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INDUSTRY ENVIRONMENT

2004 was a turbulent year for the household appliances market.
Adjustment in the global household appliances industry accelerated due
to more intense competition. The overall operating environment is
worsened. The PRC's strengthening of macroeconomic control measures
by the PRC government, cut-downs of tax rebate on exports and drastic
increase in the cost of major raw materials (including steel and plastic)
contributed to the unprecedented severe competition in cost control,
higher centralization of the industry, greater pressure on business
operation and higher risk. Under the dual pressures of high inventory
level and price increase of upstream raw materials, the "Matthew effect”
appeared among manufacturers: either win or lose; survived or be

eliminated.

Regarding the air-conditioner business, price competition in 2004 was
smoothened. However, competition concentrated on core technology,
capital, brand, quality, distribution channel and service. All these factors
will gradually force out some of the companies manufacturing secondline
or thirdline brand products. The degree of focus on main stream products
is increasing. On the other hand, pressure on upstream operation is rising
due to the spiralling cost of raw materials (including steel, plastic and
copper) while there is no sign of alleviation recently. The production cost

within the industry is still on the rise.

Regarding the refrigerator market, two dominating forces, market supply
and demand on one hand, and capital on the other, were struggling for
influence throughout the year 2004. The market was in the stage of re-
mapping. On the supply and demand front, the overall refrigerator
industry is facing the challenge of oversupply. Meanwhile, under the
atmosphere of continuous cost increase of raw material (including steel
and plastic), both locally and abroad, the production cost of refrigerators
increases, profit margin is narrowing and the operating environment is

becoming more difficult.

In 2004, the export volume of the PRC household appliances continued
to maintain its rapid growth momentum. The total export volume of air-
conditioners reached 25,720,000 units, representing a growth rate of
52.9% compared with last year. The total export volume of refrigerators
amounted to 13,000,000 units, representing a growth rate of approximately

509% over last year. Production in the PRC accounted for 20% of the
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global production volume of household appliances and the mainland has
become the world’'s manufacturing centre and procurement base of
household appliances. However, with the enforcement of anti-dumping
policy and the implementation of various international standards,
exporting companies in China will face higher risk on both price and
credit exposure. Export is no longer the fast track for China household
appliance manufacturers to escape from the fierce competition in the

mainland market.

In view of the development trend of the industry, market competition will
become more and more intense in both the refrigerator or the air-
conditioner business. With the higher centralization within the industry,
the market, as a result would be dominated by several leading
companies. Energy saving and health consciousness will become the
theme of development for refrigerators and air-conditioners in the future.
Undoubtedly, household appliance manufacturers will face greater
pressure on production cost owing to the two “Orders” announced by the
European Union, the enforcement of the new Energy Conservation
Product Certification, the continuous threat of energy crisis and the rise of

material costs.

FINANCIAL REVIEW

Working Capital and Financial Resources
As at 31st December 2004, the bank borrowings of the Group amounted
to approximately HK$606,474,000, including short-term bank loans of
approximately HK$564,169,000 while bank balances and cash amounted
to approximately HK$130,089,000. The Group's trade and notes
receivable balance was approximately HK$230,594,000.

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 2004, the shareholders’ net deficit of the Group
was approximately HK$202,014,000. As at 31st December 2004, the
debt to equity ratio, calculation based on total of short-term and long-

term loans against consolidated shareholders’ equity, was about -3.
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Banking Facilities and Pledge of Assets

As at 31st December 2004, the Group had banking facilities of
approximately HK$770,198,000 (2003: HK$843,210,000) for overdrafts,
bank borrowings and trade financing. As at 31st December 2004,
HK$703,360,000 was utilized (2003: HK$690,958,000). Property, plant
and equipment with net book value of approximately HK$258,672,000
(2003: HK$245,975,000) was pledged as security for the Group's short-

term bank loans.

EMPLOYEES' REMUNERATION POLICY

As at 31st December 2004, the Group employed approximately 4,000
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
adopted a share options scheme and provided free housing to part of its
staff in the PRC. Please refer to the section headed “Share Options” of

the Report of the Directors for details of the share option scheme.
BUSINESS PERFORMANCE

In 2004, we encountered various negative factors internally and
externally. Externally, the overall operating trend was growing more
difficult; competition became more rigorous and the cost of raw materials
increased persistently. As for internal factors, limitation of capital,
unhealthy corporate mechanism, inefficient organizational structures, low
management standard and shortage of high calibre staff restricted the
Group's development. Under the complex and merciless operating
environment both internally and externally, Hualing underwent severe
challenges in 2004. Supported by the dedication of our staff, we had
experienced an extraordinarily difficult year. The sales revenue of the
Group amounted to approximately HK$1,891 million, representing a
growth rate of 20% over prior year. Despite the steady increase recorded
in sales revenue as compared with that of last year, the Group suffered

from higher loss in 2004 than that of last year.
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Air-conditioner Business

The air-conditioner business of the Group was not satisfactory in 2004. A
wider gap appeared between the Group's overall business performance
and the average in the industry. The annual sale revenue of household
air-conditioners amounted to approximately HK$1,158 million representing
an increase of 15% over last year. Sales volume amounted to
approximately 830,000 units, representing an increase of 20%, but still

less than the industry average.

Overseas Export Market

The air-conditioner export volume of this year grew at high speed. The
overall growth rate of the industry was around 50%. The air-conditioner
export volume of the Group was 410,800 units, representing an increase
of 24% over the corresponding period last year. The export sales revenue
amounted to approximately HK$461 million representing an increase of
10% over prior year. Despite the rise as compared with last year's figure,
there is still a distance for the Group to catch up with the industry

standard and the 2004 sales target.

The PRC Market

In 2004, with competition in the PRC market intensified, the pressure of
reshuffling in the industry was stronger. Less competitive companies
which manufacture secondline to thirdline brand or inferior brand
products were forced out of the market. Despite of the difficult external
operating atmosphere, the Group's sales volume in the PRC market
amounted to 419,200 units, representing an increase of 17% from last
year. Sales revenue reached approximately HK$697 million with an

increment of 19%.

Refrigerator Business

The Group's sales volume of refrigerators reached 1,153,000 units,
representing an increase of 47% over last year. Sales revenue amounted
to approximately HK$733 million with an increase of 29%, as compared

to that of last year.
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Overseas Export Market

The Group's export volume of refrigerators in 2004 was 793,000 units,
representing an increase of 85% over the corresponding period last year.
Revenue from export sales increased by approximately 69% to HK$432

million.

The PRC Market

The Group's sales volume of refrigerators in the PRC was 360,000 units,
representing an increase of 1% over the corresponding period last year.
But sales revenue from the PRC market dropped by 4% to approximately
HK$301 million.

OVERALL OPERATING PERFORMANCE

The competition of the household appliance market intensified in the
year 2004 with falling price and surging raw material costs. Meanwhile,
the Group has been constrained by insufficient capital and various
problems of its own. The Group managed to get through those difficulties
under great pain. After Midea Group Co., Ltd. (“Midea Group”) acquired a
stake of the Group in November 2004, the overall operating performance
of the Group improved gradually. Leveraging on the strong back-up from
Midea Group and the dedication of the entire staff, the Group has
focused on solving the problem of capital constraint and re-adjustment of
corporate structure. The Group has achieved satisfactory results in various
aspects, namely the establishment of cash flow channels, the resumption
of corporate goodwill and brand image, the streamlining of organization
and personnel, tightening of cost control, the integration, rectification and
optimization of sales system, technological research and development,
the quality management and the management of internal operation,
which have put the Group back on the right track of development and

established a new image for Hualing.
1. Broaden cash flow channel both internally and externally

While raising capital from the Midea Group, the Group is actively
broadening channels of financing and strengthening communications
with banks: preliminarily, the Group obtained the trust from banks
and pushed up its work in handling the overstock problem and the

recovery of trade receivables.
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2. Resumption of corporate goodwill and brand image 2. REEERREBZROMENMER
The Group has actively improved its relationships with various parties RNEBEEBREE TR - EREE
upstream and downstream and tackled the long-pending issues with HEREHcFEBNBE - R BEM
its suppliers. Meanwhile, the Group has set up a new market BTHHNTSEBMEBERE  2EIA
structure and channels and entered the mainstream sales market of REHETRERE  ELTHEERHY
household appliances, increasing the confidence of its upstream and FENELERER  PEEELMED
downstream business partners in the Group, thus further enhanced BEfE—FREA -

its corporate goodwill and brand image.

3. Streamlining of organization and personnel 3. RNDEEABTABEREBIE
In view of the overstaffed organization structure as well as the P EEEREABBBER AL KA
imbalanced personnel structure, a rationslization plan was fully EEBTEENEE T —-AMhBrEE
implemented since last November and the Group further simplified EMAMBEGENAR PR TAME
its structure, streamlined it personnel and better organized its staff. A W AIEETABRE  MAATBKMOE
restructuring plan of reducing 500 staff was implemented and the R EIIS00AMABEEHRAEEELRE
Group has introduced and recruited more young cadres. The Group MR - KESEFNERFE®HE - 0
has gone through a stable and smooth transition while at the same IR BRI AT A SBE - B LR R 0
time, strengthened the training of staff which boosted the labor BETHEIN BEIXREETRARS ' B
quality, building a good foundation for future development. SEERNERBEET T REFER -

4. Tightening of cost control with vigour 4. E MK A GBI
Facing the drastic increase in the price of key raw materials of HHREFZFRMEERRKIEE EA AR
household appliances and extremely high operating cost of old ZEZRELEEABSNERE  ~&E
Hualing, the Group conducted an overall review on Hualing's cost 2EBEEEKAERE - RIBEBDRITE
structure which resulted in a substantial decrease in administrative S RHIMBERCEE L - BiBE
expenses and enforced the cut-down of non-operating expenditure. S| ARB IR R E RS R a S E e
Through the introduction of the comprehensive bidding system on HERES - KEE THRREBKR -

procurement and taking advantage of the resourceful supply chain of

Midea Group, the procurement cost was trimmed down significantly.
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The integration, rectification and optimization of sales system

Overall integration and regulation of its sales system, organizationally,
a new and highly effective sales network platform was launched
which separated the air-conditioner and refrigerator business and
vertical management was adopted. 25 first class air-conditioning
product management centers at provincial level and 14 first class
refrigerating product management centers at provincial level were
established throughout the country. Meanwhile, the integration of
international air-conditioner business department and refrigerator
export department and the establishment of overseas sales
companies provided an effective organizational framework for the
rapid increase of export sales. In business terms, the mode of sales
was transitted from “salesperson” to “sales team”, enhancement of
channel network establishment, facilitation of sales team establishment,
preliminary establishment of the flow in sales structure, increased
effort in market promotion and reshaping the Hualing brand all
helped to enhance the corporate image and boost its market

influence.

The enhancement of technological research and development

The Group highly focused on and invested more resources in the
research and development of products. Considering the market
demand, over 200 R&D projects of new product development were
completed: 111 new air conditioning products with 44 models in
the Digital series, 33 models in 3 Water-heat series, 24 models in
12 Wind series and 10 models in Extra pressure & Extra Drag series.
The new product development target of refrigerator this year focuses
on medium-to-high end products which feature low energy
consumption and multi-functional. Compared with last year, the
volume of domestic product development increased by 109.7%. 11
brand new product development projects were completed this year
and have commenced commercial production. Besides, diversified
design and ancillary design projects of 103 new product models

were completed this year.
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Strengthening of quality management

In 2004, the Group strengthened the quality management by
enforcing 1ISO9001-2000 certification standards so as to protect the
reputation of the quality of Hualing products. Refrigerator one-time
pass rate reached 98.33% and rate of superior quality products
accounted for approximately 99.7%. Quality of air-conditioning
products slightly lowered when compared with that of the previous
year, mainly affected by the quality of raw materials. Subsequently,
the Group established a special rectifying team to tackle the issue.
Improvement was shown gradually and the quality target set at the

beginning of the year was basically fulfilled.

Establishment of sales system and enhancement of internal

management standard

The Group has strived for improvement in both “effectiveness” and
“efficiency”. Since last November, re-adjustment was carried out on
the organizational structure. On Group level, a financial management
department was set up which targeted at raising effectiveness; and a
sales management department was set up which targeted at raising
efficiency. With the introduction of the advanced management mode
from Midea Group, a full set of management model was established
gradually with an all-rounded and systematic work process well in
place, the enhancement in internal management standard and
progressive standardization of corporate management have led to an

initial improvement of efficiency of the Group's overall business.
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FUTURE DEVELOPMENT

In the next few years, the pace of global shifting among industries will be
accelerated. The PRC economy will persistently show rapid growth which
add impetus for the growth of different industries. The scope of
development for different industries will be broadened. However, with
the rigorous competition within the household appliance industry, the
industry’s value chain has come under great pressure; the operating
condition of enterprises becomes difficult and profit margin will be
narrowed. The Group is faced with greater pressure and challenges. In
the light of opportunities as well as challenges, the development of the
Group in the next few years will be towards “restructuring, rectification,
adjustment and development” - maintaining its dedication and specialization
in air-conditioner and refrigerator business, bringing in full play Midea
Group's corporate culture, resumption of our vigor and vitality, introduction
of Midea Group’s highly effective operation and management model and
sharing Midea's strong resources platform, strengthening internal
management and enhancing the Group's competitiveness. The Group
aims at resuming profitability in a short period of time and becoming one

of the top eight players in PRC's refrigerating industry in the short run.

Specialization in Main Business

Hualing's business will be focused on air-conditioners and refrigerators; its
non-principal business will be scaled down or closed in the very near
future and the Group will dedicate and specialize in the main business of
air-conditioners and refrigerators. The development of mini-refrigerator
business will be the business focus which will gradually achieve the
economies of scale. Hualing's air-conditioning business will enjoy
synergical support from the supply chain of Midea, which allows the
Group to share Midea's procurement resources, cut down production
cost and increase product competitiveness. Hualing's products will lie on
the medium-to-high end range with a “balanced” domestic and overseas
marketing policy. Development of the overseas market will be a long-
term strategic mission for the Group and greater effort will be devoted in

export business.
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Implementation of High Quality Strategy

The Group will implement the high quality strategy and its products will
be positioned as medium-to-high end products for the manufacture of
“fine works” by following the “quality-oriented” principle, strengthening
production management and quality management and fighting for lower
cost without giving way in quality. The Group will adhere to the market-
driven policy, facilitate product development and persistently increase its
productivity. Diversification in air-conditioner products with high energy
efficiency, multi-functions, healthy measures and new appearances will
project Hualing's image of high quality. The Group will start upgrading
and innovating its refrigerator products, adding value to its refrigerators by
shifting the production from smaller to larger capacity and from vertical-

cooling design to air-cooling design.

Management Reform and Change of Business
Model

To strengthen operating control, “planning” and “efficiency” will lead to
improvement in management ability and service standard. Under the
principle of “strict enforcement under strategic guidance, with coordinative
planning and service support’, rational allocation of resources will increase
operating efficiency and maximize the Group’s overall value. A proper
financial management system will be focused in “effectiveness” making
use of its cash flow and establish an account settlement system for
domestic contracts, to carry out overall financial budgeting, increase the

sources of income while lowering expenditure and costs.
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Optimization of Organization and Building up of
Strong Human Resources Base

Rationalization of organizational structure and optimization of human
resources leads to a simplified, highly efficient and dynamic organization
model and enhances management in human resources. Full
implementation of Midea Group's corporate culture helps the building of
teamwork and its own business culture and resumption of corporate vigor
and vitality. The Group will seriously adopt the human-oriented personnel
principle, bravely promote and appoint young cadres and focus in training
professional and integrated talented staff. Therefore, a business team with
high quality of work, good professional ethics sharing, effective
communicating ability and eagerness to learn will be trained up within a

year.

Unfolding the New Hualing Era

With the full support from Midea Group, through sharing and consolidation
of resources and introduction of advanced operation and management
principle and method, Hualing has broken through the cage of old
thinking and concepts. Innovation and reform will release the Group from
the current difficulties in the nearest future: a new born enterprise and

inauguration of the new Hualing Era.
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