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Industry Environment

In 2003, the market condition of household appliance in the
PRC was complicated. Unfavorable factors like the outbreak of
Severe Acute Respiratory Syndrome (“SARS”), large-scale
cool-summer in the PRC, the ever-increasing raw material cost,
the continuous price-cutting of the domestic manufacturers, and
the inflow of the large-scale foreign household appliance
enterprises, resulted in keen competition of household appliance
market. The pressure to reshuffle in the industry was strong.
The enhanced brand concentration and polarization forced
weaker enterprises out of the household appliance market.

Regarding the air-conditioner business, the costs of raw
material were rising rapidly. The cost of major raw materials like
compressor, plastic material, copper and steel, etc. increased
by approximately 20%-25%, and the possibility of revising
downward is hardly possible in the near term. On the other
hand, price was the major means of competition of air-
conditioner business; the operating environment of the industry
became more challenging.

Regarding the refrigerator business, according to a survey on
the market condition of refrigerator in major cities, the penetration
rate of refrigerator in the urban area was high, reached
approximately 89.7%. Market demand was mainly derived from
second-time purchase. The strengthened brand recognition of
the PRC consumers and the improvement of living standard
shifted the demand of refrigerator to significant brand, with the
retention rate of the top four brands reached approximately
60%. As a result of the high brand concentration, the competition
of the refrigerator market was more static.

The export volume of the PRC household appliance continued
to maintain high growth momentum. The statistic of Customs
General Administration showed, the annual total export revenue
of the PRC household appliance in 2003 was approximately
US$12.58 billion, representing an increase of approximately
42.4% over prior year. Among which, the total export volume of
air-conditioner reached approximately 16,438,800 units, doubled
that of the previous year; while that of refrigerator amounted to
approximately 8,807,300 units, increased 44.3% over the
corresponding period of last year. The PRC has become the
world’s largest manufacturing base and export country of
household appliance.
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The PRC Government launched the “Maximum allowable
values of energy consumption and energy efficiency grades for
household refrigerator” in November 2003. All refrigerators
would be classified into Grade A, B, C, D & E according to their
energy consumption levels. Grade A represents the highest
energy efficiency level; whereas Grade D & E represent
refrigerators which have to be mandatory eliminated by the
PRC Government. The policy brought forward new standard for
the industry by allowing only the strongest survived. All
refrigerator manufacturers will be more concerned with energy
efficiency in the future.

Financial Highlights
Working Capital and Financial Resources

As at 31st December 2003, the bank borrowings of the Group
amounted to approximately HK$538,788,000, including short-
term bank loans of approximately HK$510,637,000 while bank
balances and cash amounted to approximately HK$132,716,000.
The Group’s trade receivable balance for the year ended 31st
December 2003 was approximately HK$246,949,000.

Since all of the Group’s sales and purchases are mainly
denominated in United States Dollar, Renminbi and Hong Kong
Dollar, there is no material risk with respect to currency
fluctuation.

Capital Structure

As at 31st December 2003, the shareholders’ equity of the
Group was approximately HK$353,538,000, a decrease of
approximately 18% over prior year. As at 31st December 2003,
the debt to equity ratio, calculation based on total of short-term
and long-term loans against consolidated shareholders’ equity,
was about 1.52.

Balance Sheet Highlights

BEBBERME
HK$ Million 02/03
e 2001 2002 | 2003 Change 2i7i#
Non-current Assets
FEnEEE 800 813 770 -5%
Inventory
FHEHE 635 397 550 39%
A/C Receivables
FEUSRRR 301 132 247 87%
Cash on Hand
FHRE 187 174 133 -24%
Bank Loan
SRITERR 535 530 539 2%
Shareholders' Equity
R sRAELS 682 431 354 -18%
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Profit and Loss Account Highlights

EEBRRHEE
HK$ Million 02/03
EEET 2002 | 2003 | Change 2t
Turnover o
e 1,651 1,261 | 1,573 25%
Gross Profit
ERHEEF 434 168 300 79%
Operating Profit / (Loss)
R (B54R) 3 200 | -34 | NA/T#EA
Profit / (Loss) Attributable to N
shareholders AysEREsF / (B18) | 11 250 | -77 | NA/Fi#ER
Earnings / (Loss) per
share (HK cents) A& &F| 0.8 -18.1 -5.6 NA / FiE B
/ (548) - 4l
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Banking Facilities and Pledge of Assets

As at 31st December 2003, the Group had banking facilities of
approximately HK$843,210,000 (2002: HK$709,931,000) for
overdrafts, bank borrowings and trade financing. As at 31st
December 2003, HK$690,958,000 was utilized (2002:
HK$530,468,000). Property, plant and equipment with net book
value of approximately HK$245,975,000 (2002: HK$95,916,000)
was pledged as security for the Group’s short-term bank loans.

Employees’ Remuneration Policy

As at 31st December 2003, the Group employed approximately
2,800 full time staff in Hong Kong and the PRC. The Group
follows research report on remuneration which was prepared by
professional consultants in the PRC to determine employee
remuneration based on employee performance, experience and
industry practice. The Company has set up share options
scheme and provided free housing to part of its staff in the
PRC.

Business Performance

Despite of the intense competition in household appliance
market, the Group proactively analyzed the market situation
and launched appropriate strategies. As a result, the Group
could achieve most of the targets. The business performance
improved as compared to the previous year. With regard to
brand establishment, the Group launched a series of market
promotion activities including the invitation of endorser and
successfully established the image of “Professionalism creates
elegance”. During the year under review, the total sales volume
of the Group’s products reached approximately 1,476,700 units,
representing an increase of approximately 40% as compared to
prior year. Sales revenue increased by approximately 25%
when compared to last year, amounted to approximately
HK$1,573 million. The Group actively explored the overseas
export business during the year and satisfactory result was
attained. Foreign sales revenue increased by approximately
53% and reached approximately US$86,583,000.
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Air-Conditioner Business

During the year, the air-conditioner business of the Group
achieved encouraging result. Turnover increased by
approximately 35% which amounted to approximately
HK$1,005,654,000. Sales volume reached approximately
690,700 units, representing an increase of approximately 66%.
Among different products, sales volume of window-type air-
conditioner was approximately 183,900 units, representing an
increase of approximately 64% as compared to last year. Sales
volume of cabinet-type air-conditioner increased approximately
10% and reached approximately 67,900 units. Sales volume of
split-type air-conditioner amounted to approximately 434,500
units, representing an increase of approximately 81%. Sales
volume of central air-conditioner, the new business of the
Group, amounted to approximately 4,400 units.

Overseas Export Market

Upon the PRC’s accession to the World Trade Organization, the
PRC could compete under a fairer environment, and the
competitive advantage of PRC’s household enterprises became
more significant. With the policy of directing resources to the
export market, the Group’s business continued last year’s rising
trend with strong export recorded. The export volume was
approximately 331,000 units, representing an increase of
approximately 67% as compared to last year. Foreign sales
revenue increased approximately 72% and reached
approximately US$53,836,000. Export volume to North America
accounted for approximately 39% of the total export volume,
whereas export volume to Europe was approximately 37% of
the total export volume.
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Sales Volume by Markets of Air-Conditioner

ERHELBZTHIH
PRC Market Overseas Market
A% B35
Year Units Units Units
FE L BY B
2001 335,500 129,900 465,400
2002 218,000 198,000 416,000
2003 359,700 331,000 690,700

The PRC Market

During the year, first-tier brand self-initiated the reshuffle to
expand its market share by cutting price which led to vicious
price competition. Only the fittest survived in the market. Since
a lot of household appliance enterprises exited the market, the
competition of the air-conditioner market became more focused.
The Group established a new sales management model and
oval-shaped market management structure, which significantly
improved the market responsiveness of the whole sales
system. The operation of the Group was thus closer to the
market needs. The sales volume of air-conditioner in the PRC
reached approximately 359,700 units, representing an increase
of approximately 65% as compared to last year, the result was
satisfactory.

Sales Volume by Products of Air-Conditioner

TRHERBZERIMA
Window-type | Cabinet-type | Split-type | Central Air
e A DEEKE conditioner
FhRZEER
Year Units Units Units Units Units
FE B B By =1 =1
2001 102,000 73,900 289,500 | NA/7T#M | 465,400
2002 114,000 62,000 240,000 NA / T 416,000
2003 183,900 67,900 434,500 4,400 690,700

10 HUALING HOLDINGS LIMITED
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The new business, central air-conditioner, developed in the
year also achieved encouraging results. Regarding the central
air-conditioner, the Group completed the research and
development, establishment of sales system and exploration of
international market in March 2003. The sales volume was
approximately 4,400 units that represented a sales revenue of
approximately HK$20,699,000. Capitalizing on the technological
edge of Hualing in the refrigerant industry, the central air-
conditioner business with high technological requirement and
high profitability set a solid foundation for the Group’s next
development of related yet diversified business.

Refrigerator Business

The Group’s sales volume of refrigerator reached approximately
786,000 units, representing an increase of approximately 24%
in comparison with last year. Turnover increased by
approximately 10% as compared to that of last year and
amounted to approximately HK$567,668,000.

Overseas Export Market

During the year, the refrigerator export business of the Group
achieved satisfactory performance and developed in line with
the air-conditioner business. Export volume of refrigerator
reached approximately 429,000 units, representing an increase
of approximately 31% as compared with last year. Foreign
sales revenue of refrigerator increased approximately 29% and
reached approximately US$32,747,000.
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The PRC Market

The Group’s sales volume of refrigerator in the PRC market
during the year increased by approximately 16% when compared
to the previous year, amounted to approximately 357,000 units.
Turnover was approximately HK$312,238,000, representing a
decrease of approximately 1.7% as compared to prior year.

Project Business

The Group established specialized department for the project
business since June 2003. According to the specification of
major client, the Group formulated corresponding sales strategy,
information network and distribution channel, and achieved
satisfactory development. During the year under review, sales
volume reached approximately 62,300 units, and sales revenue
was approximately HK$170 million, representing a 332% surge
when compared to 2002, and accounted for 11% of the total
sales revenue. It became a major channel of business growth.

Overall Operation Performance

During the year under review, the already intensified market
competition was made even more heightened due to the falling
retail price but surging costs. By adopting strategies like
strengthening sales integration, establishing distribution network
and sales team, tightening cost control, actively building up
brand awareness, applying information technology, speeding up
management reform and technological innovation, both turnover
and financial performance of the Group recorded a better result
when compared to those of the previous year.

Sales Volume by Markets of Refrigerator

IKFESHE BB IS
PRC Market | Overseas Market
AL B HI5
Year Units Units Units
FE B B¥ =
2001 415,000 250,000 665,000
2002 309,000 327,000 636,000
2003 357,000 429,000 786,000
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Strengthening of New Product Development

The Group did not sacrifice its advantages in quality and
technology for temporary vicious price competition in the
market. On the contrary, the Group continued to increase
resources investment and expanded the self-development of
core technology so as to lead in the technological aspect. The
Group pioneered the market by continuous launch of new
product that fulfilled the market needs. The Group invested
approximately RMB62,670,000 during the year.

With regard to the air-conditioner business, according to the
“Product roadmap 03/04”, 112 R&D projects of new product
development were completed. Central air-conditioner that applied
digital vortex intelligent multi-link system successfully applied
the government financial subsidy from Guangdong Province
Technology Innovation Scheme during the year. As for the
refrigerator business, the Group focused on high-end product
and 30 projects of new product development were completed
on the ground of its existing product line during the year. The
Group successfully developed new products like cooling cabinet,
wine cabinet and refrigerator for automobile, etc., as a result,
the product line of refrigerator was significantly widen. The
refrigerator cabinet (/2 #& /< H #8 ") was conferred the “Third
Class Excellent Industrial Design Award” by Provincial Industrial
Design Association (“& T X & HE").

Tightening of Cost Control

Since the price of major raw material of household appliance
increased by a large extent, the price increment of compressor,
plastic material and copper, etc. was 20%-25% and price of the
imported steel surged by more than 30%. However, the selling
price of household appliance was moving in an opposite trend.
In view of the brutal market environment, the Group actively
controlled cost from product R&D, to procurement centre, which
implemented bidding system for project installation and logistic
transportation, in a bid to cut cost. Even confronted with the
ever-increasing raw material price, the accelerated procurement
reserve also achieved significant cost control effect. During the
year, the Group participated in tendering for 71 times while
overall price moved down by approximately 8%. The cost of
profitable cabinet-type air-conditioner decreased by
approximately 25%. Under the dedication of all the employees,
even with decreased price level but rising raw material cost, the
overall profit margin of products was increased from the
average of 13% in 2002 to an average of 19% in 2003. The
Group’s overall administrative expenses ratio and distribution
cost ratio decreased by approximately 6% and 2% respectively.
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Upgrading of Operating Efficiency

The aim of the Group’s information system is to “consolidate,
improve and upgrade”. The Enterprise Resource Planning
(ERP) and Product Data Management (PDM) were successfully
launched. During the year, the ERP systems of China
Refrigeration Industry Company Limited and Hualing
(Guangzhou) Electrical Appliances Co., Ltd. were launched,
realizing the integration of information regarding procurement,
production, sales, inventory, and financial aspects. The Group’s
subsidiaries could exchange information via the ERP system
when increasing number of subsidiaries were connected online.
The operating efficiency was substantially increased.

Establishing Brand Awareness

In order to establish the brand new image of Hualing, the Group
invited one of the most popular groups, Twins, to be the
endorser of its brand during the year. Further strengthening of
brand awareness was attained and the brand new concept of
“Professionalism creates elegance” was established so as to
create a greater brand impact and reputation.

Strengthening of Quality Management

During the year under review, the Group continued to underpin
the quality of its product. The one-tick product pass ratio of the
Group was approximately 97% while the Grade A product ratio
was approximately 99.5%. In addition, the Group also further
strengthened safety production, such that no material production
accident was reported and the number of general accidents
further reduced when compared to last year.

Optimization of Human Resources

During the year, the Group appointed several elites who are
young and possessed higher professional qualification to take
up senior managerial position of Guangzhou Hualing Air-
conditioning & Equipment Company Limited, China Refrigeration
Industry Company Limited and Hualing (Guangzhou) Electrical
Appliances Co., Ltd. The Group also optimized the hierarchy of
the senior management. In addition, in order to sustain the
development of the Group, all subsidiaries further enhanced the
training of employees to fulfill the need of future development of
the Group.
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Innovative Product Management

The Group were devoted to innovate product management so
as to raise operating efficiency during the year. With the same
level of fixed management cost, the annual production volume
of Guangzhou Hualing Air-conditioning & Equipment Company
Limited was approximately 820,000 units, representing an
increase of approximately 112% as compared to last year. The
annual production volume of China Refrigeration Industry
Company Limited increased 24% and reached approximately
320,000 units. Upon the relocation of Hefei Hualing, the annual
production volume amounted to approximately 480,000 units,
representing an increase of approximately 36% as compared to
prior year.

Future Prospects

The development direction of the Group in the next few years
will be attentive to the objective market pattern; exploration of
self resources; expansion of production scale; enhancement of
financing ability; consolidation of corporate management;
continuous improvement of competitiveness; and to become
one of the top five players in the household appliance industry
in the PRC.

Implementation of Quality Product Strategy

The Group will implement strategy of quality product and to be
directed by market. In addition, the Group will accelerate the
speed of product development and upgrade the technological
level, in a bid to develop and realize cost advantage while
ultimately realize the integrated and all-rounded competitive
advantages. In regard of air-conditioner, the Group will enhance
the product structure, comprising the streamlining of model
type, upgrading of function and energy-saving ability, as well as
the design of stylish products, and most importantly, realizing
the technological differentiation. As for refrigerator, the Group
will develop products which are more favorable to the market
needs by speeding up the evaluation rate of the design of
normal-type refrigerator while at the same time maintain the
quality. At present, the Group strives to continuously enhance
brand recognition and impact of HUALING products by actively
applying for “China Famous Goods” (“/F Bl % k2 &= & "), “China
Famous Goods for Export” (“f B % & it} O & H”) and State
Certification of “Product Exemption from Quality Surveillance
Inspection” (‘B 5 % 1 & dn ) in 2004.

www.hualing.com
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Management Discussion and Analysis

EEENRR D

Consolidation of Sales Channels

Sales effort remains the centre of the Group’s development.
The current distribution channel has been changed to the mode
of production lines directly linked to the retail chains. As such, it
is important to cooperate with chained retailers since household
electrical appliance hypermarkets all over the provinces and
cities in the PRC have become the major channel for sales of
air-conditioner. In view of this, the Group will speed up the
development of channels among cities through active exploration
of the market in the Northern PRC, consolidation of sales
channels and expansion of market share.

The Group intends to further expand its export business. In this
respect, the Group will further adjust the structure of the export
department and establish an outstanding sales team. When
appropriate opportunity arises, the Group will consider dispensing
more resources in the setting up of overseas offices, responsible
for research of international intelligence in order to manufacture
products which are more favorable in the overseas markets.

Realization of Scale Operation

Expansion of corporate scale is the Group’s most important
issue. The Group will strive to realize the target of integrated
productivity of 5 million units in two-year’s time. Moreover, the
Group is targeted to become the first-tier brand of air-
conditioner and refrigerator, maintain a strong position in the
market, and become one of the top five players in the PRC. The
Group will accelerate the development of central air-conditioner,
mini-household electrical appliance and other diversified products
to form a competitive product portfolio.

Strengthening of Corporate Management

In order to improve procurement efficiency, the Group will
establish a more comprehensive procurement information
platform and strengthen the management of procurement
supply chain. The Group will also consider forming strategic
alliance with suppliers. By incorporating suppliers into just-in-
time delivery system, cost will be reduced because of the lower
inventory volume. In a bid to enhance operating efficiency, the
Group will improve and standardize the internal information
system. Through the improvement of SAP system, the
management could retrieve information from the system
according to business need in order to provide timely and
accurate information support for the management’s decision.
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