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PART I

This Form 10-KSB contains forward-looking statements. For this purpose, any statements that are not statements of
historical fact may be deemed to be “forward-looking statements” as defined by the Private Securities Litigation Reform
Act of 1995. Such forward-looking statements include, but are not limited to, statements regarding our management’s
expectations, hopes, beliefs, intentions or strategies regarding the future, including our financial condition, results of
operations, growth of our blower business and establishment of our turbine business. The words “anticipates,” “believes,”
“could,” “estimates,” “expects,” “intends,” “may,” “projects,” “should,” and similar expressions, or the negatives of such terms,
identify forward-looking statements.

The forward-looking statements contained in this report are based on our current expectations and beliefs concerning
future developments. There can be no assurance that future developments actually affecting us will be those
anticipated. These forward-looking statements involve a number of risks, uncertainties (some of which are beyond our
control) or other assumptions that may cause actual results to be materially different from those expressed or implied
by these forward-looking statements, including the following:

·  vulnerability of our business to general economic downturn;

·  operating in the PRC generally and the potential for changes in the laws of the PRC that affect our operations;

·  our failure to meet or timely meet contractual performance standards and schedules;

·  our dependence on the steel and iron markets;

·  exposure to product liability and defect claims;

·  our ability to obtain all necessary government certifications and/or licenses to conduct our business;

·  the cost of complying with current and future governmental regulations and the impact of any changes in the
regulations on our operations; and

·  the other factors referenced in this report.

In evaluating these forward-looking statements, you should consider various factors, including those listed below in
the Risk Factors subsection of Item 1 - Description of Business. We undertake no obligation to update or revise any
forward-looking statements, whether as a result of new information, future events or otherwise, except as may be
required under applicable securities laws.

As used in this Form 10-KSB, references to the “Company,” the “registrant,” the “issuer,” “we,” “our,” or “us” refer to Wuhan
General Group (China), Inc., unless the context otherwise indicates.

Item 1. Description of Business.

Overview

Wuhan General Group (China), Inc. (the “Company”) is a holding company whose primary business operations are
conducted through our wholly owned subsidiary, Universe Faith Group, Ltd. (“UFG”), which has no operations of its
own and only serves to hold our Chinese operating subsidiaries, Wuhan Blower Co., Ltd. (“Wuhan Blower”) and Wuhan
Generating Equipment Co., Ltd. (“Wuhan Generating”). Wuhan Blower is a manufacturer of industrial blowers that are
principally components of steam-driven electrical power generation plants. Through our Wuhan Generating
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subsidiary, we also manufacture industrial steam and water turbines, also principally for use in electrical power
generation plants. Wuhan Blower and Wuhan Generating conduct all of their operations in the People’s Republic of
China, which we refer to in this report as PRC or China. Prior to our acquisition of UFG in February 2007, we were a
publicly held shell company with no operations other than efforts to identify suitable parties for a merger transaction.

1
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Our Corporate History

The Company was incorporated on July 19, 1988 under the laws of the State of Colorado as Riverside Capital, Inc. On
February 28, 1989, Riverside Capital completed a public offering of 20,500,000 units (consisting of common stock
and warrants) at an offering price of $0.01 per unit. Riverside Capital engaged in various business endeavors, and on
March 18, 1992, acquired 100% of the outstanding shares of United National Film Corporation. At that time, we
changed our name to United National Film Corporation. We were not successful in the film business, and in June
2001, we suspended all business activities and became a “reporting shell corporation.” As such, we had no operations
other than maintaining our public company status and searching for a suitable party with which to execute a reverse
merger transaction, in which a previously private company takes on our public company status. In October 2006, we
changed our state of incorporation from Colorado to Nevada.

On February 7, 2007, we completed a share exchange transaction, in which we issued to Fame Good International
Limited (“Fame”), as the sole stockholder of UFG, 17,912,446 newly issued shares of our common stock in exchange
for all of the issued and outstanding capital stock of UFG held by Fame. As a result, UFG became our wholly owned
subsidiary, Fame became our controlling stockholder and the management team of Wuhan Blower replaced our prior
management team. Prior to the share exchange transaction, we had no relationship with Fame, UFG, Wuhan Blower
or Wuhan Generating. On March 13, 2007, the Company changed its name from “United National Film Corporation” to
“Wuhan General Group (China), Inc.”

Prior to the share exchange transaction, we had 1,800,000 shares of common stock outstanding. Following the closing
of the share exchange transaction, we had 19,712,446 shares of common stock outstanding. As of March 28, 2008, we
had 21,876,390 shares of common stock outstanding.

Background and History of UFG and Wuhan Blower

UFG was incorporated in the British Virgin Islands in August 2006. Until the share exchange transaction in February
2007, UFG was a wholly owned subsidiary of Fame, also a BVI company and now our controlling stockholder. Our
President and Chief Executive Officer, Mr. Xu Jie, acquired control of Fame, and Fame acquired control of UFG, in
late August 2006. Neither Fame nor UFG had any active business operations until UFG acquired Wuhan Blower in
September 2006.

Wuhan Blower was founded in 1958 as the Wuhan Blower Company, a State-Owned Enterprise (“SOE”) and became
one of the largest manufacturers of industrial blowers in central and southwest China. In 2004, Mr. Xu purchased the
company with the intention of making changes to its management structure, employee utilization, plant location and
general operations which would transform it from a traditional Chinese SOE into a modern, efficient operating
company. Mr. Xu relocated the company to the Eastlake New Technology Development Zone in Wuhan, with much
improved access to railroads, waterways and roads necessary for the transportation of its products, and constructed a
new headquarters, research and development, and manufacturing facility at this location. Principally as a result of
these actions, combined with more efficient use of personnel, Wuhan Blower has experienced significant increases in
revenues and net income over the last two years.

2

Edgar Filing: WUHAN GENERAL GROUP (CHINA), INC - Form 10KSB

6



On January 9, 2007, Wuhan Blower completed its acquisition of Wuhan Generating, a manufacturer of water and
steam turbines, which is a complementary business to that of Wuhan Blower. We have recently completed the
construction of a new turbine manufacturing facility for Wuhan Generating. We are in the process of installing
customized equipment for the production of turbines. We expect installation to be complete and production to begin in
this new facility in the third quarter of 2008.

We are located in Wuhan, the capital of China’s Hubei Province and one of the ten largest cities in China. Hubei is
centrally located and is a key player in the Chinese automotive, metallurgy, machinery, power generation, textiles and
high-tech industries. Wuhan is one of the major university cities in the country, providing a highly educated workforce
to the surrounding industries.

Acquisition of UFG

On February 7, 2007, we completed the share exchange transaction, also known as a “reverse acquisition” transaction,
whereby UFG became our wholly owned subsidiary and Fame became our controlling stockholder.

Upon the closing of the share exchange transaction, Glenn A. Little, then our sole director and officer, submitted his
resignation from all offices that he held effective immediately. Xu Jie, the President and Chief Executive Officer of
Wuhan Blower, was appointed our President, Chief Executive Officer and Chairman of the Board. In addition, the
Wuhan Blower executive officers became our executive officers.

For accounting purposes, the share exchange transaction is treated as a reverse acquisition with UFG as the acquirer
and Wuhan General Group (China), Inc. as the acquired party. As a result, the Company is deemed to be a
continuation of the business of UFG. Accordingly, the accompanying consolidated financial statements are those of
the accounting acquirer (UFG). The historical stockholders’ equity of the accounting acquirer prior to the share
exchange has been retroactively restated as if the share exchange transaction occurred as of the beginning of the first
period presented.

February 2007 Private Placement

Also on February 7, 2007, we completed a private placement transaction in which we issued to nine institutional
investors an aggregate of 10,287,554 shares of our newly created Series A Convertible Preferred Stock ("Preferred
Stock") at a price of $2.33 per share for gross proceeds of $23,970,000. The Preferred Stock is convertible into shares
of our common stock on a 1-for-1 basis. The holders of our Preferred Stock are not required to pay a conversion price
or any other consideration in order to convert Preferred Stock into common stock. The Preferred Stock is entitled to a
dividend equal to 5% per annum, payable quarterly. We must pay any unpaid dividends on our Preferred Stock before
paying dividends on our common stock.

3
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Except with respect to specified transactions that may affect the Preferred Stock and except as otherwise required by
Nevada law, the Preferred Stock has no voting rights. In the event that the trading price and volume of our common
stock achieve certain levels, the outstanding shares of our Preferred Stock will be converted automatically into shares
of our common stock over a two year period starting February 5, 2008. In the event of our liquidation, the holders of
Preferred Stock shall be entitled to receive, out of our assets available for distribution to stockholders, an amount
equal to $2.33 per share plus any accrued and unpaid dividends before any payment can be made to the holders of our
common stock.

In the private placement, we also issued three series of common stock purchase warrants - Series A, B, and J - which
entitle the holders to purchase an aggregate of 21,145,922 shares of our common stock on the terms set forth below.

The investors in the February 2007 private placement received “60% warrant coverage” on their investment. As a result,
we issued to the investors, on a pro rata basis, Series A warrants to purchase an aggregate of 6,172,531 shares of
common stock. The Series A Warrants have an exercise price of $2.57 per share and expire on February 7, 2012.

In addition, each of the private placement investors who invested at least $2,000,000 also is entitled to purchase shares
of our common stock on the same terms as such investor’s initial purchase. To represent this right, we issued Series J
Warrants to these investors to purchase an aggregate of 9,358,370 shares of common stock. The Series J Warrants
have an exercise price of $2.33 per share and expire on November 7, 2008.

Investors receiving Series J Warrants also received “60% warrant coverage” on this additional investment, if made. We
therefore issued Series B Warrants to these investors to purchase an aggregate of 5,615,021 shares of common stock.
The Series B Warrants can only be exercised upon and to the extent that the Series J Warrants are exercised. The
Series B Warrants have an exercise price of $2.57 and expire on February 7, 2012.

As partial consideration for services rendered by 1st BridgeHouse Securities, LLC ("1st BridgeHouse"), the placement
agent for the February 2007 private placement, we agreed to issue warrants to purchase common stock to 1st

BridgeHouse in an amount equal to 10% of all shares of Preferred Stock sold in the private placement, plus 10% of
any shares of common stock issued pursuant to the Series A, B and J Warrants issued in the private placement. This
right is represented by Series C, AA, BB and JJ warrants issued by 1st BridgeHouse. The Series C, AA, BB and JJ
Warrants relate to the Series A Preferred Stock, Series A Warrants, Series B Warrants and Series J Warrants,
respectively. The exercise prices of the Series C, AA, BB and JJ Warrants are $2.57, $2.83, $2.83 and $2.57,
respectively. These exercise prices are 110% of the purchase price that investors paid or will pay for the related
security. 1st BridgeHouse can purchase 1,028,755, up to 617,253, up to 561,502 and up to 935,837 shares of common
stock pursuant to the Series C, AA, BB and JJ Warrants, respectively. The Series C, AA, BB and JJ Warrants expire
on February 7, 2017.

Agreements in connection with February 2007 Private Placement

In connection with the February 2007 private placement, we entered into the following agreements: securities escrow
agreement, lock-up agreement and escrow agreement. A summary of each of these agreements is provided below.

4
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The Company and Fame, the Company’s controlling stockholder, entered into a securities escrow agreement with the
private placement investors in which Fame agreed to certain “make good” provisions. In the securities escrow
agreement, the parties established minimum performance thresholds for the 12 months ending December 31, 2007 and
December 31, 2008. The 2007 performance threshold is earnings per share equal to $0.465 per share (based on
30,000,000 shares outstanding) and the 2008 performance threshold is net income equal to $22,000,000. Fame
deposited into escrow a total of 9,000,000 shares of our common stock. If we do not achieve the 2007 or 2008
performance thresholds, some or all of the escrowed shares will be delivered pro rata to the private placement
investors, with the amount distributed dependent upon the amount by which we fail to achieve the performance
thresholds. If we meet or exceed both performance thresholds, the escrowed shares will be returned to Fame. In each
case in which escrowed shares are distributed, only those private placement investors who remain our stockholders at
the time the escrow shares become deliverable are entitled to their pro rata portion of such escrow shares. The
foregoing is only a summary of the “make good” arrangements and is qualified by the exact terms of the securities
escrow agreement, which was filed as Exhibit 10.4 to our Form 8-K filed on February 13, 2007.

Also in connection with the private placement, we entered into a lock-up agreement with Fame. Under the terms of the
lock-up agreement, Fame agreed not to sell any shares of our common stock until February 5, 2011, unless permitted
by the February 2007 private placement investors. The lock-up agreement contains a limited exception for bona fide
gifts.

We also entered into an escrow agreement that required us to deposit $750,000 in an escrow account to cover fees and
expenses in connection with investor relations, public relations or securities law compliance, including related legal
fees. The escrow will terminate upon the earlier of (i) the disbursement of all escrow funds and (ii) February 7, 2010.

Our Products

We engage primarily in the design, development, manufacture and sale of industrial blowers in China. Our industrial
blowers are used primarily in steam-driven electrical power generation plants. In addition, we have begun production
of water turbines in our existing facilities and in shared facilities. Once customized equipment is installed in our new
turbine manufacturing facility, which we believe will occur in the third quarter of 2008, we will expand production of
turbines from this facility at such time. Steam and water turbines also will be manufactured principally for use in
electrical power plants.

Industrial Blowers

Industrial Blowers Generally

Industrial blowers are used to move very large volumes of air. When used in conjunction with an industrial furnace in
steam-driven electrical power generation plants, they:

·  blow air into the firebox in order to increase oxygen and improve combustion;

·  blow fuel (primarily coal dust) into the firebox; and

·  suck out waste gases.

5
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If pollution control is required for the waste gases, then:

·  a blower will propel the exhaust gases through a pollution reduction unit (such as a de-sulphurization unit); and

·  a final blower will push the “cleaned” gases to and through the smokestack.

Industrial blowers are custom-made for the specific installation in which they will be used. The blower can be driven
by an industrial scale electric motor, a diesel engine or a steam turbine. In addition to their use in power generation
plants, industrial blowers are also used in the metallurgy and petrochemicals industries, as well as for ventilation in
mines, mass transit (subways, tunnels, stations) and sewage treatment (for aeration).

Our Industrial Blower Products

Our primary blower products are:

·  Axial fans. These consist of a bladed impeller (fan) in an elongated cylindrical casing and are primarily used to
provide high-volume, low-pressure air for larger power stations of 200 to 1,000 megawatts.

·  Centrifugal Blowers. These consist of a “squirrel cage” type impeller (or rotor) in a scroll- or spiral-shaped casing. Air
is drawn into the center of the squirrel cage through a hole in the side of the casing and is thrown out at a right angle
by the rotational force. These blowers provide lower volumes of air, but at higher pressures, and are used in
medium-sized power stations of 100 to 300 megawatts for blowing coal dust into furnaces. They are also used for
aeration in sewage treatment plants.

When required for noise abatement purposes, we also manufacture silencers or “mufflers” fitted to the exhaust side of
our centrifugal blowers. These silencers are very similar in form and function to the muffler on an automobile: the
silencer interior is fitted with perforated metal trays stuffed with a sound absorbing material such as fiberglass.

We are one of the largest suppliers of industrial blowers in our market to the Chinese electrical power generation
industry, which is growing rapidly. All of our products are custom-built for specific purchasers. The majority of our
product revenue comes from competitive bidding.

A typical blower costs approximately $90,000 and takes three months to build, from design to finish. We are currently
operating at 100% of capacity and are producing approximately 300 blower/fan units per year.

The manufacture of these products combines both low-tech and high-tech processes. The low-tech process consists of
the cutting and welding of the steel for both the rotors and the casings. The high-tech process consists of the product
design, the “finish” manufacturing of the rotor shafts, and the balancing of the rotor assemblies.

We make extensive use of computer aided design (CAD) and computer aided engineering (CAE) in the design phase
of our manufacturing process. In particular, CAE provides us with the ability to do finite element analysis of our rotor
designs, while CAD allows us to do three dimensional modeling (to include molding coordinates for the fan/blower
blades) and design of the inlet and outlet parameters. Our relationships with the Science and Technology University of
Central China, Jiaotong University and the Acoustic Institute of the China Science Academy allow us to stay abreast
of the latest developments in the fields of fluid dynamics, material sciences and acoustics.
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We have the only acoustics lab in our industry in China, which we share with our university partners and which the
China Fan Performance Test Center uses for all its work. Mr. Liu Shupeng, our Vice General Manager (Blower), is
also the deputy director general of the Fan Association of China as well as the director of the Industry Standards
Association.

Through the use of the above technologies, we are able to design fans/blowers of the highest efficiency providing
precisely the volumes and pressures required.

Parts purchased from third parties consist mainly of the electric motor specified by the client (normally equal to about
20% of the build cost of the assembly), bearing castings and steel.

Turbines

Steam Turbines Generally

In a steam-driven electrical power generation plant, blowers like those we manufacture feed fuel and air into a large
furnace. The primary purpose of the furnace is to produce steam for the powering of steam-driven turbines. A stream
turbine takes the force of the steam and converts it into rotary motion, which is then used to drive machinery.

Steam turbines are normally categorized by their output in watts - kilowatts through megawatts. A small steam turbine
of 750 kilowatts is capable of lighting 7,500 100-watt light bulbs. A large 500 megawatt turbine can light 5 million
100-watt light bulbs or supply the power for a medium-sized city.

Steam turbines are high-precision, high-tolerance pieces of machinery and in many respects are similar to a jet engine.
Each is built-to-order according to the design specifications of the customer. In general, they are very large pieces of
machinery with extremely heavy castings. The manufacture of steam turbines, like blowers, requires both low-tech
and high-tech processes.

Water Turbines Generally

For those applications where the customer is close to a source of water power and does not need steam for other
applications in its plant, a water turbine may be more economical than a steam turbine. In this case, the cost of
building a source of water pressure (typically a dam) and the viaduct to the water turbine must be weighed against the
cost of building a steam plant. In general, water turbines have lower tolerances and are considered lower technology
than steam turbines.

A water turbine operates very much like an enclosed water wheel - high velocity incoming water pushes against the
turbine blades, forcing the turbine to rotate and provide power to the attached generator set.

As with a steam turbine, each is built-to-order according to the design specifications of the customer. The most
important consideration in the design is the height of the water column above the turbine, which will determine how
large the turbine must be and how fast it must turn to achieve the desired power output.
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Our Turbine Products

We have only recently begun production of water turbines from our existing manufacturing facilities. We have
recently completed the construction of a new turbine manufacturing facility for Wuhan Generating. We believe that
the installation of customized equipment in our new facility will be completed in the third quarter of 2008.

Upon completion of our new turbine manufacturing facility, we currently plan to manufacture the following four types
of steam turbines:

·  Regular steam turbines - these turbines are designed to make maximum use of the steam, with any waste
steam vented into the atmosphere through cooling towers.

·  Co-generation turbines - these turbines are designed to provide for the use of “waste steam” by a co-located
industrial plant (such as a paper or chemical plant).

·  “Heat-centric” turbines - these turbines are used by municipalities with a central steam system for home and factory
use. The turbine is able to use this lower-pressure steam for incremental power output.

·  “Variable pressure output” turbines - these turbines have the ability to provide waste steam at two or more
pressures. Fundamentally, they allow for tapping the steam at different pressure stages in the generator.

Steam turbine production is characterized by low unit volume with high unit revenue and margins. While it is difficult
to generalize, a 100 megawatt steam turbine costs approximately $7 to 8 million and takes eight to ten months to
build.

Water turbines, on the other hand, bear a stronger resemblance (in manufacture) to our traditional industrial blowers.
A water turbine resembles a blower operating in reverse, powered by water rather than air. This similarity allowed us
to begin production of water turbines in our existing facilities and in shared facilities.

A typical ten megawatt water turbine costs approximately $600,000 and takes four to six months to construct.

The design and manufacturing of steam and water turbines require a high degree of engineering skill. We have a close
relationship with Beijing 3-D, a high tech enterprise co-sponsored by the Chinese Academy of Sciences, for the
purpose of developing new designs and manufacturing technology for the power generation equipment manufacturing
industry in China. Beijing 3-D has developed world-class 3-dimensional CAD tools for use in the design of steam and
water turbines. We anticipate obtaining rights to this technology in exchange for payment of a sales royalty on
turbines utilizing the technology, although no formal agreement is currently in place. We believe this technology will
give us significant advantages in providing our customers with the highest quality turbines, tailored precisely to their
needs. Through its use, we believe we will be able to:

·  increase steam generator thermal efficiency by approximately 5% to 7%;

·  reduce coal consumption by approximately 15 to 21g per KWH; and

·  increase megawatt output by approximately 10% per unit.
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As a result, we believe that we can compete effectively in the turbine market. We also will be providing for China’s
need for cleaner and more efficient electric power production.

Development of Our Steam and Water Turbine Business

On January 9, 2007, Wuhan Blower completed the formation of Wuhan Generating. To develop the Company’s turbine
business, Wuhan Blower reached an understanding with China Chang Jiang Energy Corporation ("China Chang
Jiang"), which owns Wuhan Turbine Works, a manufacturer of energy turbines for power plants. China Chang Jiang
has agreed to allow us to assume the operations of Wuhan Turbine Works related to the manufacture of steam turbines
up to 300 megawatts and water turbines up to 200 megawatts. To this end, Wuhan Generating hired a number of the
management team members from Wuhan Turbine Works. These former Wuhan Turbine Works management team
members and a limited number of Wuhan Turbine Works skilled laborers helped Wuhan Generating launch its turbine
operations in 2007. Upon the installation of all the customized equipment in our new turbine manufacturing facility,
which we believe will occur in the third quarter of 2008, Wuhan Generating expects to hire approximately 500
employees from Wuhan Turbine Works.

We intend to utilize a management strategy for Wuhan Generating that is similar to the one we used for Wuhan
Blower during its first two years: management and employee restructuring, movement to a new facility (on our
existing premises) and an intense focus on research and development.

We are nearing completion of the new turbine manufacturing facility in Wuhan adjacent to our current manufacturing
facilities. However, by utilizing outsourcing and our existing blower manufacturing equipment, we have already
commenced the manufacture of turbines.

The launch of the turbine business puts us on a high-margin per unit business path, offering us exceptional growth
opportunities by participating in China’s dynamic growth in electrical generating capacity requirements.

We are spending approximately $22.5 million on the new turbine plant and related equipment; a portion of the funding
for this project was derived from the net proceeds of our February 2007 private placement. The new workshop is
planned to be approximately 247,500 square feet with a hoist crane capacity of 160 tons. We have purchased large,
high-precision equipment such as a 20 foot vertical boring lathe, a 39 foot precision horizontal lathe, two numerically
controlled boring and milling machines, and a large dynamic-balance machine with a high-precision and numerically
controlled machining center. Approximately 30% of this machinery has been installed in our facility, while the
remaining 70% is either in the process of installation or still being delivered from our suppliers.

In addition, we have constructed a new administrative building for the turbine manufacturing facility, which is located
adjacent to the turbine manufacturing facility.  It will be used by personnel in turbine supplies and sales and for other
administrative tasks. Construction on the administrative building began in June 2006 and was completed in December
2007. The Company expects the interior to be completed, and the building ready for use, in December 2008.
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In starting our turbine enterprise, we have a seasoned, tested management team, the availability of cutting-edge design
and manufacturing technology and a brand-new fabrication facility. With these assets, we believe we have assembled
the pieces to create the predominant steam and water turbine manufacturer in China.

In July 2007, we entered into a contract with Jiangsu Huangli Paper Industry Co., Ltd. ("Jiangsu Huangli") to build a
thermal electric power plant with four boiler furnaces and two turbine generator groups in Jiangyin, Jiangsu. We
expect to receive approximately $26.37 million to construct this power plant, and this total amount will be paid to us
in monthly payments over a period of one year. If Jiangsu Huangli fails to make timely payments to us, we are
contractually bound to assume the cost to continue with the construction of the power plant. Although we do not
currently anticipate this happening, if we were required to assume construction costs, the power plant project would
become a joint venture between us and Jiangsu Huangli. We plan to complete the power plant around June 30, 2008.

Our Market

The market for blowers, steam turbines and water turbines in China is directly driven by the growth in the country’s
overall demand for electricity and the now mandated requirement for electrical generating equipment that is both more
fuel efficient and less polluting. According to the Energy Information Administration, China currently has the second
greatest amount of installed electrical capacity of any nation, trailing only the United States. China Daily Online
reports that China’s total installed electricity generating capacity exceeded 713 gigawatts in 2007, up 14.6% from
2006. According to the People’s Daily Online, the Chinese government made the increase in installed capacity a major
part of the 10th (2005) and 11th (2010) Five Year Plans. According to RNCOS, an industry research firm, China will
consume around 16% of the world’s energy by 2020.

China’s electrical capacity is installed not only in centralized major power production plants, but also often on the
premises of major industrial facilities. The on-site production of power allows a company to avoid brownouts or
complete loss of service. In this manner, many companies have insulated themselves from the short-fall in overall
capacity.

Our Customers

In our blower manufacturing business, we currently have a base of over 330 customers. We have only recently entered
the turbine manufacturing business, in which we have approximately 16 customers.

Raw Materials and Supplies

The principal raw materials used in the manufacture of our products are rolled steel and iron. We believe these
materials are widely available from multiple sources, though we primarily obtain them from three suppliers: Wuhan
Iron and Steel Group, Baoshan Iron & Steel Co. and Jinan Iron & Steel Co.
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Research and Development

We believe that our research and development (“R&D”) facilities are among the most advanced in the industry. Our
R&D department operates out of a new facility at our Wuhan campus. Our relationships with the Science and
Technology University of Central China, Jiaotong University and the Acoustic Institute of China Science Academy
allow us to stay abreast of the latest developments in the fields of fluid dynamics, material sciences and acoustics. We
have the only acoustics lab in our industry in China, which we share with our university partners and which the China
Fan Performance Test Center uses for all of its work. During 2007, R&D expense was approximately 5% of sales and
we expect R&D expense to be approximately 5% of 2008 sales. We are able to pass these costs through to the
customer through the sales price of our products.

Our Competition

We believe that there are currently approximately 500 blower and fan manufactures in China, but that most of these
are small and do not have the R&D and manufacturing resources that we do. We compete mainly with five large scale
manufacturers, each of which is roughly the same size as the Company. We believe that there are currently
approximately 500 turbine manufactures in China, but that most of these are small and do not have the R&D and
manufacturing resources that we do. We believe there are approximately five significant manufacturers of steam and
water turbines with whom we compete. In both our blower and turbine businesses, we compete primarily on the basis
of reputation, price, quality, engineering, timeliness and post-purchase services.

Regulation

We do not face any significant government regulation of our businesses or in connection with the production of our
products. We do not require any special government permits to produce our products other than those permits that are
required of all corporations in China.

Our Employees

As of  March 28, 2008, we employed approximately 640 full-time employees and approximately 60 part-time
employees. Once customized equipment is installed in our new turbine manufacturing facility, we plan to increase the
number of full-time employees.

Wuhan Blower has, and Wuhan Generating will have, a trade union that protects employees’ rights, aims to assist in
the fulfillment of our economic objectives, encourages employee participation in management decisions and assists in
mediating disputes between us and union members. We believe that we maintain a satisfactory working relationship
with our employees and we have not experienced any significant labor disputes or any difficulty in recruiting staff for
our operations.

As required by applicable Chinese law, we have entered into employment contracts with all of our officers, managers
and employees.

Our employees in the PRC participate in a state pension scheme organized by Chinese municipal and provincial
governments. In addition, as required by PRC law, we provide employees in the PRC with various types of social
insurance, including medical insurance, unemployment insurance and occupational injury insurance.
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Risk Factors

An investment in our common stock or other securities involves a number of risks. You should carefully consider each
of the risks described below before deciding to invest in our common stock. If any of the following risks develops into
actual events, our business, financial condition or results of operations could be negatively affected, the market price
of our common stock or other securities could decline and you may lose all or part of your investment.

The risk factors presented below are all of the ones that we currently consider material. However, they are not the
only ones facing our company. Additional risks not presently known to us, or which we currently consider immaterial,
may also adversely affect us. There may be risks that a particular investor views differently from us, and our analysis
might be wrong. If any of the risks that we face actually occur, our business, financial condition and operating results
could be materially adversely affected and could differ materially from any possible results suggested by any
forward-looking statements that we have made or might make. In such case, the trading price of our common stock
could decline, and you could lose part or all of your investment.

Risk Factors Related to Our Business

Our steam and water turbine business is a critical component of our growth and overall business strategy, yet
our turbine facility is not operational and we have little experience manufacturing turbines.

In late 2005, Wuhan Blower reached an understanding with many of the former management members of Wuhan
Turbine Works, a business owned by China Chang Jiang Energy Corporation, whereby it would establish a new
business utilizing their management and technology to manufacture small to mid-size steam and water turbines. Since
that time, we have begun production of turbines in our existing manufacturing facilities and in shared facilities. In
March 2006, we broke ground on a new turbine manufacturing facility. The construction of the new turbine
manufacturing facility has been completed; however, the installation of customized equipment for this facility will not
be completed until the third quarter of 2008.  We plan to expand production of turbines from this facility once the
installation is complete. We anticipate that the manufacture of turbines will become a critical component of our
business. However, we have limited experience manufacturing turbines.

Because we have had a limited operating history in the turbine manufacturing business, it is difficult to forecast
accurately our future revenues and expenses related to this segment. Additionally, our turbine operations will continue
to be subject to risks inherent in the establishment of a new business, including, among other things, efficiently
deploying our capital, developing our product and service offerings, developing and implementing our marketing
campaigns and strategies and developing awareness and acceptance of our products. Our ability to generate future
revenues from these operations will be dependent on a number of factors, many of which are beyond our control. To
be successful, we must, among other things, complete the installation of the customized equipment, integrate the
former managers of Wuhan Turbine Works and establish market recognition in this business. This will require us to
expend significant resources, including capital and management time and there can be no assurance that this aspect of
our business will be successful.

12

Edgar Filing: WUHAN GENERAL GROUP (CHINA), INC - Form 10KSB

16



Wuhan Blower was privatized in 2004, so it has a limited history of operations as a non-state-owned enterprise.
We may not realize the benefits of privatization as quickly as we anticipate or at the level that we expect.

Wuhan Blower was originally founded in 1958 as the Wuhan Blower Company. In 2004, Mr. Xu Jie purchased the
company and implemented steps to transform it from a traditional Chinese state-owned enterprise into a modern,
efficient company. Thus , we only have a limited history of operations as a non-state-owned enterprise. We cannot
assure you that we will be successful in achieving the benefits we expect from our privatization, such as increased
management flexibility in implementing measures to improve our cost structure, the efficient operation of our
business and the expansion into new businesses in a timely manner or at all. Factors that may cause the actual benefits
we may derive from privatization to deviate from our expectations include:

·  inexperience of management in transforming and then operating a non-state-owned enterprise;

·  unanticipated adverse developments in our attempt to achieve efficient management of our workforce and operation
of our business;

·  changes in regulations affecting us following our privatization; and

·  the speed with which we are able to implement more efficient management systems, and the resulting levels of cost
savings.

Our management has identified material weaknesses in our internal control over financial reporting and
disclosure controls and procedures that, if not properly remediated, could result in material misstatements in
our financial statements in future periods.

In conjunction with the preparation of this Form 10-KSB, our management carried out an evaluation of the
effectiveness of the design and operation of our internal control over financial reporting and disclosure controls and
procedures as of December 31, 2007. Based upon this evaluation, our CEO and CFO concluded that our internal
control over financial reporting and disclosure controls and procedures contained significant deficiencies and material
weaknesses. For more detailed information regarding our internal control over financial reporting and our disclosure
controls and procedures, see Part II, Item 8A Controls and Procedures.

If we are unable to improve our financial and management controls, and hire additional accounting and finance staff
experienced in addressing complex accounting matters applicable to public companies, in each case in a timely and
effective manner, our ability to comply with the accounting and financial reporting requirements and other rules that
apply to public companies would be impaired.

If the remedial policies and procedures we implement are insufficient to address the identified material weaknesses, or
if additional significant deficiencies or material weaknesses in our internal controls are discovered in the future, we
may fail to meet our future reporting obligations, our financial statements may contain material misstatements and our
operating results may be adversely affected. Any such failure could also adversely affect the results of the periodic
management evaluations regarding the effectiveness of our internal control over financial reporting.
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We must implement additional and expensive procedures and controls in order to grow our business and
organization and to satisfy reporting requirements, which will increase our costs and require additional
management resources.

As a public reporting company, we are required to comply with the Sarbanes-Oxley Act and the related rules and
regulations of the Securities and Exchange Commission (“SEC”), including the requirements that we maintain
disclosure controls and procedures and adequate internal control over financial reporting. Upon approval for listing as
a public company on NASDAQ, we will also be required to comply with marketplace rules. Compliance with the
Sarbanes-Oxley Act and other SEC and NASDAQ requirements will increase our costs and require additional
management resources. We recently have begun upgrading our procedures and controls and will need to continue to
implement additional procedures and controls as we grow our business and organization and to satisfy new reporting
requirements. If we are unable to complete the required assessment as to the adequacy of our internal control over
financial reporting, as required by Section 404 of the Sarbanes-Oxley Act, or if we fail to maintain internal control
over financial reporting, our ability to produce timely, accurate and reliable periodic financial statements could be
impaired.

Our substantial indebtedness could adversely affect our results of operations and financial condition and
prevent us from fulfilling our financial obligations.

We have incurred substantial debt to finance our growth. As of December 31, 2007, we had approximately $28.13
million of outstanding bank loans and notes. This indebtedness could have important consequences to us, such as:

·  limiting our ability to obtain additional financing to fund growth, working capital, capital expenditures, debt service
requirements or other cash requirements;

·  limiting our operational flexibility due to the covenants contained in our debt agreements;

·  limiting our ability to invest operating cash flow in our business due to debt service requirements;

·  limiting our ability to compete with companies that are not as highly leveraged and that may be better positioned to
withstand economic downturns; and

·  increasing our vulnerability to fluctuations in market interest rates.

Our ability to meet our expenses and debt service obligations will depend on our future performance, which will be
affected by financial, business, economic and other factors, including potential changes in customer preferences, the
success of product and marketing innovation and pressure from competitors. If we do not have enough money to pay
our debt service obligations, we may be required to raise additional equity capital, sell assets or borrow more money.
We may not be able, at any given time, to raise additional equity capital, sell assets or borrow more money on terms
acceptable to us or at all.

In addition, the majority of our debt matures in less than one year.  In the past, we have refinanced our debt prior to
maturity. However there can be no assurance that we will be able to refinance our debt on favorable terms.
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Default in payment by one or more customers that have large account receivable balances could adversely
impact our results of operations and financial condition.

A significant portion of our working capital consists of accounts receivable from customers. As of December 31,
2007, we had an aggregate amount of $31.88 million in accounts receivables. If customers responsible for a
significant amount of accounts receivable were to become insolvent or otherwise unable or unwilling to make timely
payments, our business, results of operation, financial condition or liquidity could be adversely affected. A significant
amount of customer defaults would be most likely to occur in an economic or industry downturn. Such an event could
result in longer payment cycles, increased collection costs and defaults in excess of management’s expectations.

We rely on third-party relationships to augment our research and development capabilities. If we fail to
establish new, or maintain existing, collaborative arrangements, or if our partners do not perform, we may be
unable to research and develop new products and make technological advancements.

Although we maintain our own research and development facilities, we also rely on collaborative arrangements with
third-parties to research and develop new products and make technological advancements. For example, we have
relationships with the Science and Technology University of Central China, Jiaotong University and the Acoustic
Institute of the China Science Academy that allow us to stay abreast of the latest developments in the fields of fluid
dynamics, material sciences and acoustics. We would be harmed by the loss of such relationships. In addition, we
license technological information, and receive related technical assistance, from Mitsubishi Heavy Industries, Ltd. in
connection with the majority of axial flow fans that we produce. If we fail to retain our rights under the license
agreement, we would not be able to produce axial flow fans using the technical information provided by Mitsubishi.
Additional collaborations may be necessary in the future. If we fail to enter into additional collaborative arrangements
or fail to maintain our existing collaborative arrangements, we may not be able to compete successfully with other
companies that achieve technological advancements.

Our dependence on collaborative arrangements with third-parties subjects us to a number of risks, including, among
others:

·  collaborative arrangements may not be on terms favorable to us;

·  disagreements with partners may result in delays in research and development, termination of our collaboration
agreements or time consuming and expensive legal action;

·  we cannot control the amount and timing of resources that our partners devote to our research and development and
our partners may not allocate sufficient funds or resources to our projects, or may not perform their obligations as
expected;

·  partners may choose to research and develop, independently or with other companies, alternative products or
technological advancements, including products or advancements that would compete with ours;

·  agreements with partners may expire or be terminated without renewal, or partners may breach collaboration
agreements with us;

·  business combinations or significant changes in a partner’s business strategy might adversely affect that
partner’s willingness or ability to complete its obligations to us; and

·  the terms and conditions of the relevant agreements may no longer be suitable.
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The occurrence of any of these or similar events could adversely affect our research and development capabilities.

We have limited business insurance coverage.

The insurance industry in China is still at an early stage of development. Insurance companies in China offer limited
business insurance products. As a result, we do not have any business liability insurance coverage for our operations.
If we incur any losses, we will have to bear those losses without any assistance. As a result, we may not have
sufficient capital to cover material damage to, or the loss of, our manufacturing facilities due to fire, severe weather,
flood or other causes, and such damage or loss would have a material adverse effect on our financial condition,
business and prospects.

Our results could be adversely impacted by product quality and performance.

We manufacture and install products based on specific requirements of each of our customers. We believe that future
orders of our products or services will depend on our ability to maintain the performance, reliability and quality
standards required by our customers. If our products or services have performance, reliability or quality problems, we
may experience delays in the collection of accounts receivables, higher manufacturing or installation costs, additional
warranty and service expense, and reduced, cancelled or discontinued orders. Additionally, performance, reliability or
quality claims from our customers, with or without merit, could result in costly and time-consuming litigation that
could require significant time and attention of management and involve significant monetary damages.

Continued price volatility and supply constraints in the steel and iron markets could prevent us from meeting
delivery schedules to our customers or reduce our profit margins.

Our business is dependent on the prices and supply of steel and iron, which are the principal raw materials used in our
products. The steel and iron industries are highly cyclical in nature, and steel and iron prices have been volatile in
recent years and may remain volatile in the future. Steel and iron prices are influenced by numerous factors beyond
our control, including general economic conditions, competition, labor costs, production costs, import duties and other
trade restrictions. In the past, there have been unusually rapid and significant increases in steel and iron prices and
severe shortages in the steel and iron industries due in part to increased demand from China’s expanding economy and
high energy prices. We do not have any long-term contracts for the purchase of steel and iron and normally do not
maintain inventories of steel and iron in excess of our current production requirements. We can give you no assurance
that steel and iron will remain available to us at competitive prices or that prices will not continue to be volatile. If the
available supply of steel and iron declines, we could experience price increases that we are not able to pass on to our
customers, a deterioration of service from our suppliers or interruptions or delays that may cause us not to meet
delivery schedules to our customers. Any of these problems could adversely affect our results of operations and
financial condition.
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Expansion of our business may strain our management and operational infrastructure and impede our ability
to meet any increased demand for our products. In addition, we may need additional funding to support our
growth, and this funding may not be available to us.

Our business plan is to grow significantly our operations by meeting the anticipated growth in demand for existing
products, and by introducing new products. Our planned growth includes the development of a turbine manufacturing
business. Growth in our business may place a significant strain on our personnel, management, financial systems and
other resources. Our business growth also presents numerous risks and challenges, including:

·  our ability successfully and rapidly to expand sales to potential customers in response to potentially increasing
demand;

·  the costs associated with such growth, which are difficult to quantify, but could be significant; and

·  rapid technological change.

To accommodate this growth and compete effectively, we may need to obtain additional funding to improve and
expand our manufacturing facilities, information systems, procedures and controls and to expand, train, motivate and
manage existing and additional employees. Funding may not be available in a sufficient amount or on favorable terms,
if at all. If we are not able to manage these activities and implement these strategies successfully to expand to meet
any increased demand, our operating results could suffer.

We depend heavily on key personnel, and turnover of key employees and senior management could harm our
business.

Our future business and results of operations depend in significant part upon the continued contributions of our key
technical and senior management personnel, including in particular Xu Jie, our President, Chief Executive Officer and
Chairman of the Board. They also depend in significant part upon our ability to attract and retain additional qualified
management, technical, marketing and sales and support personnel for our operations. If we lose a key employee, if a
key employee fails to perform in his or her current position, or if we are not able to attract and retain skilled
employees as needed, our business could suffer. Significant turnover in our senior management could significantly
deplete institutional knowledge held by our existing senior management team. We depend on the skills and abilities of
these key employees in managing the manufacturing, technical, marketing and sales aspects of our business, any part
of which could be harmed by turnover in the future.

We are a holding company and rely on the receipt of dividends from our operating subsidiaries. We may
encounter limitations on the ability of our subsidiaries to pay dividends to us.

As a holding company, we have no direct business operations other than the ownership of our operating subsidiaries.
Our ability to pay dividends and meet other obligations depends upon the receipt of dividends or other payments from
our operating subsidiaries. In addition, our operating subsidiaries, from time to time, may be subject to restrictions on
their ability to make distributions to us, including as a result of restrictive covenants in loan agreements, restrictions
on the conversion of local currency into U.S. dollars or other hard currency and other regulatory restrictions relating to
doing business in China as discussed below. If future dividends are paid in Renminbi, fluctuations in the exchange
rate for the conversion of Renminbi into U.S. dollars may reduce the amount received by U.S. stockholders upon
conversion of the dividend payment into U.S. dollars.
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The ability of our Chinese operating subsidiaries to pay dividends may be restricted due to their corporate
structure.

All of our operations are conducted in China and substantially all of our revenues are generated in China. We are
required to establish reserve funds and staff and workers’ bonus and welfare funds, each of which is appropriated from
net profit after taxation but before dividend distributions in accordance with Chinese law. We are required to allocate
at least 10% of our net profits to the reserve fund until the balance of this fund has reached 50% of our registered
capital.

In addition, the profit available for distribution from our Chinese operating subsidiaries is determined in accordance
with generally accepted accounting principles in China. This calculation may differ from the one performed under
generally accepted accounting principles in the United States, or GAAP. As a result, we may not receive sufficient
distributions from our Chinese subsidiaries to enable us to make dividend distributions to our stockholders in the
future. The limitations on distributions of the profits of our Chinese operating subsidiaries could negatively affect our
financial condition and assets, even if our GAAP financial statements indicate that our operations have been
profitable.

Chinese regulations currently permit the payment of dividends only out of accumulated profits as determined in
accordance with Chinese accounting standards and regulations. Our subsidiaries in China also are required to set aside
a portion of their after tax profits according to Chinese accounting standards and regulations to fund certain reserve
funds. Currently, our subsidiaries in China are the only sources of revenues or investment holdings for the payment of
dividends. If they do not accumulate sufficient profits under Chinese accounting standards and regulations to first fund
certain reserve funds as required by Chinese accounting standards, we will be unable to pay any dividends.

We enjoy certain preferential tax concessions, and the loss of these preferential tax concessions would cause our
tax liabilities to increase and our profitability to decline.

On March 16, 2007, the National People’s Congress promulgated the Law of the People’s Republic of China on
Enterprise Income Tax, which became effective on January 1, 2008. In accordance with this new Chinese tax law, the
corporate income tax rate will be reduced to 25%. However, certain industries and projects, such as high and new
technology enterprises, may continue to receive preferential corporate income tax treatment.

The new tax legislation also provided for a transitional period for enterprises already benefiting from preferential tax
treatment.  The Company expects to be an enterprise that will continue to benefit from a preferential tax rate in both
the transitional period, as well as thereafter.  The Company believes that it will continue to benefit from a tax holiday
in 2008, and, therafter beginning January 1, 2009, the Company will be subject to a 15% tax rate. There can be no
assurance that we will continue to qualify for the preferential tax treatment or that Chinese tax regulations will remain
the same. If we do not continue to receive our tax exemption or do not receive the reduced income tax rates thereafter,
our tax liabilities will increase and our net income will decrease accordingly.
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Our quarterly and annual revenues and operating results are volatile and difficult to predict.

Our quarterly and annual revenues and operating results may vary depending on a number of factors, including, but
not limited to: fluctuating customer demand, delay or timing of shipments, construction delays, changes in product
mix or market acceptance of new products; manufacturing or operational difficulties that may arise due to quality
control, capacity utilization of our production equipment or staffing requirements; and competition, including the
introduction of new products by competitors, adoption of competitive technologies by our customers and competitive
pressures on prices of our products and services. Our failure to meet quarterly or annual revenue and operating result
expectations would likely adversely affect the market price of our common stock.

Risks Related to the Market for Our Stock and Our Capital Structure

There is only a limited trading market for our common stock.

Our common stock is not currently listed for trading on any national securities exchange and very few shares are
currently traded. We do not expect a more robust trading market for our shares to develop until we receive some level
of public research coverage and/or successfully list our common stock on NASDAQ or another exchange. The OTC
Bulletin Board does provide quotations of trades of our shares. The OTC Bulletin Board is an inter-dealer,
over-the-counter market that provides significantly less liquidity than the NASDAQ Stock Market or the New York or
American Stock Exchanges. Quotes for stocks included on the OTC Bulletin Board are not listed in the financial
sections of newspapers as are those for the stock exchanges. Therefore, prices for securities traded solely on the OTC
Bulletin Board may be difficult to obtain, and holders of common stock may be unable to sell their shares in a timely
fashion, or at or near their original offering price or at any price.

Although we have an agreement with the investors in the February 2007 private placement to have our
common stock listed on the NASDAQ Capital Market or NASDAQ Global Market, we cannot provide any
assurance that we will be able to obtain a NASDAQ listing. Since we did not obtain a NASDAQ listing by
December 31, 2007, we may have to issue additional shares to these private placement investors, which would
dilute the holdings of an owner of our common stock.

In connection with the private placement, we agreed to have our common stock listed on the NASDAQ Capital
Market or the NASDAQ Global Market. Although we have applied to list our common stock on NASDAQ, we cannot
assure you that we will be able to meet the initial listing requirements or that our application will be accepted by
NASDAQ. If our common stock is not listed on NASDAQ, the trading market for our common stock will remain
illiquid.

Since our common stock was not listed and trading on NASDAQ by December 31, 2007, the private placement
investors will be entitled to receive, on a pro rata basis, shares of our common stock as follows: (x) 1,500,000 shares
of common stock since the shares were not listed by December 31, 2007, (y) an additional 3,000,000 shares of
common stock if the shares are not listed by March 31, 2008 and (z) an additional 1,500,000 shares of common stock
for each calendar month thereafter that the shares of common stock are not listed on the last day of such month. Each
private placement investor has the option to elect to have these shares paid by Fame, our controlling stockholder, or
issued by us. Therefore, if one or more private placement investors elects to receive newly issued shares, the holdings
of an owner of our common stock would be diluted.

19

Edgar Filing: WUHAN GENERAL GROUP (CHINA), INC - Form 10KSB

24



Shares eligible for future sale may adversely affect the market price of our common stock.

From time to time, certain of our stockholders may be eligible to sell all or some of their shares of restricted common
stock by means of ordinary brokerage transactions in the open market pursuant to Rule 144. Any substantial sale of
our common stock pursuant to Rule 144 or pursuant to any resale prospectus may have a material adverse effect on
the market price of our common stock.

The issuance of shares of common stock upon the exercise or conversion of outstanding securities may cause
significant dilution to our stockholders and may have an adverse impact on the market price of our common
stock.

As of March 28, 2008, there were 32,850,927 shares of our common stock issuable upon conversion of outstanding
Preferred Stock and exercise of outstanding warrants. The issuance of our shares upon the exercise or conversion of
these securities will increase the number of shares of our common stock outstanding, which could depress the market
price of our common stock.

The perceived risk of dilution may cause our stockholders to sell their shares, which would contribute to a downward
movement in the stock price of our common stock. Moreover, the perceived risk of dilution and the resulting
downward pressure on our stock price could encourage investors to engage in short sales of our common stock. By
increasing the number of shares offered for sale, material amounts of short selling could further contribute to
progressive price declines in our common stock.

In the event that we issue common stock or securities convertible into common stock in the future for
consideration that is less than the conversion price of our outstanding Preferred Stock or the exercise prices of
our outstanding warrants, the number of shares that we would be required to issue upon conversion of the
Preferred Stock would be increased and the exercise prices of the warrants would be decreased.

The terms of our outstanding convertible preferred stock and warrants provide for a downward adjustment in the
conversion price of our Preferred Stock and exercise prices of the warrants in the event that we subsequently issue
shares of our common stock, or securities convertible into or exercisable for our common stock, for consideration that
is less than the conversion or exercise prices of these previously-issued securities. Any reduction of the conversion
price of our Preferred Stock as a result of these adjustment provisions would require that we issue a greater number of
shares upon conversion of Preferred Stock than we would have issued in the absence of these provisions. Any
additional shares that we issue as a result of these adjustment provisions would cause further dilution to our existing
stockholders. In addition, any reduction of the exercise price of the warrants as a result of these adjustment provisions
would reduce the amount of cash that we receive in connection with an exercise of such warrants.

We may not be able to achieve the benefits we expect to result from the Share Exchange.

We may not realize the benefits that we hoped to derive as a result of the February 2007 share exchange, which
include:

·  access to the capital markets of the United States;

·  the increased market liquidity expected to result from exchanging stock in a private company for securities of a
public company that are publicly traded;
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·  the ability to use securities to make acquisition of assets or businesses;

·  increased visibility in the financial community;

·  enhanced access to the capital markets;

·  improved transparency of operations; and

·  perceived credibility and enhanced corporate image of being a publicly traded company.

In addition, the attention and effort devoted to achieving the benefits of the share exchange and attending to the
obligations of being a public company, such as reporting requirements and securities regulations, could significantly
divert management’s attention from operational issues, which could materially and adversely affect our operating
results or stock price in the future.

Compliance with changing regulation of corporate governance and public disclosure will result in additional
expenses and pose challenges for our new management team.

Changing laws, regulations and standards relating to corporate governance and public disclosure, including the
Sarbanes-Oxley Act and SEC regulations, have created uncertainty for public companies and significantly increased
the costs and risks associated with accessing the public markets and public reporting. Our new management team,
which has no prior experience operating a U.S. public company, will need to devote significant time and financial
resources to comply with both existing and evolving standards for public companies, which will lead to increased
general and administrative expenses and a diversion of management time and attention from revenue generating
activities to compliance activities.

Standards for compliance with Section 404 of the Sarbanes-Oxley Act are uncertain, and if we fail to comply in
a timely manner, our business could be harmed and our stock price could decline.

Rules adopted by the SEC pursuant to Section 404 of the Sarbanes-Oxley Act require an annual assessment of a public
company’s internal control over financial reporting by management, and audit of the public company’s internal control
over financial reporting by such company’s independent registered public accountants. We believe that the annual
assessment of our internal controls requirement will first apply to our annual report for the 2007 fiscal year and the
audit by our independent registered public accountants will first apply to our annual report for the 2008 fiscal year.
The standards that must be met for management to assess the internal control over financial reporting are new and
complex, and require significant documentation, testing and possible remediation to meet the detailed standards. We
may encounter problems or delays in completing activities necessary to make an assessment of our internal control
over financial reporting. In addition, the audit process by our independent registered public accountants is new and we
may encounter problems or delays in completing the implementation of any requested improvements and receiving an
audit by our independent registered public accountants. If we cannot assess our internal control over financial
reporting as effective, or our independent registered public accountants are unable to provide an unqualified audit
report, investor confidence and share value may be negatively impacted.
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Our principal stockholder has the ability to control our operations, including the election of our directors.

Fame Good International Limited, a holding company controlled by our President and Chief Executive Officer, Xu
Jie, is the owner of approximately 82% of our outstanding voting securities (excluding shares of our Series A
Convertible Preferred Stock which, until converted into common stock, only vote as a class on certain matters
affecting such preferred stock). As a result, Mr. Xu possesses significant influence, giving him the ability, among
other things, to elect each member of our Board of Directors and to authorize or prevent proposed significant
corporate transactions. His ownership and control may also have the effect of delaying or preventing a future change
in control, impeding a merger, consolidation, takeover or other business combination or discouraging a potential
acquirer from making a tender offer. Mr. Xu’s interests may differ from the interest of our other stockholders.

Certain provisions of our Articles of Incorporation may make it more difficult for a third party to effect a
change-in-control.

Our Articles of Incorporation authorize the Board of Directors to issue up to 50,000,000 shares of preferred stock. The
preferred stock may be issued in one or more series, the terms of which may be determined at the time of issuance by
the Board of Directors without further action by the stockholders. These terms may include voting rights including the
right to vote as a series on particular matters, preferences as to dividends and liquidation, conversion rights,
redemption rights and sinking fund provisions. The issuance of any preferred stock could diminish the rights of
holders of our common stock, and therefore could reduce the value of such common stock. In addition, specific rights
granted to future holders of preferred stock could be used to restrict our ability to merge with, or sell assets to, a third
party. The ability of the Board of Directors to issue preferred stock could make it more difficult, delay, discourage,
prevent or make it more costly to acquire or effect a change-in-control, which in turn could prevent the stockholders
from recognizing a gain in the event that a favorable offer is extended and could materially and negatively affect the
market price of our common stock.

Risks Related to Doing Business in China

Changes in China’s political or economic situation could harm us and our operating results.

Economic reforms adopted by the Chinese government have had a positive effect on the economic development of the
country, but the government could change these economic reforms or any of the legal systems at any time. This could
either benefit or damage our operations and profitability. Changes or events that could possibly occur, among others,
include:

·  level of government involvement in the economy;

·  control of foreign exchange;

·  methods of allocating resources;

·  balance of payments position;

·  international trade restrictions;

·  international conflict; and

·  devaluation of the Renminbi, which is the Chinese currency.
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The Chinese economy differs from the economies of most countries belonging to the Organization for Economic
Cooperation and Development, or OECD, in many ways. As a result of these differences, we may not develop in the
same way or at the same rate as might be expected if the Chinese economy were similar to those of the OECD
member countries.

Our business is subject to the uncertain legal environment in China.

The Chinese legal system is a civil law system based on written statutes. Unlike common law systems, it is a system in
which precedents set in earlier legal cases are not generally followed. The overall effect of legislation enacted over the
past 20 years has been to enhance the protections afforded to foreign investment enterprises in China. However, these
laws, regulations and legal requirements are relatively recent and are evolving rapidly, and their interpretation and
enforcement involve uncertainties. These uncertainties could limit the legal protections available to foreign investors,
such as the right of foreign investment enterprises to hold licenses and permits such as requisite business licenses.

The Chinese government exerts substantial influence over the manner in which we must conduct our business
activities.

In the last 20 years, despite a process of devolution of regulatory control to provincial and local levels and resulting
economic autonomy and private economic activities, the Chinese central government has exercised and continues to
exercise substantial control over virtually every sector of the Chinese economy through regulation and state
ownership. Our ability to operate in China may be harmed by changes in its laws and regulations, including those
relating to taxation, import and export tariffs, environmental regulations, land use rights, property and other matters.
We believe that our operations in China are in material compliance with all applicable legal and regulatory
requirements. However, the central or local governments of the jurisdictions in which we operate may impose new,
stricter regulations or interpretations of existing regulations that would require additional expenditures and efforts on
our part to ensure our compliance with such regulations or interpretations.

Accordingly, government actions in the future, including any decision to adjust economic policies or even to return to
a more centrally planned economy or regional or local variations in the implementation of economic policies, could
have a significant effect on economic conditions in China or particular regions thereof, and could require us to divest
ourselves of any interest we then hold in Chinese properties or joint ventures.

Any recurrence of severe acute respiratory syndrome, or SARS, or another widespread public health problem,
could harm our operations.

A renewed outbreak of SARS or another widespread public health problem such as new strains of avian influenza in
China could have a negative effect on our operations.

Our operations may be impacted by a number of health-related factors, including the following:

·  quarantines or closures of some of our manufacturing facilities or offices which would severely disrupt our
operations,

·  the sickness or death of our key officers and employees, and

·  a general slowdown in the Chinese economy.
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Any of the foregoing events or other unforeseen consequences of public health problems could damage our
operations.

Restrictions on currency exchange may limit our ability to receive and use our revenues effectively.

The majority of our revenues are settled in Renminbi, and any future restrictions on currency exchanges may limit our
ability to use revenue generated in Renminbi to fund any future business activities outside China or to make dividend
or other payments in U.S. dollars. Although the Chinese government introduced regulations in 1996 to allow greater
convertibility of the Renminbi for current account transactions, significant restrictions still remain, including primarily
the restriction that foreign investment enterprises may only buy, sell or remit foreign currencies after providing valid
commercial documents at those banks in China authorized to conduct foreign exchange business. In addition,
conversion of Renminbi for capital account items, including direct investment and loans, is subject to governmental
approval in China, and companies are required to open and maintain separate foreign exchange accounts for capital
account items. We cannot be certain that the Chinese regulatory authorities will not impose more stringent restrictions
on the convertibility of the Renminbi.

The foreign currency exchange rate between U.S. Dollars and Renminbi could adversely affect our financial
condition and the value of our shares.

The value of our common stock will be affected by the foreign exchange rate between U.S. dollars and Renminbi, and
between those currencies and other currencies in which our sales may be denominated. For example, to the extent that
we need to convert U.S. dollars into Renminbi for our operational needs and should the Renminbi appreciate against
the U.S. dollar at that time, our financial position, the business of the company, and the price of our common stock
may be harmed. Conversely, if we decide to convert our Renminbi into U.S. dollars for the purpose of declaring
dividends on our capital stock or for other business purposes and the U.S. dollar appreciates against the Renminbi, the
U.S. dollar equivalent of our earnings from our subsidiaries in China would be reduced.

Until 1994, the Renminbi experienced a gradual but significant devaluation against most major currencies, including
the U.S. dollar, and there was a significant devaluation of the Renminbi on January 1, 1994 in connection with the
replacement of the dual exchange rate system with a unified managed floating rate foreign exchange system. Since
1994, the value of the Renminbi relative to the U.S. dollar has remained stable and has appreciated slightly against the
U.S. dollar. Countries, including the United States, have argued that the Renminbi is artificially undervalued due to
China’s current monetary policies and have pressured China to allow the Renminbi to float freely in world markets. In
July 2005, the PRC government changed its policy of pegging the value of the Renminbi to the U.S. dollar. Under the
new policy the Renminbi is permitted to fluctuate within a narrow and managed band against a basket of designated
foreign currencies. Since then, the Renminbi has appreciated by approximately 8.5%. While the international reaction
to the Renminbi revaluation has generally been positive, there remains significant international pressure on the PRC
government to adopt an even more flexible currency policy, which could result in further and more significant
appreciation of the Renminbi against the U.S. dollar.
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Inflation in the PRC could negatively affect our profitability and growth.

While the PRC economy has experienced rapid growth, such growth has been uneven among various sectors of the
economy and in different geographical areas of the country. Rapid economic growth can lead to growth in the money
supply and rising inflation. During the past 15 years, the rate of inflation in China has been as high as approximately
20% and China has experienced deflation as low as approximately minus 2%. If prices for our products and services
rise at a rate that is insufficient to compensate for the rise in the costs of supplies such as raw materials, 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. Around October 2007, the Chinese government implemented a
freeze on commercial lending through the end of 2007. The implementation of such policies may c hill investments in
the Chinese economy and impede economic growth. In October 2004, the People’s Bank of China, the PRC’s central
bank, raised interest rates for the first time in nearly a decade and indicated in a statement that the measure was
prompted by inflationary concerns in the Chinese economy. The People’s Bank of China raised interest rates twice in
2006 and five times in 2007. Repeated rises in interest rates and the current freeze on commercial lending by the
central bank may slow economic activity in China, which could, in turn, materially increase our costs and also reduce
demand for our products and services. In addition, these recent government actions will increase our debt costs and
could impede our ability to secure additional debt financing or refinance our current debt.

Recent PRC regulations relating to acquisitions of PRC companies by foreign entities may create regulatory
uncertainties that could restrict or limit our ability to operate.

In October 2005, the PRC State Administration of Foreign Exchange, or SAFE, issued a Notice on Relevant Issues
concerning Foreign Exchange Administration for Domestic Residents to Engage in Financing and in Return
Investment via Overseas Special Purpose Companies.

In accordance with the notice, if an acquisition of a PRC company by an offshore company controlled by PRC
residents has been confirmed by a Foreign Investment Enterprise Certificate prior to the promulgation of the notice,
the PRC residents must each submit a registration form to the local provincial SAFE branch with respect to their
establishment of an offshore company, and also must file an amendment to such registration if the offshore company
experiences material events, such as changes in the share capital, share transfer, mergers and acquisitions, spin-off
transaction or use of assets in China to guarantee offshore obligations. The notice also provides that failure to comply
with the registration procedures set forth therein may result in restrictions on our PRC resident stockholders and
subsidiaries. Pending the promulgation of detailed implementation rules, the relevant government authorities are
reluctant to commence processing any registration or application for approval required under the SAFE notices.

In addition, on August 8, 2006, the Ministry of Commerce (“MOFCOM”), joined by the State-Owned Assets
Supervision and Administration Commission of the State Council, State Administration of Taxation, State
Administration for Industry and Commerce, China Securities Regulatory Commission and SAFE, amended and
released the Provisions for Foreign Investors to Merge and Acquire Domestic Enterprises, new foreign-investment
rules which took effect September 8, 2006, superseding much, but not all, of the guidance in the prior SAFE circulars.
These new rules significantly revised China’s regulatory framework governing onshore-offshore restructurings and
how foreign investors can acquire domestic enterprises. These new rules signify greater PRC government attention to
cross-border merger, acquisition and other investment activities, by confirming MOFCOM as a key regulator for
issues related to mergers and acquisitions in China and requiring MOFCOM approval of a broad range of merger,
acquisition and investment transactions. Further, the new
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