MANAGEMENT

MARKET ENVIRONMENT

The household electronic appliances industry in 2005 was highlighted by
diversification and acceleration in consumption pattern and upsurge in
exports, as a result of continued rapid growth in the PRC economy,
acceleration in the urbanisation process of rural area, the State's
determined implementation of policies in support of agricultural
development (policies in favour of agriculture, rural areas and farmers),
and the gradual relocation of manufacturing activities of international
enterprises to the PRC. In addition, the increased consciousness of
environmental protection and energy saving as reflected from the State's
industry policies and public consumption preference had directed the
industry’s focus to quality competition, which further expedited the
technological and product innovation progress of the household electronic

appliances industry.

The market competition and industry consolidation was further intensified
by globalisation of economies. The development enabled leading industry
players to further enlarge their market share. The already worsening
operating environment of second and third-tier brand names was further
aggravated by the immense competition from both domestic and
international leading brand names. Household appliances manufacturers,
including the Company, had to cope with mounting operating costs
brought about by appreciation in Renminbi, increase in the prices of
essential utilities energy and raw materials such as oil, electricity, coal,
copper, aluminium and iron, reform in the supply chain initiated by the
domestic and overseas leading household appliances chain stores, and
the non-tariff trading barriers (anti-dumping policy, Directive on Restrictions
on the Use of Certain Hazardous Substances in Electrical and Electronic

Equipment).

REFRIGERATOR INDUSTRY ENVIRONMENT

During the Year, the domestic refrigerator market sustained a slow but
steady growth. With the implementation of the policies supporting
agricultural development, low-end refrigerators are expected to popularize
in the rural market and to have an approximately 5% growth in 2006.
Despite sharp decline in sales growth rate of the refrigerator export
market, there are signs of increase in the average selling price and slight
increase in the profit margins from export sales. The export sales for

2006 is expected to increase by approximately 10%.
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Refrigerators of domestic brand names remained at a relatively weak
position, whilst foreign products which are represented by top brand
names from Korea and Europe accounted for approximately 80% of the

high-end refrigerators market sales.

Polarisation of the market becomes more apparent, evidenced by
increased penetration of low-end refrigerators in rural markets and
exponential growth in the consumption of high-end refrigerators in first-
tier and second-tier cities in the PRC. Small refrigerators of 130L selling
below RMB1,000 each and large refrigerators of 250L selling above
RMB3,500 each accounted for more than 80% of the overall refrigerator

sales.

Following the end of market domination by the “Top four brands”, the
latest market restructuring further reinforces the dominant position of the
two leading brand names. On the other hand, more and more household
appliances enterprises are entering the refrigerator market. Competition
among second-tier and third-tier brand names is further intensified as
overseas enterprises and small enterprises are starting to gain market

shares.

AIR-CONDITIONER INDUSTRY ENVIRONMENT

Following a period of rapid growth, the domestic and export markets for
air-conditioners are experiencing a slowdown in expansion. It is expected
that domestic sales in 2006 will basically remain at the same level of the

Year, while export sales will enter an era of modest growth.

Under an oligopoly market situation, the air-conditioner industry is
gradually changing its competitive landscape and the industry is now at
the critical point of technological advancement. First-tier brand names are
shifting their emphasis from price competition in the domestic market to
struggling for overseas market share. In the face of similar product quality
and limited room for cost adjustments, the air-conditioner industry starts
to explore ways to achieve breakthroughs in technology and products.
Second-tier and third-tier brand names are therefore under intensified

pressure on their survival.
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MANAGEMENT

BUSINESS PERFORMANCE

The Company survived severe challenges in 2005, while navigating
through a complex and highly competitive operating environment in both
the domestic and overseas markets. Despite this, the Group was able to
realise an increased sales volume, which was only made possible by
dedication of all of its staff. Sales revenue for the Year amounted to
approximately HK$1,959,921,000, representing an increase of 4% from
that of the Previous Year; with loss narrowed by 55% to approximately
HK$283,540,000. Sales upsurge with reduced loss indicated an

improvement in operating efficiency of the Group.

REFRIGERATOR BUSINESS

The Group overcame the adverse impact of various unfavourable factors
during the Year. lts refrigerator business realised a growth slightly higher
than that of the industry average. The Group's refrigerator sales volume
for the Year amounted to approximately 1,538,000 units, representing an
increase of 33% from that of the Previous Year. Turnover amounted to
approximately HK$1,079,352,000, representing an increase of 47% from
that of the Previous Year. Sales revenue from refrigerators accounted for

55% of the Group's total turnover for the Year.

During the Year, the export volume of and export sales revenue from the
Group's refrigerator business amounted to approximately 1,084,000 units
and HK$676,054,000, respectively, representing increases of 37% and
56% from those of the Previous Year, respectively. The Group's export
mainly composed of small refrigerators manufactured on an OEM
(original equipment manufacturer) basis. Surge in small refrigerator
exports was partly attributable to the Group’s sophisticated production
skills and overseas customers’ recognition of the Group’s product quality.
In addition, the Group succeeded in broadening the market coverage of

its refrigerators in Europe, America, Africa and Australia etc.
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During the Year, the Group's domestic sales volume of and domestic
sales revenue from refrigerator business amounted to approximately
454,000 units and HK$403,298,000, respectively, representing increases
of 26% and 349% from those of the Previous Year, respectively. In
addition to benefiting from the growth in the overall refrigerator industry
in the PRC, the Group increased its refrigerator production capacity and
completed, during the Year, the restructuring of its sales and distribution

system, which substantially enhanced its sales performance.
AIR-CONDITIONER BUSINESS

During the Year, the Group's sales revenue from air-conditioner business
amounted to approximately HK$880,569,000, representing a decrease of
240 from that of the Previous Year and accounting for 45% of the
Group's total turnover. Sales volume of air-conditioners for the Year
amounted to approximately 544,000 units, which represented a drop of

3490 from that of the Previous Year.

The export volume of and export sales revenue from air-conditioner
business of the Group during the Year amounted to approximately
181,000 units and HK$297,808,000, respectively, representing decreases
of 56% and 35% from those of the Previous Year, respectively. Decline in
the export of the Group’s air-conditioners was resulted from decline in
orders being placed by customers during the Year. The peak season for
securing air-conditioner export orders started from the end of the
Previous Year till the beginning of the Year, at which point the existing
management was in a transitional period of taking over control of the
Group, and the Group had not yet completed the restructuring of its sales

and distribution system.

The domestic sales volume of and sales revenue from air-conditioner
business amounted to 363,000 units and approximately HK$582,761,000,
respectively, representing decreases of 13% and 16% from those of the
Previous Year, respectively. During the Year, the domestic sales performance
of the Group's air-conditioners lagged behind the industry trend which
was attributed by cut-throat price competition in the domestic market and
the Group's adjustment to its production line and sales and distribution
system to reconcile them with its market positioning of the medium-to-

high-end products.
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OVERALL OPERATING PERFORMANCE

In reacting to an over-diversified business portfolio, redundance in its
business structure and other issues inherited from the past, the Group
actively reformed and reshaped its operations during the Year. The Group
undertook extensive business rationalisation and organisational restructuring,

which had begun to generate significant results.

GRADUAL ENHANCEMENT IN PRODUCT
RESEARCH AND DEVELOPMENT

The Group further strengthened its market-oriented product planning and
research and development (“R&D") direction, and substantially expanded
its refrigerator and air-conditioner product ranges. The Group's product
portfolio covered a comprehensive range of products including 50L to
268L refrigerators, freezers, wine coolers, dehumidifiers, window type air-
conditioners, split type air-conditioners, and floor standing air-conditioners.
The product portfolio could better satisfy the different needs of customers
at home and abroad. The emphasis of refrigerator R&D further reinforced
the product's market positioning, by strengthening the development of
high value-added products such as frost-free refrigerators, fan-cooling
system refrigerators, large capacity refrigerators and electronically controlled

refrigerators, as well as high-end wine coolers.

CONSOLIDATION OF SALES CHANNELS AND
ESTABLISHMENT OF SYSTEMATIC SALES AND
DISTRIBUTION

To achieve further synergetic effect, the Group actively pursued the
consolidation of its sales platform during the Year. In overseas sales, the
Group leveraged the Midea Group's extensive distribution channels and
network to rapidly expand its air-conditioner export business on the basis
of independent order taking and separate financial accounting. With
respect to domestic sales, the Group merged the domestic sales
platforms for refrigerators and residential air-conditioners into one, and
focused on the development of the existing markets where the Company
enjoyed established competitive advantages, and concentrated its
resources on enhancing operational scale. In optimising sales and
distribution system, the Group incorporated Hefei Hualing Co., Ltd's sales

and distribution system, which was originally under independent
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operation, into the headquarters’ domestic and overseas network. The
integrated operation of sales and distribution system allowed the Group

to better share resources and mitigate internal competition.

In 2005, the Group basically completed the restructuring of its sales and
distribution model, accomplishing the transformation of its sales and
distribution approach from an individual personnel-driven effort to a well-
organised systematic exercise. Meanwhile, the Group continued to
strengthen its sales team, with significant improvement in its expertise

and professionalism.

EFFECTIVE ENHANCEMENT IN PRODUCTION
SPECIALISATION

The Group's production division established an effective mechanism to
match production with sales, through the implementation of stringent
planning management. The Group allocated its raw materials and
operation resources in accordance with market conditions and orders on
hand to achieve optimum utilisation. Depending on the cost effectiveness
of each production process, the Group gradually contracted out or
upgraded the technology of certain low-efficient processes such as plastic

injection moulding and electrophoresis.

FURTHER STRENGTHENING QUALITY
MANAGEMENT

The Group strictly adhered to the quality management requirements of
ISO9001-2000 standards. The Group further optimised the quality
management processes and the performance measurement system,
through production flow control and product testing. In 2005, the first-
time pass rate of the Company's refrigerators in 2005 reached 86%,
while the refixing rate of the Company’s air-conditioners remained at

industry average level.

FURTHER OPTIMISATION IN ORGANISATIONAL
SYSTEM AND HUMAN RESOURCES STRUCTURE

The Group substantially minimised redundancy by downsizing its
organisational structure from 22 main business units to 6 operating
business units in accordance with its emphasis on the core businesses of

refrigerator and air conditioner.
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IMPROVEMENT IN FINANCIAL POSITION

During the Year, the Company completed a rights issue to raise
approximately HK$233 million on the basis of three rights shares for
every two existing shares of the Company. The rights issue was
oversubscribed with the full support from the Midea Group and other
existing shareholders of the Company. The successful completion of the
rights issue provided the Group with sufficient funds to support its
business development. In addition, the proceeds raised from the rights
issue also helped improve the Group’s debt to equity ratio, and served to

enhance the Group's financing flexibility.
FINANCIAL REVIEW
Working Capital and Financial Resources

As at 31 December 2005, the bank borrowings of the Group amounted
to approximately HK$450,978,000, all of them were in short-term, while
bank balances and cash amounted to approximately HK$307,454,000.
The Group's trade and notes receivable balance was approximately
HK$581,005,000.

Capital Structure and Pledge of Assets

As at 31 December 2005, the shareholders' net deficit of the Group was
approximately HK$261,616,000. As at 31 December 2005, the debt to
equity ratio, calculation based on the total of short-term and long-term

loans against consolidated shareholders’ equity, was about -1.72.

As at 31 December 2005, property, plant and equipment and leasehold
land and land use right with net book value of approximately
HK$98,076,000 (2004: HK$258,672,000) was pledged as security for
the Group's short-term bank loans. As at 31 December 2005,
approximately HK$100,903,000 (2004: Nil) of the Group's loans were
guaranteed by the Midea Group.
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Exposure to Fluctuations in Exchange Rate

Since most of the Group's loans and transactions are mainly denominated
in Renminbi, Hong Kong Dollar and United States Dollar, the risk borne
by the Group with respect to currency fluctuation is relatively low. During
the Year, the Group mainly used its income in Renminbi to settle the
expenses from its PRC operations, and had not used any financial
instrument to hedge its bank borrowings denominated in Renminbi,
which was mainly used to meet the working capital requirements of its

PRC operations.
HUMAN RESOURCES

As at 31 December 2005, the Group employed approximately 4,000 full
time staff in Hong Kong and the PRC. The Group has considered research
report on remuneration prepared by professional consultants in the PRC
in determining employees’ remuneration based on their respective
performance, experience and industry practice. The Company has also
adopted a share options scheme and has provided free housing to
certain staff in the PRC.

FUTURE PROSPECTS

In view of the Group's current development, the competition under an
oligopoly in the household appliances market and consolidation of the
refrigerator industry in a massive scale, the Group will actively adjust its
business model in accordance with its “profit-driven” operation principle.
The Group will continue to fine-tune its management system and
management team by establishing an accountability mechanism that links
reward with responsibility. The Group will continue to exercise stringent
cost control and enhance efficiency to maximise cost-effectiveness, and
to rapidly expand the scale of its core businesses. All these efforts aimed

at bringing the Group back to profitability as soon as possible.
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For sales and distribution, the Group will accelerate the establishment of
the mainstream distribution platform, while developing more diversified
sales channels. For the export markets, the Group will focus on utilising
the Midea Group's existing overseas customer network, and will take
advantage of the consolidation of large and small refrigerator operations
and the industry restructuring, to develop a multi-level customer portfolio,
comprising major worldwide customers, regional collaborative partners,
and mainstream distributors and retailers in various countries. For the
domestic market, the Group will pursue a low-profit-margin approach to
penetrate into the mainstream distribution network and to strengthen the

structure of the Group's existing channels.

The Group's business focus in 2006 is to intensify the consolidation of
the domestic and export sales system for its large and small refrigerators.
Its refrigerator business will focus on the development of its niche
markets, and concentrate on the development of the American and
Southeast Asian markets which are experiencing strong growth. On the
domestic front, the Group will emphasize on strengthening existing
markets and expanding into other regions. With respect to the domestic
sales of air-conditioners, the emphasis is on the consolidation of market
channels in which the Group enjoys a leading edge. The Group plans to
gradually integrate less competitive air-conditioner sales channels into its

refrigerator sales network.

The Group's products are positioned at the medium-to-high-end market.
It will enhance its profitability by upgrading its products. The refrigerator
business is aiming at achieving economies of scale through expansion of
product series. In 2006, the Group will strengthen its product development,
by taking advantage of the integration of its large and small refrigerator
product series, and to develop comprehensive product series based on
higher profit margin standard models. The Group will classify its product
series into four categories, each with a distinctive market positioning,
namely “competitive series” (models with competitive pricing), “regular

nou

series”, “medium-end series” and “upmarket series”. To highlight its core
technology and product added value, the Group will strengthen the
development of frost-free refrigerators and products with fresh-preserving

function.
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The development objective of the air-conditioner business is emphasising
on meeting different market needs and strengthening export product
sales. The Group will focus on the development of high value-added
products, and will gradually withdraw from the production of low value-
added products such as the mass-produced series (standard air-
conditioners supplied to large real estate projects) and competitive series
(models with competitive pricing). In 2006, the Group will intensify its
efforts in the research and development of air-conditioners, and in the
adjustment to the production processes and the sales and distribution

system of the product.

Continuous Efforts in Cost Reduction

In view of the comparatively high operating cost, the Group is setting up a
specialised department for cost control. This department will look into
every aspect of the operational process, with its focus on procurement,
technology and operation. It will identify projects and targets for achieving
cost reduction in the areas of supply, research and development,
production and sales system, according to the divisional and departmental
operation objectives. In this way, the Group can have a designated team

to enforce cost reduction without compromising product quality.

The Group continues to capitalise on the supply chain platform of the
Midea Group, and introduces a tendering mechanism, with an aim to
lowering procurement cost. In addition, the Group implements cost target
for each of its product, and demands cost saving to be a key
consideration in product design. During product development, the Group
will consider to increase the proportion of domestic raw materials
application, and will implement standardisation in technology application

and design.

The Group will continue to streamline its organisational structure to
reduce redundancy, and will exercise stringent control of inventories as
well as lower various operating costs including production, sales and

distribution, and management expenses.
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Operational Structure Reform

The Group will continue to fine-tune its organisational system, optimise
its human resources structure, and to recruit professional business
management talents in a systematic manner, to strengthen its human
resources management. The Group is currently pushing ahead with the
implementation of performance management including the adoption of a
management accountability mechanism. The Group will monitor
management efficiency through inspection at specific timeline and during
day-to-day operation, and will introduce a parallel supporting management
line. With respect to accountability, the Group establishes a mechanism
for evaluating and tracking performance and accountability during each
operation process, in order to achieve a highly efficient operational

system supported by traceable records and standard procedures.
Vision

At present, the Group has a production capacity of 3 million units of
refrigerators and is the fourth largest manufacturer in the domestic
refrigerator industry. We aim to become one of the top three players in
the refrigerator industry, and strive to become the second largest player in

two to three years.

In addition, the Group has a production capacity of 1.5 million units of
air-conditioners. In coming three years, we will strengthen the Hualing's
market position as a medium-to-high-end brand, and set strategic goal to

achieve steady business growth.

We have overcome the challenges from the past and are well poised to
capture the upcoming opportunities. Under fierce competition in the
household appliances market, the Company has put its operation back
onto the right track and has accomplished the enhancement of its
management system and the quality of the management team, following
a year of restructuring and adjustment. We look forward to leading the
Company into a period of healthy and rapid development in one to two

years' time.
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