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NOTE ABOUT FORWARD-LOOKING STATEMENTS
In this Annual Report on Form 10-K, references to “SmartHeat,” the “Company,” “we,” “us,” “our” and words of similar impo
refer to SmartHeat Inc., unless the context requires otherwise.

This Annual Report contains forward-looking statements within the meaning of Section 27A of the Securities Act of

1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. In some cases, you can

identify forward-looking statements by the following words: “anticipate,” “believe,” “continue,” “could,” “estimate,” “expect,’
“intend,” “may,” “ongoing,” “plan,” “potential,” “predict,” “project,” “should,” “will,” “would,” or the negative of these terms
comparable terminology, although not all forward-looking statements contain these words. Forward-looking

statements are not a guarantee of future performance or results, and will not necessarily be accurate indications of the

times at, or by, which such performance or results will be achieved. Forward-looking statements are based on

information available at the time the statements are made and involve known and unknown risks, uncertainties and

other factors that may cause our results, levels of activity, performance or achievements to be materially different

from the information expressed or implied by the forward-looking statements in this report. These factors include,

among others:

9 ¢ EEINT3

EEINT3 29 ¢ 99 ¢

- our ability to raise capital;

- our ability to identify suitable acquisition targets;

- our ability to successfully execute acquisitions on favorable terms;

- declines in general economic conditions in the markets where we may compete;
- unknown liabilities associated with any companies we may acquire; and

- significant competition in the markets where we may operate.

You should read any other cautionary statements made in this Annual Report as being applicable to all related
forward-looking statements wherever they appear in this Annual Report. We cannot assure you that the
forward-looking statements in this Annual Report will prove to be accurate and therefore prospective investors are
encouraged not to place undue reliance on forward-looking statements. You should read this Annual Report
completely. Other than as required by law, we undertake no obligation to update or revise these forward-looking
statements, even though our situation may change in the future.

Additional information on the various risks and uncertainties potentially affecting our operating results are discussed
in this report and other documents we file with the Securities and Exchange Commission, or the SEC, or upon written
request to our corporate secretary at: A-1, 10, Street 7, Shenyang Economic and Technological Development Zone,
Shenyang, China 110141. We undertake no obligation to revise or update publicly any forward-looking statements for
any reason, except as required by law. Given these risks and uncertainties, readers are cautioned not to place undue
reliance on these forward-looking statements.

Our functional currency is the U.S. Dollar, or USD, while the functional currency of our subsidiaries in China are
denominated in Chinese Yuan Renminbi, or RMB, the national currency of the People’s Republic of China, which we
refer to as the PRC or China, and the functional currency of our subsidiary in Germany is denominated in Euros, or
EUR. The functional currencies of our foreign operations are translated into USD for balance sheet accounts using the
current exchange rates in effect as of the balance sheet date and for revenue and expense accounts using the average
exchange rate during the fiscal year. See Note 2 of the consolidated financial statements included herein.
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PART 1
Item 1. Business

General

SmartHeat Inc., formerly known as Pacific Goldrim Resources, Inc. (the “Company” or “SmartHeat”), was incorporated
on August 4, 2006, in the State of Nevada and at that time had little or no operations. On April 14, 2008 we changed
our name to SmartHeat Inc. and acquired all of the equity interests in Taiyu, at that time a leading developer of plate
heat exchangers (“PHEs”) and PHE Units in China. Taiyu was formed in July 2002 under the laws of China and is
headquartered in Shenyang City, Liaoning Province, China. The Company, through its operating subsidiaries in

China and Germany, formerly designed, manufactured, sold PHEs , PHE Units, temperature sensors, valves and
automated control systems, heat meters and heat pumps for use in commercial and residential buildings until the sale

of certain of its subsidiaries effective December 31, 2014. From that time, we have primarily been engaged in the
design and manufacturing of heat pumps for commercial applications through our principal operating subsidiary
SmartHeat (Shenyang) Heat Pump Technology Co., Ltd. (“SmartHeat Pump”)

Our heat pump business operations were unsuccessful and we have had no material business operations. We have
made the determination that our heat pump business cannot continue without incurring significant losses. As a result,
our subsidiary SmartHeat Pump plans to file for bankruptcy protection with the relevant authorities in the PRC. Prior
to making such filing, SmartHeat Pump is required to make provisions to make payments to its employees and satisfy
certain warranty requirements. Our subsidiaries business operations consist primarily of the foregoing activities,
collecting receivables and selling inventory. We are not actively selling new products or seeking new customers.

We are currently seeking potential assets, property or businesses to acquire, in a business combination, by
reorganization, merger or acquisition. Our plan of operation for the next 12 months is to: (i) consider guidelines of
industries in which we may have an interest; (ii) adopt a business plan regarding engaging in the business of any
selected industry; and (iii) to commence operations through funding and/or the acquisition or business combination
with a “going concern” engaged in any industry selected. We are unable to predict the time as to when and if we may
actually participate in any specific business endeavor, and we will be unable to do so until we determine any particular
industry in which we may conduct business operations.

We are not currently engaged in any substantive business activity except the search for potential assets, property or
businesses to acquire, and we have no current plans to engage in any other activity in the foreseeable future unless and
until we complete any such acquisition. We are evaluating our status each quarter to determine if we are a “shell
company.” We do not intend to restrict our search for business opportunities to any business or industry, and the areas
in which we will seek out business opportunities may include all lawful businesses. We recognize that the number of
suitable potential business ventures that may be available to us will be extremely limited, and may be restricted to
businesses or entities that desire to become a publicly-held company.

Any of these types of business combination transactions, regardless of the particular prospect, would require us to
issue a substantial number of shares of our common stock that could amount to as much as 95% or more of our
outstanding voting securities; accordingly, investments in the private enterprise, if available, would be much more
favorable than any investment in us.

Management intends to consider a number of factors prior to making any decision to participate in any specific
business endeavor, none of which may be determinative or provide any assurance of success. These may include, but
will not be limited to, as applicable, an analysis of the quality of the particular business or entity’s management and
personnel; the anticipated acceptability of any new products or marketing concepts that any such business or company
may have; the merits of any such business’ or company’s technology or intellectual property; the present financial
condition, projected growth potential and available technical, financial and managerial resources; working capital,
history of operations and future prospects; the nature of present and expected competition; the quality and experience
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of any such business’ or company’s management services and the depth of management; the business’ or the company’s
potential for further research, development or exploration; risk factors specifically related to the business’ or company’s
operations; the potential for growth, expansion and profit; the perceived public recognition or acceptance of products,
or services offered and trademarks and name identification; and numerous other factors that are difficult, if not
impossible, to properly or accurately quantify or analyze, let alone describe or identify, without referring to specific
objective criteria of an identified business or company.

Regardless, the results of operations of any specific entity may not necessarily be indicative of what may occur in the
future, by reason of changing market strategies, plant or product expansion, changes in product emphasis, future
management personnel and changes in innumerable other factors. Further, in the case of a new business venture or
one that is in a research and development mode, the risks will be substantial, and there will be no objective criteria to
examine the effectiveness or the abilities of its management or its business objectives. Also, a firm market for its
products or services may yet need to be established, and with no past track record, the profitability of any such
business will be unproven and cannot be predicted with any certainty.
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Our management will attempt to meet personally with management and key personnel of any entity providing a
potential business opportunity for us, visit and inspect material facilities, obtain independent analysis or verification of
information provided and gathered, check references of material personnel and conduct other reasonably prudent
measures calculated to ensure a reasonably thorough review of any particular business opportunity; however, due to
time constraints of management and limited capital, these activities may be limited.

We are unable to predict the time as to when and if we may participate in any specific business endeavor or if at all.
We anticipate that proposed business ventures will be made available to us through personal contacts of directors,
executive officers and principal stockholders, professional advisors, broker dealers in securities, venture capital
personnel and others who may present unsolicited proposals. In certain cases, we may agree to pay a finder’s fee or to
otherwise compensate the persons who submit a potential business endeavor in which we eventually participate. Such
persons may include our directors, executive officers and beneficial owners of our securities or their affiliates. In this
event, such fees may become a factor in negotiations regarding any potential venture and, accordingly, may present a
conflict of interest for such individuals. Management does not presently intend to acquire an interest in any business
enterprise in which any member has an ownership interest.

Our History

We were incorporated in the State of Nevada on August 4, 2006, under the name Pacific Goldrim Resources, Inc., as
an exploration stage corporation with minimal operations, to engage in the exploration for silver, lead and zinc. On
April 14, 2008, we changed our name to SmartHeat Inc. and entered into a Share Exchange Agreement (the “Share
Exchange Agreement”), to acquire Shenyang Taiyu Machinery & Electronic Equipment Co., Ltd., subsequently
renamed SmartHeat Taiyu (Shenyang) Energy Technology Co., Ltd. (“Taiyu”), a privately held Sino-foreign joint
venture company formed under the laws of the PRC on July 24, 2002, and engaged in the design, manufacture, sale
and service of PHE products in China. The Share Exchange Agreement was entered into by SmartHeat, Taiyu and the
shareholders of Taiyu. At the closing of the Share Exchange Agreement, all of the equitable and legal rights, title and
interests in and to Taiyu’s share capital of Yuan 25,000,000 were exchanged for 1,850,000 shares of SmartHeat
common stock (the “Share Exchange”). We received PRC government approval on May 28, 2008, of our subscription
for 71.6% of the registered capital of Taiyu, and approval on June 3, 2009, of the transfer of the remaining 28.4%
ownership of Taiyu from the original joint venture shareholders who had received shares of our common stock in the
Share Exchange. As a result of the Share Exchange and subsequent transactions contemplated by the Share Exchange
Agreement, and receipt of the above PRC government approvals, Taiyu became our wholly foreign-owned enterprise,
or WFOE.

Prior to our acquisition of Taiyu, we had no interest in any property, but had the right to conduct exploration activities
on 13 mineral title cells covering 27,027 hectares (66,785 acres) in the Slocan Mining Division of southeastern British
Columbia, Canada. In connection with the acquisition of Taiyu, we transferred all of our pre-closing assets and
liabilities (other than the obligation to pay a $10,000 fee to our audit firm) to a wholly owned subsidiary, PGR
Holdings, Inc., a Nevada corporation (“SplitCo”), under the terms of an Agreement of Conveyance, Transfer and
Assignment of Assets and Assumption of Obligations dated April 14, 2008. We sold all of the outstanding capital
stock of SplitCo to Jason Schlombs, our former director and officer and one of our major shareholders, pursuant to a
Stock Purchase Agreement dated April 14, 2008, in exchange for the return of his 250,000 shares of our common
stock to us for cancellation.

As an expansion of our business following our acquisition of Taiyu, we acquired and established strategic subsidiaries
in China and Germany. On September 25, 2008, we acquired SanDeKe Co., Ltd., or SanDeKe, a Shanghai-based
manufacturer of PHEs. On June 16, 2009, we completed an asset purchase transaction with Siping Beifang Heat
Exchanger Manufacture Co., Ltd., or Siping Beifang, to set up a new manufacturing facility under our newly
incorporated subsidiary, SmartHeat Siping Beifang Energy Technology Co., Ltd., or SmartHeat Siping. On August 14,
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2009, we formed Beijing SmartHeat Jinhui Energy Technology Co., Ltd., or Jinhui, a joint venture in Beijing of which
we own 52%, to provide consulting services and expand our sales of PHEs into new industries and regions of China.
On April 7, 2010, we formed SmartHeat (China) Investment Co., Ltd., or SmartHeat Investment, as an investment
holding company in Shenyang for our investment in and establishment of new companies and businesses in China. On
April 12, 2010, SmartHeat Investment formed SmartHeat (Shenyang) Energy Equipment Co., Ltd., or SmartHeat
Energy, as its wholly owned subsidiary for the research, development, manufacturing and sales of energy products.
On May 6, 2010, we formed SmartHeat (Shanghai) Trading Co., Ltd., or SmartHeat Trading, through a nominee,
Cleantech Holdings Inc., a British Virgin Islands company, or Cleantech Holdings, to market and expand sales of our
branded products in China. Effective as of November 9, 2011, we terminated the nominee-owner relationship and
acquired direct control over SmartHeat Trading. On December 2, 2010, we formed Hohhot Ruicheng Technology Co.,
Ltd., or Ruicheng, a joint venture in Hohhot City, China, for the design and manufacture of heat meters, of which we
acquired 51% of the equity interest on January 7, 2011. On March 1, 2011, we entered into a purchase agreement to
acquire 95% of the equity interests in Shenyang Bingchuan Refrigerating Machine Limited Company, a
Shenyang-based state-owned heat pump manufacturer and designer subsequently renamed SmartHeat (Shenyang)
Heat Pump Technology Co., Ltd., or SmartHeat Pump. On November 1, 2011, we increased the registered capital of
SmartHeat Pump and thereby increased our ownership percentage to 98.8%. On March 3, 2011, we completed the
acquisition of Gustrower Warmepumpen GmbH, subsequently renamed SmartHeat Deutschland GmbH, or SmartHeat
Germany, a designer and manufacturer of high efficiency heat pumps in Germany, to extend our clean technology
heating solutions into the rapidly growing heat pump markets in Europe and China. We subsequently transferred
ownership of SmartHeat Germany to SmartHeat Pump. On April 10, 2012, we established a new joint venture named
Urumchi XinRui Technology Limited Liability Company (“XinRui”), of which we own 46%.

2




Edgar Filing: SMARTHEAT INC. - Form 10-K

Table of Contents

On December 30, 2013, SmartHeat closed a transaction contemplated by an Equity Interest Purchase Agreement dated
October 10, 2013, whereby the buyers purchased 40% of the equity interests in Taiyu, SmartHeat Siping, SmartHeat
Energy, Ruicheng and XinRui. The purchase price was RMB 5,000,000.

On November 28, 2014, Heat PHE entered into an Amended Equity Interest Purchase Agreement. Under the terms of
the Amended EIPA Buyers agreed to purchase the remaining 60% of Target Companies (constituting all of our
remaining equity interests in the companies being sold). The purchase price for the remaining 60% consists of: (i)
consideration of RMB 8,500,000 and (ii) the forgiveness of all net indebtedness owing to the companies being sold by
SmartHeat and each of its other subsidiaries which was $8.79 million as of December 31, 2014.

The effectiveness of the transaction was subject to the following conditions: (i) approval of its shareholders and (ii)
receipt by the Board of Directors (“BOD” or the “Board”) of the Company of an opinion that the purchase and sale
transaction was fair to the shareholders of SmartHeat from a financial point of view. The parties executed a mutual
release to be delivered at the closing which provided, in part, for the target companies to forgive all net indebtedness
of $11.75 million from SmartHeat and all of its other subsidiaries. In the event that the conditions were not met prior
to December 31, 2014, the consideration and all documents were to be deposited into escrow and released when the
conditions were satisfied; provided that if the conditions were not satisfied on or before March 31, 2015, either party
was able to terminate the Amended EIPA and the funds and documents were to be returned to the depositing party.
The termination deadline of the Amended EIPA was extended to May 15, 2015.

On May 11, 2015, the Company’s stockholders approved the sale of all of the remaining interests, constituting 100% of
its ownership interests, (the “Stock Sale”) of certain subsidiaries of the Company as described above, all of the
conditions precedents to the Stock Sale were satisfied. The parties executed a mutual release which became effective
and provided, in part, that the Target Companies forgave all net indebtedness from SmartHeat and all of its other
subsidiaries owed to the Target Companies. The consideration and all documents relating to the transaction were
released from escrow upon the satisfaction of the foregoing conditions.

On January 20, 2016, the Company entered a Share Purchase Agreement with a series of buyers to sell 85% of the
equity shares of SmartHeat Deutschland GmbH (“SmartHeat Germany”’) for Euro 170,000 ($185,400). SmartHeat
Germany was treated as a discontinued operations in the Company’s consolidated results of operations.

Our Business Segments

On August 23, 2013, the Company formed two new wholly-owned subsidiaries in the state of Nevada, Heat HP,
Inc.(“Heat HP””) and Heat PHE, Inc. (“Heat PHE”), in order to reorganize the Company’s ownership structure over its
subsidiaries. On August 23, 2013, the Company entered into an assignment agreement (‘““Assignment Agreement”) with
each of Heat HP and Heat PHE which effected the reorganization. The reorganization was performed so the
Company’s subsidiaries would be organized along their respective operating segments with Heat HP holding those
subsidiaries that operated in the heat pumps and related products segment and Heat PHE holding those subsidiaries
that operated in the plate heating equipment, meters and related products segment. The Company initially presented

its financial results for the quarter ended March 31, 2013, in accordance with these operating segments and has
continued segment reporting since that time.

Under the Assignment Agreement with Heat HP, the Company agreed to transfer, and in the case of indirectly owned
subsidiaries, caused to be transferred, to Heat HP the following subsidiaries of the Company:

Heat HP
SmartHeat (China) Investment Co., Ltd.
SmartHeat (Shenyang) Heat Pump Technology Co., Ltd.

10
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SmartHeat Deutschland GmbH
SmartHeat (Shanghai) Trading Co., Ltd.
Beijing SmartHeat Jinhui Energy Technology Co., Ltd.

Under the Assignment Agreement with Heat PHE, the Company agreed to transfer, and in the case of indirectly
owned subsidiaries, caused to be transferred, to Heat PHE the following subsidiaries of the Company:

Heat PHE

SmartHeat Taiyu (Shenyang) Energy Technology Co., Ltd.
SanDeKe Co., Ltd.

SmartHeat (Shenyang) Energy Equipment Co., Ltd.
SmartHeat Siping Beifang Energy Technology Co., Ltd.
Hohhot Ruicheng Technology Co., Ltd.

For financial information regarding our business segments, see Note 2 of the Notes to Consolidated Financial
Statements, included in Part II, Item 8 of this report.
3
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On December 30, 2013, the Company sold 40% of the Company’s equity interests in SmartHeat Taiyu (Shenyang)
Energy; SmartHeat Siping Beifang Energy Technology Co., Ltd.; SmartHeat (Shenyang) Energy Equipment Co. Ltd.;
Hohot Ruicheng Technology Co., Ltd.; and Urumchi XinRui Technology Limited Liability Company (collectively,
the “Target Companies”). The purchase price was RMB 5,000,000. On November 28, 2014, Heat PHE entered into an
Amended Equity Interest Purchase Agreement. Under the terms of the Amended EIPA Buyers agreed to purchase the
remaining 60% of Target Companies (constituting all of our remaining equity interests in the companies being sold).
The purchase price for the remaining 60% consists of: (i) consideration of RMB 8,500,000 and (ii) the forgiveness of
all net indebtedness owing to the companies being sold by SmartHeat and each of its other subsidiaries which was
$8.79 million as of December 31, 2014.

The effectiveness of the transaction was subject to the following conditions: (i) approval of its stockholders and (ii)
receipt by the Board of Directors of the Company of an opinion that the sale was fair to the stockholders of SmartHeat
from a financial point of view. The parties executed a mutual release, effective as of the Closing, which will provided,
in part, for the companies being sold to forgive all net indebtedness from SmartHeat and all of its other subsidiaries
owing to such companies as of the effective date of the Closing. On December 24, 2014, the consideration and all
documents were deposited into escrow and were released upon satisfaction of the conditions. The termination deadline
for the Amended EIPA was extended to May 15, 2015.

On May 11, 2015, the Company’s stockholders approved the sale of all of the remaining interests, constituting 100% of
its ownership interests, (the “Stock Sale”), all of the conditions precedents to the Stock Sale were satisfied. The parties
executed a mutual release which became effective and provided, in part, that the Target Companies forgave all net
indebtedness from SmartHeat and all of its other subsidiaries owed to the Target Companies. The consideration and

all documents relating to the transaction were released from escrow upon the satisfaction of the foregoing conditions.

The buyers consisted of 25 natural PRC citizens, including Wen Sha, Jun Wang and Xudong Wang, managers of the
Company’s subsidiaries engaged in the PHE segment of its business, and Huajuan Ai and Yingkai Wang, the
Company’s Corporate Secretary and Acting Chief Accountant, respectively. Huajuan Ai, Wen Sha, Jun Wang and
Xudong Wang are also principals in Northtech Holdings Inc., the company that provided a credit line of $2.5 million
to the Company.

Competitive Business Conditions and Our Competitive Position in the Industry and Methods of Competition
Management believes that there are hundreds of shell companies engaged in endeavors similar to our new business
plan. Competitors also include other publicly-held companies whose business operations have proven unsuccessful,
and whose only viable business opportunity is that of providing a publicly-held vehicle through which a private entity
may have access to the public capital markets via a reverse reorganization or merger. There is no reasonable way to
predict our competitive position or that of any other entity in these endeavors.

Dependence on One or a Few Major Customers

None; not applicable.

Need for any Governmental Approval of Principal Products or Services

Because we currently have no business operations, produce no products nor provide any significant services, we are
not presently subject to any governmental regulation in this regard. Our subsidiary SmartHeat Pump will be subject to

the rules applicable to companies seeking bankruptcy reorganization or liquidation in the PRC. If we complete a
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business combination transaction, we will become subject to all governmental approval requirements to which the
reorganized, merged or acquired entity is subject or may become subject.

Effect of Existing or Probable Governmental Regulations on our Business

We are subject to the following regulations of the SEC and applicable securities laws, rules and regulations:
Smaller Reporting Company

We are subject to the reporting requirements of Section 13 of the Exchange Act, and subject to the disclosure

requirements of Regulation S-K of the SEC, as a “smaller reporting company.” That designation will relieve us of some

of the informational requirements of Regulation S-K applicable to larger companies.
4
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Sarbanes/Oxley Act

We are also subject to the Sarbanes/Oxley Act of 2002. The Sarbanes/Oxley Act created a strong and independent
accounting oversight board to oversee the conduct of auditors of public companies and strengthen auditor
independence. It also requires steps to enhance the direct responsibility of senior members of management for
financial reporting and for the quality of financial disclosures made by public companies; establishes clear statutory
rules to limit, and to expose to public view, possible conflicts of interest affecting securities analysts; creates
guidelines for audit committee members’ appointment, compensation and oversight of the work of public companies’
auditors; management assessment of our internal controls; auditor attestation to management’s conclusions about
internal controls; prohibits certain insider trading during pension fund blackout periods; requires companies and
auditors to evaluate internal controls and procedures; and establishes a federal crime of securities fraud, among other
provisions. Compliance with the requirements of the Sarbanes/Oxley Act will substantially increase our legal and
accounting costs.

Exchange Act Reporting Requirements

Section 14(a) of the Exchange Act requires all companies with securities registered pursuant to Section 12(g) of the
Exchange Act to comply with the rules and regulations of the SEC regarding proxy solicitations, as outlined in
Regulation 14A. Matters submitted to stockholders at special or annual meetings thereof or pursuant to a written
consent will require us to provide our stockholders with the information outlined in Schedules 14A or 14C of
Regulation 14; preliminary copies of this information must be submitted to the SEC at least 10 days prior to the date
that definitive copies of this information are forwarded to our stockholders.

We are also required to file Annual Reports on SEC Form 10-K and Quarterly Reports on SEC Form 10-Q with the
SEC on a regular basis, and will be required to timely disclose certain material events (e.g., changes in corporate
control; acquisitions or dispositions of a significant amount of assets other than in the ordinary course of business; and
bankruptcy) in a Current Report on SEC Form 8-K.

Laws of the Peoples Republic of China

Our subsidiaries located in China are subject to national, provincial and local laws of the Peoples Republic of China.
The legal system in China is a civil law system. Unlike the common law system, the civil law system is based on
written statutes in which decided legal cases have little value as precedents. In 1979, China began to promulgate a
comprehensive system of laws and has since introduced many laws and regulations to provide general guidance on
economic and business practices in China and to regulate foreign investment. Progress has been made in the
promulgation of laws and regulations dealing with economic and commercial matters, but these recently enacted laws
and regulations may not cover all aspects of business activities in China sufficiently. In particular, because these laws
and regulations are relatively new, the interpretation and enforcement of these laws and regulations involve
uncertainties, which may limit legal protections available to our subsidiaries. In addition, the PRC legal system is
based in part on government policies and internal rules (some of which are not published on a timely basis or at all)
that may have a retroactive effect. As a result, there may be certain instances when we may not be aware of our
subsidiaries violation of these policies and rules until sometime after such violation. In addition, any litigation in
China may be protracted and result in substantial costs and diversion of resources and management attention.

The PRC government has enacted some laws and regulations dealing with matters such as corporate organization and
governance, foreign investment, commerce, taxation and trade. Our subsidiaries’ ability to enforce commercial claims
or to resolve commercial disputes under these laws and regulations is unpredictable, however, because the
implementation, interpretation and enforcement of these laws and regulations is limited and, given their relative
newness, involve uncertainties. For example, contracts governed by PRC law tend to contain less detail than those
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under U.S. law and generally are not as comprehensive in defining the rights and obligations of the contracting parties.
Consequently, contracts in China are more vulnerable to disputes and legal challenges than those in the U.S. In
addition, contract interpretation and enforcement in China is not as developed as in the U.S., and the result of any
contract dispute is subject to significant uncertainties. Our subsidiaries currently are not subject to any contract
dispute, but we cannot assure you that our subsidiaries will not be subject to future contract disputes with our
suppliers, franchisees and other customers under contracts governed by PRC law, and if such disputes arise, we cannot
assure you that our subsidiaries will prevail.

The RMB is currently convertible under the “current account,” which includes dividends, trade and service-related
foreign exchange transactions, but not under the “capital account,” which includes foreign direct investment and loans.
Currently, our subsidiaries in China may purchase foreign currencies for settlement of current account transactions,
including payments of dividends to us, without the approval of the SAFE. However, the relevant PRC government
authorities may limit or eliminate their ability to purchase foreign currencies in the future. Since a significant amount
of our future revenues will be denominated in RMB, any existing and future restrictions on currency exchange may
limit our ability to utilize revenues generated in RMB to fund our business activities outside China that are
denominated in foreign currencies.

5
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On August 29, 2008, the SAFE promulgated Circular 142, the Notice on Perfecting Practices Concerning Foreign
Exchange Settlement Regarding the Capital Contribution by Foreign-invested Enterprises, to regulate the conversion
by foreign-invested enterprises, or FIEs, of foreign currency into RMB by restricting how the converted RMB may be
used. Circular 142 requires that RMB converted from the foreign currency-dominated capital of a FIE may only be
used for purposes within the business scope approved by the applicable government authority and may not be used for
equity investments within the PRC unless specifically provided for otherwise. In addition, the SAFE strengthened its
oversight over the flow and use of RMB funds converted from the foreign currency-dominated capital of a FIE. The
use of such RMB may not be changed without approval from the SAFE, and may not be used to repay RMB loans if
the proceeds of such loans have not yet been used. These limitations could affect the ability of our subsidiaries in
China to obtain foreign exchange through debt or equity financing.

On August 8, 2006, six PRC regulatory agencies, including the CSRC, promulgated the Regulation on Mergers and
Acquisitions of Domestic Companies by Foreign Investors, or the M&A Regulations, which became effective on
September 8, 2006. The M&A Regulations, among other things, have certain provisions that require offshore special
purpose vehicles, or SPVs, formed for the purpose of acquiring PRC domestic companies and controlled by PRC
individuals, to obtain the approval of the CSRC prior to listing their securities on an overseas stock exchange. We
believe, based on the opinion of our PRC legal counsel, the Beijing Rondos Law Firm, that while the CSRC generally
has jurisdiction over overseas listings of SPVs like us, CSRC’s approval is not required for the offerings of our
securities because our current corporate structure was established before the new regulation became effective.
However, there remains some uncertainty as to how this regulation will be interpreted or implemented in the context
of an overseas offering. If the CSRC or another PRC regulatory agency subsequently determines that its approval is
required for our public offerings, we may face sanctions by the CSRC or another PRC regulatory agency. If this
happens, these regulatory agencies may impose fines and penalties on our operations in the PRC, limit our operating
privileges in the PRC, delay or restrict the repatriation of the proceeds from our public offerings into the PRC, restrict
or prohibit payment or remittance of dividends by our PRC subsidiaries to us or take other actions that could have a
material adverse effect on our business, financial condition, results of operations, reputation and prospects, as well as
the trading price of our ordinary shares.

On June 29, 2007, the PRC government promulgated the Labor Contract Law of the PRC, effective on January 1,
2008, to govern the establishment of employment relationships between employers and employees, and the
conclusion, performance, termination of and the amendment to employment contracts. The Labor Contract Law
imposes greater liabilities on employers and significantly affects the cost of an employer’s decision to reduce its
workforce. Further, it requires that certain terminations be based upon seniority and not merit. In the event our
subsidiaries decide to significantly change or decrease their workforce in China, the Labor Contract Law could
adversely affect their ability to effect such changes in a manner that is most advantageous to our business or in a
timely and cost-effective manner, thus materially and adversely affecting our financial condition and results of
operations.

Cost and Effects of Compliance with Environmental Laws

Our current business operations are not subject to any material environmental laws, rules or regulations that would
have an adverse material effect on our business operations or financial condition or result in a material compliance
cost; however, our former business conducted through our subsidiaries was subject to the environmental laws of the
PRC and provincial and local governments. We will become subject to all governmental requirements to which the
reorganized, merged or acquired entity is subject or may become subject, on the closing of a business combination.

Our Offices

Our principal offices are located at c/o A-1, 10, Street 7, Shenyang Economic and Technological Development Zone,
Shenyang, China 110141. Our telephone number is +86 (24) 2519-7699. Our website is www.smartheatinc.com.
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Copies of our annual, quarterly and current reports and any amendments thereto filed with or furnished to the SEC are
available free of charge through our website as soon as reasonably practicable after such reports are available on the
SEC website at www.sec.gov. Furthermore, a copy of this Annual Report is located at the SEC’s Public Reference
Room at 100 F Street, NE, Washington, D.C. 20549. Information on the operation of the Public Reference Room can
be obtained by calling the SEC at 1-800-SEC-0330.

Employees

SmartHeat does not have direct employees. However, as of December 31, 2015, SmartHeat’s subsidiaries retain
approximately 4 part time employees to assist with winding down of our subsidiaries’ businesses.

Item 1A. Risk Factors
Not required.
Item 1B. Unresolved Staff Comments

Not required.
6
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Item 2. Properties

Our headquarters are located in the Shenyang Economic and Technological Development Zone, Shenyang City,
Liaoning Province, PRC. We currently do not have any manufacturing facilities.

Item 3. Legal Proceedings

We may become involved in various lawsuits and legal proceedings arising in the ordinary course of business.
Litigation is subject to inherent uncertainties and an adverse result in these or other matters may arise from time to
time that may have an adverse effect on our business, financial conditions or operating results. Aside from the
proceeding described below, we are currently not aware of any such legal proceedings or claims that will have,
individually or in the aggregate, a material adverse effect on our business, financial condition or operating results.

On August 31, 2012, a putative class action lawsuit, Steven Leshinsky v. James Wang, et. al., which purported to
allege federal securities law claims against the Company and certain of its former officers and directors, was filed in
the United States District Court for the Southern District of New York. Thereafter, two plaintiffs filed competing
motions to be appointed lead plaintiff in the proceeding. A lead plaintiff was appointed and an amended complaint
was filed on January 28, 2013, by the Rosen Law Firm. The amended complaint included Oliver Bialowons, our
President, and Michael Wilhelm, our former Chief Financial Officer, as defendants in the proceeding though they
were not officers of the Company during the alleged class period. A second amended complaint was filed on April 8,
2013, under the caption Stream Sicav, Dharanendra Rai et al. v. James Jun Wang , SmartHeat, Inc. et al., removing
Messrs. Wilhelm and Bialowons as defendants. The second amended complaint alleges two counts against the
Company, both asserting violations of the federal securities laws arising from alleged insider sales or management
sales of securities and alleged false disclosures relating to those sales. On May 8§, 2013, the Company filed a motion to
dismiss the second amended complaint which was denied. On March 17, 2014 the court, denied, the lead plaintiff’s
motion for class certification, without prejudice. On August 6, 2014, the lead plaintiff once again filed a motion for
class certification. On September 19, 2014, the Company filed an opposition to the lead plaintiff’s motion for class
certification, to which plaintiff filed a response on October 20, 2014. By Opinion and Order dated January 21, 2015,
the Court denied plaintiffs’ class certification motion, finding that it failed to satisfy the requirements of Fed. R. Civ.
Pro. 23 for typicality, adequacy and predominance. Specifically, the Court found that plaintiffs’ theory of liability
required a trade-by-trade inquiry as to whether the sale of the locked-up shares resulted in price inflation of the
company’s stock, and that, as a result, the injury to all class members could not be established by common proof. In
addition to finding a lack of predominance of common issues, the Court expressed substantial concerns about the
adequacy of the class representative, and that his claims were typical of other class members. The Court also
expressed doubts as to how plaintiffs would establish damages. The Court’s denial of class certification was without
prejudice, and the Court gave plaintiffs until February 17, 2015 to file a “far more rigorous, and a far more convincing
submission...”. The pleadings and court orders are publicly available.

The Company entered into an agreement to settle all claims in a US securities class action lawsuit. No findings of any
wrongdoings were ever made against SmartHeat, any current or former officer or director of Smartheat or any of the
defendants, and the Company and all other defendants continue to deny any wrongdoing. The default judgment
previously entered against James Jun Wang was vacated and was dismissed with prejudice. The Company entered into
the settlement in order to avoid further cost of defending any of the purported actions. According to the settlement, the
Company paid the plaintiffs $120,000. In return, the plaintiffs dismissed all claims against the Company and all of the
individual defendants with prejudice. As a result of the settlement, the case will not be allowed to be re-filed.

The settlement is not an admission of wrongdoing or acceptance of fault by the Company or any of the individual
defendants. The Company has and continues to assert that the allegations made in the consolidated lawsuits lack merit
and no evidence was ever asserted supporting the allegations made in the consolidated lawsuits. The Company has
nevertheless agreed to the settlement in order to eliminate the uncertainties, burden and expense of further litigation.
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The Company believes that putting this matter behind it is in the best interest of its customers, employees and
shareholders so that it can remain focused on growing and strengthening its business.

Item 4. Mine Safety Disclosures

Not applicable.
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PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Market Information

Our common stock has traded on the over the counter market since November 9, 2012. Previously, and prior to
NASDAQ halting trading in our common stock, our common stock was listed on the NASDAQ Global Select Market
under the symbol “HEAT” and had been trading on NASDAQ since January 29, 2009. The following table sets forth the
range of the high and low bid prices of our common stock for each quarter in the years ended December 31, 2015 and
2016. These bid prices were obtained from OTC Markets, Inc. All prices listed herein reflect inter-dealer prices,
without retail mark-up, mark-down or commissions and may not represent actual transactions.

2015 2016

High Low High Low
First Quarter (through March 31) $.14 .05 $0.0001 $0.0001
Second Quarter (through June 30) 05 .02 0.0005 0.0001

Third Quarter (through September 30) .02 .001 0.0005  0.0001
Fourth Quarter (through December 31) .01 .0001  0.0001  0.0001

Holders of Record

On June 30, 2017, there were approximately 56 shareholders of record based on information provided by our transfer
agent. Many of our shares of common stock are held in street or nominee name by brokers and other institutions on
behalf of shareholders and we are unable to estimate the total number of shareholders represented by these record
holders.

Dividend Policy

We have not paid and do not expect to declare or pay any cash dividends on our common stock in the foreseeable
future, and we currently intend to retain future earnings, if any, to finance the expansion of our business. The decision
whether to pay cash dividends on our common stock will be made by our Board of Directors, in their discretion, and
will depend on our financial condition, operating results, capital requirements and other factors deemed relevant by
our Board of Directors.

Our ability to pay dividends may be affected by the complex currency and capital transfer regulations in China that
restrict the payment of dividends to us by our subsidiaries in China. PRC regulations currently permit payment of
dividends only out of accumulated profits as determined in accordance with accounting standards and regulations in
China. Our subsidiaries in China also are required to set aside at least 10% of net income after taxes based on PRC
accounting standards each year to statutory surplus reserves until the cumulative amount of such reserves reaches 50%
of registered capital. These reserves are not distributable as cash dividends. Our subsidiaries in China also may
allocate a portion of their after-tax profits to their staff welfare and bonus funds, which may not be distributed to
equity owners except in the event of liquidation. If any of our subsidiaries incur debt, the instruments governing the
debt may restrict their ability to pay dividends or make other distributions to us.

In addition, Circular 75 requires PRC residents, including both legal persons and natural persons, to register with the

competent local SAFE branch before establishing or controlling any company outside of China. If the PRC
subsidiaries of an offshore parent company do not report the need for their PRC investors to register to the local SAFE
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authorities, they may be prohibited from distributing their profits and proceeds from any reduction in capital, share
transfer or liquidation to their offshore parent company. Although we believe that our subsidiaries in China are in
compliance with these regulations, should these regulations or the interpretation of them by PRC courts or regulatory
agencies change, we may not be able to pay dividends outside of China.

Item 6. Selected Financial Data

Not required.

8
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Safe Harbor Declaration

The comments made throughout this Annual Report should be read in conjunction with our Financial Statements and
the Notes thereto, and other financial information appearing elsewhere in this document. In addition to historical
information, the following discussion and other parts of this document contain certain forward-looking information.
When used in this discussion, the words, “believes,” “anticipates,” “expects” and similar expressions are intended to identify
forward-looking statements. Such statements are subject to certain risks and uncertainties, which could cause actual
results to differ materially from projected results, due to a number of factors beyond our control. We do not undertake
to publicly update or revise any of our forward-looking statements, even if experience or future changes show that the
indicated results or events will not be realized. Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as of the date hereof. Readers are also urged to carefully review and
consider our discussions regarding the various factors that affect our business, which are described in this section and
elsewhere in this report.

99 ¢

Management’s Discussion and Analysis of Financial Condition and Results of Operations.
Safe Harbor Declaration

The comments made throughout this Annual Report should be read in conjunction with our Financial Statements and
the Notes thereto, and other financial information appearing elsewhere in this document. In addition to historical
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forward-looking statements. Such statements are subject to certain risks and uncertainties, which could cause actual
results to differ materially from projected results, due to a number of factors beyond our control. We do not undertake
to publicly update or revise any of our forward-looking statements, even if experience or future changes show that the
indicated results or events will not be realized. Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as of the date hereof. Readers are also urged to carefully review and
consider our discussions regarding the various factors that affect our business, which are described in this section and
elsewhere in this report.
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Overview

On May 11, 2015 the holders of 62.3% of the outstanding common stock, par value $.0001 per share, of SmartHeat

Inc., authorized the sale of all of the remaining interests, constituting 100% of its ownership interests, (the “Stock Sale”)
of certain subsidiaries of the Company pursuant to the terms of an Equity Interest Purchase Agreement (the “EIPA”)
dated October 10, 2013, as amended and restated on November 28, 2014 and amended on March 19, 2015 (the

“Amended EIPA”), by and among Heat PHE, Inc. (“Heat PHE”), as Seller, and Hongjun Zhang, on behalf of all of several
individuals ( “Buyers”) identified in Buyers’ Response to RFP submitted to the Company on September 10, 2013 and as
revised and accepted by Company on September 23, 2013. The subsidiaries of the Company which were sold to the
Buyers were:

SmartHeat Taiyu (Shenyang) Energy
SmartHeat Siping Beifang Energy Technology Co., Ltd.

SmartHeat (Shenyang Energy Equipment) Co., Ltd.
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Hohhot Ruicheng Technology Co., Ltd.

Urumchi XinRui Technology Limited Liability Company

Upon approval by the Company’s stockholders on May 11, 2015, all of the conditions precedents in the Amended
EIPA were satisfied which consisted of: (i) approval of its stockholders and (ii) receipt by the Board of Directors
(“BOD”) of the Company of an opinion that the Stock Sale was fair to the stockholders of SmartHeat from a financial
point of view. The parties executed a mutual release which became effective and provided, in part, that the Target
Companies forgave all net indebtedness of $8.79 million owing to the Target Companies by SmartHeat and all of its
other subsidiaries. The consideration and all documents relating to the transaction were released from escrow upon the
satisfaction of the foregoing conditions.

The Buyers purchased 40% of Heat PHE’s equity interests in the Target Companies for a purchase price of RMB 5
million ($0.82 million) paid on December 30, 2013. The Buyers purchased the remaining 60% of Target Companies
(constituting all of the remaining equity interests in the Target Companies) for purchase price of: (i) RMB 8.5 million
($1.39 million) and (ii) the forgiveness of $8.79 million in net indebtedness owing to Target Companies by SmartHeat
and each of its other subsidiaries as of December 31, 2014, the date on which the sale occurred.

9
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As a result of the Stock Sale our business has changed significantly as the significant operations of our Plated Heat
Exchanges operating segment have been sold. We currently operate the Heat Pump (“HP”’) operating segment which
has limited continuing operations in its operating subsidiaries and its business primarily consists of winding down
existing businesses, selling inventory, collecting receivables and making arrangements for final payments to our
former employees. As a result of the decision to seek bankruptcy protection for SmartHeat Pump, as discussed in
more depth below, we are examining strategic alternatives for our business, which includes seeking another operating
company to merge its operations with us. .

Prior to the Stock Sale, we designed, manufactured and sold clean technology plate heat exchangers (“PHE”) through
our PHE operating segment and related systems marketed principally in the People’s Republic of China (“PRC”). Our
former subsidiaries in the PHE operating segments designed, manufactured, sold and serviced PHEs, PHE Units,
which combine PHEs with various pumps, temperature sensors, valves and automated control systems in systems
custom designed by our in-house engineers, heat meters and heat pumps for use in commercial and residential
buildings.

On January 20, 2016, SmartHeat Pump entered and closed a Share Purchase Agreement with a series of buyers to sell
85% of the equity shares of SmartHeat Germany for Euro 170,000 ($185,400). The purchasing price of Euro 170,000
was returned to the buyers and subsequently paid into SmartHeat Germany as reserve by the buyers. The buyers are
not related parties of the Company. SmartHeat Germany had continuous losses and the management decided to sell at
a minimal or no cost due to its higher operating cost.

The following chart displays our subsidiaries according to which operating segment they operated in after the Stock
Sale:

Plate Heat Exchangers (PHE) Heat Pumps (HP)
SanDeKe Co., Ltd. SmartHeat (China) Investment Co., Ltd.
zr(l)lartHeat Heat Exchange Equipment SmartHeat (Shenyang) Heat Pump Technology Co., Ltd.

SmartHeat Deutschland GmbH (sold 85% equity interest on January 20,
2016)

SmartHeat (Shanghai) Trading Co., Ltd.

Beijing SmartHeat Jinhui Energy Technology Co., Ltd.

During the year ended December 31, 2016, the management of SmartHeat Pump decided that it would be necessary to
seek bankruptcy protection in China due to the slowdown of the business and liabilities exceeding assets. Management
made the determination that the business could not be operated profitably in the future. SmartHeat Pump is preparing
for the filing by negotiating with employees and the government entities that represents them and is preparing various
bankruptcy documents to be filed with the proper authorities in China as resolution to the negotiations are reached.
Management expects the bankruptcy process to last between one to two years before obtaining the final approval is
obtained from the court. Accordingly, the Company reclassified SmartHeat Pump business as discontinued operations
and made an impairment reserve for its assets including accounts receivable, other receivables, advance to suppliers,
inventory, deferred tax assets, fixed assets and intangible assets.

Principal Factors Affecting Our Financial Performance
Our historical revenues also fluctuated significantly due to material costs; we experienced fluctuation in raw material

costs as a result of world economic conditions, such as the price of stainless steel used to produce plates, our PHEs
and PHE Units.
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The economic conditions our subsidiaries faced in recent years, made it impossible for our subsidiaries to pay
dividends to our US parent company, which is dependent upon such dividends to meet its financial obligations.
Relevant PRC statutory laws and regulations permit payments of dividends by the Company’s PRC subsidiaries only
out of the subsidiary’s retained earnings, if any, as determined in accordance with PRC accounting standards and
regulations. Further, the Company’s PRC subsidiaries are required to take certain reserves as detailed in Note 15 to our
financial statements. As a result, we sought alternative sources of capital for our US parent company. On July 27,
2012, we entered into a secured, revolving credit facility with Northtech Holdings Inc., a British Virgin Islands
business corporation owned by certain members of our former management, James Wang, Rhett Wang and Wen

Sha. Jane Ai, our Corporate Secretary, is also a part owner of Northtech. As amended on December 21, 2012, the
Credit Agreement provides for borrowings of up to $2,500,000 with any amounts borrowed due on April 30, 2014.
Borrowings under the Credit Agreement are secured by 55% of the equity interest in each of our wholly,
directly-owned subsidiaries and are repayable, at our option, in shares of our common stock. On December 21, 2012,
we repaid $1,300,000 of the $1,384,455 outstanding under the Credit Agreement with 1,300,000 restricted shares of
our common stock, approximately 22.67% of our total issued and outstanding shares of Common Stock, as authorized
by the Credit Agreement and approved by our shareholders. On June 25, 2013, the Board approved second
amendment to the credit and security agreement and on August 23, 2013, we entered into second amendment to the
credit and security agreement with Northtech, which redefined the “base rate”, and adjusted the base rate to 10%,
compounded quarterly, effective January 1, 2013. On March 26, 2014, we gave notice to Northtech pursuant to the
terms of the Credit and Security Agreement between the Company and Northtech, dated July 27, 2012, as amended,
extending the maturity date on the Credit Agreement from April 30, 2014 to January 31, 2015. On July 14, 2014, we
entered the third amendment to the Credit Agreement with Northtech; the Amendment modifies the definition of
“Average Share Price” in the Credit Agreement to decrease the minimum and maximum values for the “Average Share
Price,” by 20% each from $0.50 to $0.40 and from $3.50 to $2.80, respectively. The Amendment also increases the
maximum line which may be borrowed under the Credit Agreement from $2,500,000 to $3,250,000 and extends the
maturity date for amounts borrowed from April 30, 2014 to October 31, 2015. On December 28, 2015, we entered
into the Fourth Amendment to the Credit and Security Agreement dated July 27, 2012, (as first amended on December
21, 2012 and subsequently amended on August 23, 2013, and July 14, 2014, between the Company and

Northtech). The Amendment provides that we will repay $1,600,000 of the outstanding principal and Northtech will
extend the maturity date to July 31, 2016 in exchange for an extension fee of $100,000, 1,500,000 shares of common
stock of SmartHeat, par value $.001 per share, which shall be restricted stock and a 10% Convertible Preferred Stock
of its wholly owned subsidiary Heat HP, Inc. (“Heat HP”) representing 20% of the voting power of Heat HP, having a
conversion, redemption and liquidation value of $1,000,000 and a 10% cumulative dividend accruing and payable
quarterly ($25,000 per quarter). In addition, the parties agreed to adjust the minimum conversion/exchange price in
the Amendment from $.40 to $.20 per share and the maximum conversion/exchange price from $2.80 to $1.40 to
reflect the current market conditions of the stock. The new maximum credit line was reduced to $2,500,000. On July
31, 2016, the Company entered into the Fifth Amendment to the Credit and Security Agreement between the
Company and Northtech. The Amendment increased the maximum credit line of the Credit Agreement to $3,500,000
and extended the maturity dated to October 31, 2017. The Company agreed to pay to Northtech an amendment fee of
$80,000 payable in 400,000 restricted shares of the Company’s Common Stock valued at $0.20 per share. The
Amendment received the approval of a majority of shareholders of the Company in a vote held at the meeting of the
stockholders on September 10, 2016.

As of December 31, 2016 and 2015, the outstanding credit line payable to Northtech was $2,875,335 and $2,455,335,
respectively. As of December 31, 2016, Northtech owns 43.5% of the Company as a result of shares received from
the Company for loan repayment and extension fee. In addition, Northtech became the 20% noncontrolling interest of
Heat HP as a result of $1,000,000 loan repayment by issuing Series A Preferred Stock of Heat HP which can be
convertible into 20% of the issued and outstanding Common Stock of Heat HP on fully diluted basis.
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On December 30, 2013, we closed the transaction contemplated by the EIPA dated October 10, 2013, whereby the
buyers purchased 40% of the Company’s equity interests in the following PHE segment subsidiaries: SmartHeat Taiyu
(Shenyang) Energy; SmartHeat Siping Beifang Energy Technology Co., Ltd.; SmartHeat (Shenyang Energy
Equipment) Co. Ltd.; Hohhot Ruicheng Technology Co., Ltd.; and Urumchi XinRui Technology Limited Liability
Company (collectively, the “Target Companies”). The purchase price was RMB 5 million ($0.82 million). Urumchi
XinRui was 46% owned by SmartHeat US parent company.

On November 28, 2014, we entered into the Amended and Restated EIPA, which amended and restated the EIPA
dated October 10, 2013 between the Company and the buyers. Under the terms of the Amended EIPA, the buyers had
agreed to purchase the remaining 60% of the Company’s equity interests in the Target Companies effective as of
December 31, 2014 (the “Closing Date”). The purchase price for the remaining 60% consisted of: (i) consideration of
RMB 8.5 million ($1.39 million) and (ii) the forgiveness of all net indebtedness owed to the Target Companies by
SmartHeat and each of its subsidiaries as of December 31, 2014. The effectiveness of the transaction was subject to
the following conditions: (i) approval of its shareholders and (ii) receipt by the Board of Directors of the Company of
an opinion that the purchase and sale transaction was fair to the shareholders of SmartHeat from a financial point of
view. The parties executed a mutual release to be delivered at the closing which provide, in part, for the Target
Companies to forgive all net indebtedness from SmartHeat and all of its other subsidiaries. In the event that the
conditions were not met prior to December 31, 2014, the consideration and all documents were to be deposited into
escrow and released when the conditions were satisfied; provided that if the conditions were not satisfied on or before
March 31, 2015, either party may terminate the Amended EIPA and the funds and documents be returned to the
depositing party. The termination deadline of the Amended EIPA was extended to May 15, 2015.

11
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On May 11, 2015, the Company’s stockholders approved the sale of all of the remaining interests, constituting 100% of
its ownership interests, of certain subsidiaries of the Company as described above, all of the conditions precedents to
the Stock Sale were satisfied which consisted of: (i) approval of its stockholders and (ii) receipt by the Board of
Directors of the Company of an opinion that the Stock Sale was fair to the stockholders of SmartHeat from a financial
point of view. The parties executed a mutual release which became effective and provided, in part, that the Target
Companies forgave all net indebtedness from SmartHeat and all of its other subsidiaries owing to the Target
Companies. The consideration and all documents relating to the transaction were released from escrow upon the
satisfaction of the foregoing conditions. The Stock Sale was effective December 31, 2014.

Since we have decided to seek bankruptcy protection for our primary operating subsidiary, SmartHeat Pump, we have
little if any operations and management is attempting to identify other options for the company, including a merger
with another operating company.

Significant Accounting Policies

While our significant accounting policies are more fully described in Note 2 to our consolidated financial statements,
we believe the following accounting policies are the most critical to aid you in fully understanding and evaluating this
management discussion and analysis.

Basis of Presentation

Our financial statements are prepared in accordance with accounting principles generally accepted in the United States
of America, or US GAAP.

Principles of Consolidation

For the year ended December 31, 2016, the accompanying consolidated financial statements include SmartHeat’s US
parent, its subsidiaries Heat HP and Heat PHE, and their subsidiaries SanDeKe, Jinhui, SmartHeat Investment,
SmartHeat Trading, SmartHeat Germany (until January 20, 2016), SmartHeat Pump, and Heat Exchange, which are
collectively referred to as the “Company.”

Use of Estimates

In preparing the financial statements in conformity with US GAAP, management makes estimates and assumptions
that affect the reported amounts of assets and liabilities and disclosures of contingent assets and liabilities at the dates
of the financial statements, as well as the reported amounts of revenues and expenses during the reporting period.
Significant estimates, required by management, include the recoverability of long-lived assets, allowance for doubtful
accounts, and the reserve for obsolete and slow-moving inventories. Actual results could differ from those estimates.

Accounts Receivable

We maintain reserves for potential credit losses on accounts receivable. Management reviews the composition of
accounts receivable and analyzes historical bad debts, customer concentrations, customer credit worthiness, current
economic trends and changes in customer payment patterns to evaluate the adequacy of these reserves. Accounts
receivable are net of unearned interest. Unearned interest represents imputed interest on accounts receivable with due
dates over one year from the invoice date discounted at our borrowing rate for the year. Based on historical collection
activity, we had bad debt allowances of $1.89 million and $1.41 million at December 31, 2016 and 2015, respectively.

Revenue Recognition
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Our revenue recognition policies are in compliance with Financial Accounting Standards Board (“FASB”) Accounting
Standards Codification (“ASC”) Topic 605, “Revenue Recognition.” Sales revenue is recognized when PHEs, heat meters
and HPs are delivered, and for PHE Units when customer acceptance occurs, the price is fixed or determinable, no

other significant obligations of ours exist and collectability is reasonably assured. Payments received before all of the
relevant criteria for revenue recognition are recorded as unearned revenue under “Advance from customers.” As a result
of 100% Stock Sale of certain subsidiaries effective December 31, 2014, the Company only sold few PHEs and its
principal operations was heat pumps business for the years ended December 31, 2016 and 2015.

Our agreements with our customers generally provide that 30% of the purchase price is due upon placement of an
order, 30% upon delivery and 30% upon installation and acceptance of the equipment after customer testing. As a
common practice in the heating manufacturing business in China, payment of the final 10% of the purchase price is
due no later than the termination date of the standard warranty period, which ranges from three to 24 months from the
acceptance date. Due to the slowdown of the Chinese economy and tightened monetary policy, and in order to attract
and retain customers, the Company’s subsidiaries have adjusted their contract and payment terms on a case-by-case
basis to permit for more flexible and longer payment terms.
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Our warranty is provided to all customers and is not considered an additional service; rather, it is an integral part of
the product sale. We believe the existence of our product warranty in a sales contract does not constitute a deliverable
in the arrangement and thus there is no need to apply FASB ASC subtopic 605-25, separation and allocation model for
a multiple deliverable arrangement. FASB ASC Topic 450, “Contingencies,” specifically addresses the accounting for
standard warranties FASB ASC Topic 605 does not supersede FASB ASC Topic 450. We believe that accounting for
its standard warranty pursuant to FASB ASC Topic 450 does not impact revenue recognition because the cost of
honoring the warranty can be reliably estimated.

We charge for after-sales services provided after the expiration of the warranty period, with after-sales services mainly
consisting of cleaning PHEs and repairing and exchanging parts. We recognize such revenue when service is
provided. For the years ended December 31, 2016 and 2015, revenue from after-sales services after the expiration of
the warranty period was $39,792 and $120,197, respectively.

Foreign Currency Translation and Comprehensive Income (Loss)

The accounts of the US parent company are maintained in USD. The functional currency of the Company’s China
subsidiaries is the Chinese Yuan Renminbi (“RMB”) and the functional currency of SmartHeat Germany, the Company’s
subsidiary in Germany, is the Euro (“EUR”). The accounts of the China subsidiaries and German subsidiary were
translated into USD in accordance with FASB ASC Topic 830, “Foreign Currency Matters.” According to FASB ASC
Topic 830, all assets and liabilities were translated at the exchange rate on the balance sheet date; stockholders’ equity
was translated at the historical rates and statement of operations items were translated at the average exchange rate for
the period. The resulting translation adjustments are reported under other comprehensive income in accordance with
FASB ASC Topic 220, “Comprehensive Income).”

Impairment of Long-Lived Assets

Long-lived assets, which include tangible assets, such as property and equipment, goodwill and other intangible
assets, are reviewed for impairment whenever events or changes in circumstances indicate the carrying amount of an
asset may not be recoverable.

Recoverability of long-lived assets to be held and used is measured by comparing the carrying amount of an asset to
the estimated undiscounted future cash flows expected to be generated by the asset. If the carrying amount of an asset
exceeds its estimated undiscounted future cash flows, an impairment charge is recognized based on the excess of the
carrying amount over the fair value (“FV”) of the assets. FV generally is determined using the asset’s expected future
discounted cash flows or market value, if readily determinable. Based on its review, the Company believes that, as of
December 31, 2016, impairment of long-lived assets was $508,744; and at December 31, 2015, there was no
significant impairment of long-lived assets.

Recent Accounting Pronouncements

In August 2014, the Financial Accounting Standards Board (“FASB”) issued Presentation of Financial Statements —
Going Concern. This standard requires management to evaluate for each annual and interim reporting period whether
it is probable that the reporting entity will not be able to meet its obligations as they become due within one year after
the date that the financial statements are issued. If the entity is in such a position, the standard provides for certain
disclosures depending on whether or not the entity will be able to successfully mitigate its going concern status. This
guidance is effective for annual periods ending after December 15, 2016 and interim periods within annual periods
beginning after December 15, 2016. Early application is permitted. The Company does not anticipate that this
adoption will have a significant impact on its consolidated financial position, results of operations, or cash flows.
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In July 2015, the FASB issued Accounting Standards Update (“ASU”’) No. 2015-11, Inventory, which requires an entity
to measure inventory within the scope at the lower of cost and net realizable value. Net realizable value is the

estimated selling prices in the ordinary course of business, less reasonably predictable costs of completion, disposal,
and transportation. The effective date for the standard is for fiscal years beginning after December 15, 2016. Early
adoption is permitted. The Company does not anticipate that this adoption will have a significant impact on its
consolidated financial position, results of operations, or cash flows.

In September 2015, the FASB issued ASU No. 2015-16, Business Combinations (Topic 805): Simplifying the
Accounting for Measurement-Period Adjustments. To simplify the accounting for adjustments made to provisional
amounts recognized in a business combination, the amendments eliminate the requirement to retrospectively account
for those adjustments. For public business entities, the amendments are effective for fiscal years beginning after
December 15, 2015, including interim periods within those fiscal years. For all other entities, the amendments in this
update are effective for fiscal years beginning after December 15, 2016, and interim periods within fiscal years
beginning after December 15, 2017. The amendments should be applied prospectively to adjustments to provisional
amounts that occur after the effective date with earlier application permitted for financial statements that have not
been issued. The Company does not anticipate that this adop