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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

LR T3 29 ¢

In this report, the terms “SmartHeat,” “Company,” “we,” “us” and “our” refer to SmartHeat Inc. (“SmartHeat”) and its subsidi:

This report contains forward-looking statements regarding SmartHeat which include, but are not limited to, statements
concerning our projected revenues, expenses, gross profit and income, mix of revenue, demand for our products, the

benefits and potential applications for our products, the need for additional capital, our ability to obtain and

successfully perform additional new contract awards and the related funding and profitability of such awards, the

competitive nature of our business and markets and product qualification requirements of our customers. These
forward-looking statements are based on our current expectations, estimates and projections about our industry,
management’s beliefs and certain assumptions made by us. Words such as “anticipates,” “expects,” “intends,” “plans,” “predic
“potential,” “believes,” “seeks,” “hopes,” “estimates,” “should,” “may,” “will,” “with a view to” and variations of these words
expressions are intended to identify forward-looking statements. These statements are not guarantees of future

performance and are subject to risks, uncertainties and assumptions that are difficult to predict. Therefore, our actual

results could differ materially and adversely from those expressed in any forward-looking statements as a result of

various factors. Such factors include, but are not limited to the following:

LT3 9

29 ¢ 9

. our goals and strategies;
. our expansion plans;
o our future business development, financial conditions and results of operations;
. the expected growth of the market for PHE products and heat meters in China;
. our expectations regarding demand for our products;
. our expectations regarding keeping and strengthening our relationships with key customers;
o our ability to stay abreast of market trends and technological advances;

eour ability to effectively protect our intellectual property rights and not infringe on the intellectual property rights of
others;

. our ability to attract and retain quality employees;
. our ability to pursue strategic acquisitions and alliances;
o competition in our industry in China;
o general economic and business conditions in the regions in which we sell our products;
. relevant government policies and regulations relating to our industry; and
. market acceptance of our products.

Additionally, this report contains statistical data that we obtained from various publicly available government
publications and industry-specific third party reports. Statistical data in these publications also include projections
based on a number of assumptions. The market for the PHEs, PHE Units and heat meters may not grow at the rate
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projected by market data, or at all. The failure of this market to grow at the projected rate may have a material adverse
effect on our business and the market price of our common stock. In addition, the rapidly changing nature of our
customers' industries results in significant uncertainties in any projections or estimates relating to the growth prospects
or future condition of our market. Furthermore, if any one or more of the assumptions underlying the market data is
later found to be incorrect, actual results may differ from the projections based on these assumptions. You should not
place undue reliance on these forward-looking statements.

Unless otherwise indicated, information in this report concerning economic conditions and our industry is based on
information from independent industry analysts and publications, as well as our estimates. Except where otherwise
noted, our estimates are derived from publicly available information released by third party sources, as well as data
from our internal research, and are based on such data and our knowledge of our industry, which we believe to be
reasonable. None of the independent industry publication market data cited in this report was prepared on our or our
affiliates’ behalf.
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We undertake no obligation to revise or update publicly any forward-looking statements for any reason, except as
required by law. Additional information on the various risks and uncertainties potentially affecting our operating
results are discussed below and are contained in our publicly filed documents available through the SEC’s website

(www.sec.gov) or upon written request to our corporate secretary at: A-1, 10, Street 7, Shenyang Economic and
Technological Development Zone, Shenyang, China 110141.
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PART I
Item 1. Business

General

We are a designer, manufacturer and seller of clean technology plate heat exchangers and related systems in the
People’s Republic of China (“China” or the “PRC”). Our products are used by our customers in the industrial, residential
and commercial markets in China to improve energy utilization and efficiencies and reduce pollution by reducing the
need for coal fired boilers. We design, manufacture, sell and service plate heat exchangers (“PHEs”), PHE Units, which
combine PHEs with various pumps, temperature sensors, valves and automated control systems, and heat meters for

use in commercial and residential buildings. We also design, manufacture and sell spiral heat exchangers and tube

heat exchangers. Our products and systems are an increasingly important element in providing a clean technology,
mission-critical solution to energy consumption and air pollution problems in China and are commonly used in a wide
variety of industrial processes where heat transfer is required. Common applications include energy conversion for
heating, ventilation and air conditioning (“HVAC”) and industrial use in petroleum refining, petrochemicals, metallurgy,
food and beverage and chemical processing. Our PHE Units are custom designed by our own in-house engineers and
sold under our Taiyu brand name, while our PHEs are sold under both our Taiyu brand as well as the Sondex brand
name. We are an authorized dealer of Sondex PHEs in China.

We were incorporated in the State of Nevada on August 4, 2006, under the name Pacific Goldrim Resources, Inc., as
an exploration stage corporation to engage in the exploration for silver, lead and zinc. On April 14, 2008, we changed
our name to SmartHeat Inc. and entered into a Share Exchange Agreement (the “Share Exchange Agreement”) to
acquire all of the equity interests in Shenyang Taiyu Machinery & Electronic Equipment Co., Ltd. (“Taiyu”), a privately
held company formed under the laws of the PRC engaged in the design, manufacture, sale and servicing of plate heat
exchange products in China. The Share Exchange Agreement was entered into by SmartHeat, Taiyu and the
shareholders of Taiyu (the “Taiyu Shareholders™). At the closing of the Share Exchange Agreement, all of the equitable
and legal rights, title and interests in and to Taiyu’s share capital of Yuan 25,000,000 were exchanged for 18,500,000
shares of SmartHeat common stock (the “Share Exchange”). As a result of the Share Exchange, Taiyu became a wholly
owned subsidiary of SmartHeat. After the relevant PRC government agency approved our subscription of 71.6% of

the registered capital increase of Taiyu on July 29, 2008, PRC approval of Taiyu becoming a wholly owned subsidiary
of SmartHeat was obtained on June 3, 2009, when the transfer by the 3 original owners of Taiyu of their remaining
28.4% ownership of Taiyu to SmartHeat was officially recognized.

Prior to our acquisition of Taiyu, we were a development stage business with minimal operations. We had no interest
in any property, but had the right to conduct exploration activities on 13 mineral title cells covering 27,027 hectares
(66,785 acres) in the Slocan Mining Division of southeastern British Columbia, Canada. In connection with the
acquisition of Taiyu, we transferred all of our pre-closing assets and liabilities (other than the obligation to pay a
$10,000 fee to our audit firm) to a wholly owned subsidiary, PGR Holdings, Inc., a Nevada corporation (“SplitCo”),
under the terms of an Agreement of Conveyance, Transfer and Assignment of Assets and Assumption of Obligations
dated April 14, 2008. We also sold all of the outstanding capital stock of SplitCo to Jason Schlombs, our former
director and officer and one of our major shareholders, pursuant to a Stock Purchase Agreement dated April 14, 2008,
in exchange for the surrender of 2,500,000 shares of our common stock held by Mr. Schlombs.

As an expansion of our business, we acquired SanDeKe Co., Ltd. (“SanDeKe”), a Shanghai-based manufacturer of
PHESs on September 25, 2008. On June 16, 2009, we completed an asset purchase transaction with Siping Beifang
Heat Exchanger Manufacture Co., Ltd. (“Siping Beifang”) to set up a new manufacturing facility under our newly
incorporated subsidiary, SmartHeat Siping Beifang Energy Technology Co., Ltd. (“SmartHeat Siping”). On August 14,
2009, we formed Beijing SmartHeat Jinhui Energy Technology Co., Ltd. (“Jinhui”), a joint venture in Beijing of which
we own 52%, to provide consulting services and expand our sales of PHEs into new industries and regions of China.
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On April 7, 2010, we formed SmartHeat (China) Investment Co., Ltd. (“SmartHeat Investment”), an investment holding
company and wholly owned subsidiary in Shenyang. On April 12, 2010, SmartHeat Investment formed a wholly

owned subsidiary in Shenyang named SmartHeat (Shenyang) Energy Equipment Co., Ltd. (“SmartHeat Energy”) for the
research, development, manufacturing and sales of energy products. We expect SmartHeat Energy to commence
operations in 2011. On May 6, 2010, we formed SmartHeat (Shanghai) Trading Co., Ltd. (“SmartHeat Trading”) to
market and expand sales of our Taiyu-branded products, which has yet to commence operations.

Our principal offices are located at A-1, 10, Street 7, Shenyang Economic and Technological Development Zone,
Shenyang, China 110141. Our telephone number is +86 (24) 2519-7699. Our website is www.smartheatinc.com.
Copies of our annual, quarterly and current reports and any amendments to these reports filed with or furnished to the
SEC are available free of charge through our website at www.smartheatinc.com as soon as reasonably practicable after
filing with the SEC. We make available free of charge on our website our Code of Conduct and charters of our Audit
Committee, Compensation Committee and Nominating and Corporate Governance Committee.
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Our Products

We design, manufacture, sell and service PHEs, PHE Units and heat meters. We plan to expand our product line in
2011 to include heat pumps.

PHEs

A PHE is a device that transfers energy, usually in the form of heat, from one fluid to another across a solid surface.
PHEs are constructed through the use of specifically manufactured stainless steel, titanium and nickel alloy plates that
are sealed by gaskets and then bolted together in a large metal frame that holds the plates together. Plates come in a
variety of sizes and wave patterns, and have large heat transfer surfaces and have high thermal conductivity. The
quantity and size of the plates used, along with the total size of the PHE, vary according to particular application
requirements. PHEs are a replacement for the less efficient shell-and-tube heat exchangers. PHEs can be installed in
new buildings and facilities as well as existing ones since they are smaller than traditional heat exchangers and can fit
within existing installations. Additionally, because of the larger heat transfer surface area and despite its relatively
smaller size, PHEs have a higher heat transfer coefficient than traditional shell-and-tube heat exchangers.

PHE

Heat exchangers were first invented in the mid-1920’s to control pressure and temperature during industrial
production. Later innovations in heat transfer technology, including the development of PHEs, led to higher heat
recovery rates, lower fuel consumption and reduced related pollution. In a PHE, steam, hot water or fluid from an
industrial process flows into the PHE from one location. Cool fluid from another source flows into the PHE from
another location. As the hot and cold liquids move in opposite directions, the steam, hot water or fluid gets cooler as it
transfers heat to the cool fluid, which absorbs the heat and gets warmer. In addition to more efficient heat transfer,
PHESs offer a more compact design, ease of maintenance and the ability to adjust performance simply by adding or
removing plates. This flexibility makes PHEs a preferred solution and translates into lower expenditures on
installation and equipment purchases.

We currently focus predominantly on the Chinese market. In addition to manufacturing our own PHEs, we import
finished stainless steel plates from Sondex and assemble customized PHEs and PHE Units based on our clients’
specifications. All designs of our PHEs and PHE Units are done in-house by our engineers utilizing advanced
software and our proprietary in-house CAD software. Through our acquisition of Siping Beifang, we can manufacture
our own plates, tubes and gaskets and can design and manufacture PHEs and PHE Units using component plates
sourced from our own vertically integrated supply chain or from our main supplier of component plates, Sondex. Our
plates provide solutions for a market segment with strong demand for PHE products that are priced 10-15% lower
than PHE products manufactured with Sondex plates. Our sales of PHEs accounted for 48%, 43% and 35% of our
revenues in 2010, 2009 and 2008, respectively.

PHE Units

We began designing, manufacturing and selling our Taiyu-branded PHE Units in May 2003. PHE Units integrate
PHEs with various pumps, temperature sensors, valves and automated control systems to form a “unit.” While our PHE
Units are used in a variety of industrial processes, we have developed an expertise in designing and integrating PHE
Units for HVAC systems in residential and commercial buildings. Often our PHE Units are used along with other

units to form a “PHE network” installed in a local district heating system. The production and sale of PHE Units have
been central to our growth. PHE Units require a comparatively higher level of technical skill and knowledge of the
applications in which they are used. As a result, PHE Units are generally sold at a higher selling price. Our PHE Units

9



Edgar Filing: SMARTHEAT INC. - Form 10-K

are designed in-house by our system engineers employing customized CAD software. We believe we have emerged as
a leading domestic producer of PHE Units, with an estimated market share in China of 12% in 2010. Our sales of PHE
Units accounted for 44%, 47% and 63% of our revenues in 2010, 2009 and 2008, respectively.

PHE Unit

10
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Heat Meters

While heating companies in many Western countries have long used meters to measure customer heat usage and
invoice customers, Chinese residents and commercial customers are largely billed based on the square footage of
utilized space. Heat meters provide heat consumption information to users and measure the volume of heat used in
commercial and residential facilities. As an important revenue gauge for utilities, the calibration of meters in many
countries is regulated by government agencies and subject to local or national guidelines. In response to rising energy
costs and the increased sensitivity to environmental issues, the Chinese government and local utility companies have
made the use of heat meters compulsory in China. As of July 2003, heat meters were required nationally by law for
new construction installed with central heating, and the requirement was extended in April 2008 by the Energy
Conservation Law, Article 38, to cover existing buildings being retrofitted.

Heat Meter

Using our established relationships with provincial governments and utility companies throughout China, we
introduced our patented heat meters to the market during the second quarter of 2006. We continue to work with
national and local government entities to establish a national heating standard in China and become an active leader in
China’s heat meter market. Sales to date have been small relative to our other product lines but have been growing
steadily. Our sales of heat meters accounted for 8%, 10% and 2% of our revenues in 2010, 2009 and 2008,
respectively. We believe there are significant opportunities for strong incremental growth as the PRC government
continues to focus on ways to monitor and conserve energy cost effectively.

Heat Pumps

Heat pump systems provide heating, cooling and hot water for residential and commercial buildings and process heat
for industrial applications using small amounts of electricity. Heat pumps are replacing conventional energy sources
such as oil, gas and coal by using the solar energy stored in water, soil and air or recovering heat from wastewater or
exhaust air. The various advantages of heat pumps in terms of energy efficiency, operating cost, carbon dioxide (“CO2”)
emission reduction and their ability to provide heating and cooling in one machine has made them the leading energy
source for new buildings in Germany and Austria, and has replaced conventional fossil fuel based technology in these
countries to a large degree. We plan to begin designing, manufacturing and selling heat pumps for the rapidly growing
heat pump market in China in 2011.

Market Overview

Heat transfer technology was introduced to China in the 1960°s from Russia, mainly for applications in the petroleum
industry. Foreign manufacturers began to sell in China on a large commercial scale in the 1980’s and have since held
strong positions in the Chinese market. Domestic producers entered the market in the late 1980°s and early 1990’s and
began to establish meaningful positions in the market due to reduced costs, faster delivery times and improved
service. The past decade has seen the rise of many domestic manufacturers, along with joint ventures between local
and international firms, to create a market consisting of domestic firms, foreign joint ventures and direct imports.
Large international PHE producers include: Alfa Laval, Sondex, GEA, Tranter, SWEP, Danfoss and Hisaka Works.

Today, heat exchangers are used in a wide range of industrial processes. Common end markets include energy, such as
conventional and nuclear power plants, HVAC, petroleum refining, petrochemicals, metallurgy, food and beverage
and chemical processing. Heat transfer equipment is also being employed in new energy applications such as wind,
solar, biomass and waste disposal. In 2010, the largest users of our products were the petrochemical, power plant,
HVAC, chemical and metallurgy industries.

11
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Due to the continuation of industrialization and urbanization, China is now the largest market in the world for heat
exchangers. We believe that the domestic market for PHEs was approximately $3 billion in 2010, up from an
estimated $2.4 billion in 2007 according to the China Heating Association, with management estimating an annual
growth rate of 25-30%. We believe that the domestic market for PHE Units was approximately $450 million in 2010,
up from an estimated $139 million in 2007 according to the China Heating Association, and we estimate the market
will continue to grow at an annual rate of 30%.

Our Industry

We serve the utility and industrial sectors throughout China. Participants in these industries are large users of PHEs,
PHE Units and related accessories. We also serve the HVAC sector. Participants in this industry are large users of heat
meters. We also provide after-sales services on our PHEs, PHE Units and heat meters to these industries. These
services include maintenance, repair and supplying spare parts.

According to the “China Heat Exchanger Industry Report” (hereinafter referred to as the “Industry Report”) issued by Zero
Power Intelligence Co., Ltd., an independent market research firm in China, the world heat exchanger market has

grown significantly in the past several years. Global sales of heat exchangers grew from $29.7 billion in 2005 to $38.6
billion in 2008, or 30%, according to the Industry Report, and reached an estimated $50 billion in 2010, according to

our research. The Industry Report expects the market to grow to $55.3 billion in 2012.

12
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China has become the largest market and one of the fastest growing markets for heat exchangers. The sales of heat
exchangers in China grew from $3.2 billion in 2005 to $5.4 billion in 2008, or 70%, and are projected to grow to
$11.0 billion in 2012, or 106% in the four-year period from 2009 to 2012.

Currently, there are social, economic, environmental and regulatory factors driving demand for environmentally
friendly solutions, which reduce pollution and advance energy efficiency, many of which utilize PHEs. These include:

Environmental Conditions in China. According to the report entitled “The Cost of Pollution in China,” published in
2007 by the World Bank, the combined health and non-health cost of air and water pollution in China amounts to an
estimated $100 billion a year. Moreover, the report found that air pollution, especially in large Chinese cities, is
leading to higher incidences of lung diseases, cancer, and respiratory problems. According to a report commissioned
by the Energy Foundation published in 2008, these problems are directly attributable to the fact that 80% of China’s
carbon dioxide emissions come from burning coal.

Growing Demand for Heating Water. China currently provides households throughout 17 of its 34 northern provinces
with heating water. As new cities grow along with the emerging middle class, so does the demand to expand this
supply into new cities, industrial parks and other provinces. Heating water in China is generated by local power plants
which pump emitted hot water from the power plant through a closed loop system to a water heating company and
then through a network of pipes up to a distance of 50 kilometers. These systems of heating stations and sub-stations
utilize numerous PHEs and PHE Units, which provide a dual purpose: a cooling system for the power plants and a
heat source for residents and factories.

Heightened Environmental Awareness. Management expects the PRC government’s upcoming 12th Five-Year Plan to
target cuts of CO2 output per unit of GDP by at least 40% from 2005 levels. Furthermore, the Plan is expected to have
clear energy and CO2 emissions targets to help ensure energy policies are implemented with defined carbon goals.
The implementation of PHEs and PHE Units in new construction facilities, and as replacements for legacy
shell-and-tube heat exchangers, can help meet these goals because of their increased energy efficiency.

Urbanization. According to the CIA World Factbook, 47% of China’s population lived in urban settings in 2010.
Additionally, according to the National Bureau of Statistics of China, 15 cities near and around our sales and service
centers have a population of more than five million. Eight of these Chinese cities are among the world’s fastest
growing, increasing at an annual rate of 2.3% or more. China’s urbanization has lead to new infrastructure
development and existing infrastructure improvements that require ongoing investment in heating solutions.

Emerging Wealth. The rapidly expanding middle class in China is now demanding access to quality heating during the
winter months. This demand is often met by using hot water supplied from a power station and district heating
network that utilizes a system of PHEs and PHE Units.

Our Competitive Strengths
We believe we have the following competitive strengths:

Provider of Key Elements Used to Improve Energy Efficiencies and Reduce Coal Pollution. We offer a full line of
PHESs, PHE Units and heat meters, and will introduce heat pumps in 2011. The primary advantages of plate heat
exchanger technology, compared to traditional shell and tube heat exchanger technology, are efficiency, compact
design and ease of customization. PHEs have larger heat transfer surface areas and therefore also have greater thermal
conductivity. As a result, PHEs can transfer the same amount of heat as a traditional shell and tube heat exchanger, but
with the benefit of a smaller size unit.

13
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Established Leader and Brand Name in the Growing China Heating Industry. We have established a leading brand
name in the fragmented Chinese heating industry and seek to utilize this awareness to become the leading Chinese
supplier of PHEs, PHE Units and related products in the rapidly growing Chinese market. We are a leading domestic
producer of PHE Units under the Taiyu brand and management estimates that we have approximately a 12% share of
the PHE Unit market in China based on our internal market research, which tracks PHE projects in China valued over
$1.5 million. We believe the Taiyu brand name is recognized for its quality and efficiency, which we believe we can
leverage to improve our reputation as a leading seller of high quality PHE Units in China.

Quality Engineering, Research and Development. We emphasize efficiency, durability and quality engineering in all
of our products. All of our products utilize the latest technologies, and our designs are created using advanced
software systems. We have eight registered patents in China for PHE products and heat meters. To maintain our
competitive edge in the marketplace and keep pace with new technologies, we fund research and development on an
on-going basis to find improved efficiencies in design, cost and energy capture. Research and development costs for
2010, 2009 and 2008, were $1.89 million, $1.36 million and $1.02 million, respectively. We plan to continue to invest
in research and development to identify new industry applications for PHEs, improve and expand our product lines,
including the introduction of heat pumps in 2011, develop multifunctional PHE Units and modify PHE designs to
meet current market demand.

14
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Strong Technical Support. The selection of PHEs and PHE Units requires technical knowledge regarding the
operating temperature, pressure, corrosivity, viscosity and purity of the fluid as well as the pressure loss within the
system. Our unique design software enables us to provide high quality and timely technical support to ensure our
customers receive the right equipment for each project. We also provide a streamlined and error free installation
process to minimize project complications.

Enterprise-Wide Design, Production and Control Systems for Efficient Pricing and Streamlined Manufacturing. Our
technologically advanced CAD systems are integrated with our real-time enterprise resource planning (“ERP”) and
finance systems. This advanced, integrated platform allows our field salespeople to input orders, obtain draft models,
access quotes and confirm delivery dates within minutes. The platform also enables inventory and production
personnel to accurately schedule and reduce lead production times to five days for PHEs and ten days for PHE Units.
We believe these lead times are some of the best in the industry and provide an unparalleled level of customer service.

Focus on Quality. We have a National Safety Certification for our PHE products, and are an ISO 9001 certified
manufacturer.

First-Rate Customer Service and Reliable Product Delivery. We believe that our employees provide first-rate
customer service, technical expertise and product knowledge to streamline the selection, design and installation
processes. We provide after-sales service through our local service centers and deliver products on time to meet tight
project deadlines. Our focus on delivering premium service separates us from our competitors and has been critical in
helping us win a number of projects for various multinational companies and local governments.

Diversified End Markets and Customers. Our PHEs and PHE Units are broadly used across a variety of industrial end
markets including the energy (i.e., conventional and nuclear power plants), HVAC, petroleum refining,
petrochemicals, metallurgy, food and beverage and chemical processing end markets. We also benefit from a diverse
customer mix, with no individual customer accounting for greater than 10% of sales in 2010, 2009 or 2008. This end
market and customer diversification helps to insulate us from sales volatility that would occur if we concentrated in
specific industries. The majority of our customers are utilities, engineering and construction companies and industrial
companies.

Proven Ability to Identify and Acquire Strategic Targets. We completed two strategic acquisitions, SanDeKe and
Siping Beifang, in 2008 and 2009, respectively. Each acquisition has accelerated our strategic plan by: (i) adding
manufacturing capacity; (ii) broadening our product offering to include multiple heat exchange systems; (iii)
facilitating access into new geographic regions throughout China; (iv) improving our cost structure; (v) enhancing our
engineering capabilities; or (vi) helping us enter new and higher growth end markets. We have proven our ability to
complete successful acquisitions and believe there are additional acquisition opportunities both in the Chinese
domestic market and internationally that we may potentially pursue.

Experienced Management Team. Our senior management team has extensive business and industry experience. Jun
Wang, our Chairman, President and Chief Executive Officer, was the founder of Taiyu in 2002. He was a sales
manager for Honeywell International Inc. from 1996 to 1999 and a sales manager for Alfa Laval from 1994 to 1996.
Mr. Wang obtained his master’s degree in Engineering from Tsinghua University in 1989. Zhijuan Guo, our Chief
Financial Officer, has over 15 years of finance and accounting experience and has been with us since inception in
2002. Xudong Wang, our Vice President of Strategy and Development, served previously as the vice president of an
international financial firm. Wen Sha, our Vice President of Marketing, has extensive sales experience and industry
contacts. Prior to joining us as a regional sales manager in 2005, he served as the general manager of Nanjing Hui Dun
Ltd. and as sales director of APV Accessen in Shanghai, a leading international PHE firm. Feng Chen, Ph.D., our
Chief Technology Officer, joined us in 2008 as part of our SanDeKe acquisition. Prior to founding SanDeKe, he
served in a leading engineering position in China with Alfa Laval.
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Our Growth Strategy

Our goal is to further penetrate the many market segments throughout China for PHEs, PHE Units and related
accessories, expand our PHE and PHE Unit sales both domestically and internationally, promote the sale of heat
meters, introduce heat pumps as a new product line and execute strategic acquisitions that are accretive and synergistic
to our business.

Pursue High Growth Chinese End Markets. We are targeting our sales efforts on a number of high growth Chinese
end markets, such as the nuclear power, petrochemical and ship-building industries. We currently have a presence in
these segments but believe there are significant opportunities to improve our market share by leveraging our premium
product quality and high quality service. Our solutions are commonly used in many of these industries and customers
continue to assess the cost savings and positive environmental attributes of PHEs.
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Continue Organic Growth Initiatives. We believe that the current PHE market is fragmented and represents an
excellent opportunity for us to gain additional market share from our competitors. We intend to continue to open new
sales offices, hire additional sales personnel, expand into new distribution channels and improve the quality of our
products. We also intend to continue to leverage our strong brand, quality customer service, engineering and reliable
product delivery to gain incremental business with our existing clients. Finally, we believe that as we continue to
grow, economies of scale and improved cost control measures will drive stronger profitability across all product lines.

Promote Heat Meters. In response to rising energy costs and an increased focus on energy efficiency, the Chinese
government and local utility companies have made the use of heat meters compulsory in China. In July 2003, heat
meters were required nationally by law for new buildings installed with central heating; the requirement was extended
in April 2008 by the Energy Conservation Law, Article 38, to cover existing buildings being retrofitted. We are
currently working with the General Administration of Quality Supervision and Quarantine, an administrative organ
established under the PRC’s State Council, to establish a national heating standard in China. We also intend to leverage
the Taiyu brand and our reputation in the PHE market to gain market share.

Introduce Heat Pumps. Heat pump systems are a rapidly growing market in China and the leading energy source for
new buildings in Germany and Austria. Heat pumps have replaced conventional fossil fuel based technology to a large
degree in these European countries for heating, cooling and hot water for residential and commercial buildings. We
plan to begin designing, manufacturing and selling heat pumps in 2011 for the China domestic market.

Expand Internationally. We continue to seek additional opportunities to expand our business internationally. We plan
to cooperate with a number of international energy contractors to help promote our products outside of China and will
review international acquisition opportunities and joint venture opportunities for international growth.

Execute Strategic Acquisitions. We intend to continue to acquire select domestic or international targets that would
enable us to enter new markets or gain entry into new industries. For example, the asset acquisition of Siping Beifang
in 2009 provided us with an entrance into the petrochemical and high pressure chemical end markets, which were
previously immaterial industries for us. We also acquired SanDeKe in 2008, which increased our PHE and PHE Unit
production capacity. Due to the high pressure and heat tolerance demands of the petrochemical industry, we have also
acquired valuable engineering expertise that may help us serve the nuclear energy industry in a meaningful way.
Management believes it has a strong track record of acquiring companies that fit our strategic goals of reducing
pollution and saving energy, and of successfully integrating their operations so they are accretive to earnings and
contribute to our rapid growth. We will continue to identify and review targets that are accretive to our earnings,
easily integrated into our existing infrastructure and synergistic to our operations.

Production

We currently operate three manufacturing facilities in China: our Taiyu plant in Shenyang, our principal
manufacturing facility; our SanDeKe plant in the Pudong district; and our Siping Beifang plant. Our manufacturing
facilities, in the aggregate, currently have the capacity to produce 22 PHEs, 8 PHE Units and 200 heat meters daily.
We expect SmartHeat Energy to commence operations in 2011 and expand our production capacity. We generally
operate on an 8-hour shift, with the exception of the high season from May to November, during which we may
operate the plant for 11-12 hours per day. Production is driven by orders from clients and is scheduled on a
just-in-time delivery basis.

Marketing

Since initiating operations in 2003, we have emphasized the development of the Taiyu brand, which is recognized and
associated with quality production and first-rate service. We have long-standing positive relationships with local
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governments in Beijing, Shenyang, Urumgqi, Shandong, Jiangsu and Shanghai, and formed new relationships with
local governments in Yingkou, Qingdao, Jiamusi and Harbin. We regularly appear at industry trade shows, attending
HVAC trade fairs in Shanghai and Chinese environmental protection forums. We also maintain positive relationships
with local utilities, oil refiners, steel producers and food and beverage companies. Marketing costs are generally
funded through working capital and expensed as incurred.

Suppliers

Plates for our PHEs and PHE Units are manufactured in our facilities and are also purchased from Sondex under the
terms of our Sondex authorized dealer arrangement. While we are an authorized dealer, annual or quarterly purchasing
prices are not fixed and fluctuate according to Sondex’s most recent pricing list. We generally order stainless steel
plates two to three months in advance based on production needs and projected sales. Sondex plate purchases
accounted for approximately 12% of our total annual raw material purchases in 2010.
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Components generally include pumps, valves, pipes and electronic meters purchased from a number of premium
international and domestic suppliers who have been certified to meet our quality specifications. Representative
component suppliers include Siemens, Wilo A.G. and Honeywell, as well as others. Components are ordered on an as
needed basis for manufacturing. We maintain a relatively small inventory of component parts for resale.

Plates and components together generally constituted approximately 86% of our raw material purchases in 2010.
Customers

We sell both directly through our sales force and through a network of national distributors located throughout
China. All of our work is performed based on written contracts with customers and there are no oral contracts. Our
customer base is diversified across a number of end markets in China, with no individual customer accounting for
greater than 10% of our sales in 2010, 2009 or 2008. Our 10 largest customers accounted for approximately 27% of
our sales in 2010.

Backlog

As of December 31, 2010, our backlog of orders expected to be delivered in 2011 was approximately $15.2 million
(RMB 100 million). We did not track backlog prior to 2010. Our backlog consists of products for which customer
orders have been received and that are scheduled or in the process of being scheduled for shipment. Our backlog is
subject to seasonality, with approximately 74% of our revenues generated during the third and fourth quarters because
of the seasonal nature of central heating services in China, for which customers generally order equipment in the first
and second quarters for delivery in the third and fourth quarters.

Intellectual Property

We use the Taiyu brand name on most of our PHEs and all of our PHE Units and heat meters. We registered and
received approval from the China Trademark Bureau for this trade name. We believe the Taiyu brand name is
recognized in China’s heating industry for quality and efficiency. We have eight registered patents in China for PHE
products and heat meters. We have two patents for our PHESs, one for our heat transfer system for space heating and
domestic hot water, one for a heat meter cleaning pipe, two for our heat meter testing system, one for an integrated
heat transfer system and one for an efficient-heat testing bench. Five of our patents expire in 2014, one expires in
2016 and two expire in 2017.

Research and Development

To maintain our competitive edge in the marketplace and keep pace with new technologies, we believe it is important
to devote resources to ongoing research and development to find improved efficiencies in design, cost and energy
capture. Research and development costs for 2010, 2009 and 2008, were $1.89 million, $1.36 million and $1.02
million, respectively. We plan to continue to invest in research and development to identify new industry applications
for PHEs, improve and expand our product lines, including the introduction of heat pumps in 2011, develop
multifunctional PHE Units and modify PHE designs to meet current market demand. We also work with several
professors who are heat transfer experts on an individual consulting basis.

Governmental and Environmental Regulation
While our PHEs and PHE Units are not subject to material regulation by the Chinese government or other national
agencies, we obtained National Safety Certification for our PHE products and are an ISO 9001 certified manufacturer.

The National Safety Certification is not required for either the production or sale of PHE products. However,
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obtaining this certification confirms our commitment to safety and quality. For companies in industries utilizing high
temperatures or pressure in their production processes, the certification is of critical importance in choosing a PHE
provider.

Our heat meters require a license for production and sale. We obtained this license on August 12, 2005. The license is
valid through March 11, 2012, when we will need to submit a request to the Chinese government for renewal. The
Safety Bureau conducts site visits and inspections of documents on a periodic basis to verify adherence to the
standards. Additionally, due to rising energy costs and the increased sensitivity to environmental issues, Chinese
government and local utility companies have made the use of heat meters compulsory in China. As of July 2003, heat
meters were required nationally by law for new construction installed with central heating and. In April 2008, the
Energy Conservation Law, Article 38, extended the requirement to cover retrofitted buildings.

Our business and company registrations are in compliance with the laws and regulations of the municipal
governments of Shenyang and China. We are subject to China’s National Environmental Protection Law as well as
local laws regarding pollutant discharge and air, water and noise pollution, with which we comply. The cost of
compliance with these regulations is not material and has not, and we believe, in the future, will not, have a material
adverse effect on our business, consolidated results of operations and consolidated financial condition.
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Competition

We compete exclusively in the domestic Chinese market. We believe our competitive advantages lie in superior
engineering and design skills, the longevity and efficiency of the components we use, our ability to vertically integrate
our manufacturing process, our just-in-time delivery and the reliable after-sales services we provide through our local
service centers. We also believe our position as a China-based producer of PHEs and PHE Units in a marketplace
previously dominated by foreign manufacturers creates an advantage when seeking new customers. We receive
contracts for our products through both bidding processes, which makes the tracking of prices among leading
competitors difficult to assess, and negotiations directly with customers.

Our principal competitors in the domestic Chinese market for PHEs include Alfa Laval, APV, Tranter, Accessen,
Lanshi and Juyuan, and foreign producers hold an approximately 50% market share. We believe the quality of our
PHEs is equal to those sold by Alfa Laval, as are our prices. In comparison with other domestic producers, our prices
are approximately 10%-15% higher, reflecting a premium we believe attributable to the quality of our products.

We believe we have emerged as a leading domestic producer of PHE Units, with an estimated market share in China
of 12% in 2010. Our principal competitors in the domestic Chinese market for PHE Units, each estimated to have less
than a 5% market share, are Danfoss, Accessen, a Sino-U.S. joint venture established by Denmark’s Accessen and
utilizing Alfa Laval plates along with their own plates in the PHE Units, and Juyuan. We believe that Danfoss
competes directly with us for contracts with the local heat and power companies in larger cities, while Accessen
targets the petrochemical, metallurgy and HVAC sectors.

The market for heat meters is extremely fragmented with multiple overseas and domestic producers and no established
leader. We continue to seek to become a leading supplier of heat meters in China.

Seasonality

We typically experience significantly stronger sales in the third and fourth calendar quarters with approximately 74%
of our revenue generated during the third and fourth quarters, which is the fall and winter season in China. Our
quarterly revenues may fluctuate significantly due to the seasonal nature of central heating services in China, where
the equipment used in residential buildings must be delivered and installed prior to the beginning of the heating season
in late fall. We believe that as we expand our presence into other industries and sectors, this seasonality will be
partially mitigated.

Employees

As of December 31, 2010, we had 776 full time employees and 180 seasonal employees. We maintain strong ties with
our employees and staff and retention is stable. Our employee contracts adhere to both state and provincial
employment regulations and all social security regulations. All compensation, including social insurance, is paid in a
timely manner to authorities and employees. There have been no disputes to date and there are no collective
bargaining agreements.

Our sales personnel are eligible to receive annual bonuses based on pre-established sales targets. Production
employees are also eligible for annual bonuses based on product quality ratios, customer complaint ratios, new
product invention and product inventory. All employees are eligible to receive grants of awards of our common stock

pursuant to our 2010 Equity Incentive Plan.

Item 1A. Risk Factors
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Our business and an investment in our securities are subject to a variety of risks. The following risk factors describe
the most significant events, facts or circumstances that could have a material adverse effect upon our business,
financial condition, results of operations, ability to implement our business plan, and the market price for our
securities. Many of these events are outside of our control. If any of these risks actually occurs, our business, financial
condition or results of operation may be materially adversely affected. In such case, the trading price of our common
stock could decline and investors in our common stock could lose all or part of their investment.

Risks Related to Our Business

The markets we serve are subject to seasonality and cyclical demand, which could harm our business and make it
difficult to project long-term performance.

Demand for our products depends in large part upon the level of capital and maintenance expenditures of our
customers and end users. These expenditures have historically been cyclical in nature and vulnerable to economic
downturns. Decreased capital and maintenance spending by our customers could have a material adverse effect on the
demand for our products and our business, financial condition and results of operations. In particular, an economic
slowdown in the domestic economy may result in reduced orders for PHEs from the steel processing and
petrochemical sectors and lower orders for PHE Units from the HVAC sector. To date, we have not been adversely
affected by these trends and, given the current demand visibility, we do not currently foresee weakening in the
demand for our products in the next year. However, the historically cyclical nature of the demand for our products
limits our ability to make accurate long-term predictions about our performance. Changing world economic and
political conditions may also reduce the willingness of our customers and prospective customers to purchase our
products and services. The seasonality of our business results in significant operational challenges to our production
and inventory control functions.
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Our accounts receivables remain outstanding for a significant period of time, which has a negative impact on our cash
flow and liquidity.

Our agreements with our customers generally provide that 30% of the purchase price is due upon the placement of an
order, 30% upon delivery and 30% upon installation and acceptance of the equipment after customer testing. As a
common practice in the heating manufacturing business in China, payment of the final 10% of the purchase price is
due no later than the termination date of the standard warranty period, which ranges from 3 to 24 months from the
acceptance date. We may experience payment delays from time to time, which range from 1 to 3 months from the due
date. While these payment delays are very common in the heating manufacturing industry in China and historically
our collections have been reasonably assured, such delays cause capital to be tied up in inventories, which may result
in pressure on our cash flows and liquidity. In 2010, we had accounts receivable turnover of 2.98 on an annualized
basis, with days sales outstanding of 123 and inventory turnover of 4.26 on an annualized basis. In 2009, we had
accounts receivable turnover of 3.6 on an annualized basis, with days sales outstanding of 146 and inventory turnover
of 6.2 on an annualized basis. The low accounts receivable turnover and high days outstanding is due to the
seasonality of our sales and postponement of payments from certain customers. The low inventory turnover in 2010
compared to 2009 was due to increased inventory on hand for the readiness of the high production season with an
increased number of large orders in 2010. Approximately 74% of our revenue is generated in the third and fourth
quarters.

We acquire most of the components for the manufacture of our products from a limited number of suppliers.

We acquire most of the components for the manufacture of our products from a limited number of suppliers. To
manufacture our products, these components must be available when needed, at the right level of quality and at the
right price. If we are unable to obtain these components accordingly, we would experience delays in manufacturing
our products and our financial results could be adversely affected. Suppliers of some of these components require us
to place orders with significant lead-time to assure supply in accordance with our requirements. Certain of these
suppliers are currently the sole source of one or more components upon which we are dependent and alternative
sources would not be available for those components unless we were to redesign our products. Other components
could be obtained from alternate suppliers without redesign, but only at higher prices than we currently pay or for
delivery later than required by our production schedule. We maintain a relatively small inventory of component parts
for resale and our parts services business would suffer if the supply of replacement parts was reduced or terminated by
our suppliers. If suppliers are not able to provide these critical components on the dates and at the prices scheduled,
we may not be able to promptly and cost-effectively manufacture our products to meet customer orders, which could
harm our credibility and the market acceptance and sales of our products. Increased costs associated with supplied
materials or components could increase our costs and reduce our profitability if we are unable to pass these cost
increases on to our customers.

We are a major purchaser of certain goods and raw materials that we use in the manufacturing process of our products,
and price changes for the commodities we depend on may adversely affect our profitability.

Our profitability generally depends upon the margin between the cost to us of certain goods used in the manufacturing
process, such as plates, pumps, water tanks, sensors, controlling systems and other raw materials, as well as our
fabrication costs associated with converting such goods and raw materials compared to the selling price of our
products, and the overall supply of raw materials. It is our intention to base the selling prices of our products upon the
associated raw materials costs to us. However, we may not be able to pass all increases in raw material costs and
ancillary acquisition costs associated with taking possession of the raw materials through to our customers. Although
we are currently able to obtain adequate supplies of raw materials, it is impossible to predict future availability or cost.
With the rapid growth of China’s economy, the demand for certain raw materials is great while the supply may be
more limited. This may affect our ability to secure the necessary raw materials in a cost-effective manner for
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production of our products at the volume of purchase orders that we anticipate receiving. The inability to offset price
increases of raw materials by sufficient product price increases, and our inability to obtain raw materials, would have a
material adverse effect on our consolidated financial condition, results of operations and cash flows.
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We may experience material disruptions to our manufacturing operations.

While we seek to operate our facilities in compliance with applicable rules and regulations and take measures to
minimize the risks of disruption at our facilities, a material disruption at one of our manufacturing facilities could
prevent us from meeting customer demand, reduce our sales and/or negatively impact our financial results. Any of our
manufacturing facilities, or any of our machines within an otherwise operational facility, could cease operations
unexpectedly due to a number of events, including:

o prolonged power failures;
o equipment failures;
. disruptions in the transportation infrastructure including roads, bridges, railroad tracks;
o fires, floods, earthquakes or other catastrophes; and
. other operational problems.

We cannot be certain that our product innovations and marketing successes will continue.

We believe that our past performance has been based on, and our future success will depend, in part, upon our ability
to continue to improve our existing products through product innovation and to develop, market and produce new
products. We cannot assure you we will be successful in introducing, marketing and producing any new products or
product innovations, or that we will develop and introduce in a timely manner innovations to our existing products
which satisfy customer needs or achieve market acceptance. Our failure to develop new products and introduce them
successfully and in a timely manner could harm our ability to grow our business and could have a material adverse
effect on our business, results of operations and financial condition.

Our technology may not satisfy the changing needs of our customers.

As with any technology, including the technology of our current and proposed products, there are risks that the
technology may not successfully address all of our customers’ needs. While we have already established successful
relationships with our customers, their needs may change or vary. This may affect the ability of our present or
proposed products to address all of our customers’ ultimate technology needs in an economically feasible manner.

Our relationship with Sondex has substantially contributed to our business and its growth.

We are an authorized dealer of Sondex PHE plates in China. Sondex is one of the world’s leading PHE and PHE plate
manufacturers. We sell PHEs under our Taiyu brand or on demand under the Sondex brand, while our PHE Units are
sold under our Taiyu brand only. We believe our ability to provide Sondex-branded PHEs has contributed to our
reputation for high quality products. Prior to our acquisition of Siping Beifang in 2009, we sourced all of our PHE
plates, important raw elements used in both PHEs and PHE Units, from Sondex. However, our acquisition of Siping
Beifang, along with our internal research and development efforts, enable us to produce our own plates for our heat
exchangers, which has significantly reduced our reliance on Sondex-supplied plates. We cannot assure you that our
products will be as well received in the marketplace as products sold under the Sondex brand, or that we will be able
to produce sufficient quantities to meet demand. If our relationship with Sondex were to terminate, we would be
required to manufacture plates ourselves and procure plates from other third party sources, of which we believe there
are several alternate suppliers that meet our volume and quality standards. Currently, we cannot guarantee our ability
to manufacture sufficient plates or that we will be able to secure a supply of plates from third party sources on
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acceptable terms and in a timely fashion. Accordingly, termination of our Sondex relationship may present risks to our
business, revenues and operations until we secure alternate and comparable sources of supply.

We may not be able to keep pace with rapid technological changes and competition in our industry.

While we believe we have hired or engaged personnel and outside consultants who have the experience and ability
necessary to keep pace with advances in technology, and while we continue to seek out and develop “next generation”
technology through our research and development efforts, there is no guarantee we will be able to keep pace with
technological developments and market demands in this evolving industry and market. In addition, our industry is
highly competitive. Although we believe we have developed strategic relationships to best penetrate the China market,
we face competition from other manufacturers of products similar to our products. Some of our competitors’
advantages over us in the areas of products, marketing and services include the following:

o Substantially greater revenues and financial resources;
o Stronger brand names and consumer recognition;
. The capacity to leverage marketing expenditures across a broader portfolio of products;

10
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o Pre-existing relationships with potential customers;
o More resources to make acquisitions;
° Lower labor and development costs; and
o Broader geographic presence.

We will face different market dynamics and competition if we expand our market to other countries. In some
international markets, our future competitors would have greater brand recognition and broader distribution than we
have. We may not be as successful as our competitors in generating revenues in international markets due to our
inability to provide products that are attractive to the markets in other countries, the lack of recognition of our brand,
and other factors. As a result, any international expansion efforts could be more costly and less profitable than our
efforts in the domestic market in China.

Our products may contain defects, which could adversely affect our reputation and cause us to incur significant costs.

Despite testing, defects may be found in existing or new products. Any such defects could cause us to incur significant
return and exchange costs, re-engineering costs, divert the attention of our engineering personnel from product
development efforts and cause significant customer relations and business reputation problems. Any such defects
could force us to undertake a product recall program, which could cause us to incur significant expenses and could
harm our reputation and that of our products. If we deliver products with defects, our credibility and the market
acceptance and sales of our products could be harmed.

Due to the nature of our business and products, we may be liable for damages based on product liability and warranty
claims.

Due to the high pressures and temperatures at which many of our products are used, and the fact that some of our
products are relied upon by our customers or end users in their facilities or operations, or are manufactured for
relatively broad consumer use, we face an inherent risk of exposure to claims in the event that the failure, use or
misuse of our products results, or is alleged to result, in bodily injury, property damage or economic loss. We believe
we meet or exceed existing professional specification standards recognized or required in the industries in which we
operate. We have been subject to claims in the past, none of which has had a material adverse effect on our financial
condition or results of operations, and we may be subject to claims in the future. Although we currently maintain
product liability coverage, which we believe is adequate for the continued operation of our business, such insurance
may become difficult to obtain or may become unobtainable in the future on terms acceptable to us and may not cover
warranty claims. A successful product liability claim or series of claims against us, including one or more consumer
claims purporting to constitute class actions, in excess of our insurance coverage or a significant warranty claim or
series of claims against us could materially decrease our liquidity and impair our financial condition.

We may experience delays in launching our products, which would negatively impact our position in the marketplace.
We may experience delays in bringing new products to market, due to design, manufacturing or distribution problems.
Such delays could adversely affect our ability to compete effectively and may adversely affect our relationship with

our customers. Any such delays would adversely affect our revenues and our ability to become profitable.

If we are not able to manage our growth, we may not remain profitable.
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Our success will depend on our ability to expand and manage our operations and facilities. There can be no assurance
we will be able to manage our growth, meet the staffing requirements for our business or for additional collaborative
relationships or successfully assimilate and train new employees. In addition, to manage our growth effectively, we
may be required to expand our management base and enhance our operating and financial systems. If we continue to
grow, there can be no assurance that the management skills and systems currently in place will be adequate or that we
will be able to manage any additional growth effectively. Failure to achieve any of these goals could have a material
adverse effect on our business, financial condition or results of operations.

Our business could be subject to environmental liabilities.

As is the case with manufacturers of similar products, we use certain hazardous substances in our operations.
Currently, we do not anticipate any material adverse effect on our business, revenues or results of operations as a
result of our compliance with Chinese environmental laws and regulations. However, the risk of environmental
liability and charges associated with maintaining compliance with environmental laws is inherent in the nature of our
business, and there is no assurance that material environmental liabilities and compliance charges will not arise in the
future.

11
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We have limited business insurance coverage and may incur losses due to business interruptions resulting from natural
and man-made disasters, and our insurance may not be adequate to cover liabilities resulting from accidents or injuries
that may occur.

The insurance industry in China is still in an early stage of development and insurance companies located in China
offer limited business insurance products. In the event of damage or loss to our properties, our insurance may not
provide as much coverage as if we were insured by insurance companies in the United States. We currently carry
property and casualty insurance for our buildings, plant and equipment, but cannot assure you that the coverage will
be adequate to fully replace damage to any of the foregoing. Should any natural catastrophes such as earthquakes,
floods or any acts of terrorism occur where our primary operations are located and most of our employees are based,
or elsewhere, we might suffer not only significant property damage, but also loss of revenues due to interruptions in
our business operations. The occurrence of a significant event for which we are not fully insured or indemnified, or
the failure of a party to meet its underwriting or indemnification obligations, could materially and adversely affect our
operations and financial condition. Moreover, no assurance can be given that we will be able to maintain adequate
insurance in the future at rates we consider reasonable.

If we lose our key personnel or are unable to attract and retain additional qualified personnel, the quality of our
services may decline and our business may be adversely impacted.

We rely heavily on the expertise, experience and continued services of our senior management, including our
Chairman, President and Chief Executive Officer, Jun Wang. Loss of his services could adversely impact our ability
to achieve our business objectives. Mr. Wang is a key factor in our success at developing and introducing new
products and establishing new customer relationships because of his industry experience and reputation. We believe
our future success will depend upon our ability to retain Mr. Wang and other key employees and our ability to attract
and retain other skilled personnel. The rapid growth of the economy in China has caused intense competition for
qualified personnel. We cannot guarantee that any employee will remain employed by us for any definite period of
time or that we will be able to attract, train or retain qualified personnel in the future and the loss of personnel could
have a material adverse effect on our business and company. Moreover, qualified employees periodically are in great
demand and may be unavailable in the time frame required to satisfy our customers’ requirements. We need to employ
additional personnel to expand our business. There is no assurance that we will be able to attract and retain sufficient
numbers of highly skilled employees in the future. The loss of personnel or our inability to hire or retain sufficient
personnel at competitive rates could impair the growth of our business.

If we fail to maintain an effective system of internal controls, we may not be able to report our financial results
accurately. Any inability to report and file our financial results accurately and timely could harm our business and
adversely impact the trading price of our common stock.

We are required to establish and maintain internal control over financial reporting, disclosure controls and procedures
and to comply with other requirements of the Sarbanes-Oxley Act and the rules promulgated by the SEC. Our
management, including our Chief Executive Officer and Chief Financial Officer, cannot guarantee our internal
controls and disclosure controls will prevent all possible errors. Because of the inherent limitations in all control
systems, no system of controls can provide absolute assurance that all control issues and instances of fraud, if any,
within the company have been detected. These inherent limitations include the possibility that judgments in
decision-making can be faulty and subject to simple error or mistake. Furthermore, controls can be circumvented by
individual acts of some persons, by collusion of two or more persons, or by management override of the controls. The
design of any system of controls is based in part upon certain assumptions about the likelihood of future events, and
there can be no assurance that any design will succeed in achieving its stated goals under all potential future
conditions. Over time, a control may become inadequate because of changes in conditions or the degree of compliance
with policies or procedures may deteriorate. Because of inherent limitations in a cost-effective control system,
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misstatements due to error or fraud may occur and may not be detected. Our inability or failure to report and file our
financial results accurately and timely could harm our business and the trading price of our common stock.

Our bank accounts are not insured or protected against loss.
We maintain our cash with various banks located in China. Our cash accounts are not insured or otherwise protected.
Should any bank holding our cash deposits become insolvent, or if we are otherwise unable to withdraw funds, we

would lose the cash on deposit with that particular bank or trust company.

We may need additional capital to execute our business plan and fund operations and may not be able to obtain such
capital on acceptable terms or at all.

Capital requirements are difficult to plan for in our rapidly changing industry. Although we currently expect to have
sufficient funding for the next 12 months, we may need additional capital to fund our future growth.

12
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Our ability to obtain additional capital on acceptable terms or at all is subject to a variety of uncertainties, including:
. Investors’ perceptions of, and demand for, companies in our industry;
o Investors’ perceptions of, and demand for, companies operating in China;
o Conditions of the U.S. and other capital markets in which we may seek to raise funds;
° Our future results of operations, financial condition and cash flows;
. Governmental regulation of foreign investment in companies in particular countries;
o Economic, political and other conditions in the United States, China, and other countries; and
o Governmental policies relating to foreign currency borrowings.

We may be required to pursue sources of additional capital through various means, including joint venture projects
and debt or equity financings. There is no assurance we will be successful in locating a suitable financing transaction
in a timely fashion or at all. In addition, there is no assurance we will be successful in obtaining the capital we require
by any other means. Future financings through equity investments are likely to be dilutive to our existing
shareholders. Also, the terms of securities we may issue in future capital transactions may be more favorable for our
new investors. Newly issued securities may include preferences, superior voting rights, the issuance of warrants or
other derivative securities, and the issuances of incentive awards under equity employee incentive plans, which may
have additional dilutive effects. Furthermore, we may incur substantial costs in pursuing future capital or financing,
including investment banking fees, legal fees, accounting fees, printing and distribution expenses and other costs. We
may also be required to recognize non-cash expenses in connection with certain securities we may issue, such as
convertible notes and warrants, which will adversely impact our financial condition.

If we cannot raise additional funds on favorable terms or at all, we may not be able to carry out all or parts of our
strategy to maintain our growth and competitiveness or to fund our operations. If the amount of capital we are able to
raise from financing activities, together with our revenues from operations, is not sufficient to satisfy our capital
needs, even to the extent that we reduce our operations accordingly, we may be required to cease operations.

We may not be able to protect our technology and other proprietary rights adequately.

Our success will depend in part on our ability to obtain and protect our products, methods, processes and other
technologies, to preserve our trade secrets and to operate without infringing on the proprietary rights of third parties
both domestically and abroad. Despite our efforts to preserve our intellectual property rights, any of the following
occurrences may reduce the value of our intellectual property:

. Issued patents and trademarks may not provide us with any competitive advantages;

¢ Our efforts to protect our intellectual property rights may not be effective in preventing misappropriation of our
technology;

¢ Our efforts may not prevent the development and design by others of products or technologies similar to or
competitive with, or superior to those we develop; or
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Another party may obtain a blocking patent and we would need to either obtain a license or design around the patent
in order to continue to offer the contested feature or service in our products.

Effective protection of our intellectual property rights may be unavailable or limited in China or certain other
countries. If we are unable to protect our proprietary rights adequately, it would have a negative impact on our
operations.

We may be subject to claims that we have infringed the proprietary rights of others, which could require us to obtain a
license or change our designs.

Although we do not believe any of our products infringe the proprietary rights of others, there is no assurance that
infringement or invalidity claims, or claims for indemnification resulting from infringement claims, will not be
asserted or prosecuted against us or that any such assertions or prosecutions will not materially adversely affect our
business. Regardless of whether any such claims are valid or can be successfully asserted, defending against such
claims could cause us to incur significant costs and could divert resources away from our other activities. In addition,
assertion of infringement claims could result in injunctions that prevent us from distributing our products. If any
claims or actions are asserted against us, we may seek to obtain a license to the intellectual property rights that are in
dispute. Such a license may not be available on reasonable terms, or at all, which could force us to change our designs.
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Risks Related to Doing Business in China
Inflation in China could negatively affect our profitability and growth.

The rapid growth of China’s economy has been uneven among economic sectors and geographic regions of the country
and has been fueled over the last three years by a large amount of debt issuances. China’s economy grew at an annual
rate of 10.3% in 2010, as measured by the year-over-year change in Gross Domestic Product, or GDP, according to

the National Bureau of Statistics of China, or the NBS. Rapid economic growth and less restrictive monetary policies
can lead to growth in the money supply and rising inflation. According to the NBS, the annual inflation rate in China,
as measured by the year-over-year change in consumer price index, was 4.6% as of December 2010, according to the
NBS, and is expected to continue to increase. If prices for our products and services fail to rise at a rate sufficient to
compensate for the increased costs of supplies, such as raw materials, due to inflation, it may have an adverse effect

on our profitability.

In order to control inflation in the past, the PRC government has imposed controls on bank credits, limits on loans for
fixed assets and restrictions on state bank lending. In addition, the People’s Bank of China, which is the central bank of
the PRC, has effected several increases in interest rates in response to inflationary concerns in China’s economy. The
implementation of such policies may further impede future economic growth. If the People’s Bank of China continues
to raise interest rates, economic activity in China could further slow and, in turn, materially increase our costs and
reduce demand for our products and services.

Additionally, customers generally purchase our products as part of their capital budget. Our business for our products
is therefore dependent in part upon the economic health of our customers and our customers’ industries. Any change in
monetary policy or economic slowdown can affect all purchasers and manufacturers of capital equipment, and we
cannot assure you that our business will not be significantly impaired as a result.

Limitations on the ability of our operating subsidiaries to make payments to us could have a material adverse effect on
our ability to conduct our business and fund our operations.

We are a holding company and conduct substantially all of our business through our operating subsidiaries in China.
We will of necessity rely on dividends paid by our subsidiaries for our cash needs, including the funds necessary to
pay dividends and other cash distributions to our shareholders, to service any debt we may incur and to pay our
operating expenses. The payment of dividends by entities organized in China is subject to limitations. In particular,
regulations in China currently permit payment of dividends only out of accumulated profits as determined in
accordance with Chinese accounting standards and regulations. We are also required to set aside at least 10% of our
operating subsidiaries’ after-tax profit based on Chinese accounting standards each year to a statutory surplus reserve
fund until the accumulative amount of such reserve reaches 50% of our registered capital. These reserves are not
distributable as cash dividends. In addition, we may be required to allocate a portion of its after-tax profit to a staff
welfare and bonus fund at our discretion. Moreover, if any of our subsidiaries incur debt on its own behalf in the
future, the instruments governing the debt may restrict such subsidiary’s ability to pay dividends or make other
distributions to us. Any limitation on the ability of one of our subsidiaries to distribute dividends and other
distributions to us could materially and adversely limit our ability to make investments or acquisitions that could be
beneficial to our businesses, pay dividends or otherwise fund and conduct our business.

It will be extremely difficult to acquire jurisdiction and enforce liabilities against our officers, directors and assets
based in China.

Our executive officers and several of our directors, including the Chairman of our Board of Directors, are Chinese
citizens. It may be difficult, if not impossible, to acquire jurisdiction over these persons in the event a lawsuit is
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initiated against us or our officers and directors by a shareholder or group of shareholders in the United States. Also,
because our operating subsidiaries and assets are located in China, it may be extremely difficult or impossible for you
to access those assets to enforce judgments rendered against us or our directors or executive offices by U.S. courts. In
addition, the courts in China may not permit the enforcement of judgments arising out of U.S. federal and state
corporate, securities or similar laws. Accordingly, U.S. investors may not be able to enforce judgments against us for
violation of U.S. securities laws.

Substantially all of our assets are located in China and all of our revenue is derived from our operations in China.
Accordingly, our results of operations and prospects are subject, to a significant extent, to the economic, political and
legal developments in China.

While China’s economy has experienced significant growth in the past 20 years, such growth has been uneven, both
geographically and among various sectors of the economy. The Chinese government has implemented various
measures to encourage economic growth and guide the allocation of resources. Some of these measures benefit the
overall economy of China, but they may also have a negative effect on us. For example, our operating results and
financial condition may be adversely affected by government control over capital investments or changes in tax
regulations. The economy of China has been changing from a planned economy to a more market-oriented economy.
In recent years China has implemented measures emphasizing the utilization of market forces for economic reform
and the reduct