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CERTAIN TERMS AND CONVENTIONS

Definitions

Unless the context otherwise requires, references in this annual report
to:

o "CNOOC" are to our parent, China National Offshore 0il Corporation,
a PRC state-owned enterprise, and its affiliates, excluding us and
our subsidiaries;

o "CNOOC Limited," "we," "our" and "us" are to CNOOC Limited, a Hong
Kong limited liability company and the registrant of this annual
report, and its subsidiaries;

o "China" or the "PRC" are to the People's Republic of China,
excluding for purposes of this annual report Hong Kong, Macau and
Taiwan;

o "Hong Kong Stock Exchange" are to The Stock Exchange of Hong Kong
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Limited;
o "HKS$" are to Hong Kong dollars;
o "JPY" are to Japanese yen;
o "Rmb" are to Renminbi, the currency of the PRC;
o "Rupiah" are to Indonesian Rupiah, the currency of the Republic of

Indonesia; and

o "USs$" are to U.S. dollars, the currency of the United States of
America.

Conventions

We have translated amounts from Renminbi into U.S. dollars solely for the
convenience of the reader at the noon buying rate in New York for cable
transfers payable in foreign currencies as certified for customs purposes by
the Federal Reserve Bank of New York on December 31, 2002 of USS$1.00=Rmb
8.2800. We have also translated amounts in Hong Kong dollars solely for the
convenience of the reader at the rate of HK$7.8000 to USS$1.00, the linked
exchange rate between such currencies under policies of the Hong Kong
government in effect on December 31, 2002. We make no representation that the
Renminbi amounts or Hong Kong dollar amounts could have been, or could be,
converted into U.S. dollars at those rates on December 31, 2002, or at all.
For further information on exchange rates, see "Currencies and Exchanges
Rates."

Totals presented in this annual report may not total correctly due to
rounding of numbers.

Our "average net realized price" for oil and gas in each period is
derived from a numerator divided by a denominator, where:

o the numerator is equal to the sum of (i) revenues from our oil and
gas sales offshore China for the applicable period; (ii) the 30%
ownership share of revenues from oil and gas sales for the
applicable period from our associated company, Shanghai Petroleum
and Natural Gas Company Limited; and (iii) the revenues from oil and
gas sales for the applicable period from our overseas interests;
while:

o the denominator is equal to the sum of (i) the volume of oil and gas
sales offshore China for the applicable period; (ii) 30% of the
volume of o0il and gas sales for the applicable period from our
associated company; and (iii) the volume of o0il and gas sales for
the applicable period from our overseas interests.

Our "net proved reserves" are derived from proved reserves less certain
adjustments, where:

o proved reserves is equal to the sum of (i) our 100% interest in our
independent oil and gas properties (excluding the proved reserves
attributable to our associated company); (ii) our participating

interest in the properties covered under our production sharing
contracts in the PRC and Indonesia; and (iii) our 30% interest in
the proved reserves of our associated company; while:

o the adjustments equal the sum of (i) an adjustment for our share of
royalties payable to the PRC government and our participating
interest in share oil payable to the PRC government under our
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production sharing contracts in the PRC; (ii) an adjustment for
production allocable to foreign

partners under our production sharing contracts in the PRC as
reimbursement for exploration expenses attributable to our working
interest; and (iii) adjustments for share oil payable under our
Indonesian production sharing contracts to Pertamina, the Indonesian
state-owned o0il and gas company and for a domestic market obligation
under which the contractor must sell a specified percentage of its
crude oil to the local Indonesian market at a reduced price. In this
annual report, we use "share o0il" to refer to the portion of
production that must be allocated to the relevant government entity
or company under our production sharing contracts and technical
assistance contracts.

Net proved reserves do not include any deduction for production taxes
payvable by us, which are included in our operating expenses. Net production is
calculated in the same way as net proved reserves. Unless otherwise noted, all
information in this annual report relating to oil and natural gas reserves is
based upon estimates prepared by us. In calculating barrels-of-oil equivalent,
or BOE, amounts, we have assumed that 6,000 cubic feet of natural gas equals
one BOE, with the exception of natural gas from certain fields which is
converted using the actual heating value of the natural gas.

Glossary of Technical Terms
Unless otherwise indicated in the context, references to:

o "adjusted finding and development cost per BOE" means, for a given
period, the sum of (a) total finding costs incurred divided by the
sum of discoveries, extensions, and revisions of prior estimates of
net proved reserves and (b) the sum of (i) total development costs
and (ii) the amount of expected future development costs of proved
undeveloped reserves divided by the sum of (iii) proved undeveloped
reserves and (iv) the sum of undeveloped reserves converted to
developed reserves. This measure is used to account for expected
future development costs for existing reserves in addition to
finding and development costs already incurred.

o "API gravity" means the American Petroleum Institute's scale for
specific gravity for ligquid hydrocarbons, measured in degrees. The
lower the API gravity, the heavier the liquid and, generally, the
lower its commercial value. For example, asphalt has an API gravity
of eight degrees, West Texas Intermediate, a benchmark crude oil,
has an API of 40 degrees, and gasoline has an API gravity of 50
degrees.

o "appraisal well" means an exploration well drilled after a
successful wildcat well to gain more information on a newly
discovered o0il or gas reserve.

o "condensate" means light hydrocarbon liquids separated from natural
gas in the field through condensation when natural gas is exposed to
surface temperature and pressure. This group generally includes
slightly heavier hydrocarbons than natural gas liquids, such as
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pentane. It is combined with crude oil production and reserve
figures.

"crude o0il" means crude o0il and liquids, including condensate,
natural gas liquids and liquefied petroleum gas.

"development cost" means, for a given period, costs incurred to
obtain access to proved reserves and to provide facilities for
extracting, treating, gathering and storing the oil and gas.

"dry hole" means an exploration well that is not commercial (i.e.,
economically feasible to develop). Dry hole costs include the full
costs for such drilling and are charged as an expense.

"exploration well" means a wildcat or appraisal well.

"finding and development cost per BOE" means, for a given period,
the sum of total finding and development cost incurred, divided by
the sum of discoveries, extensions, and revisions of prior estimates
of net proved reserves.

"finding cost" means, for a given period, costs incurred in
identifying areas that may warrant examination and in examining
specific areas that are considered to have prospects of containing
0oil and gas reserves, including costs of drilling exploration wells.

"lifting cost" means, for a given period, costs incurred to operate
and maintain wells and related equipment and facilities, including
applicable operating costs of support equipment and facilities and
other costs of operating and maintaining those wells and related
equipment and facilities, plus production taxes. Also known as
production cost.

"natural gas liquids" means light hydrocarbons that can be extracted
in liquid form from natural gas through special separation plants.
This group includes typically lighter liquid hydrocarbons than
condensate, such as butane, propane and ethane. It is combined with
crude oil production but not with crude oil reserve figures.

"net wells" means a party's working interest in wells under a
production sharing contract.

"offshore" means areas under water with a depth of five meters or
greater.

"onshore" means areas of land and areas under water with a depth of
less than five meters.

"proved developed reserves" means proved reserves of oil and natural
gas that can be expected to be recovered through existing wells with
existing equipment and operating methods.

"proved reserves" means estimated quantities of crude oil and
natural gas that geological and engineering data demonstrate with
reasonable certainty to be recoverable in future years from known
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reservoirs under existing economic and operating conditions, i.e.,
prices and costs as of the date the estimate is made.

o "proved undeveloped reserves" means proved reserves that are
expected to be recovered from new wells in undrilled areas, or from
existing wells where significant expenditure is required for
completion.

For a further definition of reserves:

o "reserve replacement ratio" means, for a given year, gross additions
to proved reserves divided by production during the year.

o "reserve-to-production ratio" means the ratio of proved reserves to
annual production of crude o0il or, with respect to natural gas, to
wellhead production excluding flared gas.

o "seismic data" means data recorded in either two-dimensional (2D) or
three-dimensional (3D) form from sound wave reflections off of
subsurface geology. This is used to understand and map geological
structures for exploratory purposes to predict the location of
undiscovered reserves.

o "success" means a discovery of oil or gas by an exploration well.
Such an exploration well is a successful well and is also known as a
discovery. A successful well is not necessarily commercial, which
means there are enough hydrocarbon deposits discovered for
economical recovery.

o "success rate" means the total number of successful wells divided by
the total number of wells drilled in a given period. Success rate

can be applied to wildcat wells or exploration wells in general.

o "wildcat well" means an exploration well drilled in an area or rock
formation that has no known reserves or previous discoveries.

References to:

o bbls means barrels, which is equivalent to approximately 0.134 tons
of 0il (33 degrees API);

5
o mmbbls means million barrels;
o BOE means barrels-of-o0il equivalent;
o BOE per day means barrels-of-oil equivalent per day;
o million BOE means million barrels-of-o0il equivalent;
o mcf means thousand cubic feet;
o mmcf means million cubic feet;
o bcf means billion cubic feet, which is equivalent to approximately

283.2 million cubic meters;
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o BTU means British Thermal Unit, a universal measurement of energy;
and
o km means kilometers, which is equivalent to approximately 0.62
miles.
6

CURRENCIES AND EXCHANGE RATES

We publish our financial statements in Renminbi. Unless otherwise
indicated, all translations from Renminbi to U.S. dollars have been made at a
rate of Rmb 8.2800 to US$1.00, the noon buying rate as certified for customs
purposes by the Federal Reserve Bank of New York on December 31, 2002. We do
not represent that Renminbi or U.S. dollar amounts could be converted into
U.S. dollars or Renminbi, as the case may be, at any particular rate, the rate
below or at all.

The following table sets forth the noon buying rate for U.S. dollars in
New York City for cable transfers in Renminbi as certified for customs
purposes by the Federal Reserve Bank of New York for the periods indicated:

Noon
Period End Average (1)

(Rmb p
S 8.3008 8.2991
1000 ittt e e e e e e e e e e 8.2795 8.2785
2000 . et e e et e e e e e e e e e 8.2774 8.2784
200 L e e e e e e et e e e e i e 8.2766 8.2772
2002 e e e e e e e e e e 8.2800 8.2772
November 2002 . & i it ittt ittt et et e ettt e e et e 8.2773 -
December 2002. ...ttt ittt ettt i e e e e 8.2800 -
January 2003 . . ittt it e e e e e e e e e e e e et e et e 8.2768 -
February 2003 . @ittt ittt e e et e e et e e e e 8.2775 -
March 2003 . &ttt e e e e e e e e e e e e e e e e 8.2774 -—
2 ol O 0 8.2771 -—
2003 (through May 9, 2003) ittt ittt et et e ettt i iee e 8.2768 -
(1) Determined by averaging the noon buying rates on the last business day of each month during

As of May 9, 2003, the noon buying rate for cable transfers in Renminbi
as certified for customs purposes by the Federal Reserve Bank of New York was
Rmb 8.2768 to US$1.00.
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The Hong Kong dollar is freely convertible into the U.S. dollar. Since
1983, the Hong Kong dollar has been linked to the U.S. dollar at the rate of
HK$7.80 to US$1.00. The Hong Kong government has also stated that it has no
intention of imposing exchange controls in Hong Kong and that the Hong Kong
dollar will remain freely convertible into other currencies, including the
U.S. dollar. However, we cannot assure you that the Hong Kong government will
maintain the link at HK$7.80 to US$1.00 or at all.

The following table sets forth the noon buying rate for U.S. dollars in
New York City for cable transfers in Hong Kong dollars as certified for
customs purposes by the Federal Reserve Bank of New York for the periods

indicated.
Noon buyin
Period End Average (1)
(HKS per US
S 7.7476 7.7465
1000 it e e e e e e e e 7.7740 7.7599
2000 . i it e e e et e i e e e e 7.7999 7.7936
200 L e e e ettt e i e e e e 7.7980 7.7996
2002 i e e e et e i e e e e 7.7988 7.7996
November 2002. ... ittt ittt ittt ettt 7.7988 -
December 2002. ...ttt ittt ettt 7.7988 -
January 2003 . . ittt e e e e e e e e e e e e e 7.8001 -
February 2003 . ..ttt ittt et e e e ettt et e e 7.7991 -
March 2003 . & .ttt ittt e e e e e e e e e e e et 7.7995 -
APTril 2003 . i ittt i e e e e e e e e e e e e e e 7.7991 -
2003 (through May 9, 2003) .t ittt ittt ittt it eeeeenn 7.7991 -
(1) Determined by averaging the noon buying rates on the last business day of each month during

As of May 9, 2003, the noon buying rate for cable transfers in Hong Kong
dollars as certified for customs purposes by the Federal Reserve Bank of New
York was HK$7.7991 to US$1.00.

FORWARD-LOOKING STATEMENTS

This annual report includes "forward-looking statements" within the
meaning of the United States Private Securities Litigation Reform Act of 1995.
All statements, other than statements of historical facts, included in this
annual report that address activities, events or developments which we expect
or anticipate will or may occur in the future are forward-looking statements.
The words "believe", "intend", "expect", "anticipate", "project", "estimate",
"predict" and similar expressions are also intended to identify such
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forward-looking statements.
These forward-looking statements address, among others, such issues as:

o the amount and nature of future exploration, development and other
capital expenditures,

o wells to be drilled or reworked,

o 0il and gas prices and demand,

o future earnings and cash flow,

o development projects,

o exploration prospects,

o estimates of proved oil and gas reserves,

o potential reserves,

o development and drilling potential,

[} drilling prospects,

o expansion and other development trends of the oil and gas industry,
o business strategy,

o production of oil and gas,

o development of undeveloped reserves,

o expansion and growth of our business and operations, and
o our estimated financial information.

These statements are based on assumptions and analyses made by us in
light of our experience and our perception of historical trends, current
conditions and expected future developments, as well as other factors we
believe are appropriate under the circumstances. However, whether actual
results and developments will meet our expectations and predictions depend on
a number of risks and uncertainties which could cause our actual results,
performance and financial condition to differ materially from our expectation.
For a description of such risks and uncertainties, see "Item 3-Key
Information-Risk Factors."

Consequently, all of the forward-looking statements made in this annual
report are qualified by these cautionary statements. We cannot assure you that
the actual results or developments anticipated by us will be realized or, even
if substantially realized, that they will have the expected effect on us or
our business or operations.

PART I

10
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ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISORS

Not applicable, but see "Item 6--Directors, Senior Management and
Employees—-Directors and Senior Management."

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE
Not applicable.

ITEM 3. KEY INFORMATION

A. SELECTED FINANCIAL DATA

You should read our selected historical consolidated financial data set
forth below in conjunction with our consolidated financial statements and
their notes attached to this annual report and "Item 5--Operating and
Financial Review and Prospects" in this annual report. The following selected
income statement data and cash flow data for the year ended December 31, 2002
and the selected balance sheet data as of December 31, 2002 have been derived
from our consolidated financial statements audited by Ernst & Young, our
current independent public accountants. The following selected income
statement data and cash flow data for the years ended December 31, 2000 and
2001 and the selected balance sheet data as of December 31, 2000 and 2001 have
been derived from our consolidated financial statements audited by Arthur
Andersen & Co, our independent public accountants prior to 2002. The selected
income statement data and cash flow data for the years ended December 31, 1998
and 1999 and the selected balance sheet data as of December 31, 1998 and 1999
are derived from our consolidated financial statements audited by Arthur
Andersen & Co, which are not included in this annual report.

On June 6, 2002, Ernst & Young replaced Arthur Andersen & Co as our
independent public accountants. For a discussion on such change of
accountants, see "Item 3--Key Information--Risk Factors--Risks relating to our
business—-You may not be able to assert claims against Arthur Andersen, our
independent public accountants for periods prior to December 31, 2001, nor may
you be able to assert claims against our current independent public
accountants for financial statements previously audited by Arthur Andersen"
and "Item 5--Operating and Financial Review and Prospects—--Change of
Accountants."

Our financial information reflects our October 1999 reorganization and
has been prepared as if our current structure had been in existence at the
beginning of the relevant periods. The following financial information may not
necessarily reflect our results of operations, financial position and cash
flow in the future or what they would have been had we been a separate,
stand-alone entity during the periods presented. We have prepared and
presented our consolidated financial statements in accordance with Hong Kong
GAAP. For an explanation of the reconciliation of our net income and
shareholders' equity to U.S. GAAP, see note 38 to our consolidated financial
statements attached to this annual report.

10

Year ended De
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1998 1999 2000
Rmb Rmb Rmb
(in mill
Income Statement Data:
Hong Kong GAAP
Operating revenues:
011l and gasS SAleS .t it ittt ittt ettt et 7,814 11,398 18,819
Marketing FeVEeNUES . v v vttt ittt et ettt teeeeeeeeaeeeaeeens 1,488 3,805 5,126
Other 1nCome. ..ottt it ittt e e ettt e et eee et eeaeeens 10 108 279
Total oOperating reVEeNUES . « v vt vttt ittt e e eeeeneeeeeeeenns 9,312 15,311 24,224
Expenses:
Operating EXPENSES .. vttt ettt ettt e ettt ae e (1,954) (1,855) (2,124)
ProdUCEION LAXES e i it it ittt et et e et et ettt et (383) (579) (1,037)
EXPloration EXPENSES . i v i ittt ittt ettt eaeeeeeeeenneeens (584) (247) (553)
Depreciation, depletion and amortization............... (1,954) (2,373) (2,578)
Dismantlement ...ttt ittt e e e e et e e (188) (177) (104)
Crude o0il and product purchases..........cuiiiueeeeenn. (1,432) (3,737) (5,098)
Selling and administrative expenses..........cceeeeee... (650) (517) (456)
L i o L (109) (5) (217)
(7,254) (9,490) 12,167)
Interest INCOmME. . ..ttt t et ittt e et ettt e eaeeeeeeeennn 117 54 237
TNt Ere St EXPENSE S . i v ittt it ettt e ettt aeeeeeeeeeaeeeeeeeeean (608) (662) (475)
Exchange gain (1loss), Net .. ...ttt tneeeeeeeeennenns (303) (432) 381
Investment 1NCOmME. « v vttt it ittt et ettt ettt e eaeeeeeeeenns - - -
Share of profit of an associate....... ... - 13 218
Non-operating profit (loss), nNet.......c.oiiiiiiitiennnenn.. 580 (1) (195)
Income before taX. ..o u ittt ittt et eeeeeeeeeeeneennean 1,844 4,833 12,223
TR e e e e e e e e e e e e e e e e e eeae e eeaeeeee e (295) (722) (1,926)
A S oA e Yoo 1 1,549 4,111 10,297
Net income per share (basic & diluted) (@) ......covvveeo... 0.26 0.69 1.63
Net 1ncome PET ADS (@) c v v v vttt it e e et eeeeeeeeeeeaaeeeeenns 5.16 13.70 32.53
U.S. GAAP
Operating revenues:
O1l and gasS SAleS . ittt ittt it ittt ettt eaeeeeeeeeenaeens 7,814 11,398 18,819
Marketing FeVeNUES .« v v it ittt et ettt et ee e eneeeeeeeeanns 1,488 3,805 5,126
Other 1NnCoOmMe. .o i ittt it et e e e e e ettt e tee e et eeaeeenn 10 108 279
Total operating revVEeNUES . o vttt it ittt ettt eeeeeeeeeeenns 9,312 15,311 24,224
1 S A e Yoo 1R 1,549 4,113 10,302
Net income per share (basic & diluted) (@) ......ccvvvveo... 0.26 0.69 1.63
Net 1ncome PET ADS (@) c v v vttt it m e et eeeeeeeeeeaaeeeeenns 5.16 13.71 32.55

12
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Net income per share and net income per ADS for the years ended December
31, 1998 and 1999 have been computed by dividing net income by the number
of shares and the number of ADSs of 6,000,000,000 and 300,000,000,
respectively (based on a ratio of 20 shares to one ADS), outstanding
immediately after our reorganization in 1999. Net income per share and
net income per ADS for 2000 have been computed by dividing net income by
the weighted average number of shares and the weighted average number of
ADSs of 6,331,114,421 and 316,555,721 respectively (based on a ratio of
20 shares to one ADS) for the period. Similarly, net income per share and
net income per ADS for 2001 have been computed, after considering the
dilutive effect of the shares underlying our share option scheme, using
7,942,288,803 and 397,114,440 respectively. Net income per share and net
income per ADS for 2002 have been computed, after considering the
dilutive effect of the shares underlying our share option scheme, using
8,219,285,384 and 410,964,269, respectively.

11

Balance Sheet Data:

Hong Kong GAAP

Cash and cash equivalents......c.. ittt eennnneens 426 879
Time deposits with maturities over three months............ - -
Short-term investments........ot ittt nnnnnens - -

[ ol =3 o B T = = = 2,102 4,987
Property, plant and equipment, net......... ..ot 18,963 20,907
Investment 1n an associate. .. ...ttt ttneenneeenns 260 274
Total ASSEE S e it ittt ittt it ettt et ettt et ettt e e e 21,325 26,168
Current liabilities. ...ttt ittt ittt e teeeeneanenn 2,813 9,177
Long-term bank loans, net of current portion............... 8,333 6,033
US$500 million 6.375% guaranteed notes due 2012............ - -
Total long-term liabilities........iiiiiitiineneneeennnnn 12,153 8,607
Total liabilitdes ... i i ittt ittt ettt eeeeeennnans 14,966 17,784
Shareholders' eqUity ...ttt ittt ettt eeee e 6,359 8,384
U.S. GAAP

Total ASSEE S e it ittt it ettt et ettt ettt ettt e e e e 21,325 26,000
Total long-term liabilities........coiiiiiiiiineneneeennnnn 12,153 7,562
Shareholders' eqUity ...ttt ittt ettt eeeee e 6,359 9,261
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Year ended De

(in mill

2,797
3,425
300
9,472
22,654
471
32,597
8,768
4,749

7,707
16,475
16,122

32,330
7,707
15,855

13
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Year ended De

(in millions, except pe

Other Financial Data:

Hong Kong GAAP

Capital expenditures paid......c.iiii ittt eennnnns 3,576 4,070 4,404
Cash provided by (used for): (1)

Operating activities. ... .ottt iiiennn 3,942 7,323 13,233

Investing activities...... ittt iennnnns (2,952) (4,442) (7,861)

Financing activities. ... ...ttt eeennn (895) (2,428) (3,454)
EB I D E (2) & vt vttt et e e e eeeeeeeeeeeeenneeeseeeeeneanaeeesenens 5,364 8,630 15,315
EBITDE MATGIN(3) 4 vt vttt e et eeeeeeeeneeeeseeeeensanaeeeseenns 57.6% 56.4% 63.2%
Ratio of EBITDE to gross interest expense(4) ........c.cc.c... 7.5x 12.3x 32.2x%
Ratio of total debt to EBITDE. ...ttt teeeenneeennnnns 1.9x% 1.1x 0.4x
Ratio of total debt to total capitalization(5)............ 68.3% 63.1% 27.5%
U.S. GAAP
Cash provided by (used for):

Operating activities (6) ...t iii ittt iieeennn 3,942 7,323 13,233

Investing activities. ...ttt iennenns (2,952) (4,442) (7,861)

Financing activities. ... ..ottt eeennn (895) (2,428) (3,454)
Ratio of cash provided by operating activities to gross

interest expense (4) (7) « v it it ettt it ettt aeeeeeeenn 5.5x 10.5x% 27.9x
Ratio of total debt to cash provided by operating
ACTAVILLIES (7)) vt ittt e e e e e e e e e e e e e e e e e e e e 2.5x 1.2x 0.4x

Net dnCOME (7)) v vt e it e e et e e e et e et et ettt e eeeeeeeeneaneean 1,549 4,113 10,302
Net income margin(6) (8) « v v v i m ittt it e ittt e aeeeeennnn 16.6% 26.9% 42 .5%
Ratio of net income to gross interest expense(4) (7)....... 2.2x 5.9x 21.7x
Ratio of total debt to net income(7) ... eennen. 6.5x%x 2.2x% 0.6x
E BT D E (2) & vttt e et e et e ettt eeeeeeeeneeeeeeeeeesanneeeseenens 5,364 8,630 15,315
EBITDE MATGIN(3) 4 vt v ittt et e eeeeeeneeeeeeeeeensanaeeeseenns 57.6% 56.4% 63.2%
Ratio of EBITDE to gross interest expense(4) ........c.c.o... 7.5x 12.3x 32.2x%
Ratio of total debt to EBITDE. ...ttt teneeeeeeennnnns 1.9x% 1.1x 0.4x
Ratio of total debt to total capitalization(5)............ 68.3% 59.5% 27.9%

In accordance with a new accounting pronouncement, SSAP 15 "Cash Flow Statements," the prese
1999, 2000 and 2001 conforms to the presentation of cash flow for 2002. For further informat
5--Operating and Financial Review and Prospects—-—-Recent Accounting Pronouncements."

We have defined EBITDE to mean earnings before interest income, interest expense, income tax
amortization, dismantlement, exploration expenses, impairment losses related to property, pl
gains or losses as computed under Hong Kong and U.S. GAAP. EBITDE is not a standard measure

GAAP. You should not consider our definition of EBITDE in isolation or construe it as an alt
provided by operating activities or any other measure of performance or as an indicator of o
or any other standard measure under either Hong Kong or U.S. GAAP. We believe net income and
activities are the most directly comparable financial measures for EBITDE as an indicator of
liquidity, respectively. For our management's explanation of how we define EBITDE and why we
and Financial Review and Prospects—-Overview--Non-GAAP Financial Measures."

EBITDE margin represents EBITDE as a percentage of our total operating revenues, as computed
GAAP. EBITDE margin is used as an indicator of operating performance.

Gross interest expense includes capitalized interest.

14
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Total capitalization excludes current portion of long-term debt.

We have included data relating to cash provided by operating activities in this table becaus
directly comparable Hong Kong and U.S. GAAP measure to EBITDE as an indicator of liquidity.

under either Hong Kong or U.S. GAAP.

We have included net income data in this table because we believes it is the most directly c
measure to EBITDE as an indicator of operating performance. EBITDE is not a standard measure
GAAP.

Net income margin represents net income as a percentage of our total operating revenues, as

CAPITALIZATION AND INDEBTEDNESS
Not applicable.
REASONS FOR THE OFFER AND USE OF PROCEEDS

Not applicable.
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RISK FACTORS

Risks relating to our business

Our business, revenues and profits fluctuate with changes in oil and gas

prices. Even relatively modest declines in crude o0il prices may adversely
affect our business, revenues and profits. Our profitability is determined in
large part by the difference between the prices received for the crude oil we
produce and the costs of exploring for, developing, producing and selling
these products.

Prices for crude oil fluctuate widely in response to relatively minor

changes in the supply and demand for oil, market uncertainty and various other
factors that are beyond our control, including:

o political developments in petroleum producing regions;

o the ability of the Organization of Petroleum Exporting Countries and
other petroleum producing nations to set and maintain production
levels and prices;

o the price and availability of other energy sources, such as coal;
o domestic and foreign government regulation;

o weather conditions; and

o overall economic conditions.

Our revenues and net income have fluctuated significantly in the past

four years, principally due to the volatility of world oil prices. Over the

past year, oil prices rose 62% from US$19.84 per barrel on January 1, 2002 to
US$32.20 per barrel on December 31, 2002. In the last half of 2002, worldwide
0il prices rose due to increasing political and economic turmoil in Venezuela
and the conflict in Irag. These uncertainties, together with the conflict in

Iraqg,

raised concerns about the security and availability of ample supplies to
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meet growing demand, although oil prices recently have fallen. The
international benchmark crude oil, West Texas Intermediate, was USS$27.72
barrel on May 9, 2003. For a description of oil prices in recent years, see
"Item 4--Information on the Company--Business Overview--Sales and
Marketing--Sales of Offshore Crude Oil--Pricing" in this annual report. Any
future declines in o0il and gas prices would adversely affect our revenues and
net income.

The prices for the natural gas we sell in the PRC market are determined
by negotiations between us and the prospective buyers. Our typical contracts
with gas buyers include provisions for annual resets and adjustment formulas
that depend on a basket of crude oil prices and inflation as well as various
other factors. These resets and adjustment formulas can result in natural gas
price fluctuations which may adversely affect our business, results of
operations and financial condition.

Lower oil and gas prices may result in the write-off of higher cost
reserves and other assets and in decreased earnings or losses. Lower oil and
natural gas prices may also reduce the amount of oil and natural gas we can
produce economically and render existing contracts that we have entered into
uneconomical. For further details regarding the effects of o0il and gas price
fluctuations on our financial condition and results of operations, see "Item
5--Operating and Financial Review and Prospects."

The o0il and gas reserve estimates in this annual report may require
substantial revision as a result of future drilling, testing and production.
The reliability of reserves estimates depends on a number of factors,
including:

o the quality and quantity of technical and economic data;
o the prevailing oil and gas prices for our production;
o the production performance of reservoirs;
o extensive engineering judgments; and
14
o consistency in the PRC government's royalty and share oil policies.

Many of the factors, assumptions and variables involved in estimating
reserves are beyond our control and may prove to be incorrect over time.
Consequently, the results of drilling, testing and production may require
substantial upward or downward revisions in our initial reserves data. For
more information on our oil and gas reserves data, see "Item 4--Information on
the Company--Business Overview—--0il and Natural Gas Reserves."

Any failure to develop our proved undeveloped reserves and gain access to
additional reserves could impair our ability to achieve certain growth
objectives. Our ability to achieve certain growth objectives depends upon our
success in finding and acquiring or gaining access to additional reserves.
Future drilling, exploration and acquisition activities may not be successful.
If our exploration and development activities or acquisition of properties
containing proved reserves are unsuccessful, our total proved reserves will
decline.

16
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Approximately 60.6% of our proved reserves were undeveloped as of
December 31, 2002. Our future success will depend on our ability to develop
these reserves in a timely and cost-effective manner. There are various risks
in developing reserves, including construction, operational, geophysical,
geological and regulatory risks.

Our future prospects largely depend on our capital expenditure plans,
which are subject to various risks. The o0il and gas exploration and production
business 1s capital intensive. We currently plan to spend approximately USS$2.7
billion to develop our oil and gas properties and approximately US$308 million
for independent exploration from 2003 through the end of 2004. In addition to
these amounts, we may make additional capital expenditures and investments to
implement our business strategy.

The ability to maintain and increase our revenues, net income and cash
flow depends upon continued capital spending. We adjust our capital
expenditure and investment budget each year. Our capital expenditure plans are
subject to a number of contingencies, some of which are beyond our control.
These variables include:

o our ability to generate sufficient cash flow from operations to
finance our capital expenditures, investments and other
requirements;

o the availability and terms of external financing;

o changes in crude oil and natural gas prices, which may affect cash
flow from operations and capital expenditure and investment plans;

o the mix of exploration and development activities conducted on an
independent basis and under production sharing contracts;

o new investment opportunities that may be presented to us, including
international investment opportunities and liquefied and other
natural gas projects;

o PRC government approvals required for certain capital expenditures
and investments;

o our ability to obtain sufficient foreign currency to finance our
capital expenditures; and

o economic, political and other conditions in the PRC and Hong Kong.

Therefore, our actual future capital expenditures and investments may
differ significantly from our current planned amounts. There can be no
assurance that we will be able to execute our capital expenditure program on
schedule or as planned.

15

Any failure to implement our natural gas business strategy may adversely
affect our business and financial position. As part of our business strategy
and to meet increasing market demand in China, we continue to expand our
natural gas business. This strategy involves a number of risks and
uncertainties including the following:
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o we have limited experience in investing in liquefied natural gas
facilities, gas transmission and distribution systems, and overseas
upstream natural gas properties;

o any additional capital expenditures that are necessary to implement
our natural gas strategy could divert resources from our core oil
and gas exploration and production business and require us to seek
additional financing;

o our new natural gas operations may face additional competition from
a number of international and PRC companies. In particular,
PetroChina Company Limited, or PetroChina, is constructing natural
gas pipelines to link its natural gas fields located in the western
part of China to the eastern coastal regions.

o our new natural gas activities may subject us to additional
government regulation in China and overseas;

o our overseas natural gas businesses are subject to economic and
political risks, particularly in Indonesia. See "--We may be exposed
to certain operating risks in Indonesia and Australia as a result of
our acquisition of o0il and gas interests located in these regions;"

o we do not have the same preferential rights or access to natural gas
businesses or overseas natural gas investments that we enjoy with
respect to our upstream natural gas business offshore China; and

o we are evaluating an option to make an investment in CNOOC's
liquefied natural gas project in Guangdong Province. However, we
have not decided whether to exercise this option. This option is
subject to various conditions, including certain governmental
approvals.

Due to the above factors or other reasons, we may fail to implement our
natural gas strategy successfully.

The infrastructure and demand for natural gas in the PRC may proceed at a
slower pace than our planned increase in production. Our proposed expansion of
natural gas production in China is currently constrained by a lack of natural
gas transmission and supply infrastructure and an underdeveloped natural gas
market. Construction of transmission and supply pipelines and other
infrastructure depends on many factors, many of which are beyond our control,
such as government funding, costs of land acquisition, national and local
government approvals, and timely completion of construction. Development of
the natural gas market depends on the establishment of long-term natural gas
supply contracts with natural gas utilities or large end-users, such as power
and chemical plants. The demand of these buyers for natural gas could be
affected by a number of regulatory and market factors, such as regulation of
coal prices, government power and utility policies, chemical commodity cycles,
electricity pricing and demand, and environmental policies.

CNOOC largely controls us and we regularly enter into related party
transactions with CNOOC and its affiliates. CNOOC indirectly owns, through
CNOOC (BVI) Limited, a wholly owned subsidiary, an aggregate of approximately
70.6% of our shares. As a result, CNOOC is able to control the composition of
our board of directors, determine the timing and amount of our dividend
payments and otherwise control us. Although CNOOC is required to comply with
provisions in the Hong Kong Stock Exchange listing rules relating to protection
for minority shareholders, there can be no assurance that CNOOC will act in a
manner that benefits all of our shareholders. If CNOOC takes actions that
favor its interests over ours, our results of operations and financial position
may be adversely affected. We regularly enter into transactions with CNOOC and
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its affiliates, including China Oilfield Services Limited and CNOOC Finance
Corporation Limited. For the year ended December 31, 2002, sales to CNOOC and
its affiliates accounted for approximately 16.5% of our total revenues. For
further details, see "Item 7--Major Shareholders and Related Party
Transactions." Our transactions with CNOOC and its affiliates constitute
connected transactions under the Hong Kong Stock Exchange listing rules. We
must obtain the prior approval of the Hong Kong Stock Exchange to engage in
some of these transactions and may also be required to obtain the prior
approval of our

16

independent directors and our independent shareholders. If we do not obtain
these approvals, we may not be allowed to execute these transactions, and our
business operations and financial condition could be adversely affected.

Under current PRC law, CNOOC has the exclusive right to enter into
production sharing contracts with international oil and gas companies for
petroleum exploration and production offshore China. CNOOC has undertaken to
us that it will transfer all of its rights and obligations under any new
production sharing contracts to us, except those relating to its
administrative functions. PRC law restricts us from contracting directly with
foreign enterprises for these purposes without CNOOC. The interests of CNOOC
in entering into production sharing contracts with international oil and gas
companies may differ from our interest, especially with respect to the
criteria for determining whether, and on what terms, to enter into production
sharing contracts. Our future business development may be adversely affected
if CNOOC does not enter into new production sharing contracts on terms that
are acceptable to us.

A substantial drop in sales to any of our three main customers could have
a material adverse affect on our results of operations. We sell a significant
proportion of our production to China Petroleum & Chemical Corporation, or
Sinopec, PetroChina and the Castle Peak Power Company. For the years ended
December 31, 2000, 2001 and 2002, sales to Sinopec accounted for approximately
26.1%, 30.2% and 26.1% respectively, of our total operating revenues, while
sales to PetroChina were approximately 6.0%, 6.3% and 4.5% respectively, of
our total operating revenues. Both PetroChina and Sinopec are majority owned
by the PRC government. We sell a significant portion of our natural gas to
Castle Peak Power Company Limited in Hong Kong under a long-term take-or-pay
contract. For the years ended December 31, 2000, 2001 and 2002, sales to this
customer were approximately 5.0%, 5.8% and 4.7% respectively, of our total
operating revenues.

Both PetroChina and Sinopec have their own oil and gas fields and have
the right to import crude oil directly from the international market. We do
not have any long-term sales contracts with Sinopec or PetroChina. Our
business, results of operations and financial condition would be adversely
affected if either Sinopec or PetroChina significantly reduces its purchases
of crude oil from us and we cannot find another ready buyer for our crude oil
in the international market.

The PRC offshore petroleum and natural gas industries are highly
competitive and our success depends on several factors. We compete in the PRC
and international markets for customers, capital financing and business
opportunities, including desirable o0il and gas prospects. The performance of
our competitors may also affect the international market price for comparable
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crude o0il, which in turn would likely affect the price of our crude oil. Our
principal competitors in the PRC market are PetroChina and Sinopec. For
further details, see "Item 4--Information on the Company--Business
Overview——-Competition."

We are the dominant player in the o0il and gas industry offshore China. We
are the only company authorized to engage oil and gas exploration offshore
China in cooperation with international oil and gas companies. Any change to
PRC law that allows new entrants into the offshore petroleum industry could
increase the competition for new oil and gas properties offshore China.

CNOOC has undertaken to us that so long as it retains a controlling
interest in us and our securities are listed on the Hong Kong Stock Exchange,
the New York Stock Exchange or other securities trading systems in other parts
of the world, we will have the exclusive right to exercise CNOOC's rights to
engage in offshore o0il and gas exploration, development, production and sales
in the PRC and that it will not compete with us in this business. However,
CNOOC's controlling interest in us may not continue in the future and CNOOC's
undertaking may be subject to interpretative challenges. See "Item
4--Information on the Company--History and Development--Corporate Structure"
and "Item 7--Major Shareholders and Related Party Transactions."

Exploration, development and production risks and natural disasters
affect our operations and could result in losses that are not covered by
insurance. Our petroleum exploration, development and production operations
are subject to various risks, including pipeline ruptures and spills, fires,
explosions, encountering formations with abnormal pressures, blowouts,
cratering and natural disasters. Any of these results could result in loss of
hydrocarbons, environmental pollution and other damage to our properties and
the properties of operators under production sharing contracts. In addition,
we face the risk that we may not discover any economically productive natural
gas or oil reservoirs. The costs of drilling, completing and operating wells
also are uncertain and are subject to numerous factors beyond our control,
including:

o weather conditions;
17
o natural disasters;
o equipment shortages and delays; and
o lack of adequate transportation facilities.

We maintain insurance coverage against some, but not all, potential
losses. We do not maintain business interruption insurance for all of our oil
and gas fields. We may suffer material losses resulting from uninsurable or
uninsured risks or insufficient insurance coverage.

For further information on insurance coverage, see "Item 4--Information
on the Company--Business Overview--Operating Hazards and Uninsured Risks."

We may be exposed to certain operating risks in Indonesia and Australia
as a result of our acquisition of o0il and gas interests located in these
regions. We acquired interests in o0il and gas properties located offshore
Indonesia in April 2002 and January 2003 and recently entered into conditional
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agreements to acquire interests in Australia's North West Shelf Project. See
"Item 4--Information on the Company--Business Overview--Principal 0il and Gas
Regions—--Overseas Activity," "Item 4--Information on the Company--Business
Overview——-Natural Gas Business—-Overseas Activity" and "Item 5--Operating and
Financial Review and Prospects—--Operating Results—-—-Acquisitions and Overseas
Activities." These interests are subject to certain operating risks in their
respective regions, including economic and political risks. Although these
properties historically have not experienced problems from civil unrest or
regulatory disputes, the political and economic environment in these regions
could impact the financial position, results of operations and prospects of
these properties.

Our Indonesian interests are subject to the laws and regulations of
Indonesia, including those relating to the development, production, marketing,
pricing, transportation and storage of natural gas and crude oil, taxation and
environmental and safety matters. In addition, the operations are subject to
production sharing arrangements with Pertamina, the Indonesian state-owned oil
and gas company, which is currently the sole entity authorized to manage
Indonesia's petroleum resources on behalf of the Indonesian government. Our
Indonesian interests may be adversely affected by changes in governmental
policies or social instability or other political, economic or diplomatic
developments in or affecting Indonesia which are not within our control
including, among other things, a change in crude oil or natural gas pricing
policy, the risks of war and terrorism, expropriation, nationalization,
renegotiation or nullification of existing concessions and contracts, taxation
policies, foreign exchange and repatriation restrictions, changing political
conditions, Rupiah/U.S. dollar exchange rate fluctuations and currency
controls. If we successfully acquire the interests in Australia's North West
Shelf Project, we could face similar risks in Australia.

The Tangguh LNG project is a greenfield project and may not be
successful. In January 2003, we paid approximately US$275 million to acquire
the equivalent of a 12.5% equity interest in the Tangguh LNG project in
Indonesia. The Tangguh LNG project 1s a greenfield project with a limited
operational track record, and is subject to risks associated with attaining
government approvals, delays in the development of LNG facilities required to
process gas, and lower than expected demand for gas reserves from this
project. Although the partners in the Tangguh LNG project have entered into a
25-year supply contract beginning in 2007 to provide up to 2.6 million tons of
liquefied natural gas per annum to a liquefied natural gas terminal being
developed by CNOOC, our controlling shareholder, in Fujian Province, China,
this single contract may not be sufficient to make the project commercially
viable. We cannot assure you that the parties to the project will be able to
secure sufficient contracts to make the project commercially viable. For
further details of our investment in the Tangguh LNG project, see "Item
4--Information on the Company--Business Overview--Natural Gas
Business—--Overseas Activity."

We may not be able to obtain external financing that is acceptable to us
for business development purposes. From time to time, we must secure external
debt and equity financing to implement our development plans and fund our
other business requirements.

Our ability to obtain external financing is subject to various
uncertainties, including:

o our results of operations, financial condition and cash flow;

o the amount of capital that other PRC and Hong Kong entities may seek
to raise in the international capital markets;
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o economic, political and other conditions in the PRC and Hong Kong;
o the PRC government's policies relating to foreign currency
borrowings; and
o conditions in the PRC, Hong Kong and international capital markets.

If we are unable to obtain sufficient funding for our operations or
development plans, our business, revenues, net income and cash flow could be
adversely affected. For additional information on our capital expenditure
plans and financing requirements, see "Item 5--Operating and Financial Review
and Prospects—--Liquidity and Capital Resources."

Once we issue debt securities or otherwise incur indebtedness, we become
subject to risks that impact the underlying principal of such indebtedness.
While all our current debt securities are rated investment grade by rating
agencies, we cannot assure you that such ratings will not change due to
internal or external factors. These factors may be beyond our control. Even if
there is no default or event of default on our part, a market perception of an
increased likelihood of a default may have a material adverse effect on our
outstanding indebtedness as well as to our business operations.

You may not be able to assert claims against Arthur Andersen, our
independent public accountants for periods prior to December 31, 2001, nor may
you be able to assert claims against our current independent public
accountants for financial statements previously audited by Arthur Andersen. On
June 6, 2002, we terminated the engagement of Arthur Andersen & Co as our
independent public accountants. Prior to that date, Arthur Andersen had
audited our financial statements, including the financial statements for the
two-year period ended December 31, 2001 attached to this annual report. Our
selected historical financial data for the years ended, and as of, December
31, 1998 and 1999 set forth in "Item 3--Key Information--Selected Financial
Data" were also based on our financial statements audited by Arthur Andersen.
On June 15, 2002, Arthur Andersen was convicted of federal obstruction of
justice charges in connection with the U.S. government's investigation of
Enron Corporation. On August 31, 2002, Arthur Andersen voluntarily
relinquished its licenses to practice public accountancy in all states of the
United States, thereby effectively ceasing to exist as a global accounting
firm. Accordingly, it may be difficult or impossible for you to assert any
claims against, or recover any damages from, Arthur Andersen, in respect of
this annual report, including in respect of the financial statements
previously audited by Arthur Andersen that are included in this annual report.
Moreover, our current independent public accountants, Ernst & Young, have not
reaudited the financial statements previously audited by Arthur Andersen.
Therefore, it is highly unlikely that you will be able to assert claims
against, or recover any damages from, Ernst & Young, in respect of the
financial statements that were previously audited by Arthur Andersen and
included in this annual report.

Risks relating to the PRC petroleum industry

A change in PRC petroleum industry regulations could have an adverse
affect on our operations. The PRC government exercises control over the PRC
petroleum industry, including with respect to licensing, exploration,
production, distribution, pricing, exports and allocation of various
resources. Recently, the PRC government underwent substantial reform. As of
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the date of this annual report, we cannot assure you that the legal regime
affecting our businesses will remain substantially unchanged. Since the
reorganization, the Ministry of Commerce has become the primary coordinator
for the petroleum industry and, together with other relevant governmental
agencies, provides regulatory supervision over the petroleum industry. Prior
to March 2003, the State Economic and Trade Commission had been the prime
coordinator for the petroleum industry.

In the past, we have benefited from various favorable PRC government
policies, laws and regulations that were enacted to encourage the development
of the offshore petroleum industry. See "Item 4--Information on the
Company--Regulatory Framework—--Special Policies Applicable to the Offshore
Petroleum Industry in China." However, there can be no assurance that the PRC
government will continue existing policies or that it will not adopt new
policies, laws or regulations.

In addition, existing PRC regulations require us to apply for and obtain
various PRC government licenses and other approvals, including in some cases
approvals for amendments and extensions of existing licenses and approvals, to
conduct exploration and development activities offshore China. If we are
unable to obtain any necessary approvals, our reserves and production would be
adversely affected. See "Item 4--Information on the Company-—-Regulatory
Framework."

19

Certain restrictions on foreign companies will be lifted as a result of
China's entry into the World Trade Organization and may adversely affect our
business. Effective December 11, 2001, the PRC became a member of the World
Trade Organization, or WTO. China's WTO commitments require it, within five
years from the date of China's accession to the WTO, to lift restrictions that
prohibit foreign companies from directly selling crude and processed oil in
China. The sale of natural and liquefied petroleum gas is not specifically
dealt with under China's market-access commitments relating to distribution
services (as 1is the case with crude and processed oil). Accordingly, foreign
participation in the sale of such products may be permitted within one year of
accession in the form of minority-owned joint ventures and, within two years
of accession, through wholly owned subsidiaries without any equity
restrictions.

We may be harmed if we fail to comply with existing or future
environmental laws and regulations. Our business is subject to PRC
environmental protection laws and regulations which:

o impose fees for the discharge of waste substances;

o require the payment of fines and damages for serious environmental
pollution; and

o provide that the government may, at its discretion, close or suspend
any facility which fails to comply with orders requiring it to cease
or cure operations causing environmental damage.

We believe that all of our facilities and operations are in material
compliance with the requirements of the relevant environmental protection laws
and regulations. However, amendment of existing laws or regulations may impose
additional or more stringent requirements. In addition, our compliance with
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such laws or regulations may require us to incur significant capital
expenditures or other obligations or liabilities, which could create a
substantial financial burden on us. For a further discussion of the
environmental regulations in the PRC, see "Item 4--Information on the
Company--Business Overview--Environmental Regulation."

Risks relating to the PRC

PRC economic and political conditions may adversely affect our
operations. Most of our businesses, assets and operations are located in the
PRC. The economic system of the PRC differs from the economies of most
developed countries in many respects, including:

o government investment;

o level of development;

o control of capital investment;

o control of foreign exchange; and
o allocation of resources.

The economy of the PRC has been undergoing a transformation from a
planned economy to a market-oriented economy. In recent years the PRC
government has implemented economic reform measures emphasizing
decentralization, utilization of market forces in the development of the PRC
economy and a higher level of management autonomy. These economic reform
measures have and will continue to subject our businesses to some uncertainty.
In the future, our operating results could be adversely affected by changes to
the laws and regulations that govern our industry and changes in the PRC
political and economic systems.

The PRC economy has experienced significant growth in the past 20 years,
but the growth has been uneven both geographically and among various sectors
of the economy. Economic growth has also been accompanied by periods of high
inflation. The PRC government has implemented various policies from time to
time to restrain the rate of such economic growth, control inflation and
otherwise regulate economic expansion. In addition, the PRC government has
attempted to control inflation by controlling the prices of basic commodities.
Severe measures or other actions by the PRC government, such as placing
additional controls on prices of petroleum and petroleum products, could
restrict our business operations and adversely affect our financial position.
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In March 2003, several countries, including China, experienced an
outbreak of a new and highly contagious form of atypical pneumonia now known
as "severe acute respiratory syndrome" or "SARS." The severity of the outbreak
in certain municipalities, such as Beijing, and provinces, such as Guangdong
Province, has affected general commercial activity. While the long-term impact
of the SARS outbreak is unclear at this time, the prolonged existence of SARS
could have a negative impact on the PRC economy and, in turn, have a material
adverse effect on our results of operations.

Government control of currency conversion and future movements in
exchange rates may adversely affect our operations and financial condition. A
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portion of our Renminbi revenue may need to be converted into other currencies
by our wholly owned principal operating subsidiary in the PRC to meet our
foreign currency obligations. We have substantial requirements for foreign
currency, including:

o debt service on foreign currency denominated debt;

o overseas acquisitions of oil and gas properties;

o purchases of imported equipment; and

o payment of dividends declared in respect of shares held by

international investors.

Our wholly owned subsidiary in the PRC may undertake current account
foreign exchange transactions without prior approval from the State
Administration for Foreign Exchange. It has access to current account foreign
exchange so long as it can produce commercial documents evidencing such
transactions and provided that they are processed through certain banks in
China. Foreign exchange transactions under the capital account, including
principal payments with respect to foreign currency denominated obligations,
will be subject to the registration requirements of the State Administration
for Foreign Exchange.

Since 1994, the conversion of Renminbi into Hong Kong and United States
dollars has been based on rates set by the People's Bank of China, which are
set daily based on the previous day's PRC interbank foreign exchange market
rate and current exchange rates on the world financial markets. The PRC
government has stated publicly that it intends to make Renminbi freely
convertible in the future. However, we cannot predict when the PRC government
will allow free conversion of Renminbi into foreign currencies. Renminbi
devaluation and fluctuations in exchange rates may adversely affect the value,
translated or converted into U.S. dollars or Hong Kong dollars, of our net
assets, earnings and any declared dividends. Renminbi devaluation and exchange
rate fluctuations may adversely affect our results of operations and financial
condition and may result in foreign exchange losses because of our substantial
U.S. dollar and Japanese yen-denominated debts, expenses and other
requirements. In addition, we may not be able to increase the Renminbi prices
of our domestic sales to offset fully any depreciation of the Renminbi due to
political, competitive or social pressures.

We do not hedge exchange rate fluctuations between the Renminbi and
foreign currencies and currently do not have plans to do so. For further
information on foreign exchange risks, foreign exchange rates and hedging
activities, see "Currencies and Exchange Rates" and "Item 11--Qualitative and
Quantitative Disclosure about Market Risk."

The interpretation and enforcement of PRC laws and regulations is subject
to some uncertainty. The PRC legal system is based on statutory law. Under
this system, prior court decisions may be cited as persuasive authority but
are not binding. Since 1979, the PRC government has been developing a
comprehensive system of commercial laws and considerable progress has been
made in the promulgation of laws and regulations dealing with economic
matters, such as corporate organization and governance, foreign investments,
commerce, taxation and trade. In particular, the regulatory framework for the
securities industry in China is at an early stage of development. The China
Securities Regulatory Commission, or CSRC, is responsible for administering
and regulating the national securities markets and drafting regulations for
the regulation of the national securities markets. Regulations of the State
Council and the relevant implementing measures of CSRC, such as provisions
dealing with acquisitions of listed PRC companies and disclosure of
information, apply to listed companies in general without being confined to
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companies listed on any particular stock exchange. Hence these provisions
apply to our company. Because these laws, regulations and legal requirements
are relatively new, and because of the limited volume of published cases and
judicial
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interpretations and the non-binding nature of prior court decisions, the
interpretation and enforcement of these laws, regulations and legal
requirements involve some uncertainty.

The PRC government recently underwent substantial reforms after the
National People's Congress meeting in March 2003. The PRC government has
reiterated its policy of furthering reforms in the socialist market economy.
No assurance can be given that these changes will not have an adverse effect
on business conditions in China generally or on our business in particular.

Risks relating to our ADSs and shares

Additional shares or ADSs eligible for public sale could adversely affect
the price of our shares or ADSs. Sales, or the real or perceived possibility
of sales, of a significant number of additional shares in the public market
could adversely affect prevailing market prices for our ADSs and shares. As of
April 30, 2003, CNOOC, through its wholly owned subsidiary, CNOOC (BVI)
Limited, held approximately 70.6% of our shares and the rest of our shares
were held by public investors, including institutional and corporate
investors. As of April 30, 2003, CNOOC (BVI) Limited has not sold any of its
holdings of our shares. We cannot predict the effect, if any, that sales of
our shares, including sales of large positions held by institutional and
corporate investors, or the availability of our shares for future sale, will
have on the market price of our shares or ADSs.

Pursuant to the registration rights agreement we entered into with our
strategic investor and corporate investors, we have agreed to indemnify these
investors for certain liabilities that it may have under the Securities Act.
Resale of the shares or ADSs in the United States by our strategic investor
and corporate investors may only be done pursuant to an effective registration
statement or an exemption from the registration requirements of the Securities
Act. We have entered into registration rights agreements with our strategic
investor and corporate investors whereby we have agreed to register the
securities of these investors if they so request. We have agreed to pay for
the cost of any such registration and to indemnify these investors for certain
liabilities that they may have under the Securities Act which relate to the
registration statement that would have to be filed and the annual report that
would have to be delivered to purchasers, in the event of a resale by any such
investor. There is a risk that we will be required to indemnify our strategic
investor and corporate investors pursuant to the registration rights
agreements.
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ITEM 4. INFORMATION ON THE COMPANY
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A. HISTORY AND DEVELOPMENT

Our legal and commercial name is CNOOC Limited. We were incorporated with
limited liability on August 20, 1999 in Hong Kong under the Companies
Ordinance. Our business registration number in Hong Kong is 685974. Under the
third section of our Memorandum of Association, we may do anything which we
are permitted to do by any enactment or rule of law. Our head office is
located at 65th Floor, Bank of China Tower, One Garden Road, Central, Hong
Kong, and our telephone number is 852-2213-2500. We have appointed CT
Corporation System, 111 Eighth Avenue, New York, New York 10011, as our agent
for service of process.

The PRC government established CNOOC as the state-owned offshore
petroleum company of China in 1982 under the Regulation of the People's
Republic of China on Exploitation of Offshore Petroleum Resources in
Cooperation with Foreign Enterprises, whereby CNOOC assumed overall
responsibility for the administration and development of PRC offshore
petroleum operations with foreign oil and gas companies. Prior to March 2003,
CNOOC was regulated and supervised by the State Economic and Trade Commission.
Since March 2003, the PRC government has undergone substantial reform. The
State Economic and Trade Commission has been succeeded by the newly
established State Development and Reform Commission.

Prior to CNOOC's internal business reorganization, which took effect as
of October 1, 1999, CNOOC and its various subsidiaries and affiliates
performed commercial and administrative functions, including:

o exercising the exclusive right to cooperate with foreign partners in
offshore petroleum exploration, development, production and sales
activities, and taking up to a 51% or more participating interest in
production sharing contracts;

o organizing international bidding for offshore petroleum
exploitation;
o conducting independent exploration, development, production and

sales activities in independently operated oil and gas fields
offshore China;

o awarding projects to and signing bilateral contracts with foreign
partners for offshore petroleum exploitation;

o reviewing and confirming appraisal reports and overall development
plans required under production sharing contracts; and

o obtaining from the PRC government all approvals, permits, licenses,
consents and special policies necessary under production sharing
contracts.

Reorganization

Pursuant to CNOOC's internal business reorganization in 1999, CNOOC
transferred all of its then current operational and commercial interests in
its offshore petroleum business to us. As a result, we and our subsidiaries
are the only vehicle through which CNOOC engages in petroleum exploration,
development, production and sales activities both within and outside China.

The assets and liabilities primarily relating to the offshore petroleum
business that were transferred to us in the reorganization included:

o 37 production sharing contracts and one geophysical survey

27



Edgar Filing: CNOOC LTD - Form 20-F

agreement;

o eight independent development and production projects;

o a 30% interest in Shanghai Petroleum and Natural Gas Company
Limited;

o the land use rights to terminal facilities in Nanhai, Weizhou and

the western part of the Bohai Bay; and
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o loans from, and swap agreements with, various PRC and foreign banks.

In addition, CNOOC transferred 917 employees to us to facilitate the
transfer of the o0il and natural gas businesses previously operated by CNOOC.

CNOOC has retained its commercial interests in operations and projects
not related to oil and gas exploration and production, including:

o a petrochemical project in Huizhou, Guangdong Province;
o a fertilizer plant in Hainan Province; and
o a liquefied natural gas project in Guangdong Province.

CNOOC also retained all of its administrative functions, which it
performed prior to the reorganization, including:

o organizing international bidding for offshore petroleum
exploitation;
o awarding projects to and signing bilateral contracts with foreign

partners for offshore petroleum exploitation;

o approving any extension of the period for the completion of the
appraisal work on petroleum discovery under the production sharing
contracts; and

o submitting the overall development plans, reports of the oil and gas
fields and the environmental impact statements related to the
production sharing contracts to the PRC governmental authorities.

Undertakings
CNOOC has undertaken to us that:

o we will enjoy the exclusive right to exercise all of CNOOC's
commercial and operational rights under the PRC laws and regulations
relating to the exploration, development, production and sales of
the PRC offshore o0il and natural gas;

o it will transfer to us all of CNOOC's rights and obligations under
any new production sharing contracts and geophysical exploration
operations, except those relating to CNOOC's administrative
functions;
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o neither CNOOC nor any of its affiliates will engage or be
interested, directly or indirectly, in oil and natural gas
exploration, development, production and sales in or outside the
PRC;

o we will be able to participate jointly with CNOOC in negotiating new
production sharing contracts and to set out our views to CNOOC on
the proposed terms of new production sharing contracts;

o we will have unlimited and unrestricted access to all data, records,
samples and other original data owned by CNOOC relating to oil and
natural gas resources;

o we will have an option, for which no consideration will be payable
by us to CNOOC, to make any investment in liquefied natural gas
projects that CNOOC has invested or proposes to invest, and CNOOC
will at its own expense help us to procure all necessary government
approvals needed for our participation in these projects; and

o we will have an option, for which no consideration will be payable
by us to CNOOC, to participate in other businesses related to
natural gas in which CNOOC has invested or proposes
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to invest, and CNOOC will at its own expense procure all necessary
government approvals needed for our participation in such business.

The undertakings from CNOOC will cease to have any effect:
o if we become a wholly owned subsidiary of CNOOC;

o i1f our securities cease to be listed on any stock exchange or
automated trading system; or

o 12 months after CNOOC or any other PRC government-controlled
entity ceases to be our controlling shareholder.

Corporate Structure

CNOOC indirectly owned or controlled an aggregate of approximately 70.6%
of our shares as of April 30, 2003. There have been no changes to our
corporate structure since April 30, 2003. Accordingly, CNOOC continues to be
able to exercise all the rights of a controlling shareholder, including
electing our directors and voting to amend our articles of association.
Although CNOOC has retained a controlling interest in our company, the
management of our business will be our directors' responsibility.

The following chart sets forth our controlling entities and our principal
subsidiaries as of December 31, 2002.

| China National Offshore |
| 0il Corporation |
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| Overseas 0il & Gas |
| Corporation Ltd. |
| (Bermuda) |

CNOOC (BVI) Limited
(British Virgin Islands)

| I\ |
| Public Shareholders and | \ | 70.61%
| Corporate Investors | \ 29.39% |
| | N e
——————————————————————————— \ | CNOOC Limited |
\ | (Hong Kong) |
———————————————— | |
|
|
| | |
| 100% | 100% | 100%
| | |
| CNOOC | | | | China Offshore 0il
| International | | CNOOC China | | (Singapore)
| Limited (1) | | Limited (2) | | International Pte. Ltd.
| (British Virgin Islands) | | (PRC) | | (Singapore)
(1) Owner of our overseas interests in petroleum exploration and production
businesses and operations.
(2) Owner of substantially all of our PRC petroleum exploration and
production businesses, operations and properties.
(3) Business vehicle through which we engage in sales and marketing
activities in the international markets.
(4) Financing vehicle through which we issued our US$500 million 6.375%
guaranteed notes due 2012.
25

B. BUSINESS OVERVIEW
Overview

We are an oil and gas company engaged in the exploration, development,
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production and sale of crude oil and natural gas primarily offshore China. We
are the dominant producer of crude oil and natural gas offshore China and the
only company permitted to conduct exploration and production activities with
international o0il and gas companies offshore China. As of December 31, 2002,
we had estimated net proved reserves of 2,015.8 million BOE, comprised of
1,424.4 million barrels of crude oil and condensate and 3,547.9 billion cubic
feet of natural gas. For the year 2002, our net production averaged 298,625
barrels per day of crude oil, condensate and natural gas liquids and 272.6
million cubic feet per day of natural gas, which together totaled 346,639 BOE
per day.

Our net proved reserves increased from 668 million BOE as of December 31,
1995 to 2,015.8 million BOE as of December 31, 2002, which represents a
compound annual growth rate of 17.1%. Based on net proved reserves, we are one
of the largest independent o0il and gas exploration and production companies in
the world. In the petroleum industry, an "independent" company owns oil and
gas reserves independently of other downstream assets, such as refining and
marketing assets, whereas an integrated company owns downstream assets in
addition to oil and gas reserves. As of December 31, 2002, approximately 60.6%
of our net proved reserves were classified as net proved undeveloped. We plan
to spend approximately US$2.7 billion developing our reserves offshore China
and approximately US$308 million for independent exploration offshore China
from 2003 through 2004.

We conduct exploration, development, production and sale activities
through both independent operations and production sharing contracts with
foreign partners. We have added to our reserves in recent years primarily
through our independent operations. As of December 31, 2002, independent
properties accounted for approximately 53.2% of our total net proved reserves
and approximately 56.0% of our total net proved undeveloped reserves. We are
the operator of all of our independent producing properties. For the year
ended December 31, 2002, production from our independent properties accounted
for 46.3% of total net production.

Through our parent company, CNOOC, we have the exclusive right to enter
into contracts with international oil and gas companies to conduct exploration
and production activities offshore China. Under these production sharing
contracts, we have the sole right to acquire, at no cost, up to a 51%
participating interest in any successful discovery offshore China made by our
foreign partners. Our foreign partners can recover their exploration costs
under the production sharing contracts only if a commercially viable discovery
is made. As of December 31, 2002, we had approximately 28 foreign partners
under our production sharing contracts offshore China, all of which are
international oil and gas companies, including Agip, BP, Burlington Resources,
ChevronTexaco, ConocoPhillips, Devon Energy, Husky, Kerr-McGee, Newfield
Exploration and Royal Dutch Shell. As of December 31, 2002, we were a party to
31 production sharing contracts and one joint study agreement. We are
currently the operator or joint operator of most of the properties developed
under our production sharing contracts. In the early years of our existence,
we conducted most of our activities through production sharing contracts.
Production sharing contracts have enabled us to develop technical and
management expertise and provided us with the cash flow necessary to increase
our independent exploration and production activities.

Natural gas is becoming an increasingly important part of our business
strategy because of rapidly growing domestic demand. In view of the domestic
natural gas supply shortfall forecasted by the Chinese government, we have
continued to develop our natural gas reserves and invested in liquefied
natural gas related upstream projects outside the PRC. We continue to explore
for natural gas and develop natural gas properties. We have acquired interests
in gas reserves located in Tangguh, Indonesia and entered into an agreement to
acquire interests in gas reserves located in the North West Shelf of
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Australia. In addition, CNOOC has granted us an option to invest in liquefied
natural gas projects or other natural gas related businesses in the PRC in
which CNOOC has invested or proposes to invest, including an option for us to
acquire CNOOC's 33% interest in a liquefied natural gas terminal being
constructed in Guangdong Province, China. Furthermore, in connection with this
option, CNOOC will at its own expense procure all necessary PRC government
approvals needed for our participation in the related projects or businesses.

On April 19, 2002, we completed the acquisition of Repsol YPF, S.A.'s
interest in a portfolio of o0il and gas production sharing and technical
assistance contracts in areas located offshore and onshore Indonesia. The
acquisition was implemented retroactively from January 1, 2002. Under the
terms of the acquisition, we
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paid a consideration of US$585 million, subject to a final oil price
adjustment. See note 5 to our consolidated financial statements attached to
this annual report. The assets include a 65.3% interest in the South East
Sumatra production sharing contract, a 36.7% interest in the Offshore North
West Java production sharing contract, a 25.0% interest in the West Madura
production sharing contract, a 50.0% interest in the Poleng technical
assistance contract and a 16.7% interest in the Blora production sharing
contract.

CNOOC, our parent company and controlling shareholder, was formed in 1982
when the Regulations of the People's Republic of China on Exploitation of
Offshore Petroleum Resources in Cooperation with Foreign Enterprises gave
CNOOC the exclusive right to enter into production sharing contracts with
foreign partners to conduct exploration and production activities offshore
China. As a result of CNOOC's October 1999 reorganization, we became the only
entity through which CNOOC engages in the upstream petroleum business. CNOOC
continues to perform administrative functions relating to our upstream
petroleum business. For further details regarding this reorganization, see
"Item 4--Information on the Company--History and Development" and "Item
7--Major Shareholders and Related Party Transactions——-Related Party
Transactions."

Competitive Strengths

We believe that our historical success and future prospects are directly
related to a combination of our strengths, including the following:

o large proved reserve base with significant exploitation
opportunities;

o sizable operating area with demonstrated exploration potential;

o successful independent exploration and development record;

o competitive cost structure;

o reduced risks and access to capital and technology through

production sharing contracts;

o strategic position in China's growing natural gas markets; and
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o experienced management team.

Large proved reserve base with significant exploitation opportunities.
Based on net proved reserves as of December 31, 2002 and average net daily
production for the year ended December 31, 2002, we had a
reserve-to-production ratio of approximately 15.9 years. As of December 31,
2002, approximately 60.6% of our net proved reserves were classified as net
proved undeveloped. We expect our production to grow significantly as these
undeveloped properties begin producing.

Sizable operating area with demonstrated exploration potential. The
offshore China exploration area is approximately 1.3 million square kilometers
in size, about twice as large as the U.S. Gulf of Mexico exploration area. As
of December 31, 2002, a total of 797 exploration wells had been drilled
offshore China. Only limited exploration has been conducted in prospective
natural gas regions of the Western South China Sea and the East China Sea.
Since CNOOC's inception in 1982 to the end of 2002, a total of 674 exploration
wells have been drilled offshore China, including 430 wildcat wells with a
success rate of approximately 37.5%. Between the beginning of 1999 and
December 31, 2002, we made 15 discoveries and foreign parties made 15
discoveries offshore China.

Successful independent exploration and development record. From the
inception of CNOOC in 1982 to December 31, 2002, we achieved a success rate of
approximately 50% on our 177 offshore China independent wildcat wells, while
our foreign partners achieved a success rate of approximately 29% on their 253
offshore China wildcat wells. Reserve additions from independent operations
have accounted for approximately 67% of our total reserve additions offshore
China since the beginning of 1997. Between late 1995 and the end of 2002, we
completed seven of our major independent development projects on time and
under budget.

Competitive cost structure. For the year ended December 31, 2002, our
total offshore China lifting costs were US$3.92 per BOE. Total lifting costs
for independent operations offshore China were US$3.89 per
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BOE during the same period. Lifting costs consist of operating expenses and
production taxes. We have kept our offshore China lifting costs low through
various measures including more efficient use of existing offshore facilities,
the linking of employee bonuses to cost reduction and the adoption of new
technology in our operations. Our average finding and development cost for the
three years ended December 31, 2002 was US$4.59 per BOE, or US$4.54 per BOE as
adjusted for the estimated future costs of developing proved undeveloped
reserves. We believe that this cost structure allows us to compete effectively
even in a low crude oil price environment.

Reduced risks and access to capital and technology through production
sharing contracts. Production sharing contracts help us minimize our offshore
China finding costs, exploration risks and capital requirements because our
foreign partners are responsible for all costs associated with exploration.
Our foreign partners recover their exploration costs only if a commercially
viable discovery is made.

Strategic position in China's growing natural gas markets. The proximity
of our natural gas reserves to the major demand areas in the coastal regions

33



Edgar Filing: CNOOC LTD - Form 20-F

of China provides us with a competitive advantage over other natural gas
suppliers in China, whose natural gas reserves are located primarily in
northwest and southwest China. We have natural gas fields near many of China's
rapidly growing coastal areas, including Hong Kong, Shanghai and Tianjin. We
have also acquired interests in gas reserves located in Tangguh, Indonesia and
entered into an agreement to acquire interests in gas reserves located in the
North West Shelf of Australia. In addition, CNOOC has granted us an option to
invest in liquefied natural gas projects or other natural gas related
businesses in the PRC in which CNOOC has invested or proposes to invest, which
includes an option to acquire CNOOC's interest in a liquefied natural gas
terminal in Guangdong Province, China. For further information, see "--Natural
Gas Business."

Experienced management team. Our senior management team has extensive
experience in the o0il and gas industry, and most of our executives have been
with the CNOOC group since its inception in 1982. We evolved from a company
heavily reliant on production sharing contracts with foreign partners to a
company with a balance of both independent and production sharing contract
operations. Our management team and staff have had the opportunity to work
closely with foreign partners both within and outside China. We have
implemented international management practices including incentive
compensation schemes for our employees. In addition, we have adopted a share
option scheme for our employees. See "Item 6--Directors, Senior Management and
Employees——-Share Ownership."

Business Strategy

We intend to continue expanding our oil and gas exploration and
production activities and, where appropriate, to continue making strategic
investments in natural gas businesses. While our expansion strategy will
continue to focus primarily on offshore China, we may also consider overseas
acquisition opportunities that may be presented to us. The principal
components of our strategy are as follows:

o increase production primarily through the development of our net
proved undeveloped reserves;

o add to our reserves through independent exploration and production
sharing contracts;

o capitalize on the growing demand for natural gas in China;
o selectively pursue acquisitions to ensure long-term production

growth, geographical reserves risk diversification, and to further
our natural gas strategy;

o maintain operational efficiency and low production costs; and
o maintain financial flexibility through conservative financial
practices.

Increase production primarily through the development of our net proved
undeveloped reserves. As of December 31, 2002, approximately 60.6% of our
proved reserves were classified as net proved undeveloped, which gives us the
opportunity to achieve substantial production growth even without additional
reserve discoveries, assuming that we will be able to develop these reserves
more quickly than we deplete our currently producing reserves. We are
currently undertaking a number of large development projects located primarily
in the Bohai Bay and the Western South China Sea, which will substantially
increase production.
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We plan to spend approximately US$2.7 billion from 2003 through the year 2004
to develop our net proved undeveloped reserves offshore China.

Add to our reserves through independent exploration and production
sharing contracts. We plan to concentrate our independent exploration efforts
in existing operating areas with a particular emphasis on natural gas. We plan
to spend approximately US$308 million from 2003 through 2004 on independent
exploration activities. We plan to augment independent exploration efforts and
reduce capital requirements and exploration risks by continuing to enter into
production sharing contracts with foreign partners. We currently have
identified 23 drilling prospects. In 2003, we plan to drill approximately 33
exploration wells, acquire approximately 16,100 kilometers of 2D seismic data
and acquire approximately 1,180 square kilometers of 3D seismic data
independently. Our foreign partners under existing production sharing
contracts plan to drill approximately 10 to 11 exploration wells, acquire
approximately 1,500 kilometers of 2D seismic data and acquire approximately
923 square kilometers of 3D seismic data in 2003.

Capitalize on the growing demand for natural gas in China. The Chinese
government forecasts significant growth in domestic natural gas demand and has
promoted the use of natural gas as a clean and more efficient fuel. We plan to
capitalize on this growth potential through the following initiatives:

o continue to develop natural gas fields and focus independent
exploration efforts on natural gas;

o evaluate whether to exercise the option to invest in the planned
Guangdong liquefied natural gas project; and

o evaluate investment opportunities in related natural gas businesses
that will help develop markets for our natural gas production.

To the extent we invest in businesses and geographic areas where we have
limited experience and expertise, we plan to structure our investments as
alliances or partnerships with parties possessing the relevant experience and
expertise.

Selectively pursue acquisitions to ensure long-term production growth,
geographical reserves risk diversification, and to further our natural gas
strategy. We plan to make selective acquisitions that will meet one or more of
our strategic objectives of enhancing our production profile, diversifying our
reserve base and geographic risk profile and furthering our natural gas
strategy. In addition, we evaluate acquisition opportunities based on our
expected economic return criteria. In April 2002, we completed the acquisition
of certain Indonesian assets from Repsol YPF. These assets increased our near
term production and leveraged our expertise and experience in offshore o0il and
gas activities. We have also completed an acquisition of the equivalent of a
12.5% interest in Indonesia's Tangguh LNG project in January 2003 and have
signed a key terms agreement to acquire an aggregate interest of approximately
5.56% in the reserves and upstream production of Australia's North West Shelf
Project. We believe these upstream acquisitions of gas reserves will enhance
our natural gas strategy by facilitating the supply of LNG to China's rapidly
growing coastal gas market as well as provide us with access to other gas-rich
basins for further growth opportunities.

Maintain operational efficiency and low production costs. We will
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continue to maintain our low cost structure and operational efficiency through

the following initiatives:

o Apply up-to-date drilling, production and offshore engineering
technology to our operations through our oilfield service providers;

this technology includes long-range extension wells,
wells, advanced formation testing,
monolayer pipeline and subsea technology,

multilateral

multi-phase transmission,

techniques and suction foundation technology

minimal structure

o Proactively manage service contracts and cooperate with our oilfield
service providers to improve exploration efficiency and reduce
exploration costs; this measure includes using operational

techniques such as cluster drilling,

one-third and lowers the related costs by up to 40%; and

which reduces drilling time by

o Maintain high production volume levels on an individual well basis
and increase the productivity of producing wells.

29

Maintain financial flexibility through conservative financial practices.
We will continue to emphasize conservative financial management practices.
Currently, we have a strong financial profile with a low leverage ratio. We
intend to maintain our financial strength by managing key measures such as

capital expenditures, cash flow and fixed charge coverage.

We intend to

actively manage our accounts receivable and inventory positions to enhance
liquidity and improve profitability. We will continue to monitor our foreign
currency denominated debt and to minimize our exposure to foreign exchange

rate fluctuations.

Selected Operating and Reserves Data

The following table sets forth our operating data and our net proved

reserves as of and for the periods indicated.

Net Production:

0il (daily average bbls/day) ......oeeeeeenen..
Gas (daily average mmcf/day) ......eveuuenen..
01l equivalent (BOE/dAY) « vt v vt inmeennnennns

Average net realized prices:

Oil (per bbl) ..ot e i i iiee
Gas (per mCE) v v v ittt i e e
Offshore China lifting costs (per BOE) (1) ...
Overseas lifting costs (per BOE) (1) (2)......

Three-year average finding and development

costs (per BOE) (3) v vt i it it iie et e eeeeeenn

Adjusted three-year average finding and

development costs (per BOE) (4) ............

Year ended

2000
206,347 22
197.9
239,335 26
Us$28.21 Uss$
3.09
4.45
Uss$2.77 US
UsS$3.82 Us
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Net Proved Reserves (end of period):

(O B A 1 o) o 0 = 1,215.8 1,

Gas (DCE) v it e e e e e e e e e 3,249.7 3,

Total (Million BOE) v v it ittt ittt ettt et e ettt et e e eeeeaeaeas 1,757.4 1,

Proved developed reserves (million BOE).........iiuenenen.. 638.6

Annual reserves replacement ratio...........iiiiiiiiiaa.. 104%

Estimated reserves life (VEaATrS) c i i ittt it eeneeeens 20.1

Present value of estimated future net revenues before

income taxes (discounted at 10%) (million Rmb)........... 108,423 6

Standardized measure of discounted future net cash

flow (Million RMD) &t i i ittt ittt et e et et eiee e 93,391 5

(1) Includes operating expenses and production taxes. During the years ended December 31, 2000 a
were not material and our overseas lifting costs were included in our offshore China lifting

(2) Overseas lifting costs reflect lifting costs associated with our operations in Indonesia and
entitlement method.

(3) The three-year average finding and development costs for each of 2000, 2001 and 2002 are cal
total costs incurred for exploration and development of o0il and gas fields in immediately pr
dividing it by the sum of the reserve additions, extensions and revisions for the same three

(4) Because a high percentage of our net proved reserves are classified as proved undeveloped, w

three-year average finding and development cost to reflect the estimated future costs of dev
reserves as of December 31, 2000, 2001 and 2002, as estimated by Ryder Scott Company. The ac
these reserves may differ from these estimates. See the definition of "adjusted finding and
"Certain 0Oil and Gas Terms."

At our request, Ryder Scott Company, independent petroleum engineering

consultants, carried out an independent evaluation of the reserves of selected
properties as of December 31, 2000, 2001 and 2002. For further information
regarding our reserves, see "Item 3--Key Information--Risk Factors—--Risks
relating to our business—--The o0il and gas reserve estimates in this annual
report may require substantial revision as a result of future drilling,
testing and production" and "--0il and Natural Gas Reserves."
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The following table sets forth summary information with respect to our

estimated net proved reserves of crude oil and natural gas as at the dates

indicated.

Net proved reserves
at December 31,
2000 2001 D

Bohai Bay:
Crude 01l (MMl S) v ittt ittt e et et et et et et ettt ettt ee e 923.9 961.3
Natural gas (DCE) . ittt ittt i e e e e e ettt et eeeeeeennn 591.4 629.1
Total (MIil1lion BOE) f v it i ittt ittt ettt ettt ettt eeenenn 1,022.4 1,066.2
Independent (million BOE) ..t i ittt teeeeeeeeennenns 774.2 689.7
Production sharing contracts (million BOE)............ 248.2 376.5
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Western South China Sea:

Crude 01l (MM L S) & v it ittt it et e e et e e et et et et e ettt te e
Natural gas (DCL) . ittt ittt it e e e e e e e et et e eeeee e

Total (MIil1lion BOE) f v ittt ittt ettt et ettt ettt eeenenn

Independent (Million BOE) .. ¢ ittt ittt ieeeeeeeeennenns

Production sharing contracts

Eastern South China Sea:

Crude 01l (MM L S) v ittt it it et et et e e e e et et ettt ettt e e
Natural gas (DCL) . ittt ittt it e e e e et e et et eeeeeeennn

Total (MIil1lion BOE) f v it i ittt it ittt ettt ettt et eeenenn

Independent (million BOE) ..t i i ittt it teeeeeeeeennenns

Production sharing contracts

East China Sea:

Crude 01l (MMl S) & v ittt ittt e e e et e e e e ettt et ettt et e eeeeeenenn
Natural gas (DCE) . ittt it i e e e e e e e et et eeeee e

Total (MIil1lion BOE) f v vttt ittt ittt ettt ettt teeeeeenens

Independent (Million BOE) ..t ittt ittt teeeeeeeeennenns

Production sharing contracts

Overseas:

Crude 01l (MMl S) v it ittt i et et e e et et et et et et e ettt te e
Natural gas (DCE) . ittt it e e e e e e e e et et eeeee e

Total (MIil1lion BOE) f v it i ittt ittt ettt et ettt teeeeeenenn

Independent (million BOE) .. v ittt ittt eeeeeeeennenns

Production sharing contracts

Total:

Total crude 01l (MMDILS) v vt it ittt et et et e e e e ettt e e eeaennn
Total natural gas (DCL) ..ttt ittt ettt e e e e e ettt eaeeenn

Total (MIil1lion BOE) f v it i ittt ittt ettt ettt ettt eeenens

Independent (million BOE) ... i ittt ittt eeeeeeeennenns

Production sharing contracts

New Contracts Signed in 2002

141.1 131.6
2,593.0 2,421.5
573.3 535.1
372.0 373.3
201.3 161.8
136.8 132.2
136.8 132.2
136.8 132.2
4.5 12.4
65.3 197.0
15.4 45.2
15.4 45.2
9.5 8.4
9.5 8.4
9.5 8.4
1,215.8 1,245.9
3,249.7 3,247.6
1,757.4 1,787.1
1,161.6 1,108.2
595.8 678.9
31

In 2002, our parent, CNOOC, signed four petroleum contracts and two
supplemental development agreements.

New Oil Contracts Signed in 2002
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Interest of
No Basin Block Partner Partners (% Date of Agreement
1 Pearl River Mouth Chaotai OPIC 50% 2002-5-16
2 Beibu Gulf 23/15 Husky 100% 2002-9-23
3 Beibu Gulf 23/20 Husky 100% 2002-9-23
4 Pearl River Mouth 40/30 Husky 100% 2002-12-6
(Deepwater Area)
New Supplemental Development Agreements Signed in 2002
No. Agreements Block Type Partner Inter
1 CFD11-1/2 04/36 Development Kerr—-McGee/ 40.
Development Supplemental Supplemental Sino-American
Agreement Agreement Energy
2 Bz25-1/1S 11/19 Unitized Development Chevron/Texaco 1
Unitized Development Agreement
Agreement

Exploration a
Summary

We curre
primarily in

nd Production
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ntly conduct exploration, development and production activities

four areas offshore China:

o the Bohai Bay;
o the Western South China Sea;
o the Eastern South China Sea; and
o the East China Sea.
[GRAPHIC OMITTED]
In addition, we hold several equity interests in o0il and gas properties

in Indonesia,
contract in t

including a 39.5% participating interest in a production sharing
he Malacca Strait, interests in production sharing contracts and

a technical assistance contract we acquired from Repsol YPF in April 2002 and
interests in the Tangguh LNG project, which we recently acquired. We also
expect to complete an acquisition for natural gas reserves offshore Australia
by the end of 2003. See "--Overseas Activity," "--Natural Gas
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Business——

33

Overseas Activity" and "Item 5--Operating and Financial Review and
Prospects—-—-Operating Results—-—-Acquisitions and Overseas Activities."

As of December 31, 2002, we had estimated net proved reserves of 2,015.8
million BOE, comprised of 1,424.4 million barrels of crude oil and condensate
and 3,547.9 billion cubic feet of natural gas. As of December 31, 2002, we had
interests in 25 producing properties and 29 properties under development and
appraisal offshore China. We are the operator or joint operator of 21 oil and
gas properties under production. In 2002, three properties offshore China
commenced production. For the year 2002, net production averaged 298,625
barrels per day of crude oil, condensate and natural gas liquids and 272.6
million cubic feet per day of natural gas, which together totaled 346,639 BOE
per day, representing a 32.6% increase over the annual average daily
production for the year 2001.

We conduct our exploration, development and production activities
independently as well as through production sharing contracts and geophysical
survey agreements with foreign partners. A production sharing contract
contains provisions regarding the exploration, development, production and
operation of an oil and gas field and the formula through which foreign
partners may recover exploration, development and production costs and share
in the production after the successful development of petroleum reserves. See
"--Production Sharing Contracts--Offshore China" for a detailed discussion of
these arrangements.

We also conduct exploration efforts through geophysical survey agreements
with foreign companies. These geophysical survey agreements allow
international oil and gas companies to conduct geophysical studies before
deciding whether to negotiate a production sharing contract with CNOOC. If a
foreign partner decides to enter into a production sharing contract with
CNOOC, the costs and expenses that the foreign partner incurs in conducting
geophysical exploration may be recovered in the production period by the
foreign partner, subject to our confirmation. See "--Geophysical Survey
Agreements" for a detailed discussion of these arrangements. As of December
31, 2002, we were not a party to any geophysical survey agreements, although
we may enter such agreements in the future.

The offshore China exploration area is approximately 1.3 million square
kilometers in size. We currently have the exclusive right to operate
independently or in conjunction with international oil and gas companies in
approximately 601,700 square kilometers of the total offshore China
exploration area. We currently have rights to operate independently or in
conjunction with international oil and gas companies in 133 exploration blocks
covering approximately 572,486 square kilometers. We have access to
approximately 822,700 kilometers of 2D seismic data and approximately 33,700
square kilometers of 3D seismic data. From the beginning of CNOOC's operations
in 1982 to December 31, 2002, a total of 674 exploration wells have been
drilled, including 430 wildcat wells, with a success rate of approximately
37.5%. During this period we achieved a success rate of approximately 50% on
177 exploration wildcat wells which were drilled independently, while foreign
partners achieved a success rate of approximately 29% on their 253 exploration
wildcat wells.
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0il and Natural Gas Reserves

We have a large base of net proved undeveloped reserves as a result of
our exploration successes. As of December 31, 2002, approximately 60.6% of net
proved reserves were classified as net proved undeveloped. We are currently
undertaking a number of large development projects located primarily in the
Bohai Bay and the Western South China Sea and expect these projects to
substantially increase our production.

Our net proved reserves consist of our percentage interest in total
reserves, comprised of (i) our 100% interest in our independent oil and gas
properties (excluding the proved reserves attributable to our associated
company), (ii) our participating interest in the properties covered under our
production sharing contracts in the PRC and Indonesia, and (iii) our 30%
interest in the proved reserves of our associated company, less (i) an
adjustment for our share of royalties payable to the PRC government under our
production sharing contracts in the PRC, (ii) an adjustment for production
allocable to foreign partners under our production sharing contracts in the
PRC as reimbursement for exploration expenses attributable to our working
interest, and (iii) adjustments for share oil payable under our Indonesian
production sharing contracts to Pertamina, the Indonesian state-owned oil and
gas company, and for a domestic market obligation under which the contractor
must sell a specified percentage of its crude o0il to the local Indonesian
market at a reduced price. Net proved reserves do not include any deduction
for production taxes, which are included in our operating expenses. Net
production is calculated in the same way as net proved reserves.
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We explore for and develop our reserves offshore China under exploration
and production licenses granted by the PRC government. The PRC government
generally grants exploration licenses for individual blocks while production
licenses generally are granted for individual fields. We have production
licenses for all of our proved reserves.

At our request, Ryder Scott Company, an independent petroleum engineering
consultant, evaluated our selected properties as of December 31, 2000, 2001
and 2002. For further information regarding our reserves, see "Item 3--Key
Information--Risk Factors—-—-Risks relating to our business--The oil and gas
reserves data in this annual report may require substantial revisions as a
result of future drilling, testing and production."

The following tables set forth net proved crude oil reserves, net proved
natural gas reserves and total net proved reserves, as of the dates indicated,

for our independent and production sharing contract operations in each of our
operating areas.

Total Net Proved Crude 0Oil Reserves
(mmbbls)

As of December 31,
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Offshore China

Independent
Bohai Bay 675.7 589.9 296.6
Western South China Sea.........oiiiiii.. 76.4 71.7 47.9
Eastern South China Sea.............. ... - - -
East China Sea.. ...ttt itneeeeenennnn 4.5 12.4 2.8
Total 756.6 674.0 347.3
Production Sharing Contracts
Bohai Bay 248.2 371.4 84.5
Western South China Sea..........iii... 64.7 59.9 51.1
Eastern South China Sea.............. ... 136.8 132.2 58.9

FEast China Sea......iiiiiiiniineennenennnn - - -

Total 449.7 563.5 194.5
Combined
Bohai Bay 923.9 961.3 381.1
Western South China Sea.........iiii.. 141.1 131.6 99.0
Eastern South China Sea.............. .o 136.8 132.2 58.9
FEast China Sea......iiiiiiiiniteeenneeeennn 4.5 12.4 2.8
Total 1,206.3 1,237.5 541.8
Overseas (1)
Indonesia 9.5 8.4 114.9
Total 9.5 8.4 114.9
Total 1,215.8 1,245.9 656.7

(1) We do not conduct independent overseas operations. Our overseas
operations are conducted through production sharing contracts and
technical assistance contracts.
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Total Net Proved Natural Gas Reserves
(bcf)
As of December 31,

2000 2001 Develop

Offshore China

Independent

Bohai Bay 591.4 598.9 182.1
Western South China Sea......c.iiiiiiiineea.. 1,773.6 1,809.2 17.5
Eastern South China Sea............ ... - - —=
East China Sea.....ui ittt titeeeeeeeennnnn 65.3 197.0 42.1
Total 2,430.3 2,605.1 241.7

Production Sharing Contracts
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Bohai Bay

Western South China Sea.......oiiiiiiiieea...
Eastern South China Sea............ ...
East China Sea. ... ittt tiieeeeeeeennnnn

Total
Combined
Bohai Bay
Western South China Sea.......iiiiiiiiieee...
Eastern South China Sea............ ...
East China Sea.. ...ttt iteeeeeeeennnnn

Total
Overseas (1)
Indonesia

Total
Total

(1) We do not conduct independent overseas operations.

Our overseas

operations are conducted through production sharing contracts and

technical assistance contracts.
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Total Net Proved Reserves

Offshore China

Independent
Bohai Bay
Western South China Sea.......coiiiiiiiiene..
Eastern South China Sea.........cciiiiiinnn..
East China Sea. . ...ttt tteeeeeeeeennenn

Total
Production Sharing Contracts
Bohai Bay

Western South China Sea.......coiiiiiiiiinne..
Eastern South China Sea.........cciiiiiinnn..
FEast China Sea. ...ttt itteeeeieeeeannnn

Total
Combined
Bohai Bay
Western South China Sea.......coiiiiiiiiinnne..
Eastern South China Sea.........cciiiiiinnn..

(million BOE)

As of December 31,

1,022.4
573.3
136.8
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30.2 —=
612.3 482.0
642.5 482.0
629.1 182.1
2,421.5 499.6
197.0 42.1
3,247.6 723.7
- 101.5

- 101.5

3,247.6 825.2

2001 Develop

689.7 326.9

373.3 50.9

45.2 9.9
1,108.2 387.6

376.5 84.6

161.8 131.4

132.2 58.9

670.5 274.9

1,066.2 411.5

535.1 182.3

132.2 58.9
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East China Sea. .. ..ttt itteeieeeannnn

Total

eas (1)
Indonesia

Total

We do not conduct independent overseas operations.
operations are conducted through production sharing contracts and

technical assistance contracts.
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0il and Natural Gas Production

The following tables show average daily net oil production,

gas production,

0il production comprises crude oil,

Offshore China
Independent

Combi

Bohai Bay

and average net total production for the periods indicated.
condensate and natural gas liquids.

Average Daily Net Production of Crude 0il
(bbls per day)

Western South China Sea.......coiiiiiiiiie..
Eastern South China Sea.........ccoiiiiinnn..
FEast China Sea.....i ittt ittteeeieeeeannnn

Total
Production Sharing Contracts

Bohai Bay

Western South China Sea.......c.oiiiiiiiiiene..
Eastern South China Sea.........cciiiiiinnn..
FEast China Sea. . ...ttt teeeeeeeeeannns

Total

ned
Bohai Bay

Western South China Sea.......coiiiiiiiiine..
Eastern South China Sea.........cciiiiiinnn..
FEast China Sea. .. ..ttt tteeeeeeeanenn

Our overseas

net natural

Year ended Dec
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Total 203,885 226,62
Overseas (1)
Indonesia 2,462 2,24
Total 2,462 2,24
Total 206,347 228,87

(1) We do not conduct independent overseas operations. Our overseas
operations are conducted through production sharing contracts and
technical assistance contracts.
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Average Daily Net Production of Natural Gas
(mmcf per day)
Year ended D
2000 20
Offshore China
Independent
Bohai Bay 45.8 4
Western South China Sea.......iiiiiiiinee... -
Eastern South China Sea...........iiiiiin.. -
East China Sea....u ittt teeeeeeeeennenns 7.8
Total 53.6 5
Production Sharing Contracts
Bohai Bay ——
Western South China Sea.......iiiiiiiiiiee... 144.3 13
Eastern South China Sea..........iiiiiiann.. -
East China Sea....ui ittt teeeeeeennenns -
Total 144.3 13
Combined
Bohai Bay 45.8 4
Western South China Sea.......iiiiiiiiiiee... 144.3 13
Eastern South China Sea..........iiiiiiiin.. -
East China Sea....ii ittt iteeeeeeennenns 7.8
Total 197.9 19
Overseas (1)
Indonesia -
Total __
Total 197.9 19
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(1) We do not conduct independent overseas operations. Our overseas
operations are conducted through production sharing contracts and

technical assistance contracts.
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Average Daily Net Production
(BOE per day)
Year ended Dec
2000 200
Offshore China
Independent
Bohai Bay 71,437 105, 3
Western South China Sea. ... vttt ittt eneeneeenns 45,828 40, 3
Eastern South China Sea.........uiiiiiitiiiinneeeennnn -
EAst China S@a.u i it ii ittt tteeeeeeneeeeeeneeaeeens 4,853 5,5
Total 122,118 151,72
Production Sharing Contracts
Bohai Bay - 2,3
Western South China Sea. ...ttt ittt eeeeneennns 24,658 24,0
Eastern South China Sea. .. ...ttt ittt eneennnnns 90,097 81,4
FEast China S a. . i v it iiiii ittt ettt eeeeeeeeeeanns -
Total 114,755 107, 8
Combined
Bohai Bay 71,437 107, ¢
Western South China Sea. ... vttt ittt it eeeennennns 70,486 64,4
Eastern South China Sea. .. ...ttt tteeneennnnns 90,097 81,4
EAsSt China S@a . c i iiiii ittt et eeeeeeeeeeeeneeneeens 4,853 5,5
Total 236,873 259,1
Overseas (1)
Indonesia 2,462 2,2
Total 2,462 2,2
Total 239,335 261, 3

(1) We do not conduct independent overseas operations. Our overseas
operations are conducted through production sharing contracts and

technical assistance contracts.

Principal 0Oil and Gas Regions
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Bohai Bay

The Bohai Bay holds our largest net proved reserves and, for the year
ended December 31, 2002, was our largest producing area for crude oil and
natural gas. The Bohai Bay exploration area is located in the northeastern
part of China, approximately 200 kilometers east of Beijing and is
approximately 58,100 square kilometers in size. As of December 31, 2002, we
had rights to operate independently or in conjunction with international oil
and gas companies in 16 blocks covering approximately 42,419 square kilometers
of the total Bohai Bay exploration area. Our operating area contains numerous
0oil and gas fields in shallow waters with typical depths ranging from 10 to 30
meters. The crude oil is generally of heavy gravity ranging from 15 to 20
degrees API. As of December 31, 2002, net proved reserves in this region were
992.5 million barrels of crude oil and condensate and 598.6 billion cubic feet
of natural gas, totaling 1,092.3 million BOE and representing approximately
54.2% of our total net proved reserves.

The Bohai Bay has been a prolific area with significant oil discoveries
in recent years and will continue to be one of our principal areas for
exploration in the near future. Nine discoveries were made in 2002, including
six by us and three by foreign partners.
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The following table sets forth principal exploration blocks under an
exploration license to us for both our independent operations and our
production sharing contracts in the Bohai Bay as of December 31, 2002.

Approximate Exploration License
block area —oooo oo oo
(km2) Partner (s) Commencement Expiratio
Block date date
Independent
Middle of Bohai Bay 5,310 - 08/16/02 08/16/0
Southern Bohai Bay (1) 573 —— 10/08/00 10/08/0
Western Bohai Bay (1) 1,913 —— 03/29/01 03/29/0
Liaodong Bay 3,344 - 01/31/00 04/08/0
Eastern Liaodong Bay 2,829 - 07/02/01 07/02/0
PSCs (2)
05/36 1,250 Kerr-McGee, Newfield, 02/10/02 02/10/0
Sino-American Energy

06/17(1) 2,587 ChevronTexaco, Carigali 02/01/01 02/01/0
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Eastern 11/05 3,601 Phillips, 08/16/02
Phillips Bohai

Western 11/05 4,076 Phillips, 02/10/02
Phillips Bohai

11/19(1) 3,186 ChevronTexaco 03/28/01

oos8 2,226 Kerr-McGee  04/04/01
02/31() 3,93  ChevronTexaco, Carigali  04/06/01
0es36 1,608 Kerr-McGee,  12/31/01

Sino-American Energy

11/26(1) (4) 3,190 Shell 10/08/00
Other (5)

(1) An application has been submitted to extend the exploration license.

(2) One production sharing contract expired in 2002, although the

exploration license for the block area covered by the production sharing
contract remains in effect. One well was drilled in this block during

2002.
(3) Not applicable.
(4) Since this production sharing block area is located within an

independent block, its validity period depends on the exploration
license granted to the related independent block. To avoid
double-counting, the area attributable to this production sharing block
has not been included in the total contract area of the related
independent block.

(5) We have exploration rights in the Bohai Bay for two additional blocks
covering an aggregate area of approximately 2,703 square kilometers.

During the year ended December 31, 2002, we acquired approximately 680
square kilometers of 3D seismic data and our foreign partners acquired
approximately 1,150 square kilometers of 3D seismic data in the Bohai Bay. We
have independently acquired an aggregate of approximately 171,100 kilometers
and 6,230 square kilometers of 2D and 3D seismic data, respectively, in the
Bohai Bay. We also have access through our production sharing contract
partners to approximately 66,900 kilometers and 8,480 square kilometers,
respectively, of additional 2D and 3D seismic data in this area. During the
year of 2002, we drilled seven wildcat wells, five of which were successful,
and eight appraisal wells, seven of which were successful. During the same
period, our production sharing contract partners drilled five wildcat wells,
two of which were successful, and eight appraisal wells, seven of which were
successful. Our exploration capital expenditures for 2002 were US$54.6
million. In 2003, we plan to drill 15 exploration wells in the Bohai Bay.

For 2002, net production in this region averaged 127,756 barrels per day
of crude o0il, condensate and natural gas liquids and 47.2 million cubic feet
per day of natural gas, representing approximately 39.1% of our
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total daily net production. As of December 31, 2002, we were undertaking 10
development projects in the Bohai Bay. Our development capital expenditures
for the Bohai Bay for 2002 were US$261.1 million.

The following table sets forth our principal oil and gas properties under
production in the Bohai Bay as of December 31, 2002.

Average net Number Ac
production of net
Our or year 2002 productive
Block/Field Operator Partner (s) interest BOE per day) wells
Limoxi N
Suizhong 36-1 CNOOC Limited - 100% 72,636 244
Jinzhou 9-3 oNOOC Limited — 1008 146 43
Jinzhou 202 oNOOC Limited —~ 1008 9002 11
Boxi
oixou 18-1 oNOOC Limited — 1008 2,053 6
oixou 17-3 oNOOC Limitea — 1008 1,688 s
Qikou 17-2 oNOOC Limited — 1008 11,143 20
Chengbei oilfield CNOOC Limited — 108 a8 s
Qinhuangdao 32-6 oNOOC Limitea mecEPC, 515 16,762 80
ChevronTexaco

Bonan
Bozhong 34-2/4 oNOOC Limited — 1008 2,504 25
11/05
Penglai 19-3 Phillips China  Phillips Bohai  51% 5 4
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The following table sets forth our principal oil and gas properties under
development in the Bohai Bay as of December 31, 2002.
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Actual or expe

production

Our commencemen
Block/Field Operator Partner (s) interest year
Liaoxi
Luda 4-2 CNOOC Limited - 100% 2005
Luda 5-2 CNOOC Limited - 100% 2005
Luda 10-1 CNOOC Limited - 100% 2005
Jinzhou 21-1 CNOOC Limited - 100% 2008
Box1i
Qikou 18-9 CNOOC Limited - 100% 2008
Qikou 18-2 CNOOC Limited - 100% 2004
Bozhong
Nanbao 35-2 CNOOC Limited - 100% 2005
Bonan
Bonan oilfields CNOOC Limited - 100% 2004
Bozhong 25-1/25-1s CNOOC Limited ChevronTexaco 84% 2004
11/05
Penglai 25-6 ConocoPhillips Phillips Bohai 51% 2008
04/36
CFD 11-1 Kerr-McGee Sino-American Energy 51% 2004
CFD 11-2 Kerr-McGee Sino-American Energy 51% 2004
CFD 18-1 Kerr-McGee Sino-American Energy 51% 2004

Western South China Sea

The Western South China Sea has been our most important natural gas
producing area, and was our second largest producing area for the year ended
December 31, 2002. The Western South China Sea is located in the southern part
of China southwest of Hong Kong and is approximately 712,480 square kilometers
in area. The most important exploration areas in the Western South China Sea
are the Beibu Gulf, the Yinggehai Basin, and the Qiongdongnan Basin. As of
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December 31, 2002, we had rights to operate independently or in conjunction
with international oil and gas companies in 36 blocks covering approximately
166,803 square kilometers of the Western South China Sea exploration area.
Typical water depths in this region range from 40 meters to 120 meters. The
crude oil produced is of medium to light gravity, ranging from 27 to 41
degrees API. As of December 31, 2002, we had net proved reserves of 160.4
million barrels of crude o0il and condensate and 2,511.2 billion cubic feet of
natural gas in this region, totaling 578.9 million BOE and representing
approximately 28.7% of our total net proved reserves.

The Western South China Sea is one of our least explored areas but will
become increasingly important as the markets for natural gas in the southern
part of China develop. During the year ended December 31, 2002, we drilled 17
wildcat wells, two of which were successful, and three appraisal wells, one of
which was successful. Our production sharing contract partners drilled one
wildcat well, which was unsuccessful, in this area and did not drill any
appraisal wells.
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The following table sets forth the principal exploration blocks under an
exploration license to us for both our independent operations and our
production sharing contracts in the Western South China Sea as of December 31,
2002.

Exploration Li

Approximate ~ —o————

block area Commencement Exp
Block (km2) Partner (s) date
Tndependent o
Ledong 01 6,543 - 12/03/01 12
Changiiang 25 s — 120301 12
Weizhow 12 ess0 —  os/u/o1 os
Yolimss  eos0 —  os/u/o1 os
gionghai 28 s,z —  os/u/o1 os
giongdongman Songtao 22 4,063 —  os/u/o1 os
Qiongdongman Songtao 31 5,260 —  os/u/o1 os
Qiongdongman Songtao 18 2,566 —  o3y/sse0 12
Wenchang 20 a9 —  os/u/o1 os
Lingao 11 411 — o os;er o
Lingso 15  eo0s0 —  os/u/o1 os
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Baodao 16 7,583 —— 08/08/02
Bacdeo 30 ez —  os/om02
PSCs
Wangambei (3, B, C, By (1) 25,418 Crestone  10/01/01
se/05¢» s;q0 musky  12/03/00
22120 es Rec 0il, Bligh 05/11/01
Petsec Petroleum, 0Oil

Australia
23200 iss3 Busky  o0s/11/01
23/15¢0 1331 Busky  o0s/11/00
Other(a)
;1;___;;;_Wanganbei block area consists of four blocks.
(2) Since this production sharing block area is located within an

independent block, its validity period depends on the exploration
license granted to the related independent block. To avoid
double-counting, the area attributable to this production sharing block
has not been included in the total block area of the related independent

block.
(3) Not applicable.
(4) We have exploration rights in the Western South China Sea region for 15

additional blocks covering an aggregate area of approximately 60,622
square kilometers.

During the year ended December 31, 2002, we acquired approximately 712
square kilometers of 3D seismic data and our foreign partners acquired
approximately 460 square kilometers of 3D seismic data in the Western South
China Sea. We have independently acquired an aggregate of approximately
159,550 kilometers and 7,010 square kilometers of independent 2D and 3D
seismic data, respectively, in the Western South China Sea. We also have
access through our production sharing contract partners to approximately
106,900 kilometers and 3,670 square kilometers of additional 2D and 3D seismic
data, respectively, in this area. Our exploration capital expenditures for the
Western South China Sea for 2002 were US$68.9 million. In 2003, we plan to
drill four exploration wells in the Western South China Sea area.

For the year ended December 31, 2002, net production averaged 56,910
barrels per day of crude oil, condensate and natural gas liquids and 142.2
million cubic feet per day of natural gas, representing approximately 24.0% of
total daily net production. Our development capital expenditures for the
Western South China Sea for 2002 were US$268.5 million.
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The following table sets forth the principal oil and gas
properties in the Western South China Sea area that were under production or
development as of December 31, 2002.

Average ne

production
for year 20
Our (BOE per

Block/Field Operator Partner (s) interest day)
Production
Yinggehai

Yacheng 13-1 BP Kufpec 51% 26,953
Yulin 35

Weizhou 11-4 CNOOC Limited —— 100% 18,821

Weizhou 12-1 CNOOC Limited -— 100% 17,635
Yangijiang 39/05

Wenchang 13-1/13-2 CNOOC Limited Husky 60% 19,794
Development
Yulin 35

Weizhou 12-1 North CNOOC Limited - 100% -
Changjiang 25

Dongfang 1-1 CNOOC Limited - 100% -
Yangjiang 31 and 32

Wenchang 8-3 CNOOC Limited - 100% -

Wenchang 19-1 CNOOC Limited - 100% -
Ledong 01

Ledong 15-1/22-1 CNOOC Limited -— 100% -

Net proved

Actual or reserves as of
expected December 31,

production 2002

commencement (million
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Block/Field year BOE
Production
Yinggehai
Yacheng 13-1 1995 98.3
Yulin 35
Weizhou 11-4 1993 21.2
Weizhou 12-1 1999 29.6

Wenchang 13-1/13-2 2002 46.5
Development
Yulin 35

Weizhou 12-1 North 2004 21.5

Wenchang 8-3 2005 11.6
© Wemchang 19-1 2000 261
Ledong 01
© Ledong 15-1/22-1 2000 832

Eastern South China Sea

The Eastern South China Sea is currently one of our most important oil
producing areas in terms of its contribution to our total production and
sales. The Eastern South China Sea exploration area is located in the southern
part of China, directly southeast of Hong Kong, and is approximately 174,420
square kilometers in size. As of December 31, 2002, we had rights to operate
independently or in conjunction with international oil and gas companies in 36
blocks covering approximately 164,550 square kilometers in the Eastern South
China Sea exploration area. This area includes the important Pearl River Mouth
Basin. Typical water depths in this region range from 100 meters to 120
meters. The crude oil produced is of medium to light gravity, ranging from 30
to 40 degrees API. As of December 31, 2002, we had net proved reserves of
120.3 million barrels of crude oil and condensate and 42.8 billion cubic feet
of natural gas in this region, totaling 127.5 million BOE and representing
approximately 6.3% of our total net proved reserves.

During the year ended December 31, 2002, we drilled four wildcat wells,
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two of which were successful, and one successful appraisal well. Our
production sharing contract partners drilled two unsuccessful wildcat wells
and did not drill any appraisal wells in this area.
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The following table sets forth the principal exploration blocks that are
under an existing exploration license or pending exploration license to us for
both our independent operations and our production sharing contracts in the
Eastern South China Sea as of December 31, 2002.

Exploration License

Approximate ~ —mm

block area Commencement Exp
Block (km2) Partner (s) date
Independent o
Huizhou 31 3,074 - 05/11/01 0
Baping 15 5,833 —  espayon o
Emping 10 6547 —  eava
Panyu 33 480 — sy o
Livhua 07 4172 —  sava
Chaotai 7,838 — o ospapoz o
Xijiang 04 7,9 — sy o
Lufeng 08 4723 — sy o
huizhow 30 s, — sy o
PSCs
/100y oas Agie,  10/08/00 o

ChevronTexaco
1s/3a osa21 bevon, Burlington  08/30/00 ¢
1602 3,8 bevon,  03/31/00 o
Energy Development
Corporation

1s2 1,895 Shell, Phillips  10/16/00 1
1s/35¢) 1,439 bevon, Burlington  08/10/01 ¢
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27/10(2) 6,546 Devon, 10/09/01 1
Energy Development
Corporation
/08y s Agip, ChevronTexaco  04/29/01
/05 3,09 bevon,  03/31/00 o
Energy Development
Corporation
Other(a)
Independent
exploration

drilling planned
Block for 2003
Independent
fuizhow 31 —
Enping 15 —
Emping 10 —
Panyu 33 -
Livhua 07 4
Chaotai 1
Xijiang 04 -
Lafeng 08 3
fuizhow 30 —
PSCs
/10y waG
/38 waG
602 waG
a2 waG)
/3y waG
21/100 waG
/08y waG
/05 waG
other(ay
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(1) An application has been submitted to extend the exploration license.

(2) Since this production sharing block area is located within an
independent block, its validity period depends on the exploration
license granted to the related independent block. To avoid
double-counting, the area attributable to this production sharing block
has not been included in the total contract area of the related
independent block.

(3) Not applicable.

(4) We have exploration rights in this Eastern South China Sea region for 21
additional blocks covering an aggregate area of approximately 94,789
square kilometers.

For the year ended December 31, 2002, we acquired 6,400 kilometers of 2D
seismic data and 1,330 square kilometers of 3D seismic data, while our foreign
partners acquired approximately 970 kilometers of 2D seismic data and 782
square kilometers of 3D seismic data in the Eastern South China Sea area. We
have an aggregate of approximately 55,600 kilometers of independent 2D seismic
data and 1,330 square kilometers of 3D seismic data in the Eastern South China
Sea. We also have access through our production sharing contract partners to
approximately 107,700 kilometers and 6,090 square kilometers of additional 2D
and 3D seismic data, respectively, in this area. Our exploration capital
expenditures for the Eastern South China Sea for 2002 were US$42.0 million. We
plan to drill eight exploration wells in the Eastern South China Sea in 2003.
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For the year ended December 31, 2002, net production averaged
approximately 73,792 barrels per day of crude oil, representing approximately
21.3% of our total daily net production. Our development capital expenditures
for this region for 2002 were US$122.0 million.

The following table sets forth our principal oil and gas properties under
production in the Eastern South China Sea as of December 31, 2002.

Our
Production Block/Field Operator Partner (s) interest
16/08
Huizhou 21-1 CACT Agip,
ChevronTexaco
Huizhou 26-1 CACT Agip,
ChevronTexaco

Average ne

production
for year 20
(BOE per
day)
51% 3,
51% 13,
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Huizhou 32-2 CACT Agip, 51% 3,
ChevronTexaco
Huizhou 32-3 CACT Agip, 51% 7,
ChevronTexaco
Huizhou 32-5 CACT Agip, 51% 4,
ChevronTexaco
15/11
Xijiang 24-3 CNOOC Limited, Shell 51% 16,
ConocoPhillips
15/22
Xijiang 30-2 CNOOC Limited, Shell 40% 14,
ConocoPhillips
29/04
Liuhua 11-1 CNOOC Limited, Kerr—-McGee 51% 7,
BPCEPC-Liuhua
16/06
Lufeng 13-1 JHN JHN 25% 2,
17/22
Lufeng 22-1 CNOOC Limited, Statoil Statoil 25% 1,

Net proved

Actual or reserves as of
expected December 31,
production 2002
commencement (million
Production Block/Field year BOE
16/08
Huizhou 21-1 1990 2.5
Huizhou 26-1 1991 14.4
Huizhou 32-2 1995 1.5
Huizhou 32-3 1995 6.4
Huizhou 32-5 1999 2.8
15/11
Xijiang 24-3 1994 12.4
15/22
Xijiang 30-2 1995 9.2
29/04
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Liuvuhua 11-1 1996 6.0

/06

Lufeng 13-1 1983 2.9

V22

Lufeng 221 197 o8
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The following table sets forth our principal oil and gas properties under
development as of December 31, 2002.

Actual or expec

Our production

Block/Field Operator Partner (s) interest commencement ye

16/08

Huizhou 21-1 Gas CACT Agip, 51% 2005
ChevronTexaco

16/19

Huizhou 19-1 CACT Agip, 51% 2006
ChevronTexaco

Huizhou 19-2 CACT Agip, 51% 2005
ChevronTexaco

Huizhou 19-3 CACT Agip, 51% 2004
ChevronTexaco

15/34

Panyu 4-2 Devon Burlington 51% 2003

Panyu 5-1 Devon Burlington 51% 2003

East China Sea

The East China Sea is the least explored area of our four principal
regions offshore China, and an area that we expect to become an important
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As of

The East China Sea is approximately

December 31, 2002, we had rights to operate independently or in conjunction

with international oil and gas companies in 45 blocks
block) covering approximately 198,713 square kilometers of the total East

(excluding the Pinghu

China Sea. We also own a 50% working interest in the Xihu Trough area within
the East China Sea. We and Sinopec, our
joint management committee and established the East China Sea Xihu 0il and Gas

Operating Company to oversee the development of this region.
area of the Xihu Trough is approximately 59,565 square kilometers.

condensate and 127.1 billion cubic feet of natural gas,

joint venture partner, have formed a

The total block

Typical
water depths in this region are approximately 90 meters and the crude oil and
condensate are of light gravity. As of December 31, 2002, our net proved
reserves in the Xihu Trough were 8.9 million barrels of crude oil and

BOE and representing less than 1.5% of our total net proved reserves. We
acquired our interest in the project from CNOOC and are the operator of the

project.

During the year ended December 31,

one of which was succes

sful,
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totaling 30.1 million

2002, we drilled two appraisal wells,
in cooperation with Sinopec in our independent

blocks. We drilled one wildcat well that was successful during 2002. Our
foreign partners did not drill any exploration wells in this area in 2002.

The following table sets forth the principal exploration blocks under an
existing exploration license or pending exploration license to us for both our
independent operations and our production sharing contracts in the East China

Sea as of December 31,

2002.

Approximate
block area
(km2)

Partner (s)

Exploration License

Commencement

date

Sinopec National Star,
Shanghai Municipal
Government

Western Wunansha

03/31/00
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Dalian 16 6,471 —= 05/11/01 05/
Yantai 0a e —  pavm o5/
Lishui 3o a0ss — ooz o
oingdac 3¢ s,;7as — oo 12/
PsCs
232 os3 Primeline Energy,  07/11/02 o1/

Primetime Petroleum

Other (3)

Independent

exploration

drilling planned

Block for 2003
Independent
Pinghu(y —
huangyan 04 &
Bangzhou 17 -
Zhenghai 01 -
Foyang 27 -
Lishui-Jiaojiang Trough -
Western Wunansha -
palian 16 -
Yantai 04 -
Lismai 30 -
Qingdao 34 -
pscs
232 wae)
other(sy
;1;___;;;; field is covered by a production license to the Shanghai Petroleum

and Natural Gas Company in which we have a 30% interest. The production
license will expire on December 1, 2020.

(2) Not applicable.

(3) We have exploration rights in this East China Sea region for 34
additional blocks covering an aggregate area of approximately 157,642
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square kilometers.

During the year ended December 31, 2002, we acquired 8,050 kilometers of
2D seismic data in this area. We have independently acquired an aggregate of
approximately 107,430 kilometers and 377 square kilometers, respectively, of
2D and 3D seismic data in the East China Sea area. We also have access through
our production sharing contract partners to approximately 47,520 kilometers
and 475 square kilometers, respectively, of additional 2D and 3D seismic data
in this area. Our exploration capital expenditures for the East China Sea for
2002 were US$18.0 million. We plan to drill six exploration wells with other
parties, and our foreign partners currently have no plans to drill any
exploration wells in the East China Sea in 2003.

For the year ended December 31, 2002, our net production in this region
averaged 3,223 barrels per day of crude oil, condensate and natural gas
liquids and 12.4 million cubic feet per day of natural gas, representing 1.5%
of total daily net production. Our development capital expenditures for the
East China Sea for 2002 were US$52.2 million.
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The following table sets forth the principal oil and gas properties under
production or development in the East China Sea as of December 31, 2002.

Average net

production
for year 2002
Our (BOE per
Block/Field Operator Partner (s) interest day)
Production
Pinghu (1)
Pinghu (I) CNOOC Limited Sinopec National Star, 30% 5,283
Shanghai Municipal
Government
Development
Pinghu (1)
Pinghu (II) CNOOC Limited Sinopec National Star, 30% -
Shanghai Municipal
Government
Xihu Trough
Canxue CNOOC Limited Sinopec 50% -
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Duangiao CNOOC Limited Sinopec 50% -
Net proved
Actual or reserves as of
expected December 31,
production 2002
commencement (million
Block/Field year BOE
Production
Pinghu (1)
Pinghu (I) 1998 9.9
Development
Pinghu (1)
Pinghu (II) 2006 2.4
Xihu Trough
Canxue 2007 11.6
Duangiao 2008 18.5
(1) This field is under license to the Shanghai Petroleum and Natural Gas

Company in which we have a 30% interest.
Overseas Activity

In early 2003, we acquired interests in the Tangguh LNG project located
in Indonesia. For further details of these interests, see "--Natural Gas
Business—--Overseas Activity."

In October 2002, we entered into a key terms agreement to acquire
interests in natural gas reserves located in the North West Shelf of
Australia. See "--Natural Gas Business—--Overseas Activity."

In April 2002, our wholly owned subsidiary, CNOOC Southeast Asia Limited,
acquired subsidiaries in Indonesia formerly owned by Repsol YPF, S.A. These
Indonesian subsidiaries together hold a portfolio of interests in oil and gas
production sharing and technical assistance contracts in areas located
offshore and onshore Indonesia. The acquisition of the Indonesian subsidiaries
was consistent with our plan to expand our production and reserves.
Furthermore, we believe the acquisition represented a unique opportunity to
acquire producing assets that fit with our offshore expertise and experience.
The main businesses of the Indonesian subsidiaries are the exploration,
development and production of oil and gas offshore and onshore Indonesia.
Their main assets comprise a portfolio of interests in four production sharing
contracts and a technical assistance contract in that region. We estimate that
our net proved reserves of the assets as of December 31, 2002 were
approximately 167.1 million BOE.

The interests owned by the Indonesian subsidiaries comprise the following
assets:
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o South East Sumatra Production Sharing Contract. The Indonesian
subsidiaries own a 65.3% interest in the South East Sumatra
production sharing contract. This contract area covers approximately
8,100 square kilometers located offshore Sumatra and is the largest
of the assets held by the Indonesian subsidiaries. It is operated
and majority-owned by us. It is also one of the largest offshore oil
developments in Indonesia and has produced more than one billion
barrels of oil in over 20 years of production. The concession
expires in 2018.

o Offshore North West Java Production Sharing Contract. The Indonesian
subsidiaries own a 36.7% interest in the Offshore North West Java
production sharing contract. This contract area covers approximately
13,800 square kilometers in the Southern Java Sea, offshore Jakarta
and has produced more than one billion BOE in over 20 years of
production. It is operated by a member of the BP group and currently
produces crude oil and natural gas. Its natural gas is sold
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to the Indonesia State Electric Company and the Indonesia State Gas
Utility Company. The concession expires in 2017.

o West Madura Production Sharing Contract and Poleng Technical
Assistance Contract. These subsidiaries own a 25.0% interest in the
West Madura production sharing contract and a 50.0% interest in the
Poleng technical assistance contract. These contract areas are
located offshore Java, near the island of Madura and the Java city
of Surabaya and cover approximately 1,600 square kilometers
combined. Kodeco Energy Company is the operator for the West Madura
production sharing contract and Korea Development Company is the

operator for the Poleng technical assistance contract, each assisted

by certain of the Indonesian subsidiaries. These contract areas
currently produce crude oil and natural gas. Their natural gas 1is
sold to the Indonesia State Electric Company. The West Madura
production sharing contract expires in May 2011. The Poleng
technical assistance contract expires in December 2013.

o Blora Production Sharing Contract. The Indonesian subsidiaries own a
16.7% interest in the Blora production sharing contract. This
contract area lies entirely onshore Java and covers an area of
approximately 4,800 square kilometers. There has been no production
of crude o0il or natural gas from this concession. The current
operator is Coparex Blora. The concession expires in 2026.

The remaining interests in the above assets at the time of our
acquisition were owned by independent third parties, including Lundin
Petroleum, BP, Kodeco, Kalila Energy, BG Group, Pertamina, INPEX, Kanematsu,
Nissho Iwai, Nisseki Mitsubishi, Paladin Resources, C. Itoh and Co. and
Amerada Hess.

In addition to our Indonesian subsidiaries and the acquisition of
interests in the Tangguh LNG project, we have a 39.5% participating interest
in a production sharing contract in the Malacca Strait in Indonesia. As of
December 31, 2002, our net proved reserves in this property were 7.6 million
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barrels of crude oil. For 2002, net production from this property averaged
2,579 barrels per day of crude oil, condensate and natural gas liquids,
representing approximately 0.7% of total daily net production. Production has
been declining in recent years due to water cut increases and natural
production declines. Our interests in the production sharing contract are held
by our wholly owned subsidiaries.

We currently conduct all of our international oil sales through China
Offshore 0il (Singapore) International Pte. Ltd., our wholly owned Singapore
subsidiary. In the past, this subsidiary has also engaged in oil trading
activities.
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The following table sets forth the principal oil and gas properties under
production in our overseas interests as of December 31, 2002. There is no data
for the number of productive wells and actual or expected production
commencement year because we only recently acquired our interests in these
properties from other parties.

PSCs Operator Partner (s)

INPEX Sumatra
KNOC Sumatra
MC 0il & Gas Sumatra
South East Sumatra CNOOC Limited Paladin Indonesia (Sunda)
Paladin UK (Southeast Sumatra)
Paladin Resources (Bahamas)
CNOOC Limited
CNOOC ONWJ
INPEX Jaws
MC 0il and Gas Java
Offshore North West Java BP C. ITOH Energy
Paladin Resources (Sunda)
BP West Java
Pertamina
West Madura Kodeco Energy CNOOC Madura
KODECO Energy
Poleng (1) Korea Development CNOOC Poleng
Korea Development
CNOOC Blora
Blora Lundin Blora Paladin Resources
Amerada Hess
Lundin Blora
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CNOOC Limited
OOGC Mallaca
Malacca Strait Kondur Petroleum Mallaca Petroleum
Imbang Tata Alam
Kondur Petroleum

Net proved reserves as
of December 31, 2002

PSCs (million BOE)

Repsol

South East Sumatra 8142
Offshore North West Java 64.86

West Maguwra 829
Poleng(y  es

Blora -
Malacca
Valacea Strait  7.e3
;1;__5;;_;nterest in this contract area is in the form of a technical

assistance contract.
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Other 0il and Gas Data
Production Cost Data
The following table sets forth average sales prices per barrel of crude
0il, condensate and natural gas liquids sold, average sales prices per
thousand cubic feet of natural gas sold and production costs per BOE produced

for each of our independent, production sharing contract and combined
operations for the periods indicated.

Year ended Dece
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Average Sales Prices of Petroleum Produced

Per Barrel of Crude 0il, Condensate and Natural Gas Liquid Sold
Per Thousand Cubic Feet of Natural Gas Sold
Offshore China Average Lifting Costs per BOE Produced(1l)

I 00 LY @7 o LT o N
Production Sharing ContracCh S . ... ittt ittt ettt ettt eeeeeeeeeeaaens
Offshore China AVerage .« i i i vttt e ittt et ettt eaeeeeeeeeeeeeeeeeeaaens

Overseas Average Lifting Costs per BOE Produced(l)

Net Entitlement ...ttt i ettt e et ettt et eeeeeeeeeeaeeeeeeeenneaeens

(1) Our overseas operations during the years ended December 31,
were not material and the related lifting costs have been included in our

offshore China lifting costs for those years.

Drilling and Productive Wells

The following table sets forth our exploratory and productive wells
2002 by independent and production
sharing contract operations in each of our operating areas.

drilled offshore China as of December 31,

There is no data

4.45

2000 and 2001

for exploratory and productive wells drilled overseas because we only recently
acquired our interests in these properties from other parties.

Independent

Net Exploratory Wells.................
Net Productive Wells........coveiv...
Crude Odll. .. ittt ittt e et e eeeennn
NatuUral GaS . e e e it ineneeeeeenneneennn

Production Sharing Contracts

Net Exploratory Wells.................
Net Productive Wells........coveie...
Crude Odll. ..ttt it e et e eeeennn
NatuUral GaS . e e e et eneeeeeeneeeennnn

Totals
Net Exploratory Wells.................
Net Productive Wells........covoie...

Crude Odll. ..ttt it e et e eeeennn
NatuUral GaS . v e e et iimeeeeeeeeneeneennn
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Total

430.
431.
418.

13.

175.
168.

432.
606.
586.

20.

o U1 = O S =01 O

O o oy O

262.
373.
362.

11.

83.
83.

262.
456.
445.

11.

As of December 31, 2002

o O O o

o = = O

Western South

China Sea

148.0
54.0
54.0

18.2
12.

[e)]

148.
72.
66.

ooy N O
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Drilling Activity

The following tables set forth our net exploratory and development wells
broken down by independent and production sharing contract operations in each
of our operating areas for the year ended December 31, 2002.

Independent

Net Exploratory Wells Drilled..........
Successful. ..ttt ittt i i e

Production Sharing Contracts

Net Exploratory Wells Drilled..........
Successful. ..ttt it i i e

Independent
Net Exploratory Wells Drilled..........
Successful......... .. i,

Production Sharing Contracts
Net Exploratory Wells Drilled..........
Successful. ..ttt ittt i i i e

Year ended December 31,

Western Eastern

South China South Chin
Total Bohai Bay Sea Sea
41.5 15.0 20.0 5.0
19.0 12.0 3.0 3.0
22.5 3.0 17.0 2.0
14.0 2.0 12.0 -
14.0 2.0 12.0 -

3.1 - - -

1.9 - - ——

1.2 -

65.0 20.2 3.6 3.1
60.7 20.2 3.6 3.1

4.3 -

Year ended December 31,

Western Eastern

South China South Chin
Total Bohai Bay Sea Sea
13.0 4.0 6.0 1.0

5.0 2.0 2.0 1.0

8.0 2.0 4.0 -
76.0 76.0 - ——
76.0 76.0 - ——

1.0 - - ——

1.0 - - ——
41.7 34.7 4.8 -
40.7 34.7 3.8 -

1.0 - 1.0 -
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54
Year ended December 31,
Western Eastern
South China South Chin
Total Bohai Bay Sea Sea
Independent
Net Exploratory Wells Drilled.......... 12.0 5.0 4.0 1.0
Successful. ..ttt ittt i i e e 6.0 5.0 1.0 -
DY e e e e et e e e e e e e et e 6.0 - 3.0 1.0
Net Development Wells Drilled.......... 65.2 61.0 3.0 -
Successful. ..ttt ittt i i e 65.2 61.0 3.0 -
D - —= —= -
Production Sharing Contracts
Net Exploratory Wells Drilled.......... 1.4 - - -
Successful. ..ttt ittt i i i e 1.0 —= —= -
D 0.4 —= - -
Net Development Wells Drilled.......... 24.4 22.4 - -
Successful. ..ottt it i i i e 24.4 22.4 - -
D - - - -

Natural Gas Business

Natural gas is becoming an increasingly important part of our business
strategy. We intend to exploit our natural gas reserves to meet rapidly
growing domestic demand for natural gas. Because of a domestic natural gas
shortfall forecasted by the Chinese government, we have made strategic
investments in liquefied natural gas projects outside the PRC and may continue
to do so in the future.

PRC Activity

CNOOC, our controlling shareholder, has granted us an option to invest in
liquefied natural gas projects or other natural gas related business in which
CNOOC has invested or proposes to invest. CNOOC is currently involved in the
following large-scale natural gas projects.

Guangdong LNG Facility. CNOOC is currently engaged in a project to build
China's first proposed liquefied natural gas import facility in Guangdong
Province in southern China. CNOOC has granted us the option to acquire CNOOC's
interest in the project. The terms of this option require us, if we exercise
the option, to reimburse CNOOC for any contribution CNOOC has made with
respect to the facility together with interest calculated at the prevailing
market rate. We have not entered into any negotiations with CNOOC on the
detailed terms under which we may acquire CNOOC's interest in this facility.
CNOOC has committed to take a 33% ownership interest in the project. Other
partners include Hongkong Electric and Hong Kong and China Gas, each committed
to 3% ownership interests, and five customers of the proposed facility who
have collectively committed to a 31% ownership interest. Through a competitive
selection process, BP Global Investment Limited was selected as the foreign
partner to take the remaining 30% interest in the project.
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The project involves the construction of a receiving terminal with
capacity of three million metric tons per year, a 215-kilometer trunkline and
two branch trunklines with a total length of 111 kilometers. Project
construction is expected to begin in the second quarter of 2003. The facility
is scheduled to commence operations in 2006. The total cost of the facility is
estimated to be approximately US$600 million. CNOOC will help us procure all
necessary government approvals for our participation in this project should we
exercise our option. We are currently evaluating the exercise of this option
and may exercise it at any time.

Zhejiang Network. In September 2001, CNOOC signed an agreement with
Zhejiang Provincial Energy Group Company Limited and Zhejiang Southeast
Electric Power Company Limited to invest in a joint venture to develop an
intra-provincial natural gas distribution network. CNOOC will hold a 37%
equity interest in the joint venture company. We have an option to take
CNOOC's share in the joint venture company in an arrangement similar to our
option for the Guangdong liquefied natural gas project. The business scope of
the joint venture includes the construction, operation and management of
natural gas pipelines, the intra-
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provincial wholesale and distribution of natural gas, and the
development of gas-fired power plants and other natural gas related
infrastructure and projects.

Shandong Pipeline. In September 2001, CNOOC signed an agreement with the
Shandong Province Development Planning Commission and Shandong International
Trust & Investment Corporation in connection with the construction of a gas
pipeline and the importation of liquefied natural gas in Shandong Province. A
steering committee was established by the parties to study the prospect of gas
utilization in Shandong Province, including the feasibility of constructing a
main gas pipeline in Shandong and importing liquefied natural gas to Shandong
through Qingdao. CNOOC intends to use gas resources from the Bohai Bay. CNOOC
expects that natural gas from the Bohai Bay will land in Longkou of Shandong
Province in 2003, which can be further transported to Qingdao and Yantai in
Shandong Province by pipeline. The pipeline between Longkou and Yantai will be
95 kilometers; the pipeline between Longkou and Qingdao will be 2,101
kilometers.

Fujian Development. In October 2001, CNOOC signed an agreement with the
Fujian provincial government on natural gas market development in Fujian
Province. The agreement provides for a joint investment commitment of
increasing natural gas supply and gas market development in Fujian Province by
both parties. Both parties are committed to sourcing gas, including liquefied
natural gas, from all viable sources, including from offshore production and
overseas. The parties also agreed to invest in gas-fired power plants and
related infrastructure. We have the option to take CNOOC's working interest in
the project and have recently acquired an interest in the Tangguh LNG project
in Indonesia, which will supply liquefied natural gas to this project.

Overseas Activity

On January 1, 2003, we acquired BP Muturi Limited, which owns a 44.0%
interest in the Muturi production sharing contract offshore Indonesia, and BP
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Wiriagar Limited's 42.4% interest in the Wiriagar production sharing contract
offshore Indonesia for a total of approximately US$275 million. The Muturi
production sharing contract and Wiriagar production sharing contract, together
with the Berau production sharing contract, make up the Tangguh LNG project.
The Tangguh LNG project is a greenfield project located offshore Indonesia and
represents one of the largest natural gas projects in Asia.

Our interests in these two production sharing contracts represent
approximately 12.5% of the total reserves and upstream production of the
Tangguh LNG project. The remaining interests in the Tangguh LNG project are
held by BP Berau (34.2%), BP Muturi (0.2%), BP Wiriagar (2.7%), MI Berau
(16.3%), Nippon (12.2%), BG (10.7%), KG Berau (8.6%), KG Wiriagar (1.4%) and
Indonesia Natural Gas Resources Muturi (1.1%). The partners in the Tangguh LNG
project have applied to the Indonesia government to consolidate the three
production sharing contracts and expect that BP will serve as the operator for
the project.

Before acquiring interest in the Tangguh LNG project, the partners in the
Tangguh LNG project entered into a conditional 25-year supply contract
beginning in 2007 to provide up to 2.6 million tons of liquefied natural gas
per year to a liquefied natural gas terminal project in Fujian Province,
China. In addition, a repurchase agreement was entered into whereby put
options and call options were granted to us and the sellers, respectively, to
sell or repurchase, as the case may be, the interests in these production
sharing contracts. The exercise prices of the options are determined based on
the original consideration plus interest and additional investment and draw
down made during the interim period. The options are exercisable if on or
before December 31, 2004:

o the LNG supply contract is terminated due to the non-satisfaction of
the conditions precedent to the LNG supply contract; or

o the LNG supply contract is otherwise legally ineffective.

See "--PRC Activity--Fujian Development." Given the proximity of the
Tangguh LNG project to many major industrial and commercial areas, we expect
the project to secure additional LNG supply contracts in the near future.

In October 2002, we entered into a key terms agreement to acquire an
aggregate interest of approximately 5.56% in the reserves and upstream
production of Australia's North West Shelf Gas Project for approximately
US$365.6 million, subject to certain adjustments. Under the terms of this
agreement, we would purchase our interest from the six current partners to
this project: BHP Billiton, BP, ChevronTexaco, Japan
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Australia LNG (MIMI), Shell and Woodside Energy. Our estimated share of
reserves from this project would be approximately 1.2 trillion cubic feet of
natural gas. Our share of natural gas together with associated liquids would
be approximately 210 million BOE. Woodside Petroleum is the operator for the
project.

Under the terms of this agreement, we would also acquire a 25% interest
in the China LNG Joint Venture, which is being established by the six current
partners to supply liquefied natural gas from the North West Shelf Gas Project
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to a liquefied natural gas terminal currently being developed by CNOOC, our
controlling shareholder, and various partners in Guangdong Province, China.
The terms of this transaction require us to pay the other partners in the
North West Shelf Gas Project for gas production and processing services
provided over the term of the China LNG Joint Venture. We expect to complete
our acquisition of the interests in the North West Shelf Gas Project and China
LNG Joint Venture in 2003. See "Item 4--Information on the Company--Business
Overview——-Natural Gas Business—--Overseas Activity."

To the extent we invest in businesses and geographic areas where we have
limited experience and expertise, we plan to structure our investments as
alliances and partnerships with parties possessing the relevant experience and
expertise.

Sales and Marketing
Sales of Offshore Crude 0il

We sell crude oil and natural gas to the PRC market through our wholly
owned PRC subsidiary, CNOOC China Limited, and sell to the international
market through our wholly owned subsidiary, China Offshore 0il (Singapore)
International Pte. Ltd., located in Singapore.

We submit production and sales plans to the State Economic and Trade
Commission each year. Based on information provided by China's three crude oil
producers, PetroChina, Sinopec and us, the State Development and Planning
Commission compiles an overall national plan for coordinating sales. We have
been allowed to determine where we sell our production, both domestically and
internationally. Our sales of crude oil to the international market also
require us to obtain export licenses issued by the Ministry of Foreign Trade
and Economic Cooperation. Historically, we have obtained all required export
licenses.

Pricing

We price our crude oil with reference to prices for crude oil of
comparable quality in the international market, including a premium or
discount mutually agreed upon by us and our customers according to market
conditions at the time of the sale. Prices are quoted in U.S. dollars, but
domestic sales are billed and paid in Renminbi.
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We currently produce three types of crude oil: Nanhai Light, Medium Grade
and Heavy Crude. The table below sets forth the sales and marketing volumes,
pricing benchmarks and average realized prices for each of these three types
of crude o0il for the periods indicated.

Year ended December 31,

Sales and Marketing Volumes (benchmark)
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(mmbbls) (1)
Nanhai Light (APPI(2) Tapis(3)) «eeeeeeeeeennn.. 39.1
Medium Grade (Daging OSP(4)) ¢ v v vttt iieeeeennnnn 58.3
Heavy Crude (APPI(2) DUri(5)) ..eeeeeieneeennnnn. 25.4

Average Realized Prices (USS$/bbl) (6)

Nanhai Light...... ittt eneeeennn US$29.49
Medium Grade. ... i ittt tteeeeeeeeeaneeeeneens 28.98
Heavy CruUde. .. i ittt ettt et teeeeeeeeeeannns 26.53

Benchmark Prices (US$/bbl)

APPI(2) Tapis(3) vttt eeeeeeeeeennnnnans US$29.53
Daging OSP (4) v v v vttt ittt ettt e 28.53
APPI (2) DUTI (D) tiii ittt ettt teeeeennnnns 26.39

ICP(7) CAnta(8) v v v ittt et et e e e e e et e e eeeennn —=
ICP Widuri(9) v vi ittt it et et e e e e et e et eeeenen —=

West Texas Intermediate (USS/bbl)........ovvv... USs$30.35

(1) Includes the sales volumes of us and our foreign partners under
production sharing contracts.
(2) Asia petroleum price index.

(3) Tapis is a light crude oil produced in Malaysia.

(4) Daging official selling price. Daging is a medium crude oil produced in
northeast China.

(5) Duri is a heavy crude o0il produced in Indonesia.

(6) Includes the average realized prices of us and our foreign partners under
production sharing contracts.

(7) Indonesian crude price.

(8) Cinta is a medium crude o0il produced in Indonesia and was not a relevant

benchmark for our crude oil sales prior to the acquisition of the
Indonesian subsidiaries in 2002.

(9) Widuri is a medium crude o0il produced in Indonesia and was not a relevant
benchmark for our crude oil sales prior to the acquisition of the
Indonesian subsidiaries in 2002.

The international benchmark crude o0il price, West Texas Intermediate, was
US$31.21 per barrel as of December 31, 2002 and US$27.72 per barrel as of May
9, 2003.

Markets and Customers

We sell most of our crude o0il production in the PRC domestic market. We
also sell to customers in South Korea, Japan, the United States and Australia,
as well as to crude oil traders in the spot market. For the years ended
December 31, 2000, 2001 and 2002, we sold approximately 67.0%, 79.9% and
85.1%, respectively, of our crude oil in the PRC, and exported approximately
33.0%, 20.1% and 14.9%, respectively.

Most of our crude o0il production sales in the PRC domestic market are to
refineries and petrochemical companies that are affiliates of Sinopec,
PetroChina and CNOOC, our controlling shareholder. Sales volume to Sinopec has
been high historically because most of the PRC refineries and petrochemical
companies were affiliates of Sinopec. After the restructuring of the PRC
petroleum industry in July 1998, some refineries and petrochemical companies
were transferred to PetroChina from Sinopec. As a result, sales to Sinopec
decreased and sales to PetroChina increased. For the years ended December 31,
2000, 2001 and 2002, sales to Sinopec were approximately 52.8%, 52.7% and
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44.7%, respectively, and sales to PetroChina were approximately 12.6%, 13.8%
and 7.7%, respectively, of total crude o0il sales in the PRC domestic market.
Together these two customers accounted for approximately 65.4%, 66.5% and
52.4%, respectively, of the total crude oil sales in the PRC domestic market.
For further information about our sales to CNOOC-affiliated companies, please
see note 27 to our consolidated financial statements attached to this annual
report.
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In recent years, we have diversified our domestic client base by
targeting companies not affiliated with Sinopec or PetroChina. These targeted
companies typically are involved in bitumen processing, fuel blending and
mixing, power generation and production of fertilizer feed stocks. We plan to
continue our efforts to diversify our client base.

The following table presents, for the periods indicated, our revenues
sourced in the PRC and outside the PRC:

Year ended December 31,

(Rmb in millions, except percentag

Revenues sourced in the PRC................ 17,559 18,105
Revenues sourced outside the PRC........... 6,665 2,715
TOLAl FEVENUES . ¢ ittt ittt ettt e eneeaenns 24,224 20,820
% of revenues sourced outside the PRC...... 27.5% 13.0%

Sales Contracts

We sign sales contracts with customers for each shipment. Sales contracts
are standard form contracts containing ordinary commercial terms such as
quality, quantity, price, delivery and payment. All sales are made on
free-on-board terms. PRC customers are required to make payments within 30
days after the shipper takes possession of the crude o0il cargo at our delivery
points. During the years ended December 31, 2000, 2001 and 2002, the accounts
receivable turnover were approximately 39.5 days, 32.3 days and 32.7 days,
respectively. Doubtful accounts provision during the years ended December 31,
2000, 2001 and 2002 were Rmb 15.7 million, Rmb 10.7 million and nil,
respectively.

We have a credit control policy, including credit investigation of
customers and periodic assessment of credit terms. Sales clerks are directly
responsible for liaising with customers on the collection of receivables

within the credit terms.

We price our crude oil in U.S. dollars. PRC customers are billed and make
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actual payments in Renminbi based on the exchange rate prevailing at the bill
of lading date, while overseas customers are billed and are required to make
payments in U.S. dollars within 30 days of the bill of lading date.

Sales of Natural Gas from Offshore China

Driven by environmental and efficiency concerns, the PRC government is
increasingly encouraging residential and industrial use of natural gas to meet
primary energy needs. In 1989, in order to encourage natural gas production,
the PRC government adopted a favorable royalty treatment, which provides a
royalty exemption for natural gas production up to two billion cubic meters
(70.6 billion cubic feet or 11.8 million BOE) per year as compared to a
royalty exemption available for crude oil production of up to one million tons
or approximately seven million BOE per year. The favorable treatment also
includes lower royalty rates on incremental increases in natural gas
production as compared with the royalty rates for crude oil production.

Since 1989, the PRC government has adopted the following sliding scale of
royalty payments of up to 3% of the annual gross production of natural gas:

Annual gross production Royalty rate

Less than 2 billion cubic meters........ 0
2-3.5 billion cubic meters.............. 1
3.5-5 billion cubic meters.............. 2.
Above 5 billion cubic meters............ 3

o O O O
o° o o o

We sell a large portion of our offshore China natural gas production in
Hong Kong. The remaining offshore China natural gas production is sold to
customers in mainland China. Of the 73.6 billion cubic feet of natural gas
that we produced offshore China in the year ended December 31, 2002, 50.3
billion cubic feet was produced from the Yacheng 13-1 gas field in the Western
South China Sea. This field is governed by a
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production sharing contract we entered into with BP and Kufpec. We hold a 51%
participating interest in this field. In December 1992, Castle Peak Power in
Hong Kong signed a long-term gas supply contract under which it agreed to buy
from the partners approximately 102.4 billion cubic feet of natural gas per
year on a take-or-pay basis until 2015. Gas prices are quoted and paid in U.S.
dollars. The payments are made in U.S. dollars on a monthly basis and are
reconciled annually. Castle Peak Power purchased approximately 62.3% of our
total offshore China natural gas production for the year ended December 31,
2002. Castle Peak Power is a 60/40 joint venture between ExxonMobil Energy
Limited and CLP Power Hong Kong Limited, a public utility company in Hong
Kong. The remaining 37.7% of our total offshore China natural gas production
in the year ended December 31, 2002 was sold to PRC customers, including
Hainan Fertilizer, Hainan Power, Shanghai Gas, Jingxi Chemical, Xinao Gas,
Tianjin Binhai Power and Tianjin Binhai Gas.

The price of gas sold to the PRC market is determined by negotiations
between us and the buyers based on market conditions. Contracts typically
consist of a base price with provisions for annual resets and adjustment
formulas which depend on a basket of crude prices, inflation and various other
factors.

75



Edgar Filing: CNOOC LTD - Form 20-F

Procurement of Services

We usually outsource work in connection with the acquisition and
processing of seismic data, reservoir studies, well drilling services, wire
logging and perforating services and well control and completion service to
independent third parties or our CNOOC affiliates.

In the development stage, we normally employ independent third parties
for mooring and oil tanker transportation services and both independent third
parties and CNOOC affiliates for other services by entering into contracts
with them. We conduct a bidding process to determine who we employ to
construct platforms, terminals and pipelines, to drill production wells and to
transport offshore production facilities. Both independent third parties and
CNOOC affiliates participate in the bidding process. We are closely involved
in the design and management of services by contractors and exercise extensive
control over their performance, including their costs, schedule and quality.

Competition
Domestic Competition

The petroleum industry is highly competitive. We compete in the PRC and
in international markets for both customers and capital to finance our
exploration, development and production activities. Our principal competitors
in the PRC market are PetroChina and Sinopec.

We price our crude o0il on the basis of comparable crude o0il prices in the
international market. The majority of our customers for crude oil are
refineries affiliated with Sinopec and PetroChina to which we have been
selling crude oil, from time to time, since 1982. Based on our dealings with
these refineries, we believe that we have established a stable business
relationship with them. In 1998, the PRC government restructured PetroChina
and Sinopec into vertically integrated companies with each having both
upstream and downstream petroleum businesses and operations.

We are the dominant player in the o0il and gas industry offshore China and
are the only company authorized to engage in oil and gas exploration and
production offshore China in cooperation with foreign parties. We may face
increased competition in the future from other petroleum companies in
obtaining new PRC offshore o0il and gas properties, or, as a result of changes
in current PRC laws or regulations permitting an expansion of existing
companies' activities or new entrants into the industry.

As part of our business strategy, we intend to expand our natural gas
business to meet rapidly increasing domestic demand. Our competitors in the
PRC natural gas market are PetroChina and, to a lesser extent, Sinopec. Our
principal competitor, PetroChina, is the largest supplier of natural gas in
China in terms of volume of natural gas supplied. PetroChina's natural gas
business benefits from strong market positions in Beijing, Tianjin, Hebei
Province and northern China. We intend to develop related natural gas
businesses in China's coastal provinces, where we may face competition from
PetroChina and, to a lesser extent, Sinopec. We believe that our extensive
natural gas resources base, the proximity of these resources to the markets in
China, our relatively advanced technologies and our experienced management
team will enable us to compete effectively in the domestic natural gas market.
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Foreign Competition and the World Trade Organization

Imports of crude oil are subject to tariffs, import quotas, handling fees
and other restrictions. The PRC government also restricts the availability of
foreign exchange with which the imports must be purchased. The combination of
tariffs, quotas and restrictions on foreign exchange has, to some extent,
limited the competition from imported crude oil.

In line with the general progress of its economic reform programs, the
PRC government has agreed to reduce import barriers as part of its WTO
commitments. As a result of China joining the World Trade Organization as a
full member on December 11, 2001, it is required to further reduce its import
tariffs and other trade barriers over time, including with respect to certain
categories of petroleum and crude oil. All import quotas and licenses for
processed o0il are expected to be eliminated by 2004. Notwithstanding China's
WTO related concessions, crude and processed oil remain, for the time being,
subject to restrictions on import rights and only certain designated
state-owned enterprises may import crude and processed oil. Sinopec and
PetroChina have received permission to import crude oil on their own. At
present, there is no timetable for allowing foreign owned or foreign invested
entities to import crude or processed oil into the PRC.

The PRC government recently underwent substantial reform. No assurance
can be given that the reorganization will not have a significant effect on the
implementation of China's WTO commitments.

PRC Fiscal Regimes for Offshore Crude 0il and Natural Gas Activities

We conduct exploration and production operations either independently or
jointly with foreign partners under our production sharing contracts. The PRC
government has established different fiscal regimes for crude oil and natural
gas production from our independent operations and from our production sharing
contracts.

Royalties paid to the PRC government are based on our gross production
from both independent operations and oil and gas fields under production
sharing contracts. The amount of the royalties varies up to 12.5% based on the
annual production of the relevant property. The PRC government has provided
companies such as ours with a royalty exemption for up to one million tons, or
seven million BOE per year, for our crude oil production and for up to 70.6
billion cubic feet, or 11.8 million BOE per year, for our natural gas
production. The limits in these exemptions apply to our total production from
both independent properties and properties under production sharing contracts.
In addition, we pay production taxes to the PRC government equal to 5% of our
crude o0il and gas produced independently and 5% of our crude oil and gas
produced under production sharing contracts.

Under our production sharing contracts, production of crude oil and gas
is allocated among us, the foreign partners and the PRC government according
to a formula contained in the contracts. Under this formula, a percentage of
production under our production sharing contracts is allocated to the PRC
government as its share oil. For more information about the allocation of
production under the production sharing contracts, see "--Production Sharing
Contracts—-—-0ffshore China--Production Sharing Formula."

The PRC government recently underwent substantial reform. No assurance
can be given that the fiscal regime outlined above will not change
significantly in the future.
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Production Sharing Contracts
Offshore China

When exploration and production operations offshore China are conducted
through a production sharing contract, the operator of the o0il or gas field
must submit a detailed evaluation report and an overall development plan to
CNOOC upon discovery of petroleum reserves. The overall development plan must
also be submitted to a joint management committee established under the
production sharing contract. After CNOOC confirms the overall development
plan, CNOOC submits it to the State Development and Planning Commission for
approval. After receiving the governmental approval, the parties to the
production sharing contract may begin the commercial development of the
petroleum field.

As part of the reorganization in 1999, CNOOC transferred all of its
economic interests and obligations under its existing production sharing
contracts to us and our subsidiaries. As of December 31,
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2002, we had 22 production sharing contracts in the production and development
stage, and 11 contracts in the exploration stage.

Under PRC law, the negotiation of a production sharing contract is a
function that only a state-owned national company, such as CNOOC, may perform.
This function cannot be transferred to us because we are a pure commercial
entity. Since the reorganization, under the terms of its undertaking with us,
CNOOC, after entering into production sharing contracts with international oil
and gas companies, 1is required to assign immediately to us all of its economic
interests and obligations under the production sharing contracts. For further
details, see "Item 4--Information on the Company--History and Development" and
"Item 7--Major Shareholders and Related Party Transactions——-Related Party
Transactions."

New production sharing contracts are entered into between CNOOC and
foreign partners primarily through bidding organized by CNOOC and, to a lesser
extent, through direct negotiation.

Bidding Process

The bidding process typically involves the following steps:

o CNOOC, with the approvals of the PRC government, determines which
blocks are open for bidding and prepares geological information
packages and bidding documentation for these blocks;

o CNOOC invites foreign enterprises to bid;

o potential bidders are required to provide information, including
estimates of minimum work commitments, exploration costs and

percentage of share o0il payable to the PRC government; and

o CNOOC evaluates each bid and negotiates a production sharing
contract with the successful bidder.
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Under CNOOC's undertaking with us, we may participate with CNOOC in all
negotiations of new production sharing contracts.

The term of a production sharing contract typically lasts for less than
30 years and has three distinct phases:

o

Exploration. The exploration period generally lasts for seven
consecutive years depending on the size of the contract area, and
may be extended with the consent of CNOOC. During this period,
exploratory and appraisal work on the exploration block is conducted
in order to discover petroleum and to enable the parties to
determine the commercial viability of any petroleum discovery.

Development. The development period begins on the date that the
overall development plan, which outlines the recoverable reserves
and schedule for developing the discovered petroleum reserves, is
approved by the relevant PRC regulatory authorities. The development
phase ends when the design, construction, installation, drilling and
related research work for the realization of petroleum production
have been completed.

Production. The production period begins when commercial operations
start and usually lasts for 15 years. The production period may be
extended upon approval of the PRC government.

Minimum Work Commitment

Under production sharing contracts that involve exploration activities,
the foreign partners must complete a minimum amount of work during the
exploration period, generally including:

o

o

drilling a minimum number of exploration wells;

producing a fixed amount of seismic data; and
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incurring a minimum amount of exploration expenditures.

Foreign partners are required to bear all exploration costs during the
exploration period. However, such exploration costs can be recovered according
to the production sharing formula after commercial discoveries are made and
production begins. During the exploration period, foreign partners are
required to return 25% of the contract area, excluding the development and
production area, to CNOOC at the end of each of the third year and fifth year
of the exploration period. At the end of the exploration period, all areas,
excluding the development areas, production areas and areas under evaluation,
must be returned to CNOOC.

Participating Interests

Under production sharing contracts, CNOOC has the right to take up to a
51% participating interest in any o0il or gas field discovered in the contract
area and may exercise this right after the foreign partners have made
commercially viable discoveries. The foreign partners retain the remaining
participating interests.
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Production Sharing Formula

A chart illustrating the production sharing formula under our production
sharing contracts is shown below.

Percentage of
annual gross

Production Allocation

5.0% Production tax payable to the PRC government

0.0%—— 12.5% (1) Royalty oil payable to the PRC government

50.0%-——- 62.5% (1) Cost recovery oil allocated according to the following priorit

o recovery of current year operating
costs by us and foreign partner(s);

o recovery of earlier exploration costs
by foreign partner(s);

o recovery of development costs by us
and foreign partner(s) based on
participating interests; (3) and

o any excess, distributed according to
each partner's participating
interest. (3)

32.5% (2) Remainder o0il allocated according to the following formula:

o (1-X) multiplied by 32.5% represents
share o0il payable to the PRC
government; and

o X multiplied by 32.5% represents
remainder oil distributed according
to each partner's participating
interest. (3)

(1) Assumes annual gross production of more than four million metric tons,
approximately 30 million barrels of oil. For lower amounts of
production, the royalty rate will be lower and the cost recovery will be
greater than 50.0% by the amount that the royalty rate is less than

12.5%.

(2) The ratio "X" is agreed in each production sharing contract based on
commercial considerations and ranges from 8% to 100%.

(3) See "--Principal 0il and Gas Regions" for our participating interest

percentage in each production sharing contract.
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The first 5.0% of the annual gross production is paid to the PRC
government as production tax. The PRC government is also entitled to a royalty
payment equal to the next 0% - 12.5% of the annual gross production based on
the following sliding scale:

Annual gross production of oil (1) Royalty rate
Less than 1 million tons..........oovvv.... 0.0%
1-1.5 million LONS . i ittt ittt eeeannns 4.0%
1.5-2.0 million tONS. ..ttt iii e ennnn. 6.0%
2.0-3.0 million tONS....cuueieeeeeennnnnnns 8.0%
3.0-4.0 million tONS. ..t iii e eennnnn 10.0%
Above 4 million tONS.....uuiiieeeeeennennnns 12.5%

(1) The sliding scale royalty for natural gas reaches a maximum at 3.0%.

Depending on the percentage of the PRC government's royalty payment, an
amount equal to the next 50.0% to 62.5% of the annual gross production is
allocated to the partners for cost recovery purposes. This amount is allocated
according to the following priority schedule:

o recovery of operating costs incurred by the partners during the
year;
o recovery of exploration costs, excluding interest accrued thereon,

incurred but not yet recovered by foreign partners during the
exploration period; and

o recovery of development investments incurred but not yet recovered,
and interest accrued in the current year, according to each
partner's participating interest.

The remaining 32.5% of the annual gross production, which is referred to
as the remainder oil, is distributed to each of the PRC government, us and the
foreign partners according to a "ratio X" agreed to by CNOOC and the foreign
partners in the production sharing contract. An amount of oil and gas equal to
the product of the remainder oil and one minus the "ratio X" is first
distributed to the PRC government as share oil. The balance of the remainder
0il, which is referred to as the allocable remainder oil, is then distributed
to us and the foreign partners based on each party's participating interest.

We pay an estimated production tax and royalty to the PRC government each
time we ship crude oil production, or on a monthly basis for natural gas
production. At the end of each annual period, we calculate the production tax
and royalty payable for the year and file this information with the PRC tax
bureau. We make adjustments for any overpayment or underpayment of production
tax and royalty at the end of the year.

The foreign partners have the right to either take possession of their
crude oil for sale in the international market, or sell such crude oil to us
for resale in the PRC market.

Management and Operator

Under each production sharing contract, a party will be designated as an
operator to undertake the execution of the production sharing contract which
includes:
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o preparing work programs and budgets;

o procuring equipment and materials relating to operations;

o establishing insurance programs; and

o issuing cash-call notices to the parties to the production sharing

contract to raise funds.
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A joint management committee, which usually consists of six or eight
persons, 1is set up under each production sharing contract to perform
supervisory functions, and each of us and the foreign partners as a group has
the right to appoint an equal number of representatives to form the joint
management committee. The chairman of the joint management committee is the
chief representative designated by us and the vice chairman is the chief
representative designated by the foreign partners as a group. The joint
management committee has the authority to make decisions on matters including:

o reviewing and approving operational and budgetary plans;

o determining the commercial viability of each petroleum discovery;

o reviewing and adopting the overall development plan; and

o approving significant procurements and expenditures, and insurance
coverage.

Daily operations of a property subject to the respective production
sharing contract are carried out by the designated operator. The operator is
typically responsible for determining and executing operational and budgetary
plans and all routine operational matters. Upon discovery of petroleum
reserves, the operator is required to submit a detailed overall development
plan to the joint management committee.

After the foreign partner has fully recovered its exploration and
development costs under production sharing contracts in which the foreign
partner is the operator, we have the exclusive right to take over the
operation of the particular oil or gas field. With the consent of the foreign
partner, we may also take over the operation before the foreign partner has
fully recovered its exploration and development costs.

Ownership of Data and Assets

All data, records, samples, vouchers and other original information
obtained by foreign partners in the process of exploring, developing and
producing offshore petroleum become the property of CNOOC as a state-owned
national oil company under PRC law. Through CNOOC, we have unlimited and
unrestricted access to the data.

Our foreign partners and us have joint ownership in all of the assets
purchased, installed or constructed under the production sharing contract

until either:

o the foreign partners have fully recovered their development costs, or
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o upon the expiration of the production sharing contract.

After that, as a state-owned national o0il company under PRC law, CNOOC
will assume ownership of all of the assets under the production sharing
contracts, our foreign partners and us retain the exclusive right to use the
assets during the production period.

Abandonment Costs

Any party to our production sharing contracts must give prior written
notice to the other party or parties if it plans to abandon production of the
0il or gas field within the contracted area. If the other party or parties
agrees to abandon production from the oil or gas field, all parties pay
abandonment costs in proportion to their respective percentage of
participating interests in the field. If we decide not to abandon production
upon notice from a foreign partner, all of such foreign partner's rights and
obligations under the production sharing contract in respect of the oil or gas
field, including the responsibilities for payment of abandonment costs,
terminate automatically. We bear the abandonment costs if we decide to abandon
production after an initial decision to proceed with production. In 2002, we
incurred abandonment costs of approximately Rmb 204.0 million.

Production Tax

The PRC production tax rate on the oil and natural gas produced under
production sharing contracts is currently 5%.
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Overseas

In addition to our production sharing arrangements in the PRC, we also
have interests in production sharing contracts and a technical assistance
contract in Indonesia, including interests in the Malacca Strait, interests
from an acquisition we completed in April 2002 and interests in the Tangguh
LNG project we acquired in January 2003.

Indonesian o0il and gas activities are currently governed by Pertamina,
the Indonesian state-owned oil and gas company founded in 1968. Under
Indonesian law, Pertamina is currently the sole entity authorized to manage
Indonesia's o0il and gas resources on behalf of the Indonesian government and
is empowered to enter into agreements with foreign and domestic companies.
Pertamina is expected to become a limited liability company in 2003 pursuant
to legislation enacted in 2001.

Pertamina enters into production sharing arrangements with private energy
companies whereby such companies explore and develop o0il and gas in specified
areas in exchange for a percentage interest in the production from the fields
in the applicable production sharing area. These production sharing
arrangements are mainly governed by production sharing contracts, as well as
by technical assistance contracts, each of which is described further below.
Upon entering into a production sharing arrangement, the operator commits to
spending a specified sum of capital to implement an agreed work program.

Production sharing arrangements in Indonesia are based on the following
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principles:

o contractors are responsible for all investments (exploration,
development and production);

o a contractor's investment and production costs are recovered against
production;
o the profit split between the Indonesian government and contractors

is based on production after the cost recovery portion;

o ownership of tangible assets remains with the Indonesian government;
and
o overall management control lies with Pertamina on behalf of the

Indonesian government.

An original production sharing contract is awarded to explore for and to
establish commercial hydrocarbon reserves in a specified area prior to
commercial production. The contract is awarded for a number of years depending
on the contract terms, subject to discovery of commercial quantities of oil
and gas within a certain period. The term of the exploration period can
generally be extended by agreement between the contractor and Pertamina. The
contractor is generally required to relinquish specified percentages of the
contract area by specified dates unless such designated areas correspond to
the surface area of any field in which oil and gas has been discovered.

Pertamina is typically responsible for managing all production sharing
contract operations, assuming and discharging the contractor from all taxes
(other than Indonesian corporate taxes, taxes on interest, dividends and
royalties and others as set forth in the production sharing contract),
obtaining approvals and permits needed by the project and approving the
contractor's work program and budget. The responsibilities of a contractor
under a production sharing contract generally include advancing necessary
funds, furnishing technical aid and preparing and executing the work program
and budget. In return, the contractor may freely lift, dispose of and export
its share of crude o0il and retain the proceeds obtained from its share.

The contractor generally has the right to recover all finding and
developing costs, as well as operating costs, in each production sharing
contract against available revenues generated after deduction of first tranche
0il and gas, or FTP. Under FTP terms, the parties are entitled to take and
receive an annually agreed percentage of production from each production zone
or formation each year, prior to any deduction for recovery of operating
costs, investment credits and handling of production. FTP for each year is
generally shared between the Indonesian government and the contractor in
accordance with the standard sharing splits. The balance is available for cost
recovery. Post-cost recovery, the Indonesian government is entitled to a
specified profit share of crude oil production and of natural gas production.
Under each production sharing arrangement, the contractor is obligated to pay
Indonesian corporate taxes on its specified profit share at the Indonesian
corporate tax rate in effect at the time the agreement is executed.
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Production sharing contracts in Indonesia have long included a provision
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known as the domestic market obligation, or DMO, under which a contractor must
sell a specified percentage of its crude oil to the local market at a reduced
price. After the first five years of a field's production, the contractor is
required to supply, the lesser of (i) 25% of the contractor's before-tax share
of total crude o0il production or (ii) the contractor's share of profit oil.
This reduced price varies from contract to contract and is calculated at the
point of export.

The new 0il and Gas Law, which came into force on November 23, 2001,
stipulates a gas DMO, under which the contractor must sell up to 25% of its
gas entitlement to the domestic market, although it is not clear at what price
this gas must be sold. Production sharing contract parties have stated that
they would prefer that this price be determined on the open market, and that
it be recognized that if there are pre-existing gas sale agreements, or if the
project produces LNG for export, the obligation to sell gas into the local
market may not be feasible.

Technical assistance contracts are awarded when a field has prior or
existing production. The oil or gas production is divided into non-shareable
and shareable portions. The non-shareable portion represents the expected
production from the field at the time the technical assistance contract is
signed and is retained by Pertamina. The shareable portion represents the
additional production resulting from the operator's investment in the field
and is split in the same way as for an original production sharing contract as
described above.

Geophysical Survey Agreements

Historically, we conducted our exploration operations through geophysical
survey agreements with leading international oil and gas companies as well as
independently and through production sharing contracts. As of December 31,
2002, we were not a party to any geophysical survey agreements, but may enter
such agreements in the future.

Geophysical survey agreements are designed for foreign petroleum
companies to conduct certain geophysical exploration before they decide
whether to enter into production sharing contract negotiations with CNOOC.
Geophysical survey agreements usually have a term of less than two years.
International oil and gas companies must complete all of the work confirmed by
both parties in the agreements and bear all the costs and expenses. If a
foreign partner decides to enter into a production sharing contract with
CNOOC, the costs and expenses that the foreign partner incurs in conducting
geophysical survey may be recovered by the foreign partner in the production
period subject to our confirmation. CNOOC has the sole ownership of all data
and information obtained by the foreign partner during the geophysical survey,
and, through CNOOC, we have access to all such data.

Under PRC law, the negotiation of a geophysical survey agreement is a
function that only a state-owned national company, such as CNOOC, can perform.
As part of its reorganization in 1999, CNOOC transferred to us all its
commercial rights under a geophysical survey agreement, which has since been
completed. In the future, CNOOC has agreed to assign to us all of its
commercial rights under any geophysical survey agreements it enters into with
international oil and gas companies.

Operating Hazards and Uninsured Risks

Our operations are subject to hazards and risks inherent in the drilling,
production and transportation of crude oil and natural gas, including pipeline
ruptures and spills, fires, explosions, encountering formations with abnormal
pressures, blowouts, cratering and natural disasters, any of which can result
in loss of hydrocarbons, environmental pollution and other damage to our
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properties and the properties of operators under production sharing contracts.
In addition, certain of our crude oil and natural gas operations are located
in areas that are subject to tropical weather disturbances, some of which can
be severe enough to cause substantial damage to facilities and interrupt
production.

As protection against operating hazards, we maintain insurance
coverage against some, but not all, potential losses, including the loss of
wells, blowouts, pipeline leakage or other damage, certain costs of pollution
control and physical damages on certain assets. Our insurance coverage
includes o0il and gas field properties and construction insurance, marine hull
insurance, protection and indemnity insurance, drilling equipment insurance,
marine cargo insurance and third party and comprehensive general liability
insurance. We also carry business interruption insurance for Pinghu Field. In
Indonesia, the operators of the production sharing contracts in which we
participate are required by local law to purchase insurance policies
customarily
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taken out by international petroleum companies. As of December 31, 2002, we
maintained approximately Rmb 34 billion in insurance coverage and paid an
annual insurance premium of approximately Rmb 243 million to maintain that
coverage. We believe that our level of insurance is adequate and customary for
the PRC petroleum industry and international practices. However, we may not
have sufficient coverage for some of the risks we face, either because
insurance is not available or because of high premium costs. See "Item 3--Key
Information--Risk Factors--Risks relating to our business--Exploration,
development and production risks and natural disasters affect our operations
and could result in losses that are not covered by insurance."

For the year ended December 31, 2002, the amount of our total losses not
covered by insurance was approximately Rmb 107 million.

Research and Development

During each of the three years ended December 31, 2000, 2001 and 2002, we
used research and development services provided by CNOOC-affiliates, including
China Offshore 0il Research Center, as well as other international entities.
We are developing more efficient and effective approaches to explore for new
reserves. Our research efforts have focused on:

o advanced resolution enhancement technology;

o building up exploration and development data bases to improve the
efficiency of our research efforts; and

o consolidating multi-discipline data to optimize the selection of
exploration sites.

We are also studying various ways of utilizing our existing reserves
including:

o building more accurate reservoir models;
o re-processing existing seismic and log data to locate potential

areas near existing fields to be integrated into existing production
facilities; and
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o researching ways to reduce development risks for marginal fields and
to group fields into joint developments to share common facilities.

During the three years ended December 31, 2000, 2001 and 2002, we spent
approximately Rmb 104 million, Rmb 109 million and Rmb 110 million,
respectively, on general research and development activities.

For further information regarding our agreement with the China Offshore
0il Research Center, see "Item 7--Major Shareholders and Related Party
Transactions——Related Party Transactions—-—-Categories of Connected
Transactions——Research and development services."

Regulatory Framework
Government Control

The PRC government owns all of China's petroleum resources and exercises
regulatory control over petroleum exploration and production activities in
China. Prior to March 2003, we were required to obtain various governmental
approvals, including those from the Ministry of Land and Resources, the State
Administration for Environmental Protection, the State Development and
Planning Commission and the Ministry of Foreign Trade and Economic Cooperation
before we were permitted to conduct production activities. For joint
exploration and production with foreign enterprises, we were required to
obtain various governmental approvals, through CNOOC, including those from:

o the Ministry of Land and Resources, for a permit for exploration
blocks, an approval of a geological reserve report submitted through
CNOOC and an exploration permit for the approved blocks;

o the Ministry of Land and Resources or the State Development and
Planning Commission to designate such blocks as an area for foreign
cooperation;
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o the Ministry of Foreign Trade and Economic Cooperation for the
production sharing contracts between CNOOC and the foreign
enterprises;

o the State Administration for Environmental Protection for an
environmental impact report submitted through CNOOC;

o the State Development and Planning Commission for an overall
development plan submitted through CNOOC; and

o the Ministry of Land and Resources, for an extraction permit.

Although our sales were coordinated by the State Development and Planning
Commission, historically we have been given flexibility to sell our crude oil
based on the international spot price and to determine where we sell our crude
oil.

Since the conclusion of the meeting of the National People's Congress in
March 2003, the PRC government has undergone substantial reform. The State
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Development and Planning Commission has been replaced by the State Development
and Reform Commission. The latter's mission is to propose economic and social
development policy and provide guidance to the various government ministries
on reform of the overall economic structure. The State Economic and Trade
Commission and the Ministry of Foreign Trade and Economic Cooperation have
been replaced by the Ministry of Commerce, whose functions include regulating
the domestic market, attracting foreign investment, and providing assistance
to domestic companies competing overseas. The newly formed State Asset
Commission is expected to exercise certain functions formerly held by the
State Economic and Trade Commission. The functions of these new administrative
bodies remain unclear, but it is believed that market-oriented reforms will
continue.

Special Policies Applicable to the Offshore Petroleum Industry in China

Since the early 1980s, the PRC government has adopted policies and
measures to encourage the development of the offshore petroleum industry.
These policies and measures, which were applicable to CNOOC's operations prior
to the reorganization, became applicable to our operations in accordance with
an undertaking agreement between us and CNOOC. As approved by the relevant PRC
government authorities, including the Ministry of Land and Resources and the
Ministry of Foreign Trade and Economic Cooperation, these policies and
measures have provided us with the following benefits:

o the exclusive right to explore for, develop and produce petroleum
offshore China in cooperation with international oil and gas
companies and to sell this petroleum in China;

o the flexibility to set our prices in accordance with international
market prices and determine where to sell our crude oil, with only
minimal supervision from the PRC government;

o a favorable 5% production tax on the crude oil and natural gas we
produce both independently and under production sharing contracts,
rather than the 17% rate generally applicable to the independent
production of domestic petroleum companies in China; and

o production from one of our major gas fields, Yacheng 13-1, is exempt
from the PRC royalties under an approval by the State Tax Bureau in
May 1989 and the 5% production tax applicable to the oil and gas
produced under other production sharing contracts in accordance with
an approval by the Ministry of Finance in August 1985. Our natural
gas revenues from Yacheng 13-1 for the six years ended December 31,
1997, 1998, 1999, 2000, 2001 and 2002 represented approximately
8.7%, 12.5%, 10.4%, 6.7%, 7.3% and 5.6%, respectively, of our total
0il and natural gas sales in those years.

Although we historically have benefited from the foregoing special
policies, we cannot assure you that such policies will continue in the future.
We are also regulated by the PRC government in various other aspects of our
business and operations, including required government approvals for new
independent exploration and production projects and new production sharing
contracts. For a further discussion of ways in which we are regulated by the
PRC government, see "--Government Control."
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Policies Applicable to International Oil and Gas Companies Operating in
Offshore China

The PRC government encourages foreign participation in offshore petroleum
exploration and production through exclusive cooperation with CNOOC. In 1982,
the State Council promulgated the Regulation of the People's Republic of China
on Exploitation of Offshore Petroleum Resources in Cooperation with Foreign
Enterprises, which grants to CNOOC the exclusive right to enter into joint
cooperation arrangements with foreign enterprises for offshore petroleum
exploration and production. From 1982 to 2000, CNOOC successfully completed
several rounds of bidding for offshore petroleum exploration and production
projects, and many international oil and gas companies have been involved and
awarded exploration blocks for joint exploration, development and production
with CNOOC.

In October 2001, the State Council amended the regulation referred to
above as a part of the comprehensive review of all business laws and
regulations by the Chinese government to ensure their compliance with its WTO
commitments. The amendment revised such terms in the law governing offshore
exploration as restrictive provisions on technology transfers and domestic
components requirements in procurement. The removal of these restrictions will
provide a level playing field for all oilfield service contractors, domestic
or international. These amendments are expected to benefit CNOOC's businesses
as well as our exploration and production business and further increase
production sharing contract activities offshore China. CNOOC will continue to
enjoy the exclusive right to conduct production sharing contract activities
with foreign contractors and is entitled to all rights and privileges under
the previous regulation. The regulation also states that CNOOC, as a
state-owned enterprise, is to be in charge of all efforts to exploit petroleum
resources with contractors in Chinese waters. Currently, international oil and
gas companies can only undertake offshore petroleum exploration and production
activities in China after they have entered into a production sharing contract
with CNOOC.

Environmental Regulation

Our operations in China are required to comply with various PRC
environmental laws and regulations administered by the central and local
government environmental protection bureaus. We are also subject to the
environmental rules introduced by the local PRC governments in whose
jurisdictions our onshore logistical support facilities are located. The State
Environmental Protection Bureau sets national environmental protection
standards and local environmental protection bureaus may set stricter local
standards.

The relevant environment protection bureau must approve or review each
stage of a project. We must file an environmental impact statement or, in some
cases, an environmental impact assessment outline before an approval can be
issued. The filing must demonstrate that the project conforms to applicable
environmental standards. The relevant environmental protection bureau
generally issues approvals and permits for projects using modern pollution
control measurement technology.

The PRC national and local environmental laws and regulations impose fees
for the discharge of waste substances above prescribed levels, require the
payment of fines for serious violations and provide that the PRC national and
local governments may at their own discretion close or suspend any facility
which fails to comply with orders requiring it to cease or cure operations
causing environmental damage.

For the three year period ended December 31, 2002, we experienced a total
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of two incidents of crude oil discharge with a total volume of approximately
240 barrels being wrongfully discharged and spilled offshore, for which fines
in an aggregate amount of Rmb 31,900 (US$3,853) were imposed. None of the
incidents nor the aggregate amount of such fines had a material adverse effect
on our business or results of operations.

The PRC environmental laws do not currently require offshore petroleum
developers to pay abandonment costs. Our financial statements include
provisions for costs associated with the dismantlement of o0il and gas fields
during the years ended December 31, 2000, 2001 and 2002 of approximately Rmb
104 million, Rmb 90 million and Rmb 126 million, respectively.

Environmental protection and prevention costs and expenses in connection
with the operation of offshore petroleum exploitation are covered under each
individual production sharing contract. Environmental protection and
prevention costs and expenses represented approximately 1.425% of our average
operating costs relating to projects constructed offshore China during the
three years ended December 31, 2002. Each platform has its own environmental
protection and safety staff responsible for monitoring and operating the
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environmental protection equipment. However, no assurance can be given that
the PRC government will not impose new or stricter regulations which would
require additional environmental protection expenditures.

We are not currently involved in any environmental claims and believes
that our environmental protection systems and facilities are adequate for us
to comply with applicable national and local environmental protection
regulations.

Legal Proceedings

We are not a defendant in any material litigation, claim or arbitration,
and know of no pending or threatened proceeding which would have a material
adverse effect on our financial condition.

Patents and Trademarks

We own or have licenses to use two trademarks which are of value in the
conduct of our business. CNOOC is the owner of the "CNOOC" trademark. Under
two non-exclusive license agreements between CNOOC and us, we have obtained
the right to use this trademark for a nominal consideration.

Real Properties

Our corporate headquarters is located in Hong Kong. We also lease several
other properties from CNOOC in China and Singapore. The rental payments under
these lease agreements are determined with reference to market rates. For
further details regarding the terms of these leases, see "Item 7--Major
Shareholders and Related Party Transactions—--Related Party
Transactions——-Categories of Connected Transactions—--Lease agreement in respect
of the Nanshan Terminal," and "--Lease and property management services."

We own the following property interests in the PRC:

o land, various buildings and structures at Xingcheng JZ 20-2 Natural
Gas Separating Plant, Dongyao Village, Shuangsu Township, Xingcheng

90



Edgar Filing: CNOOC LTD - Form 20-F
City, Liaoning Province;

o land, various buildings and structures located at Boxi Processing
Plant, South of Jintang Subway, Tanggu District, Tianjin City;

o land, various buildings and structures at Weizhou Terminal
Processing Plant, Weizhou Island, Weizhou Town, Beihai City, Guangxi
Zhuang Autonomous Region; and

o a parcel of land at Suizhong 36-1 Base, Xiaolihuang Village, Gaoling
Town, Suizhong County, Liaoning Province.

Employees and Employee Benefits

During the years ended December 31, 2000, 2001 and 2002, we employed
1,007 persons, 1,081 persons and 2,047 persons, respectively. Our number of
employees increased significantly in 2002 due to the acquisition of our
interests in oil and gas projects in Indonesia during that year. Of the 2,047
employees we employed as of December 31, 2002, approximately 81.8% were
involved in petroleum exploration, development and production activities,
approximately 10.9% were involved in accounts and finance work and the
remainder were senior management, coordinators of production sharing contracts
and safety and environmental supervisors. Workers for the operation of the oil
and gas fields, maintenance personnel and ancillary service workers are hired
on a contract basis.

We have a trade union that:

o protects employees' rights;
o organizes educational programs;
o assists in the fulfillment of economic objectives;
71
o encourages employee participation in management decisions; and
o assists in mediating disputes between us and individual employees.

We have not been subjected to any strikes or other labor disturbances and
believe that relations with our employees are good.

The total remuneration of employees includes salary, bonuses and
allowances. Bonus for any given period is based primarily on individual and
our performance. Employees also receive subsidized housing, health benefits
and other miscellaneous subsidies.

We have implemented an occupational health and safety program similar to
that employed by other international oil and gas companies. Under this
program, we closely monitor and record health and safety incidents and
promptly report them to government agencies and organizations. On March 15,
2000, we finalized and implemented our occupational health and safety program.
We believe this program is broadly in line with the United States government's
Occupational Safety & Health Administration guidelines.
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All full-time employees in the PRC are covered by a government-regulated
pension. The PRC government is responsible for the pension of these retired
employees. We are required to contribute monthly an average of approximately
12% to 22.5% of our employees' basic salaries, with each employee contributing

% to 7% of his or her base salary for retirement. The contributions vary from
region to region.

Our Indonesian subsidiaries employ approximately 1,000 employees,
including approximately 30 managerial staff and technicians. We provide
employee benefits to expatriate staff that we believe to be in line with
customary international practices. Our non-expatriate employees in Indonesia
enjoy welfare benefits mandated by Indonesia labor laws.

For further details regarding retirement benefits, see note 31 to our
consolidated financial statements attached to this annual report.

Health, Safety and Environmental Policy

We place much importance on our health, safety and environmental, or HSE,
policy. In 2002, we implemented an overall HSE management system in each of
our production divisions offshore China and also established an HSE policy for
our overseas operations. The HSE policy for our operations offshore China
focuses on increasing our employees' awareness of health, safety and
environmental issues in the workplace. We regularly organize training courses
and conduct environmental and safety drills. We also closely monitor weather
forecasts and track hazardous weather conditions that may affect our
production facilities.

The HSE policy for our overseas operations includes setting annual safety
targets, conducting year-end evaluations, creating emergency contact lists,
recording incidents accurately and reviewing management performance in this
area.

In 2002, we established a "System for Determining Accountability in the
Event of a Major Production Accident," and implemented an "Evaluation System
for Health, Safety and Environmental Protection." We also launched a "Safety
Activity of the Month" program and, together with our production sharing
contract partners, hired a foreign professional to conduct safety inspects on
the helicopters used in our operations offshore China.

Human Resources Development

As an oil and gas exploration and development company operating in highly
competitive markets, our success depends in large part on our employees'
abilities. We devote significant resources to training our technical
employees. During 2002, we held 388 training workshops, which were attended by
8,482 participants. We are also dedicated to developing the skills of our
senior management. In 2002, we partnered with the New York University Leonard
N. Stern School of Business to organize a financial training workshop for our
senior management. In addition, we organized an industry specific training
program with Oklahoma State University, and a management workshop for our
senior managers with the China-Europe International Business School.
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ITEM 5. Operating and Financial Review and Prospects

92



Edgar Filing: CNOOC LTD - Form 20-F

A. OPERATING RESULTS

The following discussion and analysis should be read in conjunction with
our consolidated financial statements, selected historical consolidated
financial data and operating and reserves data, in each case together with the
accompanying notes, contained in this annual report. Our consolidated
financial statements have been prepared in accordance with Hong Kong GAAP,
which differ in certain material respects from U.S. GAAP. Note 38 to our
consolidated financial statements attached to this annual report provides an
explanation of our reconciliation to U.S. GAAP of net income and shareholders'
equity. Certain statements set forth below constitute "forward-looking
statements" within the meaning of the United States Private Securities
Litigation Reform Act of 1995. See "Forward-Looking Statements." On June 6,
2002, we terminated our engagement with Arthur Andersen & Co, our independent
public accountants prior to such date. For a discussion of the change of
accountants, see "--Change of Accountants” and "Item 3--Key Information--Risk
Factors—-- Risks relating to our business—-You may not be able to assert claims
against Arthur Andersen, our independent public accountants for periods prior
to December 31, 2001, nor may you be able to assert claims against our current
independent public accountants for financial statements previously audited by
Arthur Andersen."

Overview

We are an oil and gas company engaged in the exploration, development,
production and sale of crude oil and natural gas primarily offshore China. We
are the dominant producer of crude oil and natural gas offshore China and the
only company permitted to conduct exploration and production activities with
international oil and gas companies offshore China. As of December 31, 2002,
we had estimated net proved reserves of 2,015.8 million BOE, comprised of
1,424.4 million barrels of crude oil and condensate and 3,547.9 billion cubic
feet of natural gas. For the year 2002, our net production averaged 298,625
barrels per day of crude oil, condensate and natural gas liquids and 272.6
million cubic feet per day of natural gas, which together totaled 346,639 BOE
per day.

Our revenues and profitability are largely determined by our production
volume and the prices we charge for our crude oil and natural gas, as well as
the costs of our exploration and development activities. Although crude oil
prices depend on various market factors and have been volatile historically,
our production volume has increased steadily over the past few years.

The following table sets forth our net production of crude oil,
condensate and natural gas ligquids and net income for the periods indicated.

Year ended December 31,

1999 2000 2001
Net production of crude oil, condensate and
natural gas liquids (BOE/dAy) « v vt vveeeweennn. 174,745 206,347 228,874
Net production of natural gas (mmcf/day)........ 204.4 197.9 195.0
Net income (Rmb in millions) ........eueueuieeenn.n. 4,111.1 10,296.6 7,957.6

Most of our crude oil production is sold in the PRC domestic market to
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customers affiliated with Sinopec or PetroChina. Most of our natural gas
production is sold to Castle Peak Power Company Limited under a long-term
take-or-pay contract.

For a further description of these factors and certain other factors
affecting our financial performance, see "Item 3--Key Information--Risk
Factors."

Relationship with CNOOC

Prior to the October 1999 reorganization of CNOOC, we did not exist as a
separate legal entity and our business and operations were conducted by CNOOC
and its various affiliates. In connection with the reorganization, CNOOC's oil
and gas exploration, development, production and sales business and operations
conducted both inside and outside China were transferred to us. See "Item
4--Information on the Company--History and Development--Corporate Structure,"
"Item 7--Major Shareholders and Related Party Transactions" and note 27 to our
consolidated financial statements attached to this annual report.
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Before the reorganization, certain PRC subsidiaries of CNOOC provided
various materials, utilities and ancillary services for CNOOC's exploration
and production activities. In connection with the reorganization, we entered
into various new agreements under which we continued to use various services
and properties provided by these CNOOC subsidiaries. These agreements include:
(i) a materials, utilities and ancillary services supply agreement; (ii)
technical service agreements; (iii) agreements for the sale of crude o0il,
condensate 0il and liquefied petroleum gas; (iv) various lease agreements with
other affiliates of CNOOC for office and residential premises used by us; and
(v) a research and development services agreement with China Offshore 0il
Research Center for the provision of general geophysical exploration services,
comprehensive exploration research services, information technology services
and seismic study. In 2002, CNOOC consolidated most of its oilfield services
operations and established China Oilfield Services Limited. This CNOOC
affiliate now provides most of the technical services to us.

For a description of the services provided under these agreements, see
"Item 7--Major Shareholders and Related Party Transactions."

Acquisitions and Overseas Activities

On January 1, 2003, we acquired BP Muturi Limited, which owns a 44.0%
interest in the Muturi production sharing contract offshore Indonesia, and BP
Wiriagar Limited's 42.4% interest in the Wiriagar production sharing contract
offshore Indonesia for a total of approximately US$275 million. The Muturi
production sharing contract and Wiriagar production sharing contract, together
with the Berau production sharing contract, make up the Tangguh LNG project.
Our interests in these two production sharing contracts represent
approximately 12.5% of the total reserves and upstream production of the
Tangguh LNG project. The remaining interests are held by BP Berau (34.2%), BP
Muturi (0.2%), BP Wiriagar (2.7%), MI Berau (16.3%), Nippon (12.2%), BG
(10.7%), KG Berau (8.6%), KG Wiriagar (1.4%) and Indonesia Natural Gas
Resources Muturi (1.1%). The Tangguh LNG project is a greenfield project
located offshore Indonesia and represents one of the largest natural gas
projects in Asia.
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Before acquiring our interest in the Tangguh LNG project, the partners in
the Tangguh LNG project entered into a conditional 25-year supply contract
beginning in 2007 to provide up to 2.6 million tons of liquefied natural gas
per year to a liquefied natural gas terminal project in Fujian Province,
China.

On October 21, 2002, we entered into a key terms agreement to acquire an
aggregate interest of approximately 5.56% in the reserves and upstream
production of Australia's North West Shelf Gas Project for approximately
US$365.6 million subject to certain adjustments. Under the terms of this
agreement, we will purchase our interest from the six current partners to this
project: BHP Billiton, BP, ChevronTexaco, Japan Australia LNG (MIMI), Shell
and Woodside Energy. Our estimated share of reserves from this project would
be approximately 1.2 trillion cubic feet of natural gas. Our share of natural
gas together with associated liquids would be approximately 210 million BOE.
Woodside Petroleum is the operator for the project.

Under the terms of this agreement, we would also acquire a 25% interest
in the China LNG Joint Venture, which is being established by the six current
partners to supply liquefied natural gas from the North West Shelf Gas Project
to a liquefied natural gas terminal currently being developed by CNOOC, our
controlling shareholder, and various partners in Guangdong Province, China.
The terms of this transaction require us to pay the other partners in the
North West Shelf Gas Project for gas production and processing services
provided over the term of the China LNG Joint Venture. We expect to complete
our acquisition of the interests in the North West Shelf Gas Project and China
LNG Joint Venture in 2003. See "Item 4--Information on the Company--Business
Overview——-Natural Gas Business—--Overseas Activity."

On April 19, 2002, we completed the acquisition of Repsol YPF, S.A.'s
interests in a portfolio of o0il and gas production sharing and technical
assistance contracts in contract areas located offshore and onshore Indonesia.
The agreement took effect as of January 1, 2002. Under the terms of the
acquisition, we paid a consideration of US$585 million, subject to a final oil
price adjustment. See note 5 to our consolidated financial statements attached
to this annual report. The assets include a 65.3% interest in the South East
Sumatra production sharing contract, a 36.7% interest in the Offshore North
West Java production sharing contract, a direct 25.0% interest in the West
Madura production sharing contract, a 50.0% interest in the Poleng technical
assistance contract and a 16.7% interest in the Blora production sharing
contract.

We completed our acquisition of the Repsol subsidiaries on April 19,
2002. For accounting purposes, the operations from these acquired subsidiaries
are included in our consolidated financial statements from
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April 1, 2002. The profit accrued to us prior to April 1, 2002 has been
treated as a purchase price reduction. See note 5 to our consolidated
financial statements attached to this annual report.

Further details of the Repsol acquisition are discussed under "Item
4--Information on the Company--Business Overview--Principal 0il and Gas
Regions—--Overseas Activity."
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Production Sharing Contracts Offshore China

We conduct a significant amount of our offshore China oil and gas
activities through production sharing contracts with international oil and gas
companies. Under these production sharing contracts, our foreign partners are
required to bear all exploration costs during the exploration period. The
parties to the contracts may recover exploration costs after commercial
discoveries are made and production begins. The amount of exploration costs
recoverable is derived from a production sharing formula set forth in each
contract. Our production sharing contracts provide us with the option to take
a participating interest in properties covered by the production sharing
contracts which we may exercise after the foreign partners have made viable
commercial discoveries. The foreign partners retain the remaining
participating interests. We and the foreign partners fund our development and
operating costs according to our respective participating interests. Based on
a formula contained in the applicable contract, we are entitled to allocate
specified amounts of the annual gross production of petroleum from those
producing fields . See "Item 4--Information on the Company--Business
Overview--Production Sharing Contracts—-Offshore China--Production Sharing
Formula."

Before we exercise our option to take a 51% participating interest in a
production sharing contract, we do not account for the exploration costs
incurred, as these costs were incurred by our foreign partners. After we
exercise the option to take a participating interest in a production sharing
contract, we account for the oil and gas properties using the "proportional
method" under which we recognize our share of development costs, revenues and
expenses from such operations based on our participating interest in the
production sharing contracts. See note 6 to our consolidated financial
statements attached to this annual report.

The foreign partners have the right to either take possession of their
petroleum for sale in the international market or sell their petroleum to us
for resale in the PRC market. See "Item 4--Information on the
Company--Business Overview--Production Sharing Contracts--Offshore China." For
the years ended December 31, 2000, 2001 and 2002, the percentage of foreign
partners' oil that was resold by us in the PRC market amounted to
approximately 53%, 57% and 50%, respectively. The foreign partners sold the
remaining portion of their oil in the international markets.

As described above, production of crude oil and natural gas is allocated
among us, our foreign partners and the PRC government according to a formula
contained in the production sharing contracts. We have excluded the
government's share oil from net sales in our historical consolidated financial
statements. Since our historical consolidated financial statements already
exclude the government's share oil from our net sales figure, we do not expect
any future share oil payments to affect our results of operations or operating
cash flow differently than the effects reflected in our historical
consolidated financial statement. For information regarding the historical
amounts of government share oil payable to the government, see note 8 to our
consolidated financial statements attached to this annual report. For
information regarding treatment of the PRC government's share oil, see "Item
4--Information on the Company--Business Overview--Production Sharing
Contracts—-—-0ffshore China--Production Sharing Formula."

We have one associated company, Shanghai Petroleum and Natural Gas
Company Limited, which owns the Pinghu field. Our 30% equity interest in this
company 1s accounted for using the equity method, under which our
proportionate share of the net income or loss of Shanghai Petroleum and
Natural Gas Company Limited is included in our consolidated statements of
income as a share of income or loss of the associated company.
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Our cost structures for production sharing contracts and for independent
operations are different. The total expenses per unit of production under
production sharing contracts are generally higher due to our foreign partners'
use of expatriate staff, who generally command higher wages, as well as
administrative and overhead costs that may be allocated by the operators, a
higher percentage of capital expenditures and larger proportion of imported
equipment.
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Production from Independent Operations versus Production from Production
Sharing Contracts

Historically we have cooperated with foreign partners under production
sharing contracts, which have provided us with the expertise to undertake our
independent operations more effectively. The percentage of our net production
arising from independent operations offshore China was 51.6%, 58.4% and 53.9%
for the years ended December 31, 2000, 2001 and 2002, respectively. Although
we will continue to focus on independent operations, we plan to continue
seeking appropriate opportunities to cooperate with foreign partners under
production sharing contracts.

Provision for dismantlement

Prior to 2002, we estimate future dismantlement costs for our oil and gas
properties and accrue the costs over the economic lives of the assets using
the unit-of-production method. We estimate future dismantlement costs for oil
and gas properties with reference to the estimates provided from either
internal and external engineers after taking into consideration the
anticipated method of dismantlement required in accordance with current
legislation and industry practice. During the year, we changed the method of
accounting for the provision for dismantlement in compliance with Hong Kong
Statement of Standard Accounting Practice or HK SSAP 28, "Provisions,
contingent liabilities and contingent assets." HK SSAP 28 requires the
provision to be recorded for a present obligation whether that obligation is
legal or constructive. The associated cost is capitalized and the liability is
discounted and accretion expense is recognized using the credit adjusted
risk—free rate in effect when the liability is initially recognized. The
dismantlement costs for the years ended December 31, 2000, 2001 and 2002 was
Rmb 103.6 million, Rmb 90.4 million and Rmb 126.1 million, respectively. The
accrued liability is reflected in our consolidated balance sheet under
"provision for dismantlement." See notes 3 and 28 to our consolidated
financial statements attached to this annual report.

Production Imbalance

We account for oil overlifts and underlifts using the entitlement method,
under which we record overlifts as liabilities and underlifts as assets. An
overlift occurs when we sell more than our percentage interest of oil from a
property subject to a production sharing contract. An underlift occurs when we
sell less than our participating interest of oil from a property under a
production sharing contract. During the historical periods presented in our
consolidated financial statements attached to this annual report, we had no
gas imbalances. We believe that production imbalance has not had a significant
effect on our operations, liquidity or capital resources.
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Allowances for Doubtful Accounts

We evaluate our accounts receivable by considering the financial
condition of our customers, their past payment history and credit standing and
other specific factors, including whether the accounts receivable in question
are under dispute. We make provisions for accounts receivable when they are
overdue for six months and we are concerned about our ability to collect them.
For the years ended December 31, 2000, 2001 and 2002, allowances for doubtful
accounts were not material in the context of total operating expenses and did
not have a material effect on our results of operations or financial
condition.

Non-GAAP Financial Measures
We use a financial measure that we define as EBITDE to provide additional

information about our operating performance and our liquidity. EBITDE refers
to our earnings before the following items:

o interest income and interest expense;

o income taxes;

o depreciation, depletion and amortization;

o dismantlement, exploration expenses and impairment losses related to

property, plant and equipment; and

o exchange gains or losses.
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EBITDE is not a standard measure under either U.S. or Hong Kong GAAP.
However, we believe the investor community commonly uses this type of
financial measure to assess the operating performance of oil and gas companies
like us and the ability of such companies to service debt obligations and meet
capital expenditure and working capital requirements.

As a measure of our operating performance, we believe that the most
directly comparable U.S. and Hong Kong GAAP measure to EBITDE is net income.
We operate in a capital intensive industry. We use EBITDE in addition to net
income because net income includes many accounting items associated with
capital expenditures, such as depreciation, exploration expenses and
dismantlement costs. These accounting items may vary between companies
depending on the method of accounting adopted by a company. For example, we
use successful efforts method of accounting whereby we capitalize successful
exploration projects and expense unsuccessful efforts. Other companies may use
the full cost method whereby they capitalize all of their exploration costs
regardless of whether their exploration efforts prove successful. By
minimizing differences in capital expenditures and the associated depreciation
expenses and exploration expenses as well as reported exploratory success
rates, financial leverage and tax positions, EBITDE provides further
information about our operating performance and an additional measure for
comparing our operating performance with other companies' results.

The following table reconciles our net income under U.S. GAAP to our
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definition of EBITDE for the periods indicated.

Year ende

A = S I o X e L
Tax
Interest income and exchange gain/ (loss),
Depreciation, depletion and amortization................ci....
Dismantlement COSES. ...ttt ittt ettt
EXPloration EXPENSES . v ittt ittt ittt ettt tennnneeeeeeeennnnas
Impairment losses related to property,

1,549
295
794

1,954
188
584

]

A = I o X e L
Tax
Interest and exchange gain/ (loss),
Depreciation, depletion and amortization.............. ...
Dismantlement COSES. ...ttt ittt ittt eeeennnnas
EXPloration EXPENSES . vttt ittt ittt ettt tnnnnneeeeeeeeennnas
Impairment losses related to property,

(in millions)

Rmb

9,088
3,482
261
4,011
323
1,318

Uss

)

As a measure of our liquidity, we believe that the most directly
comparable U.S. and Hong Kong GAAP measure to EBITDE is cash provided by
operating activities. We use EBITDE in addition to this standard measure
because EBITDE excludes exploration expenses, which depend on a company's
method of accounting for exploration activity and fluctuate based on the
company's reported success rate. EBITDE provides an additional measure for
comparing our cash provided by operating activities before accounting for
exploration expenses with other companies' figures.
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The following table reconciles our cash provided by operating activities
under U.S. GAAP to our definition of EBITDE for the periods indicated.

Yea
1998
Rmb
Cash provided by operating activities. ... ...ttt ittt ittt 3,942
plus/ (less) : movements in working capital. . ... ittt eneteneeeneeennnn (70)
plus/ (less): returns on investments and servicing of finance............... 598
Plus: taxation pald. ...ttt it et e e e e e ettt e e e 52
plus: short-term investment 1nNcCoOmME. ... ... ..ttt ittt it eeeeeeennneneennn -
plus/ (less) : recovery (provision) for doubtful debts........ciiiiiiennn.. (58)
plus: share of profit of an associate....... ittt teeneneennn -
plus/ (less): gain on sale/loss on disposals and write-off of property, plant
[= 00T B ST B 03 1 o i 575
Ofher adJuUsStment S . @ v ittt ittt e e e e e et ettt ettt e eaeeee e eeeeeeeeeeean (259)
less: realized and unrealized holding gains from available-—
for-sale marketable secuUrities. ... .ttt ittt -
Plus: eXPloraltion EXPENSE S . t v vt ittt ittt et ettt eeee et 584
o 5,364
Yea
2001
Rmb
Cash provided by operating activities. ... ...ttt ittt ettt 11,759
plus/ (less) : movements in wWorking capital. . ... it teneteneeeneeennnn (583)
plus/ (less): returns on investments and servicing of finance............... (346)
Plus: taxation pald. ...ttt it e e e e e e e et e 2,611
plus: short-term investment I1nNcCOmME. ... ... ..ttt ittt eeeeeeennneneenns 221
plus/ (less): recovery (provision) for doubtful debts........ciiuiiiieennn.. 5
plus: share of profit of an associate....... ittt iteneeneennn 90
plus/ (less): gain on sale/loss on disposals and write-off of property, plant
ANA EQUIPMENE & ¢ vttt et e e e e e e e e e e e e e e et ettt e (457)
Ofher adduUsStment S . @ vttt ittt it i et e e e et ettt ettt et eaeeeee e eeaeeeeeeeeean 23
less: realized and unrealized holding gains from available-—
for—sale marketable sSeCUritieS. . v ittt ittt et e et et ettt ettt e e e (43)
Plus: eXPloraltion EXPENSE S . t v vt ittt ittt et ettt eeee et 1,039
o 14,319
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You should not consider our definition of EBITDE in isolation or construe
it as an alternative to net income, operating cash flows or any other measure
of performance or as an indicator of operating performance, liquidity or any
other standard measure under either U.S. or Hong Kong GAAP. Our definition of
EBITDE fails to account for taxes, interest expenses, other non-operating cash
expenses and exploration expenses. EBITDE also does not consider any
functional or legal requirements of our business that may require us to
allocate funds for purposes other than debt service or exploration and
deve