Management Discussion &
Analysis

INDUSTRY OVERVIEW

Against the upstream raw material rising in prices in 2006, the
home appliances manufacturing industry encountered
increasing pressure on costs, and this, in turn, contributed to a

severe market competition.

In 2006, domestic sales volume of the air-conditioner industry
in the PRC presented a negative growth for the first time.The
growth was achieved in exports sales, however, the growth rate
has slowed down obviously. The operating environment of the
industry further deteriorated with a substantial rise in the prices
of raw materials where the price of copper, in particular, has
soared with the highest price of which represented a mark up
of over 100% to the price as recorded at the year end of 2005.
The manufacturing industry was incapable of relieving the cost
pressures from the rise in prices of upstream raw materials, the
major air-conditioner manufacturers opted for increase in their
selling prices.The profit margin of the air-conditioner industry
remains at a relatively low level in 2006.The competition pattern
of the air-conditioner industry did not has material change in
2006, with a 50% of market being shared by three major brands,
namely Gree, Midea and Haier. The reshuffling effect against
weaker brands was stronger, leading to a further reduction in
the number of brands in the air-conditioner industry.

In 2006, the refrigerator industry showed a positive growth, with
sales increased over 20% from that of the Previous Year.There is
material changes in terms of products portfolio. The market
shares of three-doors and dual-opening doors large-capacity
refrigerators increased significantly. Major shares in the PRC
high-end market were captured by foreign brands, such as
Siemens. This is because most of the domestic refrigerator
manufacturers lacked the required technologies and could only
rival each other in the highly competitive middle and lower-end
market.
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The original market competition pattern in the refrigerator
industry in which four major brands, namely Haier, Kelon, Xinfei
and Meiling, dominated the market, has had a thorough change
with Hisense’s taken-over of Kelon and Changhong acquisition
of Meiling. A new layout in the industry is come out with the
Bohei Rim being dominated by Haier and Hisense, the Zhujiang
Delta being taken up by Midea as its focus, the Central China
region and the Western China region being occupied by Xinfei
and Changhong respectively.

BUSINESS REVIEW

Notwithstanding the substantial rise in the cost of upstream raw
materials prices and the severity in market competition, the
Group achieved outstanding operating results by upholding its
operating philosophy of “focusing on profitability, adjusting the
operation mode, specializing in refrigerators and air-
conditioners businesses, controlling costs and enhancing
efficiency, and achieving break-even.” In 2006, it recorded an
aggregate sales revenue of HK$2,286,387,000, representing an
increase of 17% from that of the Previous Year. The loss
attributable to the equity holders of the Company reduced
significantly to HK$112,647,000, representing a decrease of 60%
from that of the Previous Year.

Sales volume by products: (in thousands units)

Products 2006 2005 Changes
Air-conditioners 930 544 +71%
Refrigerators 1,398 1,538 -9%
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ANALYSIS OF AIR-CONDITIONER
BUSINESS

The Group’s sales revenue from air-conditioners accounted for

approximately 54% of its total revenue during the Year.

The Group's sales revenue from air-conditioners in 2006
amounted to approximately HK$1,231,048,000, representing an
substantial increase of 40% from that of the Previous Year. Sales
volume was approximately 930,000 units, representing an
increase of 71% from that of the Previous Year. In general, the
average sales price per unit has further decreased.

In 2006, export sales revenue from the Group’s air-conditioning
products amounted to approximately HK$522,413,000,
representing an increase of 75% from that of the Previous Year,
and representing 42% of the total revenue of the air-conditioner
business. During the Year, the Group’s export sales volume was
approximately 469,000 units, representing an increase of 159%
from that of the Previous Year. During the Year, the Group
changed the sales mix and focused on the export market.There
is a sharp increase in the export sales volume from that of the
Previous Year, however, as the price of export sales was lower
than domestic market, which led to greater increase in sales
volume than that of sales revenue of air-conditioners during the
Year.

Regarding the domestic market, domestic sales revenue from
the air-conditioner business of the Group amounted to
approximately HK$708,635,000, representing an increase of 22%
from that of the Previous Year. During the Year, the Group’s
domestic sales volume was approximately 461,000 units,
representing an increase of 27% from that of the Previous Year.
In general, the average domestic sales price per unit has slightly
decreased.
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ANALYSIS OF REFRIGERATOR BUSINESS

The Group’s sales revenue from refrigerators accounted for

approximately 46% of its total revenue during the Year.

The Group’s sales revenue from refrigerators in 2006 amounted
to approximately HK$1,055,339,000, representing a decrease of
2% from that of the Previous Year. Sales volume reached
approximately 1,398,000 units, representing a decrease of 9%
from that of the Previous Year. In general, there has been a
slightly increase in the average sales price per unit as well as
the export and domestic sales price per unit of refrigerator rose
at the same time.

In 2006, export sales revenue from the Group’s refrigerator
products amounted to approximately HK$675,318,000, nearly
same level from that of the Previous Year and representing 64%
of the total revenue of the refrigerator business. During the Year,
the Group’s export sales volume was approximately 1,026,000
units, representing a decrease of 5% from that of the Previous
Year.

Regarding the domestic market, domestic sales revenue from
the refrigerator business of the Group amounted to
approximately HK$380,021,000, representing a decrease of 6%
from that of the Previous Year. During the Year, the Group’s
domestic sales volume was approximately 372,000 units,

representing a decrease of 18% from that of the Previous Year.
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OVERALL OPERATING PERFORMANCE

In 2006, the Group continued in disposing its non-core
businesses and assets, we have completed the transfer of
Guangzhou Hualing Property Management Co., Ltd. to
independent third parties and commenced liquidation and
deregistration procedures of Guangzhou Office, Beijing Office,
Chengdu Hualing Electrical Household Appliance Co., Ltd.and
Guangzhou Hualing Refrigeration Co., Ltd.. We have disposed
part of our non-core and non-operating assets through auctions
according to market practice. While also increasing investment
and management effort in its core businesses, such as the air-
conditioner and refrigerator businesses, has effectively achieved

the improvement of the sustainability of its major businesses.

Developing Market-oriented New Products,
Strengthening Research & Development of Core
Technologies and Improving Product
Competitiveness

The Group reinforced its research and development in market-
oriented new products. In 2006, we have conducted researches
on the demand of the target consumers group, and introduced
nearly a hundred types of new products in response to such
demand, these new products were well received in the market.

Meanwhile, we have made more efforts in our research on core
technologies in 2006. We have achieved significant
breakthrough in terms of capacities and efficiencies, as well as
in direct current invertors’ technologies for air-conditioners. We
have also conducted more researches of frost-free and

preservation technologies used in refrigerators.

Besides, we focused to develop high value-added products for
air-conditioners, in particular transducers. For refrigerators, we
have shifted our focus from refrigerators of smaller capacities
to larger capacities and from vertical-cooling to air-cooling
refrigerators, and such development significantly promote the
values of the products.
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Expanding our Sales Channels and
Strengthening our After-sales Services

We adjusted the structures of sales channels by extending the
network coverage and by enlarging the scope of services for
the purpose of developing a network with different mode of
operations. By the end of 2006, our sales network has a
nationwide coverage and the number of our sales channels grew

from original figure of over 600 to over 2,000.

In addition, the Group strengthened the management of its
after-sales outlets. We restructured our original after-sales
outlets and set up additional ones in accordance to our basic
principle of “closer to the clients and streamlined distribution.”
By the end of 2006, the Group has over 5,000 after-sales outlets.

Standardising the Management Platform of our
Supply Chain and Establishing Mutual and
Stable Partnership with the Core Suppliers

Leveraging on the experience of the Midea Group in
outstanding supply chain management, we have formulated an
optimal supply chain management systems under the theme
of “Standardising the Management Platform of our Supply
Chain”in 2006.We have also conducted a comprehensive review
of our existing suppliers and ceased dealing with those suppliers
with the capacities and qualifications below our standard. Such
measures eliminated the weakness that could possibly exist in
our supply side.In 2006, the Group was able to share information
with its suppliers and extended the technology cooperation
with upstream suppliers.This supported the mutual growth with
our suppliers and established a stable partnership with our core

suppliers with mutual benefits.
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Significant Improvement in Production and
Operation Efficiencies

Upholding our philosophy of “stringent planning, specialized
production lines, integrated auxiliary support and order-
oriented’, we have optimised our operations such as plan-
management, production procedures and coordination. In
addition, the Group introduced the philosophy of streamlined
production which targeted at high qualities, low costs and timely
responses. We streamlined our operation procedures and

improved the efficiencies of our production.

Further Improvement in Quality Management
Systems and Enhancing Employees Awareness
of Quality Control

We further improved our quality management systems in 2006
and focused on enhancing our employees’ awareness of quality
control. We established our “3Q” onsite production quality
control system with core elements of “self-check, cross check
and professional quality check” Besides, the Panel on Quality of
Production, Research and Sales was established in 2006 through
which regular forums on products quality were conducted so
as to improve the quality of the products effectively.

Reinforcing the Establishment of Human
Resources Systems which Support the
Development of the Group

The Group reinforced its human resources systems in 2006 and
divided the employees into four major segments, namely
management, professional, administrative and operation staff.
The Group set up different careers development plans
specifically designed for different staff segments. These
developments improved the enthusiasm of our staff largely,and
secured stable supply of human resources for the development
of the Group.
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FINANCIAL REVIEW
Liquidity and Financial Resources

The Group continues to adopt prudent funding and treasury
policies. As at 31 December 2006, the Group’s aggregate
borrowings decreased to approximately HK$391,162,000 (2005:
HK$450,978,000), which all are bearing interest at fixed rate.The
decrease in borrowings is mainly due to the net repayment of
approximately HK$59,816,000 during the Year. Bank balances
and cash amounted to approximately HK$247,199,000 (2005:
HK$307,454,000). The balances of the Group’s trade and notes
receivables amounted to approximately HK$438,830,000 (2005:
HK$581,005,000).

Capital Structure and Pledge of Assets

As at 31 December 2006, the Group had net deficit of
shareholders of approximately HK$300,490,000. As at 31
December 2006, the debt to equity ratio, calculated by dividing
the sum of short-term loans and long terms loans with
shareholders’ equity, was -1.3. As at 31 December 2006, property,
plant and equipment and leasehold land and land use rights
with net book value of approximately HK$81,335,000 (2005:
HK$98,076,000) were pledged as security for the Group’s short
term bank loans. As at 31 December 2006, approximately
HK$316,512,000 (2005: HK$100,903,000) of the Group’s loans
were guaranteed by the Midea Group and a subsidiary of the
Midea Group. In addition, the Group has unutilized banking
facilities of approximately HK$155,000,000, which can be used
to meet our short-term cash demands. Details of contingent

liabilities are set out in Note 29.
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Exposure to Fluctuations in Exchange Rate

Since most of the Group’s loans and transactions are
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 2006, the Group employed approximately
2,800 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. To enhance our productivity and
further improve the caliber of the staff, the Group provided
continual education and training programs for our management

and production staff.
FUTURE PROSPECT

The Group will continue to adhere to its established strategies
in further strengthening the two major lines of businesses,
namely refrigerators and air-conditioners businesses, optimising
resources allocation, increasing the investment in research and
development, further implementing the existing sales marketing
strategies, improving the efficiencies of our internal operations,
strengthening control in costs and expenses and achieving the
breakthrough in products and markets in order to persistently
and effectively improve the Group’s operating capacity, as well
as to strive for better operating results. Having enjoyed fruits of
the continued support from the substantial shareholder, the
Midea Group with its strong sales, production and purchasing
networks, the Group will seek to further strengthen its
relationship with this strategic shareholder and aim to enhance
synergies and economies of scale through closer cooperation

between the two groups.
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