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NOTE ABOUT FORWARD-LOOKING STATEMENTS

This report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, or the Securities Act, and Section 21E of the Securities Exchange Act of 1934, as amended, or the Exchange
Act, which include, but are not limited to, statements concerning our projected revenues, expenses, gross profit and
income, mix of revenue, demand for our products, the benefits and potential applications for our products, the need for
additional capital, our ability to obtain and successfully perform additional new contract awards and the related

funding and profitability of such awards, the competitive nature of our business and markets and product qualification
requirements of our customers. These forward-looking statements are based on our current expectations, estimates and
projections about our industry, management’s beliefs and certain assumptions made by us. Words such as “anticipates,”
“expects,” “intends,” “plans,” “predicts,” “potential,” “believes,” “seeks,” “hopes,
variations of these words or similar expressions are intended to identify forward-looking statements. These statements
are not guarantees of future performance and are subject to risks, uncertainties and assumptions that are difficult to
predict. Therefore, our actual results could differ materially and adversely from those expressed in any
forward-looking statements as a result of various factors. Such factors include, but are not limited to the following:

99 ¢ LN LR T3 99 ¢ 29 ¢

® our goals and strategies;
® our expansion plans;
¢ our future business development, financial conditions and results of operations;
¢ the expected growth of the market for PHE products, heat meters and heat pumps in our target markets;
® our expectations regarding demand for our products;
® our expectations regarding keeping and strengthening our relationships with key customers;
e our ability to stay abreast of market trends and technological advances;
e our ability to protect our intellectual property rights effectively and not infringe on the intellectual property rights of
others;
e our ability to attract and retain quality employees;
e our ability to pursue strategic acquisitions and alliances;
e competition in our industry in China;
e general economic and business conditions in the regions in which we sell our products;
¢ relevant government policies and regulations relating to our industry; and
¢ market acceptance of our products.

Additionally, this report contains statistical data that we obtained from various publicly available government
publications and industry-specific third party reports. Statistical data in these publications also include projections
based on a number of assumptions. The markets for PHEs, PHE Units, heat meters and heat pumps may not grow at
the rates projected by market data, or at all. The failure of these markets to grow at the projected rates may have a
material adverse effect on our business and the market price of our common stock. In addition, the changing nature of
our customers’ industries results in uncertainties in any projections or estimates relating to the growth prospects or
future condition of our markets. Furthermore, if any one or more of the assumptions underlying the market data is
later found to be incorrect, actual results may differ from the projections based on these assumptions.

estimates,” “should,” “may,” “will,” “witt
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Unless otherwise indicated, information in this report concerning economic conditions and our industry is based on
information from independent industry analysts and publications, as well as our estimates. Except where otherwise
noted, our estimates are derived from publicly available information released by third party sources, as well as data
from our internal research, and are based on such data and our knowledge of our industry, which we believe to be
reasonable. None of the market data from independent industry publications cited in this report was prepared on our or
our affiliates’ behalf.

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 available

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.

As used in this report, “SmartHeat,” “Company,” “we,” “our” and similar terms refer to SmartHeat Inc. and its subsidiaries,
unless the context indicates otherwise.

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.

Effective February 7, 2012, we implemented a one-for-ten reverse stock split of our common stock. Unless otherwise
indicated, all share amounts and per share prices in this report were retroactively adjusted to reflect the effect of this
reverse stock split. See Note 1 of the consolidated financial statements included herein.
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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

SMARTHEAT INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

March 31, December 31,

2012 2011
(Unaudited)
ASSETS
CURRENT ASSETS
Cash & equivalents $15,853,549 $12,419,922
Restricted cash 4,595,887 2,688,691
Accounts receivable, net 40,103,024 47,055,517
Retentions receivable 3,213,372 3,583,898
Advances to suppliers 14,013,756 17,603,984
Other receivables (net), prepayments and deposits 6,184,693 6,663,330
Taxes receivable 585,654 -
Inventories, net 54,391,322 53,648,549
Notes receivable - bank acceptances 1,083,269 1,916,320
Total current assets 140,024,526 145,580,211
NONCURRENT ASSETS
Restricted cash 243,464 204,991
Retentions receivable 501,419 670,291
Advance to supplier for equipment 2,087,183 1,122,914
Construction in progress 1,338,051 522,876
Property and equipment, net 11,091,109 11,348,601
Intangible assets, net 15,287,187 15,419,805
Goodwill 2,161,368 2,098,332
Other noncurrent asset 5,027 10,044
Total noncurrent assets 32,714,808 31,397,854
TOTAL ASSETS $172,739,334 $176,978,065
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES
Accounts payable $9,631,362 $12,660,100
Advance from customers 4,964,406 4,585,218
Taxes payable 23,644 1,178,712
Accrued liabilities and other payables 3,993,972 4,136,298
Notes payable - bank acceptances 1,971,908 3,278,232
Loans payable 18,588,247 10,633,402
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Total current liabilities 39,173,539 36,471,962
DEFERRED TAX LIABILITY 164,904 189,516
LONG-TERM PAYABLE 2,065,361 2,281,023

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS' EQUITY
Common stock, $0.001 par value; 75,000,000
shares authorized, 3,955,774 shares issued and
outstanding at March 31, 2012, and December 31, 2011,

respectively 3,956 3,956
Paid-in capital 103,004,904 102,985,737
Statutory reserve 5,396,014 5,396,014
Accumulated other comprehensive income 11,389,924 11,119,887
Retained earnings 10,513,268 17,445,733

Total Company stockholders' equity 130,308,066 136,951,327

NONCONTROLLING INTEREST 1,027,464 1,084,237

TOTAL EQUITY 131,335,530 138,035,564
TOTAL LIABILITIES AND EQUITY $172,739,334 $176,978,065

The accompanying notes are an integral part of these consolidated financial statements.
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SMARTHEAT INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE LOSS
(UNAUDITED)

Net sales
Cost of goods sold

Gross profit
Operating expenses
Selling
General and administrative
Provision for bad debt allowance
Total operating expenses
Loss from operations
Non-operating income (expenses)
Interest income
Interest expense
Financial expense
Foreign exchange transaction loss
Other income

Total non-operating income (expenses), net

Loss before income tax
Income tax benefit

Net loss before noncontrolling interest
Less: Loss attributable to noncontrolling interest

Net loss to SmartHeat Inc.
Other comprehensive item
Foreign currency translation gain

attributable to SmartHeat Inc.

Foreign currency translation gain
attributable to noncontrolling interest

Comprehensive loss attributable to SmartHeat Inc.

Comprehensive loss attributable to noncontrolling interest

$

2012

6,746,398
5,074,937

1,671,461
2,373,762
4,677,214
2,495,891
9,546,867
(7,875,406 )
48,139
(282,580 )
(51,131 )
(16,345 )
1,162,964
861,047

(7,014,359 )
(24,104 )

(6,990,255 )
(57,790 )

(6,932,465 )

270,037

1,017
(6,662,428 )

(56,773 )

THREE MONTHS ENDED MARCH 31,

2011

7,892,149
5,330,229

2,561,920
1,929,155
3,349,354
1,797,946
7,076,455
(4,514,535
75,334
(130,172
(20,427
(125,100
32,705
(167,660

(4,682,195
(680,899

(4,001,296
(47,494

(3,953,802

1,793,230

(2,160,572

(47,494

~— '

~—

~—
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Basic weighted average shares outstanding 3,955,774 3,855,194
Diluted weighted average shares outstanding 3,955,774 3,855,194
Basic loss per share $ (1.75 ) $ (1.03 )
Diluted loss per share $ (1.75 ) $ (1.03 )

The accompanying notes are an integral part of these consolidated financial statements.
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SMARTHEAT INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

CASH FLOWS FROM OPERATING ACTIVITIES:
Loss including noncontrolling interest
Adjustments to reconcile net loss including noncontrolling
interest to net cash used in operating activities:
Depreciation and amortization
Provision for bad debts
Provision for other receivables
Provision for inventory impairment
Unearned interest on accounts receivable
Stock option expense
Changes in deferred tax
(Increase) decrease in current assets:
Accounts receivable
Retentions receivable
Advances to suppliers
Other receivables, prepayments and deposits
Inventories
Taxes receivable
Increase (decrease) in current liabilities:
Accounts payable
Unearned revenue
Taxes payable
Accrued liabilities and other payables

Net cash used in operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Change in restricted cash
Acquisition of property & equipment
Acquisition of intangible assets
Cash paid for acquisition
Cash from acquisition of subsidiaries
Notes receivable
Advance for equipment purchase
Construction in progress

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from short-term loans
Cash contribution from noncontrolling interest

THREE MONTHS ENDED
MARCH 31,

2012

2011

$(6,990,255 ) $(4,001,296 )

467,833
2,063,016
386,536
126,156
(26,081
19,167
(24,760

4,966,662
542,728
3,666,981
98,927
(778,158
(583,212

(3,039,905
89,621
(1,155,066
(177,567

(347,377

(1,938,601
(8,693
(7,927

833,325
(964,269
(812,935

(2,899,100

7,927,197

366,811
1,797,946
(27,755 )
51,085
(752,593 )
(844,730 )
163,638
(4,101,704 )
(4,840,886 )
(2,877,453 )
2,270,069
619,602
(2,020,415 )
(1,263,461 )

(15,461,142 )

753,705
(830,858 )
(63,176 )
(13,488,030 )
448,849
777,259

(160,210 )
(12,562,461 )
486,086
744,512

10
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Notes payable (1,307,041 ) -
Payment on notes payable - (1,342,691 )
Net cash provided by (used in) financing activities 6,620,156 (112,093 )
EFFECT OF EXCHANGE RATE CHANGE ON CASH & EQUIVALENTS 59,948 307,134
NET INCREASE (DECREASE) IN CASH & EQUIVALENTS 3,433,627 (27,828,562 )
CASH & EQUIVALENTS, BEGINNING OF PERIOD 12,419,922 56,806,471
CASH & EQUIVALENTS, END OF PERIOD $15,853,549  $28,977,909
Supplemental cash flow data:
Income tax paid $207,724 $1,343,218
Interest paid $282,456 $141,263

The accompanying notes are an integral part of these consolidated financial statements.

11
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SMARTHEAT INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
MARCH 31, 2012 (UNAUDITED) AND DECEMBER 31, 2011

1. ORGANIZATION AND DESCRIPTION OF BUSINESS

SmartHeat Inc., formerly known as Pacific Goldrim Resources, Inc. (the “Company” or “SmartHeat”), was incorporated
on August 4, 2006, in the State of Nevada. The Company, through its operating subsidiaries in China and Germany,
designs, manufactures, sells and services plate heat exchangers (“PHEs”), PHE Units, which combine PHEs with
various pumps, temperature sensors, valves and automated control systems, heat meters and heat pumps for use in
commercial and residential buildings.

On April 14, 2008, the Company entered into a Share Exchange Agreement (the “Share Exchange Agreement”) to
acquire Shenyang Taiyu Machinery and 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 People’s Republic of China (“PRC”) on July 24, 2002, and engaged in the design, manufacture, sale and
servicing of plate heat exchange products in China. The Share Exchange Agreement was entered into by SmartHeat,
Taiyu and the shareholders of Taiyu. Pursuant to 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’s common stock (the “Share Exchange”). SmartHeat received PRC government approval on May 28, 2008, of
its 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
SmartHeat common stock in the Share Exchange. Concurrent with the Share Exchange, one of SmartHeat’s
shareholders cancelled 250,000 issued and outstanding shares of SmartHeat common stock pursuant to a split-off
agreement dated April 14, 2008. As a result of the Share Exchange, Taiyu became a wholly foreign-owned enterprise
of SmartHeat.

Prior to the acquisition of Taiyu, the Company was a non-operating public shell. Pursuant to Securities and Exchange
Commission (“SEC”) rules, the merger or acquisition of a private operating company into or by a non-operating public
shell with nominal net assets was considered a capital transaction rather than a business combination. Accordingly, for
accounting purposes the transaction was treated as a reverse acquisition and recapitalization and pro-forma
information was not presented. Transaction costs incurred in the reverse acquisition were expensed.

On September 25, 2008, the Company entered into a share exchange agreement with Asialink (Far East) Limited to
acquire all of the outstanding capital stock of SanDeKe Co., Ltd., a Shanghai-based manufacturer of PHEs (“SanDeKe”)
for $741,516.

On June 12, 2009, the Company incorporated a new subsidiary, SmartHeat Siping Beifang Energy Technology Co.,
Ltd. (“SmartHeat Siping”), to manufacture PHEs.

On June 16, 2009, Taiyu closed an asset purchase transaction with Siping Beifang Heat Exchanger Manufacture

Co., Ltd. (“Siping Beifang”), a company organized under the laws of the PRC, to purchase certain assets consisting of
the plant, equipment and certain land use rights for RMB 54,000,000 ($7,906,296). Taiyu then transferred all the
acquired assets to SmartHeat Siping, the newly incorporated subsidiary. The Company paid RMB 7,250,000
($1,061,500) upon the completion of inventory inspection, with the remaining consideration paid as of June 30, 2011.

On August 14, 2009, the Company formed Beijing SmartHeat Jinhui Energy Technology Co., Ltd. (“Jinhui”), a joint
venture in Beijing with registered capital of RMB 10 million ($1.46 million), to provide consulting services and

expand the Company’s sales of PHEs into new industries and regions of China. SmartHeat owns 52% of Jinhui and

12
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invested $765,000.

On April 7, 2010, the Company formed SmartHeat (China) Investment Co., Ltd. (“SmartHeat Investment”), an
investment holding company and wholly owned subsidiary in Shenyang with registered capital of $70 million.

On April 12, 2010, SmartHeat Investment formed SmartHeat (Shenyang) Energy Equipment Co., Ltd. (“SmartHeat
Energy”), a wholly owned subsidiary in Shenyang with registered capital of $30 million, for the research, development,
manufacturing and sales of energy products.

13
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SMARTHEAT INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
MARCH 31, 2012 (UNAUDITED) AND DECEMBER 31, 2011

On May 6, 2010, the Company formed SmartHeat (Shanghai) Trading Co., Ltd. (“SmartHeat Trading”) through a
nominee to market and expand sales of the Company’s Taiyu-branded products. The Company made a capital
contribution of $1.5 million and, from inception until November 9, 2011, controlled and was entitled to 100% of the
profit or loss of SmartHeat Trading pursuant to an investment agreement dated February 1, 2010. Effective as of
November 9, 2011, the Company terminated the nominee-owner relationship and acquired direct control over
SmartHeat Trading.

On January 7, 2011, the Company invested $771,658 for 51% of the equity interest in Hohhot Ruicheng Technology
Co., Ltd. (“Ruicheng”), a joint venture formed on December 2, 2010, in Hohhot City, China, for the design and
manufacture of heat meters.

On March 1, 2011, the Company entered into a purchase agreement with Shenyang Bingchuan Refrigerating Machine
Limited Company, a Shenyang-based state-owned heat pump manufacturer and designer, which was renamed
SmartHeat (Shenyang) Heat Pump Technology Co., Ltd. (“SmartHeat Pump”). The Company paid RMB 50 million
($7.6 million) to acquire 95% of the equity interest in SmartHeat Pump, with a local government entity retaining the
remaining 5% equity interest.

On March 3, 2011, the Company completed the acquisition of Gustrower Warmepumpen GmbH, a designer and
manufacturer of high efficiency heat pumps in Germany subsequently renamed SmartHeat Deutschland GmbH
(“SmartHeat Germany”), from Conergy AG for EUR 4,248,082 ($5,898,887) paid at closing. This acquisition will
extend the Company’s clean technology heating solutions into the rapidly growing heat pump markets in Europe and
China, enabling its customers to purchase technologically advanced heat pumps at competitive prices.

Effective February 7, 2012, the Company implemented a one-for-ten reverse stock split of its common stock as
approved by the Board of Directors on January 19, 2012. All share amounts and per share prices were retroactively
adjusted to reflect the effect of this reverse stock split.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The consolidated financial statements have been prepared in accordance with generally accepted accounting principles
in the United States of America (“U.S. GAAP”).

The consolidated interim financial information as of March 31, 2012, and for the three month periods ended March
31,2012 and 2011, were prepared without audit, pursuant to the rules and regulations of the SEC. Certain information
and footnote disclosures normally included in consolidated financial statements prepared in accordance with U.S.
GAAP are not included. The interim consolidated financial information should be read in conjunction with the
financial statements and notes thereto included in the Company’s Annual Report on Form 10-K for the fiscal year
ended December 31, 2011, previously filed with the SEC.

In the opinion of management, all adjustments (which include normal recurring adjustments) necessary to present a
fair statement of the Company’s consolidated financial position as of March 31, 2012, its consolidated results of
operations and cash flows for the three month periods ended March 31, 2012 and 2011, as applicable, were made. The
interim results of operations are not necessarily indicative of the operating results for the full fiscal year or any future

14
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periods.
Principles of Consolidation

The accompanying consolidated financial statements include the accounts of SmartHeat’s U.S. parent, Taiyu,
SanDeKe, SmartHeat Siping, Jinhui, SmartHeat Investment, SmartHeat Energy, SmartHeat Trading, Ruicheng,
SmartHeat Germany and SmartHeat Pump, which are collectively referred to as the “Company.” All significant
intercompany accounts and transactions were eliminated in consolidation.

15
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SMARTHEAT INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
MARCH 31, 2012 (UNAUDITED) AND DECEMBER 31, 2011

Noncontrolling Interest

The Company follows Financial Accounting Standards Board’s (“FASB”) Accounting Standards Codification (“ASC”)
Topic 810, “Consolidation,” which established new standards governing the accounting for and reporting of
noncontrolling interests (“NCIs”) in partially owned consolidated subsidiaries and the loss of control of subsidiaries.
Certain provisions of this standard indicate, among other things, that NClIs, previously referred to as minority

interests, be treated as a separate component of equity, not as a liability, as was previously the case, that increases and
decreases in the parent’s ownership interest that leave control intact be treated as equity transactions rather than as step
acquisitions or dilution gains or losses and that losses of a partially owned consolidated subsidiary be allocated to the
NCI even when such allocation might result in a deficit balance. This standard also required changes to certain
presentation and disclosure requirements. Losses attributable to the NCI in a subsidiary may exceed the NCI’s interests
in the subsidiary’s equity. The excess attributable to the NCI is attributed to those interests. The NCI shall continue to
be attributed its share of losses even if that attribution results in a deficit NCI balance.

Use of Estimates

In preparing the financial statements in conformity with U.S. 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.

Cash and Equivalents

For purposes of the statement of cash flows, the Company considers all highly liquid investments with an original
maturity of three months or less to be cash equivalents. As of March 31, 2012, the Company maintained restricted
cash of $4.84 million in several bank accounts, of which $1.14 million was cash deposits from customers for securing
payment from such customers no later than the warranty period expiration, $0.83 million was deposits the Company
paid to a commercial bank for the bank issuing bank acceptances to the Company’s vendors, $2.86 million was
deposits for earning interest income and $11,941 was deposit for letter of credit. Of the total restricted cash at March
31,2012, $4.60 million will be released to the Company within one year. As of December 31, 2011, the Company
maintained restricted cash of $2.89 million in several bank accounts, of which $1.38 million was cash deposits from
customers for securing payment from such customers no later than the warranty period expiration; $1.48 million was
deposits the Company paid to a commercial bank for the bank issuing bank acceptances to the Company’s vendors and
$31,742 was deposit for letter of credit. Of the total restricted cash at December 31, 2011, $2.69 million will be
released to the Company within one year.

The following table presents in U.S. dollars (“USD”) the amount of cash and cash equivalents held by the Company as
of March 31, 2012, and December 31, 2011, based on the jurisdiction of deposit. The Company’s U.S. parent holds
cash and cash equivalents in U.S. bank accounts denominated in USD.

As of March 31,

2012 United States China Germany Total
Cash in bank $ 27,469 $ 14,570,831 $ 1,247,402 $§ 15,845,702
Cash on hand - 7,847 - 7,847

16



Total cash

As of December
31,2011

Cash in bank
Cash on hand
Total cash

$
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27,469 $

United States

$
$

282,359 $

282,359 §

14,578,678 $

China

10,555,706 $

11,225
10,566,931

$

1,247,402 $

Germany
1,570,632 $

1,570,632 $

15,853,549

Total

12,408,697
11,225

12,419,922

17
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SMARTHEAT INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
MARCH 31, 2012 (UNAUDITED) AND DECEMBER 31, 2011

Accounts and Retentions Receivable

The Company maintains 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. Based on historical collection activity, the Company had allowances of $12.66 million and $10.58 million at
March 31, 2012, and December 31, 2011, respectively.

At March 31, 2012, and December 31, 2011, the Company had retentions receivable from customers for product
quality assurance of $3.7 million and $4.3 million, respectively. The retention rate varies from 5% to 20% of the sales
price with variable terms from 3 to 24 months depending on the shipping date, and for PHE Units, the customer
acceptance date, of the products and the number of heating seasons that the warranty period covers.

Accounts receivable is net of unearned interest of $31,753 and $57,828 at March 31, 2012, and December 31, 2011,
respectively. Unearned interest is imputed interest on accounts receivable with due dates over 1 year from the invoice
date discounted at the Company’s borrowing rate of 6.56% at March 31, 2012, and December 31, 2011.

Advance to Suppliers

The Company makes advances to certain vendors to purchase material and equipment. The advances are interest-free
and unsecured.

Inventories

Inventories are valued at the lower of cost or market, with cost determined on a moving weighted-average basis. Cost
of work in progress and finished goods comprises direct material, direct labor and an allocated portion of production
overheads.

Property and Equipment

Property and equipment are stated at cost, net of accumulated depreciation. Expenditures for maintenance and repairs
are expensed as incurred; additions, renewals and betterments are capitalized. When property and equipment are
retired or otherwise disposed of, the related cost and accumulated depreciation are removed from the respective
accounts and any gain or loss is included in operations. Depreciation of property and equipment is provided using the
straight-line method with a 10% salvage value and estimated lives as follows:

Building 20 years
Vehicles 5 years
Office equipment 5 years

Production equipment  5-10 years
Land Use Rights

Right to use land is stated at cost less accumulated amortization. Amortization is provided using the straight-line
method over 50 years.

18



Edgar Filing: SMARTHEAT INC. - Form 10-Q

Impairment of Long-Lived Assets

Long-lived assets, which include tangible assets, such as property, plant 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.
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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 of the assets. Fair value generally is determined using the asset’s expected future
discounted cash flows or market value, if readily determinable. The Company evaluates goodwill and intangible assets
with indefinite lives for impairment annually using a two-step approach. Based on this valuation approach, the
Company concluded that the goodwill balance of $6.06 million for SmartHeat Pump and $2.90 million for SmartHeat
Germany was impaired as of December 31, 2011, as discussed following under Goodwill. Based on its review, the
Company believes that, as of March 31, 2012, and December 31, 2011, there were no significant impairments of its
other long-lived assets.

Warranties

The Company offers to all customers standard warranties on its products for one or two heating seasons depending on
the terms negotiated. The Company accrues for warranty costs based on estimates of the costs that may be incurred
under its warranty obligations. The warranty expense and related accrual is included in the Company’s selling expenses
and other payables respectively, and is recorded when revenue is recognized. Factors that affect the Company’s
warranty liability include the number of units sold, its estimates of anticipated rates of warranty claims, costs per

claim and estimated support labor costs and the associated overhead. The Company periodically assesses the adequacy
of its recorded warranty liabilities and adjusts the amounts as necessary.

Activity in the Company’s warranty reserve from January 1, 2011, to March 31, 2012, is as follows:

2012 2011
Beginning balance $ 515,812 $ 398,292
Provisions 401,771 620,722
Actual costs incurred (401,771) (503,202)
Due to exchange rate 541 -
Ending balance in current liabilities (See
Note 10) $ 516,353 § 515,812

Research and Development Costs

Research and development costs are expensed as incurred and included in general and administrative expenses. These
costs primarily consist of cost of materials used, salaries paid for the Company’s development department and fees
paid to third parties. Research and development costs for the three months ended March 31, 2012 and 2011, were
$50,934 and $128,982, respectively.

Income Taxes

The Company utilizes Statement of Financial Accounting Standards (“SFAS”) No. 109, “Accounting for Income Taxes”
(codified in FASB ASC Topic 740), which requires recognition of deferred tax assets and liabilities for expected

future tax consequences of events included in the financial statements or tax returns. Under this method, deferred
income taxes are recognized for the tax consequences in future years of differences between the tax bases of assets

and liabilities and their financial reporting amounts at each period end based on enacted tax laws and statutory tax
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rates applicable to the periods in which the differences are expected to affect taxable income. Valuation allowances
are established, when necessary, to reduce deferred tax assets to the amount expected to be realized.

10
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The Company follows the provisions of FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes”
(codified in FASB ASC Topic 740). When tax returns are filed, it is likely that some positions taken would be
sustained upon examination by the taxing authorities, while others are subject to uncertainty about the merits of the
position taken or the amount of the position that would be ultimately sustained. The benefit of a tax position is
recognized in the financial statements in the period during which, based on all available evidence, management
believes it is more likely than not that the position will be sustained upon examination, including the resolution of
appeals or litigation processes, if any. Tax positions taken are not offset or aggregated with other positions. Tax
positions that meet the more-likely-than-not recognition threshold are measured as the largest amount of tax benefit
that is more than 50 percent likely of being realized upon settlement with the applicable taxing authority. The portion
of the benefits associated with tax positions taken that exceeds the amount measured as described above is reflected as
a liability for unrecognized tax benefits in the accompanying balance sheets along with any associated interest and
penalties that would be payable to the taxing authorities upon examination.

Interest associated with unrecognized tax benefits is classified as interest expense and penalties are classified as
selling, general and administrative expense in the statements of income. At March 31, 2012, the Company had not
taken any significant uncertain tax position on its tax returns for 2011 or prior years, or in computing its tax provision
for 2012.

Revenue Recognition

The Company’s revenue recognition policies are in compliance with SEC Staff Accounting Bulletin (“SAB”) 104
(codified in FASB ASC Topic 605). Sales revenue is recognized when PHEs, heat meters and heat pumps are
delivered, and for PHE Units when customer acceptance occurs, the price is fixed or determinable, no other significant
obligations of the Company exist and collectability is reasonably assured. Payments received before all of the relevant
criteria for revenue recognition met are recorded as unearned revenue under “Advance from customers.”

The Company’s sales generally provide for 30% of the purchase price on placement of an order, 30% on delivery, 30%
upon installation and acceptance of the equipment after customer testing and 10% no later than the termination of the
standard warranty period, which ranges from 3 to 24 months from the acceptance date.

Sales revenue is the invoiced value of goods, net of value-added tax (“VAT”). All of the Company’s products sold in the
PRC are subject to a VAT of 17% of the gross sales price. This VAT may be offset by the VAT paid by the Company
on raw materials and other materials purchased in China and included in the cost of producing the Company’s finished
product. The Company recorded VAT payable and VAT receivable net of payments in the financial statements. The
VAT tax return is filed offsetting the payables against the receivables. SmartHeat Germany, the Company’s German
subsidiary, is subject to 19% VAT.

Sales and purchases are recorded net of VAT collected and paid as the Company acts as an agent for the government.
VAT taxes are not affected by the income tax holiday.

Sales returns and allowances were $0 for the three months ended March 31, 2012 and 2011. The Company does not
provide a right of return, price protection or any other concessions to its customers.

The Company provides a standard warranty to all customers, which is not considered an additional service; rather, an
integral part of the product’s sale. The Company believes the existence of its standard product warranty in a sales

22



Edgar Filing: SMARTHEAT INC. - Form 10-Q

contract does not constitute a deliverable in the arrangement and thus there is no need to apply the EITF 00-21
(codified in FASB ASC Topic 605-25) separation and allocation model for a multiple deliverable arrangement. SFAS
5 (codified in FASB ASC Topic 450) specifically addresses the accounting for standard warranties and neither SAB
104 nor EITF 00-21 supersedes SFAS 5. The Company believes that accounting for its standard warranty pursuant to
SFAS 5 does not impact revenue recognition because the cost of honoring the warranty can be reliably estimated.

11
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The Company charges 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. The Company recognizes such
revenue when service is provided. For the three months ended March 31, 2012 and 2011, revenue from after-sales
services after the expiration of the warranty period was $175,900 and $84,800, respectively, which was recorded in
other income.

Cost of Goods Sold

Cost of goods sold consists primarily of material costs and direct labor and manufacturing overhead that are directly
attributable to the products. Write-down of inventories to the lower of cost or market is also recorded in cost of goods
sold.

Advance from Customers

The Company records payments received from customers in advance of their orders to advance account. These orders
normally are delivered within a reasonable period of time based upon contract terms with the customers.

Concentration of Credit Risk

Cash includes cash on hand and demand deposits in accounts maintained within China. Balances at financial
institutions within China are not covered by insurance. The Company has not experienced any losses in such accounts.

Certain other financial instruments, which subject the Company to concentration of credit risk, consist of accounts and
other receivables. The Company does not require collateral or other security to support these receivables. The
Company conducts periodic reviews of its customers’ financial condition and customer payment practices to minimize
collection risk on accounts receivable.

The operations of the Company are located primarily in China. Accordingly, the Company’s business, financial
condition and results of operations may be influenced by the political, economic and legal environments in China, as
well as by the general state of the PRC economy.

Goodwill

Goodwill is the excess of purchase price and related costs over the value assigned to the net tangible and identifiable
intangible assets of businesses acquired. In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets”
(“Statement No. 142”), codified in ASC Topic 350, goodwill is not amortized but is tested for impairment, annually or
when circumstances indicate a possible impairment may exist. Impairment testing is performed at a reporting unit
level. An impairment loss generally would be recognized when the carrying amount of the reporting unit exceeds its
fair value, with the fair value of the reporting unit determined using discounted cash flow (“DCF”) analysis. A number
of significant assumptions and estimates are involved in the application of the DCF analysis to forecast operating cash
flows, including the discount rate, the internal rate of return and projections of realizations and costs to produce.
Management considers historical experience and all available information at the time the fair values of its reporting
units are estimated.
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The excess of the purchase price for SmartHeat Germany over the fair value of the net assets acquired of $5.1 million
(EUR 3.69 million at acquisition date) was recorded as goodwill. The excess of the purchase price for SmartHeat
Pump over the fair value of the net assets acquired of $5.6 million was recorded as goodwill.

12
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The Company performed annual goodwill impairment assessment for SmartHeat Germany and SmartHeat Pump as of
December 31, 2011. The goodwill balance prior to the impairment charge was $10.97 million and was established
primarily as a result of the acquisitions of SmartHeat Germany and SmartHeat Pump in 2011. The Company
completed the step one analysis using DCF, which involved comparing the fair value of the reporting unit with the
unit’s book value. The DCF method uses revenue and expense projections and risk-adjusted discount rates. The
process of determining fair value is subjective and requires management to exercise judgment in determining future
growth rates, discount and tax rates and other factors. The current economic environment has impacted the Company’s
ability to forecast future demand and has in turn resulted in the use of higher discount rates, reflecting the risk and
uncertainty in current markets. The results of the step one analysis indicated potential impairment in the SmartHeat
Germany and SmartHeat Pump reporting units corroborated by a combination of factors including a decline in the
market capitalization, which is below the book value, and the deteriorating macro environment, which has resulted in
a decline in expected future demand. The Company therefore performed the second step of the goodwill impairment
assessment to quantify the amount of impairment. This process involved calculating the implied fair value of
goodwill, determined in a manner similar to a purchase price allocation, and comparing the residual amount to the
carrying amount of goodwill. This analysis incorporated the declining market capitalization in 2011 and the
significant end market deterioration and economic uncertainties impacting expected future demand, including the
continued tightened fiscal policy in China and difficulties in obtaining bank leasing loans that have contributed to a
general slowdown in many sectors of China’s economy and caused the abandonment of certain projects by the
Company’s customers, which in turn resulted in an unexpected cancelation of orders and delays in the performance of
PHE Unit and PHE contracts. Based on this analysis, the Company concluded that the goodwill balance of $6.06
million for SmartHeat Pump and $2.90 million for SmartHeat Germany was impaired as of December 31, 2011. The
goodwill impairment charge is non-cash in nature. The goodwill impairment charge is not deductible for income tax
purposes and, therefore, the Company has not recorded a corresponding tax benefit in 2011.

Statement of Cash Flows

In accordance with SFAS No. 95, “Statement of Cash Flows,” codified in FASB ASC Topic 230, cash flows from the
Company’s operations are calculated based upon the local currencies. As a result, amounts shown on the statement of
cash flows may not necessarily agree with changes in the corresponding asset and liability on the balance sheet.

Basic and Diluted Earnings (Loss) per Share (EPS)

Basic EPS is computed by dividing income available to common shareholders by the weighted average number of
common shares outstanding for the period. Diluted EPS is computed similarly, except that the denominator is
increased to include the number of additional common shares that would have been outstanding if the potential
common shares had been issued and if the additional common shares were dilutive. Diluted EPS are based on the
assumption that all dilutive convertible shares and stock options were converted or exercised. Dilution is computed by
applying the treasury stock method. Under this method, options and warrants are assumed to have been exercised at
the beginning of the period (or at the time of issuance, if later), and as if funds obtained thereby were used to purchase
common stock at the average market price during the period.

The following table presents a reconciliation of basic and diluted loss per share for the three months ended March 31,
2012 and 2011:

2012 2011
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Net loss

Weighted average shares outstanding -
basic

Effect of dilutive securities:
Unexercised warrants and options
Weighted average shares outstanding -
diluted

Loss per share - basic
Loss per share - diluted

$  (6,932,465)

3,955,774

3,955,774
$ (1.75)
$ (1.75)

$(3,953,802)
3,855,194
3,855,194

$ (1.03)
$ (1.03)
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Basic and diluted loss per share are the same for the three months ended March 31, 2012 and 2011, because the
common stock equivalent of the convertible securities outstanding, consisting of unexercised warrants issued to
investors and options issued to the Company’s directors and an officer, are antidilutive and, accordingly, were
excluded from the computation of diluted earnings (loss) per share. At March 31, 2012, and December 31, 2011,
options to purchase 6,000 and 6,000 shares of common stock were outstanding, respectively, of which options to
purchase 3,500 and 3,500 shares of common stock were exercisable, respectively, and warrants to purchase O shares of
common stock were outstanding and exercisable.

Fair Value of Financial Instruments

For certain of the Company’s financial instruments, including cash and equivalents, restricted cash, accounts

receivable, accounts payable, accrued liabilities and short-term debt, the carrying amounts approximate their fair

values due to their short maturities. ASC Topic 820, “Fair Value Measurements and Disclosures,” requires disclosure of
the fair value of financial instruments held by the Company. ASC Topic 825, “Financial Instruments,” defines fair value,
and establishes a three-level valuation hierarchy for disclosures of fair value measurement that enhances disclosure
requirements for fair value measures. The carrying amounts reported in the consolidated balance sheets for receivables
and current liabilities each qualify as financial instruments and are a reasonable estimate of their fair values because of
the short period of time between the origination of such instruments and their expected realization and their current
market rate of interest. The three levels of valuation hierarchy are defined as follows:

* Level 1 inputs to the valuation methodology are quoted prices for identical assets or
liabilities in active markets.

* Level 2 inputs to the valuation methodology include quoted prices for similar assets
and liabilities in active markets, and inputs that are observable for the asset or
liability, either directly or indirectly, for substantially the full term of the financial
instrument.

* Level 3 inputs to the valuation methodology are unobservable and significant to the
fair value measurement.

The Company analyzes all financial instruments with features of both liabilities and equity under ASC 480,
“Distinguishing Liabilities from Equity,” and ASC 815.

As of March 31, 2012, and December 31, 2011, the Company did not identify any assets and liabilities that are
required to be presented on the balance sheet at fair value.

Foreign Currency Translation and Comprehensive Income (Loss)

The accounts of the U.S. 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 SFAS No. 52, “Foreign Currency Translation” (codified in FASB ASC Topic
830). According to SFAS No. 52, 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
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the average exchange rate for the year. The resulting translation adjustments are reported under other comprehensive
income in accordance with SFAS No. 130, “Reporting Comprehensive Income” (codified in FASB ASC Topic 220).

The RMB to USD exchange rates in effect as of March 31, 2012, and December 31, 2011, were RMB6.2943 = $1 and
RMB6.3009 = $1, respectively. The weighted-average RMB to USD exchange rates in effect for the three months
ended March 31, 2012 and 2011, were RMB6.3074 = $1 and RMB6.5832 = $1, respectively. The exchange rates used
in translation from RMB to USD were published by the People’s Bank of the People’s Republic of China.
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The EUR to USD exchange rate in effect as of March 31, 2012, and December 31, 2011, were EUR0.7497 = $1 and
EURO0.7723 =$1, respectively. The weighted-average EUR to USD exchange rate in effect for the three months ended
March 31, 2012 and 2011, were EUR0.7630 = $1 and EUR 0.7319 = $1, respectively. The exchange rates used in
translation from EUR to USD were published by OANDA Rates.

Stock-Based Compensation

The Company accounts for its stock-based compensation in accordance with SFAS No. 123R, “Share-Based Payment,
an Amendment of FASB Statement No. 123” (codified in FASB ASC Topics 718 and 505). The Company recognizes
in the income statement the grant date fair value of stock options and other equity-based compensation issued to
employees and non-employees.

Segment Reporting

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information” (codified in FASB ASC Topic
280), requires use of the “management approach” model for segment reporting. The management approach model is
based on the way a company’s management organizes segments within the company for making operating decisions
and assessing performance. Reportable segments are based on products and services, geography, legal structure,
management structure, or any other manner in which management disaggregates a company.

SFAS No. 131 has no effect on the Company’s financial statements as management determined that substantially all of
the Company’s operations are conducted in one industry segment.

The following table sets forth a summary of sales by product line for the three months ended March 31, 2012 and
2011:

2012 2011

(in millions)
PHEs $ 3.40 $ 3.39
PHE Units 2.83 3.06
Heat meters 0.03 0.92
Heat pumps 0.49 0.52
$ 6.75 $ 7.89

Reclassifications

Certain prior period amounts were reclassified to conform to the presentation in the current period, including
reclassification of $1,797,946 provision for bad debt allowance from changes in accounts receivable in the
consolidated cash flow statement.

New Accounting Pronouncements
In May 2011, the FASB issued ASU No. 2011-04, “Amendments to Achieve Common Fair Value Measurement and

Disclosure Requirements in U.S. GAAP and IFRSs,” which is adopted for fiscal years, and interim periods within those
years, beginning after December 15, 2011, for public entities with retrospective application. There was no material
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impact on the Company’s consolidated financial statements upon adoption.

In June 2011, the FASB issued ASU No. 2011-05, “Presentation of Comprehensive Income.” Under the amendments in
this ASU, an entity has two options for presenting its total comprehensive income: (1) to present total comprehensive
income and its components along with the components of net income in a single continuous statement or (2) in two
separate but consecutive statements. The amendments in this ASU are required to be applied retrospectively and are
effective for fiscal years, and interim periods within those years, beginning after December 15, 2011, with early
adoption permitted. There was no material impact on the Company’s consolidated financial statements upon adoption.
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In September 2011, the FASB issued ASU No. 2011-08, “Intangibles—Goodwill and Other (Topic 350)—Testing Goodwill
for Impairment,” to simplify how entities test goodwill for impairment. ASU No. 2011-08 allows entities to first assess
qualitative factors to determine whether it is more likely than not that the fair value of a reporting unit is less than its
carrying amount. If greater than 50 percent likelihood exists that the fair value is less than the carrying amount, then a
two-step goodwill impairment test as described in Topic 350 must be performed. The guidance provided by this

update becomes effective for annual and interim goodwill impairment tests performed for fiscal years beginning after
December 15, 2011. The Company adopted this ASU beginning with its Quarterly Report on Form 10-Q for the three
months ended March 31, 2012. There was no material impact on the Company’s consolidated financial statements

upon adoption.

As of March 31, 2012, there is no other recently issued accounting standards not yet adopted that would have a
material effect on the Company’s consolidated financial statements.

3. INVENTORIES

Inventories at March 31, 2012, and December 31, 2011, were as follows:

2012 2011
Raw materials 41,911,493 $ 39,280,141
Work in process 10,026,502 6,496,349
Finished goods 6,410,708 11,699,008
Total 58,348,703 57,465,498
Inventory allowance (3,957,381) (3,826,949)
Net $ 54,391,322 $ 53,648,549

4. NOTES RECEIVABLE - BANK ACCEPTANCES

The Company sold goods to its customers and received commercial notes (bank acceptance) from them in lieu of
payments for accounts receivable. The Company discounted the commercial notes with the bank or endorsed the
commercial notes to vendors for payment of their own obligations or to get cash from third parties. Most of the
commercial notes have a maturity of less than six months. As of March 31, 2012, the Company is contingently liable
for notes endorsed to vendors of $2,372,612. As of December 31, 2011, the Company is contingently liable for notes
endorsed to vendors of $214,260.

5. PROPERTY AND EQUIPMENT, NET

Property and equipment consisted of the following at March 31, 2012, and December 31, 2011:

2012 2011
Building $ 4,794,174 $ 4,789,152
Production equipment 7,406,745 7,372,253
Office equipment 908,662 978,291
Vehicles 1,107,338 1,038,058
Total 14,216,919 14,177,754
Less: accumulated depreciation (3,125,810) (2,829,153)
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Net $ 11,091,109 $11,348,601

Depreciation expense for the three months ended March 31, 2012 and 2011, was $302,815 and $236,840, respectively.
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6. OTHER RECEIVABLES, PREPAYMENTS AND DEPOSITS

Other receivables, prepayments and deposits consisted of the following at March 31, 2012, and December 31, 2011,
respectively:

2012 2011

Advance to third parties $ 4,011,380 $ 4,473,539
Deposit for public bids of sales contracts 640,224 617,088
Prepayment for freight, related, insurance

and consulting expenses 94,081 238,855
Other deposits 63,737 91,988
Advance to employees 619,109 351,847
Others 1,143,503 890,013
Total 6,572,034 6,663,330
Less: bad debt allowance for other

receivables (387,341) -
Net $ 6,184,693 $ 6,663,330

Advance to third parties were short-term advances to unrelated parties with payment usually due within a year and
includes an advance to Siping Beifang of RMB 22 million ($3.5 million) that is non-interest bearing and with due date
extended to September 30, 2012. Deposits for public bidding represented the deposits for bidding on expected
contracts, which will be returned to the Company after the bidding process is completed, usually within three to four
months from the payment date. Prepayment for freight and related insurance expenses represented prepaid shipping
and freight insurance expenses for customers and is generally repaid upon customer receipt of products. Other
deposits mainly consisted of deposits for rents, payroll expense and utilities. Advance to employees represented
short-term loans to employees and advances for business trips and related expenses. Other receivables, prepayments
and deposits are reimbursed or settled within 12 months.

7. INTANGIBLE ASSETS

Intangible assets consisted mainly of land use rights, trademark, computer software, know-how technology, customer
list and covenant not to compete. All land in the PRC is government-owned and cannot be sold to any individual or
company. However, the government grants the user a “land use right” to use the land. The Company acquired land use
rights during 2005 for $440,000 (RMB 3,549,682). In June 2009, the Company acquired land use rights for $3.1
million from Siping Beifang. In November 2010, the Company’s subsidiary, SmartHeat Energy, acquired land use
rights for $10.1 million. The Company has the right to use the land for 50 years and is amortizing such rights on a
straight-line basis for 50 years.

Intangible assets consisted of the following at March 31, 2012, and December 31, 2011, respectively:

Estimated
Useful
Life (In
years) 2012 2011
Land use rights 50 $ 14,691,872 $ 14,676,483
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Know-how technology 5-10
Customer list 5
Covenant not to compete 5
Software 5
Trademark 7

Total

Less: accumulated

amortization

Net $

882,840
208,103
113,208
524,385
289,186

16,709,594

(1,422,407)
15,287,187 $

881,915
207,885
113,089
517,474
288,883
16,685,729

(1,265,924)

15,419,805

Amortization of intangible assets for the three months ended March 31, 2012 and 2011, was $165,018 and $105,550,
respectively. Annual amortization for the next five years from March 31, 2012, is expected to be $601,000, $509,000,
$450,000, $420,000 and $414,000.
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8. CONSTRUCTION IN PROGRESS

The Company had construction in progress of $1,338,051 at March 31, 2012, with three ongoing projects. SmartHeat
Energy is building a factory with a total estimated cost of $9 million, of which the Company has paid $455,000 as of
March 31, 2012. The Company temporarily halted construction on this factory because of the current economic and
market conditions in China. SmartHeat Siping has a construction project of $77,000 for the laying of a foundation for
its machinery installation. This foundation project will be completed in 2012, with remaining cost to complete of
$12,000. Taiyu paid $0.81 million for equipment and its installation, which is expected to be completed in July 2012,
with remaining cost to be paid of $0.54 million.

9. TAXES RECEIVABLE AND PAYABLE

Taxes receivable consisted of the following at March 31, 2012:

2012
Income tax receivable $ 82,991
Value-added tax receivable 502,663
Total $ 585,654

Taxes payable consisted of the following at March 31, 2012, and December 31, 2011:

2012 2011
Income tax $ -9 182,560
Value-added tax - 962,903
Other taxes 23,644 33,249
Total $ 23,644 $ 1,178,712

10. ACCRUED LIABILITIES AND OTHER PAYABLES

Accrued liabilities and other payables consisted of the following at March 31, 2012, and December 31, 2011:

2012 2011
Advance from third parties $ 1,194,411 $ 981,658
Payable to Siping Beifang 1,015,188 1,377,060
Other payables 769,024 681,810
Warranty reserve (See Note 2) 516,353 515,812
Accrued expenses 498,996 579,958
Total $ 3,993972 $ 4,136,298

Advance from third parties were short-term, non-interest-bearing advances from third parties. Other payables
consisted of payables for the Company’s miscellaneous expenses including postage, business insurance, employee
benefits, bidding fee, etc. Accrued expenses mainly consisted of accrued purchases, interest and utility.

11. NOTES PAYABLE - BANK ACCEPTANCES
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Notes payable represented the conversion of accounts payable into notes payable, which were issued by a bank. The
Company deposited a portion of the acceptance amount into the bank as collateral. The terms of the notes range from
3-6 months and bear no interest. At March 31, 2012, and December 31, 2011, the Company deposited $0.83 million

and $1.48 million with the bank as restricted cash for the bank issuing the notes. The restricted cash is refundable
when the notes are repaid.
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12. LOANS PAYABLE - BANK

Short-Term Loans

The Company was obligated for the following short-term loans as of March 31, 2012, and December 31, 2011:

From a commercial bank in the PRC for RMB 25,000,000 entered into on October
18, 2010. The loan currently bears interest at 7.22% with maturity on October 17,
2011, and was renewed until September 13, 2012. The loan was pledged by bank
deposit.

From a commercial bank in the PRC for RMB 10,000,000 entered into on June 27,
2011. The loan currently bears interest at 7.57% with maturity on June 27, 2012.
The loan was pledged by bank deposit.

From a commercial bank in the PRC for RMB 3,000,000 entered into on June 30,
2011. The loan currently bears interest at 6.63% with maturity on June 29, 2012.
The loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 5,000,000 entered into on July 6,
2011. The loan currently bears interest at 6.63% with maturity on July 5, 2012. The
loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 3,000,000 entered into on July 15,
2011. The loan currently bears interest at 6.89% with maturity on July 14, 2012.
The loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 1,600,000 entered into on August 1,
2011. The loan currently bears interest at 6.89% with maturity on July 31, 2012.
The loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 3,300,000 entered into August 16,
2011. The loan currently bears interest at 6.89% with maturity on August 15, 2012.
The loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 1,100,000 entered into on August
23, 2011. The loan currently bears interest at 6.89% with maturity on August 22,
2012. The loan was guaranteed by a third party.

From a commercial bank in the PRC for RMB 5,000,000 entered into on
September 21, 2011. The loan currently bears interest at 7.22% with maturity on
September 20, 2012. The loan was pledged by bank deposit.

From a commercial bank in the PRC for RMB 10,000,000 entered into on
November 8, 2011. The loan currently bears interest at 7.872% with maturity on
November 2, 2012. The loan was guaranteed by Taiyu.

From a commercial bank in the PRC for RMB 50,000,000 entered into on February
17, 2012.The loan currently bears interest at 7.872% with maturity on January 16,
2013. The loan was guaranteed by SanDeKe.

2012

3,971,848 $

1,588,739

476,622

794,370

476,622

254,198

524,284

174,761

794,370

1,588,739

7,943,694

18,588,247 $

2011

3,967,687
1,587,075
476,122
793,537
476,122
253,932
523,737
174,578
793,537

1,587,075

10,633,402

Of the loans listed above that are guaranteed by a third party, the guarantees were provided by the same third party
company, the guarantee term is one year and the Company is not required to pay for this guarantee service as the
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Company provides the same guarantee service to loans of the third party company in return. As of March 31, 2012,
and December 31, 2011, the Company has signed a contract to provide guarantees of up to RMB 30 million ($4.8
million) in loans for this third party company.

Long-Term Bank Loan
On December 12, 2011, the Company entered into a long-term loan agreement with a commercial bank for RMB

13,000,000 ($2.07 million), bearing interest of 6.65%, with a maturity date of October 26, 2013. The loan was pledged
with building and land.
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13. DEFERRED TAX ASSET (LIABILITY)

Deferred tax asset (liability) represented differences between the tax bases and book bases of property and equipment
and intangible assets arising from the acquisition of SanDeKe and SmartHeat Pump, and bad debt allowance and
provision of inventory impairment booked by the Company which was not allowed per tax purpose. As of March 31,
2012, and December 31, 2011, deferred tax asset (liability) consisted of the following:

2012 2011
Deferred tax asset - current (bad debt
allowance) $ 2,143,796 $ 1,794,878
Deferred tax asset - current (inventory
provision) 582,239 571,865
Less: valuation allowance (2,726,035) (2,366,743)
Deferred tax asset - current, net - -
Deferred tax liability - noncurrent
(depreciation of fixed assets) $ 164,904 $ 189,516

14. INCOME TAXES

The Company is subject to income taxes by entity on income arising in or derived from the tax jurisdiction in which
each entity is domiciled.

SmartHeat, the parent company, was incorporated in the U.S. and has net operating losses (“NOL”) for income tax
purposes, which can be carried forward for up to 20 years from the year the loss is incurred. SmartHeat has NOL carry
forwards for income taxes of approximately $3.74 million at March 31, 2012, which may be available to reduce future
years’ taxable income. Management believes the realization of benefits from these losses remains uncertain due to
SmartHeat’s limited operating history and continuing losses. Accordingly, a 100% deferred tax asset valuation
allowance has been provided.

Taiyu and SanDeKe are governed by the Income Tax Law of the PRC concerning privately-run ente