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Results of the Year

The Group continued to record substantial
growth in its results for 2006. The revenue
and profit attributable to shareholders for
the year reached RMB3,396,536,000 and
RMB379,617,000 respectively,
representing increases of 65.1% and
40.3% over last year respectively.
Earnings per share — basic increased by
32.8% to RMB40.5 cents.

During the year, the Group secured five
new gas projects, which were located in
Nanan City, Huian City, Shishi City and
Jinjiang City in Fujian Province and Laian
City in Anhui Province. As of the end of
2006, there were 64 city piped gas
projects, and the connectable urban
population increased by 20.6% to
39,073,000. Reaping from the advantage
of possessed resources, the Group has
instigated to develop compressed natural
gas (“CNG”") vehicle refuelling station
(“refuelling station”) business from 2002.
Apart from acquiring large-scaled
refuelling station business in Shanghai,
the Group has also built up 15 refuelling
stations in eight cities during the year.

Consequently, the aggregate number of
refuelling stations has been increased to
57, which fortifies the Group’s gas sales
volume and revenue in the long run.

During the year, the Group made piped
natural gas connections to 451,072
residential households and 1,493
commercial/industrial (“C/I”) customers
(connected to gas appliances of a total
installed designed daily capacity of
1,481,611 cubic meters). As of the end of
2006, the accumulated number of
residential households and C/I customers
of natural gas were 2,069,783 and 5,778
(connected to gas appliances of a total
installed designed daily capacity of
4,372,540 cubic meters) respectively, and
the accumulated number of residential
households and C/I customers of other
piped gas were 388,952 and 512
(connected to gas appliances of a total
installed designed daily capacity of
651,112 cubic meters) respectively. The
sales volume of gas for the year also grew
tremendously by 1.82 times whilst the
share of piped gas revenue over total
revenue was raised drastically to 47.8%,

revealing an economy of scale and the
prosperous development of the Group,
which consolidated the Group’s long term
recurring revenue in the future.

Financial Position

As at 31 December 2006, the Group’s
cash on hand was RMB1,567,552,000
(2005: RMB1,784,055,000), and total
debts were RMB4,022,936,000 (2005:
RMBS3,654,669,000). The net gearing ratio
(the ratio of net debt to equity excluding
minority interest) was 80.3% (2005:
83.8%). Whilst the Group has changed
from massive acquisition of new projects
to boosting gas penetration rate in our
existing projects, and the maturing gas
projects also bring stable cash flow, there
are sufficient financial resources to
support the development of the Group in
the long run.

Corporate Management

With a view to drawing on the best
practical management experience of the
corporations in the industry worldwide, so
as to bring the Group’s management
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quality in line with the state-of-the-art
corporations in this field, the Group has
joined force with IBM Global Services
(China) Company Limited (“IBM”) in 2006
to launch a consultation project on
process streamlining and information
system management. In June 2006, the
total IT solutions project was commenced
officially. Four subsidiaries were selected
as the trial run units. The Group was the
pioneer enterprise with parallel
implementation of the enterprise
management software SAP utilities
solution, oil and natural gas industry
solution and enterprise resource planning.
The total IT solutions project was put into
practice on 8 January 2007 as scheduled.

As of the end of 2006, the Group has gas
projects across 14 provinces,
municipalities and autonomous regions in
the People’s Republic of China (“PRC”").
Therefore, the Group has established
eight regional management centers
(merging the nine centers in 2005 for
reducing operation costs) to facilitate
management of gas projects. To ensure
achievement of the Group’s targets and
effective communication of the Group’s
strategy, the Group instigated a strategic
performance management project
effectively during the year. The project
divides the Group’s strategic target into
strata for execution at each company and
employee, enabling the transformation of
targets into actions and enhancing the
ability of strategy implementation in all
aspects. During the instigation process,
the Group’s strategy has been reviewed
with the stance and approach of strategic
communication clarified. The strategic
division of labour for each organisation
level has also been confirmed. All these
have strengthened the strategic co-
ordination among functional departments
and have provided a fundamental solution
for transplanting strategic execution.

International Awards

The Company was awarded “Chinese
Business 500" by Yazhou Zhoukan again
during the year, making it the sixth
consecutive year the Company gained
this award. The Company’s annual report
2005 was also awarded “Honourable
Mention, Best Annual Report Awards” by
The Hong Kong Management
Association, which revealed that the
Company’s annual report has provided
clear and accurate disclosure and has
served the function of shareholder
communication effectively. These awards
also reflected the recognition of investors
and professional institutions towards the
Company’s management quality and high
degree of transparency. In future,
management of the Group will endeavor
to maintain and achieve beyond this
outstanding performance and reputation
that have been gained by the Company
through challenging course.

Human Resources

As at the end of 2006, the Group had
13,355 employees (2005: 10,331),
providing sufficient human resources to
cater the need of the Group's
development.

The Group endorses the principle of
“based on people” and believes that
healthy employee development is the key
to the provision of satisfactory services to
customers. Therefore, the Group offers
learning and studying opportunities to
employees as a kind of benefits and
rewards, so as to encourage lifelong
learning among employees.

The Group also tailor-makes practical
career development plans for employees,
creates open career paths for them and
allows them to fully utilise their potential.
With a view to facilitating the progress and
growth of young employees, the Group
provides competition for promotion, job
rotation, on-the-job training and
promotion channel development to young
employees, which in turn ensure

adequate human resources for the
Group’s sustainable and healthy
development.

In light of ensuring clear understanding of
the Group’s development strategy and
vision among employees, concerning
employees’ personal growth as well as
encouraging employees’ action on
realisation of personal and corporate
value, in 2007, the Group will implement
employee satisfaction project in full force,
aiming to swell both the degree of
employees’ satisfaction and the Group’s
benefits.

Prospects

Energy, being the important strategic
resources for national economy and
national security, acts an indispensable
role in the course of modernisation. The
use of clean energy and development of
natural gas industry is an essential trend
under the continuous development and
energy structural adjustment in China
economy. Natural gas is deployed by the
PRC government as a major tool for
energy structure enhancement and
environmental protection. In 2004, the
PRC government established a new
energy strategy, which required a raise of
natural gas ratio in energy structure.
Whilst the demand of energy grows with
time in association with the continuous
rapid economic development in PRC,
there will be stringent energy supply in all
kinds continuously. The consumption
structure of natural gas has been
undergoing changes since 2005, with the
percentage of natural gas used in
chemical industry and urban areas
against total natural gas usage above
60%. This consumption structure will be
further improved under the rapid demand
growth of natural gas in PRC. In future,
natural gas will become the major fuel in
the urban gas market in PRC. The
urbanisation ratio will be raised from the
existing level of 43%, to 55% — 60% by
2020. Natural gas industry in PRC has
already come into its rapid development
phase.



With the rapid development of the Group
in the past few years, the Group has
established its pioneering role and market
position in the PRC gas industry. In view
of facilitating the Group’s development in
the long run, the Group has conducted a
scientific and rational adjustment on its
development strategy timely in prudent
manner. Instead of focusing on obtaining
a large number of new gas projects, we
shift our emphasis to boosting gas
penetration rates in our existing projects,
and exploring channels to provide bottled
liquefied petroleum gas (“LPG”) and other
clean energy alternatives to the sub-urban
areas around the existing project areas,
transforming the Company from a high-
growth company into a public utilities
company gradually. The average gas
penetration rate of the Group is 18.9%,
and there is still a considerable room for
growth before reaching the peak gas
penetration rate of 70% to 80%. With the
Group's coverage of 39,073,000 urban
population as well as prosperous C/I
customers base, it is expected that the
Group is able to maintain high growing
momentum even when the Group
decreases the number of new project
acquisitions immensely. In this regards,
the Group’s strategic adjustment is
supported by concrete fundamentals,
which facilitate the Group’s continuous
business development in the long run.

In recent years, apart from promoting
connection service, the Group has also
been actively developing C/I customers
and refuelling stations, which involve
users with much higher usage volume
than residential users. The revenue
structure of the Group has been
enhanced accordingly with the proportion
of one-off connection fee to the Group’s
total revenue falling continuously, in
particular, from 76.8% in 2001 to 39.9% in
2006. Gas sales revenue has also
increased drastically from 21.0% in 2001
to 47.8% in 2006. In the long run, gas
sales and gas profit contributions will take
over connection fee and become the

major revenue and profit contributions to
the Group. By the time, gas sales will also
provide more stable revenue to the
Group.

Stable and reliable natural gas source is
essential to the Group’s development
strategy realisation. On top of full
utilisation of long distance pipeline in
PRC, the Group has also actively explored
gas source by self production and has
seek to merchandise international gas
source. During the year, the Group has
invested in the coal chemical project in
Erdos, Inner Mongolia and utilises the rich
coal resources there for dimethyl ether
(“DME”) production. Being a kind of gas
fuels, DME is regarded as another clean
energy apart from natural gas, which can
be used as direct substitute for natural
gas and LPG. The project of DME has
received great support and
encouragement from the PRC
government. In the meantime, the early-
stage construction work for this project is
well in progress. It is expected that phase
one of this project will come into
operation in 2009 with an annual
production capacity of 400,000 tons of
DME. As a supplementary source for
natural gas, DME can meet part of the
Group'’s demand of gas source in future.
At the same time, the liquefied natural gas
(“LNG”) processing factory located in
Weizhou Island, Beihai, Guangxi invested
by the Group has come into production in
2006. This factory is the fourth LNG
processing factory in PRC. The factory
has started to provide natural gas to the
Group's projects in Guangdong province
and Guangxi in light of providing
additional natural gas source to these
projects and lowering the purchasing
cost.

Moreover, the Group has established
Xinao Energy Sales Company Limited
during the year and obtained the import
and export right of natural gas, LPG,
methanol, DME and various kinds of gas
materials, making the Group the fourth

company having the import/export right of
natural gas after the PRC'’s three oil and
gas giants (PetroChina Company Limited,
China Petroleum & Chemical Corporation,
CNOOC Limited). It turns a new leaf for
the Group’s future international energy
trading business and strengthens the gas
source security for the Group’s gas
projects.

In 2007, the Group will enhance
management and lower operational cost
through the promotion and
implementation of strategic development,
total IT solutions and balanced score
card. In addition, the Group will continue
to stick to the customer-oriented principle,
and to enhance customers’ satisfaction.
In association with the rapid development
of the Group’s business, Xinao Gas has
already established its market position.
The industry has entered the stage of
mergers and acquisitions, which provides
opportunities to the Group. Whilst
encountering these market opportunities,
the Group would evaluate every
investment decision with the most prudent
attitude. In light of minimising investment
risk, every project will undergo the most
prudent and stringent feasibility study
before an investment decision is made. In
future, the Group will actively implement
the distribution strategy of clean energy
and raise the operational results in all
aspects. In addition to contributing to the
environmental protection business in
PRC, the Group shall endeavour to
maximise the benefits of shareholders,
customers, employees, society and the
corporation.

Wang Yusuo
Chairman

19 April 2007
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OPERATIONAL LOCATIONS



West-East Pipeline

Zhongxian-Wuhan Pipeline

Shaanxi-Beijing Pipelines |

Operational Connectable Operational Connectable
Location Urban Population Location Urban Population
1 Langfang 445,000 33 Jinhua 109,000
2 Liaocheng 589,000 34 Wenzhou® -
3 Miyun 151,000 35 Longwan 316,000
4 Huludao 446,000 36 Xiangtan 718,000
5 Xingcheng 131,000 37 Dongguan 7,507,000
6 Pinggu 115,000 38 Lianyungang 702,000
7 Huangdao 300,000 39 Changsha 2,086,000
8 Changping 108,000 40 Kaifeng 829,000
9 Zhucheng 305,000 41 Jiaozhou 282,000
10 Chengyang 469,000 42 Zhuzhou 793,000
11 Yantai Development Zone® - 43 Jiaonan 289,000
12 Yantai 1,743,000 44 Tongliao 433,000
13 Gaoyou 153,000 45 Guilin 722,000
14 Bengbu 905,000 46 Huzhou 205,000
15 Zouping 192,000 47 Zhanjiang 589,000
16 Taixing 212,000 48 Luquan 88,000
17 Laiyang 254,000 49 Shangqiu 1,459,000
18 Yancheng 765,000 50 Shantou 1,362,000
19 Huaian 1,151,000 51 Guigang 350,000
20 Haian 189,000 52 Huangyan 579,000
21 Chuzhou 245,000 53 Yongkang 233,000
22 Luan 323,000 54 Zhaoqging Development Zone 63,000
23 Rizhao 300,000 55 Xianyang 529,000
24 Xinxiang 939,000 56 Luoyang 1,474,000
25 Xinghua 150,000 57 Quanzhou 1,003,000
26 Bozhou 215,000 58 Xiaoshan 356,000
27 Haining 223,000 59 Fengyang 103,000
28 Quzhou 176,000 60 Nanan 376,000
29 Shijiazhuang 2,313,000 61 Huian 141,000
30 Chaohu 210,000 62 Shishi 112,000
31 Lanxi 119,000 63 Jinjiang 365,000
32 Wujin 982,000 64 Laian 82,000

Remarks: (1) The population of Yantai Development Zone is included in Yantai

(2) Operational location in Wenzhou is in the development zone and does not have population data
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PROJECT OPERATIONAL DATA

Operational data as at 31 December 2006

Daily capacity of

Operational Year of Length of No. of existing existing natural
location™ establishment existing pipelines natural gas gas stations
(km)®@ processing stations (md)
Piped gas project
1 Langfang 1993 339 3 410,000
2  Liaocheng 2000 415 2 100,000
3 Miyun 2000 157 3 168,000
4 Huludao® 2000 194 1 30,000
5  Xingcheng 2002 - - -
6 Pinggu 2001 124 1 72,000
7  Huangdao 2001 226 1 72,000
8  Changping 2001 113 1 102,000
9  Zhucheng 2001 112 1 38,000
10 Chengyang 2001 217 3 400,000
11 Yantai Development Zone 2001 10 1 30,000
12 VYantai 2004 344 2 340,000
13  Gaoyou 2001 34 1 5,000
14  Bengbu 2002 190 1 96,000
15 Zouping 2002 49 1 130,000
16 Taixing 2002 89 2 396,000
17 Laiyang 2002 118 1 72,000
18 Yancheng 2002 114 1 30,000
19  Huaian 2002 174 1 70,000
20 Haian 2002 47 1 4,000
21 Chuzhou 2002 239 1 270,000
22 Luan 2003 76 1 60,000
23 Rizhao 2002 150 1 300,000
24 Xinxiang 2002 266 1 500,000
25 Xinghua 2002 49 1 50,000
26 Bozhou 2003 65 1 46,000
27 Haining 2002 101 2 396,000
28 Quzhou 2002 70 1 180,000
29 Shijiazhuang 2002 431 1 602,000
30 Chaohu 2003 45 1 120,000
31  Lanxi 2003 16 - -
32 Wujin 2003 397 2 430,000
33 Jinhua 2003 70 2 210,000
34 Wenzhou 2003 88 1 120,000
35 Longwan® 2004 - - -
36 Xiangtan 2003 134 2 180,000
37 Dongguan 2003 282 2 384,000
38 Lianyungang 2003 317 2 200,000
39 Changsha 2003 667 6 1,633,000
40 Kaifeng 2003 516 1 100,000
41 Jiaozhou 2003 101 1 40,000
42 Zhuzhou 2003 248 2 100,000
43 Jiaonan 2003 154 1 120,000
44 Tongliao 2004 40 1 50,000
45  Guilin 2004 71 - -
46 Huzhou 2004 90 1 620,000
47  Zhanjiang 2004 146 1 360,000
48 Luquan 2004 16 1 1,800,000
49 Shangqiu 2004 65 1 240,000
50 Shantou 2004 30 1 160,000
51 Guigang 2004 39 1 100,000
52 Huangyan 2005 64 - -
53 Yongkang 2005 37 1 120,000
54 Zhaoging Development Zone 2005 9 1 25,000
55 Xianyang 2001 343 1 410,000
56 Luoyang 2006 586 2 1,000,000
57 Quanzhou 2006 33 = =
58 Xiaoshan 1994 106 - -
59 Fengyang 2005 1 - -
60 Nanan 2006 9 = =
61 Huian 2006 10 - -
62 Shishi 2006 - - -
63 Jinjiang 2006 44 1 72,000
64 Laian 2006 12 - -
Other project
Shanghai (CNG) 2002 - - -
Shanghai (LPG) 1997 - - -
Total 9,234 74 13,563,000
Notes:
(1) Some operational locations are operated by two companies to separate the pipelines construction business and gas distribution business.
The combined data of the companies in each operational location is shown in this table.

(2) Existing pipelines consist of intermediate pipelines and main pipelines.
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Accumulated number of piped gas customers
(including natural gas)

Commercial/industrial Installed designed daily Number of
Residential customers capacity for commercial/ vehicle gas
households (sites) industrial customers (mq) refuelling stations

108,308
57,145
25,824
71,540

16,004
57,502
28,150
19,099
48,401

158,827
7,747
50,903
11,5673
13,206
22,366
34,533
42,000
6,888
26,293
23,188
23,739
92,892
5,198
7,794
16,211
18,336
327,107
13,178
2,644
39,422
26,894
4,660

60,624
65,180
76,336
232,031
111,004
18,916
115,235
14,148
12,934
22,464
22,517
23216
1,966
10,271
15,557
4,796
16,925
3,391

131,613
54,239
3,643
26,580
17

108
505
1,164
5,783

2,458,735

6,290

269,454
69,052
90,799
74,962

50,207
146,896
33,887
8,282
85,613
12,000
230,769
6,196
149,608
17,159
46,646
12,434
40,843
60,094
15,067
154,509
3,741
13,763
108,539
6,922
8,274
55,946
16,629
412,786
11,916
828
363,216
34,495
25,504

51,085
131,612
80,739
517,243
122,123
37,622
305,218
28,130
8,051
11,090
70,930
27,671

4,864

16,600
8,946

450,000
12,000
1,504
65,750
7,800

6,418

5,023,652

(8) The project in Xingcheng is operated by Huludao Xinao as a branch company. The operational data is included in Huludao.

(4) The project in Longnan is operated by Wenzhou Xinao. The operational data is included in Wenzhou.

57
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COMPARISON OF EIGHT-YEAR RESULTS

2006
Highlights (Group)
Number of connected households
(Piped Gas) 2,458,735 1,793,216 970,339
Installed designed daily capacity
for commercial/industrial
customers (m°) (Piped Gas) 5,023,652 2,495,479 1,250,873
Units of piped gas sold
Residential households (m?) 299,806,000 198,488,000 104,912,000
Commercial/industrial
customers (m?) 1,027,939,000 273,051,000 142,798,000
Length of existing pipelines ® (km) 9,234 7,268 4871
Number of natural gas processing
stations 74 64 51
Daily capacity of existing natural gas
processing stations (m?) 13,563,000 8,786,000 7,493,000
Turnover & Profit (RMB’000)
Turnover 3,396,536 2,056,826 1,439,945
Profit before taxation 533,632 400,540 313,108
Income tax expenses (49,772) (38,343) (9,196)
Profit for the year 483,860 362,197 303,912
Minority interests (104,243) (91,648) (53,264)
Profit attributable to equity holders
of the Company 379,617 270,549 250,648
Dividends 75,923 45,440 25,254
Assets & Liabilities
Non-current assets 6,329,211 4,390,976 3,013,077
Associate 340,173 76,571 61,025
Jointly controlled entities 295,530 235,432 170,499
Current assets 3,070,092 2,851,725 1,608,829
Current liabilities (2,699,439) (1,683,310) (1,261,830)
Non-current liabilities (3,467,139) (3,112,245) (1,230,748)
Net assets 3,868,428 2,759,149 2,360,852
Capital & Reserves
Share capital 102,825 95,819 91,954
Reserves 2,953,835 2,135,667 1,830,610
Equity attributable to equity holders
of the Company 3,056,660 2,231,486 1,922,564
Minority interests 811,768 527,663 438,288
3,868,428 2,759,149 2,360,852
Eamings per share 40.5 cents 30.5 cents 29.6 cents

M Length of existing pipelines consists of intermediate pipelines and main pipelines.




650,411 210,850 108,001 66,253 30,607
631,493 365,113 269,747 139,302 104,026
44,967,000 19,123,000 14,089,000 5,645,000 2,893,000
71,626,000 30,407,000 20,496,000 11,259,000 8,890,000
1,958 N 464 257 143

35 25 12 7 2
4,709,000 3,178,000 837,800 561,800 100,000
878,055 544,492 240,560 122,270 52,923
199,242 156,058 99,598 50,370 25,572
(2,957) (12,324) (11,081) (6,976) (3,836)
196,285 143,734 88,517 43,394 21,736
(13,195) (15,818) (9,250) (6,018) (6,653)
183,090 127,916 79,267 37,376 15,083

- - - 30,529 -
2,104,824 925,307 415,824 260,999 96,920
10,394 - - - =
22,105 2,500 - - =
960,602 842,558 307,481 174,032 161,784
(1,032,785) (456,841) (201,195) (334,507) (147,667)
(587,594) (276,030) (51,945) (20,915) (15,000)
1,477 546 1,037,494 470,165 79,609 96,037
78,122 78,122 66,462 - =
1,059,977 861,355 386,199 69,830 57,393
1,138,099 939,477 452,661 69,830 57,393
339,447 98,017 17,504 9,779 38,644
1,477 546 1,037,494 470,165 79,609 96,037
24.8 cents 18.0 cents 14.3 cents 8.9 cents 3.6 cents
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to be connected to us




22 MANAGEMENT DISCUSSION AND ANALYSIS

Xinao Gas will continue
to pursue innovation and
excellence in its
unrelenting efforts to
become a first class
clean energy distributor
1 in the PRC with
linternational recognition.




Industry Review

The use of clean energy and development
of natural gas industry is an essential
trend under the continuous economic
development and energy structural
adjustment in the People’s Republic of
China (the “PRC"). Natural gas is
deployed by the PRC government as a
major tool for energy structure
enhancement and environmental
protection. In 2004, the PRC government
established a new energy strategy, which
required a raise of natural gas ratio in
energy consumption structure to 7% by
2010. In the future, the PRC government
will actively invest in natural gas
infrastructure construction, including
50,000 km natural gas pipeline, tens of
million tons of liquefied natural gas
(“LNG”) import terminals and million tons
of LNG transportation capacity. About 10
LNG import terminals will be built at the
Bohai area, the Yangtze River Delta, and
the Pearl River Delta and the capacity of
the LNG import facilities will reach 50
million tons. It is expected that by 2020,
natural gas consumption in the PRC will
reach 220 billion cubic meters. The
development of the PRC natural gas
industry has come into full swing.

Whilst the annual growth rate for
petroleum output in the PRC is only 2%,
the natural gas output is growing at the
high speed of about 20% per annum, and
it is estimated that the natural gas output
for 2007 is about 72 billion cubic meters. It
is forecasted that natural gas supply in
the PRC will have planned and
comprehensive trends: firstly, West-East
gas transfer, high-quality natural gas is
transferred from the west to coastal areas
in the east (its current annual transmission
capacity is 12 billion cubic meters, and
such capacity is expected to increase
further in the future); secondly, North-
South gas transfer, natural gas from the
north and even Russia is transferred to the

Bohai area, the Yangtze River Delta and
the Pearl River Delta; thirdly, offshore gas
to land, on the one hand, natural gas
produced by the PRC in offshore areas is
transferred to coastal areas (it is
estimated that the annual offshore gas
capacity of the South China Sea, the
Bohai Sea and the East China Sea will
reach 10 billion cubic meters), and on the
other hand, imported LNG is supplied to
coastal areas by precedence (the
Guangdong LNG Terminal has
commenced operation, whilst the LNG
projects in Fujian Province, Zhejiang
Province and Shanghai Municipality have
commenced development and other
coastal provinces and cities are also
making plans, and together with offshore
gas to land, it will form a coastal natural
gas supply network by 2020); nearby
supply, areas surrounding resource pools
utilise natural gas nearby; fourthly,
diversified gas sources, to increase
natural gas reserve by advanced
exploration techniques and to raise import
volume of natural gas through
international cooperation.

During the 11th Five-Year Plan period,
there is more rapid development on clean
energy and a continuous rapid growth on
natural gas, and it is expected that the
coal-based clean energy industry will
usher in a new development area full of
vitality. The fast-growing natural gas
market will deliver major opportunities for
the Group. The Group will make a correct
assessment of the situation and seize the
opportunities to continue in contributing to
environmental protection of the PRC and
creating value for shareholders in the long
run.

During the year, the PRC government
continues to encourage the development
of the non-state-owned economy. Since
the issue of “Opinions on encouraging the
development of non-state-owned

economy” by the State Council of the PRC
at the beginning of 2005, the market
liberalisation of energy distribution, in
particular city piped natural gas in the
PRC has been maturing and getting
enhanced.

According to the 11th Five-Year Plan, the
PRC government will strengthen the
development of basic industries and
infrastructures, emphasise both oil and
gas, reinforce the exploration and
exploitation of oil and gas, extend the
cooperation with other countries, increase
strategic oil reserve capacity, develop oil
substitutes steadily, tighten controls on
environmental pollution and ensure
protection to the natural ecosystem.
During the year, various government
departments, including the National
Development and Reform Commission,
the State Energy Bureau and the State
Administration of Taxation, set forth
various policies for more stringent
measures on pollution and encouraging
the development and utilisation of clean
energy and sustainable utilisation of
existing resources, including natural gas,
vehicles using clean fuels in the city, coal-
based clean fuels. The current PRC
government policies strongly encourage
and support the development of piped
gas market.

Business Review

The principal businesses of the Group are
the construction of gas pipelines, the sale
of piped gas, operation of natural gas
refuelling stations, the sale of bottled
liquefied petroleum gas (“LPG”) and the
sale of gas appliances.

During the year, following the Group’s
strategic adjustments, one of the Group's
main focuses for 2006 and the coming
few years is to boost gas penetration rate
continuously.

As of 31 December 2006, the Group’s gas
penetration rate was 18.9% which is
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higher than 2005. With the rapid growth in
the number of connected residential
households and commercial and
industrial (“C/I") customers in the piped
gas projects as well as the vehicle gas
refuelling stations (“refuelling station”), the
Group’s natural gas sales volume also
increased remarkably. As the increase of
gas sales is faster than growth in
connection fee, in spite of the strong
growth in connection fees, the Group
expects that the proportion of gas sales to
total turnover will increase, and gas sales
will take over as the major source of
revenue and profit.

During the year, the Group followed its
development strategy and continued to
devote lots of efforts to connecting more
residential households in the project
cities. The Group’s high-level piped gas
business is a natural monopoly in nature.
The main connection target of the Group
will continue to be the residential
households in new and existing buildings
in the area covered by our pipeline
network.

Flats connected to piped natural gas have
become popular and are preferred by new
home buyers. Also, there has been
increased consumer awareness of the
advantages of cleanliness, economy and
convenience in natural gas over other
main fuels used in the cities. These
boosted the connection business of the
Group and lowered the Group’s costs for
developing new customers.

During the year, the Group made natural
gas connections for 451,072 new
residential households, 34.8% more than
last year. The average connection fee
paid by households was RMB2,784. The
substantial growth in connection proves
once again the Group’s ability to increase
gas penetration rates in the project cities.

As at the end of 2006, the Group had
accumulated 2,069,783 natural gas
residential customers, and the natural gas

penetration rate was 15.9%. If the other
piped gas residential customers were also
included, the Group had accumulated
2,458,735 piped gas residential
customers, and the piped gas penetration
rate was 18.9%. As the population
coverage in 2006 grew by 6,686,000, if
this factor is set aside, the Group’s
penetration rate against last year’s
projects has increased to 22.7%.
According to the industry experience,
penetration rate of piped gas can reach
above 80% ultimately. In this connection,
the Group still has a large pool of
potential customers for new connections.

During the year, the international oil price
continued to soar, and the supply of coal,
electricity and oil in the PRC continued to
be tight. As the local governments in the
PRC have implemented more stringent
measures for environmental protection
and put more efforts in controlling
industrial pollution, more and more cities
restrict the use of coal as primary energy
source and require new commercial or
industrial projects to use clean energy
and change some of the existing coal-
burning furnaces into natural gas-burning
furnaces, which expedite natural gas
connection for C/I customers. Apart from
government support, there will be more
and more natural gas sources available, it
facilitates the Group to connect more
large volume C/I customers.

Furthermore, the Group, together with
International Finance Corporation (the
private sector arm of the World Bank
Group) (“IFC”") and Industrial Bank Co.,
Limited (“Industrial Bank”), has launched
the “China Utility-Based Energy Efficiency
Finance Program” during the year to
promote the use of clean energy among
C/I customers. The program allows IFC to
provide financial guarantee to Industrial
Bank, and in turn Industrial Bank will have
confidence to offer loans to the C/I
customers of Xinao Gas. The C/I

customers may use the loans for paying
connection fees, gas engineering fees
and purchasing gas related equipment. It
is IFC’s first program of the kind in Asia
and attracts a lot of attention from the
World Bank and environmental funds in
the world. The Group has decided to have
12 project companies to be the first batch
participating in the program.

During the year, the Group provided
natural gas connections for 1,493 new C/I
customers (connected to gas appliances
of a total installed designed daily capacity
of 1,481,611 cubic meters), 41.7% more
over last year. The average connection
fee was RMB281 per cubic meter.

As at the end of 2006, the Group had
accumulated 5,778 natural gas C/I
customers (connected to gas appliances
of a total installed designed daily capacity
of 4,372,540 cubic meters). If the other
piped gas users were also included, the
Group had accumulated 6,290 piped gas
C/I customers (connected to gas
appliances of a total installed designed
daily capacity of 5,023,652 cubic meters).

The Group has started its strategic
adjustment in 2005 to have sustainable
development in the long run. The Group
has shifted the emphasis from acquiring a
large number of new gas projects to
boosting gas penetration rates in our
existing projects, developing refuelling
station business and exploring channels
to provide bottled LPG and other clean
energy alternatives to the sub-urban areas
around the existing projects, which will
increase long term natural gas sales. As
there will be more piped natural gas
sources in the future, the Group will
continue to obtain some quality projects
in large scale or projects that have
strategic significance for the Group.
During the year, the Group obtained five
projects, namely, Jinjiang, Shishi, Nanan
and Huian in Fujian Province, and Laian in
Anhui Province. The Group's number of



projects increased to 64 this year from 59
last year, and the connectable population
grew by 20.6% to 39,073,000
(approximately 13,024,000 households)
by the end of 2006 from 32,387,000
(approximately 10,796,000 households)
last year. This further strengthens the
Group’s long term revenue source and
fortifies the Group’s leading role in the
industry. Among the newly acquired
projects, the four projects in Fujian
Province were new projects obtained in
Fujian Province following Quanzhou in
2005. They are also closed to the
Quanzhou Project. Laian Project in Anhui
is also close to the Group's existing
projects in Bengbu and Chuzhou, and like
Fengyang Project last year, it is also a
successful example of the Group’s
development model, which is the
expansion from core project to periphery
cities and towns.

During the year, the Group’s total sales
volume of piped gas was 1,327,745,000
cubic meters, 1.8 times more than last
year, and 299,806,000 cubic meters and
1,027,939,000 cubic meters piped gas
was sold to residential households and
C/I customers respectively, representing
increases of 51% and 2.8 times
respectively over last year. The sales
volume of gas to C/I customers made up
77.4% of the total volume of gas sales,
showing that the Group has large volume
users to support the large gas sale. It is
expected that the proportion of sales
volume to C/I customers will continue to
grow and allow the Group to enjoy
economy of scale in gas sale and stable
long term revenue.

With even more plentiful gas sources and
the growth in various customers of the
Group, gas sales revenue has become
the major revenue source, and its
proportion in future revenue will continue
to get larger. With more and more
maturing projects, gas sales will have

increasingly higher contribution to the
Group’s profit. Such enhanced revenue
structure will bring in stable long term
cash flow to the Group. As the gas sales
volume for C/I customers is much higher
than residential households, the Group
will continue to develop the markets of
both residential households and C/I
customers.

Since vehicle emission is now a major
source of pollution in the large cities in the
PRC, the PRC governments promote the
policies on converting vehicles to using
clean energy. This will further accelerate
the refuelling station business. Besides,
the price of natural gas is cheaper in
comparison with the vehicle-used
gasoline in the PRC. Therefore, through
developing refuelling station business, the
Group can raise the distribution volume
and revenue on clean energy in future on
top of contributing to the environmental
protection business. In this regard,
refuelling station business is one of the
Group’s business focuses in this year and
the future, and it is expected that the
revenue from refuelling station business
will become one of the Group’s major
revenue sources in the long run. During
the year, the Group has collaborated with
Shanghai Communication University and
Shanghai Tongji University for a research
on the development and application of
alternative vehicle-used gas, such as
dimethyl ether (“DME”") and hydrogen.

Apart from converting 5,726 taxis and 350
buses into vehicles using CNG in existing
project cities, the Group has also keenly
developed refuelling station business in
other areas. During the year, the Group
has obtained approval from local
governments of Xingtai City and Handan
City of Hebei Province, Nantong City and
Zhenjiang City of Jiangsu Province, and
Xinzhou City of Shanxi Province to build
43 CNG refuelling stations. The Group

also established Nantong Xinao Vehicle
Gas Development Company Limited and
Zhenjiang Xinao Vehicle Gas
Development Company Limited in
Nantong City and Zhenjiang City
respectively, which would specialise in the
business of vehicle gas sales.

At the same time, the Group has
successfully acquired Shanghai Jiuhuan
Automobile Liquid Gas Development
Joint-Stock Limited Company and
Shanghai Jiuhuan Automobile Natural
Gas Development Company Limited.
These two companies separately own 32
refuelling stations in aggregate,
comprising about half of the refuelling
stations and the vehicle gas sales volume
in Shanghai. The successful acquisition of
these companies has not only increased
the number of refuelling stations
immensely, but also led the Group’s way
into the Shanghai market, providing a
foundation for the crystallization of
strategic target in future.

As at year end, the Group has obtained
government approval of 212 refuelling
stations in aggregate, There are 57
refuelling stations constructed/acquired
and in operation.

Security of natural gas source is the key
factor for the development of the Group in
the long run. Apart from signing take-or-
pay contracts with suppliers at West-East
Pipelines, Zhongxian-Wuhan Pipelines
and Guangdong LNG Terminal, the Group
has also continued the development of
alternative energy source for natural gas.
During the year, the Group has invested in
Erdos, Inner Mongolia together with Xinao
Group Company Limited and Xinneng
Investment Group Limited to utilise the
rich coal resources and clean production
technique for the production of DME,
which is a clean fuel and can be used as
direct substitute for LPG and diesel. It is
expected that phase one of this project
will come into operation in 2009 with an
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annual production capacity of 400,000
tons of DME. Moreover, the Group has
collaborated with renowned tertiary
institutions including Shanghai
Communication University on research
about the application technology for
substituting natural gas with DME. On top
of promoting the use of DME among
residential customers and C/I customers,
there are also active promotion on vehicle
used fuel.

In addition, the construction of the LNG
project in Weizhou Island, Beihai, Guangxi
was completed, and phase one of the
project has come into operation. It is the
fourth LNG plant in the PRC. The plant will
mainly supply LNG to the Group’s
projects in the south to meet the gas
demand of the projects and further
reduce the purchase cost of gas.

Phase one of Guangdong LNG project,
which is the first import LNG project in
PRC, has come into operation on 28 June
2006. A take-or-pay contract with a term
of 25 years has been signed in the Phase
one of the project with the upstream
supplier in Australia. The Dongguang
Project makes up an important part of the
Guangdong LNG project. In early August
2006, upstream piped natural gas supply
commenced for the Group’s project
Dongguan Xinao Gas Company Limited
(“Dongguan Xinao”). Supply to customers
has come into operatin on 28 September
in the same year, providing supportive
condition for connection with prosperous
C/I customers under Dongguang Xinao
project.

With a view to broadening energy
purchasing channel and to crystallising
the Group’s strategic targets of energy
distribution, the Group has been actively
seeking international purchase of clean
energy. The Group has established Xinao
Energy Sales Company Limited during the
year and obtained the import and export
right of natural gas, LPG, methanol, DME
and various kinds of gas materials,

making the Group the fourth company
having the import/export right of natural
gas after the PRC’s three oil and gas
giants, which has paved the way for the
Group’s international energy trading
business.

In 2006, the Group has established the
energy distribution system with main
channels on road and railway
transportation through Xinao Energy
Logistics Company Limited. The system
sets up a commercial value chain along
the line from energy purchase, energy
logistics to energy distribution serving
end-users. It serves as an effective
solution for gas source issue, raises the
commercial value of the Group, broadens
the source of profit, and further secures
gas supply.

At the same time, the Group has invested
capital and resources to strengthen the
gas supply system and contingency
supply system. During the year, additional
58 LNG trucks were purchased, raising
the total number of trucks to 170 with a
total one-time transmission capacity of
4,086,800 cubic meters. Moreover, on
stable gas supply security, the Group is
able to get accurate figures on gas stock
level and information on demand and
supply by using information technology
and logistic information system. This
raises the normal supply capability and
contingency supply capability.

The Group continues to adopt the prepaid
stored-value card system for all projects.
Under the system, every newly-connected
residential customer will receive a stored-
value card and is required to prepay for
the gas. This system can totally eliminate
the possibility of bad debts and save
huge administrative expenses, thus
enhancing the Group’s cash flow.

Starting from 2004, some of the Group’s
project companies started to cooperate

with local banks for collection of gas
usage charges. The widespread network
resources of the banks have fostered
satisfactory effectiveness in gas usage
charges collection. During the year, there
is increasing number of enterprises under
the Group cooperating with local banks
for collection of charges. The Group has
benefited from the reduction of the
corporate administrative expense whilst
the local banks could utilise the Group’s
customer base for business development,
which creates a win-win situation.

During the year, the Group sold 58,136
tons of bottled LPG (2005: 45,179 tons),
increased by 28.7% over last year. The
operating profit of bottled LPG increased
from RMB3,960,000 in 2005 to
RMB10,769,000 this year.

In association with the Group’s strategic
adjustment, the Group has fully utilised its
corporate branding, the capacity of
infrastructure in urban centre and
management resources for expanding the
construction of distribution channels to
the suburban areas. Riding on DME, the
clean fuel with costing advantage, the
Group has expanded its shares in the
energy distribution market. In 2006, the
Group has made distribution of LPG as a
component of the Group’s strategy.

During the year, the Group has joined
force with Roland Berger Strategy
Consultants Co., Ltd., a consultation
company with international reputation, to
increase revenue from the suburban and
agricultural village market with huge
population riding on the technique
development of substituting LPG by DME.
The project also broadens customers
base, crystalises a rational business
structure and expedites the realization of
clean energy distribution strategy.



The Group sells cooking stoves, water
boilers, heaters and stored-value card gas
meters. The Group produces stored-value
card gas meters itself, most of which are
used by the Group in its own connection
business, which can lower the average
cost of gas meters. The Group also sells
gas meters to other gas distributors,
which generated additional income for the
Group.

In 2006, the Group’s overall gross and net
profit margins were 14.2% and 35.1%
respectively, representing drop of 2.4%
and 3.4% in comparison with last year
correspondingly. One of the major causes
for the drop was the change in the Group’s
revenue structure. As the Group has been
increasing gas penetration rates, the share
of piped gas sales revenue has increased
drastically from 37.4% last year to 47.8%,
whereas the share of connection fee has
fallen immensely from 50.2% to 39.9%.
Notwithstanding the satisfactory growth of
both piped gas sales revenue and
connection fee, the higher profit margin of
connection fee in comparison with piped
gas sales drives the Group’s gross and net
profit margin to a downward track under
the change of revenue structure. Such
trend will continue until the revenue
structure becomes relatively stable. Yet,
this reveals that the Group’s revenue
structure has been further enhanced
through the gradual changes from relying
on one-off connection fee to recurring
piped gas sales which is stable in long
term.

Another reason for the drop of profit
margin comes from the adoption of new
accounting standard. In particular, the
options granted by the Group to the
senior management and the convertible
bonds issued in 2004 has led to the
expenses of RMB57,370,000 and
RMB4,392,000 respectively, both amounts

were non-cash expenses but recorded as
reserves, which reduced the Group’s
profit directly.

The Group has maintained good record
on safe operation and put paramount
priority on safe operation always. During
the year, the Group drew on the
experience from the advanced associates
in gas business in United Kingdom
(“UK"), enhanced safety management
manual, operation management manual
and contingency manual, and
restructured the technical quality safety
department into asset management
department and health, safety and
environmental management office.
Accordingly, an effective monitoring and
control system has been established
swiftly. The Group set up a safety
monitoring expertise team, which would
deploy measures such as random
checking and sudden visit to strengthen
monitoring effectiveness. Other measures
including the establishment of safety
information briefing channel and timely
safety check reporting, conducting
seminars on dangerous point recognition
for alleviating safety risk. In addition, three
enterprises including Dongguan Xinao
have established geographical
information system.

During the year, the Group continued the
development of the gas professional
training centre, which was established
together with a UK Company, Utilise
Training & Development Solutions Limited
to conduct trainings and the professional
qualification recognitions, with an aim to
enhance the professional qualification and
expertise of the employees for provision
of good services to customers. Riding on
the trainings and the professional
qualification recognition framework of
Levels 1 to 3, the Level 4 has been
introduced during the year to further
develop outstanding employees, so as to
further enhance operational safety level

and efficiency. During the year, the
training center conducted 20 sessions of
training courses, bringing the
accumulated number of employees
passing Occupational Qualification
Examinations (“Examinations”) to around
1,800. In 2007, the Group will introduce
Level 5 (the highest level) Examinations,
as well as the training and qualification
recognition to foster the safety technique
and quality of employees and ensure safe
operation.

With a view to drawing on the best
practical management experience of the
corporations in the industry worldwide, in
2005, the Group has joined force with IBM
Global Services (China) Company Limited
(“IBM”) to launch a consultation project
on process streamlining and information
system management. Under the early
stage of process streamlining, the total IT
solutions project was commenced
officially in June 2006. Four subsidiaries
were selected as the trial run units, with
project teams comprising experienced
employees being set up for project
implementation in full swing. The Group
was the first enterprise with parallel
implementation of the enterprise
management software SAP utilities
solution, oil and natural gas industry
solution and enterprise resource planning.
The total IT solutions project was put into
practice on 8 January 2007 as scheduled.
It is expected that the total IT solutions
project will be implemented in full force by
20009.

To ensure effective communication of the
Group's strategy and to enhance the
ability of strategy execution, the Group
instigated a strategic performance
management project effectively during the
year. The project emphasises
development of strategic solution
capability among fundamental units,
effective communication of the Group’s
strategy along the organisation structure
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pyramid, and the establishment of the
cycle of strategy-performance-motivation.
Under this project, the Group's strategy
has been clarified, the review and
configuration work for strategy diffusion
among Group members have also
commenced, which have provided a
fundamental solution for transplanting
strategic execution.

The Company was awarded “Chinese
Business 500" by Yazhou Zhoukan again
during the year, making it the sixth
consecutive year the Company gained
this award. The Company’s annual report
2005 was also awarded “Honourable
Mention, Best Annual Report Awards” by
The Hong Kong Management
Association, which revealed that the
Company’s annual report has provided
clear and accurate disclosure and has
served the function of shareholder
communication effectively. These awards
also reflected the recognition of investors
and professional institutions towards the
Company’s management quality and high
degree of transparency. In future,
management of the Group will endeavor
to maintain and achieve beyond this
outstanding performance and reputation
that have been gained by the Company
through challenging course.

It is always the Group’s believe that
quality customer service is the key for
maintaining good and long term relations
between the Company and customers
and the bedrock for the Group’s
sustainable business development.
Succeeding from the recognition and
credit obtained by 11 project companies
of the Group from local customers as well
as government authorities in the cities
they operate last year, 12 project
companies have obtained awards like
“Units with High Consumer Satisfaction”
and “Units Trusted by Consumers”, etc,
from the local consumer councils during
the year.

During the year, the Group has introduced
services qualification framework (Level 2
and 3) with Utilise Training & Development
Solutions Limited. During the year, 58
sessions of training courses have been
conducted and 600 participants joining
the assessment have gained the
qualification. Under the services
qualification recognition framework, the
customer services technique of
employees has been improved, which in
turn enhanced the quality of the Group’s
services.

At the same time, with a view to assessing
the services quality objectively,
strengthening control of services quality,
and identifying the key factors of
customers’ satisfaction, the Group has
collaborated with TNS China to develop a
Xinao Gas customer services satisfaction
research. The third-party inspection under
this project can provide scientific
evidence on eliminating customers
dissatisfaction.

In 2006, seven more project companies of
the Group also have launched the 95158
national customer service hotline, raising
the number of project companies with
95158 services to 25. Our customers can
simply dial 95158 to access their local 24-
hour customer service centers, enabling
hassle-free communication for customers
with us.

In addition, the project companies of the
Group follow the Group’s unified
requirements to visit customers for safety
checks on customers’ gas appliances
twice a year. These measures, drawing on
the concept of “prevention is better than
cure”, help to eliminate customers’ worry
on potential safety problems, and thus
increase the trust of our customers.

We always uphold the principles of
“based on people” and believe that the
creation of customers’ satisfaction is

rooted at healthy personal growth of
employees. Therefore, we put great
emphasis on recruitment and internal
training. In 2006, subsidiaries of the
Group have implemented competitional
promotion system, where outstanding
young employees were screened through
internal selection and open competition
and to be promoted as management.
Through the series of measures, the
mechanism of executive selection,
training and promotion has been polished
well for enhancing vitality of executive
team.

Moreover, the Group has provided
planned learning channels for employees
as usual, and encourages staff to have
lifelong learning. The Group offers
learning and studying opportunities to
employees as a form of benefits and
rewards. We have invited reputational
expertise and professors from universities
around the world to provide two days of
training every month to employees. In
addition, we have sponsored some
employees with development potential
and enthusiasm in work to further study in
renowned local and overseas universities,
S0 as to enhance their competence,
professional skills and quality. At the
same time, new employees were provided
with specialised practice and care of living
to facilitate qualification acquisition of new
employees within short period of time,
and to foster new employees’ ability to
provide quality services by the time they
participate in the work, so as to ensure
smooth operation.

As at 31 December 2006, the Group had
13,355 employees, of which eight based
in Hong Kong and the others based in the
PRC. They were remunerated at market
level with benefits like bonus, retirement
benefits, insurance, professional training,
share option scheme, etc.



Financial resources review

As at 31 December 2006, the Group’s
cash on hand was equivalent to
RMB1,567,552,000 (2005:
RMB1,784,055,000), and its total debts
was equivalent to RMB4,022,936,000
(2005: RMBS3,654,669,000). Its net gearing
ratio, i.e. the ratio of net debt to equity
(excluding minority interests), was 80.3%
(2005: 83.8%).

Under the US$25,000,000 Loan
Agreements with IFC, the Company, Mr.
Wang Yusuo (“Mr. Wang”) and the
Borrowers (i.e. Bengbu Xinao Gas
Company Limited, Shijiazhuang Xinao
Gas Company Limited and Xiangtan
Xinao Gas Company Limited, subsidiaries
of the Company) have entered into the
Share Retention Agreements with IFC on
18 May 2004 whereby Mr. Wang has
agreed, according to the Loan Agreement
and the subsequent amendment thereto,
that so long as any monies remain due or
to become due and owing by the
Borrowers to IFC under or in respect of
the Loan Agreements, he and Ms. Zhao
Baoju (“Ms. Zhao”) will own, in aggregate,
directly or, at any time that he and Ms.
Zhao own in aggregate all the shares in
the capital of Xinao Group International
Investment Limited (formerly known as
Easywin Enterprises Limited) (“XGII"),
indirectly through XGlI, at least 27% of the
issued share capital of the Company. Mr.
Wang and Ms. Zhao are the beneficial
and legal owners of XGll, which is owned
as to 50% by Mr. Wang and 50% by Ms.
Zhao. As at 31 December 2006, XGll and
Mr. Wang together held 35.13% interests
of the Company.

The Company issued five-year convertible
bonds (“CB” or “CBs”) in an aggregate
principal amount of HK$550,000,000 on
15 November 2004. The CBs are zero
coupon bonds; the issue price is 100%
whereas the redemption price is 106.43%,
which means that the effective interest
rate is 1.25% per annum. The
bondholders have the option to require

the Company to redeem the CBs 2.5
years after the issue date. If the
bondholders do not exercise the option of
redemption, then they have to hold the
CBs to maturity or exercise the conversion
right during the conversion period.
Bondholders can exercise the conversion
right between 15 December 2004 and 15
November 2009 and convert the CBs into
ordinary shares of HK$0.10 each of the
Company, and the Company has the
option to issue share or pay cash in lieu of
shares to such bondholders. The
conversion price for each ordinary share
at the issue date of the CBs was
HK$5.4375, which is subject to
adjustment for events, if any, which may
have diluting effects after the issue.

As at 31 December 2006,
HK$458,700,000 (equivalent to
RMB460,856,000) of CBs was converted
into 84,358,594 ordinary shares of the
Company. There were HK$91,300,000
(equivalent to RMB91,729,000) of CBs
outstanding. If all the outstanding CBs are
converted into shares, around 16,790,804
ordinary shares of the Company will be
issued, equivalent to 1.72% of the total
issued share capital of the Company as at
31 December 2006.

On 5 August 2005, the Company issued
7-year bonds in the aggregate principle
amount of US$200,000,000 (equivalent to
RMB1,614,040,000) with issue price and
redemption price of 100%, which are
unconditionally and irrevocably
guaranteed by the guarantor subsidiaries.
The guarantor subsidiaries are wholly-
owned subsidiaries of the Company and
are primarily holding companies that
operate through subsidiaries. The coupon
of the bonds is 7.375%, and interests are
paid semi-annually.

As all the operations of the Group are in
the PRC, if the appreciation of RMB would
continue in the future, the Group will
benefit from earning RMB and repaying
foreign currency debts, the finance
charges for foreign currency debt will be
lowered indirectly.

Currently, the Group’s operating and
capital expenditures are funded by
operating cash flow, internal liquidity,
bank loans and issued bonds. The Group
has sufficient sources of funds and
unutilised banking facilities to meet the
future capital expenditure and working
capital requirements.

As at 31 December 2006, the Group’s
total bank and other borrowings
amounted to RMB4,022,936,000 (2005:
RMBS3,654,669,000), including zero
coupon CBs at fair value of
HK$127,000,000 (equivalent to
RMB127,597,000), loans and bonds of
US$222,500,000 (equivalent to
RMB1,737,436,000) and mortgage loans
of HK$8,974,000 (equivalent to
RMB9,016,000). Apart from the zero
coupon CBs and the fixed rate
US$200,000,000 bonds, other US dollar
loans and HK dollar mortgage loans bear
interest at floating rates, and the
remaining bank and other borrowings are
denominated in Renminbi at fixed interest
rates or the interest rates released by the
People’s Bank of China. The project
companies used the Renminbi loans as
their working capital and operational
expenditure. Except for the loan amount
of RMB1,504,258,000 equivalent that has
to be secured by assets with the net asset
value of approximately RMB119,613,000
equivalent, all of the other loans are
unsecured. Short-term loans amounted to
RMB619,140,000 while the remaining
were long-term loans falling due after
more than a year. Details of capital
commitments are set out in Note 43 to the
Financial Statements.

As all the operations of the Group are in
the PRC, revenues and expenses were
mainly denominated in Renminbi. Hence,
there were no significant foreign exchange
exposures or risks. The Group has
entered into interest rate swap contracts
for the US dollar bonds. The Group will
monitor the market trends of interest and
exchange rates closely and make
appropriate adjustments when necessary.



palw sBUIpIOH seD oyuix W



The combustion of Natural gas is a
natural gas emits

safe, efficient

less carbon dioxide and economical
than coal energy source




XinAo Gas Holdings Limited

. Qiao Limin

YU Jianchag

WANG Yusuo

HEUNG Yip Sang

YANG Yu

lHAO Jinfe

CHENG Chak Ngok



Executive Directors

, aged 43, is a co-
founder, the Chairman and an Executive
Director of the Company. He is
responsible for overseeing the Group’s
overall strategic planning and providing
leadership for and overseeing the
functioning of the Board. Mr. Wang has
over 20 years of experience in the
investment in, and the management of,
the gas business in the PRC. He holds a
master’s degree in management from the
Tianjin University of Finance and
Economics. Mr. Wang is currently a
committee member of the Tenth Chinese
People’s Political Consultative Conference
and a Vice Chairman of the Ninth
Executive Committee of the All-China
Federation of Industry and Commerce. He
has won various awards, including
Hebei's Top 10 Outstanding Young
Persons, the China Charity Award and
Outstanding Entrepreneurs in China. Mr.
Wang is a director and a controlling
shareholder of Xinao Group International
Investment Limited (“XGII”), which is a
controlling shareholder of the Company.
Mr. Wang is the spouse of Ms. Zhao
Baoju and the brother-in-law of Mr. Zhao
Jinfeng. Mr. Wang and Ms. Zhao Baoju
jointly own various investment holding
companies.

, aged 49, is an Executive
Director and the Chief Executive Officer of
the Company responsible for managing
and implementing the Group’s investment
in the PRC, ensuring the safety of the
Group's projects, securing gas supply
and further increasing gas investments
and markets in the PRC. Prior to joining
the Group in 1998, he worked at the China
Oil and Gas Pipeline Bureau. He
graduated from the Pipeline Bureau Staff
College of the Ministry of Petroleum
Industry in 1985, obtained a master's
degree in banking from Renmin University
of China in 1999 and a master’s degree in

business administration from Nanyang
Technological University in Singapore in
2005. Mr. Yang has over 21 years of
experience in the PRC gas industry. Mr.
Yang is a director of XGll, which is a
controlling shareholder of the Company.

,aged 44, is an
Executive Director and the General
Manager of the Company. Mr. Chen
joined the Group in 2002 and is
responsible for business administration
and management of the Group’s gas
projects. He holds a bachelor’s degree in
engineering from Northwest Industrial
University and a master’s degree in
business administration from Tsinghua
University. Mr. Chen has over 16 years of
experience in business administration and
management.

,aged 39, is an
Executive Director and a Deputy General
Manager of the Company responsible for
assisting the chief executive officer in
managing and implementing the Group’s
investment projects in the PRC. He
graduated from the Township and Village
Enterprise Cadre College of the Ministry of
Agriculture and worked at Langfang City
Electrical Company as an economist for
resources management prior to joining
the Group in 1993. Mr. Zhao has over 14
years of experience in the PRC gas
industry. Mr. Zhao is the brother of Ms.
Zhao Baoju and the brother-in-law of Mr.
Wang Yusuo.

,aged 48, is an
Executive Director of the Company
responsible for coordination and
operational matters of the Group. Prior to
joining the Group in 1993, he worked at
Baotou City Education College and was
an assistant lecturer at Langfang City
Health College. He graduated from
Baotou City Education College in 1984,
Mr. Qiao has over 14 years of experience
in managing gas projects and supervising
gas supply operations and safety.

, aged 38, is the
Finance Director of the Company and has
joined the Group since 1998. He
graduated from the Hebei Economics and
Finance College in 1993 and obtained a
master’s degree in business
administration from China Europe
Business School in 2005. Prior to joining
the Group, he worked as the chief
accountant for a number of foreign
enterprises, including GSK (Langfang)
Co., Ltd. and Nissin Foods Co., Ltd.. Mr.
Yu has over 18 years of experience in
accounting and finance. Mr. Yu is a
director of XGlI, which is a controlling
shareholder of the Company.

,aged 40, is an
Executive Director and a Deputy General
Manager of the Company responsible for
exploring the piped gas market in the
PRC. He holds a bachelor’'s degree in
Legal Studies from The Chinese People’s
Armed Police Force Academy. Prior to
joining the Group in 1998, he was the
sales manager of Eastern Guangdong
Region of Shantou Jiadan Beer Company
Limited. Mr. Cheung has extensive
experience in marketing and sales.

,aged 36, is an
Executive Director, the Financial Controller
and the Company Secretary of the
Company responsible for financial
management, corporate finance,
implementation of good corporate
governance as well as investor relations
management. Prior to joining the Group in
2000, he worked at an international
accounting firm and also worked as the
chief accountant of a freight forwarding
company. He graduated from Manchester
Metropolitan University with a first class
honours bachelor’s degree in accounting
and finance. He is a fellow member of the
Association of Chartered Certified
Accountants in England, and also an
associate member of the Hong Kong
Institute of Certified Public Accountants,
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the Hong Kong Institute of Chartered
Secretaries and the Institute of Chartered
Secretaries and Administrators in
England. Mr. Cheng has over 14 years of
experience in accounting, financial
management and corporate finance. Mr.
Cheng is the financial controller of XGll,
which is a controlling shareholder of the
Company.

Non-Executive Directors

,aged 41, is a co-
founder and a Non-Executive Director of
the Company. She has over 14 years of
experience in investing in gas fuel
projects in the PRC. She graduated from
the Hebei Medical College Nursing
School in 1987 and the Chinese
Language Faculty of Capital Normal
University in 1998. Ms. Zhao is a director
and a controlling shareholder of XGlI,
which is a controlling shareholder of the
Company. Ms. Zhao is the spouse of Mr.
Wang Yusuo and the sister of Mr. Zhao
Jinfeng. Ms. Zhao and Mr. Wang Yusuo
jointly own various investment holding
companies.

, aged 43, is a Non-
Executive Director of the Company. He
graduated from the Tianjin University of
Finance and Economics in 1986,
specializing in finance, obtained an
executive master’s degree in business
administration from the Peking University in
2005. Prior to joining the Group in 1996, he
was an assistant professor in the Township
and Village Enterprise Cadre College of the
Ministry of Agriculture. Mr. Jin is a qualified
practicing lawyer in the PRC and has over
17 years of experience in legal practice.
Mr. Jin is a director of XGlI, which is a
controlling shareholder of the Company.

Independent Non-Executive
Directors

,aged 43, is an
Independent Non-Executive Director
appointed by the Company in 2001. He

holds a master’s degree in world
economics from Hebei University and has
over 24 years of experience in financial
and administrative management. He is
currently a vice president of Guofu Group
and a director and the general manager
of Guofu (Hong Kong) Holdings Limited.

aged 36, is
an Independent Non-Executive Director
appointed by the Company in 2004. She
is currently a director of N M Rothschild &
Sons (Hong Kong) Limited. She
graduated from the Imperial College of
Science, Technology and Medicine of
University of London in England with a
Joint Honours Degree in Mathematics
with Management (BSc Hons). Ms. Yien is
a holder of the Chartered Financial
Analyst designation and an ordinary
member of the Hong Kong Securities
Institute. She has extensive experience in
the areas of corporate finance,
investment, mergers and acquisitions.

, aged 37, is an
Independent Non-Executive Director
appointed by the Company in 2005. He is
currently a sole proprietor of C.K. Kong &
Co. Certified Public Accountants. Mr.
Kong is a Certified Public Accountant
holding practicing certificate, a fellow
member of the Association of Chartered
Certified Accountants and the Hong Kong
Institute of Certified Public Accountants.
Mr. Kong has extensive experience in
auditing, tax planning and finance.

Senior Management

, aged 49, is a Deputy
General Manager of the Company and the
General Manager of Beijing, Hebei and
Liaoning areas, responsible for market
development and operation. He
graduated from the Communist Party
College of Heilongjiang Province in 1987,
specializing in economy management.
Prior to joining the Group in 1996, he
worked in state-owned enterprises where
he was responsible for the operational

management of those enterprises. Mr.
Ju has over 24 years of experience in
operational management.

, aged 42, is a Deputy
General Manager of the Company and
the General Manager of Hunan,
Zhejiang and Fujian areas, responsible
for market development and operation.
He graduated from Baoding Staff
University in 1990. Mr. Han joined the
Group in 1993 and is responsible for
management and operations. He has
over 14 years of experience in the gas
fuel industry in the PRC.

,aged 40, is a
Deputy General Manager of the
Company responsible for the
management of corporate engineering
technology and quality. He graduated
from the Township and Village
Enterprise Cadre College of the Ministry
of Agriculture and obtained a master’s
degree in business administration at
Hong Kong Baptist University in 2005.
Prior to joining the Group in 1993, Mr.
Zheng was an engineer of Installation
Works Company of the Ministry of Light
Industry of the PRC. He has been
appointed to be a standing committee
member of China Coal Gas Association
and a deputy head of its Natural Gas
Professional Committee. Mr. Zheng has
over 14 years of experience in gas
industry in the PRC.

, aged 43, is the
Chief Performance Officer of the
Company responsible for management
and operation of the Company’s
strategies and performance. He
graduated from Guilin Institute of
Metallurgy and the Faculty of Resource
and Environmental Engineering at the
University of Science and Technology
Beijing. He obtained a master of
engineering degree from the University
of Science and Technology Beijing in
1993. Prior to joining the Group in 1999,
Mr. Liang had worked for No. 1 Bureau



of the China Exploration and Engineering
Bureau for 15 years.

, aged 38, is the
Chief Accountant of the Company. Mr.
Wang graduated in 1991 with a bachelor’s
degree in engineering management from
Beijing Chemical College (now known as
Beijing Chemical University). Mr. Wang
obtained a bachelor’s degree in
economics in 1996, the qualifications of
Certified Accountant in the PRC in 2000
and a master’s degree in business
management from Tianjin University in
2003. Before joining the Group in 2000,
Mr. Wang was in charge of the finance
department of a Sino-foreign joint venture
company. He has extensive experience in
treasury and cost control.

, aged 36, is the Deputy
Chief Engineer of the Company
responsible for technical research and
development and technical management.
He joined the Group in 2001. Mr. Yang
obtained a bachelor degree of
engineering from Chongging Construction
University (now known as Chongging
University), specializing in city gas
engineering. He also obtained a master
degree and a doctorate degree in heat
supply, gas supply, ventilation and air-
conditioning engineering from Shanghai
Tongiji University in 1997 and 2001
respectively. Mr. Yang has extensive
academic attainments and rich
experiences in city gas transmission and
application.
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The Directors have pleasure in submitting to shareholders their annual report and the audited financial statements for the year ended
31 December 2006.

The Company acts as an investment holding company. Its subsidiaries are principally engaged in the investment in, and the operation
and management of, gas pipeline infrastructure and the sale and distribution of piped and bottled gas in the People’s Republic of
China (the “PRC").

The results of the Group for the year ended 31 December 2006 are set out in the Consolidated Income Statement on page 70.

The Directors recommend the payment of a final dividend of HK$7.75 cents (equivalent to approximately RMB7.79 cents) per share to
the shareholders on the register of members on 29 May 2007. The total dividend amount is approximately RMB75,923,000, and the
retention of the remaining profit for the year is approximately RMB303,694,000.

Details of the summary of the published financial information of the Group for the past eight years are set out on pages 18-19.

During the year, the Group continued to expand its pipeline infrastructure and other related facilities. An aggregate of
RMB1,859,561,000 has been incurred in acquiring property, plant and equipment.

During the year, the Group revaluated its properties, resulting in a revaluation surplus amounting to RMB4,023,000. This has been
credited directly to the revaluation reserve.

Details of the movements during the year in property, plant and equipment of the Group are set out in Note 15 to the Financial
Statements.

Details of movements during the year in the share capital and bonds of the Company are set out in Notes 34 and 37 to the Financial
Statements respectively.

Details of movements during the year in the reserves of the Group are set out in Consolidated Statement of Changes in Equity on
pages 73-74.

Details of bank and other loans of the Group are set out in Note 33 to the Financial Statements.

Charitable donations by the Group for 2006 amounted to RMB5,084,000 (2005: RMB698,000).

Details of Directors’ emoluments are set out in Note 11 to the Financial Statements.



The Directors of the Company during the year and up to the date of this report are:

Executive Directors:

Wang Yusuo (Chairman)

Yang Yu (Chief Executive Officer)
Chen Jiacheng

Zhao Jinfeng

Qiao Limin

Yu Jianchao

Cheung Yip Sang

Cheng Chak Ngok

Non-executive Directors:

Zhao Baoju

Jin Yongsheng (re-designated as Non-executive Director on 5 June 2006)
Independent non-executive Directors:

Wang Guangtian
Yien Yu Yu, Catherine
Kong Chung Kau

In accordance with Articles 116 of the Company’s Articles of Association, Mr. Wang Yusuo, Mr. Qiao Limin, Mr. Cheng Chak Ngok,
Ms. Zhao Baoju and Mr. Wang Guangtian retire by rotation and, being eligible, offer themselves for re-election.

As of 31 December 2006, none of the Directors had entered, or proposed to enter, into any service contract with any member of the
Group which does not expire or is not determinable by the relevant member of the Group within one year without compensation (other
than statutory compensation).

The Company has received an annual confirmation from each of the independent non-executive Directors as regards their
independence to the Company, and each of the independent non-executive Directors is considered independent to the Company.
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Directors’ interests or short positions in shares and in share options

As at 31 December 2006, the interests and short positions of each Director of the Company in the shares, underlying shares and
debentures of the Company and its associated corporations (within the meaning of Part XV of the Securities and Futures Ordinance
(“SFQ")) as recorded in the register required to be kept under section 352 of the SFO or as otherwise notified to the Company and the
Stock Exchange of Hong Kong Limited (the “Stock Exchange”) pursuant to the Model Code for Securities Transactions by Directors of
Listed Companies (“Model Code”), Appendix 10 to the Rules Governing the Listing of Securities (“Listing Rules”) on the Stock
Exchange, were as follows:

Interests in Total  Approximate

underlying aggregate  percentage

shares interests in of the

Interests in shares Total pursuant sharesand ~ Company’s

Personal Corporate Family interests to share underlying  total issued

Name of Director Capacity interests interests interests in shares options shares  share capital

Mr. Wang Yusuo Beneficial owner and interest 2,594,000 339,275,000 - 341,869,000 700,000 342,569,000 35.17%
(“Mr. Wang") of controlled corporation (Note 2) (Note 1) (Note 3)

Ms. Zhao Baoju Interest of spouse and interest - 339,275,000 2,594,000 341,869,000 700,000 342,569,000 35.17%
(“Ms. Zhao") of controlled corporation (Note 1) (Note 2) (Note 3)

Mr. Yang Yu Beneficial owner - - - - 8,000,000 8,000,000 0.82%

Mr. Chen Jiacheng Beneficial owner - - - - 6,500,000 6,500,000 0.67%

Mr. Zhao Jinfeng Beneficial owner - - - - 6,500,000 6,500,000 0.67%

Mr. Qiao Limin Beneficial owner - - - - 6,500,000 6,500,000 0.67%

Mr. Yu Jianchao Beneficial owner - - - - 6,500,000 6,500,000 0.67%

Mr. Cheung Yip Sang  Beneficial owner - - - - 5,700,000 5,700,000 0.59%

Mr. Cheng Chak Ngok  Beneficial owner - - - - 800,000 800,000 0.08%

Notes:

1. The two references to 339,275,000 shares relate to the same block of shares. Such shares are held by Xinao Group International Investment Limited
(“XGII"), which is beneficially owned as to 50% by Mr. Wang and 50% by Ms. Zhao, the spouse of Mr. Wang.

2. Ms. Zhao, being the spouse of Mr. Wang, is deemed to be interested in these shares held by Mr. Wang.
3. Ms. Zhao, being the spouse of Mr. Wang, is deemed to be interested in these share options which were granted by the Company to Mr. Wang.

Details of the Directors’ interests in share options granted by the Company are set out under the heading “Directors’ rights to acquire
shares”.

Save as disclosed above, as at 31 December 2006, the register maintained by the Company pursuant to section 352 of the SFO or as
otherwise notified to the Company and the Stock Exchange pursuant to the Model Code recorded no other interests or short positions
of the Directors in any shares, underlying shares or debentures of the Company or any associated corporation (within the meaning of

Part XV of the SFO).



Directors’ rights to acquire shares

Pursuant to the Company’s share option schemes, the Company has granted options on the Company’s ordinary shares in favour of

certain Directors, the details of which are as follows:

Exercise

Exercise price

Name of Director Date of grant period (HK$)

(Note 1) (Note 2)

Mr. Wang 14.02.2003 15.02.2005 - 2.265
14.02.2013

Ms. Zhao 14.02.2003 15.02.2005 - 2.265
14.02.2013

Mr. Yang Yu 14.02.2003 15.02.2005 - 2.265
14.02.2013

15.03.2006 16.09.2006 — 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Chen Jiacheng 15.03.2006 16.09.2006 — 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Zhao Jinfeng 15.03.2006 16.09.2006 — 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Qiao Limin 15.03.2006 16.09.2006 - 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Yu Jianchao 15.03.2006 16.09.2006 — 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Cheung Yip Sang 15.03.2006 16.09.2006 — 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Mr. Cheng Chak Ngok ~ 15.03.2006 16.09.2006 - 6.650
15.03.2016

15.03.2006 16.03.2008 - 6.650
15.03.2016

Total

Number

of shares
subject to
outstanding
options as at
1 January
2006

700,000
(Note 3)

700,000
(Note 3)

1,000,000

1,700,000

Number
of options
granted
during
the year

3,500,000

3,500,000

3,250,000

3,250,000

3,250,000

3,250,000

3,250,000

3,250,000

3,250,000

3,250,000

2,850,000

2,850,000

400,000

400,000

39,500,000

Number

of shares
subject to
outstanding
options as at
31 December
2006

700,000

700,000

8,000,000

6,500,000

6,500,000

6,500,000

6,500,000

5,700,000

800,000

41,200,000

Approximate
percentage of
the Company’s
total issued
share capital

0.07%

0.07%

0.82%

0.67%

0.67%

0.67%

0.67%

0.59%

0.08%
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Directors’ rights to acquire shares (continued)

Notes:

1.
2.

3.

The vesting period of the share options is from the date of the grant until the commencement of the exercise period.

The closing price of the shares immediately before the date on which the options were granted during the year was HK$6.200.

Ms. Zhao, being the spouse of Mr. Wang, is deemed to be interested in these share options which were granted by the Company to Mr. Wang.

The fair value per share option is provided in Note 39 to the Financial Statements.

Save as disclosed above, at no time during the year was the Company or its subsidiaries a party to any arrangements to enable the
Directors, their respective spouse or children under 18 years of age to acquire benefits by means of the acquisition of shares in, or
debentures of the Company or any other body corporate.

As at 31 December 2006, the interests and short positions of every person, other than Directors of the Company, in the shares and

underlying shares of the Company as recorded in the register required to be kept under section 336 of the SFO were as follows:

Total  Approximate

Interests in aggregate  percentage
underlying interests in of the
Interests in shares Total shares sharesand ~ Company’s
Name of Personal Corporate Family interests ~ pursuant to underlying  total issued
shareholder Capacity interests interests interests inshares share options shares  share capital
Mr. Wang Beneficial owner and interest 2,594,000 339,275,000 - 341,869,000 700,000 342,569,000V 35.17%
of controlled corporation (Note 2) (Note 1) (Note 3)
Ms. Zhao Interest of spouse and interest - 339,275,000 2,594,000 341,869,000 700,000 342,569,000¢ 35.17%
of controlled corporation (Note 1) (Note 2) (Note 3)
Xinao Group Beneficial owner - 339,275,000 - 339,275,000 - 339,275,000¢ 34.83%
International (Note 1)
Investment Limited
("XGII")
Capital Researchand  Investment manager - 91587,000 - 91,587,000 - 91587,000v 9.40%
Management
Company
Penta Investment Investment manager - 56,451,768 - 56,451,768 - 56,451,768Y 5.80%
Advisers Ltd. (Note 4)
Mr. John Zwaanstra ~ Interest of controlled - 56,451,768 - 56,451,768 - 56,451,768" 5.80%
corporation (Note 4)

Notes:

1. The three references to 339,275,000 shares relate to the same block of shares. Such shares are held by XGll, which is beneficially owned as to 50%
by Mr. Wang and 50% by Ms. Zhao, the spouse of Mr. Wang.

2. Ms. Zhao, being the spouse of Mr. Wang, is deemed to be interested in these shares held by Mr. Wang.

3. Ms. Zhao, being the spouse of Mr. Wang, is deemed to be interested in these share options which were granted by the Company to Mr. Wang.

4. The two references to 56,451,768 shares relate to the same block of shares. Such shares are held by Penta Investment Advisers Ltd., which is
100% owned by Mr. John Zwaanstra, in the capacity of an investment manager.

5. (L) represents Long Position.



Save as disclosed above, as at 31 December 2006, the register maintained by the Company pursuant to section 336 of the SFO
recorded no other interests or short positions in shares and underlying shares of the Company. Save for the shareholders as disclosed
herein, the Directors are not aware of any persons who, as at 31 December 2006, were entitled to exercise or control the exercise of
5% or more of the voting power at general meetings of the Company and were also, as a practicable matter, able to direct or influence
the management of the Company.

The Company has adopted a share option scheme (the “2002 Scheme”) pursuant to an ordinary resolution passed at an extraordinary
general meeting of the Company held on 21 May 2002.

Details of the share option scheme are set out in Note 39 to the Financial Statements and the section headed “Directors’ rights to
acquire shares” in this report.

The following tables disclose details of the Company’s share options held by the employees (including Directors) and movements in
such holdings under the 2002 Scheme during the year:

Number Number
of shares of shares
subject to Number subject to Approximate
outstanding of options outstanding percentage of
Exercise options as at granted optionsasat the Company’s
Exercise price 1 January during 31 December total issued
Grantee Date of grant period (HK$) 2006 the year 2006 share capital
(Note 1) (Note 2)
Directors 14.02.2003 15.02.2005 - 2.265 1,700,000 41,200,000 4.23%
14.02.2013
15.03.2006 16.09.2006 — 6.650 19,750,000
15.03.2016
15.03.2006 16.03.2008 - 6.650 19,750,000
15.03.2016
Employees 15.03.2006 16.09.2006 — 6.650 9,100,000 18,200,000 1.87%
15.03.2016
15.03.2006 16.03.2008 - 6.650 9,100,000
15.03.2016
Total 1,700,000 57,700,000 59,400,000 6.10%

Notes:
1. The vesting period of the share options is from the date of the grant until the commencement of the exercise period.

2. The closing price of the shares immediately before the date on which the options were granted during the year was HK$6.200.
No share option was lapsed or cancelled during the year.

The fair value per share option is provided in Note 39 to the Financial Statements.
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During the year, the Group has entered into the transactions and arrangements as described below with persons who are “connected”
for the purposes of the Listing Rules:

Non-Exempt Continuing Connected Transactions

On 31 January 2005, those Wang Family Companies (note 1) being property management companies have entered into an agreement
with the Group to provide the Group with property management services to the properties situated in the PRC occupied by the Group.

On 31 January and 1 April 2005, Langfang Xinao Gas Company Limited (“Langfang Xinao”), an indirect wholly-owned subsidiary of the
Company, entered into a contract for a term of one year commencing from 1 January 2005 with Langfang Xinao Property Management
Company Limited (“Langfang Property Management”) (note 1), and two other contracts for a term of 2.75 years and 3 years, both
commencing from 1 April 2005 with Xinao Group Elephant Club Hotel Company Limited (“Elephant Club”) (note 1) respectively, which
provide property management services to Langfang Xinao for three office buildings situated in Langfang City with service fees of
RMB208,000, RMB1,167,000 and RMB300,000 per annum respectively.

On 30 September 2005, Langfang Xinao Gas Equipment Company Limited (“Langfang Equipment”), an indirect wholly-owned
subsidiary of the Company, entered into a contract for a term of one year commencing from 1 October 2005 with Elephant Club, and a
contract for a term of six months commencing from 1 October 2006 with Xinao Gaoke Services Management Company Limited
(“Gaoke Services”) (note 1). The annual service fee for each contract was RMB120,000, where property management service would be
provided by Elephant Club and Gaoke Services respectively for Langfang Equipment’s factory and office building situated in Langfang
City.

On 31 January 2005, the Group and the Wang Family Companies entered into an agreement, whereby each of the Group and the
Wang Family Companies has agreed to lease to each other certain properties owned by the Group and the Wang Family Companies
respectively.

On 31 January 2005, Langfang Xinao leased a staff quarter situated in Langfang City to Xinao Group Company Limited (“XGCL") (note
1) and entered into a contract commencing from 1 January 2005 with an annual rental of RMB436,000.

On 31 January 2005, Langfang Xinao entered into a property leasing agreement with XGCL in relation to the leasing of the office
building situated in Langfang City to XGCL. The annual rental is RMB1,039,000 plus a reimbursement of management fee of
RMB363,000 per annum. The contract term is for three years commencing from 1 January 2005.

On 7 February 2005, Xinao Gas Investment Group Limited, a direct wholly-owned subsidiary of the Company, entered into a property
leasing agreement with Enric Investment Group Limited (“Enric Investment”) (note 1) in relation to the leasing of the office building
situated in Hong Kong to Enric Investment. The annual rental is HK$456,000 (RMB471,000) plus a reimbursement of management fee
and other expenses of RMB98,000 in 2006. The contract term is for three years commencing from 1 February 2005.

On 31 January 2005, the Group and the Wang Family Companies entered into an agreement, whereby the Group has agreed to
purchase and the Wang Family Companies have agreed to sell, in the ordinary course of its business, gas-related machinery and
equipment manufactured by the Wang Family Companies (including but not limited to gas refuelling stations, gas refuelling daughter
station trailers, storage tanks, compressed natural gas (“CNG”) and liquefied natural gas (“LNG”) trucks and compressors).

During the year, the subsidiaries of the Company, including Bengbu Xinao Gas Company Limited, Yantai Xinao Industry Company
Limited, Zhuzhou Xinao Gas Company Limited (“Zhuzhou Xinao”), Lianyungang Xinao Gas Company Limited, Yantai Xinao Gas
Company Limited, Yongkang Xinao Gas Company Limited, Haining Xinao Gas Development Company Limited (“Haining Gas
Development”), Xiangtan Xinao Gas Company Limited, Xinao Gas Development Company Limited (“Xinao Gas Development”), Xinao
Energy Logistics Company Limited, Kaifeng Xinao Gas Company Limited, Guigang Xinao Gas Company Limited, Rizhao Xinao Gas
Company Limited (“Rizhao Xinao”), Chaohu Xinao Gas Development Company Limited, Yancheng Xinao Gas Company Limited,
Shanggiu Xinao Gas Company Limited, Chuzhou Xinao Gas Company Limited, Changzhou Xinao Gas Engineering Company Limited,
Hangzhou Xiaoshan Piped Gas Development Company Limited, Shijiazhuang Xinao Vehicle Gas Company Limited, Huaian Xinao Gas
Company Limited (“Huaian Xinao”), Bengbu Xinao Gas Development Company Limited (“Benghu Gas Development”), Langfang
Xinao, Xinxiang Xinao Gas Company Limited and Tongliao Xinao Gas Company Limited, purchased natural gas track trucks, pressure
regulating and gas equipments from Shijiazhuang Enric Gas Machinery Company Limited (“Shijiazhuang Enric”) (note 1), Enric
(Bengbu) Compressor Company Limited (“Enric Bengbu”) (note 1) and Enric (Langfang) Energy Equipment Integration Company
Limited (“Enric Langfang”) (note 1) in order to operate the distribution of natural gas and CNG vehicle refuelling station business. The
total considerations of the contracts are RMB129,948,000.
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Non-Exempt Continuing Connected Transactions (continued)

Pursuant to Rule 14A.38 of the Listing Rules, the board of Directors engaged the auditors of the Company to perform certain agreed
upon procedures in respect of the continuing connected transactions of the Group. The auditors have reported their factual findings on
these procedures to the board of Directors. The independent non-executive Directors have reviewed the continuing connected
transactions and the report of the auditors and confirmed that, in their opinion:

1. The transactions have been entered into by the Group in the ordinary and usual course of business of the Group;

2. The transactions have been entered into on normal commercial terms, or where there are not sufficient comparable transactions
to judge whether they are on normal commercial terms, on terms no less favourable to the Company than those available to or
from independent third parties; and

3. The transactions have been entered into in accordance with the terms of the agreements governing such transactions and on
terms that are fair and reasonable and in the interests of the shareholders of the Company as a whole.

Non-Exempt Connected Transactions

On 15 February 2006, Xinao (China) Gas Investment Company Limited (“Xinao China”) (a wholly-owned subsidiary of the Company)
entered into a joint venture contract with XGCL and XGlI (note 1) for the establishment of Xinneng Chemical Company Limited
(“Xinneng Chemical”), a Sino-foreign equity joint venture company, in Erdos, Inner Mongolia, the PRC. Upon establishment, Xinneng
Chemical would be owned by XGCL, XGll and Xinao China as to 45%, 40% and 15%, respectively. Both of the total investment and the
registered capital of Xinneng Chemical would amount to US$99,000,000 (equivalent to approximately HK$772,200,000). The total
commitment of the Group in Xinneng Chemical would amount to US$14,850,000 (equivalent to approximately HK$115,830,000),
representing Xinao China’s proportionate interest in the registered capital of Xinneng Chemical. The investment in Xinneng Chemical
provides an opportunity for the Group to invest in the energy chemical industry, which is closely related to the existing business of the
Group, and, more importantly, such investment enables the Group to secure a stable supply of an alternative and backup energy
source which can substitute natural gas as an alternative supply to its customers without any impact on the Group’s existing
customers. Details of the transaction were disclosed in the Company’s announcement dated 15 February 2006.

On 6 November 2006, Bengbu Gas Development, a 70%-owned subsidiary of the Company, as vendor entered into a disposal
agreement with Xinneng Energy Limited (“Xinneng Energy”) (note 1) as purchaser pursuant to which Bengbu Gas Development
agreed to sell and Xinneng Energy agreed to purchase the dimethyl ether (“DME”) business for consideration of RMB14,864,864
(equivalent to approximately HK$14,293,000). After disposal, more capital and expertise would be injected for the expansions and
developments of the DME business in order to render it more competitive. Considering that the principal businesses of Bengbu Gas
Development are the sales of piped gas and bottled liquefied petroleum gas but not in DME-related business, and that Xinneng Energy
has rich raw materials and technological expertise on DME production and already possesses a license to establish an annual
300,000-ton DME production project in Bengbu City, the management of the Group decided that in order to utilise its assets more
efficiently, the DME Business should be transferred to Xinneng Energy, which is currently 15% indirectly owned by the Company,
thereby still enabling the Group to retain part of the future earnings generated by the DME business, if any. Details of the transaction
were disclosed in the Company’s announcement dated 6 November 2006.

On 6 November 2006, Xinao China, a wholly-owned subsidiary of the Company, as purchaser entered into an acquisition agreement
with Huaian City Urban Asset Operation Company Limited (“Huaian Asset”) (note 2) as vendor pursuant to which Xinao China
conditionally agreed to purchase and Huaian Asset conditionally agreed to sell the 20% equity interest in Huaian Xinao beneficially
owned by Huaian Asset, being the entire equity interest held by Huaian Asset in Huaian Xinao for consideration of RMB27,800,600
(equivalent to approximately HK$26,731,000). As at 6 November 2006, Huaian Xinao was an 80%-owned subsidiary of the Company.
Upon the completion of the acquisition, the Group would consolidate and gain full control on Huaian Xinao and the Group'’s equity
interests in Huaian Xinao would be increased from 80% to 100%, thereby increasing the Group’s share of profit (if any) in Huaian Xinao
by 20%. Huaian Xinao is now undergoing steady growth. Its piped natural gas source has commenced supply, which should bring in
long term returns to Huaian Xinao. Details of the transactions were disclosed in the Company’s announcement dated 6 November
2006.
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Exempted Connected Transactions

During the year, Xinao Gas Development provided gas connection services to XGCL, Bengbu Xinao Property Company Limited
(“Bengbu Property”) (note 1), Langfang Xinao Property Development Company Limited (“Langfang Property”) (note 1) and Langfang
Xincheng Property Development Company Limited (“Langfang Xincheng Property”) (note 1), with the contract sum of RMB413,000,
RMB1,351,000, RMB711,000 and RMB7,000 respectively.

During the year, Zhuzhou Xinao paid rentals of properties to Zhuzhou City Urban Construction Investment and Operation Company
Limited (“Zhuzhou Construction”) (note 2) with the amount of RMB12,000, whilst Haining Xinao paid rentals of properties to Haining
City Wantong Gas Company Limited (“Haining Wantong”) (note 2) and Haining City Mintai Coal Gas Company Limited (“Haining
Mintai”) (note 2), with the amount of RMB50,000 and RMB120,000 respectively.

During the year, Xinao Gas Development purchased decoration service for a training centre from Langfang Xinao Construction and
Installation Engineering Company Limited (“Langfang Construction”) (note 1) for a consideration of RMB3,240,000.

During the year, the Group made a donation of RMB4,200,000 to Xinao Charity Fund (note 3).

During the year, Shantou Xinao Gas Company Limited and Zhanjiang Xinao paid pipeline construction fee to Shantou City Chenghai
Gas Construction Company Limited (“Shantou Chenghai”) (note 2) with amount of RMB329,000 and RMB649,000 respectively.

During the year, Xinao China, a wholly-owned subsidiary of the Company, as purchaser entered into an acquisition agreement with
Rizhao Finance Bureau as vendor pursuant to which Xinao China conditionally agreed to purchase and Rizhao Finance Bureau
conditionally agreed to sell the 100% equity interest in Rizhao Coal Gas Company (“Rizhao Coal Gas”) (note 2) (which held 20% of
Rizhao Xinao) beneficially owned by Rizhao Finance Bureau for consideration of RMB7,483,000 (equivalent to approximately
HK$7,518,000). Before the acquisition, Rizhao Xinao was an 80%-owned subsidiary of the Company. Upon the completion of the
acquisition, the Group would consolidate and gain full control on Rizhao Xinao and the Group’s equity interests in Rizhao Xinao would
be increased from 80% to 100%, thereby increasing the Group’s share of profit (if any) in Rizhao Xinao by 20%. Rizhao Xinao is now
undergoing steady growth which should bring in long term returns to the Group.

Notes:

1. Wang Family Companies, including, among others, Langfang Property Management, Elephant Club, Gaoke Services, XGCL, Enric Investment,
Shijiazhuang Enric, Enric Bengbu, Enric Langfang, XGll, Xinneng Energy, Bengbu Property, Langfang Property, Langfang Xincheng Property and
Langfang Construction, are companies controlled (entitled to exercise, or control the exercise of 30% or more of the voting power at the general
meeting of the relevant company) by Mr. Wang, the Chairman, an executive Director and a controlling shareholder of the Company, and/or his
associates (including Ms. Zhao, a non-executive Director and a controlling shareholder of the Company and the spouse of Mr. Wang), thereby
being connected persons of the Company.

2. Huaian Asset, Zhuzhou Construction, Haining Wantong, Haining Mintai, Shantou Chenghai and Rizhao Coal Gas, are each a minority equity interest
holder of one or more non-wholly-owned subsidiary(ies) of the Company who is entitled to exercise, or control the exercise of, 10% or more of the
voting power at any general meeting of such non wholly-owned subsidiary, thereby being connected persons of the Company.

3. Xinao Charity Fund is a non-profit-making organization, of which Mr. Wang is the legal representative and he has no beneficial interests on the
donation.

4. Most subsidiaries, jointly-controlled entities and associates of the Company in the PRC, minority equity interest holders and related parties
mentioned above have names in Chinese only, and the English names used here are for reference only.

In the opinion of the independent non-executive Directors, these transactions were carried out in the ordinary course of business of the
Group and on normal commercial terms.

Other than as disclosed above, no other contracts of significance to which the Company, its ultimate holding company or its
subsidiaries was a party and in which a Director or a controlling shareholder of the Company had a material interest, whether directly or
indirectly, subsisted at the end of the year or at any time during the year.

Details of significant events occurring after the balance sheet date are set out in Note 49 to the Financial Statements.



Other than the share options as set out in Directors’ rights to acquire shares and Note 39 to the Financial Statements, the Company
issued five-year convertible bonds (“CB” or “CBs”) in an aggregate principal amount of HK$550,000,000 on 15 November 2004. The
CBs are zero coupon bonds; the issue price is 100% whereas the redemption price is 106.43%, which means that the effective interest
rate is 1.25% per annum. The bondholders have the option to require the Company to redeem the CBs 2.5 years after the issue date. If
the bondholders do not exercise the option of redemption, then they have to hold the CBs to maturity or exercise the conversion right
during the conversion period. Bondholders can exercise the conversion right between 15 December 2004 and 15 November 2009 and
convert the CBs into ordinary shares of HK$0.10 each of the Company, and the Company has the option to issue share or pay cash in
lieu of shares to such bondholders. The conversion price for each ordinary share at the issue date of the CBs was HK$5.4375, which is
subject to adjustment for events, if any, which may have diluting effects after the issue. If all the CBs are converted into shares,
101,145,000 ordinary shares of the Company will be issued. During the year, HK$379,130,000 of CBs, representing 68.93% of the CBs
issued, was converted into 69,725,039 ordinary shares of the Company. As of 31 December 2006, the accumulated CBs being
converted were HK$458,700,000, representing 83.40% of the CBs. If all the outstanding CBs are converted into shares, 16,790,804
ordinary shares of the Company will be issued, equivalent to 1.72% of the total issued share capital of the Company as at 31
December 2006.

Other than disclosed above, the Company had no other outstanding convertible securities, options, warrants or other similar rights as
at 31 December 2006.

For the year ended 31 December 2006, the aggregate amount of turnover and purchases attributable to the Group’s five largest
customers and suppliers respectively accounted for less than 30% of the Group’s total turnover and purchases.

There are no provisions for pre-emptive rights under the Company’s Articles of Association, or the laws of the Cayman Islands, which
would oblige the Company to offer new shares on a pro-rata basis to existing shareholders.

During the year, neither the Company nor any of its subsidiaries has purchased, sold or redeemed any of the Company’s listed
securities.

The Company established an Audit Committee on 28 March 2001. The Audit Committee has reviewed with management the
accounting principles and practices adopted by the Group and discussed auditing, internal controls and financial reporting matters.
Members of the Audit Committee are Mr. Wang Guangtian, Ms. Yien Yu Yu, Catherine and Mr. Kong Chung Kau, who are all
independent non-executive Directors. The Audit Committee has reviewed the unaudited interim accounts and the audited annual
accounts for 2006. Three Audit Committee meetings were held during the financial year.

The Company’s Remuneration Committee was established on 31 December 2004 and is composed of one executive Director, namely,
Mr. Yang Yu, and three independent non-executive Directors, namely, Mr. Wang Guangtian, Ms. Yien Yu Yu, Catherine and Mr. Kong
Chung Kau. The Remuneration Committee’s responsibilities include the review of the Company’s policy for remuneration of Directors
and senior management and determination of the remuneration packages of executive Directors and senior management including
benefits in kind, pension rights and compensation payments.
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To the knowledge of the Board, the Company has complied with the Code on Corporate Governance Practices (“Code”) as set out in
Appendix 14 of the Listing Rules throughout the year, and there have been no material deviations from the Code. Details of compliance
are set out in the Corporate Governance Report on pages 47 to 68 of the Annual Report.

The Company has adopted a code of conduct regarding Directors’ securities transactions on terms no less exacting than the required
standards set out in the Model Code set out in Appendix 10 to the Listing Rules. Specific enquiries have been made with all Directors
who have confirmed that they have complied with the required standard set out in the Model Code and the code of conduct regarding
Directors’ securities transactions.

Based on the information that is publicly available to the Company and within the knowledge of the Directors, as at the date of this
report, there is sufficient public float of not less than 25% of the Company’s issued shares as required under the Listing Rules.

According to the US$25,000,000 Loan Agreement entered into by the Company and the subsequent amendment thereto, Mr. Wang
Yusuo, the controlling shareholder of the Company, is required to retain at least 27% of the total issued share capital of the Company
throughout the term of the loan agreement, which is 5 years from 18 May 2004. The Company issued 7 year bonds on 5 August 2005
and the terms and conditions of the bonds require Mr. Wang Yusuo, the controlling shareholder of the Company, to retain control over
the Company throughout the term of the bonds. The total amount of the loan involved is US$200,000,000 (equivalent to
RMB1,614,040,000).

During the year, none of the Directors or the management shareholders of the Company or their respective associates had an interest
in a business which competes or may compete with the business of the Group.

A resolution will be submitted to the annual general meeting to re-appoint Messrs. Deloitte Touche Tohmatsu as auditors of the
Company.

On behalf of the Board
WANG Yusuo
Chairman

Hong Kong, 19 April 2007



The Company is committed to upholding good corporate governance practices. The corporate governance principles of the Company
emphasise on an effective board, prudent internal and risk control, transparency and quality disclosure and accountability to
shareholders.

The board of directors (the “Board”) and the management of the Company have been continually reviewing and enhancing the
corporate governance practices with reference to local and international standards. The Board believes that its continued efforts in
enhancing the Company'’s corporate governance practices have, directly and indirectly, contributed to the strong business growth of
the Company and its subsidiaries (the “Group”) in the past years. The Company is honoured to have received numerous awards from
independent bodies recognising the Group's achievements in business and management which include the following:

AsiaMoney

*  Year 2004, 2005 “Best Managed Companies (China, Medium Cap)”
e Year 2002, 2003 “Best Small Cap Company (China)”

e Year 2001, 2003 “Overall Best Managed Company (China)”

Yazhou Zhoukan

e Year 2001, 2002, 2003, 2004, 2005, 2006 “Chinese Business 500"

*  Year 2003, 2004, 2005 “Top 20 Chinese Enterprises of Assets Growth”
e Year 2002, 2003 “Top 20 Chinese Enterprises of Revenue Growth”
FinanceAsia

*  Year 2005 “The Best Small Cap”

e Year 2002 “Best Financial Management”

e Year 2001 “The Best Small Cap IPO”

Forbes Global

e Year 2001, 2002, 2003 “The 200 Best Under a Billion”

EuroWeek

e Year 2005 “Best Asian High Yield Bond Issue”

The Hong Kong Management Association

*  Year 2006 “Honourable Mention, The Best Annual Reports Awards”

The Company has complied with the code provisions in the Code on Corporate Governance Practices (the “CG Code”) set out in
Appendix 14 to the Rules Governing the Listing of Securities on The Stock Exchange of Hong Kong Limited (the “Listing Rules”). In
addition, the Company has also further complied with those recommended best practices in the CG Code as set out herein.

The Group, having engaged a business consultancy firm to review the system of internal control and risk management, has
implemented its recommendations and aimed to establish an integrated and comprehensive control platform for:

1. internal risks identification, reporting, assessment and management;
2. knowledge management and sharing;
3. internal auditing systems with emphasis on operation and financial audit as well as management control; and

4. standardisation of work flow with reference to established best practices.
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Starting from 2006, the Group has engaged IBM Global Services (China) Company Limited (“IBM”) to implement Enterprise Resource
Planning (“ERP”) and install SAP business software solutions. During the course of SAP development, all control points in our current
operational and financial systems have been recognised, improved and implemented into SAP to ensure effective internal control. SAP
also enhances the financial reporting system by providing more accurate and timely information.

In 2007, the Group will continue its effort in fortifying the effectiveness of SAP, with a view to raising the transparency of business
operation and accessibility of management information within the Group. The internal control framework of the Group will be further
strengthened under the implementation of SAP.

We summarise below each of the code provisions set out in the CG Code and the recommended best practices which the Company
has complied with together with corresponding details of compliance.

Directors
A.1 The Board

Code Principle

The board should assume responsibility for leadership and be collectively responsible for directing and supervising the issuer’s
affairs. Directors should make decision objectively in the interest of the issuer.

Code Provisions Compliance Details of Compliance

* At least four regular board meetings a year. Yes * The Board meets at least on a quarterly basis. In 2006,
a total of 12 Board meetings (including four regular
Board meetings) were held. Details of Directors’
attendance record of Board meetings and Board
committees meetings in 2006 are as follows:

Board meeting

Director Attendance

Mr. Wang Yusuo 5/12 (4/4)*
Mr. Yang Yu 1112 (4/4)*
Mr. Chen Jiacheng 5/12 (4/4)*
Mr. Zhao Jinfeng 6/12 (4/4)*
Mr. Qiao Limin 7/12 (4/4)*
Mr. Yu Jianchao 10/12  (4/4)*
Mr. Cheung Yip Sang 6/12 (4/4)*
Mr. Cheng Chak Ngok 1212 (4/4)*
Ms. Zhao Baoju 6/12 (4/4)*
Mr. Jin Yongsheng 9/12 (4/4)*
Mr. Wang Guangtian 10/12  (4/4)*
Ms. Yien Yu Yu, Catherine 1112 (4/4)*
Mr. Kong Chung Kau 12/12  (4/4)*

* regular Board meeting



A.1 The Board (continued)

Code Provisions Compliance
e  Opportunity to all directors to include Yes

matters in the agenda for regular board

meetings.
* Atleast 14 days notice given to all directors Yes

prior to a regular board meeting.

* Access to advice and services of the Yes
company secretary.

Details of Compliance

Audit Committee meeting

Committee member Attendance
Mr. Wang Guangtian 2/3
Ms. Yien Yu Yu, Catherine 3/3
Mr. Kong Chung Kau 3/3

Remuneration Committee meeting

Committee member Attendance
Mr. Yang Yu 2/2
Mr. Wang Guangtian 2/2
Ms. Yien Yu Yu, Catherine 2/2
Mr. Kong Chung Kau 2/2

Convertible Bond Committee meeting

Committee member Attendance
Mr. Yang Yu 31/31
Mr. Yu Jianchao 31/31
Mr. Cheng Chak Ngok 31/31

Directors are consulted as to items to be included and
items which the Directors may wish to include in the
agenda for regular Board meetings before the finalised
version of the relevant agenda is dispatched to the
Directors.

Notice of a regular Board meeting is given to all
Directors not less than 14 days prior to such meeting.
The relevant papers and documents are given to all
Directors not less than 3 days prior to such meeting.

The company secretary of the Company (the
“Company Secretary”) is responsible for company
secretarial matters of the Group, including Board
procedures and corporate governance practices
compliance.

In addition, the Company retains legal advisers and
company secretarial services provider to provide legal
advice and secretarial services to the Company.

All Directors have access to the services and advice of
the Company Secretary.
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A.1 The Board (continued)

Code Provisions

*  Minutes of meetings kept by company
secretary and available for inspection.

*  Draft and final minutes of board meetings
sent to all directors for comments and
records, in both cases, within a reasonable
time.

*  Agreed procedure for directors to seek
independent professional advice at the
company’s expense.

* |f a substantial shareholder/director (or any
of his/her associates) has a conflict of
interest in a matter which the Board has
determined to be material, a board meeting
should be held. The director having interest
in the matter must abstain from voting and
not be counted in quorum. Independent
non-executive directors who, and whose
associates, have no material interest in the
transaction should be present at such board
meeting.

Compliance

Yes

Yes

Yes

Yes

Details of Compliance

All Board and Board committees minutes and records
are kept by the Company Secretary and will be
available for inspection in Hong Kong by any Directors.

Draft minutes of a Board meeting will be prepared by
the Company Secretary and circulated to all the
Directors for review and comment, and final version of
the Board minutes will be sent to all Directors for
record as soon as practicable after the relevant Board
meeting.

The Board has adopted a written procedure for the
Directors to seek independent professional advice at
the Company’s expense.

The Articles of Association of the Company stipulate
that subject to certain exceptions contained therein, a
Director shall not be entitled to vote on (nor shall be
counted in the quorum in relation thereto) any
resolution of the Board in respect of any contract or
arrangement or any other proposal whatsoever in
which he/she has any material interest, and if he/she
shall do so his/her vote shall not be counted (nor will
he/she be counted in the quorum for the resolution).

It is the practice of the Board to hold a meeting to
decide on any matter in which a substantial
shareholder or a Director (or any of its/his/her
associates) has a material interest and to request for
presence of independent non-executive Directors.



A.1 The Board (continued)

Recommended Best Practice

e Insurance cover in respect of legal action
against directors.

e Board committees should adopt broadly the
same principles and procedures.

A.2 Chairman and chief executive officer

Code Principle

Compliance

Yes

Yes

Details of compliance

* Thereis in place a directors & officers liabilities
insurance covering the Directors and officers of the
Group.

e Currently, there are three Board committees, being the
Audit Committee, the Remuneration Committee and
the Convertible Bond Committee. All Board
committees adopt broadly the same principles and
procedures applicable to the Board as stated in this
Section A.1 hereinabove.

The management of the board and the day-to-day management of the issuer’s business should be clearly divided and separately
undertaken by different officers to ensure a balance of power and authority.

Code Provisions

* Roles and responsibilities of chairman and
chief executive officer should be separate
and clearly established and set out in
writing.

¢ The chairman should ensure all directors be
briefed on issues arising at board meetings.

¢ The chairman should ensure that directors
receive adequate information.

Compliance

Yes

Yes

Yes

Details of Compliance

* Theroles and responsibilities of the chairman (the
“Chairman”) and the chief executive officer (the
“CEQ") of the Company are separate and clearly set
out in writing.

*  Mr. Wang Yusuo, the Chairman, is responsible for
overseeing the Group’s overall direction and strategic
planning. In addition, the Chairman also plays a key
role in driving all Directors to actively contribute to the
Board affairs and establishing good corporate
governance practices and procedures.

* Mr. Yang Yu, the CEO, is responsible for managing the
business of the Group, executing the strategies and
decisions of the Board, and managing the day-to-day
operations of the Group.

*  Apart from acting as a director or chief executive
officer in a number of companies owned and
controlled by Mr. Wang Yusuo and/or his family, Mr.
Yang Yu has no other relationship with Mr. Wang
Yusuo.

e Currently, the Chairman is responsible for provision of
the necessary information, either through himself or
other members of the management, to all Directors on
issues arising at the Board meeting.

* The Board has established procedure regarding
supply and access of information (see Section A.6
below). Further, the Chairman will upon request
provide the necessary information, either through
himself or other members of the management, to all
Directors for discharging their duties.
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A.2 Chairman and chief executive officer (continued)

Recommended Best Practice

Various recommended roles for chairman
including:

Ensuring establishment of good corporate
governance practices and procedures.

Encourage directors to make a full and
active contribution to board affairs.

Facilitate the effective contribution of non-
executive directors and ensure constructive
relations between executive and non-
executive directors.

Ensure effective communication with
shareholders and views of shareholders are
communicated to the board as a whole.

Compliance

Yes

Details of compliance

e The Chairman plays a key role in ensuring good
corporate governance practices and encouraging
active participation and constructive contribution and
relations of the Directors.

* The Board has taken the following measures in relation
to corporate governance practices:

1.

the Board has adopted guidelines regarding:

a)

b)

d)

the roles and responsibilities of the Board
and the senior management;

the procedure for the Directors to seek
independent professional advice at the
Company'’s expenses;

the division of responsibilities between the
Chairman and the CEO; and

dealing in the securities of the Company by
employees of the Group; and

the Company arranged training programmes and
seminars on various topics covering, inter alia,
matters relating to strategy and management of
companies, corporate governance and leadership
for the Directors and the management members.



A.3 Board composition

Code Principle

The board should have a balance of skills and experience appropriate for the requirements of the business of the issuer. The
board should also include a balanced composition of executive and non-executive directors (including independent non-executive
directors) to ensure that independent judgment can be made effectively.

The Company’s Board

The Board currently comprises eight executive Directors, two non-executive Directors and three independent non-executive
Directors. As at 31 December 2006, the Board members were as follows:

Mr. Wang Yusuo
Mr. Yang Yu

Mr. Chen Jiacheng
Mr. Zhao Jinfeng
Mr. Qiao Limin

(Chairman and executive Director)
(CEO and executive Director)
(Executive Director)
(Executive Director)
(Executive Director)
Mr. Yu Jianchao (Executive Director)
Mr. Cheung Yip Sang (Executive Director)
Mr. Cheng Chak Ngok (Executive Director)
Ms. Zhao Baoju (Non-executive Director)
Mr. Jin Yongsheng (Non-executive Director, re-designated on 5 June 2006)
Mr. Wang Guangtian (independent non-executive Director)
Ms. Yien Yu Yu, Catherine (independent non-executive Director)
(

Mr. Kong Chung Kau independent non-executive Director)

During the year under review, Mr. Jin Yongsheng was re-designated from an Executive Director to a Non-executive Director with
effect from 5 June 2006.

For qualifications, experience, expertise and relationships (if any) of the Board members, please refer to the biographies of the
Directors on pages 32 to 35 of this Annual Report.

Roles and functions

The Board is responsible for formulating strategic business development, reviewing and monitoring the business performance of
the Group, as well as preparing and approving financial statements. The Board gives clear directions as to the powers delegated
to the management for the administrative and management functions of the Group. Such arrangements are reviewed by the Board
on a periodic basis and appropriate adjustments may, from time to time, be made to ensure the decisions of the Board can be
carried out effectively.

For the year ended 31 December 2006, the Board:
1. reviewed the performance of the Group and formulated business strategy of the Group;

2. reviewed and approved the annual results of the Group for the year ended 31 December 2005 and the interim results of the
Group for the 6 months period ended 30 June 2006;

3. reviewed the effectiveness of the system of internal control and risk management of the Group;

4. reviewed the amendments to the Articles of Association and general mandates to issue and repurchase shares of the
Company; and

5. reviewed connected transactions of the Group.
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A.8 Board composition (continued)

Board committees

Currently, the Board has established the following committees with defined terms of reference:
1. Convertible Bond Committee;

2. Audit Committee; and

3. Remuneration Committee.

The Convertible Bond Committee was established on 2 August 2005 and consists of the following members:

Mr. Yang Yu (Executive Director and chairman of the Convertible Bond Committee)
Mr. Yu Jianchao (Executive Director)
Mr. Cheng Chak Ngok (Executive Director and Company Secretary)

The Convertible Bond Committee is primarily responsible for reviewing the validity of conversion notices given by holders of the
convertible bonds issued by the Company and to determine either issuing new shares of the Company or making cash payment
in lieu of new shares to such holders in accordance with the terms of the convertible bonds.

In 2006, the Convertible Bond Committee met 31 times. Attendance record of the convertible bonds members is set out Section
A.1 above.

Further details of the Remuneration Committee and the Audit Committee are set out in Sections B.1 and C.3 below respectively.

Code Provisions Compliance  Details of Compliance

* |dentify the independent non-executive Yes *  The names of all Directors and their titles (including
directors in all corporate communications Chairman, Chief Executive Officer, executive Directors,
that disclose the names of directors of the non-executive Directors and independent non-
issuer. executive Directors) are disclosed in all corporate

communications that disclose the names of the
Directors, including annual reports, announcements,
circulars to shareholders, notices of general meetings
and in the Company’s website at www.xinaogas.com.

Recommended Best Practice Compliance Details of compliance

*  Maintain on the website an updated list of Yes *  Biographies of the Directors, including their titles, roles
directors identifying their roles, functions and and responsibilities, are maintained on the Company’s
(where applicable) whether they are website at www.xinaogas.com and updated from time

independent non-executive directors. to time.



A.4 Appointment, re-election and removal

Code Principle

There should be a formal, considered and transparent procedure for the appointment of new directors to the board. All directors

should be subject to re-election at regular intervals.

Currently, the Company does not have a nomination committee for appointment of new Directors to the Board. The responsibilities
of identifying and selecting suitably qualified individuals to become members of the Board are undertaken by the Board
collectively. Where the Board considers necessary or desirable to appoint a new member to the Board (whether to fill a casual
vacancy or otherwise), each member of the Board may nominate suitable individual(s) as candidate(s) of member(s) of the Board

for the decision of the Board.

In selecting a suitable candidate to become a member of the Board, the Board will consider various criteria such as education,
qualification, experience, skills and possible contribution of such candidate.

Code Provisions

¢  Non-executive directors should be
appointed for a specific term, subject to
re-election.

e Every director should be subject to
retirement by rotation at least once every
three years.

* All directors appointed to fill a casual
vacancy should be subject to election at the
first general meeting after appointment.

Recommended Best Practice

e Further appointment of an independent non-
executive director serving more than nine
years requires (i) separate shareholders
approval and (ii) explanatory statement to
shareholders to provide information on his
continual independence.

¢ Information to shareholders regarding the
independence of the independent non-
executive director proposed to be
appointed.

Compliance

Yes

Yes

Yes

Compliance

Yes

Details of Compliance

e Currently, the term of appointment of all non-executive
Directors (including independent non-executive
Directors) are three years subject to retirement by
rotation in accordance with the Articles of Association
of the Company.

*  The Company’s Articles of Association stipulate that
every Director will be subject to retirement by rotation
at least once every three years.

* The Company’s Articles of Association stipulate that a
Director appointed to fill a casual vacancy will be
subject to election at the next general meeting after
appointment.

Details of compliance

e Currently, none of the independent non-executive
Directors has served the Company for more than nine
years. The Company will comply with this
recommended best practice as and when the situation
occurs.

e ltisthe current practice of the Company that a
separate resolution will be proposed at the general
meeting for shareholders’ approval in respect of each
Director nominated for election or re-election.

*  Where Directors are subject to election or re-election at
a general meeting, a circular will be issued in which
detailed biographies, interests and (where appropriate)
independence of such Directors will be disclosed.

55



56

XinAo Gas Holdings Limited

A.5 Responsibilities of directors
Code Principle

All directors (including non-executive directors) shall keep abreast of their responsibilities as a director of an issuer, and of the
conduct, business activities and development of such issuer.

Code Provisions Compliance  Details of Compliance

Every newly appointed director should Yes
receive a comprehensive, formal induction to
ensure that he/she has proper

understanding of the business and his/her
responsibilities under regulatory

requirements, business and governance

policies of the issuer.

Functions of non-executive directors include: Yes

— bringing an independent judgment at
board meetings.

—  taking the lead where potential conflicts
of interests arise.

— serving on committees if invited.

—  scrutinising the issuer’s performance.

Directors should ensure that they can give Yes
sufficient time and attention to the affairs of
the issuer.

The Board will provide information memorandum on
director’s duties and obligations under the Cayman
Islands laws, the Hong Kong laws and the Listing
Rules to a newly appointed Director to assist such
Director to understand his/her responsibilities.

The Board will also arrange for a meeting between the
Company'’s legal advisers and a newly appointed
Director in which the Company’s legal advisers will
explain to such Director his/her responsibilities under
the relevant legal and regulatory requirements.

In addition, the Company will provide relevant
information and organize various activities to ensure
the newly appointed Director properly understands the
business and governance policies of the Company.
The newly appointed Director will be given
opportunities to raise questions and give comments.

Non-executive Directors are consulted as to the
matters to be included for discussion at the Board
meetings and are provided with opportunities to raise
questions or comments at Board meetings.

In relation to each connected transaction or continuing
connected transaction of the Company that requires
independent shareholders’ approval, the independent
non-executive Directors will give independent opinion
on the transaction.

All the independent non-executive Directors are
members of the Audit Committee and the
Remuneration Committee; both committees serve the
function of scrutinising the Company.

There have been satisfactory attendances in general
for Board meetings and Board committees meetings.
Please refer to Directors’ attendance record of Board
meetings and Board committees meetings (see
Section A1)



A.5 Responsibilities of directors (continued)

Code Provisions

¢  Directors must comply with their obligations
under the Model Code for Securities
Transactions by Directors of Listed Issuers
(the “Model Code”) set out in Appendix 10 of
the Listing Rules regarding their securities
transactions.

e The board should establish written
guidelines on no less exacting terms than
the Model Code for relevant employees in
respect of their dealing in securities of the
issuer.

Recommended Best Practice

* Directors should participate in a programme
of continuous professional development.

¢ Directors should disclose to the issuer at the
time of his appointment (and on periodic
basis) offices held in other organisations and
other significant commitments.

*  Non-executive directors should ensure
regular attendance of and active
participation in board committees, board
meetings and general meetings.

*  Non-executive directors should make a
positive contribution to the development of
the issuer’s strategy and policies through
independent, constructive and informed
comments.

Compliance

Yes

Compliance

Yes

Yes

Yes

Yes

Details of Compliance

The Company has adopted the Model Code as the
code of conduct regarding securities transaction by
the Directors of the Company. Each Director is
specifically required to confirm with the Company that
he/she has complied with the required standard set
out in the Model Code at least twice each year and
there has not been any non-compliance by any
Director in this respect.

The Company has adopted written guidelines on no

less exacting terms than the Model Code for relevant
employees in respect of their dealing in securities of

the Company.

Details of compliance

In 2006, the Company organized 16 internal training
programmes and seminars for the Directors and the
senior management on various matters relating to
corporate governance, leadership, strategy,
management, corporate culture and SAP
implementation. There have been satisfactory
attendances in general.

Details of a Director, including the offices held by such
Director in other organisations and other significant
commitments are kept by the Company Secretary, and
updated at least once a year. Biography of each
Director is updated from time to time and confirmed by
such Director before being published in the
Company’s annual report and circulars.

Executive Directors who intend to accept any
directorship or appointment in other companies or
entities would need to consult and obtain prior
approval from the Board before acceptance.

During the year under review, the non-executive
Directors have actively participated in Board meetings,
Board committees meetings (if invited) (see Section
A.1) and general meetings in general.

During the year under review, the non-executive
Directors have satisfactorily discharged their duties.
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A.6 Supply of and access to information

Code Principle

Directors should be provided in a timely manner with appropriate information in such form and of such quality as will enable them
to make an informed decision and to discharge their duties and responsibilities as director of an issuer.

Code Provisions

* Agenda and papers for regular board
meetings should be sent in full to all
directors at least three days before the date
of such board meetings.

e Each director should have separate and

independent access to senior management.

*  Directors are entitled to have access to
board papers and related materials and
steps must be taken to respond promptly
and fully to director queries.

Compliance

Yes

Yes

Yes

Details of Compliance

* Agenda and Board papers are currently sent in full to
all Directors at least three days before the date of a
regular Board meeting.

e Senior management will meet, formally and informally,
with the Directors from time to time and as requested
by the Directors.

e Papers relating to Board meetings will be circulated to
the Directors who may request for further information.
Draft minutes of a Board meeting will be circulated to
all the Directors for review and comment prior to the
same being finalised. Board minutes will be sent to the
Directors for record after the meeting.

e Board and committees minutes and papers are
available for inspection by Directors and Board
committees members.

e Each Director will be given the opportunity to raise
questions or provide comments at Board meetings,
and his/her questions will be answered at the meeting
or promptly thereafter. Comments will be noted and
relevant action will be taken (if appropriate) after
discussion.



B. REMUNERATION OF DIRECTORS AND SENIOR MANAGEMENT

B.1 The level and make-up of remuneration and disclosure
Code Principle

An issuer should establish a formal and transparent procedure for setting policy on executive directors’ remuneration and for fixing
the remuneration package for all directors. No director should be involved in deciding his own remuneration.

Remuneration Committee
The Remuneration Committee was established on 31 December 2004 and currently consists of the following members:

Mr. Yang Yu (Executive Director, CEO and chairman of the Remuneration Committee)
Mr. Wang Guangtian (Independent non-executive Director)
Ms. Yien Yu Yu, Catherine (Independent non-executive Director)
Mr. Kong Chung Kau (Independent non-executive Director)

The Remuneration Committee is primarily responsible for the following duties:

1. to make recommendations to the Board on the Company’s policy and structure for all remuneration of Directors and senior
management and on the establishment of a formal and transparent procedure for developing the policy on such
remuneration;

2. to have the delegated responsibilities to determine the specific remunerations packages of all executive Directors and senior
management;

3. toreview and approve performance-based remuneration by reference to corporate goals and objectives resolved by the
Board from time to time;

4. toreview and approve the compensation payable to executive Directors and senior management in connection with any loss
or termination of their office or appointment to ensure that such compensation is determined in accordance with relevant
contractual terms and that such compensation is otherwise fair and not excessive for the Company;

5. toreview and approve compensation arrangements relating to dismissal or removal of Directors for misconduct to ensure
that such arrangements are determined in accordance with relevant contractual terms and that any compensation payment is
otherwise reasonable and appropriate;

6. to make recommendations to the Board on the remuneration for non-executive Directors;
7. toensure that no Director or any of his associates is involved in deciding his own remuneration;

8. to consult the Chairman and/or the CEO about their proposals relating to the remuneration of executive Directors and have
access to professional advice if considered necessary; and

9. toreport to the Board.

The Remuneration Committee met twice during the year under review considering the remuneration of and share options granted
to the Directors and senior management. Attendance record of the Remuneration Committee members is set out in Section A.1
above.
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B.1 The level and make-up of remuneration and disclosure (continued)

Code Provisions Compliance

*  Remuneration committee should be Yes
established with specific written terms of
reference (containing the minimum
prescribed details as set out in paragraph
B.1.3 of Appendix 14 to the Listing Rules)
and should be available on request.

e The remuneration committee should consult Yes
the chairman and/or chief executive officer
regarding proposed remuneration of other
executive directors and have access to
professional advice if necessary.

e The remuneration committee should be Yes
provided with sufficient resources to
discharge its duties.

Recommended Best Practice Compliance

*  Where the board resolves to approve any Yes
remuneration which the remuneration
committee has previously resolved not to
approve, the board must disclose the
reasons for its resolution in its next annual
report.

Details of Compliance

*  The Company has established a Remuneration
Committee with terms of reference which meet the
requirements as set out in paragraph B.1.3 of
Appendix 14 to the Listing Rules.

*  The terms of reference of the Remuneration
Committee are posted on the Company’s website and
will be available on request.

e The terms of reference of the Remuneration
Committee provide that the committee should consult
the Chairman and/or the CEQO about proposed
remuneration of other executive Directors.

e The Remuneration Committee will consult the
Chairman and/or the CEO before making
recommendation on remuneration to the Board and
will seek independent professional advice as and
when necessary.

e The terms of reference of the Remuneration
Committee provide that members of the Remuneration
Committee may seek outside legal and independent
professional advice as and when necessary at the
costs of the Company.

* In addition, the Board and the senior management will
give full support to the Remuneration Committee.

Details of compliance

*  The Board has not resolved to approve any
remuneration which the Remuneration Committee has
previously resolved not to approve. The Board will
disclose the reasons in the next annual report if such
circumstances occur in the future.



C.
C.1

cz2

ACCOUNTABILITY AND AUDIT

Financial reporting

Code Principle

61

The board should present a balanced, clear and comprehensible assessment of the company’s performance, position and

prospects.

Code Provisions

*  Management should provide explanation on Yes
financial and other information to enable the
board to make informed assessment.

¢ Acknowledgement of directors’ responsibility — Yes
for preparing the accounts and a statement
by the auditors regarding reporting
responsibilities in auditors’ report.

* Board’s responsibility to present a balanced, Yes
clear and understandable assessment in
annual/interim reports, price-sensitive
announcements and other financial
disclosures/reports under regulatory
requirements.

Internal controls

Code Principle

Compliance

Details of Compliance

Directors are provided with general financial
information with explanation thereof (if appropriate) of
the Group on a regular basis. Moreover, the
management also regularly meets with the Directors to
present results and discuss any variance between the
budget and the actual results (if any).

A statement of Directors’ responsibilities for financial
statements is set out in the interim and annual reports.

Auditors’ reporting responsibilities statement is set out
in the auditors’ report.

The Board is collectively responsible for ensuring clear
and understandable assessment in annual/interim
reports, price-sensitive announcement and other
financial disclosures/reports under regulatory
requirements. In addition, the Audit Committee has
been established to monitor the integrity of financial
statements of the Company.

The board should ensure that the issuer maintains sound and effective internal controls to safeguard the shareholders’ investment

and the issuer’s assets.
Code Provisions
e The directors should at least annually Yes

conduct a review of the effectiveness of the
system of internal control.

Compliance

Details of Compliance

The Board has conducted a review of the effectiveness
of the system of internal control and risk management
of the Group covering all material controls including
financial, operational and compliance controls, and
risk management functions for the year 2006.
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C.2 Internal controls (continued)

Recommended Best Practice

* Issuers should disclose as part of the
Corporate Governance Report a narrative
statement how they have complied with the
code provisions on internal control during
the reporting period.

Compliance

Yes

Details of compliance

The Board is responsible for the Group’s system of
internal control and risk management and for reviewing
its effectiveness.

Starting from 2006, the Group has engaged IBM to
implement ERP and install SAP. During the course of
SAP development, all control points in our current
operational and financial system have been
recognized, reviewed and improved. SAP also
enhances the financial reporting system by providing
more accurate and timely information.

The Group has established written procedures and an
assessment system on assessing the effectiveness of
the system of internal control and risk management of
the Group.

A designated inspection team has been established to
perform the internal control and risk management work
of the Group with reference to established procedures
and an assessment system.

Reports on each subsidiary of the Group will be
produced for consideration.

The designated team will monitor the performance of
those subsidiaries with low assessment results and will
give advice on measures to be taken by such
subsidiaries.

During the year under review, some internal control
weaknesses have been found and corrected. There
have not been any significant problems relating to the
internal control aspects of the Group.



63

C.3 Audit committee
Code Principle

The board should establish formal and transparent arrangements for considering how it will apply the financial reporting and
internal control principles and for maintaining an appropriate relationship with the company’s auditors. The audit committee
should be established with a clear terms of reference.

Audit Committee

The Audit Committee was established on 28 March 2001 and currently consists of the following members:

Mr. Wang Guangtian (Independent non-executive Director and chairman of the Audit Committee)
Ms. Yien Yu Yu, Catherine, CFA (Independent non-executive Director)
Mr. Kong Chung Kau, CPA (Independent non-executive Director)

The Audit Committee is primarily responsible for the following duties:

1. to make recommendation to the Board on the appointment, reappointment and removal of the external auditor, and to
approve the remuneration and terms of engagement of the external auditor, and any questions of resignation or dismissal of
that auditor;

2. toreview and monitor the external auditor's independence and objectivity and the effectiveness of the audit process in
accordance with applicable standard;

3. to develop and implement policy on the engagement of an external auditor to supply non-audit services; and

4. to monitor integrity of financial statements of the Company and the Company’s annual report and accounts, interim report
and to review significant financial reporting judgments contained in them.

The Audit Committee met 3 times during the year under review considering the interim and annual results of the Group and
discussing with the auditors on the impact on any change of accounting policies, the scope of work regarding the annual audit,
interim review and the remuneration of the auditors. Attendance record of the Audit Committee members is set out in Section A.1
above.

Auditors’ remuneration

For the year ended 31 December 2006, audit and non-audit services provided to the Group by Deloitte Touche Tohmatsu, the
auditors of the Company, and the amounts of remuneration paid and payable in connection therewith are as follows:

Services Approximate Amount

Audit services for the year 2006

e Audit fee paid — Interim review HK$700,000
e Audit fee payable — Final results
(subject to final agreement with the auditors) HK$3,900,000

Non-audit services for the year 2006

* Fee paid for agree-upon procedures in respect of connected transactions
of the Group and other miscellaneous services HK$60,300

The Audit Committee is of the view that the auditors’ independence was not affected by the provision of the abovementioned non-
audit services to the Group.
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C.3 Audit committee (continued)

Code Provisions

*  Minutes should be kept by a duly appointed
secretary and should be sent to all
committee members within a reasonable
time.

*  Aformer partner of the existing auditors
should not sit on the Audit Committee.

*  The terms of reference of audit committee
should contain the minimum prescribed
details in paragraph C.3.3 of Appendix 14 to
the Listing Rules and should be made
available on request.

*  Where the board disagrees with the audit
committee’s view on the selection,
appointment, resignation or dismissal of the
external auditors, the issuer should include
in the Corporate Governance Report the
audit committee’s recommendation and the
board’s view.

e The audit committee should be provided
with sufficient resources to discharge its
duties.

Compliance

Yes

Yes

Yes

Yes

Yes

Details of compliance

Audit Committee minutes and papers are kept by the
Company Secretary. Draft Audit Committee minutes is
circulated to all the committee members for review and
comment and final version of the minutes will be sent
to all the committee members for record, as soon as
practicable after the relevant Audit Committee
meeting.

None of the Audit Committee members is a former
partner of the external auditors of the Group.

The Company has established an Audit Committee
with terms of reference which meet the requirements
as set out in paragraph C.3.3 of Appendix 14 to the
Listing Rules.

The terms of reference of the Audit Committee are
posted on the Company’s website and will be available
on request. The primary responsibilities of the Audit
Committee are set out therein.

The Board has not had any disagreement with the
Audit Committee on the selection, appointment,
resignation or dismissal of external auditors. Should
there be such a disagreement, the Board will include
the relevant details in its Corporate Governance
Report.

The terms of reference of the Audit Committee provide
that the members of the Audit Committee may seek
outside legal or other independent professional advice
as and when necessary at the costs of the Company.

In addition, the Board and the senior management will
give full support to the Committee.



D. DELEGATION BY THE BOARD

D.1 Management functions

Code Principle
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An issuer should have a formal schedule of matters specifically reserved to the board for its decision. The board should give clear
directions to management as to the matters that must be approved by the board before decisions are made on behalf of the

issuer.

Code Provisions

e The board must give clear directions as to
the powers of management, including
circumstances where management should
obtain prior approval from the board.

e Formalise the functions reserved to the
board and those delegated to management.

Recommended Best Practice

*  Disclosure of division of responsibility
between the board and management to
assist those affected by corporate decisions
to better understand their respective
accountabilities.

¢  Formal letters of appointment for directors
setting out the key terms and conditions
relative to their appointment so that directors
understand the delegation arrangements.

Compliance

Yes

Compliance

Yes

Yes

Details of Compliance

The Board has set out in writing clear division of
the responsibilities of the Board and the senior
management. In general, the Board is responsible
for establishing the strategies and direction of the
Group, setting objectives and business
development plans, monitoring the performance
of the senior management, and ensuring good
corporate governance. The senior management,
which is led by the CEQ, is responsible for
executing the strategies and plans set by the
Board, and reporting to the Board periodically to
ensure proper execution.

Details of compliance

The Company has written internal guidelines
setting out the division of responsibilities between
the Board and management of the Company. In
addition, the Board has made such disclosure to
the Directors, the management and other staff by
various means including internal circulars and
meetings with management and staff.

It is the practice of the Company to enter into a (i)
written service contract with each executive
Director setting out the rights, obligation, duties,
responsibilities and other terms and conditions of
his/her appointment, and (i) a letter of
appointment with each non-executive Director
confirming the terms of his/her appointment.
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D.2 Board committees

Code Principle

Board committees should be formed with specific written terms of reference which deal clearly with the committees’ authority and

duties.

Code Provisions

*  Clear terms of reference to enable proper
discharge of committee functions.

*  The terms of reference should require
committees to report back to the board their
decisions.

COMMUNICATION WITH SHAREHOLDERS

Effective communication

Code Principle

Compliance

Yes

Yes

Details of Compliance

The Company currently has three Board
committees, being the Audit Committee, the
Remuneration Committee and the Convertible
Bond Committee, each of which has clear written
terms of reference setting out details of the
authorities and duties of such committee.

The terms of reference of the abovementioned
Board committees will be available on request.

The terms of reference of each of the Board
committees contain provisions which require such
Board committee to report back to the Board any
decision made by it.

The board should endeavour to maintain an on-going dialogue with shareholders and, in particular, use annual meetings or other
general meetings to communicate with shareholders and encourage their participation.

Code Provisions

* A separate resolution should be proposed
by the chairman for each substantially
separate issue.

*  The chairman of the board should attend the
annual general meeting and arrange for the
chairmen of the audit, remuneration and
nomination committees (as appropriate) or
in the absence of the chairman of such
committees, another member of the
committee to be available to answer
questions at the annual general meeting.

*  The chairman of the independent board
committee (if any) should also be available
to answer questions at any general meeting
to approve a connected transaction or any
other transaction that is subject to
independent shareholders’ approval.

Compliance

Yes

Yes

Yes

Details of Compliance

Separate resolutions are proposed at general
meeting on each substantially separate issue. For
example, a separate resolution will be proposed
for each director nominated for election or re-
election.

In the year under review, the Company held one
annual general meeting.

The Chairman and two members of the Audit
Committee and the Remuneration Committee
attended the said annual general meeting in 2006.

During 2006, there was no general meeting for
approving a connected transaction or any other
transaction that is subject to independent
shareholders’ approval.



E.2 Voting by poll

Code Principle
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The issuer should