately RMB1,695,000 used for
documentary credits and pledged bank deposits in the amount
of approximately RMB65,149,000 pledged to banks to secure
short-term banking facilities granted to the Group in respect
of bills and letter of credit facilities, there was no charge on
the Group’s assets.

The Company currently anticipates that there will be no
significant investment plans in the coming year.

The gearing ratio of the Group was 30.60%. (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 2005, the Company had no significant
contingent liabilities.

R ERERBBRAF
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BEeEEBWMTRST 2 MANAGEMENT DISCUSSION AND ANALYSIS

(continued)
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Business scope and operating results of the Company
(continued)

The assets and liabilities of the Group were mainly recorded
as Renminbi. In the year 2005, the revenue from the export
of the Group was approximately US$90,340,000, which may
suffer from the risk associated with fluctuation in exchange
rates. Therefore, the Group has taken following measures to
hedge the risks of fluctuation in exchange rates: Firstly, the
Group has improved the prices of its exported products.
Secondly, the Group has made an arrangement with overseas
customers when entered into significant contracts, in which
relative parties agreed that the Group will mutually undertake
with the customers the risks associated with fluctuation in
exchange rates if the fluctuation exceeds the amount agreed
by related parties in advance.

Operations and Results of subsidiaries of the Company

(i) Zibo Xinhua Pharmacy Chain Company Limited
(“Xinhua Pharmacy”), in which the Company holds
88% of the total equity interest. 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 2005, the total turnover of the subsidiary was
approximately RMB29,633,000, increased by 18.22%
and the loss after taxation was approximately
RMB255,000. The loss were mainly due to fierce
competition in the local retail market and the
compression of gross profit.
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(continued)

MANAGEMENT DISCUSSION AND ANALYSIS

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

(i)

(iii)

The Company accounted for 70% of the total equity
interests of Zibo Xinhua Sanhe Chemical & Industrial
Company Limited. 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. In 2005, the company recorded
a net loss of approximately RMB5,606,000, which was
due to the loss arising from the fail in the introduction
of new products.

The Company accounted for 90% of total equity
interests of Zibo Xinhua Pharmaceutical Design
Institute Company Limited. This subsidiary is mainly
engaged in the business of the design of projects and
achieved a turnover of approximately RMB2,515,000
in 2005, a increase of 269.85% as compared to that
of last year. The company realised a net profit of
approximately RMB185,000, increased by
approximately RMB2,120,000, as compared to that of
last year. The increases in the revenue and profit were
due to the increase of revenue for the design of projects
in 2005, as compared to that of last year.
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REPORT OF

MANAGEMENT DISCUSSION AND ANALYSIS

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

(iv)  The Company accounted for 76.9% of total equity
interests of Shandong Xinhua Pharmaceutical (Europe)
GmbH. The total registered capital of this subsidiary
is Euro650,000. The subsidiary is mainly engaged in
the business of bulk pharmaceutical intermediates. In
2005, the subsidiary achieved a turnover of
approximately RMB5,832,000 and the Loss after
taxation approximately RMB620,000.

(v) The Company accounted for 98% of the total equity
interest of Shandong Xinhua Medical Trade, Co., Ltd..
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 2005, the subsidiary realized a turnover of
approximately RMB321,149,000 and a net profit of
approximately RMB384,000.

(vi)  Disposal of a Subsidiary

On 22 April 2005, the Company disposed of its entre
interest in Dezhou Xinhua Tai Kang Drug Store
Company Limited for a consideration of RMB 116,000.
The subsidiary disposed of during the year had no
significant impact on the Group’s turnover and results.

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 2005, a total of approximately
RMB320,056,000 from the proceeds of the above issue of
A Shares was used in the following projects:

—EERFEFR
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(continued)
3. BEEEeWEANER (&) 3. Use of Proceeds (continued)
BfEe 2005%F RRAER
BEREGRERAER ®ARE RREA AHiEE BERLH fiiE
Total Investment Accumulated % of the
Name of project investment in 2005 investment total investment Remark
ARETT ARETT ARETT
RMB'000 RMB’000 RMB’000
BR SR ORERR 74,500 - 10,123 13.59% N/A
State-level technical centre
#EIGMPIIETE B 80,000 2,348 80,226 100.28% 7L
Injection workshop GMP renovation Completed
Mok S EE A 160,000 - 188,201 117,63% 7L
Caffeine technical renovation Completed
L-350 MiiiE 8 B 29,980 - 23,442 78.19% ©I
L-350 technical renovation Completed
ZER#EE (GMP) g ER 39,800 - 46,265 116.24% ®I
Analgin GMP renovation Completed
CH 384,280 2,348 348,257 228201 LA
Total BBEERA
RMB28,201,000
financed by the Company
Bt - Note:
1. ZERE®%E (GMP) BEEBEE 1. Analgin GMP renovation project, L-350 project and caffeine technical
L-3501E B - WNBFEEIirEEE - renovation project, and Injection GMP renovation project has finished.
#HE (GMP) BUETE B EKART - Except for the profit forecast of caffeine technical renovation project
BRUNBFE RS R MISHT has still not been realised because of the effects of the drop in the
SHEBE T - M ETREHER K price and the increases the prices of raw materials, other projects
BE EAXE - HBEIGMPIEIEE has realized their profit forecast.

BERVERREE R BORED B TR
Foh o HERIE B EE & A TRRIK

2. BIR sl ep L BETE B B A TSR] 2. The construction of the state-level technical center has come into
HEEREER - A A T RERRFEER - the stage of preparation, and will begin to construct soon.
WAREANEEESTFRRIT - BIRBEER The unused proceeds were deposited in banks and will be used in accordance

BHEB®EA - with project commitments.
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Working Report of the Board

1. During the year, the Board of Directors passed resolutions

on nine occasions:

A

On 24 March 2005, the first meeting was convened
at the Company’s registered office, the results of the
meeting was published in the domestic Securities
Times, and Wen Wei Po, The Standard of Hong Kong
on 25 March 2005.

On 20 April 2005, the second meeting was convened
at the Company’s registered office, the results of the
meeting was published in the domestic Securities
Times, and Wen Wei Po, The Standard of Hong Kong
on 21 April 2005.

On 11 May 2005, the third meeting was convened at
the Company’s registered office, the results of the
meeting was published in the domestic Securities
Times, and Wen Wei Po, The Standard of Hong Kong
on 12 May 2005.

On 7 June 2005, the fourth meeting was convened by
way of a written resolution approving the extension of
terms of senior officers (namely Ms. Guo Qin,
Mr Zhang Zhongming, Mr. Huo Yong, Mr. Zhang
Daiming, Mr. Wang Xiaolong, Mr. Zhao Songguo,
Mr. Ren Fulong, Mr. Cao Changgiu and Ms. Guo Lei)
to the date of election of new directors.
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EFEIHESE @ Working Report of the Board(continued)

1. ERFERN  ARAEEgHEH 1. During the year, the Board of Directors passed resolutions
nNREg#H : (&) on nine occasions: (continued)
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On 7 July 2005, the fifth meeting was convened by
way of a written resolution, the details of the resolution
was published in the domestic Securities Times on 9
July 2005, and Wen Wei Po, The Standard of Hong
Kong on 8 July 2005.

On 28 July 2005, the sixth meeting was convened at
the Company’s registered office, the results of the
meeting was published in the domestic Securities
Times, Wen Wei Po and The Standard of Hong Kong
on 29 July 2005.

On 28 October 2005, the seventh meeting was
convened at the Company’s registered office, the
results of the meeting published in the domestic
Securities Times on 31 October 2005, and Wen Wei
Po, The Standard of Hong Kong on 4 November 2005.

On 19 December 2005, the eighth meeting was
convened by way of a written resolution, the details
of the resolution was published in the domestic
Securities Times, and Wen Wei Po, The Standard of
Hong Kong on 21 December 2005.

On 22 December 2005, the ninth meeting was
convened by way of written resolution, the details of
the resolution was published in the domestic Securities
Times on 23 December 2005.
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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”.

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 report.

Remuneration of Directors and Supervisors

Details of the remuneration of the Company’s Directors and
Supervisors are set out in note 13 to the Accounts prepared in
accordance with HKGAPP.

Individuals with the Highest Remuneration

The five individuals with the highest salaries paid by the Group
during the year 2005 were 2 directors and 3 employees.

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.

Service Contracts of Directors and Supervisors

Each of the Directors and Supervisors has not entered into a
service contract with the Company.

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).

—TTRETH

Annual Report 2005 69




ESERSE

REPORT OF THE BOARD O

EEE%H‘

AP+ ACD A R R R A R AE (]
EBEBNEERATRTFTREAAE
Ta# -

EFRESRZENHNG

ART) - HFFBAR - R R SR
ARARMHBAR 2 MR AEFERRF
PERER - OERAREEB BT
FF  BFEESAMEEAEANENS
4 o

& E

REEBEBRMZEARAURTEES
ERRHINEBAARERARRARE_F
ERFT A=+t —HILEFERENMR -
EERF T A=+ AFBHRRER R
BEEEBRRM G RAEHIRERE M
[er B ERmH KA -

MEHE

REEBEBRM SRR AE
ER@EDEMBEERFEEELR
IR EERNBE =T RFEENES
BERABHER S BENEHBER

Z]-
iR & i

BEFESHENRIASEHE_ST
AE+ AT BULFEERFNESY
AABARES416T T R10%IREVEER
BAES AREE22F T 5% AT
S ARM261F T BERRERHRES
10 AR#0.57T (T & B 490.482 7T AR
EF) 0 LB B17H9307,312,8308 A% &
150,000,000 HA% &1 & + Ht AR ¥
22,866 T ° A EEFHBIERARRZE
THEERAFRIEASERIE -

W R ERER DB RAF

70 Shandong Xinhua Pharmaceutical Company Limited

(continued)

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 2005 and the
financial position of the Group and the Company as at 31 December
2005 prepared in accordance with HKGAAP and PRC accounting
standards are set out in section headed “ACCOUNTS PREPARED
IN ACCORDANCE WITH HONG KONG GENERALLY ACCEPTED
ACCOUNTING PRINCIPALS” and “ACCOUNTS PREPARED IN
ACCORDANCE WITH 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”.

Profit Appropriation

In accordance with PRC accounting standards, the Group recorded
a net profit of approximately RMB 5,416,000 for the year ended
31 December 2005, 10% of which was transferred to the statutory
surplus reserves amounting to approximately RMB522,000, 5% to
the public welfare funds amounting to approximately RMB261,000.
The Board has recommended to distribute a final dividend at RMBO0.5
per 10 shares subject to the approval of the shareholders of the
following 2005 annual general meeting of the Company (equivalent
to approximately HK$0.482 per A Shares, tax inclusive) on
307,312,830 A Shares and 150,000,000 H Shares in issue, which
is aggregated to be approximately RMB22,866,000.



FERGREMERSHERA

AEBERARRBDARFERBR DT ZEE
BMENREEEBERMN SRR R
B B 5E6 -

B 2= S B B By AL o 48

AR TRASEE RRARHRRRERN
BRIREED RBHAFER

i i

REEBRARARNFLZANFHBENESIBNR
ARHRREALRBRA 2 S5 RBGRS
ZIRERREPHRIIZTRE G ERIRS
iR B B sE7N.23 % 75.24 o

BERE

REBREARAFR_-_ZERFERFTEE
BEBEAENIZE S LT ERMN 2 25T R A
EHIR B M 16 IR P B e 5 B4R #10R
BHiFER.9 0

8B 1T R ™R H 5™

REBRARATR-_ZERAF+_A=1+
—AMRITERREMERBE R FEH
RIRBEB L BERMA 2 RAGE SR B M
32Kk R B ERRHIR B N2k
7820 ©

BE{LHE

A ERAREEEBERTIRMEER
BB AL FIE -

il

T I LN
D OF DIRECTORS (continued)

Principal Activities and Geographical Analysis
of Operations

The turnover of the Group and the Company in various geographical
locations is set out in note 6 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 2005 are set out in Consolidated Statement of Changes
in Equity to the Accounts prepared in accordance with the HKGAAP,
and notes 6.23 and 6.24 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 2005 are set out in notes 16 to the Accounts
prepared in accordance with the HKGAAP, and note 6.9 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 2005 are set out in note 32 to the
Accounts prepared in accordance with the HKGAAP, and notes
6.12, and 6.20 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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(continued)

Staff Quarters

The Group did not sell any staff quarters to its employees during
the year ended 31 December 2005 but was required to contribute
8% 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 2005, contributions to the accommodation
scheme made by the Group in this respect amounted to
approximately RMB4,102,000.

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. For the year ended 31 December 2005, the total
contribution of the Group to Staff Basic Medical Insurance was
approximately RMB5,460,000.

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 2005, 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.
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Important Issues

Important issues of the Company for the year 2005 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 18.29% and
14.59% of the Group’s total purchases and total sales, respectively,
for the year ended 31 December 2005.

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

During the year ended 31 December 2005, neither the Company
nor any of its subsidiaries had redeemed, purchased or sold, any
of the Company’s listed securities.

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 2005, the total
contribution of the Group to the Scheme was approximately
RMB17,916,000.
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Connected Transactions

(1)

AEBELEXBHERNETZE
REBBMALRZWMENT ¢

(1)

Significant connected transactions, which were carried out in
the normal course of the Group’s business are as follows:

—EZH —ZEEN
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ARETT AREFT
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EERAF RANBAR With SXPGC and its fellow subsidiaries
- HERKRRREMH — Sale of finished goods and raw materials 19,170 28,716
- REERME — Purchase of raw materials 65,208 66,403
- KENE  BERRE — Purchase of property, plants and equipment — 9,512
- HeWA — Rental income 1,506 1,506
- BXSBRECRS — Payment for labour and other services 143 2,257
- BRERE — Trademark fee 200 200
i) NG] With associates
- REEREME — Purchase of raw materials 4,568 —
— HEKEA — Sale of water, electricity and steam 367 —
- FIEWA — Interest income 80 —
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carried out in the ordinary and usual course of the Group’s
business. The aggregate amount of the above transactions
for the year 2004 did not exceed 12% of the audited
consolidated turnover of the Group in the relevant year and
the aggregated amount of the above transactions for the year
2005 did not exceed the upper limit of RMB128,120,000
approved in the extraordinary general meeting held on
29 June 2005. 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 for each of
the year 2004 and 2005 did not exceed the upper limit of the
audited approved in the general meetings.
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Connected Transactions (continued)

(2) During the year of 2005, the Company paid certain expenses
on behalf of its immediate holding company totaling
approximately RMB24,602,000 (2004: approximately
RMB21,921,000), which were charged back to the immediate
holding company on a cost reimbursement basis. As at 31
December 2005, the amount due from the immediate holding
company in connection with such transactions amounted to
approximately RMB9,507,000 (2004: approximately
RMB13,953,000) which is unsecured, interest-free and has
no fixed term of repayment. SXPGC has undertaken that it
will full repay the fund in cash on or before 30 September
2006. The Company entered into the above transactions
pursuant to a revolving loan arrangement whereby SXPGC
provided guarantee in favour of the Company in the amount
of accumulative total RMB420,000,000 without taking any
counter-security.

The following were continuing connected transactions (the
“Continuing Connected Transactions”) for the Company during the
year ended 31 December 2005:

(1) On 7 December 1996, the Company entered into with SXPGC
a trademark licence agreement (the “Trademark Licence
Agreement”) for the exclusive use of the trademark “Xinhua”
(the “Trademark”) by the Company for its existing and future
products in and outside the PRC. Pursuant to the Trademark
Licence Agreement, the Company was granted the exclusive
right to use the Trademark for its existing and future products
in and outside the PRC at an initial annual fee of RMB600,000
increasing at the rate of an extra RMB100,000 per year until
the annual fee reaches the cap amount of RMB1,100,000,
which shall stay as such until the agreement is terminated.
The terms of the agreement shall continue to have effect
during the validity period of the Trademark, being 28 February
2013, subject to further renewal of the registration of the
Trademark. An annual fee of RMB200,000 was paid by the
Company under the Trademark Licence Agreement for the
year ended 31 December 2004 and the year ended 31
December 2005.
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(continued)

Connected Transactions (continued)

()

On 26 September, 2002, the Company entered into with
SXPGC an agreement (the “2002 Agreement”) in relation to
sale and purchase of chemical raw materials and sundry
items (including but not limited to water, electricity, steam
and such other items for the production of pharmaceutical
products) and the provisions of services to and from SXPGC
for a term from 26 September, 2002 to 31 December, 2006
subject to extension.

The principal terms of the 2002 Agreement are as follows:

(i)

(ii)

The Company shall purchase the following products and
services from SXPGC at market price:

(a) chemical raw materials primarily for the production of
pharmaceutical products;

(b) sundry items and materials relating to maintenance
and repair of production equipment;

(c) sundry items and services relating to packaging
products; and

(d) other raw materials and services as required by the
Company including labour services.

The prices for the products and services stated above shall
be determined in accordance with the market practice. But,
all of the relevant prices shall not be higher than the selling
price in respect of such items as offered by SXPGC to any
independent third parties.

The Company shall sell the following products and services
to SXPGC:

(a) water, electricity, and steam, at cost plus corresponding
tax and fees;

(b) sundry items of by-products during the manufacturing
processes, at market price;
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Connected Transactions (continued)

(iii)

(iv)

(c) maintenance of equipment and instruments at market
price; and

(d) other products and services as required by the SXPGC
at market price.

In any event, all of the relevant prices stated above shall not
be lower than the selling price in respect of such items as
offered to any independent third parties.

Each party shall pay to the other party for the products
ordered or services provided in a timely manner as specified
in each purchase order placed by the Company or SXPGC
from time to time;

The Company is not restricted from conducting transactions
with any third parties for the sale and purchase of the relevant
products and the provisions of services; and

The terms of the 2002 Agreement commences from 26
September, 2002 and ends on 31 December, 2006, subject
to extension. The 2002 Agreement will not be extended after
31 December 2006 and thus will be terminated on the same
date. The Company will recomply with the Listing Rules in
respect of the above continuing connected transactions with
SXPGC from 1 January 2007.
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Connected Transactions (continued)

As of 31 December 2005, SXPGC holds and owns approximately
46.89% of the total issued share capital of the Company and
constitutes a “connected party” of the Company for the purpose of
the Listing Rules. Therefore any transactions between SXPGC and
the Company constitute connected transactions under Chapter 14A
of the Listing Rules. The Continuing Connected Transactions
constitute continuing connected transactions under Chapter 14A of
the Listing Rules.

The Independent non-executive Directors of the Company
have reviewed the Continuing Connected Transactions, and
confirmed that:

(a) the Continuing Connected Transactions had been
entered into (i) in the ordinary and usual course of
business of the Company; (ii) either on normal
commercial terms or (where there is no available
comparison) on terms no less favourable than those
available to or from independent third parties (as the
case may be); and (iii) in accordance with the
Trademark Licensing Agreement and the 2002
Agreement on terms that are fair and reasonable so
far as the Company and its shareholders as a whole
are concerned;

(b) the annual aggregate amount of the Continuing
Connected Transactions for this financial year did not
exceed the maximum amounts of the Continuing
Connected Transactions for this financial year of
RMB128,120,000 (the “New Annual Cap”).

The Company’s auditors have confirmed in a letter to the
Board that the Continuing Connected Transactions:
(a) have received the approval of the Board;

(b) were in accordance with the pricing policies as stated
in the Company’s financial statements;
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Connected Transactions (continued)

(c) have been entered into in accordance with the terms
of the Trademark Licensing Agreement and the 2002
Agreement; and

(d) the New Annual Cap for the Continuing Connected
Transactions has not been exceeded.

The Continuing Connected Transactions and the New Annual Cap
were approved by the independent shareholders of the Company
(excluding SXPGC and its associates) at the Extraordinary General
Meeting held on 29 June 2005.

The Board confirms that the Company has complied with its
disclosure requirements for connected transactions in accordance
with Chapter 14A of the Listing Rules for the year ended 31 December
2005.

Auditors

PricewaterhouseCoopers have resigned as the international auditor
of the Company with effect from 7 December 2005 because the
Company failed to agree with PricewaterhouseCoopers on the audit
fee payable for the financial year ended 31 December 2005. The
Board of the Company agreed to appoint ShineWing (HK) CPA
Limited as the International Auditor until the 2005 annual general
meeting to be held in 2006. Further details can be referred to in the
announcement of the Company dated 9 December 2005.

The accounts of the Company and the Group for the year 2005
prepared in accordance with HKGAAP and PRC accounting
standards have been audited by ShineWing (HK) CPA Limited and
ShineWing, Certified Public Accountant, PRC respectively.

By order of the Board
He Duanshi
Chairman

Zibo, Shandong, PRC
24 March 2006
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