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In this Annual Report on Form 10-K, references to “dollars” and “$" are to United States dollars and, unless the context otherwise requires, references to
“Amerzcan Dairy,” “we,” “us” and “our” refer to American Dairy, Inc. and its consolidated subsidiaries.
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PART I
Item 1. Business

Overview

We are a leading producer and distributor of milk powder, soybean milk powder, and related dairy products in the People’s Republic of China, or the

PRC. Using proprietary processing techniques, we make products that are specially formulated for particular ages, dietary needs and health concerns. We have
-over 200 company-owned milk collection stations, two company-owned dairy farms, seven production facilities with an aggregate milk powder production

capacity of approximately 1,234 tons per day and an extensive distribution network that reaches over 95,000 retail outlets throughout China.

Corporate History and Structure

We were incorporated in the State of Utah on December 31, 1985, originally under the corporate name of Gaslight, Inc. We were inactive until March 30, 1988,
when we changed our corporate name to Lazarus Industries, Inc. and engaged in the business of manufacturing and marketing medical devices. We
discontinued this business in 1991 and became a non-operating public company shell. Effective May 7, 2003, we acquired 100% of the issued and outstanding
capital stock of American Flying Crane Corporation, or AFC, a Delaware corporation that operates a dairy business in China through various subsidiaries. In .
connection with that acquisition, we changed our name to American Dairy, Inc.

Today, we own various subsidiaries in the PRC that operate our business, including:

. Heilongjiang Feihe Dairy Co., Limited, or Feihe Dairy, which produces, packages and distributes milk powder and other dairy

products;

. Gannan Flying Crane Dairy Products Co., Limited, or Gannan Feihe, which produces milk products;

. Shanxi Feihesantai Biotechnology Scientific and Commercial Co., Limited, or Shanxi Feihe, which produces walnut and soybean
products;

. Langfang Flying Crane Dairy Products Co., Limited, or Langfang Feihe, which packages and distributes finished products;
. Baiquan Feihe Dairy Co., Limited, or Baiqu;an Dairy, which produces milk products;

. Heilongjiang Feihe Kedong Feedlots Co., Limited, or Kedong Farms, which operates dairy farms;

. Heilongjiang Feihe Gannan Feedlots Co., Limited, or Gannan Farms, which operates dairy farms;

. Heilongjiang Aiyingquan International Trading Co., Limited, or Aiyingquan, which markets-and distributes water and cheese,
specifically marketed for consumption by children; and

. Heilongjiang Flying Crane Trading Co., Limited, or Heilongjiang Trading, which sells milk and soybean related products.




The following chart reflects the current corporate structure of the American Dairy entities:
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* Indicates a nominee shareholder who, pursuant to a former requirement under the PRC Company Law that certain PRC companies have at least two
shareholders, holds its equity interest for the benefit of the majority shareholder.

Principal Products

Our products fall into four main product categories: milk powder, soybean powder, rice cereal and walnut and other products.

Milk Powder

Milk powder is our primary product and is divided into several sub-categories. We produce milk powder for infants and young children formulated for zero to
six months, six months to one year, one to three years and three to six years of age. We also produce milk powder for expectant mothers, students and for the
middle-aged and elderly populations. In addition, we occasionally purchase semi-finished milk powder, which we refer to as “raw milk powder,” from third
parties, which we then process and distribute to beverage manufacturers and other wholesalers for use in their blended drink products.




Soybean Powder .
Soybean powder is an.auxiliary product to our milk powders and represents a low fat, high calcium alternative to milk powder, particularly. for seniors.

Rice Cereal

Rice cereal is an auxiliary product to our milk powders and represents a low fat, high calcium alternative to milk powder, particularly for young children,
teenagers, and seniors. We purchase semi-finished rice cereal from third parties, process it, and then distribute it to wholesalers and retailers.

Walnut and Other Products :

We produce other auxiliary products that we market in conjunction with our infant milk powder, as well as to health-conscious adults. Walnut products include
walnut powder and walnut oil. Other products include cream, skim milk powder, full milk powder, butter, cheese and other related milk powder products and
water and cheese marketed specifically for children.

Product Sales

The following table reflects the sales of our principal products during the fiscal years ended December 31, 2009 and 2008:

2009 2008 ) 2009 over 2008
Quantity Amount % of Quantity Amount %of ~  Quantity Amount % of
Product name (Kg2°000) ($°000) Sales (Kg°000) ($°000) Sales (Kg’000) ($°000) Sales

F

Sources of Milk

We have entered into supply contracts with numerous small dairy farmers that have provided us access to over 200,000 cows that provide milk to our over 200
company-owned milk collection stations.-Qn average, each cow provides four tons of milk per year, which farmers deliver to our milk collection stations. In
addition, we own two dairy farms, Gannan Farms and Kedong Farms, construction of which we completed in the fourth quarter of 2009. Gannan Farms and
Kedong Farms currently house a total of approximately 14,000 Australian Holstein cows, each of which, on average, provides us with 8-10 tons of milk per
year. We expect that each of our dairy farms will have annual capacity to source up to 70,000 tons of fresh milk per year.

Raw Milk Processing

We believe that, through purchasing raw milk locally and employing minimal processing techniques, we are able to preserve the fresh taste of mitk. The
industry standard for the time it takes for raw milk to be converted to milk powder is approximately 48 hours. Mary large regional dairies, we believe, process
raw milk that may be three to four days old. Milk processed by conventional farms for sale to regional dairies is typically stored at the farm for a minimum of
two days, commonly spends a full day in transit to the dairy facility, and is processed the following day.




However, our standard is to process the raw milk within 6-24 hours after milking, depending upon the time of day the raw milk is delivered to us. Within this
time, the milk is chilled, transported, separated, sterilized and spray-dried. The raw milk is first received from milk collection centers or from our company-
owned dairy farms. Fully enclosed, stainless-steel vacuum milking machines are used to receive the raw milk. Once received, the raw milk will no longer have
any contact with air and is immediately processed with refrigeration equipment that cools the raw milk within four seconds to approximately zero to four
degrees Celsius. The raw milk is then stored in air-tight tanks in preparation for advanced processes, which include milk fat separation, sterilization and spray-
drying.

The milk used in our products is not homogenized. During homogenization, pressurized milk is forced through openings smaller than the size of the fat
globules present in milk, breaking them into smaller particles. Thus treated, the milk fat remains suspended and does not separate out in the form of cream. We
believe that this process adversely affects the taste and feel of milk. In addition, our milk is pasteurized at the lowest temperatures allowed by law to avoid
imparting a cooked flavor to the milk. When the milk is clarified and the butterfat removed to yield cream and skim milk, a process of cold separation is used,
rather than the more commonly employed hot separation, which we believe adversely affects the flavor of the milk.

Dairy Product Processing

Our products are made in small batches using minimal processing techniques to maintain freshness and allow maximum flavor and nutrition retention. They are
made with wholesome ingredients and no chemicals or additives are employed. Our dairy products arrive to consumers in our marketing area sooner after
production than most other dairy products because they are produced locally. To assure product quality, the beginning of each production run is sampled for
flavor, aroma, texture and appearance. In addition, inspectors conduct spot-checks for bacteria and butterfat content in our products, as well as sanitary
conditions in our facilities.

Quality Assurance

We are committed to delivering high-quality dairy products. We apply a 25-step quality control process that involves over a hundred points of testing from the
feed for the dairy cows, throughout our manufacturing process, and extending to semi-finished products, which we purchase from third parties for further
processing, and finished products.

The production facilities we have constructed comply with pharmaceutical good manufacturing practice, or GMP, standards, a higher level of quality control
than required for consumer goods manufacturing facilities. Since 2000, our production facilities have obtained ISO 9002 and HACCP quality assurance
certifications, as well as quality certifications from the PRC regulatory authorities. Our processing equipment is manufactured by well-known European
manufacturing companies. ' We use whole-sealing and mechanized vacuum milk-pressing devices with freezing equipment for each milk station, which allows
us to reduce the temperature of raw milk to zero to four degrees Celsius within seconds for storage. Our equipment also eliminates external air contact from the
time milk is collected through the time that it is fully processed. We employ automated processes and scientific parameters throughout the manufacturing
process that are designed to ensure that all products meet our quality requirements. We have in-house laboratories that utilize proprietary in-line sampling
techniques to ensure the quality and safety of the entire production process, from raw materials to semi-finished products to finished products. We believe that
our rigorous testing and inspection procedures have been critical in ensuring that our products are free from melamine and other contaminants, are premium
quality products and are safe and healthy for customers. :

Production and Packaging Facilities

We own and operate seven production and packaging facilities. The production facilities we have constructed comply with pharmaceutical GMP standards, a
higher level of quality control than required for consumer goods manufacturing facilities. Since 2000, our production facilities have obtained ISO 9002 and
HACCP quality assurance certifications, as well as quality certifications from the PRC regulatory authorities. We believe that our design standards help us
assure our product quality. We believe that we are one of the few PRC milk producers that has processing areas that meet a 300,000 cleanliness purification
standard, which means that there are less than 300,000 dust particles per cubic centimeter of air. In a standard room, dust particles can reach over two million
dust particles per cubic centimeter of air. Continuing our commitment to quality, we have also added testing equipment and other quality control procedures to
our processing equipment manufactured by known European and American manufacturing companies.




Feihe Dairy ‘ .

Located in Kedong, Heilongjiang Province, China, the Feihe Dairy premises comprise approximately 88,221 square meters. The plant is approximately 9 years
old, although it was completely remodeled in 2005. Feihe Dairy principally produces infant milk formula and has a production capacity of 550 tons per day of
milk powder. In addition, Feihe Dairy serves as a packaging facility and packages approximately 22,000 tons of products per year,

Gannan Feihe
Located in Heilongjiang Province, China, the Gannan Feihe premises comprise approximately 300,000 square meters. The plant is approximately 4 years old

and commenced milk powder production in 2008. It is currently under expansion and is expected to be finished in August 2010. Gannan Feihe principally
produces infant milk formula and has a production capacity of approximately 300 tons per day of milk powder.

Langfang Feihe
Located in Hebei Province, China, the Langfang Feihe premises comprise approximately 80,243 square meters. The plant is approximately 4 years old and

commenced operations in 2007. Langfang Feihe primarily serves as a packaging and distribution facility and packages approximately 50,000 tons of products
per year. -

Shanxi Feihe

Located in Shanxi Province, China, the Shanxi Feihe premises comprise approximately 40,000 square meters. The plant is approxirnately 6 years old. Shanxi
Feihe principally produces soybean powder, walnut powder and walnut oil and has a production capacity of approximately 5,000 tons per year of soybean
powder and walnut powder combined, and 1,000 tons per year of walnut oil.

Baiquan Dairy

Located in Heilongjiang Province, China, the Baiquan Dairy premises comprise approximately 36,000 square meters. The plant is approximately 18 years-old,

although it was completely remodeled in 2004. Baiquan Dairy principally produces infant milk formula and has a production capacity of approximately 100
tons per day of milk powder. :

Qigihaer Feihe . . .

Located in Heilongjiang Province, China, the Qigihaer Feihe premises comprise approximately 90,000 square meters. The plant is approximately 5 years
old. Qigihaer Feihe principally produces infant milk formula and adult milk formula and has a production capacity of approximately 270 tons per day of milk
powder. Qigihaer Feihe also produces butter and has a production capacity of approximately 15 tons per day. :

Longjiang Feihe : ‘

Located in Heilongjiang Province, China, the Longjiang Feihe premises comprise approximately 29,690 square meters. The plant is approximately 19 years old
and is currently under expansion which is expected to be complete in May 2011. Longjiang Feihe produces adult milk formula and has.a production capacity.of
approximately 16 tons per day of milk powder. Longjiang Feihe also produces raw milk powder and has a production capacity approximately 11 tons per day.




The table below summarizes key information regarding our production and packaging plants.

Province/ Production Packaging Capacity
Facility Region Products Capacity (tons/year)

Feihe Dairy Heilongjiang Infant milk formula 550 (tons/day) 22,000
Gannan Feihe Heilongjiang Infant milk formula 300 (tons/day) - N/A
Langfang Feihe Hebei N/A N/A : 50,000
Shanxi Feihe Shanxi Walnut powder & Soybean powder; 5,000 (tons/year) N/A

Walnut oil ‘ "~ 1,000 (tons/year) S
Baiquan Dairy - Heilongjiang Infant milk formula 100 (tons/day) N/A
Qiqihaer Feihe Heilongjiang Infant milk formula; Adult milk powder 270 (tons/day) N/A

Butter : *15 (tons/day) ’ i
Longjiang Feihe Heilongjiang Adult milk powder; - 14 (tons/day) : - N/A

Raw milk powder 10 (tons/day)

Sources of Walnut and Soybeans
We order walnuts and soybeans from local farmers for delivery to the Feihe Dairy. We then distribute these raw materials to our facilities as necessary. -
Product Distribution

Currently, our products are sold in stores nationwide throughout China, except in Hong Kong SAR, Macau SAR and Taiwan. Prior to distribution, we route our
products to our Feihe Dairy and Langfang Feihe for final packaging. Feihe Dairy then distributes our finished products primarily in northeastern China,
including Heilongjiang, Jilin and Liaoning Provinces, and Langfang Feihe distributes our finished products throughout the rest of China."We have a distribution
team based in our corporate headquarters that coordinates with a network of over 450 dealers or representatives in key provinces across China. The dealers, in
turn, each typically hire one or two secondary agents who assist in the distribution process, including inventory management, product sales, customer service
and payments. Dealer agents display and sell our products in specially designated areas in stores. In addition, in 2008 we began distributing our raw milk
powder to beverage manufacturers and other wholesalers for use in their blended drink products. In 2010, we established 4 system to monitor distributor - *
inventory levels and cross-territory selling activity. i ‘ . ' o

Generally, we deliver our products only after receipt of payment from the dealer. We typically enter into new agreements with our dealers each year that
specify sales targets and territoriés, among other provisions. We seek to expand the number of key provinces served by our dealer network as part of our
growth strategy and ultimately to-establish a distribution system based upon local production at local dairies. We currently distribute our products to 29 * -
provinces in China and to over 95,000 retail outlets. . ‘ = " : '

Customers
No single customer equaled or exceeded 10% of our sales during the years ended December 31, 2009 or 2008.
Intellectual Property

We rely principally on trade secrets and confidentiality agreements to protect our proprietary product formulations and production processes. We have obtained
trademark registrations for the use of our trade name “Feihe,” as well as our “Feifan,” “Feihui,” “Feirei,” “Feiyue,” and “Beidiqi” Chinese brands and our
“Firmus” and “Babyrich” English brand names, which have been registered with the PRC Trademark Bureau of the State Administration for Industry and
Commerce with respect to our milk products. We believe our trademarks are important to the establishment of consumer recognition of our products. However,
due to uncertainties in PRC trademark law, the protection afforded by our trademarks may be less than we currently expect and may, in fact, be

insufficient. Moreover, even if it is sufficient, in the event any of our trademarks are challenged or infringed, we may not have the financial resources to defend
it against any challenge or infringement and such defense could in any event be unsuccessful. Moreover, any events or conditions that negatively impact our
trademark could have a material adverse effect on our business, operations and finances.




Research and Development

As of March 10, 2010, we had six technicians engaged in research and development activities: These technicians monitor quality control at our production
facilities to ensure that the processing, packaging and distribution of our milk products result in high quality premium milk products that are safe and healthy for
customers. These technicians also pursue methods and techniques to improve the taste and quality of our milk products and to evaluate new milk products for
further production based upon changes in consumer tastes, trends and the introduction of competitive products by other milk producers.

During the.fiscal years ended December 31, 2009 and 2008, we spent approximately $66,000 and $137,000, respectively, per year on research and development,
representing -amounts paid in compensation to our six quality control technicians described above.

Growth Strategy

We believe the market for dairy products in China is growing rapidly, including the market for high quality dairy products. Our growth strategy involves
increasing market share during this rapid growth phase. To implement this strategy, we plan to: '

. Enhance distribution capabilities in PRC markets. We plan to expand our distribution network in first-tier markets in the PRC, including Beijing,

i Shanghai, Guangzhou, Shenzhen and other major second and third-tier cities in the Pearl River Delta. In addition, we plan to further increase our -
sales points across China, focusing on southern and western China. Our currently extensive distribution network, which reaches many provincial
capital and sub-provincial cities, has special channels into first-tier markets that we plan to expand. We believe that positioning our brand as a high-
quality line of products in these markets will facilitate our expansion.

. Strengthen our premium quality brand awareness. We believe that our products enjoy a reputation for high quality among those familiar with
them, and our products routinely pass government and internal quality inspections. We have increased our advertising expenses and plan to continue
advertising on China Central Television, or CCTV, as well as provincial stations in China, in order to market our products as premium and super-
premium products. We believe many consumers in China tend to regard higher prices as indicative of higher quality and higher nutritional value,

and as a result consumers with higher disposable incomes are increasingly inclined to purchase higher priced products, particularly in the areas of
infant formula and nutritional products.

. Align sourcing, production and distribution by region. We believe that we can increase our efficiency and decrease our costs if our products are
produced from local sources and sold in-local markets. We plan to select strategic locations for our company-owned collection stations and
production facilities that will enhance this efficiency. ’

. Maintaining quality through world-class production processes. We believe we can maintain our pro&uction of high quality dairy products by
continuing to enter exclusive contracts with dairy farmers who can deliver quality milk, strengthening our company-owned large-scale dairy farm

operations, expanding our company-owned collection stations and production facilities, and employing comprehensive testing and quality control
measures. :




Competition
The dairy industry in China is highly competitive. We face significant competition from large multinational producers, such as Dumex, Mead Johnson, Abbott
and Wyeth, and large national milk companies, such as Synutra, Yashili and Yili, particularly in more affluent major urban areas. Many of our competitors
have greater resources and sell more products than we do. We believe that our competitive position has improved following the melamine crisis in 2008, which
did not involve any of our products. Our products are positioned as premium products and, accordingly, are generally priced higher than many similar
competitive products. We believe that the principal competitive factors in marketing our products are quality, taste, freshness, price and product
recognition. While we believe that we compete favorably in terms of quality, taste and freshness, our products are more expensive and less well known than
certain other established brands. Our premium products may also be considered in competition with non-premium quality dairy products for discretionary food
dollars.
Government Regulation
We are regulated under national, provincial and local laws in China. The following information summarizes aspects of those regulations that apply to us and is
qualified in its entirety by reference to all particular statutory or regulatory provisions. Regulations at the national, provincial and local levels in China are
subject to change. To date, compliance with governmental regulations has not had a material impact on our level of capital expenditures, earnings or
competitive position, but, because of the evolving nature of such regulations, we are unable to predict the impact such regulations may have in the foreseeable
future. :
As a producer and distributor of nutritional products, and particularly dairy-based food products in China, we are subject to the regulations of China’s
Agricultural Ministry. This regulatory scheme governs the manufacture (including composition and ingredients), labeling, packagmg and safety of
food. ‘Specific PRC laws and regulations we face include:

. the PRC Product Quality Law;

‘e the PRC Food Hygiene Law;

. the Access Conditions for Dairy Products Processing Industry;

. the Implementation Rules on the Administration and Supervision of Quality and Safety in Food Producing and Processing enterprises;

. the Regulation on the Administration of Production Licenses for Industrial Products;

. the General Measure on Food Quality Safety Market Access Examination;

. the General Standards for the Labeling of Prepackaged foods;

. the Implementation Measures on Examination of Dairy Product Production Permits;

. the Standardization Law;

. the Raw Milk Collection Standard;

. the Whole Milk Powder, Skimmed Milk Powder, Sweetened Whole Milk Powder and Flavored Milk Powder Standards; and

. the General Technical Requirements for Infant Formula Powder and Supplementary Cereal for Infants and Children.




We and our products are also subject to provincial and local regulations through such measures as the licensing of dairy manufacturing facilities, enforcement of
standards for our products, inspection of our facilities and regulation of our trade practices in connection with the sale of dairy products.

In March 2008, the PRC National Development and Reform Commission, or the NDRC, promulgated the Access Conditions for Dairy Products Processing
Industry, or the Access Conditions. The Access Conditions set forth the conditions an entity must satisfy in order to engage, or continue to engage, in the dairy
products processing business in China, including technique and equipment, product quality, energy and water consumption, sanitation and environmental
protection, as well as production safety. Any new or continuing dairy products processing projects or enterprises will be required to meet all the conditions and .
requirements set forth in the Access Conditions. For projects or enterprises that already commenced operations before the promulgation of the Access

Conditions, improvements or rectification actions may need to be taken in order to have such projects or enterprises meet the conditions within two years of the
effective date of the Access Conditions on April 1, 2010. .

The Access Conditions also set forth requirements relating to the location, processing capacity and raw milk source for any new or continuing dairy products
processing project or enterprise. Any new or continuing dairy processing projects or enterprises that fail to meet the requirements will not be able to procure
land, license; permits, loan facilities and electricity necessary for the processing of dairy products, and those projects or enterprises already in operation before

the promulgation of the Access Conditions will be deregistered and ordered to shut down if they fail to meet the conditions within a two-year rectification
period.

In May 2008, the NDRC issued the Dairy Industry Policies, or the Policies. According to the PRC government, the Policies are the first set of comprehensive
government policies on the dairy industry in China, covering a broad range of matters such as industry planning, closure of inefficient capacity, milk supply,
quality control and product safety, environmental protection and promotion of milk consumption. Moreover, the Policies provide conditions that new entrants
to the dairy industry must meet in addition to the conditions set forth in the Access Conditions.

As a result of the melamine crisis, PRC governmental authorities have conducted several dairy industry inspections. In addition to the initial 22 companies
implicated in the melamine crisis, these subsequent government inspections have identified other companies with unacceptable contaminants in dairy
products. The melamine crisis did not involve any of our products, and we have passed all of these government inspections. In addition, we are working with
the PRC government and attended several emergency meetings to discuss ways to improve the dairy and overall food industry in China.

Environmental Matters

Our manufacturing facilities are subject to various pollution control regulations with respect to noise, water and air pollution and the disposal of waste and
hazardous materials. We are also subject to periodic inspections by local environmental protection authorities. Our operating subsidiaries have received
certifications from the relevant PRC government agencies in charge of environmental protection indicating that their business operations are in material

compliance with the relevant PRC environmental laws and regulations. We are not currently subject to any pending actions alleging any violations of
applicable PRC environmental laws.

Employees

As of March 10, 2010, we had approximately 3,411 employees on our payroll. We had eight group administrators, approximately 634 employees were in
marketing and sales, approximately 79 employees provided marketing support, approximately 320 people were working in our Nutrition Department as
consultants and managers, approximately 236 employees were performing administrative functions, including financing, auditing and human resources, and
approximately 2,134 employees were in production, storage and distribution. Our employees are not represented by a labor union or covered by a collective
bargaining agreement. We have not experienced any work stoppages. We believe that our relations with our employees are good.




Financial Information about Segments and Geographic Areas

Although we have historically operated and managed our business as a single reportable segment, in 2008, with the initial operations of our dairy farms, we
have two reportable segments: dairy products and dairy farm. Our dairy products segment produces and sells dairy products, such as wholesale and retail milk
powders, as well as soybean powder, rice cereal, walnut powder and walnut oil. Our dairy farm segment operates our two company-owned dairy farms, Gannon
Farms and Kedong Farms, construction of which we completed in the fourth quarter of 2009. Our dairy farms provide milk to us and not to external customers.
Please see Note 30 to our audited financial statements included elsewhere in this report for further discussion about segments As we primarily generate our
revenues from customers in the PRC, we do not present geographical segments.

- Available Information

Our website is www.americandairyinc.com. We provide free access to various reports that we file with, or furnish to, the U.S. Securities and Exchange
Commission, orthe SEC, through our website, as soon as reasonably practicable after they have been filed or furnished. These reports include, but are not
limited to, our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and any amendments to those reports. Also
available on our website are printable versions of our Code of Business Conduct and Ethics and charters of our Audit Committee, Compensation Committee,
Nominating/Corporate Governance Committee and other committees of our board of directors. Information on our website does not constitute part of and is not
incorporated by reference into this Annual Report on Form 10-K or any other report we file or furnish with the SEC. Our SEC reports can also be accessed
through the SEC’s website at www.sec.gov and may be read or copied at the SEC’s Public Reference Room located at 100 F Street, NE, Washington, D.C.,
20549. Information regarding the Public Reference Room may be obtained by calling the SEC at 1-800-SEC-0330.
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FORWARD-LOOKING STATEMENTS

The statements included in this report that are not purely historical are forward-looking statements within the meaning of Section 21E of the Exchange Act, and
Section 27A of the Securities Act of 1933, as amended, or the Securities Act. These statements include, but are not limited.to, statements about our plans,
objectives, expectations, strategies, intentions or other characterizations of future events or circumstances and are generally identified by the words “may,”
“expects,” “anticipates,” “intends,” “plans,” “believes,” “seeks,” “estimates,” “could,” “would,” and similar expressions. Because these forward-looking
statements are subject to a number of risks and uncertainties, our actual results could differ materially from those expressed or implied by these forward-looking
statements. Factors that could cause or contribute to such differences include, but are not limited to, those discussed under the heading “Risk Factors” and in
other documents we file from time to time with the Securities and Exchange Commission. All forward-looking staternents included in this report are based on
information available to us on the date hereof. Our business and the associated risks may have changed since the date this report was originally filed with the
SEC. We assume no obligation to update any such forward-looking statements.

Item 1A. Risk Factors

Investing in our common stock involves a high degree of risk. You should carefully consider the following risk factors and all other information contained in
this prospectus before purchasing our common stock. If any of the following events were to occur, our business, financial condition or results of operations
could be materially and adversely affected. In these circumstances, the market price of our common stock could decline, and you could lose some or all of your
investment. Additional risks and uncertainties not currently known to-us or that we currently believe to be immaterial could also materially and adversely affect
our busmess financial condition, operating results and/or cash flow.

Any negative public perception regarding our products or industry, or any ill effects or product liability claims, could harm our reputation, damage our
brand, result in costly and damaging recalls, and expose us to government investigations and sanctions, which would materially and adversely affect our
results of operations.

We sell products for human consumption, which involves risks such as product contamination, spoilage and tampering. In 2008, sales in China of substandard
milk formula contaminated with a substance known as melamine caused the death of six infants as well as illness of nearly 300,000 others. In 2009, new
incidents of substandard milk:formula contaminated with melamine also appeared and again, none of our products were involved. Although our products were
not involved in these incidents, China’s Administration of Quality Supervision, Inspection and Quarantine found that the products of at least 22 Chinese milk
and formula producers were contaminated by melamine, a substance not approved for use in food, which caused significant negative publicity for the entire
dairy industry in China. The mere publication of information asserting that our milk powder, infant formula or other products contain melamine or other
contaminants could have a material adverse effect on us, regardless of whether these reports are scientifically supported or concern our products or the raw
materials used in our products.- In addition, if the consumption of any of our products causes injury, illness or death, we may face product liability claims,

product recalls, temporary or permanent suspensions of operations, government investigations or sanctions, any of which could be extremely expensive and
damaging to our business.

Prior to the 2008 melamine crisis, there have also been widely publicized occurrences of counterfeit, substandard milk products in China. For example, in April
2004, such sales of counterfeit and substandard infant formula in Anhui Province, China caused the deaths of 13 infants and harmed many

others. Counterfeiting or imitation of our products may occur in the future, and we may not be able to detect it and deal with it effectively. Any occurrence of
counterfeiting or imitation could negatively impact our corporate brand and image or consumers’ perception of our products or similar nutrmonal products
generally, particularly if the counterfeit or imitation products cause injury or death to consumers.
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Our products may not achieve market acceptance.

We are currently selling our products principally in northern, central, and eastern China. Achieving market acceptance for our products, particularly in new
markets, will require substantial marketing efforts and the expenditure of significant funds. There is substantial risk that any new markets may not accept or be
as receptive to.our products. In addition, we intend to market our products as premium and super-premium products and to adopt a corresponding pricing
model, which may not be accepted in new or existing markets. Market acceptance of our current and proposed products will depend, in large part, upon our
ability to inform potential customers that the distinctive characteristics of our products make them superior to competitive products and justify their

pricing. Our current and proposed products may not be accepted by consumers or able to compete effectively against other premium or non-premium dairy
products. Lack of market acceptance would limit our revenues and profitability.

Our planned growth may require more raw milk than is available and could diminish the quality of our dairy products.

Our business requires a supply of raw milk. Our growth will be limited if the supply of raw milk is insufficient to meet demand. Moreover, as we attempt to
implement our growth strategy, it may become difficult to maintain current levels of quality control. Inadequate quality control could harm our reputation and
the demand for our products, which would also limit our growth. A significant amount of the raw milk used in our products is supplied to us by numerous local
farms under output contracts. We believe that our farmers can increase their production of raw milk. We further believe, however, that this supply may not be
sufficient to meet increased demand for our products associated with our proposed marketing efforts and that such increase may compromise quality. Though
we believe that additional raw milk is available locally, if needed, we may not be able to enter into arrangements with the producers of such milk on terms
acceptable to us, if at all. Our efforts to source milk through our company-owned dairy farms are new, may involve unforeseen difficulties, and may not supply
the quantity of raw milk we need to maintain and expand our levels of production. An inadequate supply of raw milk, coupled with concern over quality control,
could increase costs for raw milk or decrease the sales price for our products, which could limit our ability to grow, cause our earnings to decline and make our
business less profitable.

The recent global economic and financial market crisis could significantly impact our financial condition.

Current global economic conditions could have a negative effect on our business and results of operations. Economic activity in China, the United States and
throughout much of the world has undergone a sudden, sharp economic downturn following the recent housing crisis in the real estate:and credit markets in both
the United States and Europe. Market disruptions-have included extreme volatility in securities prices, as well as severely diminished liquidity and credit
availability.- The economic crisis may adversely affect us in a variety of ways. Access to lines of credit or the capital markets may be severely restricted, which
may preclude us from raising funds required for operations and to fund continued expansion. It may be more difficult for us to complete strategic transactions
with third parties. The financial and credit market turmoil could also negatively impact our suppliers and customers, which could decrease our ability to source,
produce and distribute our products and could decrease demand for our products, While it is not possible to predict with certainty the duration or severity of the
current disruption in financial and credit markets, if economic conditions continue to worsen, it is possible these factors could significantly impact our financial
condition.

Our results of operations may be affected by fluctuations in availability and price of raw materials.
The raw materials we use are subject to price fluctuations due to various factors beyond our control, including, among other pertinent factors:

. increasing market demand;
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¢ - inflation;
. severe climatic and environmental conditions;

. seasonal factors, with dairy cows generally producing more milk in temperate weather as opposed to cold or hot weather and extended
unseasonably cold or hot weather potentially leading to lower than expected production;

. -commodity price fluctuations;
. currency fluctuations; and
. changes in governmental and agricultural regulations and programs.

For example, our raw milk cost mcreased by approximately 45% in 2008 due to various factors, including, we believe, general economic conditions, such as
inflation and fuel prices, and rising production costs and decreased by approx1mately 20% in 2009 due to various other factors, including increased competition
abroad and currency appreciation. We also expect that our raw material prices will continue to fluctuate and be affected by all of these factors in the

future. Changes to our raw materials prices may result in increases in production and packaging costs, and we may be unable to raise the prices of our products
to offset such increases in the short term or at all. As a result, our results of operations may be materially and adversely affected.

We are subject to public company reporting and other requirements for which we will incur substantial costs and our accounting and other management
systems and resources may not be adequately prepared.

We incur significant legal, accountlng, insurance and other expenses as a result of being a public company. For example, laws and regulatlons affecting public
companies, including the provisions of the Sarbanes-Oxley Act of 2002, or SOX, and rules related to corporate governance and other matters subsequently
adopted by the SEC and the NYSE, result in substantial costs to us, including legal and accounting costs, and may divert our management’s attention from other
matters that are important to our busmess Compliance with Sectlon 404 of SOX requires that our management annually assess the effectiveness of our internal
control over financial reporting and that our independent auditors report on management’s assessment. During our review of our financial staterments and
results for the year ended December 31, 2008, our management identified several internal control matters that constituted material weaknesses and significant
deficiencies and, consequently, concluded that our internal control over financial reporting was not effective at December 31, 2008. In addition, management
concluded, based primarily on the identification of the material weaknesses and significant deficiencies, that our disclosure controls and procedures were not
effective at December 31, 2008. Since the end of 2008, we implemented remedial measures described below under “Management’s Report on Internal Control
Over Financial Reporting—Changes in Internal Controls,” including hiring additional accounting, internal audit and finance staff, engaging consultants to
assist with these functions, upgrading our systems, and implementing additional financial and management controls and reporting systems and procedures, as
well as improving certain processes surrounding our Audit Committee activities. These measures have cost us an aggregate of approximately $1.0 million to
date. Althdugh management has concluded the measures have partially remediated many of our historical material weaknesses, as of December 31, 2009 our
management C concluded we had a material weakness relating to the accounting and treatment of routine and non-routine transactions: we did not effectlvely and
timely assess the accounting treatment for certain transactions, including sales, purchases, government subsidy income, and operating éxpenses. The measures
we take to remediate material weaknesses may not ensure the adequacy of our internal controls over our financial processes and reporting in the future.
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A control system, no matter how well conceived and operated, can provide only reasonable, not absolute, assurance that the objectives of the control system are
met. Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control issues and instances of
fraud, if any, within our company have been detected.

We significantly depend on our management team.

Each of our executive officers is responsible for an important aspect.of our operations. In addition, we rely on inanagement and senior personnel to ensure that
our sourcing, production, sales, distribution and other business functions are effective. Losing the services of our executive officers or key personnel could be
detrimental to our operations. We do not have key-man life insurance for any of our executive officers or other employees.

Investors may not be able to enforce judgments entered by United States courts against certain of our officers and directors.

We are incorporated in the State of Utah. However, a majority of our directors and executive officers, and certain of our principal shareholders, live outside of
the U.S., principally in China. As a result, you may not be able to effect service of process upon those persons w1th1n the U.S. or enforce against those persons
]udgments obtained in U.S. courts.

We face su_bstantial competition in connection with the marketing and sale of our products.

Our products compete with other premium quality dairy brands as well as less expensive, non-premium brands. Our products face competition from non-
premium producers distributing in our marketing area and other producers packaging their products in our marketing area. Many of our competitors are well
established, have greater financial, marketmg, personnel and other resources, have more éstablished distribution channels into major markets, and have products
that have gained wide customer acceptance in the marketplace. Our largest competitors are multi-national dairy companies owned by the government of China.
The greater financial resources of such competitors will permit them to procure retail store shelf space and to implement extensive marketing and promotional
programs, both generally and in direct response to advertising efforts by us. The dairy industry in China is also characterized by the frequent introduction of
new products, accompanied by substantial promotional campaigns, such as large discounts to distributors. In addition, distributors in China often engagé in
cross-territory selling activities, which involves their diversion of products into different geographic regions, which can disrupt the price of our products and
adversely impact our revenues. We may be unable to compete successfully with our competitors in some or all of our markets, and our competitors may develop
products which have superior qualities or gain W1der market acceptance than ours.

We expect to incur costs related to potential acquisitions and expansion into new plants and ventures, which may not prove to be profitable. Moreover, any ’
delays in our expansion plans could cause our profits to decline and Jeopardtze our business.

We anticipate that any proposed expansion of our milk production facilities may include the acquisition and construction of new or additional facilities. Our cost
estimates and projected completion dates for construction of néew production facilities may change significantly as the pro_]ects progress. In addition, prO_]CCtS
could entail significant construction risks, including shortages of materials or skilled labor, unforéseen environmental or engineering problems, weather
interferences and unantlcxpated cost increases, any of which could have a material advetse effect on the projects and could delay their scheduled openings. A
delay in scheduled openlngs of production facilities could delay our receipt of sales revenues from such facﬂltles which, when coupled with the increased costs
and expenses of our expansion, could cause a decline in our proﬁts

Our plans to finance, develop, and expand our production facilities could be subject to the many risks inherent in the rapid expansion of a high growth business
enterprise, including unanticipated design, construction, regulatory and operating problems, and the significant risks commonly associated with implementing a
marketing strategy in changing and expanding markets. These projects may not become operational within their estimated time frames and budgets as projected
at the time we enter into a particular agreement, or at all. In addition, we may develop projects as joint ventures in an effort to reduce our financial commitment
to individual projects. The significant expenditures required to expand our production plants may not ultimately result in increased profits.
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When our future expansion projects become operational, we will be required to add and train personnel, expand our management information systems and
control expenses. If we do not successfully address our increased management needs or are otherwise unable to manage our growth effectively, our operating
results could be. materially and adversely affected.

We faoe the potential risk of product liability associated with food products.

We face the risk of liability in connection with the sale and consumption of dairy products and other products should the consumption of such products cause
injury, illness or death. Such risks may be particularly great in a company undergoing rapid and significant growth. The successful assertion of product liability
claims against us could result in potentially significant monetary damages, divert management resources and require us to make significant payments and incur
substantial legal expenses. We do not currently maintain product liability insurance. Any insurance that we may obtain in the future may be insufficient to cover
potential claims or the level of insurance coverage needed may be unavailable at a reasonable cost. Even if'a product liability claim is not successfully pursued
to judgment by a claimant, we may still incur substantial legal expenses defending against such a claim and our brand image and reputation would suffer:
Finally, serious product quality concerns could result in governmental action against us, which, among other things, could result in mandatory recalls of our

products, the suspension of production or distribution of our products, loss of certain 11censes or.other governmental penalties, including possible criminal
liability.

Doing business in China involves various political and economic risks.

We conduct substantially all of our operations and generate most of our revenue in China. Accordingly, our business, financial condition, results of operations

and prospects are affected significantly by economic, political and legal developments in China. China’s economy differs from the economies of most
developed countries in many respects, including:

. ihe higher level of government involvement and regulation;

. tl"ie early stage of development of the market-oriented sector of the economy; |
. tlie rapid growth rate;

. the higher level of control over foreign exchange; and

"e  government control over the allocation of many resources.

As China’s economy has been transitioning from a planned economy to a more market-oriented économy, the government of China has'implemented'ivarious

measures to encourage economic growth and guide the allocation of resources. While these measures may benefit the overall economy of China, they may.also
- have a negative effect on us.

Although the government of China has in recent years implemented measures emphasizing the utilization of market forces for economic reform, the PRC
government continues to exercise significant control over economic growth in China through the allocation of resources, controlllng payment of foreign -
currency-denommated obligations, setting monetary policy and imposing policies that impact particular industries or companies in different ways. Any adverse
change in the economic conditions or government conditions or government policies in China could have a material adverse effect on the overall economic

growth and the level of consumer spending in China, which in turn could lead to a reduction in demand for our products and consequently have a material
adverse effect on our business and prospects.
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Extensive regulation of the food processing and distribution industry in China could increase our expenses resulting in reduced profits.

We are subject to extensive regulation by China’s Agricultural Ministry, and by other provincial and local authorities in jurisdictions in which our preducts are
processed or sold, regarding the processing, packaging, storage, distribution and labeling of our products. For instance, in June 2009, regulatory requirements
became effective in China requiring new package labeling for dairy products, which we believe impacted our sales cycles during the three months ended June

30, 2009. Additional labeling requirements are scheduled to become effective on June 10, 2010 for all dairy products, which could have an adverse impact on
our sales, inventory levels, or.packing and distribution. Seen

Other applicable laws and regulations governing our products may:include nutritional labeling and serving size requirements. Our processing facilities and
products are subject to periodic inspection by national, provincial and local authorities. We believe that we are currently in substantial compliance with all
material governmental laws and regulations and maintain all material permits and licenses relating to our operations. Nevertheless, we may fall out of
substantial compliance with current laws and regulations or may be unable to comply with any future laws and regulations. To the extent that new regulations
are adopted, we will be required, possibly at considerable expense, to adjust our activities in order to comply with such regulations. Our failure to comply with
applicable laws and regulations could subject us to civil remedies, including fines, injunctions, recalls or seizures, as well as potential criminal sanctions, which
could have a material adverse effect on our business, operations and finances.

Regulations affecting acquisitions of PRC companies by foreign entities may make it more difficult for us to complete acquisitions and grow our business.

In 2005, the PRC State Administration of Foreign Exchange, or SAFE, issuéd a public notice, known as “Circular 75,” concerning the application of foreign
exchange regulations to mergers and acquisitions involving foreign investment in China. Among other things, the public notice provides that if an offshore
company controlled by PRC residents intends to acquire a PRC company, such acquisition will be subject to strict examination by the relevant foreign exchange
authorities. Under Circular 75, if an acquisition of a PRC company by an offshore company controlled by PRC residents occurred prior to the issuance of
Circular 75, certain PRC residents were required to submit a registration form to the local SAFE branch to register their ownership interests in the offshore
company before March 31, 2006. Such PRC residents must also amend the registration form if there is a material event affecting the offshore company, such as,
among other things, a change of the company’s share capital, a transfer of shares, or if the company is involved in a merger, an acquisition or a spin-off
transaction or uses its assets in China to guarantee offshore obligations. In the past, we have acquired a number of assets from, or equity interests in, PRC
companies. :

There is still significant uncertainty in China regarding the interpretation and implementation of Circular 75. Nevertheless, we have requested that our
shareholders who are PRC residents make the necessary applications, filings and amendments that' required under Circular 75 and related regulations. However,
all of our PRC-resident shareholders may not comply with such requirements. We also cannot predict how these regulations will affect our future acquisition
strategy and business operations. For example, if we decide to acquire additional PRC companies, we or the owners of such companies may not be able to:
complete the filings and registrations, if any, required by the SAFE notices. Failure to complete Circular 75 registrations may limit the ability of our PRC
subsidiaries to issue dividends to us, litiit our ability to inject additional capital into our subsidiaries, restrict our ability to implement our acquisition strategy
and adversely affect our business and prospects. o '

In addition, in 2006 six PRC regulatory authorities, including the PRC Ministry of Commerce and the PRC Securities Regulatory Commission, jointly
promulgated a rule entitled “Provisions regarding Mergers and Acquisitions of Domestic Enterprises by Foreign Investors,” or the New M&A Rules, in
September 2006. The New M&A Rules establish additional procedures and requirements that could make merger and acquisition activities by foreign investors
more time-consuming and complex, including, in some circumstances, advance notice to the Ministry of Commerce of any change-of-control transaction in
which a foreign investor takes control of a PRC domestic enterprise. Compliance with the New M&A Rules, and any related approval processes, including
obtaining approval from the Ministry of Commerce, may delay or inhibit our ability to complete such transactions, which could affect our ability to expand our
business or maintain our market share.
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Furthermore, in August 2008, SAFE issued a notice, known as “Circular 142,” regulating the conversion by a foreign-invested company of foreign currency into
PRC currency, the Reminbi or RMB, by restricting the uses for the converted RMB. Circular 142 requires that the registered capital of a foreign-invested
company denominated in RMB but convertéd from a foreign currency may only be used pursuant to the purposes set forth in the foreign-invested company’s
business scope as approved by the applicable governmental authority. Such registered capital may not be used for equity investments within the PRC. In
addition, SAFE strengthened its oversight of the flow and use of the registered capital.of a foreign-invested company that was denominated in RMB but
converted from foreign currency. Violations of Circular 142 may result in-severe penalties, including significant fines. As a result, Circular 142 may
significantly limit our ability to invest in or acquire other PRC companies using the RMB-denominated capital of our PRC subsidiaries.

The PRC government’s recent measures to curb inflation rates could adversely affect future results of operations.

China has faced rising inflation in recent years. The government of China undertook various measures to alleviate the effects of inflation, especially with respect
to key commodities. In January 2008, the PRC National Development and Reform Commission announced national price controls on various products,
including milk. Similarly, the government of China may conclude that the prices of infant formula or other of our products are too-high and may institute price
controls that would limit our ability to set prices for our products as we might wish. The government of China has also encouraged local governments to

institute price controls on similar products. Such price controls could adversely affect our future results of operations and, accordingly, the price of our common
stock. . . . _ ‘

The PRC currency is not a freely convertible currency, which could limit our ability to obtain sufficient foreign currency to support our business operations
in the future. S : . .

The PRC currency is not a freely convertible currency. We rely on the PRC government’s foreign currency conversion policies, which may change at any time,
in regard to our currency exchange needs. We receive substantially all of our revenues in Renminbi, which is not freely.convertible into other foreign currencies.
In China, the government has control over Renminbi reserves through, among other things, direct regulation of the conversion of Renminbi into other foreign
currencies and restrictions on foreign imports. Although foreign currencies that are required for current account transactions can be bought freely at authorized
PRC banks; the proper procedural requirements prescribed by PRC law must bé met. At the same time, PRC companies are also required to sell their foreign
exchange earnings to authorized PRC banks and the purchase of foreign currencies for capital account transactions still requires prior approval of the PRC
government. This substantial regulation by the PRC government of foreign currency exchange may restrict our business operations and a change in any of these
government policies could negatively impact our operations, which could result in a loss of profits. :

In order for our China subsidiaries to pay dividends to us, a conversion of Renminbi into U.S. dollars is required, which, if not permitted by the PRC
government, would interrupt our cash flows. Under current PRC law, the conversion of Renminbi into foreign currency for capital account transactions.
generally requires approval from SAFE and, in some cases, other government agencies. Government authorities may impose restrictions that could have a
negative impact in'the future on the.conversion process and upon our ability to meet our cash needs and to pay dividends to our shareholders. Although, our
subsidiaries’ classification as wholly foreign-owned enterprises, or WFOEs; under PRC law permits them to declare dividends and repatriate their fundsto us-in
the United States, any change in this status or the regulations permitting such repatriation could prevent them from doing so. Any inability to repatriate funds to
us would in turn prevent us from utilizing our PRC cash to pay creditors in U.S. dollars or other currencies or to pay dividends to our shareholders.
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Fluctuations in the exchange rate between the PRC currency and the U.S. dollar could adversely affect our operating results.

The functional currency of our operations in China is the Renminbi. However, results of our operations are translated at average exchange rates into U.S. dollars
for purposes of reporting results. As a result, fluctuations in exchange rates may adversely affect our €xpenses and results of operations as well as the value of
our assets and liabilities. Fluctuations may adversely affect the comparability of period-to-period results. We do not currently use hedging techniques, and any
hedging techniques we may use in the future may not eliminate and may exacerbate the effects of currency fluctuations. Thus, exchange rate fluctuations could
cause our profits, and therefore our stock prices, to decline.

Under the New EIT Law, we may be classified as a “resident enterprise” of China, which would likely result in unfavorable tax consequences to us and our
non-PRC shareholders.

Under China’s Enterprise Income Tax Law, or the New EIT Law, and its implementing rules, which became effective in 2008, an enterprise established outside
of China with “de facto management bodies” within China is considered a “resident enterprise,” meaning that it can be treated in a manner similar to a Chinese
enterprise for enterprise income tax purposes. Under the implementing rules of the New EIT Law, de facto management means substantial and overall
management and control over the production and operations, personnel, accounting, and properties of the enterprise. Because the New EIT Law and its
implementing rules are new, it is unclear how tax authorities will determine tax residency based on the facts of each case.

If the PRC tax authorities determine that American Dairy, Inc. is a “resident enterprise” for PRC enterprise income tax purposes, unfavorable PRC tax
consequences could follow. First, we may be subject to enterprise income tax at a rate of 25% on our worldwide taxable income as well as PRC enterprise
income tax reporting obligations. Second, although under the New EIT Law and its implementing rules dividends paid to us from our PRC subsidiaries would
qualify as “tax-exempt income,” such dividends may be subject to a 10% withholding tax, as the PRC foreign exchange control authorities, which enforce the
withholding tax, have not yet issued guidance with respect to the processing.of outbound remittances to entities that are treated as resident enterprises for PRC
enterprise income tax purposes. Finally, it is possible that future guidance issued with respect to the new “resident enterprise” classification could result ina
situation in which'a 10% withholding tax is imposed on dividends we pay to our non-PRC shareholders and with respect to gains derived by our non-PRC
shareholders from transferring our shares. We are actively monitoring the possibility of “resident enterprise” treatment for the 2008 and 2009 tax years and are
evaluating appropriate organizational changes to avoid this treatment, to the extent possible. :

If we were treated as a “resident enterprise” by PRC tax authorities, we would be subject to tax in both the U.S. and China, and our PRC tax may not be
creditable against our U.S. tax.

We do not intend to pay and may be restricted from paying dividends on our common stock.

We have never declared or paid dividends on our capital stock and we do not intend to declare dividends in the foreseeable future. We currently intend to retain
future earnings to fund our continued growth. Furthermore, if we decide to pay dividends, foreign exchange and other regulations in China may restrict our
ability to distribute retained earnings from China or convert those payments from Renminbi into foreign currencies. .

Lack of bank deposit insurance puts our funds at risk of loss from bank foreclosures or insolvencies.

We maintain certain bank accounts in China that are not protected by FDIC insurance or other insurance. As of December 31, 2009, we held approximately $48
million in bank accounts in China. If a PRC bank holding our funds experienced insolvency, it may not permit us to withdraw our funds, which would result in

a loss of such funds and reduction of our net assets. As of December 31, 2009, we held approximately $964,000 of cash balances within the United States, of
which $714,000 was in excess of FDIC insurance limits, and exposes us to risk of loss of such funds and a resulting reduction of our net assets.
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Limited and uncertain trademark protection in China makes the ownership and use of our trademark uncertain.

We have obtained trademark registrations for the use of our trade name “Feihe,” as well as our “Feifan,” “Feihui,” “Feirei,” “Feiyue,” and “Beidiqi” Chinese

brands and our “Firmus” and “Babyrich” English brand names, which have been registered with the PRC Trademark Bureau of the State Administration for

Industry and Commerce with respect to our milk products. We believe our trademark is important to the.establishment of consumer recognition of our

products. However, due to uncertainties in PRC trademark law, the protection afforded by our trademark may be less than we currently expect and mayj; in fact,
- be insufficient. Moreover, even if it is sufficient, in the event it is challenged or infringed, we may not have the financial resources to defend it against any

challenge or infringement and such defense could in any event be unsuccessful. Moreover, any events or conditions that negatively impact our trademark could
have a material adverse effect on our business, operations and finances.

Our lack of patent protection could permit our competitors to copy our trade secrets and formula and thus gain a competitive advantage.

We have no patents covering our products or production processes, and we expect to rely principally on know-how and the confidentiality. of our formula and
production processes for our products and our flavoring formula in producing competitive product lines. Any breach of confidentiality by our executives or

employees having access to our formula could result in our competitors gaining access to such formula. The ensuing competitive disadvantage could reduce our
revenues and our profits. S ;

One of our shareholders owns a significant percentage of our stock and will be able to exercise significant influence over our affairs.

Leng You-Bin, our-Chairman, Chief Executive Officer, President, and General Manager, beneficially owned approximately.41% of our common stock as of
March 10, 2010. Consequently, Mr. Leng will likely be able to determine the composition of our board of directors, to approve certain matters requiring
shareholder approval and to have significant influence over our operations. Mr. Leng’s interests may be different than the interests of other shareholders on
these matters. This concentration of ownership could also have the effect of delaying or preventing a change in our control or otherwise discouraging a
potential.acquirer from attempting to obtain control of us, which in turn could reduce the price of our common stock.

Failure to comply with the U.S. Foreign Corrupt Practices Act could subject us to pendlties and other adverse consequences.

Since we are a Utah corporation and a public company in the United States, we are subject to the U.S. Foreign Corrupt Practices Act, which generally prohibits

U.S. companies from engaging in bribery or other prohibited payments to foreign officials for the purpose of obtaining or retaining business. Non-U.S.

companies, including some that may compete with our company, are not subject to these prohibitions. Corruption, extortion, bribery, pay-offs, theft and other

fraudulent practices may occur in China. Although such practices are prohibited at our company, our employees or other agents may engage in such conduct for

which we might be held responsible. If our employees or other agents are found to have engaged in such practices, we could suffer severe penalties and other
consequences that may have a material adverse effect on our business, financial condition and results of operations. :
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We have a significant amount of indebtedness, which may limit our operating flexibility.

As of December 31, 2009, we had approximately $220.7 million of total liabilities. Although all of our 7.75% Convertible Notes due 2009, or the 2009 Notes,
have converted into shares of cur common stock and we have repurchased all of our 1.00% Guaranteed Senior Secured Convertible Notes due 2012, or the 2012
Notes, we expect to continue to incur debt to fund capital and operating expenses. Our high level of indebtedness could have important consequences, including
the following:

. it may be difficult for us to satisfy our obligations with respect to our indebtedness;
. our ability to obtain additional financing for working capital, capital expenditures, or general corporate or other purposes may be impaired;

. a substantial portion of our cash flow from operations must be dedicated to the payment of principal and interest on our indebtedness, reducing the
funds available to us for other purposes;

. it may cause our trade creditors to change their terms for payment on goods and services provided to us, thereby negatively impacting our ability to
receive products and services on acceptable terms;

. it may place us at a competitive disadvantage compared to our competitors that have less debt or are less leveraged; and

. we may be more vulnerable to economic downturns, may be limited in our ability to respond to competitive pressures and may have reduced
flexibility in responding to changing business, regulatory and economic conditions.

Our ability to pay interest on and to satisfy our debt obligations will depend upon, among other things, our future operating performance and our ability to
refinance indebtedness when necessary. Each of these factors is, to a large extent, dependent upon economic, financial, competitive and other factors beyond
our control. If, in the future, we cannot generate sufficient cash from operations to meet our debt obligations, we will need to refinance our existing debt, obtain
additional financing or sell assets. Our business may not generate sufficient cash flows to satisfy our existing indebtedness and funding sufficient to satisfy our
debt service requirements may not be available on satisfactory terms, if at all.

The terms of our subscription agreement with the Purchasers may have adverse impacts on us.

In August 2009, pursuant to a subscription agreement, we issued 2,100,000 shares of our common stock to Sequoia Capital China Growth Fund I, L.P. and
certain of its affiliates, or the Purchasers, for an aggregate purchase price of $63.0 million. The subscription agreement includes several provisions that could
have an adverse effect on us. We have agreed not to issue new shares of our common stock at a price below $30.00 per share without the prior written consent
of a majority in interest of the Purchasers, subject to certain exceptions, which could preclude us from raising additional funds. In addition, because we did not
meet certain earnings per share targets for 2009, we must issue 525,000 additional shares of our common stock to the Purchasers pursuant to the agreement,
which will result in immediate and substantial dilution to our shareholders. Furthermore, if the average closing prices of our common stock for the fifteen
trading days commencing on the third anniversary of the closing date is less than $39.00 per share, the purchasers will have the right to cause us to repurchase

all of the securities acquired in connection with the agreement, which could significantly impact our liquidity and capital resources.
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Financial covenants in our loan agreement could restrict our ability to obtain new debt and our failure to comply with it could adversely affect our business
and financial condition.

In October 2009, we entered into a loan agreement with a bank in the PRC for a principal amount of up to $9.2 million for the purpose of financing the purchase
of certain equipment. As of December 31, 2009, there was approximately $4.0 million in principal payable under this loan. The loan agreement contains a
financial covenant requiring us to maintain a debt to earnings ratio. At December 31, 2009, we were in technical default of the financial covenant under the
loan agreement. The bank did not provide notice of default, waived the technical default at December 31, 2009, and agreed to revise the financial covenant to
measure compliance on a 12-month rolling basis rather than quarter by quarter. However, we may be unable to comply with the revised financial covenant in
the future or to obtain a waiver from the bank. Our inability to comply with the covenant may impact our ability to draw against the facility, constitute an event
of default under the loan agreement, impact our ability to obtain.additional debt, and have an adverse effect on our business and financial condition.

We are at risk of securities litigation.

We are at risk of being subject to securities litigation, including possible enforcement action or class action lawsuits. Following notification by the SEC in 2007
of an informal investigation related to our former independent registered public accountants, we dismissed our former auditors, sued our former auditors,
engaged new independent registered public accountants, commenced a re-audit of historical financial statements, and restated our financial statements as of and
for our fiscal years ended December 31, 2005 and 2006. Accordingly, we were unable to file Exchange Act reports for 2007 and 2008 in a timely manner. In
addition, we have restated our quarterly financial statements for the quarter ended March 31, 2009 to reclassify certain items from operating activities to
investing activities, and we have amended our Form 10-K for the 2008 fiscal year to restate items in our statements of cash flows and to revise the note to our
financial statements regarding quarterly operating results. Securities class action litigation has often been brought against companies who have been unable to
provide current public information or who have restated previously filed financial statements. Such litigation is complex and could result in substantial costs,
divert management’s attention and resources, and seriously harm our business, financial condition and results of operations.

Item 1B. Unresolved Staff Comments
None.
Item 2. Properties

Our principal executives are located at Star City International Building, 10 Jiuxiangiao Road, C-16th Floor, Chaoyang District, Beijing, China 100016. We
have seven production and packaging facilities, which have an aggregate milk powder production capacity of 1,234 tons per day, encompass an aggregate of
approximately 664,153 square meters of office, plant, and warehouse space, and are located in the Heilongjiang, Shanxi and Hebei Provinces in China. For
additional information on our production and packaging facilities, see “Item 1. Business—Production and Packaging Facilities” above. In addition, we own
two dairy farms, Gannan Farms and Kedong Farms, construction of which we completed in the fourth quarter of 2009, and which each consist of approximately
986,300 and 385,000 total square meters of cattle houses and administrative facilities, respectively. Gannan Farms and Kedong Farms currently house a total of
approximately 14,000 Australian Holstein cows, each of which, on average, provides us with 8-10 tons of milk per year. We expect that each of our dairy farms
will have annual capacity to source up to 70,000 tons of fresh milk per year.

There is no private ownership of land in China. All land is owned by the government of China, its agencies and collectives. Land use rights are obtained from
the government for period ranging from 50 to 70 years, and are typically renewable. Land use rights can be transferred upon approval by the land administrative
authorities of China (such as the State Land Administration Bureau) upon payment of the required land transfer fee.

We believe that our facilities are suitable for our current operations. As part of our growth strategy, we are in the process of expanding our production capacity
and plan to strengthen our dairy farm operations.
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Item 3. Legal Proceedings

From time to time, we may become involved in various claims and lawsuits incidental to our business. Other than as disclosed below, we know of no material
existing or pending legal proceedings against us, nor are we involved as a plaintiff in any material proceeding or pending litigation.

We are a plaintiff in a lawsuit entitled American Dairy, Inc. v. Murrell, Hall, McIntosh & Co. PLLP et al., filed on April 15, 2008 in the United States District
Court for the Western: District of Oklahoma. This suit alleges that our previous independent auditor, Murrell, Hall, McIntosh & Co. PLLP, or MHM, breached
its duties of due care and professional competence by failing to perform its audits in accordance with professional standards of care in that MHM improperly
and negligently (i) accepted Henny Wee & Co.’s representation that it was independent and otherwise failed to make sufficient inquiries concerning Henny Wee
& Co.’s independence, and (ii) permitted Henny Wee & Co. to perform such a significant and material part of the audit work that MHM should have evaluated
whether it could act as principal auditor and report on our financial statements. We are seeking compensatory damages of not less than $10.0 million in
connection with this suit. We continue to vigorously pursue damages under this lawsuit.

Item 4. (Removed and Reserved)
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PART II
Item 5. Market for the Registrant’s Common Stock, Related Shareholder Matters and Issuer Repurchases of Equity Securities
Price Range of Our Common Stock
American Dairy common stock trades on the NYSE under the symbol “ADY.” At March 10, 2010, there were 21,707, 376“shares of our common stock issued

and outstanding that were held by approximately 411 shareholders of record. The table below lists the high and low closmg prices per share of our common
stock for each quarterly period during the past two fiscal years as reported on the NYSE.

Closing Price Range of Common Stock
- High - Low

Year Ended December 31, 2008:
S

2nd Quarter

4th Quarter
Dividend Policy

We have not declared or paid any dividends on our common stock and presently do not expect to declare or pay any such dividends in the foreseeable

future. Payment of dividends to our shareholders would require payment of dividends by our PRC subsidiaries to us. This, in turn, would require a conversion
of Renminbi into.US dollars and repatriation.of funds to the US. Under current PRC law, the conversion of Renminbi into foreign currency for capital account
transactions generally requires approval from SAFE and, in some cases, other government agencies. Government authorities may impose restrictions: that could
have a negative impact in the future on the conversion process and upon our ability to meet our ¢ash needs, and to pay dividends to our shareholders.. Although
our subsidiaries’ classification as WFOEs under PRC law permits them to declare dividends and repatriate their funds to us in the United States, any change in
this status or the regulations permitting such repatriation could prevent them from doing so. Any inability to repatriate funds to us would in turn prevent
payments of dividends to our shareholders. : :

Transfer.Agent and Registrar

Our transfer agent and registrar is Progressive Transfer Co., 1981 Murray Holladay Road, Sulte 100, Salt Lake City, Utah 841 17 5148; telephone 1 (801) 272-
9294. ;. .

Performance Graph ' [ : . : -

The following graph compares the annual cumulative total shareholder return on an investment on.December 31 , 2004 of ‘$100 in our common stock with the
annual cumulative total return on the same investment in the S&P 500 Index and the S&P Packaged Foods and Meats Index for the five subsequent fiscal years.
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Recent Sales of Unregistered Securities

In November 2008, pursuant to an agreement regarding our 2009 Notes, we issued to holders of our 2009 Notes an aggregate amount of 216,639 shares of our
common stock. In connection with the agreement, we amended and restated the 2009 Notes and the warrants issued therewith. The amended and restated 2009
Notes had an aggregate principal amount of $18.2 million, accrued interest at an annual rate of 7.75%, matured in October 2009, and could be converted at the
option of the holder into shares of our common stock at a conversion price of $14.50 per share. The warrants issued with the amended and restated 2009 Notes
permit the holders to acquire approximately 251,000 shares of our common stock at an exercise price of $14.50 per share at any time prior to October 2012. We
issued'these securities pursuant to the exemptlons from registration under Section 3(a)(9) of the Securities Act for certain exchange offers and Section 4(2) of
the Securities Act for transactions by an issuer not involving any public offering.

In November 2008 we entered into a supplemental indenture with respect to the 2012 Notes, which amended the terms of the 2012 Notes to provide for our
early repurchase of the 2012 Notes and to provide certain waivers and consents to us, in offshore transactions not requiring registration under the Securities Act
pursuant to Regulation S, and pursuant the exemptions from registration under Section 3(a)(9) of the Securities Act for certain exchange offers and under . -
Section 4(2) of the Securities Act for transactions by an issuer not involving any public offering.

From January 2008 to December 2008, we issued 8,000 restricted shares of our common stock to each of our directors in consideration for their services to us,
and an additional 2,000 restricted shares of our common stock to Hui-Lan Lee, a director and the chairperson of our Audit Committee. In addition, from
January 2008 to December 2009, we issued 22,500 restricted shares of our common stock, and options to purchase up to an aggregate of 2,233,190 shares of
our common stock at exercise prices ranging from $12.00 to $27.69 per share, subject to various vesting requirements, to employees in consideration for their
services tous. We issued these securities in offshore transactions not requmng registration under the Securities Act and pursuant to the exemption from
registration under Section 4(2) of the Securities Act for transactions by an issuer not involving any public offering.

In August 2009, we issued 2,100,000 shares of our common stock to accredited investors for an aggregate purchase price of $63.0 million, including $47.0

million in cash and the conversion of a $16.0 million bridge loan, pursuant to the exemptions from registration provided by Secnon 4(2) under the Securltles
Act and Rule 506 promulgated thereunder for transactions by an issuer not involving any public offering.
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In July, August and October 2009, the holders of the 2009 Notes elected to convert the 2009 Notes into shares of our common stock. - In connection with these
conversions, $18.2 million in principal and approximately $4.3 million in accrued interest on the 2009 Notes was converted into 1,549,122 shares of our

common stock at a conversion price of $14.50 per share. We issued these securities pursuant to the exemption from registration under Section 4(2) of the
Securities Act for transactions by an issuer not involving any public offering.

From January. 2008 to December 2009, we issued 807,347 shares of our common stock, at various exercise prices, upon exercise of warrants, resulting in

aggregate proceeds to us of approximately $1.8 million. We issued these securities pursuant to the exemption from registration under Section 4(2) of the
Securities Act for transactions by an issuer not involving any public offering.

Item 6. Selected Financial Data

Not applicable.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
This Annual Report:contains our audited consolidated financial statements for the years ended December 31, 2009 and 2008 and data derived therefrom.

The following discussion and analysis of our financial condition and results of operations should be read in conjunction with our audited consolidated financial
statements and related notes appearing elsewhere in this Annual Report. In addition to historical financial information, the following discussion contains
forward-looking statements that reflect our plans, estimates and beliefs. Our actual results could differ materially from those discussed in the forward-looking
statements. Factors that could cause or contribute to these differences include those discussed below and elsewhere in this Annual Report, particularly in

“Item 1A4. Risk Factors” above.

Overview

We are a leading producer and distributor of milk powder, soybean milk powder, and related dairy products in the PRC. Using proprietary processing
techniques, we make products that are specially formulated for particular ages, dietary needs and health concerns. We have over 200 company-owned milk
collection stations, seven production and distribution facilities with an aggregate milk powder production capacity of 1,234 tons per day, and an extensive
distribution network that reaches over 95,000 retail outlets throughout China.

Factors Affecting our Results of Operations
Our operating results are primarily affected by the following factors:

. Dairy Industry Growth. We believe the market for dairy products in China for the long term will be growing rapidly, driven by China’s economic
growth, increased penetration of infant formula, and a growing female working population. Despite the damage to the industry as a result of the
melamine crisis in 2008, we expect these factors to continue to drive industry growth. We believe that the rapid economic growth of our primary
markets has become an increasingly important driver of growth.

. Production Capacity. We believe much of the dairy market in China is still underserved, particularly with respect to infant formula. In addition,
since the melamine crisis in 2008, which did not involve any of our products, we have been able to operate our milk production facilities at
maximum capacity. Accordingly, we believe that the ability to increase production of high quality dairy products will allow well positioned
companies to significantly increase revenues and market share.

. Perceptions of Product Quality and Safety. We believe that rising consumer wealth in China has contributed to a greater demand for higher-priced
products with perceived quality advantages. We believe many consumers in China tend to regard higher prices as indicative of higher quahty and
higher nutritional value, particularly in the areas of infant formula and nutritional products. Accordingly, we believe our reputation for quality and
safety allows us to command higher average selling prices and generate higher gross margins than competitors who do not possess the same
reputation. Conversely, any decrease in consumer perceptions of quality and safety could adversely impact us.

. Seasonality. The dairy industry remains seasonal, with higher production in the summer season and greater demand in winter months. This
seasonality is offset by production of powder products with longer shelf lives.

. Raw Material Supply and Prices. The per unit costs of producing our infant formula are subject to the supply and price volatility of raw milk and
other raw materials, which are affected by the PRC and global markets. For example, in 2008 our raw milk prices increased by approximately 45%
and in 2009 decreased by approximately 20% and we expect they will continue to be affected by factors such as geographic location, rising feed
prices, general economic conditions such as inflation and fuel prices, and fluctuations in production, rising production costs and competition, as
well as increased competition abroad and currency fluctuations.
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. Expenses Associated with Expansion. In implementing our plan to expand our business, we face corresponding increases in expenses in order to
attract and retain qualified talent, monitor our sales by region and address:potential cross-territory selling activities by distributors, implement
strategic advertising campaigns, and finance our expansion. In addition, we faced various one-time, non-cash charges associated with the
convertible notes we have issued to finance our business plans. : )

As further explained below under “—Ausnutria Transaction,” due to a letter of intent we entered into in December 2008, accounts relating to our subsidiary
Heilongjiang Moveup Co., Limited, or Moveup, are reflected in our financial statements as discontinued operations. In addition, in 2008, with the initial
operations of our dairy farms, we have two reportable segments: dairy products and dairy farm. Our dairy products segment produces and sells dairy products,
such as wholesale and retail milk powders, as well as soybean powder, rice cereal, walnut powder and walnut oil. Our dairy farm segment operates our two

company-owned dairy farms, Gannan Farms and Kedong Farms, construction of which we completed in the fourth quarter of 2009. Our dairy farms provide
milk to us and not to external customers. :

Results of Operations

The following table sets forth certain information regarding our results of operations.

Years Ended December 31
2009 2008
($ in thousands)

g
,ﬁg@i_ . e
available for sale investments
s

Comparison of Years Ended December 31, 2009 and 2008

Total Comprehensive Income o . ) o
Total comprehensive income decreased by approximately $10.0 million, or 33.2%, from approximately $30.1 million in 2008 to approximately $20.1 million in.
2009. The decrease was primarily attributable to an increase of approximately $23.2 million, or 19.8%, in cost of goods sold, an increase of approximately
$54.4 million, or 107.4%, in sales and marketing expense, a decrease of approximately $3.2 million, or 49.1%, in net income from discontinued operations, and
a decrease of approximately $12.7 million, or 96.6%, in cumulative currency translation adjustments, partly offset by an increase of approximately $77.9
million, or 40.3%, in sales, an increase of approximately $2.5 million, or 31.9%, in other income, and a decrease of $4.3 million, or 120.9%, in income tax
expense. Our gross profit margin increased from 39.3% in 2008 to 48.2% in 2009. ' : '
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Sales

Our sales consist primarily of revenues generated from sales of milk powder, raw milk powder, soybean powder, rice cereal, and walnut products. Sales
increased by approximately $77.9 million, or 40.3%, from approximately $193.2 million in 2008 to approximately $271.1 million in 2009. This increase was
primarily attributable to expanding our market areas and distribution network throughout China, increased demand for high quality products and strong market
acceptance of these products, and increased sales quantities of several high profit margin products. While our full-year 2009 sales increased, our sales in the
quarterly period ended December 31, 2009 decreased by approximately $35.6 million, or 44.8%, from approximately $79.6 million in the quarterly period ended
December 31, 2008 to approximately $44.0 million in the quarterly period ended December 31, 2009. We believe this decrease reflects the impact of cross-
territory selling activities by distributors, as well as our sales of excess inventory as lower-margin raw milk powder in an effort to manage inventory levels. Our
inventories increased approximately $6.7 million, or 13%, from approximately $52.3 million as of December 31, 2008 to approximately $59.0 million as of
Déecember 31, 2009, reflecting our increased production during our first and second fiscal quarters of 2009 to prepare to meet expected sales demand during our
third and fourth fiscal quarters of 2009.

The following table sets forth information regarding the sales of our principal products during the fiscal years ended December 31, 2009 and 2008:

2009 2008 2009 over 2008
Quantity Amount % of Quantity Amount % of Quantity Amount % of
Product name (Kg’000) ($°000) Sales (Kg°000) ($°000) Sales (Kg°000) ($°000) Sales

While full-year 2009 sales of our higher-margin milk powder products increased, our milk powder sales in the quarterly period ended December 31, 2009
decreased by approximately $38.6 million, from approximately $59.3 million, or 74.5% of total sales, in the quartetly period ended December 31, 2008, to
approximately $20.7 million or 47.2% of total sales, in the quarterly period ended December 31, 2009. This shift in product mix reflects our sales of excess
inventory as lower-margin raw milk powder in an effort to manage inventory levels,

o
[¢]
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In 2009, we als

The increase in average sales price per kilogram, as reflected in the table, is relatively small and primarily attributable to the shift in product mix to higher end
products rather than an increase in the sales price of individual products. Prices per kilogram increased in our most significant product line, as demonstrated in
the following table, which reflects the average sales price per kilogram by product for 2009 and 2008 and the percentage change in the sales price per kilogram.

Average Price Per Kilogram = Percentage
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Cost of Goods Sold ]
Our costs of goods sold consist primarily of direct and indirect manufacturing costs, including production overhead costs, and shipping and handling costs for
the products sold. -Cost of goods sold increased approximately $23.2 million, or 19.8%, from approximately $117.2 million in 2008 to approximately $140.4
million in 2009. This increase was primarily attributable to increased sales volume and promotional activities, as well as general increases in costs of added
nutrients. Cost of sales as a percentage of sales decreased due to the decreased raw milk powder pricing compared to the previous year.

Operating and Administrative Expenses

Our total operating expenses consist primarily of sales and marketing expenses and general and administrative expenses. Our total operating expenses increased
by approximately $56.0 million, or 80.1%, from approximately $69.7 million in 2008 to approximately $125.7 million in 2009.

Sales and marketing. Our sales and marketing expenses consist primarily of advertising and market promotion expenses, and other overhead expenses
incurred by our sales and marketing personnel. Sales and marketing expenses increased approximately $54.4 million, or 107.4%, from approximately $50.7
million for 2008 to approximately $105.1 million for 2009. This increase was primarily attributable to an increase of approximately $20.1 million, or 180.6%, in
advertising expense, an increase of approximately $18.7 million, or 134.5%, in total promotion costs, an increase of approximately $10.1 million, or 74.6%, in '
salary of marketing staff, and an increase of approximately $3.0 million, or 59.9%, in transportation costs. Total promotion costs include expenses related to
promotion activities and wages of certain sales people. Sales and marketing expenses are likely to increase as we continue to expand our distribution network
throughout China and seek to increase our market share and awareness of our premium quality products.

General and Administrative. Our general and administrative expenses consist primarily of salary, travel expenses, entertainment expenses, benefits,
share-based compensation, and professional service fees. General and administrative expenses increased approximately $1.4 million, or 7.5%, from
approximately $19.0 million for 2008 to $20.5 million for 2009. The increase was primarily attributable to an increase of approximately $1.8 million, or 51.6%,
in staff salary and welfare contributions and an increase of approximately $1.2 million, or 96.1%, in share-based compensation expenses. The increase was
partially offset by a decrease of approximately $1.0 million, or 57.2%, in amortization expenses and a decrease of approximately $0.7 million, or 453.9%, in
provisions for bad debt. Decrease in provisions for bad debt was primarily attributable to decreases in receivables from raw milk powder customers as the
industry recovered from the melamine crisis. General and administrative expenses are likely to increase as we continue to expand our production, sourcing
capacity, and distribution capacity throughout China.

Income from Continuing Operations

As a result of the foregoing, our income from continuing operations decreased by approximately $1.2 million, or 19.0%, from approximately $6.3 million in . .
2008 to approximately $5.1 million in 2009.

Other Income (Expenses)

Our other income (expenses) consists primarily of interest and finance costs, registration rights penalty, goodwill impairment, loss on derivatives and
government subsidized tax refunds. Other income increased by approximately $2.5 million, or 31.6%, from approximately $7.9 million for 2008 to
approximately $10.4 million for 2009. The increase was primarily attributable to a decrease of approximately $12.7 million, or 67.4%, in interest and finance
costs, an increase of approximately $14.4 million, or 211.0%, in government subsidized tax refunds and a decrease of $2.4 million, or 100%, in registration
penalty rights which were a one-off penalty expense. The decrease was partially offset by a decrease of approximately $6.2 million, or 74.0%, in loss on ‘
derivatives. Loss on derivatives in 2008 was primarily attributable to our repurchase of all of our 2012 Notes, which we completed in the third quarter of 2009,
while the loss in 2009 was primarily attributable to our common stock financing.
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Income Tax (Benefit) Expenses )

We are subject to U.S. federal and state income taxes, and our subsidiaries incorporated in the PRC are subject to enterprise income taxes in the PRC. Our
income tax expenses decreased by approximately $4.3 million, or 120.9%, from an expense of approximately $3.6 million in 2008 to a benefit of approximately
$0.7 million in 2009. The decrease was primarily attributable to losses experienced in our fourth quarter which reduced our overall tax for the year.

Net Income from Discontinued Operations

As further explained below under “—Ausnutria Transaction,” due to a letter of intent we entered into in December 2008 to sell Moveup, accounts relating to our
subsidiary Moveup are reflected in our financial statements as discontinued operations. Our net income from discontinued operations decreased by A
approximately $3.2 million, or 49.2%, from approximately $6.5 million in 2008 to approximately $3.3 million in 2009.

Cumulative Currency Translation Adjustments : : :

Our principal country of operations is the PRC and our functional currency is the Renminbi, but -our reporting currency is the U.S. dollar. All translation
adjustments resulting from the translation of our financial statements into U.S. dollars are reported as cumulative currency translation adjustments. Our
cumulative currency translation adjustments decreased by approximately $12.7 million, or 96.6%, from approximately $13.2 million in 2008 to approximately
$0.5. million in 2009. .

Liquidity and Capital Resources

As of December 31, 2009, we had retained earnings of approximately $73.7 million, cash and cash equivalents of approximately $48.9 million and total current
assets of approximately $177.6 million. As of December 31, 2009, we had a working capital of approximately $12.9 million. We have financed our activities
to date principally from cash generated from operations, the sale of securities, and bank loans.

Our summary.cash flow information is as follows:

: : : : . Year ended December 31
Net cash provided by (used in): . S ce 2009 2008

- 19
(32,25

Net Cash Provided by Operating Activities .
Net cash provided by operating activities decreased approximately $12.7 million, from approximately $29.9 million in 2008 to approximately $17.2 million in
2009. This decrease was primarily attributable to a decrease in interest expenses from accrual of guaranteed redemption value related to our convertible debt of
approximately $13.6 million, a decrease in loss on derivatives of approximately $6.2 million, an increase in net trade receivables of approximately $6.3 million,
a decrease in inventories, net of approximately $20.1 million, an increase in advances to suppliers of approximately $5.6 million, an increase in prepayments
and other assets of approximately $4.1 million, an increase in VAT refundable taxes of approximately $8.7 million, a decrease in accounts payable of
approximately $22.9 million, and a decrease in advances from customers of approximately $8.1 million. This decrease was offset in part by a decrease in gain
on debt extinguishment of approximately $30.5 million, an increase of net income from continuing operations of approximately $5.6 million, an increase from
loss on disposal of biological assets of approximately $1.5 million, an increase in compensation expense for option awards of approximately $2.1 million,
increase in amounts due to related parties of approximately $8.9 million, and increase in deferred income of approximately $6.9 million.

Invegting activities
o FLVILICS

5

Net Cash Used in Investing Activities

Net cash used in investing activities increased approximately $16.2 million, from approxirnately $32.3 million in 2008 to approximately $48.4 million in 2009.
This increase was primarily attributable to an increase in purchase of property and equipment of approximately $45.1 million, and our purchase in 2009 of our
Longjiang Feihe dairy operations for approximately $4.4 million. This increase was offset in part by a decrease in purchase of biological assets of approximately
$5.9 million and proceeds from sale of a subsidiary of approximately $39.0 million. Net cash used in investing activities primarily relates to our bank and other
cash management vehicles and expenditures associated with our construction and acquisition of new facilities.
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Net Cash Provided by Financing Activities
Net cash provided by financing activities increased by approximately $65.0 million, from approximately $0.7 million in 2008 to approximately $65.7 million in
2009. The increase was primarily attributable to the proceeds of approximately $62.9 million from our common stock financing and increases in short term and

long term debts of approximately $53.8 million and approximately $14.8 million, respectively. The increase was offset in part by the repayment of short term
debt of approximately $69.5 million and the repayment of short term notes and loans payable of approximately $1.5 million.

Outstanding Indebtedness

7.75% Convertible Notes Due 2009 i

In October 2006, pursuant to a subscription agreement, we issued an aggregate principal amount of $18.2 million in.2009 Nofes, and warrants to purchase up to
an aggregate of approximately 251,000 shares of our common stock at a purchase price of $14.50 per share. In October 2009, all of the 2009 Notes had been
converted into 1,549,122 shares of stock at a conversion price of $14.50 per share. : :

1.00% Guaranteed Senior Secured Convertible Notes Due 2012

In June 2007, pursuant to a notes purchase agreement and related agreements, we issued an aggregate principal amount of $80.0 million in 2012 Notes.
Pursuant to a supplemental indenture entered into in November 2008, we repurchased all of the 2012 Notes for an aggregate amount of $92.0 million. Of this
amount, in 2009 we paid $80.5 million and recorded as other income a gain on waived interest of $550,000. Accordingly, we have repurchased all of the 2012
Notes. As part of the first repurchase payment, we also paid $407,000 in accrued and unpaid interest and accrued registration rights penalty to holders of the
2012 Notes. Costs of $124,000 associated with the 2012 Notes restructuring were capitalized as a deferred charge and are shown as another asset in the
consolidated balance sheets. These costs were amortized over the term of the restructured 2012 Notes. Amortization of $107,000 and $17,000 was charged to
expense during the years ended December 31, 2009 and 2008. :

Equipment Financing .

In October 2009, we entered into a loan agreement with a bank in the PRC for a principal amount of up to $9.2 million for the purpose of financing the purchase
of certain equipment. - As of Decémber 31, 2009, there was approximately $4.0 million in principal payable under this loan. The loan bears interest at the six-
month LIBOR rate plus 1.95%, with principal payable in 10 equal semi-annual instaliments and interest payable semi-annually. The loan agreement contains
certain customary events of default, including failure to pay any interest or principal on the loan, failure to comply with any provision under the agreement, the
occurrence of certain insolvency events, and other material adverse events. The loan agreement also contains a financial covenant requiring us to maintain a
debt to earnings ratio. At December 31, 2009, we were in technical default of the financial covenant. The bank did not provide notice of default, waived the
technical default at December 31, 2009, and agreed to revise the financial covenant to measure compliance on a 12-month rolling basis rather than quarter by
quarter. However, we may be unable to comply with the revised financial covenant in the future or to obtain a waiver from the bank. Our inability to comply

with the covenant in the future may impact our ability to draw against the facility, constitute an event of default under the loan agreement, impact our ability to
obtain additional debt, and have an adverse effect on our business and financial condition.

Other Factors Affecting our Liquidity and Capital Resources -

Expansion Strategy

We believe the market for dairy products in China is growing rapidly, including the market for high quality dairy products. Our growth strategy involves
capturing as much of this market as possible during this rapid growth phase. To implement this strategy we plan to expand our sales and marketing capabilities
by implementing new targeted strategies and promotions as well as strengthen and expand our distribution points. We will also invest in marketing which will
strengthen our premium quality brand awareness, and to strategically align sourcing, production and distribution by region. Our expansion strategy will require
the continued retention and investment of our earnings from operations and, we believe, additional funding from private debt and equity financing. In general,
the commitment of funds towards expansion tends to impair liquidity. However, we believe that because of the upward trend in our revenues in recent years,
even if this trend levels off, our income from continuing operations coupled with such additional financing should provide sufficient liquidity to meet our
overall needs. As of December 31, 2009, we had working capital of $12.9 million. We believe our cash and cash equivalents are adequate to satisfy our
working capital needs and sustain our ongoing operations for the next twelve months.
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Ausnutria Transaction

Moveup was initially formed in October 2007 to serve as an acquisition vehicle in connection with our proposed acquisition of 100% of the outstanding equity
interest in Ausnutria Dairy (Hunan). Company Ltd., or Ausnutria, a distributor of dairy products focused on the high-end segment of the dairy products market
in the PRC. In 2007, we entered into several agreements with Ausnutria in connection with this transaction, which did not close. In February 2008, we made a
deposit payment of approximately $1.4 million to Ausnutria Holding Co., Ltd., which indirectly owns Ausnutria, in connection - with our efforts to resolve the
incomplete transactions in 2007. The transaction did not close and we entered into renegotiations. In connection with this transaction, we recorded a total
deposit for investment of $31.5 million as of December 31, 2008, of which $1.9 million related to changes in exchange rates.

In December 2008, we and Ausnutria’s owners entered into a letter of intent to unwind the transactions. Accordingly, the priot transactions to acquire
Ausnutria were effectively cancelled and Moveup is-reflected in our financial statements as discontinued operations. In February 2009, we, through our
subsidiary Feihe Dairy, entered into an equity purchase agreement pursuant to which Feihe Dairy and the minority shareholder of Moveup, Liu Sheng-Hui, one
of our directors and Vice President of Finance of Feihe Dairy, each agreed to sell to Hunan Xindaxin Co., Ltd. 100% of their equity interests in Moveup for an
aggregate consideration of approximately $43.3 million. The purchase price was payable in two tranches. We received approximately $11.0 million from the
purchasers in 2008 and the second tranche of approximately $32.3 million was released from an escrow account to Feihe Dairy and Mr. Liu in 2009,

Longjiang Feihe Acquisition
In January 2009, our subsidiary Gannan Feihe entered into a letter of intent with Heilongjiang Xin Tian Dairy Co., Ltd., to acquire Longjlang Felhe for
approximately $4 4 million. We paid this amount in three tranches' during the year ended December 31,2009 and recelved the business license in May 2009.

In January 2009, Gannan Feihe entered into an agreement with the Government of Longjiang County, Heilongjiang Province, China, to provide subsidy support,
subject to certain provisions, to Gannan Feihe for its planned acquisition of Longjiang Feihe. Pursuant to the-agreement, we received approximately $4.4
million in subsidy support during the year ended December 31, 2009.

Investments in new subsidiaries

In October 2009, our subsidiary Aiyingquan was registered in Heilongjiang Province, China. As of December 31, 2009, we paid appr0x1mately $293,000 of the
total registered capital requirement of approximately $1.5 million, and we will hold a 100% equity interest in this subsidiary. The primary business of
Aiyingquan is to market and distribute water and cheese, specifically marketed for consumption by children.

In January 2010, our subsidiary Heilongjiang Trading was registered in Hellong]lang Province, China. As of December 31 2009, we paid approx1mate1y

$293,000 of the total registered capital requirement of approximately $1.5 million, and we will hold an 85% equity interest in this subsndlary The primary
business of Heilongjiang Trading is to sell milk and soybean related products.
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Common Stock Financing

In August 2009, we-entered into a subscription agreement pursuant to which we issued 2,100,000 shares of our common stock to the Purchasers for an aggregate
purchase price of $63.0 million, including $47.0 million in'cash and the conversion of a $16.0 million bridge loan we previously received from the Purchasers.
We used a portion of the proceeds from the transaction to repurchase our 2012 Notes: In connection with the subscription agreement, we entered into a
reglstratlon rights agreernent ‘pursuant to which we have registered the resale of the securities issued or issuable pursuant to the subscrlptlon agreement

In the subscnptlon agreement, we also agreed, until August 2012, not to issue new shares of our common stock at a price below $30.00- per share without the
prior written consent of a majorlty in interest of the Purchasers, subject to certain exceptions. We also granted each of the Purchasers a partlclpatron right to
purchase up to'such person’s pro rata share of any new securities we may, from time to time, propose to issue after the closing date, subject to certain
exceptions. Furthermore, if the average of closing prices of our common stock for the fifteen trading days commencing on the third anniversary of the closing
date is less than $39.00 per share, the Purchasers will have the rrght to cause us to repurchase all (but not less than all) of the securities acquired by the-
Purchasers in connection with the agreement. The repurchase price would be an amount equal to the issuance price plus a 5% annual compounded return,
subject to certain adjustments if there is a performance adjustment event. In addition, because we did not meet certain earnings per share targets for 2009, we
must issue 525,000 additional shares of our common stock to the Purchasers pursuant to the agreement, although we will have no earnings per share targets for
2010 to satisfy under the agreement.

Off Balance Sheet Arrangements
We have no off-balance sheet arrangements.
Critical Accounting Policies

The consolidated financial statements include the financial statements of us and our subsidiaries. All transactions and balances among us and our subsidiaries-
have been eliminated upon consolidation. Certain amounts included in or affecting our consolidated financial statements and related disclosures must be
estimated, requiring us to make certain assumptions with respect to values or conditions that cannot be known with certainty at the time the financial statements
are prepared. These estimates and assumptions affect the amounts we report for assets and liabilities, our disclosure of contingent assets and liabilities at the
date of our financial statements, and the reported amounts of revenues and expenses during the reported periods. We routinely evaluate these estimates, utilizing
historical experience, consulting with experts and utilizing other methods we consider reasonable in the particular circumstances. Nevertheless, actual results
may differ s1gmﬁcantly from our estimates. Any effects on our busmess, financial position or results of operations resultmg from revisions to these estlmates are
recorded in the period in which the facts that give rise to the revision become known.

Estimates of allowances for bad debts — We must periodically review our trade and other receivables to determine if all are collectible or whether an allowance
is required for possible uncollectible balances. When determining the allowances, a number of factors are considered, including the length of time the
receivable is past due, past loss history, the counter party’s current ability to pay and the general condition of the economy and industry. We perform this
review quarterly. Although our write-offs of bad debts have been minimal in recent years and we had no write-off in the year ended December 31, 2009, events
and circumstances could occur that would require that we increase our allowance in the future. :

Estimate of the useful lives of property and equipment and biological assets — We must estimate the useful lives and residual values of our property and
equipment and biological assets. We must also review property and equipment and biological assets for possible impairment whenever events and circumstances
indicate that the carrying value of those assets may not be recovered from the estimated future cash flows expected to result from their use and eventual
disposition. We recognized no impairments in the years ended December 31, 2009-and 2008. .
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Inventory — We value inventories at the lower of cost or market value. We determine the cost of inventories using the weighted average cost method and
include any related production overhead costs incurred in bringing the inventories to their present location and condition. We must determine whether we have
any excessive, slow moving, obsolete or impaired inventory. We perform this review quarterly, which requires management to estimate the future démand of
our products and market conditions. We make provisions on the value of inventories at period end equal to the difference between the cost and the estimated
market value. If actual market conditions change, additional provisions may be required. In addition, we may write off some provisions if we later sell some of
the subject inventory. As a result of these reviews, we reduced our estimated reserve for obsolescence by $57,355 and $168,151 for the years ended December
31, 2009 and- 2008, respectively. .

Goodwill — We must test goodwill annually for impairment or more frequently if events or changes in circumstances indicate that it might be impaired. We
perform impairment tests at the reporting unit level to identify potential goodwill impairment. We recognize a goodwill impairment loss in our statements of
operations and comprehensive income when the carrying amount of goodwill exceeds its implied fair value. We perform the impairment test at the end of
the fourth quarter each year. As a result of this impairment testing, we recognized an estimate of $929,526 and $nil in goodwill impairment expense for the
years ended December 31, 2009 and 2008, respectively. For additional details, see Note 17 to the audited financial statements contained elsewhere in this
report. ‘ : '

Revenue recognition — Revenue from the sale of goods is recognized on the transfer of risks and rewards of ownership, which generally coincides with the time
when the goods are shipped to customers and the title has passed. Revenue is shown net of sales returns, which amounted to less than 0.02% of total sales in
each of the years ended December 31, 2009 and 2008, and net of sales rebates, which is determined based on our distributors’ sales volumes.

New Accounting Pronouncements

In December 2007, the FASB issued authoritative guidance on noncontrolling interests in consolidated financial statements. The guidance established new
accounting and reporting standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. Specifically, the guidance requires
the recognition of a noncontrolling interest (minority interest) as equity in the consolidated financial statements that is presented separate from the parent’s
equity. The amount of net income attributable to the noncontrolling interest will be included in consolidated net income on the face of the income statement.
The guidance clarifies that changes in a parent’s ownership interest in a subsidiary that do not result in deconsolidation are equity transactions if the parent
retains its controlling financial interest. In addition, the guidance requires that a parent recognize a gain or loss in net income when a subsidiary is
deconsolidated. Such gain or loss will be measured using the fair value of the noncontrolling equity investment on the deconsolidation date. The guidance also
includes expanded disclosure requirements regarding the interests of the parent and its noncontrolling interest. The guidance is effective for fiscal years, and
interim periods within those fiscal years, beginning on or after December 15, 2008. The adoption of the guidance resulted in the reclassification of minority
interest into equity.

In December 2007, FASB issued authoritative guidance on accounting for business combinations, including the measurement.of acquirer shares issued in
consideration for a business combination, the recognition of contingent consideration, the accounting for pre-acquisition gain and loss contingencies, the
recognition of capitalized in-process research and development, the accounting for acquisition-related restructuring cost accruals, the treatment of acquisition
related transaction costs and the recognition of changes in the acquirer’s income tax valuation allowance. The requirements are effective for fiscal years
beginning after December 15, 2008. The adoption of these requirements did not have a material impact on our financial statements.
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In February.2008, the FASB issued a deferral for the fair value requirements for non-financial assets and liabilities not required to be statedat fair value on-a
recurring basis (at least annually) until fiscal years beginning after November 15,-2008. This.deferral primarily impaets assets such as property, plant and
equipment, intangible assets and goodwill upon non-recurring events such-as business combinations, asset impairments and goodwill impairment, among others.
The adoption of the deferral did not have a material impact on our financial statements. Lo : : : :

In March 2008, the FASB issued new disclosure requirements for an entity’s derivative and hedging activities. These disclosure requirements are-effective for
periods beginning after November 15, 2008 and the adoption of the disclosure requirements did not have a material impact on our financial statements.

In May 2008, the FASB issued guidance that requires an issuer of certain convertible debt instruments that may be settled in cash, or other assets, on conversion
to separately account for the debt and equity components in a manner that reflects the issuer’s non-convertible debt borrowing rate. We adopted this guidance in
the first quarter of 2009 on a retrospective basis. The adoption of this guidance did not have a material impact on our financial statements. :

In June 2008, the FASB issued guidance which requires entities to apply the two-class method of computing basic and diluted earnings per share for
participating securities that include awards that accrue cash dividends (whether paid or unpaid) any time common shareholders receive dividends and those
dividends will not be returned to the entity if the employee forfeits the award. The guidance is effective for fiscal years beginning after December 15, 2008, and

the interim periods within those years. Retroactive disclosure is required. The adoption of this guidance did not have a material impact on our financial
statements.

In June 2008', the FASB ratified certain authoritative guidance regarding determining whether:an instrument (or embedded featuré) is indexed to an entity’s own

stock. This guidance is effective for years beginning after December 15, 2008 and the adoption of the guidance did not have a material impact on our financial
statements. - . .

In July 2008, the FASB issued new guidance regarding fair value measurements. This new guidance defines fair value, establishes a framework for measuring
fair value in generally accepted accounting principles and expands disclosures about fair value measurements. The new guidance was effective for us beginning
July 1, 2008, for certain financial assets and liabilities. The new guidance was effective for non-financial assets and liabilities recognized or disclosed at fair
value on-a non-recurring basis beginning July 1, 2009. The adoption of this guidance did not have a material impact on our financial statements.

In April 2009, the FASB issued additional guidance on estimating fair value when the volume and level of transaction activity for an asset or liability have
significantly decreased in relation to normal market activity for the asset or liability, or on circumstances that may indicate that a transaction is not orderly. This
guidance also addresses when the use of multiple, or different, valuation techniques may be warranted and consideratjons for determining the weight that should
be applied to the various techniques. The guidance is effective for the interim and annual reporting periods ending after June 15, 2009, and must be applied
prospectively. The adoption of this guidance did not have a material impact on our financial statements.

In May 2009, the FASB issued authoritative accounting guidance on subsequent events, a topic that was préviously only addressed by auditing literature. The
guidance clarified that subsequent events are either recognized or non-recognized and modified the definition of subsequent events to refer to events or
transactions that occur after the balance sheet date but before the financial statements are issued.

In June 2009, the FASB amended the accounting and disclosure requirements for transfers of financial assets. This amendment requires greater transparency and
additional disclosures for transfers of financial assets and the entity’s continuing involvement with them, and it changes the requirements for derecognizing
financial assets. In addition, this amendment eliminates the concept of a qualifying special-purpose entity, or QSPE. This amendment is effective for financial
statements issued for fiscal years beginning after November 15, 2009. This amendment is not expected to have a material impact on our financial statements.
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In June 2009, the FASB amended the accounting and disclosure requirements for the consolidation of variable interest entities, or VIEs. The elimination of the
concept of a QSPE, as discussed above, removes a prior exception to consolidation. This amendment requires an enterprise to perform a qualitative analysis
when determining whether or not it must consolidate a VIE. The amendiment also requires an enterprise to continuously reassess whether it must consolidate a
VIE. Additionally, the amendment requires enhanced disclosures about an enterprise’s involvement with VIEs and any significant change in risk exposure due
to that involvement, as well as how its involvement with VIEs impacts the enterprise’s financial statements. Finally, an enterprise will be required to disclose
significant judgments and assumptions used to determine whether or not to consolidate a VIE. This amendment is effective for financial statements issued for
fiscal years beginning after November 15, 2009. This amendment is not expected to have a material impact on our financial statements.

In July 2009, the FASB adopted the FASB Accounting Standards CodificationTM, ot the Codification, as the single source of authoritative nongovernmental
U.S. GAAP. The Codification is effective for interim and annual periods ending after September 15, 2009. All existing accounting standards documents, with a
few grandfathered exceptioris, are superseded. All other accounting literature not included in the Codification is nonauthoritative. The Codification did not
have an impact on our financial statements.

In August 2009, the FASB issued guidance regarding accounting for redeemable equity instruments that was effective upon issuance. The guidance updates
prior guidance regarding how to distinguish liabilities from equity, in accordance with guidance from the Emerging Issues Task Force on classification and
measurement of redeemable securities. The adoption of this guidance did not have a material impact on our financial statements. ‘

In August 2009, the FASB issued guidance regarding the fair value measurement of liabilities. The update was effective for the first reporting period (including
interim periods) beginning after August 28, 2009. The adoption of this update did not have a material impact on our financial statements.

In September 2009, the FASB issued guidance to provide technical corrections regarding the computation of earnings per share for a period that includes a
redemption or an induced conversion of a portion of a class of preferred stock and the effect of the calculation of earnings per share for the redemption or
induced conversion of preferred stock. The guidance was effective upon issuance and adoption of it did not have material impact on our fihancial statements.

In February, 2010, the FASB amended and clarified certain recognition and disclosure requirements for public and certain other entities. Under these
amendments, certain entities are required to evaluate subsequent events through the date that the financial statements are issued. Further, an entity that is an SEC
filer is not required to disclose the date through which subsequent events have been evaluated. This amendment is effective for financial statements issued for
interim or annual periods ending after June 15, 2010. This amendment is not expected to have a material impact on our financial statements.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

all of our operations in the PRC, and the Renminbi is the national currency in which our operations are conducted. We have not utilized any

A u
derivative financial instruments or any other financial instruments, nor do we utilize any derivative commodity instruments in our operations, nor any similar
market sensitive instruments. " i : )

The exchange rate between the Renminbi and the U.S. dollar is subject to the PRC govetnment’s foreign currency conversion policies, which may change at any

time. The exchange rate at December 31, 2008 was approximately 6.8 Renminbi to 1 U.S. dollar. The exchange rate at December 31, 2009 was approximately
6.83 Renminbi to 1 U.S. dollar. The exchange rate is currently permitted to float within a very limited range.

36




Item 8. Financial Statements and Supplementary Data
Financial Statements

|
IPlease see the accompanying audited consolidated financial statements attached hereto beginning on page F-1.
|

{ item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

On December 7, 2007, we dismissed MHM as our independent auditor following notification of an informal SEC investigation related to individuals and entities
that provided accounting or certain advisory services to us, including MHM and Henny Wee & Co. The report of MHM on our financial statements for the two
most recent fiscal years did not contain an adverse opinion or disclaimer of opinion, nor was it qualified or modified as to uncertainty, audit scope or accounting
principles. The decision to dismiss MHM was approved by our Audit Committee. During our two most recent fiscal years and the subsequent interim period
through the date of dismissal, there were no reportable events as the term is described in Item 304(a)(1)(iv) or (v) of Regulation S-K. Effective January 25,
2008, we engaged Grant Thornton, the Hong Kong member firm of Grant Thornton International Ltd., as our new independent registered public accountants.

Item 9A. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

Our disclosure controls and procedures are designed to ensure that information required to be disclosed in reports filed or submitted under the Exchange Act is
recorded, processed, summarized, and reported within the time periods specified in SEC rules and forms and that such information is accumulated and
communicated to management, including our Chief Executive Officer and Chief Financial Officer, to allow timely decisions regarding required disclosures.

Management has evaluated the effectiveness of our disclosure controls and procedures for the year ended December 31, 2009, under the supervision and with
the participation of our Chief Executive Officer and Chief Financial Officer, and identified a material weakness in our internal control over financial reporting
which we view as an integral part of our disclosure controls and procedures. Consequently, our Chief Executive Officer and Chief Financial Officer have
concluded that our disclosure controls and procedures were not effective at December 31, 2009. This weakness is discussed below under “— Management's
Report on Internal Control Over Financial Reporting.”

Because of this weakness and our historical weaknesses and deficiencies, management took additional steps to ensure the reliability of our financial -
reporting. These steps included additional internal review, additional Audit Committee review, efforts to remediate historical material weaknesses-and
significant deficiencies in internal control over financial reporting, and the performance of additional procedures by management with respect to the financial
statements contained in this report.

Management’s Report on Internal Control Over Financial Reporting

Management, under the supervision of our Chief Executive Officer and Chief Financial Officer, is responsible for establishing and maintaining adequate
internal control over financial reporting. Our internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles in
the United States, or GAAP. Internal control over financial reporting includes those policies and procedures that (a) pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of assets, (b) provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with GAAP, (c) provide reasonable assurance that receipts and expenditures are being
made only in accordance with appropriate authorization of management and the board of directors, and (d) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use or disposition of assets that could have a material effect on the financial statements.
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Management conducted an assessment on the effectiveness of our internal control over financial reporting based on criteria established in Internal Control ~
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission, or COSO, for the year ended December 31, 2009,
under the supervision and with the participation of our Chief Executive Officer and Chief Financial Officer and concluded that these controls were not effective |
at December 31, 2009. As a result of that assessment, we identified that we did not effectively and timely assess the accounting treatment for certain routine

and non-routine transactions, including sales, purchases, government subsidy income, and operating expenses, which we consider to constitute a material
weakness in our internal control over financial reporting.

A control system, no matter how well conceived and operated, can provide only reasonable, not absolute, assurance that the objectives of the control system are
met. Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control issues and instances of
fraud, if any, have been detected.

Our internal control over financial reporting as of December 31, 2009 has been audited by Grant Thornton, the Hong Kong member firm of Grant Thornton
International Ltd., an independent registered public accounting firm, as stated in their report which is included herein.

Remediation Plan

We are devoting significant resources to remediating the material weakness identified above and to improving our internal controls, including hiring additional
accounting, internal audit and finance staff, engaging consultants to assist with these functions, upgrading our systems, and implementing additional financial
and management controls, reporting systems and procedures. Since the year ended December 31, 2007, we have spent an aggregate of approximately $1 million
to date on improving our controls. However, we do not expect that our plan will fully remediate the material weakness identified above until at least June 30,
2010, and it may not ensure the adequacy of our internal controls over our financial reporting and processes in the future.

If we experience additional material weaknesses and significant deficiencies in our internal controls over financial reporting in the future, investors may lose
confidence in our reported financial information, which could lead to a decline in our stock price, limit our ability to access the capital markets in the future, and
require us to incur additional costs to further improve our internal control systems and procedures.

Changes in Internal Controls

Since the year ended December 31, 2007, we have been implementing the remedial measures described above, including hiring additional accounting, internal
audit and finance staff, engaging consultants to assist with these functions; training our staff, upgrading our systems, and implementing more rigorous and
additional financial and management controls, reporting systems, policies and procedures and increasing our corporate audit focus on key accounting controls
and processes, including documentation requirements. We expect to continue to implement additional financial and management controls, reporting systems
and procedures.
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‘em 9B. Other Information

lot applicable.
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PART III
Item 10. Directors, Executive Officers and Corporate Governance
The information required by this item regarding our directors, director nominees, and committees of the board of directors is incorporated by reference to our
definitive Proxy Statement for our 2010 Annual Meeting of Shareholders to be filed with the SEC not later than 120 days after the end of our fiscal year ended
December 31, 2009, or the 2010 Proxy Statement, under the heading “Election of Directors™ and “Corporate Governance.” Information regarding Section 16(a)
beneficial ownership reporting compliance is incorporated by reference to our 2010 Proxy Statement under the heading “Section 16(a) Beneficial Ownership
Reporting Compliance.” Information regarding our executive officers is incorporated by reference to our 2010 Proxy Statement under the heading
“Management—Executive Officers.”
Code of Ethics
We have adopted a Code of Ethics that applies to all of our officers, directors and employees. The most recent version is available on the Investor Relations
section of our website at www.americandairyinc.com. The information contained on our website is not incorporated by reference into this Annual Report on
Form 10-K. If we make any substantive amendments to the code or grant any waiver from a provision of the code to any executive officer or director, we will
promptly disclose the nature of the amendment or waiver on our website, as well as via any other means required by applicable law.
Item 11. Executive Compensation
The information required by this item is incorporated by reference to the 2010 Proxy Statement under the heading “Executive Compensation.”

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Shareholder Matters

The information required by this item is incorporated by reference to the 2010 Proxy Statement under the headings “Security Ownership of Certain Beneficial
Owners and Management” and “Equity Compensation Plan Information.”

Item 13. Certain Relationships and Related Transactions, and Director Independence

The information required by this item is incorporated by reference to the 2010 Proxy Statement under the captions “Certain Relationships and Related
Transactions” and “Corporate Governance.”

Item 14. Principal Accountant Fees and Services

The information required by this item is incorporated by reference to the 2010 Proxy Statement under the caption “Ratification of Appointment of Independent
Registered Public Accounting Firm.”
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PART IV
. Item 15. Exhibits and Financial Statement Schedules

Financial Statements
. The financial statements requlred by this item are mcluded herein:

Exhibits
The following exhibits are filed as a part of this Annual Report.

Incorporated by Reference

Filed Exhibit
Exhibit No. Exhibit Title -Herewith " Form No. File No. Filing Date
2 . Stock Exchange Agreement, dated as of January 15, 2003, by and among 8K 21 000-27351 1/21/03

the registrant, the registrant’s shareholders and Lazarus Industries, Inc.
2.1 Amendment to Stock Exchange Agreement, dated as of March' 5, 2003,

by and among the registrant, the registrant’s shareholders and Lazarus 8-K/A 22 000-27351 3/5/03
Industries, Inc

- 3.1 Articles of Incorporation ) : 10-SB -1 000-27351 9/16/99

32 Amendment to Articles of Incorporation 10-KSB/A 32 000-27351 5/25/04
33 Bylaws o 10-SB 2 000-27351 9/16/99
4.1 Specimen certificate evidencing shares of common stock S-1/A 4.1 333-158777 5/28/09
42 Form of 7.75% Convertible Note 8-K/A 4.1 001-32473 10/6/06
43 Form of Common Stock Purchase Warrant 8-K/A 4.2 001i32473 10/6/06
10.1 Joint Venture Agreement to organize Beijing Feihe 10-QSB 10.1 000-27351 5/17/04
10.2 . 2003 Stock Iﬁcentive Plan ) - S-8 i() 333-123932 4/7/05

10.3 Asset Purchase Agreement, dated as of May 20, 2005, by and between

the registrant and Nutricia Nutritionals Col, Ltd. 8K 10.1 001-32473 5/26/05
10.4 Form of Subscription Agreement, dated as of October 3, 2006, by and

between the registrant and investors listed therein 8-K/A 10.1 333-128075 10/6/06
10.5 Form of Registration Rights Agreement, dated as of October 3, 2006, by : A

and between the registrant and investors listed therein §-K/A 10.2. 333-128075 10/6/06
10.6 Share Transference Agreement, dated as of July 1, 2006, by and between

the registrant and Shanxi Li Santai Science and Technology Co., Ltd. S-1/A 10.16 . 333-128075 417107
10.7 Amended and Restated Notes Purchase Agreement, dated as of June 1,

2007, by and among the registrant, Leng You-Bin, Liu Hua and Citadel ] 8-K 10.1 001-32473 6/4/07

Equity Fund : -
10.8 Indenture, dated as of June 1, 2007, by and between the registrant and '

The Bank of New York. v 8-K 10.2 001-32473 6/4/07

41




Incorporated by Reference

Filed Exhibit
Exhibit No. Exhibit Title Herewith Form No. File No. Filing Date
10.9 Form of Note (attached as exhibit to the Indenture filed as Exhibit 10.19) 8-K 10.2 001-32473 6/4/07
10.10 Registration Rights Agreement 8-K 10.3 001-32473 6/4/07
10.11 Investor Rights Agreement 8-K 104 001-32473 6/4/07
- 10.12 Share Pledge Agreement 8-K 10.5 ~ 001-32473 6/4/07
10.13 Indenture, dated as of June 27, 2007, by and among the registrant, the
holders listed therein and The Bank of New York S-/A 1025 333-128075 BI2si0T
10.14 Form of 1% Guaranteed Senior Secured Convertible Note (attached as an
exhibit to the Indenture filed as exhibit 10.25) S-Ua 1025 333128075 6028/07
10.15 Form of Accession Letter S-1/A 10.26 333-128075 6/28/07
10.16 Form of Non-Competition Agreement, by and between the registrant and
each of Mr. Leng You-Bin and Roger Liu ' S-1/A 10.27 333-128075 6/28/07
10.17 Joinder Agreement S-1/A 10.28 333-128075 6/28/07
10.18 Loam Agreement, dated as of June 27, 2007, by and between the 10-Q/A 10.1 001-32473 8/22/07
registrant and Moveup
10.19 Equity Purchase Agreement, dated as of August 2, 2007, by and among
Moveup, Hunan Mulin Modern Food Company, Ltd., Australia Ausnutria 10-Q/A 10.2 001-32473 8/22/07
Dairy Pty., Chen Yuanrong and Ausnutria
10.20 Share Subscription Agreement., dated as of August 12, 2007, by and 10-Q/A 10.3 001-32473 8/22/07
between Moveup and Ausnutria
10.21 Share Sl}bscriptlon Agreement, by and between the registrant and 10-Q/A 10.4 001-32473 8/22/07
Ausnutria
10.22 Equity Purchase Agreement, dated as of October 25, 2007, by and among
Moveup, Hunan Mulin Modern Food Company, Ltd Chen Yuanrong and 8-K 10.1 001-32473 10/31/07
Ausnutria
10.23 Employment Agreement, dated as of April 15, 2008 by and between the 8K 101 001-32473 4/18/08
registrant and Jonathan H. Chou .
10.24 Supplemental Indenture, dated as of November 12, 2008, by and between
the registrant and The Bank of New York Mellon, as Trustee, as amended 8-K/A - 10.1 001-32473 11/21/08
10.25 Agreement Regarding 2009 Notes, dated as of November 12, 2008, by
and among the registrant, Leng You-Bin and the investors named therein 8-K/A 10.2 001-32473 11/21/08
10.26 Share Pledge Agreement, dated as of November 12, 2008, by and among
the registrant, Leng You-Bin and The Bank of New York, Mellon, as 8-K/A 10.3 001-32473 11/21/08
collateral agent
10.27 First Amendment to Registration Rights Agreement, dated as of '
November 12, 2008, by and between the registrant and the investors 8-K/A 104 001-32473 11/21/08
named therein.
10.28 Waiver Letter to Registration Rights Agreement, dated as of November .
12, 2008, by and between the registrant and the investors named therein §K/A 10.5 001-32473 11/21/08
10.29 g(c))(r)r;l of Amended and Restated 7.75% Convertible Note due October 2, 8-K/A 10.6 001-32473 11/21/08
10.30 Form of Amended and Restated Common Stock Purchase Warrant 8-K/A 10.7 001-32473 11/21/08
1031 Form of 2009 Stock Incentive Plan and related agreements 8-K/A 10.1 001-32473 5/14/09
10.32 Subscription Agreement, dated as of August 12, 2009, by and among 8-K 10.1 001-32473 8/12/09

Anmerican Dairy, Inc. and the Purchasers

42




Incorporated by Reference

|
|
|

j Filed Exhibit
!Exhibit No. - Exhibit Title - ) Herewith Form No. File No: Filing Date

10.33 Registration Rights Agreement, dated as of August 26, 2009, by and 8-K 10.1 001-32473 8/26/09
among American Dairy, Inc. and the Purchasers

14.1 Code of Business Conduct and Ethics 10-KSB 14 000-27351 3/31/05

142 Amended and Restated Code of Business Conduct and Ethics 8-K 14 001-32473 5/12/08
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of 2002
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SIGNATURES

In accordance with Section: 13 or 15(d) of the Exchange Act, the registrant caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized: ‘ :

March 16, 2010 AMERICAN DAIRY, INC.
By: /s/ Leng You-Bin

Leng You-Bin, Chief Executive ..
Officer and President (Principal Executive Officer®

By: /s/ Jonathan H. Chou
Jonathan H. Chou, Chief Financial Officer
(Principal Accounting and Financial Officer)

POWER OF ATTORNEY

KNOW BY ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes and appoints Leng You-Bin as his or her true and
lawful attorney-in-fact and agent, with full power of substitution and resubstitution, for him or her and in his or her name, place and stead, in any and all
capacities, to sign any and all Amendments hereto, and to file the same, with all exhibits thereto, and other documents in connection therewith, with the
Securities and Exchange Commission, granting unto said attorney-in-fact and agent full power and authority to do and perform each and every act and thing
requisite and necessary to be done in and about the premises, as fully to all intents and purposes as he or she might or could do-in person, hereby ratifying and
confirming all that said attorney-in-fact and agent, or his substitute or substitutes, may lawfully do or cause to be done by virtue thereof.

In accordance with the Exchange Act, this report has been signed below by the following persons on behalf of the registrant and in the capacities and on the
dates indicated. ‘

/s/ Leng You-Bin March 16, 2010
Leng You-Bin, Director, Chief Executive '
Officer and President (Principal Executive Officer)

/s/ Liu Hua March 16, 2010
Liu Hua, Director, Vice Chairman, Secretary and B '

Treasurer

/s/ Liu Sheng-Hui March 16, 2010

Liu Sheng-Hui, Director

/s/ Hui-Lan Lee B ’ ) i March 16,2010
Hui-Lan Lee, Director

/s/ Kirk Downing _ ‘ March 16, 2010
Kirk Downing, Director

/s/ James Lewis March 16, 2010
James Lewis, Director

/s/ Neil Shen March 16, 2010
Neil Shen, Director
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and
Shareholders of American Dairy, Inc.

We have audited the accompanying consolidated balance sheets of American Dairy, Inc. (a Utah Corporation) and subsidiaries (the “Company”) as-of
December 31, 2009 and December 31, 2008 and the related consolidated statements of operations and comprehensive income, changes in shareholders' equity,
and cash flows for each of the years in the two year period ended December 31, 2009. These financial statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial statements based on our audits. .

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion. :

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of the Company as of
December 31, 2009 and December 31, 2008 and the results of their operations and their cash flows for each of the years in the two year period ended December
31,2009 in conformity with accounting principles generally accepted in the United States of America. : i

As discussed in Note 3 to the Notes to the Consolidated Financial Statements, the Company adopted new accounting guidance for business acquisitions,
effective January 1, 2009. ‘

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), American Dairy, Inc. and
subsidiaries’ internal control over financial reporting as of December 31, 2009, based on criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission (COSO) and our report dated March 16, 2010 expressed an adverse opinion.

/s/ GRANT THORNTON

Hong Kong
March 16, 2010




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and
Shareholders of American Dairy, Inc.

We have audited American Dairy, Inc. (a Utah Corporation) and subsidiaries’ (the “Company”) internal control over financial reporting as of December 31,
2009, based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO). The Company’s management is responsible for maintaining effective internal control over financial reporting and for its assessment of
the effectiveness of internal control over financial reporting, included in the accompanying Management’s Report on Internal Control over Financial Reporting.
Our responsibility is to express an opinion on the Company’s intetnal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing
and evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

A material weakness is a deficiency, or combination of control deficiencies, in internal control over financial reporting, such that there is a reasonable
possibility that a material misstatement of the company’s annual or interim financial statements will not be prevented or detected on a timely basis. If one or
more material weaknesses exist, a company’s internal control over financial reporting cannot be considered effective. The following material weakness has
been identified and included in management’s assessment: Accounting treatment for routine and non-routine transactions — The Company did not effectively
and timely assess the accounting treatment for transactions, including sales, purchases, government subsidy income, and operating expenses.

In our opinion, because of the effect of the material weakness described above on the achievement of the objectives of the control criteria, American Dairy, Inc.
and subsidiaries has not maintained an effective internal control over financial reporting as of December 31, 2009, based on criteria established in Internal
Control—Integrated Framework issued by COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the consolidated balance sheets of
American Dairy, Inc. and subsidiaries as of December 31, 2009 and 2008, and the related consolidated statements of operations, stockholders’ equity and
comprehensive loss, and cash flows for each of the two years in the period ended December 31, 2009. The material weakness identified above was considered
in determining the nature, timing, and extent of audit tests applied in our audit of the 2009 financial statements, and this report does not affect our report dated
March 16, 2010, which expressed an unqualified opinion on those financial statements.

'/s/ GRANT THORNTON

Hong Kong
March 16, 2010




AMERICAN DAIRY, INC.
CONSOLIDATED BALANCE SHEETS

December 31, December 31,
Note 2009 : 2008
US$ US$
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The accompanying notes are an integral part of these financial statements.
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AMERICAN DAIRY, INC. R
CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME
: For the years ended Deceﬁber 31,
Note . 22009 2008

Sales and marketu}g

éxxﬁmag”

Wi
R %ﬁ%ﬁ 2

21 177




o
20,180,598 17,636,862 -

The accompanying notes are an integral part of these financial statements.
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AMERICAN DAIRY, INC
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY

. Common Stock Accumulated
(US$0.001 par value) Additional Common Other
Number of Par Paid-in Stock Statutory  Comprehensive  Retained Noncontrolling Total
Shares Value Capital Warrants Reserves Income Earnings Interest Equity
US$ US$ US$ US$ US$ US$ US$ US$
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notes
conversion

Ba?anc: as o
December 31,
2008
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L 0

i
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o

463,1

16,

translation
adjustments 446,554 44? 554

Bala;ice as of
December 31,
2009 19,607,376 19,607 54,482,098 1,774,151 6,861,224 25,651,571 73,672,879 345,451 162,806,981

The accompanying notes are an integral part of these financial statements.
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AMERICAN DAIRY, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the years ended December 31,
2009 2008
US$ US$
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6,715,872

12,265,458

)

Conversion of bridge loan to redeemable common stock

The accompanying notes are an integral part of these financial statements.
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AMERICAN DAIRY, INC
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS,

1. ORGANIZATION AND NATURE OF OPERATION

The accompanying consolidated financial statements include the financial statements of American Dairy, Inc (the “Company” or “American Dairy”) and its
subsidiaries. The Company and its subsidiaries are collectively referred to as the “Group.” . : :

The Company was incorporated in the State of Utah on December 31, 1985, originally under the corporate name of Gaslight Inc. It was inactive until March 30,
1988 when it changed its corporate name to Lazarus Industries, Inc. and engaged in the business of manufacturing and marketing medical devices. This line of
business was discontinued in 1991, and it became a non-operating public company shell.

Effective May 7, 2003, the Company acquired 100% of the issued and outstanding capital stock of American Flying Crane Corporation (“AFC”), a Delaware
corporation. In connection with that acquisition, the Company changed its name to American Dairy, Inc.

AFC was incorporated in Delaware, with 50,000,000 shares of authorized common stock at a par value of $0.001 per share. AFC owns 100% of the registered
capital of Heilongjiang Feihe Dairy Co., Limited (“Feihe Dairy”). Feihe Dairy in turn owns 99% of the registered capital of Baiquan Feihe Dairy Co. Limited
(“Baiquan Dairy™), 95% of Beijing Feihe Biotechnology Scientific and Commercial Co., Limited (“Beijing Feihe) and 99% of Qigihaer Feihe Soybean Co.,
Limited (“Feihe Soybean”), 97% of Heilongjiang Feihe Kedong Feedlots Co., Limited (“Kedong Feedlots™), 95% of Heilongjiang Feihe Gannan Feedlots.Co.,
Limited (“Gannan Feedlots™), 100% of Heilongjiang Aiyingquan International Trading Co., Limited (“Aiyingquan™) which was established in 2009, and 85% of
the registered capital of Heilongjiang Flying Crane Trading Co., Limited (“Feihe Trading”), which was established in January 2010. ’ :

From 2006 onwards, the Company also own 100% of the registered capital of Shanxi Feihesantai Biotechnology Scientific and Commercial Co., Limited
(“Shanxi”), Langfang Flying Crane Dairy Products Co., Limited (“Langfang Feihe”) and Gannan Flying Crane Dairy Products Co., Limited (“Gannan”).

‘The core activities of subsidiaries included in the consolidated financial statements are as follow:

. American Flying Créne C’orporation — Investment holding |

. Langfang Flying Crane Dairy Products Co., Limited — Packaging and distribution of the Company’s products

. Gannan Flying Crane Dairy Products Co., Limited — Manufacturing of the Compaﬁy’s dairy products

. Heilongjiang Feihe Dairy Co., Limited — Manufacturing and distribution of the Company’s dairy products

. Baiquan Feihe Dairy Co., Limited — Manufacturing of the Company’s dairy products

. Beijing Feihe Biotechnology Scientific and Commercial Co.,' Limited — Marketing and distribution of the Company’s products

. Shanxi Feihesantai Biotechnology Scientific and Commercial Co., Limited — Manufacturiﬁg and distribution of walnut products
.. Heilongjiang Feihe Kedong Feedlots Co., Limited — Breeding and rearing of dairy cows, and distribution of fresh milk

° Heilongj iang Feihe Gannan Feedlots Co., Limited — Breeding and rearing of dairy cows, and di§tribution of fresh milk

. Qigihaer Feihe Soybean Co., Limited — Manufacturing and distribution of soybean products

. Heilongjiang Aiyingquan International Trading Co., Limited-Marketing and distribution of water and cheese, specifically marketed for consumption by
children




Apart from AFC, the sﬁbsidiaries’ principal country of operations is the People’s Republic of China (the “PRC”).
2. PRINCIPAL ACCOUNTING POLICIES
Basis of presentation

The accompanying consolidated financial statements have been prepared in accordahce with.generally accepted accounting prinéiples in the United States of
America (“US GAAP”).

Principles of consolidation
The consolidated financial statements include the financial statements of the Company and its subsidiaries.

Subsidiaries are all entities over which the Group has the power to govern the financial and operating policies generally accompanying a shareholding of more
than one half of the voting rights. The existence and effect of potential voting rights that are currently exercisable or convertible are considered when assessing
whether the Group controls another entity. Subsidiaries are fully consolidated from the date on which control is transferred to the Group. They are de-
consolidated from the date that control ceases. : : :

Inter-conipany transactions, balances and unrealized gains on transactions between Group companies are eliminated. Unrealized 1osses are also eliminated.
Acquisitions

The purchase method of accounting is used to account for the acquisition of subsidiaries by the Group. The cost of an acquisition is measured-as the fair value
of the assets given, equity instruments.issued and liabilities.incurred or assumed at the date of exchange, plus costs directly attributable to the acquisition.
Identifiable assets acquired and liabilities and contingent liabilities assumed in a business combination are measured initially at their fair values at the
acquisition date, irrespective of the extent of any minority interest. The excess of the cost of acquisition over the fair value of the Group’s share of the
identifiable net assets acquired is recorded as goodwill. If the cost of acquisition is less than the fair value of the net assets of the subsidiary acquired, the
difference is allocated as a pro rata reduction of the amounts of the acquired assets, except for financial assets and current assets. The residual amount, if any, is
recognized directly in the consolidated statements of operations and comprehensive income.

Acquisition of companies under common control is recorded at the book value of the acquired companies.
Foreign currency translation

The Group’s principal country of operations is the PRC. The financial position and results of operations of the subsidiaries are détermined using the local
currency (“Renminbi” or “RMB”) as the functional currency.

Translation of amounts from RMB into United States dollars (“US$” or “$”) for reporting purposes is performed by translating the results of operations
denominated in foreign currency at the weighted average rate of exchange during the reporting period. Assets and liabilities denominated in foreign currencies
at the balance sheet date are translated at the market rate of exchange in effect at that date. The registered equity capital denominated in the functional currency
is translated at the historical rate of exchange at the time of capital contribution. All translation adjustments resulting from the translation of the financial
statements into USS are reported as a component of accumulated other comprehensive income in shareholders’ equity.

F-12.




As of December 31, 2009 and 2008 the year end exchange rates applied for balances were RMB6.83 and RMB 6.85 per USS$, respectively, and the average
exchange rates applied for transactions were RMB 6.84 and RMB6.96 per US$, respectively.

Cash and cash equivalents

Cash and cash equivalents represent cash on hand, demand deposits and highly liquid investments placed with banks or other financial institutions, which have
original maturities less than three months. The carrying amounts reported approximate their fair value.

Investments

Investment in securities classified as available-for-sale are carried at fair market value, with the unrealized gains and losses, net of tax, included in the
determination of comprehensive income and reported in shareholders’ equity.

The fair value of substantially all securities is determined by quoted market prices. The estimated fair value of securities for which there are no quoted market
prices is based on similar types of securities that are traded in the market.

Investment at cost represents an investment in a non-marketable equity interest. Fair value is not estimated unless impairment is indicated. The Group has
concluded that there are no impaired investments as of December 31, 2009 and 2008.

Trade receivables, net, and notes and loans receivable, net

The Group’s trade receivables are due from trade customers. Credit is extended based on evaluation of customers’ financial condition. Trade receivable payment
terms vary and amounts due from customers are stated in the financial statements net of an allowance for doubtful accounts. Receivables outstanding longer
than the payment terms are considered past due. The Group determines its allowance by considering a number of factors, including the length of time the
receivable is past due, the Group’s previous loss history, the counter party’s current ability to pay its obligation to.the Group, and the condition of the general
economy and the industry as a whole. The Group writes off receivables when they are deemed uncollectible, and payments subsequently received on such
eceivables are credited to the allowance for doubtful accounts.

Notes receivable consists of one promissory note and notes due from banks in the PRC. Notes receivable are reviewed periodically as to whether their carrying
value has become impaired. The Group considers the assets to be impaired if the collectability of the balances become doubtful. Interest is not accrued on notes
ceceivable where the collectability of the balances are doubtful.

Interest income from notes receivable where the collectability of the balances are not doubtful and loans receivable is recognized when earned, taking into
account the principal amounts outstanding and the interest rates applicable.

Inventories, net

Inventories are comprised of raw materials, work-in-progress and finished goods and are valued at the lower of cost or market value. The value of inventories is
determined using the weighted average cost method and includes any related production overhead costs incurred in bringing the inventories to their present
location and condition. Overhead costs included in finished goods include, direct labor cost and other costs directly applicable to the manufacturing process.

The Group estimates an inventory allowance for excessive, slow moving and obsolete inventories as well as inventory whose carrying value is in excess of net
realizable value. Inventory amounts are reported net of such allowances.

‘
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Construction in progress

All facilities purchased for installation, self-made or subcontracted are accounted for as construction in progress. Construction in progress is recorded at
acquisition cost, including cost of facilities, installation expenses and interest. Upon completion and readiness for use of the project, the cost of construction in
progress is transferred to property and equipment.

Interest costs associated with construction in progress are capitalized in the period they are incurred. Interest is no longer capitalized when the asset is
completed and ready for use.

Property and equipment, net
Property and equipment are recorded at cost. Expenditures for major additions and improvements are capitalized and minor replacements, maintenance, and

repairs are charged to expense as incurred. When property and equipment are retired or otherwise disposed of, the cost and accumulated depreciation are
removed from the accounts and any resulting gain or loss is included in the results of operations for the respective period. C

Depreciation is provided over the estimated useful lives of the related assets using the straight-line method. The estimated useful lives for significant property,
plant and equipment categories are as follows:

Motor vehicles o 7 ' 5-8 years

The Group reviews the carrying value of property, plant, and equipment for impairment whenever events and circumstances indicate that the carrying value of
an asset may not be recoverable from the estimated future cash flows expected to result from its use and eventual disposition. In cases where undiscounted
expected future cash flows are less than the carrying value, an impairment loss is recognized equal to an amount by which the carrying value exceeds the fair
value of assets. The factors considered by management in performing this assessment include current operating results, trends and prospects, the manner in
which the property is used, and the effects of obsolescence, demand, competition, and other economic factors. There were no impairments recorded. in the years
ended December 31, 2009 and 2008. :

Biological assets

Immature biological assets

Biological assets consist of dairy cows held in the Group’s pastures for milking purposes. Immature biological assets are recorded at cost, including acquisition
costs, transportation costs, insurance expenses, interest costs and feeding costs, incurred in bringing the asset to its intended productive state. Once the asset
reaches productive state, the cost of the immature biological asset is transferred to mature biological assets using the weighted average cost method.

Interest costs associated with immature biological assets are capitalized in the period they are incurred. Interest is no longer capitalized when the asset reaches

its productive state.
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Mature biological assets

Mature biological assets are recorded at cost. When mature biological assets are retired or otherwise disposed of, the cost and accumulated depreciation are
removed from the accounts and any resulting gain or loss is included in the results of operations for the respective period.

Depreciation is provided over the estimated useful live of the mature biological assets of 5 years using the straight-line method. The estimated residual value of
mature biological assets is 10%. : . .

Feeding and management costs incurred on mature biological assets are included as costs of goods sold on the consolidated statements of operations and
comprehensive income. : . . . L

When biological assets are retired or otherwise disposed of, the cost and accumulated depreciation are removed from the accounts and any resulting gain or loss
is included in the results of operations for the respective period. S R i e :

The Group reviews the carrying value of biological assets for impairment whenever events and-circumstances indicate that the carrying value.of an asset may
not be recoverable from the estimated future cash flows expected to result from its use and eventual disposition. In cases where undiscounted expected future
cash flows are less than the carrying value, an impairment loss is recognized equal to an amount by which the carrying value exceeds the fair value of assets.
The factors considered by management in performing this assessment include current health status of the asset and production capacity. There were no
impairments recorded in the year ended December 31, 2009 and 2008,

Prepaid leases

All lands in the PRC are state-owned and no individual land ownership right exists. The Group acquired the rights to use certain lands and the premiums paid
for such rights are recorded as prepaid leases and amortized over the use terms of 40 to 50 years in the statements of operations using the straight-line method.

Certain of the land use rights can only be used by the Group to which the right was granted and cannot be transferred or sold to others.

Other intangible assets

Other intangible assets consist of production permits and exclusive rights.of milk supply, which are carried at cost less accumulated amortization. Amortization
is calculated on a straight-line basis over the expected useful lives of one and 4.7 years, respectively.

Goodwill

In accordance with authoritative FASB guidance regarding accounting for business combinations goodwill represents the excess of the cost of an acquisition
over the fair value of the group’s share of the net identifiable tangible and intangible assets acquired at the date of acquisition.

Goodwill is not amortized and is tested for impairment annually or more frequently if events or changes in circumstances indicate that it might be impaired. At
the end of each year, the Group tests impairment of goodwill at the reporting unit level and recognizes impairment in the event that the carrying value exceeds
the fair value of each reporting unit, The Company estimates the fair value of its reporting units based on their discounted cash flows. If the carrying value of a
reporting unit exceeds its estimated fair value in the first step, a second step is performed, in which the reporting unit’s goodwill is written down to its implied
fair value. The second step requires the Company to allocate the fair value of the reporting unit derived in the first step to the fair value of the reporting unit’s
net assets, with any fair value in excess of amounts allocated to such net assets representing the implied fair value of goodwill for that reporting unit. If the
carrying value of the goodwill allocated to a reporting unit exceeds its fair value, such goodwill is written down by an amount equal to such excess.
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Deferred charges, net

Deferred charges represent issuance costs of convertible debt, which are deferred and amortized on a straight-line basis over the life of the associated debt from
the date of issuance. Such amortization is included as a separate item of expenses in ‘Other income (expenses)” on the consolidated statements of operations
and comprehensive income.

Convertible debt and embedded dertvatives

The Company applies FASB issued authoritative guldance to determine the classification of its conveitible debt. In accordance with the:guidance, when
convertible debt is issued and the conversion price is greater than the market value of the stock on issuance date, no value is apportioned to the conversion
feature. Therefore, convertible debt is entrrely recorded in liabilities.

The Company identifies any ernbedded derlvatlve instruments that may be contained w1th1n its convertlble debt instruments in accordance with. authontatrve
FASB guidance regarding accountlng for derivative instruments and hedging activities and records the fair value of such derivatives separately from the value
of the host instrument. Changes in the fair value of the derivative instruments are recorded in the statements of operations and comprehensive income each
reporting period. The fair value of the derivative at inception'is also recorded as a discount to the face value of the convertlble debt and is amortrzed as
additional finance cost over the perrod of the debt. :

Deferred income

From time to time, the Group receives funding from local authorities in the PRC to support their development of the production facilities; these funds are
recorded as deferred income when recelved

Deferred income generally is amortlzed ona stralght line basrs over the 11fe of the fac111t1es whrch is generally 20-33 years, and the requlrements for recordrng
revenue have been met. Deferred income related to governmental tax refunds are recognlzed When collectablhty is certain.

Financial instruments

Financial instruments of the Company primarily comprise of cash and cash equivalents, notes and loans receivable, trade receivables, other receivables,
investment in mutual funds, notes and loans payable, debt securities such‘as convertible debt and long term debt, accounts payable, payable for property and
equipment, payable for prepaid leases and other payables. As of December 31, 2009 and 2008; their carrying values-approximated their fair values.
Revenue recognition

Sales Revenue

Revenue from the sale of goods is recognlzed on the transfer of risks and rewards of ownershlp, whrch cornc1des w1th the time when the goods are shlpped to
customers and the title has passed .

Revenue is shown net of sales returns, which amounted to less than 0.02% of total sales in each of the years ended December 31,2009 and 2008
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Any shipping, handling or other costs incurred by the Group associated with the sale, are expensed as sales and marketing expenses in the period when the sale
occurs. Such costs amounted to $8,085,248 and $5,056,821 during the years ended December 31, 2009 and 2008, respectively.

Government subsidy ~ tax refund

Sales revenues represent amounts invoiced, net of a value-added tax (“VAT”). All ofvthe Group’s products sold in the PRC are subject to Chinese VAT at a rate
of 17% of the gross sales price or at a rate approved by the Chinese local government. This VAT may be offset by VAT paid by the Group on raw, materials
and other materials included in the cost of producing its finished products. The VAT amounts paid and available for offset are maintained in other payables.
The Group’s entities that operate production facilitiés in the Kedong County in the PRC, namely Feihe Dairy, Gannan Feihe and BAi(juan Dairy, receive 40%, -
50% and 50%, respectively, of the value added tax paid on inventory refunded as local County incentive to support local economy through employment of local
residents. Such refunds are included in the consolidated statements of operations and comprehensive income as refunds of income tax and VAT taxes.

Feihe Dairy and Baiquan Dairy also benefit from the Business Promotion Policy Concerning Income Tax on Foreign Enterprises promulgated by the Qiqihaer
City Municipal Government, which provides foreign owned enterprises registered in Qigihaer City, tax holiday of seven years for full Enterprise Income Tax
(“EIT”) exemption. The preferential tax treatment commenced in 2003 and expired in 2009.

Advances from customers

Revenue from the sale of goods is recbgnized when goods are shipped. Receipts in'édvance for goods to be shipped in the future are recorded as advances from
customers.

Cost of goods sold -

Cost of goods sold primarily consists of direct and indirect manufacturing costs, including production overhead costs, shipping and handling costs for the
products sold.

Sales and marketing

Sales and marketing costs consist primarily of advertising and market promotidn expenses, and other overhead expenses incurred by the Group’s sales and
marketing personnel. Advertising expenses amounted t0.$31,190,272 and $11,116,857 during the years ended December 31, 2009 and 2008, respectively. .

Advertising expenses are expensed as incurred.

Product display fees

The Company has éntered into a number of agreements with theﬁ resellers, whereby.the Company pays the reseller an agreed upon amount to display its
products. As prescribed with authoritative FASB guidance regarding accounting for consideration given by a vendor to a customer, the Company has reduced

sales by the amount paid under these agreements. For the years ended December 31, 2009 and 2008 these amounts were $25,509,131 and $7,025,104,
respectively.
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Employee benefit-costs

According to the People’s Republic of China regulations on pension, a company contributes to a defined contribution retirement plan organized by municipal
government in the province in which the Company was registered and all qualified employees are eligible to participate in the plan. Contributions to the plan are
calculated at 20% of the employees’ salaries above a fixed threshold amount, employees contribute 4% and the Company contributes the balance of 16%.
Share-based compensation

The Company adopted the authoritative FASB guidance regarding accounting for share-based payment. Under the fair value recognition provisions of this
guidance, the Company- is requlred to measure the cost of employee services recelved in exchange for share—based compensatlon measured at the grant date falr
value of the award ,

Leases

Leases where substantially all the rewards and risks of ownership of assets remain with the lessor are accounted for as operating leases.

Taxation

The Company must make certain estimates and judgments in determining income tax expense for financial reporting purposes. These estimates and judgments
occur in the calculation of certain deferred tax assets and liabilities, which arise from differences in the timing of recognition of revenue and expense for tax and
financial reporting purposes.

Refer to Note 5 in the notes to Consolidated Financial Statements for further information regarding the components of the Company’s income tax expense.
Earnings per share of common stock

In accordance with authoritative FASB guidance regarding computation of earnings per share, basic earnings per share is computed by dividing net income
attributable to common shareholders by the weighted average number of shares of common stock outstanding during the year. Diluted earnings per share is
calculated by dividing net income attributable to common shareholders as adjusted for the effect of dilutive common stock equivalent shares, if any, by the
weighted average number of ordinary and dilutive ordinary equivalent shares outstanding during the year. Common stock equivalents.shares consist of the
shares of common stock issuable upon the conversion of convertible debt (using the as-converted method). . .

Segment reporting

The Group has two reportable segments: dairy products and dairy farm. The dairy products segment produces and sells dairy products, such as wholesale and
retail milk powders as well as soybean powder, rice cereal, walnut powder and walnut oil. The dairy farm segment operates the Group’s two dairy farms in the
PRC, construction of which was completed in the fourth quarter of 2009. As the Group pr1mar11y generates its revenues from customers in the PRC, no
geographical segments are presented .

Use of estimates

The preparation of financial statements in conformity with US GAAP requires management to make estimates and assumptions that affect the reported amounts

of assets and liabilities, disclosures of contingent assets and liabilities at the balance sheet dates and the reported amounts of revenues and expenses during the
reporting periods. Actual results could materially differ from those estimates. : :
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The estimates and assumptions that have a significant risk of causing a material adjustment to the carrying amounts of assets and liabilities are reserves for
losses on trade receivables, notes and loans receivable, other receivables and deposits receivable, reserves for inventory, estimated useful lives of property and
equipment and biological assets, and impairment of goodwill. K

3. ACCOUNTING PRONOUNCEMENTS

In December 2007, the FASB issued authoritative guidance.on noncontrolling interests in consolidated financial statements. The guidance established new
accounting and reporting standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. Specifically, the guidance requires
the recognition of a noncontrolling interest (minority interest) as equity in the consolidated financial statements that is presented separate from the parent’s -
equity. The amount of net income attributable to the noncontrolling interest will be included in consolidated net income on the face of the income statement.
The guidance clarifies that changes in a parent’s ownership interest in a subsidiary that do not result in deconsolidation are equity transactions if the parent
retains its controlling financial interest. In addition, the guidance requires that a parent recognize a gain or loss in net income when a subsidiary is
deconsolidated. Sucht:gain or loss will be measured using the fair value of the noncontrolling equity investment on the deconsolidation date. The guidance also
includes expanded disclosure requirements regarding the interests of the parent and its noncontrolling interest. The guidance is effective for fiscal years, and
interim periods within those fiscal years, beginning on or after December 15, 2008. The adoption of the guidance resulted in the reclassification of minority
interest into equity.

In December 2007, FASB issued authoritative guidance on accounting for business combinations, including the measurement of acquirer shares issued in
consideration for a business combination, the recognition of contingent consideration, the accounting for pre-acquisition gain and loss contingencies, the
recognition of capitalized in-process research and development, the accounting for acquisition-related restructuring cost accruals, the treatment of acquisition
related transaction costs and the recognition of changes in the acquirer’s income tax valuation allowance. The requirements are‘effective for fiscal years
beginning after December 15, 2008. The adoption of these requirements did not have a material impact on the Company’s financial statements.

In February 2008; the FASB issued a deferral for the fair value requirements for non-financial assets and liabilities not required to be stated at fair value on a
recurring basis (at least annually) until fiscal years beginning after November 15, 2008. This deferral primarily impacts assets such as property, plant and
equipment, intangible assets and goodwill upon non-recurring events such as business combinations, asset impairments and goodwill impairment, among others.
The-adoption of the deferral did not have a material impact on the Company’s financial statements. : : C

In March 2008, the FASB issued new disclosure requirements for an entity’s derivative and hedging activities. These disclosure requirements are effective for
periods beginning after November 15, 2008 and the.adoption of the disclosure requirements did not have a material impact on the Company’s financial
statements. . ; : . . . )

In May 2008, the FASB issued guidance that requires an issuer of certain convertible debt instruments that may be settled in cash, or other assets, on conversion
to separately account for the debt and equity components in a manner that reflects the issuer’s non-convertible debt borrowing rate. The Company adopted this
guidance in the first quarter of 2009 on a retrospective basis. The adoption of this guidance did not have a material impact on the Company’s financial
statements. . . : . :

In June 2008, the FASB issued guidance which requires entities to apply the two-class method of computing basic and diluted earnings per share for.
participating securities that include awards that accrue cash dividends (whether paid or unpaid) any time common shareholders receive dividends and those
dividends will not be returned to the entity if the employee forfeits the award. The guidance is effective for fiscal years beginning after December 15, 2008, and
the interim periods within those years. Retroactive disclosure is required. The adoption of this guidance did not have a material impact on the Company’s
financial statements. : ~ .
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In June 2008, the FASB ratified certain authoritative guidance regarding determining whether an instrument (or embedded feature) is indexed to an entity’s own
stock. This guidance is effective for years beginning after December 15, 2008 and the adoption of the guidance did not have a material impact on the
Company’s financial statements.

In July 2008, the FASB issued new guidance regarding fair value measurements. This new guidance defines fair value, establishes a framework for measuring
fair value in generally accepted accounting principles and expands disclosures about fair value measurements. The new guidance was effective for the Company
beginning July 1, 2008, for certain financial assets and liabilities. The new guidance was effective for non-financial assets and liabilities recognized or disclosed
at fair value on a non-recurring basis beginning July 1, 2009. The adoption of this guidance did not have a material impact on the Company’s financial
statements. . .

In April 2009, the FASB issued additional guidance on estimating fair value when the volume and level of transaction activity for an asset or liability have
significantly decreased in relation to normal market activity for the asset or liability, or on circumstances that may indicate that a transaction is not orderly. This
guidance also addresses when the use of multiple, or different; valuation techniques may be warranted and considerations for determining the weight that should
be applied to the various techniques. The guidance is effective for the interim and annual reporting periods ending after June 15, 2009, and must be applied
prospectively. The adoption of this guidance did not have a material impact on the Company’s financial statements.

In May 2009, the FASB issued authoritative accounting guidance on subsequent events, a topic that was previously only addressed by auditing literature. The
guidance clarified that subsequent events are either recognized or non-recognized and modified the definition of subsequent events to refer to events or
transactions that occur after the balance sheet date but before the financial statements are issued.

In June 2009, the FASB amended the accounting and disclosure requirements for transfers of financial assets. This amendment requires greater transparency and
additional disclosures for transfers of financial assets and the entity’s continuing involvement with them, and it changes the requirements for derecognizing
financial assets. In addition, this amendment eliminates the concept of a qualifying special-purpose entity (“QSPE”). This amendment is effective for financial
statements issued for fiscal years beginning after November 15, 2009. This amendment is not expected to have a material impact on the Company’s financial
statements.

In June 2009, the FASB amended the accounting and disclosure requirements for the consolidation of variable interest entities (“VIEs”). The elimination of the
concept of a QSPE, as discussed above, removes a prior exception to consolidation. This amendment requires an enterprise to perform a qualitative analysis
when determining whether or not it must consolidate a VIE. The amendment also requires an enterprise to continuously reassess whether it must consolidate a
VIE. Additionally, the amendment requires enhanced disclosures about an enterprise’s involvement with VIEs and any significant change in risk exposure due
to that involvement, as well as how its involvement with VIEs impacts the enterprise’s financial statements. Finally, an enterprise will be required to disclose
significant judgments and assumptions used to determine whether or not to consolidate a VIE. This amendment is effective for financial statements issued for
fiscal years beginning after November 15, 2009. This amendment is not expected to have a material impact on the Company’s financial statements.

In July 2009, the FASB adopted the FASB Accounting Standards CodzﬁcationTM (the “Codification”) as the single source of authoritative nongovernmental
U.S. GAAP. The Codification is effective for interim and annual periods ending after September 15, 2009. All existing accounting standards documents, with a
few grandfathered exceptions, are superseded. All other accounting literature not included in the Codification is nonauthoritative. The Codification did not have
an impact on the Company’s financial statements. ‘ :
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In August 2009, the FASB issued guidance regarding accounting for redeemable equity instruments that was effective upon issuance. The guidance updates .
prior guidance regarding how to distinguish liabilities from equity, in accordance with guidance from the Emerging Issues Task Force on classification and
measurement of redeemable securities. The adoption of this guidance did not have a material impact on the Company’s financial statements.

In August 2009, the FASB issued guidance regarding the fair value measurement of liabilities. The update was effective for the first reporting period (including
interim periods) beginning after August 28, 2009. The adoption of this update did not have a material impact on the Company’s financial statements.

In September 2009, the FASB issued guidance to provide technical corrections regarding the computation of earnings per share for a period that-includes a
redemption or an induced conversion of a portion of a class of preferred stock and the effect of the calculation of earnings per share for the redemption or

induced conversion of preferred stock. The guidance was effective upon issuance and adoption of it did not have material impact on the Company’s financial
statements.

In February 2010, the FASB amended and clarified certain recognition and disclosure requirements for public and certain other entities. Under these
amendments, certain entities are required to evaluate subsequent events through the date that the financial statements are issued. Further, an entity that is an SEC
filer is not required to disclose the date through which subsequent events have been evaluated. This amendment is effective for financial statements issued for
interim or annual periods ending after June 15, 2010. This amendment is not expected to have a material impact on the Company’s financial statements.

4. CONCENTRATIONS OF BUSINESS AND CREDIT RISK

Financial instruments that potentially subject the Group to significant concentrations of credit risk consist primarily of cash and cash equivalents, trade
receivables, and notes and loans receivable.

(1) Cash and cash equivalents

The Company maintains certain bank accounts in the PRC which are not protected by FDIC insurance or other insurance. Cash balance held in PRC bank
accounts to $47,985,151 and $11,623,649 as of December 31, 2009 and 2008, respectively. As of December 31, 2009 and 2008, the Company held $964,373
and $161,759 of cash balances within the United States of which $714,373 and $0 was in excess of FDIC insurance limits, respectively.

As of December 31, 2009 and 2008 substantially all of the Group’s cash and cash equivalents, investment in mutual funds and short term notes recexvable were
held by major financial institutions located in the PRC and United States which management believes are of high credit quality.

(2) Sales and trade receivables

Nearly all of the Group’s sales are concentrated in the PRC and substantially all of the Group’s profits are generated from the operation there. Accordingly, the
Group is susceptible to fluctuations in its business caused by adverse economic conditions in the PRC.

The Group provides credit in the normal course of business and substantially all customers are located in the PRC. The Group performs ongoing credit
evaluations of its customers and maintains allowances for doubtful accounts based on factors surrounding the credit risk of specific customers, historical trends,
and other information. No individual customer accounted for more than 10% of net revenues during the years ended December 31, 2009 and 2008.

F-21




(3) Short term notes and loans receivable

Short term notes and loans receivable include a promissory note in the principal amount of $4,000,000 (the “Note™) issued by Huge Power Int’l S.A., a company
organized in Samoa (“Huge Power”). On June 27, 2007, the Company loaned a principal amount of $4,000,000 to Huge Power and Huge Power issued the
Note. The Note stated interest is an annual rate of 8%, payable in cash semi-annually. The Note matured on June 27, 2009. Huge Power has made payments of
interest under the Note; however, the Company has been unable to obtain the collateral that is required to be pledged according to the Note agreement. Asa
result, the Company has provided an allowance for doubtful collection of the Note as a result of not receiving collateral. Interest on the Note is recognized when
received due to-the doubtful collection.

5. TAXATION

The components of income before income taxes from continuing operations consisted of the following:

15,427,010 14,136,762

The Company is subject to U.S. federal and state income taxes. The Company’s subsidiaries incorporated in the PRC are subject to enterprise income
taxes. The provision for income taxes from continuing operations consisted of the following:

2009 2008
US$ US$

R

Current:

o
23

3,823

Discontinued operations 539,389 2,130,686
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The following is a reconciliation of the difference between the actual provision for income taxes and the provision computed by applying the federal statutory
rate on income from continuing operations before income taxes: o

o % |
603,173

i G

2009 2008

Deferred tax assets and liabilities are recognized for the expected future tax consequences of differences between the carrying amounts of assets and liabilities

and their respective tax bases using enacted tax rates in effect for the year in which the differences are expected to reverse. Deferred taxes are comprised of the
following:

2009 2008

USs . US$

)

Accrued liabilities and allowances - ~ 1,709,949 1,545,318

5;@ |
730,490

0,65
|
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The Company has recorded a valuation allowance against all of its U.S. federal and state and PRC deferred tax assets at December 31, 2009 except for Feihe
Dairy and Gannan Feihe. In accordance with ASC 740 Accounting for Income Taxes based on all available evidence, including the Company’s historical results
and the uncertainty of predicting its future income, the valuation allowance reduces the Company’s deferred tax assets to an amount that is more likely than not
to be realized.

For U.S. federal income tax purposes, the Company has net operating loss (“NOL”) carryforwards of approximately $1.9 million and $15.3 million, at
December 31, 2009 and 2008, respectively. The 2009 NOL carryforwards will expire after 20 years beginning 2029 and the 2008 NOL carryforwards will
expire after 20 years beginning 2028, if not utilized. The Company also has approximately $8.5 million and $0.4 million of NOL carryforwards for PRC
enterprise income tax purposes, at December 31, 2009 and 2008, respectively.

On March 16, 2007, the PRC National People’s Congress passed the PRC Enterprise Income Tax Law (“New EIT Law”) which became effective on January 1,
2008. The New EIT Law applies a uniform 25% enterprise income tax rate to both foreign invested enterprises and domestic enterprises. The New EIT Law
provides a five-year transition period from its effective date for those enterprises which were established before the promulgation date of the New EIT Law and
which were entitled to a preferential tax treatment such as a reduced tax rate or a tax holiday. On December 26, 2007, the PRC State Council issued the Notice
of the State Council Concerning Implementation of Transitional Rules for Enterprise Income Tax Incentives (“Circular 39”). Based on Circular 39, certain
specifically listed categories of enterprises which enjoyed a preferential tax rate are eligible for a graduated rate increase to 25% over the 5-year period
beginning from January 1, 2008.

Pursuant to Article 8 of the Income Tax Law of the PRC Concerning Foreign Investment and Foreign Enterprises ( the “FEIT Law”), a manufacturing enterprise
that operates for at least 10 years was eligible to receive certain preferential tax tréatments. Moreover, a foreign invested manufacturing enterprise (“FIME”),
starting from its first profitable calendar year after offset of accumulated tax losses, was entitled to a two-year exemption from enterprise income tax followed
by a three year 50% reduction in its enterprise income tax rate. )

Under the current tax regime in China, Foreign Invested Enterprises (“FIEs”) established prior to the promulgation of the New EIT Law have been offered a
transitional policy and a grand-fathering of certain preferential tax treatments. Thus, an enterprise that is entitled to preferential treatment in the form of
enterprise income tax reduction or exemption prior to January 1, 2008 would continue to enjoy such preferential treatment until the expiration of the period.

Under the old tax regime in China, Feihe Dairy secured a combination of preferential tax treatments and government incentives in the respective jurisdictions
where it conducted its manufacturing activities. Feihe Dairy qualified for a full tax exemption of 33 percent for tax years beginning 2003 and 2004, and an 18
percent tax exemption for tax years 2005 through 2007. In addition to the preferential tax treatment, F eihe Dairy received a tax subsidy from the local
government for 100 percent of the enterprise income tax liability paid for tax years 2005 through 2008. The tax subsidy arrangement with the local government
was renewed in 2009, which entitles Feihe Dairy to receive a tax subsidy from the local government for 40 percent of the enterprise income tax Hability paid for
tax years 2009 through 2013. Through the previous government incentive, Feihe Dairy received income tax subsidy totaling $3.3 million for year 2008 and $ 0
for year 2009. The tax subsidy received is recorded in “Other Income” on the Consolidated Statements of Operations and Comprehensive Income.

Under the old tax regime in China, Baiquan Dairy obtained a tax subsidy from the local government for 100 percent of the enterprise income tax liability paid
for tax years 2004 through 2008. The tax subsidy arrangement with the local government was renewed in 2009, which entitles Baiquan Dairy to receive a tax
subsidy from the local government for 40 percent of the enterprise income tax liability paid for the tax year 2009. The Company’s management anticipates
receiving a tax subsidy for year 2009 through the current government incentive after the 2009 annual tax return is filed. The tax subsidy will be recorded in
"Other Income" on the Consolidated Statements of Operations and Comprehensive Income. Because Baiquan Dairy had a loss for fiscal year 2008, it did not
receive any tax subsidy in such year. .
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Since Gannan Feibe, Shanxi and Langfang Feihe are considered FIMEs established prior to the promulgation of the New EIT law, they will enjoy 100%. tax
holidays for 2008 and 2009 and 50% tax holidays for 2010,2011 and 2012. .-~ - : SRR C .
The tax subsidies granted by the local government for the Company’s PRC subsidiaries rhay Be modified or challenged by the central government or the tax -
authority. The Company’s loss of some or all of the tax subsidies received from the local government would adversely affect the Company’s financial
statements. : : : W p :

Undistributed earnings of the Company’s PRC subsidiaries amounted to approximately $60 million as of December 31, 2009. Those earnings are considered to
be permanently reinvested and accordingly, no deferred tax expense is recorded for U.S. federal and state income tax or applicable withholding taxes. The PRC
tax authorities have clarified that dividend distributions made out of pre-January 1, 2008 retained earnings will not be subject to withholding taxes.’ S

A reconciliation of the January 1,2008 through December 31, 2009 amount of unrecognized tax benefits excluding interest and penalties (“Gross UTB”)is as
follows: :

Gross UTB

s

At December 31, 2009, of the total $5.0 million in unrecognized tax benefits, $3.2 million represents the amount that if recognized, would favorably affect the
effective income tax rate in any future periods. At December 31, 2008, of the total $3.5 million in unrecognized tax benefits, $1.8 million represents the amount

that if recognized, would favorably affect the effective income tax rate in any future periods.
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The Company records interest and penalties related to unrecognized tax benefits in income tax expense. The Company had cumulatively accrued approximately
$1.0 million and $0.6 million for estimated interest and penalties related to uncertain tax positions at December 31, 2009 and 2008, respectively. For the twelve
months ended December 31, 2009 and 2008, the Company recorded estimated interest and penalties of approximately $0.4 million and $0.3 million,
respectively. Ci : . . .

The Company and its subsidiaries are subject to taﬁation in the U.S. and the PRC. The Company’s U.S. federal and state income tax returns are generally not
subject to examination by the tax authorities for tax years before 2005. With a few exceptions, the tax years 2005-2009 remain open to examination by tax
authorities in the PRC. i :

6. EARNINGS PER SHARE OF COMMON STOCK

The following table. sets forth the computation of weighted-average shares outstanding for calculating basic and diluted earnings per share for the fiscal years
ended:

2009 2008

P

Effect of dilutive securit

20,180,598 17,636,862

For the year ended December 31, 2008, 1,473,437 shares of the Company’s common stock attributable to the potential conversion of the 7.75% Convertible
Notes diie 2009 and 251,040 warrants were excluded from the calculation of diluted income per share because the conversion price or exercise price exceeded
the average price per share of the Company’s common stock.

7. LONGJIANG FEIHE ACQUISITION

On May 20, 2009, the Company’s subsidiary Gannan Flying Crane Dairy Products Co., Limited (“Gannan Feihe”) acquired 100% interest of the dairy
processing plant from Heilongjiang Xin Tian Dairy Co., Ltd, for a total cash consideration of $4,382,890. The transaction was accounted for as ‘a business
acquisition in accordance with authoritative FASB guidance regarding accounting for business combinations. The purpose of the acquisition was to expand
milk production capacities int the Heilongjiang Province, China.

US$

2,219,661

Goodwill ) ' 424,676

None of the goodwill resulting from this acquisition is tax deductible.
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Other intangible assets as of December 31, 2009, related to this acquisition consist of the following:

Exclusive
Production Right
Permit of milk supply Total .

ChsiiTanE R

Accumulated amortization

DR

otal

~753,077 821,331

Production permits and exclusive rights of milk supply are carried at cost less accumulated amortization. Amortization is calculated on a stralght line basis over
the expected useful lives of one and 4.7 years, respectively. Amortization expense of intangible assets is estimated to be approximately $255,000, $186,000,
$186, 000 $186,000, and $8, 000 for 2010, 2011, 2012, 2013, and 2014, respectively.

Fmanmal results of the acquired processing plant for the period from the acquisition date to December 31, 2009 were a net profit of $2,624 836 and include no
sales. The net profit incurred mainly included government subsidy income of $2,930,600 offset by other operatmg expenses.

All sales of Longjiang Feihe are inter-company transactions and eliminated in consolidation.

Disclosure of unaudited pro-forma financial information is considered impractical because there are no operational results available for the processing plant
prior to acquisition.

8. NOTES AND LOANS RECEIVABLE

The notes and loans receivable amounts included in the consolidated balance sheets for the years ended December 31, 2009 and 2008 were as follows:

(1) Short term notes and loans receivable

438,776 1,493,245

9. TRADE RECEIVABLES, NET

The trade receivables amount included in the consolidated balance sheets for the years ended December 31, 2009 and 2008 were as follows:




The movement of the allowance for doubtful notes and loans and trade receivables during the.years was as follow:

2009 2008

641,218

10. INVENTORIES, NET

The invéntory amounts included in the consolidated balance sheets for the years ended December 31, 2009 and 2008 comprised of:

2009 2008
USS_ A S$

The movement of provision for inventory reserves during the years was as follow:

S R R

ditxgns

The charge of $431,680 in 2008 related to a write-off of the Company’s 2007 inventory provisiom since all of the subject inventory was sold in 2008 at less-than
full value. The charge of $215,052 in 2009 related to a reduction in the Company's 2008 inventory provision, since the subject inventory was either sold or used
in 2009. . : :
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11. INVESTMENT IN MUTUAL FUNDS - Available for sale

Investment in mutual funds is carried at fair value based on the quoted market prices of the underlying fund at December 31, 2009 and 2008. Unrealized gain
(loss) recorded for the years ended December 31, 2009 and 2008 was $58,962 and $(104,865), respectively.

Fair value measurement
Quoted prices Significant

in active other Significant
markets of observable unobservable
identical assets inputs inputs
Description December 31, (Level 1) (Level 2) (Level 3)
US$ US$ US$ US$

77.504 177,504
12. ADVANCES TO SUPPLIERS

Advances to suppliers consist primarily of advances for purchase of dairy cows, as well as advances for advertisements, inventories and equipment, not
delivered at the balance sheet date. The Company utilizes advances to suppliers in an effort to keep future purchasing prices stable and consistent.

Advanced amounts are refundable if the transaction is not completed by the other party in accordance with the terms of the contract or agreement. No advances
to suppliers were repaid in cash, and the Company has a minimal repayment history.

13. DISCONTINUED OPERATIONS

Mpveup was initially formed in October 2007 to serve as an acquisition vehicle in connection with the Company’s proposed acquisition of 100% of the
outstanding equity interest in Ausnutria Dairy (Hunan) Company Ltd. (“Ausnutria”), a distributor of dairy products focused on the high-end segment of the
dairy products market in the PRC. In 2007, we entered into several agreements with Ausnutria in connection with this transaction, which did not close.

In February 2008, the Company made a deposit payment of approximately $1.4 million to Ausnutria Holding Co., Ltd., which indirectly owns Ausnutria, in
connection with the Company’s efforts to resolve the incomplete transactions in 2007. The transaction did not close and the Company entered into
renegotiations. In connection with this transaction, a total deposit for investment of $31,586,473 was recorded in the financial records of Moveup as of
December 31, 2008. .

In December 2008, the Company and Ausnutria’s owners entered into a letter of intent to unwind the transactions. Accordingly, the prior transactions to
acquire Ausnutria were effectively cancelled and Moveup is reflected in the Company’s consolidated financial statements as a discontinued operations. In
February 2009, the Company, through its subsidiary Feihe Dairy, entered into an equity purchase agreement pursuant to which Feihe Dairy and the minority
shareholder of Moveup, Liu Sheng-Hui, one of the Company’s directors and Vice President of Finance of Feihe Dairy, each agreed to sell to Hunan Xindaxin
Co., Ltd. 100% of their equity interests in Moveup for an aggregate consideration of approximately $43.3 million. The Company received approximately $11.0
million from the purchasers and the second tranche of approximately $32.3 million was released from an escrow account to Feihe Dairy and Mr. Liu in 2009.

Moveup received advances from the Group of $31,002,897 as of December 31, 2008, respectively. The consideration received from the sale of Moveup was
used, among other uses, to repay these intra-Group advances during 2009. ’
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The following table presents the components of discontinued operations reported in the consolidated statements of operations and comprehensive income:

For the years ended
December 31,

2009 2008
US$ US$

SRR e

D

3564

Net income from discontinue operations k - b 7 3,289,908 ’ 6,462,878 -
14. PROPERTY AND EQUIPMENT, NET
Property and equipment and related accumulated depreciation as of December 31, 2009 and 2008 were as follows:

2009 2008

US$ US$

: m:&wws&ﬂw o
Eﬁ%@ﬂ%“ﬁﬁﬂ%ﬁﬁ@&“&;’_

Depreciation expense for the years ended December 31, 2009 and 2008 was $5,707,017 and $4,840,402, respectively, of which $4,448,935 and $3,700,632 were
included as a component of cost of goods sold in the respective years.

(2) Pledged property and equipment o
The net book value of buildings and equipment pledged for borrowings were $25,571,012 and $8,008,238 as at December 31, 2009 and 2008.
(3) Capitalized interest

$2,970,058 and $nil of interest expense was capitalized in property and equipment for the years ended December 31, 2009 and 2008.

E-30




15. CONSTRUCTION IN PROGRESS

The construction projects under construction at December 31, 2009 and 2008 were as follow:

2009 2008

USS US$
Feihe Dairy processing facilities : S AETLABY o e
Langfang Feihe production factory fac11mes 2,711 9,950
Gannas production. factory facilities 13,721,606 - 0179937
Shanxi walnut processing facilities . 51,386 38,622
Gannan Pasture facilities L T TR G . 702,116 13,381,175
Kedong Pasture facilities ; , - 13,745,720
Soybean processing facilities S T £ o e s 4,015,104 1,479,131
Others 6,517 13,424
Total S s e e o ‘ - 23,170,909 28,847,959

$142,591 and $4,149,543 of interest expense was capitalized in construction in progress for the years ended December 31, 2009 and 2008.

16. BIOLOGICAL ASSETS

2009 2008

US$ US$
Imimafire biological assets” CU3sEINIZY 237849
Mature biological assets

15,008,468 1,490,171
)

Less: Accumulated d ation , : . o - g 776 344)
Net book value 48,904,247 25,267,834

(1) Depreciation expenses

Depreciation expense for the year ended December 31, 2009 and 2008 was $1,835,364 and $6,816, all of which was recorded in cost of goods sold.
(2) Pledged property and equipment

The net book value of biological assets pledged for borrowings was $46,659,512 and $19,995,659 at December 31, 2009 and 2008.

(3) Capitalized interest

$1,433,903 and $1,999,630 of interest expense was capitalized in immature biological assets for the year ended December 31, 2009 and 2008.
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17. GOODWILL

Goodwill represents the excess of the purchase price over the estimated fair value of the net tangible and identifiable intangible assets acquired from the Shanxi
minority interest acquisition in 2006 and from the Longjiang Feihe acquisition in 2009 (Note 7). Such amounts are not tax deductible.

The Company has performed step 1 of the goodwill impairment test relating to goodwill arising from its acquisition of the Shanxi minority interest using a
combination of a discounted cash flow and replacement cost approach and determined that the carrying value of the reporting unit exceeded the fair value of the
reporting unit. The value of the reporting unit implied by our test was based on management’s current assessment of stagnating growth due to delays in the
forecasted ability to increase walnut operations and recent industry and general economic conditions. The Company has not finalized its evaluation of the
implied fair value of goodwill and has recorded an estimate of impairment loss of $929,526 in goodwill impairment as of December 31, 2009 pending
finalization of the appraisal of implied fair value of goodwill.

No goodwill impairment expense was recognized in 2008.
18. NOTES AND LOANS PAYABLE

Notes and loans payable included in the consolidated balance sheets for the years ended December 31, 2009 and 2008 comprised of:

2009 2008
uss Uss
Note payable to a bank in the PRC bw'mg mterest at 7.47% per annum, unsecured, payable with interest on maturity, ' '
due onMay 11,2009 = .. : - 4,522,774
Note payable to a bank in the PRC, bearing mtere,st at 7 47% per annum, sccured by plant and machmexy, payable with .
interest on maturity, due on May 11,2009 . - i i Era 2,772,023
 loan payable to an unrelated party, due ondemand. . .. . . o AR26000
ring interest at 5.31% per annum, secured by machinery, payable with interest on . SR
i oy i , [”,; ; ; T : g : 2,193,881 3 =
Note payable to 4 bank in the PRC, bearing interest at 5.31% per annum, secured by machinery, payable with intereston . = ... i
maturity, due on Jaouary 5,2010 e 3,656,468

Note payable to-a bank in the PRC, bearing interest at 5.31% per ammm, secured by land use nghts, guaranteed by Feihe ok
Dairy, payable with interest on maturity, due on May 22,2010 4,972,796 .

Note payable to a bank in the PRC, beanng m»erest at 5 31% pet annum, secnred by machmery, payabie wnth intereston : ,
maturity, due on May 22, 2010 e . : 2,340,139

F-32




2009 2008
USS ~USS

Note payable to a bank in the PRC, beanng mt

-ured by machinery, payable with interest on
Umaturity, due'on March 31,2010 !

Note payable to a bank in the PRC, bearing interest at 5.31% per annum, secured by buildings of quihaﬁr the Soybean E , :
Co., Limited, guatanteed by Feihe Dairy(i), payable with interest on maturity, due on July 19,2010 1,775,581 o -

Note payable to a bank in the PRC, bearing interest at 5.31% per annum, gua:azmed bry Feﬂw Daxry(i), payabie wi
interest on maturity, due on July 19,2010

it ‘&Esg 21‘%‘?’& d 8yF ijifyﬁi), ”gie‘witﬁ: ‘?2

interest on maturity, due on August 30 2010

Note payable to a bank in the PRC, bearing interest at 5.3 1% per atmum, guarantzed by Felhe Dalry(u), payable with
~interest on maturity, due.on September 28, 2010 ,

2778915

Note payable to a bank in the PRC, bearing interest at 5. 31% per anuum, guaranteed by Fcﬂn Dau’y, payabic thh mtserest
on maturity, due on November 12, 2010 Y

Daxmpayablemﬁmmst Wty
Notes payablesto local suppliers -~~~ ~ e S 349767 -

Unsecured, non-interest bearing loan payable to County Finance Department, due'bn demand. (iii) = : o o318.843 . 318,053

Total (62372922 8,055,450

(i) Inconnection with the purchase of raw materials by Qiqihaer Feihe Soybean Co., Limited, Feihe Dairy guaranteed the loans payable to a bank in the PRC
for a period of one year, beginning on July 20, 2009 and ending on July 19, 2010. The maximum potential future amount under the terms of the guarantee
is RMB 63,200,000 (or $9,253,000 as of December 31, 2009).
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(i) Feihe Dairy guaranteed the loans payable to a bank in the PRC for a period of one year, beginning on August 30, 2009 and ending on August 29, 2010.
The maximum potential future amount under the terms of the guarantee is RMB 100,000,000 (or $14,641,000 as of December 31, 2009).

(iii) Shanxi received funding from the local County Finance Department for its construction of the production facilities in the region. Although, no répaYment
terms were attached with the funds, the Company considers them to be unsecured, non-interest bearing loans from the County Finance Department that
are repayable on demand. B

None of the notes and loans payable have restrictions or covenants attached.

19. RELATED PARTY TRANSACTIONS

Due from/to related parties included in the consolidated balance sheets for the years ended December 31, 2009 and 2008 comprised of: -

2009 2008
USS$ ‘US$

Due from related parties:

Due to related partie

Due to related companies

Total ‘ ' ' 10,531,851 1,017,399

Due from/to Directors of the Group

¥

As part of normal business operation, Directors of the Group will from time to time incur routine expenses on behalf of the Group, or receive general advances
from the Group for settlement of Group expenses, such as travel, meals, and other business expenses. “The amounts advanced are settled periodically throughout
the year and amounts outstanding at year end are short term in nature and due on demand. During 2009, advance to directors aggregated to $272,170 and .
repayments to directors aggregated to $248,107. During 2008, advance to directors aggregated to $163,499 and repayments to directors aggregated to $181,343.
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As of December 31, 2009 and 2008, the Group had the following balances due from its Directors:

S

Due from/to related companies '

Mr. Leng You-Bin is the Chairman, Chief Executive Officer, President, and General Manager of the Group. During the years ended December 31, 2009 and
2008, the Group sold goods to companies owned by close family members of Mr. Leng You-Bin, including one company, Heilongjiang Feihe Yuanshengtai
Co., Limited, which was directly owned by Mr. Leng You-Bin, on an arm’s length basis. During 2009, Mr. Leng You-Bin and the shareholder group
transferred this entity to a new shareholder group consisting of unrelated third parties and one former employee of the Company.

For the years ended December 31, 2009 and 2008, the Group made sales of goods to the following related companies:

b . Co 2009 - 2008
— N— s . . USs$ US$

T

inhuangdao Feihe 'i:radmg Corf;;;any
» g N

i




As of December 31, 2009 and 2008, the Group had the following balances due to its related companies consisting primarily of advances on cattle purchases and
payments for goods received in advance: '

2009 2008

Company -
I

Loan payable to related parties

The Group has an outstanding loan payable to a charitable organization set up by Leng You-Bin for under privileged children in the Heilongjiang province of
the PRC, of $73,129 and $253,410 at December 31, 2009 and 2008, respectively. The loan is unsecured and bears interest at 5.85% per annum and is payable
on demand.

20. ADVANCES FROM EMPLOYEES

Advances from employees represent temporary funding by employees to improve cash flow and working capital of the Company. The advances were
unsecured, interest free and repayable within one year.

21. EMPLOYEE BENEFITS

The full-time employees of the Company’s subsidiaries that are incorporatéd in the PRC are entitled to staff welfare benefits, including medical care, welfare
subsidies, unemployment insurance and pension benefits. These companies are required to accrue for these benefits based on certain percentages of the
employees’ salaries in accordance with the relevant regulations, and to make contributions to the state-sponsored pension and medical plans out of the amounts
accrued for medical and pension benefits. The total amounts charged to the consolidated statements of operations and comprehensive income for such employee
benefits amounted to approximately $2,396,382 and $1,893,632 for the years ended December 31, 2009 and 2008, respectively. The PRC government is
responsible for the medical benefits and ultimate pension liability to these employees.

Effective January 1, 2007, the Company established the American Dairy Inc 401(k) Profit Sharing Plan and Trust (the “Plan”). The Plan is a discretionary
defined contribution plan and covers substantially all employees who have attained the age of 21, have completed at least six months of service, and have
worked a minimum of 1,000 hours in the past Plan or anniversary year.

Under provisions of the Plan, the Company, for any plan year, has contributed an amount equal to 100% of the participant’s contribution or 5% of the
participant’s eligible compensation, whichever is less. The Company may, at its own discretion, make additional matching contributions to participants.
Company contributions, net of forfeitures, amounted to $32,599 and $12,545 in the years ended December 31, 2009 and 2008, respectively.

22.DEBT
1) Short term debt

In June 2007, pursuant to a notes purchase agreement and related agreements, the Company issued an aggregate principal amount of $60,000,000 and
$20,000,000, respectively, in 1% Guaranteed Senior Secured Convertible Notes due 2012 (the “2012 Notes”). The 2012 Notes accrued interest at an annual rate
of 1.00%, payable in cash on June 1 and December 1 of each year, and matured on the five-year anniversary of their issuance. The principal amount of the 2012
Notes was convertible into common stock at the option of the holder at an initial convérsion price of $24.00 per share. On March 1, 2008, pursuant to a semi-
annual reset provision based on the volume-weighted 30-day average trading price of the ordinary shares, the conversion price of the 2012 Notes was reset to
$12.00 per share.
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The notes purchase agreement contained representations, warranties, indemnities and covenants and the indentures under which the 2012 Notes were issued
contained covenants restricting the Company’s operations, including restrictions on its use and maintenance of its properties, incurrence of indebtedness,
declaration or payment of dividends or other distributions, repurchase of capital stock or subordinated obligations, making investments, incurrence of liens, sale
of assets, use of proceeds from the sale of the 2012 Notes, and engaging in business unrelated to dairy and related food products.

On November 12, 2008, the Company entered into a supplemental indenture with respect to the 2012 Notes. The supplemental indenture granted each holder of
the 2012 Notes the option to elect that the Company repurchase all or any portion of such holder’s 2012 Notes at a repurchase price of 115% of the principal
amount of 2012 Notes for which such holder elected early repurchase. On November 13, 2008, the holders of 100% of the outstanding 2012 Notes elected to
exercise the early repurchase option with respect to all of the outstanding 2012 Notes, which obligated the Company to repurchase the 2012 Notes for an
aggregate amount of $92,000,000 in accordance with the terms and conditions of the supplemental indenture. Accordingly, the Company repurchased all of the
2012 Notes, of which $11,000,000 was paid in November 2008, and $80,450,000 was paid in 2009. A gain on waived interest of $550,000 due to early
repayment was recorded as other income.

In accordance with the FASB authoritative guidance on accounting for modifications or exchanges of debt instruments, the terms of the 2012 Notes under the
November 12, 2008 supplemental indenture were substantially different from the previous terms of the 2012 Notes. Therefore, this transaction was accounted

for as an extinguishment of debt. This resulted in $30,497,268 of gain recognized in the consolidated statements of operations and comprehensive income in the
year ended December 31, 2008.

The embedded derivatives contained in the original terms of the 2012 Notes were also extinguished on November 12, 2008. However, prior to extinguishment,
the fair value of the derivatives measured using the using the Monte Carlo simulation approach was $58,340,781, resulting in a loss of $8,321,481 recorded in
the statements of operations and comprehensive income during the year ended December 31, 2008. The Monte Carlo simulation approach is a level 2 approach
in the fair value valuation methodology hierarchy under the guidance. Under this approach, the required inputs are the spot price of the stock at the valuation
date, the annual drift (based on risk-free rate under risk-neutral framework), the term, the volatility and the dividend yield.

In connection with the issuance of the 2012 Notes, the Company entered into a registration rights.agreement and an investor rights agreement with holders of .
the 2012 Notes. The registration rights agreement requires the Company to file certain registration statements,and provides that the Company’s failure to do so
will result in additional interest accruing at an annual rate of 0.25% for the first 90 days and thereafter at an annual rate of 0.50%. As part of the first repurchase
payment, the Company also paid $407,000 in accrued and unpaid interest and accrued registration rights penalty to holders of the 2012 Notes during.2008.

Costs of $124,354 associated with the 2012 Notes restructuring were capitalized as a deferred charge and aré'shown as an other asset in the consolidatéd balance
sheets as of December 31, 2008. These costs were amortized over the term of the restructured Notes. . Amortization of $107,396 and $16,958 was charged to
expense during the years ended December 31, 2009 and 2008, respectively. :

December 31, December 31,
2009 2008

USs US$

Short term debt due 290Q N
-
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2) Long term debt

Long term debt comprised of the following as of December 31, 2009 and 2008:
December 31, December 31,
2009 2008 -

e

(i)  In connection with the purchase of long-lived fixed assets of Kedong Farms, Feihe Dairy guaranteed the loans payable to a bank in the PRC for a period
of one year, beginning on October 29, 2008 and ending on October 28, 2009. The maximum potential amount under the terms of the guarantee was

RMB 251,510,000.
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Principal payments due by year for the next five years and thereafter on long term debt are as follows:

. ) Future
Year ended December 31, : repayments

30,740,165

In October, 2009, the Company entered into a loan agreement with a bank in the PRC for a principal amount of up to $9,227,851 for the purpose of financing
the purchase of certain equipment. As of December 31, 2009, there was $4,023,790 in principal payable under this loan. The loan bears interest at the six-
‘month LIBOR rate plus 1.95%, with principal payable in 10 equal semi-annual installments and interest payable semi-annually. The loan agreement contains
certain customary events of default, including failure to pay any interest or principal on the loan, failure to comply with any provision under the agreement, the
occurrence of certain insolvency events, and other material adverse events. The loan agreement also contains a fiiancial covenant requiring us to maintain a
debt to earnings ratio. For the last quarter of 2009, the Company was in technical default of the financial covenant. The bank did not provide notice of default,
waived the technical default at December 31, 2009, and agreed to revise the financial covenant to measure compliance on a 12-month rolling basis rather than
quarter by quarter.

23. CONVERTIBLE DEBT

Convertible debt redeemable within one year consisted of the following as of December 31, 2009 and 2008:

67,067 at December 31, 201




On October 3, 2006, pursuant to a subscription agreement, the Company issued an aggregate principal amount of $18,200,000 in 7.75% Convertible Notes due
2009 (the “2009 Notes™) and warrants to purchase up to an aggregate of 251,000 shares of Common Stock (the “Warrants”). The value of the warrants of
$1,871,859 was recorded as a discount to the value of the 2009 Notes and was to be amortized to interest expense over the term of the 2009 Notes.

On November 12, 2008, the Company entered into an agreement with respect to the 2009 Notes pursuant to which the Company issued to holders of the 2009
Notes an aggregate amount of 216,639 shares of common stock ($2,881,299, excluding $720,000 accrued at December 31, 2007) and such holders waived
claims te-additional payments under the registration rights agreement relating to the 2009 Notes. In connection with the agreement, the Company amended and
restated the 2009 Notes (the “New 2009 Notes”), amended and restated the warrants issued therewith (the “New Warrants”), and amended the prior registration
rights agreement.

In July, August and October 2009, the holders of the 2009 Notes elected to convert the 2009 Notes into common stock. In connection with these conversions,
$18.2 million in principal and approximately $4.3 million in accrued interest on the 2009 Notes was converted into 1,549,122 shares of common stock at a
conversion price of $14.50 per share. No 2009 Notes remained outstanding as of December 31, 2009.

24. ACCRUED EXPENSES

Accrued expenses as of December 31, ‘20‘09' and 2008 consist of the following:

2008

A &= R
Other accrued expenses

Accrued selling expenses include advertising, transportation costs and some allocation of sales department salaries.
25. OTHER PAYABLE
Other payable as of December 31, 2009 and 2008 consists of the following:

2009 2008
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26. COMMON STOCK AND EQUITY TRANSACTIONS

The Company has 50,000,000 shares of authorized common stock with a par value $0.001 per share.

(1) During 2008, the Company had the following stock transactions: ‘

The Company issu@d 3,000 shares of its cqmmoﬁ stock pursuénf to the exercise of warrants at an exercise price of $2.25 f&r a total consideration of $6,750.

The Company issued 72,500 shares of common stock valued at $1,092,650, of which $753,500 was issued for services provided by directors and $339,150 was
issued for services provided by employees.

On Octobér-15, 2008, pursuant to the Company’s 2003 Stock Incentive Plan (the “2003 Plan™), an option to purchase 80,000 shares valued at $562,758 was

granted to an-employee. As the option vests one year from date of grant, $140,689 was allocated to the yeéar ended December 31, 2008 using the straight line -
method as'described in Note 26(1). ' : : o :

On November 12, 2008, the Company issiied to holders of the 2009 Notes 216,639 shares of common stock valued at $2,881,299, in connection with an

agreement reached with the holders to waive claims to additional payments under the registration rights agreement relating to the 2009 Notes as described in
Note 22(1).

(2) During 2009, the Company had the following stock transactions:

The Company recorded $422,069 of share-based compensation expense in general and administrative experises; in connection with an option to purchase 80,000
shares valued at $562,758 granted to an employee on October 15, 2008. : : :

The Company recorded $1,511,623 of share-based compensatioh expense in general and administrative expenses, in connection with performance stock options
to purchase 2,073,190 shares yalued‘at $22,106,218 granted_ to certain employees on May 7, 2009. ‘ ) )

On July 1, July 6, August 17 and October 2, 2009, the holders of the 2009 Notes elected to convert the 2009 Notes into common stock. In connection with these
conversions, $18,200,000 in principal and $4,262,154 in accrued interest on the 2009 Notes was converted into 1,549,122 shares of common stock at a
conversion price of $14.50 per share. ' o ' - ‘

The Company recorded $236,005 of share-based compensation expense in general and administrative expenses, in connection with an option to purchase 50,000
shares valued at $1,103,400 granted to an employee on October 15, 2009. ’

The Company recorded $26,409 of share-based compensation expense in general and administrative expenses, in connection with an option to purchase 30,000
shares valued at $565,900 granted to an employee on October 23, 2009.

F-41




(3) During 2009, the Company had the following transactions related to redeemable shares of common stock:

On July 24, 2009, the Company entered into a Summary of Terms with Sequoia Capital China Growth Fund I, LP and certain of its affiliates and designees
(collectively, “Sequoia”) in which Sequoia agreed to provide a-90-day bridge loan in the amount of $16 million. The bridge loan was funded on July 29,
2009. On August 26, 2009, pursuant to a subscription agreement (the “Subscription Agreement”) with Sequoia Company issued 2.1 million shares of its
common stock for an aggregate purchase price of $63 million, including $47 million in cash and the conversion of the $16 million bridge loan. On August 26,
2009, the Company also entered into a registration rights agreement with Sequoia with respect to the shares. Pursuant to the registration rights agreement, the
Company filed a registration statement covering the resale of the securities issued or issuable pursuant to the subscription agreement, which the SEC declared
effective in October 2009. The registration rights agreement also granted demand and piggy-back registration rights to Sequoia.

Under the terms of the Subscription Agreement, the common stock issued to Sequoia is redeemable at the option of the holder if at any time after the third
anniversary of the issuance date the average the closing prices for shares of the Company’s common stock for the period of fifteen (15) consecutive trading days
is less than $39 per share for an amount equal to the issuance price plus a 5% annual compounded return, subject to certain adjustments if there is a performance
adjustment event. Due to the redeemable nature associated with the common stock issued to Sequoia, the Company has classified the shares of common stock
as temporary equity. When and if the redemption right expires or when redemption becomes improbable, the shares of common stock will be classified as
shareholders’ equity. The amount that would have been paid if the redemption had occurred on December 31, 2009 is $63 million plus interest based on LIBOR
plus 5% accrued from inception.

In the Subscription Agreement, if the Company fails to meet certain earnings per share targets for 2009 or 2010, the Company agreed to issue additional shares
of Common Stock to Sequoia, for no additional consideration, in proportion to the amount by which the Company fails to. meet the target, up to a maximum
amount of 525,000 shares (as adjusted for stock splits, dividends, and similar events). This right has been accounted for as an embedded derivative which should
be bifurcated from the host contract and, therefore, the Company recorded a liability equal to the fair value in accordance with applicable authoritative guidance,
which was $9,220,000 at the date of inception. The derivative was measured using a Monte Carlo Simulation approach, which is a Level 2 approach in the fair
value hierarchy under the guidance, as discussed in Note 22. At December 31, 2009, the provision no longer meets criteria for embedded derivative
classification. The Company recorded a loss of $2,162,000, relating to the change in fair value of the embedded derivative in other income (expense) in the
consolidated statements of operations and comprehensive income for the period ended December 31, 2009. Since the Company failed to meet these targets for
2009, the Company must issue 525,000 performance adjustment shares to Sequoia and has recorded a liability as of December 31, 2009 in the amount of
$11,382,000 for the issuance of shares.

The rights, privileges and powers associated with the redeemable shares of common stock issued to Sequoia are the same as those enjoyed by other holders of
the Company’s common stock (including without limitation the right to receive dividends and any adjustments as noted above).

27. OPTION PLAN AND WARRANTS
(1) 2009 Stock Incentive Plan

On May 7, 2009, the Company’s Board of Directors approved the Company’s 2009 Stock Incentive Plan (the “2009 Plan™). All awards under the 2009 Plan will
be subject to shareholder approval at the Company’s 2009 Annual Meeting of Shareholders. The Board of Directors approved the 2009 Plan in order to permit
grants of certain equity incentives, including incentive stock options, nonqualified stock options, restricted stock awards, performance stock awards and other
equity-based compensation, to certain employees, directors, officers, consultants, agents, advisors and independent contractors of the Company and its
subsidiaries. The total number of shares of the Company’s common stock initially authorized for issuance under the 2009 Plan is 2,000,000 plus any authorized
shares that, as of May 7, 2009, were available for issuance under the Company’s 2003 Stock Incentive Plan. Shares issued under the 2009 Plan may be drawn
from authorized but unissued shares or shares now held or subsequently acquired by the Company as treasury shares.
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On May 7, 2009, the Compensation Committee of the Board of Directors granted new, non-statutory performance stock options to certain officers and
employees of the Company under the 2009 Plan. In the aggregate, 2,073,190 performance stock options were granted, each with an exercise price of $16.86 and
a contractual life of 6 years. The performance stock options will vest in two equal tranches on the fourth and fifth anniversaries of the date such options were
granted, provided that the recipient has met the performance criteria established in accordance with the 2009 Plan and the option holder continues to be an
employee of, or service provider to, the Company or its subsidiaries at the time of the relevant vesting dates. If the recipient fails to satisfy the performance
goals related to the vesting date, the shares that would otherwise vest on that date will be forfeited and cancelled.

During 2009, none of the performance criteria set for the year ended December 31, 2009 were met. Accordingly, the options granted were to be forfeited and +
cancelled. In December, 2009, management amended the performance and vesting terms to limit the amount of shares that would otherwise be forfeited and
cancelled due to the failure to satisfy the annual performance goals to one-third of stock options granted for each of fiscal year 2009, 2010, and 2011. The
incremental cost or benefit resulting from the modification is measured as the excess of the fair value of the modified award over the fair value of the original
award immediately before its terms are modified and the effect on the number of instruments expected to vest. As a result of this modification, $1,511,623 in
incremental compensation cost was recognized. 421 employees were affected by this modification.

The fair value of the option awards are estimated on the date of grant using the Black-Scholes option valuation model to be $22,106,218, of which $1,511,623
was recorded as compensation expense in general and administrative expenses during the year ended December 31, 2009, in accordance with the graded vesting,
attribution method. The valuation was based on the assumptions noted in the following table.

Expected dividends

Risk-free rate

On October 23, 2009, the Compensation Committee of the Board of Directors granted new, non-statutory performance stock options to certain officers and
employees of the Company under the 2009 Plan. In the aggregate, 30,000 performance stock options were granted, each with an exercise price of $27.69 and a
contractual life of 6 years. The performance stock options will vest in two equal tranches on the fourth and fifth anniversaries of the date such options were
granted, provided that the recipient has met the performance criteria established in accordance with the 2009 Plan and the option holder continues to be an
employee of, or service provider to, the Company or its subsidiaries at the time of the relevant vesting dates. If the recipient fails to satisfy the performance
goals related to the vesting date, the shares that would otherwise vest on that date will be forfeited and cancelled.

The fair value of the option awards are estimated on the date of grant using the Black-Scholes option valuation model to be $565,900, of which $26,409 was
recorded as compensation expense in general and administrative expenses during the year ended December 31, 2009, in accordance with the graded vesting
attribution method. The valuation was based on the assumptions noted in the following table.

Expected dividends

Risk:free rate
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(2) 2003 Stock Incentive Plan

Effective May 7, 2003, the Company adopted and approved-its 2003 Plan, which reserved 3,000,000 shares of common stock for issuance under the Plan. The
Plan allows the Company to issue awards of incentive non-qualified stock options, stock appreciation rights, and stock bonuses to directors, officers, employees
and consultants of the Company which may be subject to restrittions. The Company applies authoritative guidance issued by FASB regarding share-based
payments in accounting for the 2003 Plan, which requires that compensation for services that a corporation receives through share-based compensation plans
should be measured by the quoted market price of the stock at the measurement date less the amount, if any, that the individual is required to

pay. Compensation expense for share-based compensation of $658, 074 and $1, 233 339 were recorded durmg the years ended December 31, 2009 and 2008
related to the Plan.

No stock appreciation rights have been issued under the Plan.:

On October 15, 2008, an option to purchase 80,000 shares was granted to an employee that vests on the 12-month anniversary of the date of grant, conditioned
upon continued employment on such date, and have a contractual life of 4 years. The fair value of the option award is estimated on the date of grant using the
Black-Scholes option valuation model to be $562,758, of which $422,069 was recorded as compensatmn cost in the year ended December 31, 2009. The
valuation was based on the assumptions noted in the following table.

Expected dividends

an
Risk-free rate . 2.7%

On October 15, 2009, an option to purchase 50,000 shares was granted to an employee that vests on the 12-month anniversary of the date of grant, conditioned
upon continued employment on such date, and have a contractual life of 4 years. The fair value of the option award is estimated:on.the date of grant using the
Black-Scholes option valuation model to be $1,103,400, of which $236,005 was recorded as compensatlon cost in the year ended December 31,2009. The
valuation was based on the assumptlons noted in the following table.
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A summary of option activity under the 2003 and 2009 Plans as of December 31, 2009 and 2008 and movement during the years then ended are as follows:

. Weighted
Weighted : average
average Weighted Aggregate . remaining
grant date average intrinsic contractual
Options fair value exercise price value term

“N@*‘ﬁﬁ R R R

Exercisable at December 31 2009 . ull . 774,400




A summary of the status of the Company’s non-vested options as of December 31, 2009 and 2008, and movements during the two years then ended are as
follows:

Weighted average
granted date fair
Options . .value

AR I A
Gral;ted

Vesied

Forfeited or expired

AR
Forfeited or expired

As of December 31, 2009, there was a total of $11,399,488 of unrecogmzed compensation cost related to non-vested share-based compensatlon granted under
the 2003 and 2009 Plans. The cost is expected to be recognized over various periods of ranging from 10 months to 58 months.

(3) Warrants

As of December 31, 2009, the Company had 237,937, warrants outstanding at an average exercise price of $14.50 per warrant. The warrants will expire on
October4 2012.

During the years ended December 31, 2009 and 2008 804,347 and 3,000 warrants, respectively, were exercised at various exercise prices, resulting in proceeds
of $1,838,469 and $6 750, respectively, to the Company.

Aveérage
exercise
Warrants : Price

US$
aE

As of December 31, 2009, there were 237,937 warrants outstandlng with a weighted average remammg contractual life of 2.8 years and a weighted average
exercise prlce of $14 50. o - _ T .
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28, STATUTORY RESERVES

Relevant PRC laws and regulations permit payments of dividends by the Company’s PRC subsidiaries and affiliates only out of their retained earnings, if any,
as determined in accordance with PRC accounting standards and regulations. In addition, the statutory general reserve fund requires annual appropriations of
10% of net after-tax income should be set aside prior to payment of any dividends. As a result of these and other restrictions under PRC laws and regulations,
the PRC subsidiaries and affiliates are restricted in their ability to transfer a portion of their net assets to the Company either in the form of dividends, loans or
advances.

29. COMMITMENTS AND CONTINGENCIES
(1) Operating lease arrangements

The Group has entered into leasing arrangements relating to office premises and computer equipmenf that are classified as operating leases. There were no
minimum future rental payments under non-cancellable operating leases having remaining terms in excess of one year.

Rent expenses incurred and expensed to consolidated statements of operations and comprehensive income during the years ended December 31, 2009 and 2008
amounted to $461,247 and $120,704 respectively.

2 Cépital commitments
Capital commitments for purchase of property and equipment and biological assets as of December 31, 2009 were approximately $28,916,801.
(3) Land use rights

All lands in the PRC are state-owned and no individual land ownership rights exist. The Group has obtained land use rights certificates for the land on which its
facilities are located, except that Langfang Feihe is in the process of obtaining such a certificate.

Feihe Dairy entered into a land use right contract on January 13, 2006 with the Bureau of Land and Real Estate of Langfang Economic and Technology
Development Zone in Hebei Province, China, as amended by a supplementary contract dated January 13, 2006, which sets forth rights to use the land on which
Langfang Feihe’s facilities are located. Feihe Dairy is applying to assign its rights under the contract to Langfang Feihe. Management believes that this
contract adequately evidences Langfang Feihe’s right to use the land, and that there should be no legal obstacle to Langfang Feihe’s use of the land or obtaining
a certificate of land use right. However, in the event that Langfang Feihe fails to obtain such a certificate, there is a risk that the PRC government may deem
Langfang Feihe’s operations illegitimate or impose penalties and fines. While present, however, management believes that this possibility is remote.

(4) Other assets

Substantially all of the Group’s assets and operations are located in the PRC. The Company is self-insured for all risks and carri¢s no liability or property
insurance coverage of any kind.

30. SEGMENTS

In accordance with authoritative guidance issued by FASB regarding disclosures about segments of an enterprise and related information, based upon the
manner in which internal financial information is produced and evaluated by the Group’s chief operating decision maker, the Group has determined that it has
two reportable segments: dairy products and dairy farm. The dairy products segment produces and sells dairy products, such as wholesale and retail milk
powders, as well as soybean powder, rice cereal, walnut powder and walnut oil. The dairy farm segment operates the Group’s two dairy farms in the PRC,
construction of which was completed in the fourth quarter of 2009. The Group’s two dairy farms provide milk to the Group. As the Group primarily generates
its revenues from customers in the PRC, no geographical segments are presented. :
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The segment information for the reportable segments for the year ended December 31, 2009 is as follows:

Dairy products Dairy farms Corporate Total
ESS US$ - US$ US$

e

ﬂl%l@!ﬁ‘ﬁﬂm{é@@&w

Segment assets

Expenditures for segment assets 35,591,324 25,906,059 61,497,383

The segment information for the reportable segments for the year ended December 31, 2008 is as follows:

Dairy products Dairy farms Corporate

ment assets IR N A'8=9’1’7%5:¥§§3 ‘428i5201 %%663 141,042
ﬁﬁ%ﬁ% el 3ﬁiﬂﬁBﬁﬁﬁﬁﬁﬁmﬁmﬁlﬁﬂmWﬂWE@WE§ R : s Tinbwlesl

Expendltures for segment asse s ‘ 32 632,030 27,602,841 - 60,234,871

A reconciliation of reportable segment revenues, profit, and assets, to the Group’s totals is as follows:

2009 2008

USs ) US$




2009 2008

US$ USS

Income from continuing operations before income taxes and minority interest 15,427,010 14,136,761
2009 2008
US$ US$
Assets oo

(222,992,769)

Dairy products Dairy farms Corporate Total -
US$ USS Uss US$

2009
13,962,989

35,591,324 25,906,059 - 61,497,383

W

i

6,691,893
32,632,030 27,602,841 - 60,234,871

31. SUBSEQUENT EVENTS

a) investment in a new subsidiary

On January 22, 2010, é ne§v éubsidiary of the Company, Heilongjiang Flying Crane Trading Company Limited was registered in Heilongjiang province, China.

The Company has paid RMB 2 million (or approximately $ 293,000 as of December 31, 2009) of total registered capital requirement of RMB 10,000,000 (or

approximately $ 1.5 million as of December 31, 2009), and will hold an 85% equity interest. The main business of the riew subsidiary will be sales of milk and
soybean related products.
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32. QUARTERLY OPERATING RESULTS

For the fiscal year 2009 and 2008, quarterly operating results are summarized as follows:

Three Months Ended (Unaudited)

Fiscal 2009 December 31 September 30 June 30 March 31
US$ USS . USS$ US$
Sl 847
36 9§1 402 2431,%2 413 72 577,5784 .
ﬁ%‘m%@ﬁmﬁim M@% : 2?“‘%&%?&

(1.17) 0.52 0.40 1.55

et (loss) i income

Three Months Ended (Unaudited)
December 31 September 30 June 30 March 31

SO0

12,467,649 12 507 366

Fiscal 2008
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