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Overview

On 30 June 2004, the Company

completed its acquisition from China

Telecommunications Corporation of the

entire equity interests in Hubei Telecom

Company Limited, Hunan Telecom

Company Limited, Hainan Telecom

Company Limited, Guizhou Telecom

Company Limited, Yunnan Telecom

Company Limited, Shaanxi Telecom

Company Limited, Gansu Telecom

Company Limited, Qinghai Telecom

Company Limited, Ningxia Telecom

Company Limited, Xinjiang Telecom

Company Limited (hereinafter referred

to collectively as the “Acquired

Companies”). Since the Company and

the Acquired Companies were under the

common control of China

Telecommunications Corporation, our

acquisition of the Acquired Companies

has been treated as a “combination of

entities under common control”, and

was accounted for in a manner similar to

a pooling-of-interests (“as-if-pooling-of-

interests accounting”). Accordingly, the

assets and liabilities of the Acquired

Companies have been accounted for

based on their historical amounts and

our financial statements for the period

prior to the acquisition have been

restated to include the financial position

and results of operations of the

Acquired Companies on a combined

basis. Unless otherwise indicated in this

section, our financial data for the period

prior to the acquisition are presented

based on those restated amounts.

In 2004, our operating revenue increased

steadily while our operating expenses were

kept under effective control. Our profit

increased and our cash flow was strong.

Through our acquisition of the Acquired

Companies, we successfully achieved our

external expansion and created more

growth opportunities.

Our total operating revenue in 2004 grew

6.4% from 2003 to RMB161,212 million.

Our operating expenses increased from

2003 by 2.3% to RMB121,382 million in

2004. Our net profit1 was RMB28,023

million and our earnings per share were

RMB0.36 for 2004. Our EBITDA2 was

RMB87,000 million in 2004, with an EBITDA

margin of 54.0%.

1 Including deficit on revaluation of property,

plant and equipment of RMB1,262 million.

2 Our EBITDA represents profit before net finance

costs, investment income, share of profit from

associates, taxation, depreciation and

amortisation, deficit on revaluation of property,

plant and equipment and minority interests. As

the telecommunications business is a capital

intensive industry, capital expenditure, the level

of gearing and finance costs may have a

significant impact on the net profit of

companies with similar results. Therefore, we

believe EBITDA may be helpful in analysing the

operating results of a telecommunications

service provider like us. Although EBITDA is

widely used in the global telecommunications

industry as a benchmark to reflect the operating

performance, financial capability and liquidity, it

is not regarded as a measure of operating

performance and liquidity under generally

accepted accounting principles. It also does not

represent cash flows from operating activities. In

addition, our EBITDA may not be comparable to

similar indicators provided by other companies.
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Excluding the amortisation of upfront

connection fees of RMB8,458 million, our

operating revenue in 2004 was

RMB152,754 million, an increase of 7.7%

from 2003; our net profit was RMB19,565

million, our earnings per share were

RMB0.25; our EBITDA was RMB78,542

million and EBITDA margin was 51.4%.

Operating Revenue

Our total operating revenue in 2004 was

RMB161,212 million, an increase of 6.4%

from 2003. Excluding the amortisation of

upfront connection fees, the operating

revenue in 2004 increased by RMB10,972

million or 7.7% from 2003, reaching

RMB152,754 million. As the main sources

for the growth in our operating revenue,

local telephone services revenue, Internet

services revenue and interconnection

revenue increased by RMB4,381 million,

RMB4,102 million, and RMB2,354 million,

respectively, from 2003. Our long distance

services revenue increased by 2.1% from

2003, while revenue from our managed

data and leased line services decreased.
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The following table sets forth a breakdown of our operating revenue for 2003 and 2004,

together with their respective rates of change:

For the Year Ended

31 December

Rate of

2003 2004 Change

(RMB in millions, except

percentage data)

Wireline telephone services3

Local

Installation fees 2,643 2,865 8.4%

Monthly fees 27,499 29,827 8.5%

Local usage fees 45,815 47,646 4.0%

Sub-total 75,957 80,338 5.8%

Domestic long distance4 25,460 26,231 3.0%

International, Hong Kong, Macau and Taiwan

long distance4 3,943 3,788 (3.9%)

Interconnections 8,365 10,719 28.1%

Upfront connection fees 9,771 8,458 (13.4%)

Sub-total 47,539 49,196 3.5%

Internet 10,007 14,109 41.0%

Managed data 3,210 3,015 (6.1%)

Leased line services 5,103 4,154 (18.6%)

Others5 9,737 10,400 6.8%

Operating revenue (Excluding amortisation of

upfront connection fees) 141,782 152,754 7.7%

Total operating revenue 151,553 161,212 6.4%

3 Includes revenue from our registered subscribers, public telephones and prepaid calling cards services.

4 Includes revenue from our VoIP long distance services.

5 Includes primarily revenue from the provision of value-added telecommunications services, sale and repairs and

maintenance of customer-end equipment, and lease of telecommunications network facilities.
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Local Telephone Services

Revenue from our local telephone services

grew by 5.8% from RMB75,957 million in

2003 to RMB80,338 million in 2004, which

contributed 49.8% to our total operating

revenue or 52.6% of our operating revenue

excluding amortisation of upfront

connection fees. This was primarily due to

continued growth in our subscriber base

and growth in our local usage volume.

• Installation Fees. Upfront installation

fees will be amortised over the

expected customer relationship period

of 10 years. Revenue from amortisation

of upfront installation fees increased

by 8.4% from RMB2,643 million in

2003 to RMB2,865 million in 2004.

• Monthly Fees. Revenue from monthly

fees increased by RMB2,328 million, or

8.5%, from RMB27,499 million in

2003 to RMB29,827 million in 2004,

which was primarily due to the

sustained increase in the number of

our local telephone subscribers. The

number of subscribers for our access

lines increased by 25.66 million or

15.9% from 160.99 million in 2003,

reaching 186.65 million as of the end

of 2004.

• Local Usage Fees. Revenue from local

usage fees was RMB47,646 million,

increased by 4.0%, from RMB45,815

million in 2003, primarily due to an

increase in local voice usage. In 2004,

despite the intensifying mobile

substitution, we successfully increased

our local usage volume usage by 11.6%

from 2003 to 429,150 million pulses in

2004, through our marketing channels

and various marketing tactics like

integrated marketing and sales

packaging.

Long Distance Telephone Services

Revenue from our long distance telephone

services increased by 2.1%, from

RMB29,403 million in 2003 to RMB30,019

million in 2004, representing 18.6% of our

total operating revenue or 19.7% of our

operating revenue excluding amortisation of

upfront connection fees.

• Domestic Long Distance Services.

Domestic long distance revenue

increased by 3.0% from RMB25,460

million in 2003 to RMB26,231 million

in 2004, primarily due to the rapid

increase in domestic long distance

usage volume. In 2004, we seized the

opportunity brought by strong market

demands and took an active and

flexible approach towards the

competition. As a result, our total

domestic long distance usage volume

increased by 21.8% from 2003 to

81,960 million minutes in 2004, fully

offsetting the negative influence from

price decreases, and the declining

trend in the revenue from domestic

long distance services in recent years

was reversed.

• International, Hong Kong, Macau and

Taiwan Long Distance Services.

International, Hong Kong, Macau and

Taiwan long distance services revenue

decreased by 3.9%, from RMB3,943

million in 2003 to RMB3,788 million in

2004. The transmission volume of our

international, Hong Kong, Macau and

Taiwan long distance services was
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1,654 million minutes in 2004, which

was similar to that in 2003. The

decrease in revenue was attributable to

the decrease in prices. We plan to

adopt a more flexible marketing

strategy to stimulate growth in usage

volume.

Internet Services

Revenue from our Internet services increased

by 41.0%, from RMB10,007 million in 2003

to RMB14,109 million in 2004, representing

8.8% of our total operating revenue or 9.2%

of our operating revenue excluding

amortisation of upfront connection fees.

Driven by the rapid development of

broadband services in recent years, our

Internet services revenue recorded a

sustained and rapid growth. The number of

our broadband subscribers increased by 6.61

million from the end of 2003 to 13.84

million as of the end of 2004. We believe

that there is still great potential for

development in our broadband services.

Managed Data Services

Revenue from our managed data services

decreased by 6.1%, from RMB3,210 million

in 2003 to RMB3,015 million in 2004. This

decrease was primarily due to the decrease

in prices as a result of the intensifying

competition.

Leased Line Services

Revenue from leased line services decreased

by 18.6%, from RMB5,103 million in 2003

to RMB4,154 million in 2004. The major

reason for this decrease was that the unit

price dropped as a result of the intensifying

market competition.

Interconnection Services

Revenue from interconnection services

increased by 28.1%, from RMB8,365 million

in 2003 to RMB10,719 million in 2004,

representing 6.6% of our total operating

revenue or 7.0% of our operating revenue

excluding amortisation of upfront

connection fees. This growth was primarily

attributable to an increase in

interconnection volume as a result of the

expansion in the domestic

telecommunications services subscriber

base.

Other Businesses

Revenue from our other businesses

increased by 6.8%, from RMB9,737 million

in 2003 to RMB10,400 million in 2004,

representing 6.5% of our total operating

revenue or 6.8% of our operating revenue

excluding amortisation of upfront

connection fees. This growth was primarily

due to the increase in revenue from value-

added services, including caller display

service and telephone message service.

Upfront Connection Fees

Upfront connection fees represent the

amortised amount of the upfront fees

received for the initial activation of wireline

services, amortised over the expected

customer relationship period of 10 years.

Effective as of 1 July 2001, we ceased

charging new subscribers upfront

connection fees. Consequently, the

amortised amount decreased by 13.4%,

from RMB9,771 million in 2003 to

RMB8,458 million in 2004.
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The table below sets forth the amortisation of our upfront connection fees for each year from

2005 to 2011 based on a 10-year estimated amortisation period (with 2011 as the end of the

amortisation period):

For the Year Ending 31 December

2005 2006 2007 2008 2009 2010 2011

(RMB in millions)

Amortisation of upfront

connection fees 6,782 4,965 3,295 2,022 1,151 497 98

Operating Expenses

In 2004, our operating expenses were

RMB121,382 million, representing an

increase of 2.3% from 2003. The ratio

of our operating expenses to total

operating revenue decreased from

78.3% in 2003 to 75.3%, or decreased

from 83.7% in 2003 to 79.5% of our

operating revenue excluding amortisation

of upfront connection fees. Our network

operations and support expenses

decreased and our depreciation and

amortisation expenses increased slightly

in 2004. Our selling, general and

administrative expenses, personnel

expenses, interconnection and other

operating expenses also increased.

The following table sets forth a breakdown of our operating expenses for 2003 and 2004,

together with their respective rates of change:

For the Year Ended

31 December

Rate of

2003 2004 Change

(RMB in millions, except

percentage data)

Depreciation and amortisation 46,597 47,170 1.2%

Network operations and support 31,338 27,611 (11.9%)

Selling, general and administrative 16,778 19,229 14.6%

Personnel 20,812 23,233 11.6%

Interconnection and other operating expenses 3,176 4,139 30.3%

Total operating expenses 118,701 121,382 2.3%
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• Depreciation and Amortisation. Our

depreciation and amortisation

expenses were RMB47,170 million in

2004, an increase of 1.2% from 2003,

representing 29.3% of our total

operating revenue. The depreciation

and amortisation expenses as a

percentage of our operating revenue

excluding amortisation of upfront

connection fees decreased from 32.9%

in 2003 to 30.9% in 2004.

• Network Operations and Support. Our

network operations and support

expenses (excluding related personnel

expenses) decreased by 11.9%, from

RMB31,338 million in 2003 to

RMB27,611 million in 2004, primarily

due to a decrease in repair and

maintenance expenses as a result of

our centralised management of

network maintenance and resources

allocation. Our repair and maintenance

expenses decreased by 9.4% from

2003 to RMB12,217 million in 2004.

• Selling, General and Administrative

Expenses. Our selling, general and

administrative expenses (excluding

related personnel expenses) increased

by 14.6%, from RMB16,778 million in

2003 to RMB19,229 million in 2004.

Our selling expenses in 2004 increased

by 42.5% from 2003, due to the

reinforcement of our marketing

strength to cope with increasingly

intensified market competition.

However, with our proper control, the

growth rate of such expenses in the

whole year was remarkably lower than

that of the first half of 2004. At the

same time, we continued to achieve

savings in administrative expenses.

• Personnel Expenses. Our personnel

expenses increased by 11.6%, from

RMB20,812 million in 2003 to

RMB23,233 million in 2004. The

Company established a performance-

linked remuneration scheme, which

played an important role in attracting

and retaining talented employees and

incentivising employees.

• Interconnection and Other Operating

Expenses. Our interconnection and

other operating expenses in 2004

increased by RMB963 million, or

30.3%, from RMB3,176 million in

2003 to RMB4,139 million in 2004.

The significant increase in inter-

network traffic led to the corresponding

increase in interconnection expenses.

The net interconnection revenue

(interconnection revenue minus

interconnection expenses) in 2004 was

RMB6,624 million, representing an

increase of 25.9% from 2003.

Net Finance Costs

Our net finance costs increased by 48.1%,

from RMB3,606 million in 2003 to

RMB5,340 million in 2004. The Company

acquired the telecommunications businesses

in the six regions as of 31 December 2003

and the ten regions as of 30 June 2004

respectively, and the purchase

considerations included deferred payments

totalling RMB50,150 million. The interest

expense incurred therefrom was the main

reason for the increase in our finance costs.
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Deficit on Revaluation of Property, Plant

and Equipment

According to our accounting policy,

revaluation of property, plant and

equipment should be carried out at least

once every three years. In 2004, we carried

out a revaluation on our property, plant and

equipment and a revaluation deficit of

RMB1,262 million was recorded.

Income Tax

Our statutory tax rate is 33%. In 2004, our

income tax expense was RMB5,187 million,

representing an effective tax rate of 15.6%.

The difference between the statutory tax

rate and our effective tax rate was primarily

due to the exclusion of the upfront

connection fees from taxable revenue and

the preferential income tax rate of 15%

applied to some of our subsidiaries located

in special economic zones and the western

part of China. Another reason for our

effective tax rate being lower than the

statutory tax rate was that some of our

operating subsidiaries received tax credits of

RMB1,210 million in 2004 on the purchases

of domestic equipment. As the tax credits

on purchases of domestic equipment are

subject to various restrictions, we cannot

reasonably foresee their impacts on effective

tax rates in future years.

Net Profit

In 2004, our operating effectiveness and

profit level continued to grow and our net

profit reached RMB28,023 million.

Excluding amortisation of upfront

connection fees, our net profit in 2004 was

RMB19,565 million. Our net profit for 2003

was RMB13,882 million and our net profit

excluding amortisation of upfront

connection fees was RMB4,111 million.

During the reorganisation of

telecommunications businesses in the ten

regions in 2003, we carried out a

revaluation of the relevant property, plant

and equipment in accordance with the

relevant regulations and a revaluation deficit

of RMB14,832 million was resulted. This

was one of the reasons for the substantial

increase in our net profit in 2004 from that

of 2003.

Capital Expenditure

In 2004, we continued to implement our

prudent policy on capital expenditure. Our

capital expenditure decreased by 8.6%,

from RMB61,587 million in 2003 to

RMB56,307 million in 2004. Seizing the

opportunity brought along by urbanisation,

we maintained our leading position in

access network. We also made efforts to

transform existing networks into intelligent,

broadband and IP based networks, and at

the same time made preparations for the

construction of the next generation

network.

Our planned capital expenditure for 2005 is

RMB55,800 million. We expect to fund our

capital expenditure needs through a

combination of cash flows generated from

our operating activities, short-term and

long-term bank loans and other debt and

equity financing. We believe we will have

sufficient resources to meet our capital

expenditure requirements for the

foreseeable future.
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Cash Flows and Capital Resources

Cash Flows

Our net cash inflow was RMB744 million in

2004, as compared with a net cash outflow

of RMB10,022 million in 2003. The main

reason for the increase in our net cash flow

was the substantial growth in cash flow

generated from our operating activities and

our successful issue of additional H shares.

The following table presents our cash flows

for 2003 and 2004:

For the Year Ended
31 December

2003 2004

(RMB in millions)

Net cash flows from
operating activities 58,392 66,078

Net cash used in
investing activities (57,094) (56,353)

Net cash used in
financing activities (11,320) (8,981)

Net (decrease)/increase
in cash and cash
equivalents (10,022) 744

Our net cash flows from operating activities

were RMB66,078 million in 2004, an

increase of RMB7,686 million from

RMB58,392 million in 2003. This increase

reflected the steady development of the

Group’s business and improvement in

operational efficiency.

We achieved saving in capital expenditure

for 2004. Net cash used in investing

activities was RMB56,353 million, decreased

by RMB741 million from that of 2003.

Our net cash used in financing activities was

RMB8,981 million in 2004, as compared

with a net cash outflow of RMB11,320

million in 2003. In May 2004, the Company

raised net proceeds of RMB12,702 million

from the global offering of its H shares,

which were used to settle part of the

purchase consideration on the acquisition of

the Acquired Companies. On the other

hand, we continued to repay certain

amounts of our loans in 2004. Our net cash

outflow used for the repayment of loans

(the difference between the proceeds from

loans and the cash repayment for such

loans) increased from RMB2,675 million in

2003 to RMB3,950 million in 2004. In

addition, the amount of dividends paid by

the Company in 2004 increased by

RMB4,551 million.

Working Capital

Our working capital (total current assets

minus total current liabilities) deficit was

RMB118,412 million as of 31 December

2004, representing an increase of

RMB2,370 million, compared with the

deficit of RMB116,042 million in 2003. The

increase in our working capital deficit was

primarily due to the fact that in accordance

with its credit level and in order to control

risk, the Company had increased its short-

term loans with lower interest rates.

As of the end of 2004, our cash and cash

equivalents reached RMB13,465 million, of

which 99.2% was denominated in RMB.
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Indebtedness

Our indebtedness as of the end of 2003 and

2004 was as follows:

As of 31 December

2003 2004

(RMB in millions)

Short-term debt 56,243 65,976
Long-term debt maturing

within a year 13,957 11,842
Long-term debt

(excluding current
portion) 68,632 72,366

Total debt 138,832 150,184

Our total debt was RMB150,184 million as of

the end of 2004, increased by RMB11,352

million from that of 2003, primarily due to

the deferred consideration of RMB15,150

million for our acquisition of the Acquired

Companies from China Telecommunications

Corporation in 2004. The debt-to-asset ratio

(total debt divided by total assets) was

therefore increased to 36.4% as of the end

of 2004 from 34.4% as of the end of 2003.

Excluding the deferred considerations of

RMB50,150 million payable to China

Telecommunications Corporation for the two

acquisitions, our loans would be decreased

from RMB103,832 million as of 31 December

2003 to RMB100,034 million as of 31

December 2004. We believe we maintained a

solid capital structure.

Substantial business revenue and expenses

of the Company were denominated in

Renminbi, where Renminbi cannot be

completely exchanged into foreign

currencies freely. Of our total debt as of 31

December 2004, 95.2%, 2.1%, 1.9% and

0.8% were denominated in Renminbi,

Japanese yen, U.S. dollars and Euros,

respectively. 59.8% of the Group’s total

debt was with fixed interest rate terms.

Contractual Obligations

The following table sets forth our contractual obligations as of 31 December 2004:

Payable in

Total 2005 2006 2007 2008 After 2008

(RMB million)

Short-term debt 65,976 65,976 — — — —

Long-term debt 84,208 11,842 10,022 8,343 552 53,449

Operating lease

commitments 1,285 369 187 137 124 468

Capital commitments 4,865 4,865 — — — —

Total contractual

obligations 156,334 83,052 10,209 8,480 676 53,917
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