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EXPLANATORY NOTE

This Amendment No. 2 on Form 10-K/A (the “Amended Filing”) amends Amendment No. 1 to the Annual Report of
China Natural Gas, Inc. (the “Company”) (as amended, the "Amended 10-K"), which in turn had amended the annual
report on Form 10-K for the year ended December 31, 2009, originally filed on March 10, 2010 (the “Original Filing”).

As previously disclosed in the Company's Quarterly Report on Form 10-Q for the quarter ended June 30, 2010, in
February 2010, the Company obtained a bank loan in the amount of $17.7 million (the "Loan") and, in connection
with the Loan, Xi'an Xilan Natural Gas Co. Ltd., the Company's variable interest entity, pledged its equipment and
vehicles located within China to secure the Loan (the "Pledge") and guaranteed the repayment of the Loan (the
"Guarantee").

By August 8, 2010, the Company’s former outside counsel determined that the Pledge was prohibited by the indenture
(the "Indenture") for the Company's 5% guaranteed senior note issued to Abax Lotus Ltd. ("Abax") dated January 29,
2008 (the "Senior Notes"). As a result, the Company believed that Abax had the right to declare a default under the
Indenture and could thereafter accelerate the Senior Notes, which would cause a simultaneous default under the
warrant agreement governing the Company's warrants issued in connection with the Senior Notes, thereby entitling
the warrant holders to require the Company to redeem their warrants. In view of the potential default under the
Indenture and warrant agreement, the Board, in consultation with management and the Audit Committee, determined
that the Company was required to restate its annual financial statements for the year ended December 31, 2009 and the
quarter ended March 31, 2010 to reclassify from long term liabilities to short term liabilities the Senior Notes and the
fair value of the redeemable warrants (the “Reclassification™).

Therefore, the Company filed a Current Report on Form 8-K on August 19, 2010 to disclose that its financial
statements contained in its Annual Report on Form 10-K for the year ended December 31, 2009 (the "Annual Report")
and its Quarterly Report for the quarter ended March 31, 2010 (the "Quarterly Report") should not be relied upon, and,
on August 20, 2010, the Company filed:

ethe Amended 10-K to (1) restate the financial statements contained therein to make the Reclassification and disclose
as subsequent events the Loan, the Pledge and the Guarantee as well as the initial determination that the Pledge was
not permitted under the Indenture, (ii) make other amendments to the Annual Report to give effect to the foregoing
and (iii) amend Part II, Item 9A, Controls and Procedures, of the Annual Report; and

e Amendment No. 1 to the Quarterly Report (as amended, the "Amended 10-Q") to (i) amend Part II, Item 4, Other
Information, of the Quarterly Report to disclose the Loan, the Pledge and the Guarantee as well as the initial
determination that the Pledge was not permitted under the Indenture, (ii) restate the financial statements contained
therein to make the Reclassification, record the Loan as a long term liability and record an increase in restricted cash
as a result of obtaining the proceeds of the Loan; (iii) make other amendments to the Quarterly Report to give effect
to the foregoing; (iv) amend Part I, Item 4, Controls and Procedures, of the Quarterly Report; and (v) file the Loan,
the Pledge and the Guarantee as exhibits to the Amended 10-Q.

Also, in its Quarterly Report on Form 10-Q for the quarter ended June 30, 2010, the Company (i) recorded the Senior
Notes and warrants, which were described as redeemable, as current liabilities in the financial statements contained
therein; (ii) made other disclosures in such quarterly report to give effect to the foregoing; and (iii) disclosed in Part II,
Item 4, Other Information, of such quarterly report the Loan, the Pledge and the Guarantee as well as the initial
determination that the Pledge was not permitted under the Indenture.

Subsequent to restating its financial statements and filing the Amended 10-K and Amended 10-Q, management of the
Company internally revisited the analysis of whether the Pledge was indeed prohibited by the Indenture and
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determined that it was not. In late August 2010, the Company engaged the law firm DLA Piper, which had not
previously advised the Company or management on these matters, to review the Company's analysis, and DLA Piper
subsequently confirmed the Company's analysis. At the request of the Company's independent auditors, the Company
engaged another law firm with no prior relationship to the Company to review the Company's analysis, and that law
firm subsequently confirmed the Company's analysis. The Company engaged DLA Piper as its regular outside counsel
for SEC reporting and other public company matters in early September 2010. The Board of Directors of the
Company, in consultation with management and the Audit Committee, determined on September 15, 2010, that none
of the Loan, the Pledge or the Guarantee, individually or together, were prohibited by the Indenture.

The purpose of this Amended Filing is to reverse all disclosure in the Amended 10-K related to the Reclassification
and to further amend Part II, Item 9A, Controls and Procedures. With respect to the former, the amendments herein
include: (i) reversal of the reclassification of the Company’s Senior Notes payable and the fair value of the redeemable
warrants from current liabilities back to long term liabilities, (ii) removal of the statements indicating that the Pledge
was not permitted under the Indenture, and (iii) other amendments to the Amended 10-K to give effect to the
foregoing.

In accordance with Rule 12b-15 under the Exchange Act, each item of the Original Filing that is amended by this
Amended Filing is also restated in its entirety, and this Amended Filing is accompanied by currently dated
certifications on Exhibits 31.1, 31.2, 32.1 and 32.2 by the Company’s Chief Executive Officer and Chief Financial
Officer. Except as described above, this Amended Filing does not amend, update, or change any items, financial
statements, or other disclosures in the Original Filing, and does not reflect events occurring after the filing of the
Original Filing, including as to any exhibits to the Original Filing affected by subsequent events. Information not
affected by the changes described above is unchanged and reflects the disclosures made at the time of the Original
Filing. Accordingly, this Amended Filing should be read in conjunction with the Original Filing and our other SEC
filings subsequent to the filing of the Original Filing, including any amendments to those filings. Capitalized terms not
defined in the Amended Filing are as defined by the Original Filing.
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STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

Except for the historical information contained herein, some of the statements in this Report contain forward-looking
statements that involve risks and uncertainties. These statements are found in the sections entitled "Business,"
"Management's Discussion and Analysis of Financial Condition and Results of Operations," and "Risk Factors." They
include statements concerning: our business strategy; expectations of market and customer response; liquidity and
capital expenditures; future sources of revenues; expansion of our product lines; addition of new product lines; and
trends in industry activity generally. In some cases, you can identify forward-looking statements by words such as
"may," "will," "should," "expect," "plan," "could," "anticipate," "intend," "believe," "estimate," "predict," "potential,"
"goal," or "continue" or similar terminology. These statements are only predictions and involve known and unknown
risks, uncertainties and other factors, including, but not limited to, the risks outlined under "Risk Factors," that may
cause our or our industry's actual results, levels of activity, performance or achievements to be materially different
from any future results, levels of activity, performance or achievements expressed or implied by such
forward-looking statements. For example, assumptions that could cause actual results to vary materially from future
results include, but are not limited to: our ability to successfully develop and market our products to customers; our
ability to generate customer demand for our products in our target markets; the development of our target markets and
market opportunities; our ability to produce and deliver suitable products at competitive cost; market pricing for our
products and for competing products; the extent of increasing competition; technological developments in our target
markets and the development of alternate, competing technologies in them; and sales of shares by existing
shareholders. Although we believe that the expectations reflected in the forward-looking statements are reasonable, we
cannot guarantee future results, levels of activity, performance or achievements. Unless we are required to do so under
U.S. federal securities laws or other applicable laws, we do not intend to update or revise any forward-looking
statements.

nn nn nn nn
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ITEM 1. BUSINESS
Overview

We are an integrated natural gas operator in The Peoples’ Republic of China (“China” or the “PRC”), primarily involved in
the distribution of compressed natural gas (“CNG”) through our variable interest entity (“VIE”)-owned CNG fueling
stations. As of December 31, 2009, we operated 24 CNG fueling stations in Shaanxi province and 12 CNG fueling
stations in Henan province. Our VIE own our CNG fueling stations while we lease the land upon which our
VIE-owned CNG fueling stations operate. For the year ended December 31, 2009, we sold CNG of 164,343,895 cubic
meters through our VIE-owned fueling stations, compared to 149,412,144 cubic meters for the year ended December

31, 2008. We also transport, distribute and sell piped natural gas to residential and commercial customers in the Xi’an
area, including Lantian County, and the districts of Lintong and Baqiao, in Shaanxi province through a high pressure
pipeline network of approximately 120 kilometers.

We operate four main business lines:

¢ Distribution and sale of CNG through our VIE-owned CNG fueling stations for hybrid (natural gas/gasoline)
powered vehicles (36 stations as of December 31, 2009);

e nstallation, distribution and sale of piped natural gas to residential and commercial customers through our
VIE-owned pipelines. We distributed and sold piped natural gas to approximately 108,423 residential customers as
of December 31, 2009;

¢ Distribution and sale of gasoline through our VIE-owned CNG fueling stations for gasoline and hybrid (natural
gas/gasoline) powered vehicles (eight of our CNG fueling stations sold gasoline as of December 31, 2009); and

e Conversion of gasoline-fueled vehicles to hybrid (natural gas/gasoline) powered vehicles at our auto conversion
sites.

We buy all of the natural gas that we sell and distribute to our customers. We do not mine or produce any of our own
natural gas and have no plans to do so during the next 12 months. We currently sell our natural gas in two forms: (i)
CNG and (ii) piped natural gas.

On October 24, 2006, our VIE, Xi’an Xilan Natural Gas Co., Ltd. ("XXNGC"), formed a wholly-owned subsidiary,
Shaanxi Jingbian Liquefied Natural Gas Co., Ltd. ("SJLNG"), for the purpose of constructing a liquefied natural gas
("LNG") facility to be located in Jingbian, Shaanxi province. We planned to invest approximately $50 million to
construct this facility, funded through the sale of senior notes to Abax and our September 2009 equity financing, as
well as cash flows from operations. The LNG plant is under construction and is expected to be completed by the
second quarter of 2010. Once completed, the plant is expected to have a LNG processing capacity of 500,000 cubic
meters per day, or approximately 150 million cubic meters on an annual basis.
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We had total revenues of $81,066,118, $67,720,659 and $35,392,053 for the years ended December 31, 2009, 2008
and 2007, respectively. We had net income of $18,830,787, $15,190,368 and $9,116,070 for the years ended
December 31, 2009, 2008 and 2007, respectively. We had total assets of $197,614,516, $118,262,291 and 53,289,998
as of December 31, 2009, 2008 and 2007, respectively.

Our Corporate History and Structure

We were incorporated in the state of Delaware on March 31, 1999, as Bullet Environmental Systems, Inc. On May 25,
2000 we changed our name to Liquidpure Corp. and on February 14, 2002 we changed our name to Coventure
International, Inc. ("Coventure").

On December 6, 2005, Coventure issued an aggregate of 4 million shares to all of the registered shareholders of
XXNGC, and entered into exclusive arrangements with XXNGC and these shareholders that give us the ability to
substantially influence XXNGC's daily operations and financial affairs, appoint its senior executives and approve all
matters requiring shareholder approval. On December 19, 2005, we changed our name to China Natural Gas, Inc.

On February 22, 2006, we formed Shaanxi Xilan Natural Gas Equipment Co., Ltd., ("SXNGE") as a wholly foreign
owned enterprise (“WFOE”). We then, through SXNGE entered into exclusive arrangements with XXNGC and these
shareholders that give us the ability to substantially influence XXNGC's daily operations and financial affairs, appoint
its senior executives and approve all matters requiring shareholder approval. We memorialized these arrangements on
August 17, 2007. As a result, we consolidate the financial results of XXNGC as a variable interest entity pursuant to
FASB accounting standard.

On October 24, 2006, XXNGC formed a wholly-owned subsidiary, Shaanxi Jingbian Liquefied Natural Gas Co., Ltd.
(“SJLNG”), a limited liability company organized under the laws of the PRC to administer the production and sales of
LNG.

On December 1, 2006, XXNGC formed a wholly-owned subsidiary, Xi'an Xilan Auto Body Shop Co., Ltd.
("XXABC"), which converts gasoline-fueled vehicles to hybrid (natural gas/gasoline) powered vehicles.

On July 3, 2008, XXNGC formed a wholly owned subsidiary, Henan Xilan Natural Gas Co., Ltd. ("HXNGC"), for the
purpose of improving the efficiency of our natural gas fueling station operations, pipeline construction, engineering
design, construction and technical advisory work services in Henan province. HXNGC also operates our CNG fueling
stations in Henan province.

On October 2, 2008, XXNGC acquired a 100% equity interest in Lingbao Yuxi Natural Gas Co., Ltd. ("LBNGC"),
which possesses the right to operate CNG fueling stations and pipelines in the city of Lingbao, from the shareholders
of LBNGC, Zhihe Zhang, who held a 90% ownership interest in Henan, and Lingjun Hu, who held a 10% ownership
interest in Henan.

On October 27, 2009, XXNGC formed Henan CNPC Kunlun Xilan Compressed Natural Gas Co., Ltd. (“JV”) as a joint
venture with China National Petroleum Corporation Kunlun Natural Gas Co., Ltd. (““CNPC Kunlun”) in Henan
province, PRC. The JV was established to build and operate CNG compressor stations and fueling stations, sell CNG,
provide vehicle conversion services from gasoline-fueled vehicles to hybrid (natural gas/gasoline) powered vehicles
and technical advisory work services in Henan, PRC. CNPC Kunlun will hold 51% ownership of the JV, and XXNGC
will hold 49% ownership.
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On October 27, 2009, CHNG formed Xilan Energy Co., Ltd. (“XEC”) as a wholly owned limited liability company in
Hong Kong. XEC was established for the purpose of importing liquid natural gas (“LNG”) into PRC.

On December 17, 2009, XXNGC formed Hubei Xilan Natural Gas Co., Ltd. (“HBXNGC”) as a wholly owned limited
liability company in Hubei province, PRC. HBXNGC was established to construct harbor LNG fueling stations and
ships in Hubei, PRC.

The following diagram illustrates our corporate and share ownership structure:

Our Variable Interest Entity Agreements
The following is a summary of the agreements we have with our variable interest entity, XXNGC:

Consulting Service Agreement, dated August 17, 2007. Under this agreement entered into between SXNGE and

XXNGC, SXNGE provides XXNGC exclusive consulting services with respect to XXNGC's general business

operation, human resources and research and development. In return, XXNGC pays a quarterly service fee to SXNGE,

which is equal to XXNGC’s revenue for such quarter. The term of this agreement is indefinite unless SXNGE notifies
XXNGC of its intention to terminate this agreement. XXNGC may not terminate this agreement during its term. This

agreement is retroactive to March 8§, 2006.

Operating Agreement, dated August 17, 2007. Under this agreement entered into between SXNGE, on the one hand,

and XXNGC and certain shareholders of XXNGC, on the other hand, SXNGE agrees to act as a guarantor for

XXNGC in the contracts, agreements or transactions in connection with XXNGC’s operation between XXNGC and
any other third party, to provide full guarantee for the performance of such contracts. XXNGC agrees, as a

counter-guarantee, to pledge all of its assets, including accounts receivable to SXNGE. The XXNGC shareholders

party to this operating agreement agree to, among other things, appoint as XXNGC's director, individuals

recommended by XXNGC and appoint SXNGE's senior officers as XXNGC's general manager, chief financial officer

and other senior officers. The term of this agreement is indefinite unless SXNGE notifies XXNGC of its intention to

terminate this agreement with 30 days prior notice. XXNGC may not terminate this agreement during its term. This

agreement is retroactive to March 8§, 2006.

10
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Equity Pledge Agreement, dated August 17, 2007. Under this agreement entered into between SXNGE, on the one
hand, and XXNGC and certain shareholders of XXNGC, on the other hand, to secure the payment obligations of
XXNGC under the Consulting Service Agreement described above, the XXNGC shareholders party to this equity
pledge agreement have pledged to SXNGE their entire equity ownership interests in XXNGC. Upon the occurrence of
certain events of default specified in this agreement, SXNGE may exercise its rights and foreclose on the pledged
equity interest. Under this agreement, the pledgors may not transfer the pledged equity interest without SXNGE's prior
written consent. This agreement will also be binding upon successors of the pledgor and transferees of the pledged
equity interest. The term of the pledge is two years after the obligations under the Consulting Service Agreement have
been fulfilled. This agreement is retroactive to March 8, 2006.

Option Agreement, dated August 17, 2007. Under this option agreement entered into between SXNGE, on the one
hand, and XXNGC and certain shareholders of XXNGC, on the other hand, the XXNGC shareholders party to this
option agreement irrevocably granted to SXNGE, or any third party designated by SXNGE, the right to acquire, in
whole or in part, the respective equity interests in XXNGC of these XXNGC shareholders. The option agreement can
be terminated by SXNGE by notifying XXNGC of its intention to terminate this agreement with 30 days prior notice.
The option agreement is retroactive to March 8, 2006.

Addendum to the Option Agreement, dated August 8, 2008. Under this addendum to the option agreement entered
into between SXNGE, on the one hand, and XXNGC and certain shareholders of XXNGC, on the other hand, the
XXNGC shareholders (the "Transferors") irrevocably granted to SXNGE an option to purchase the XXNGC
shareholders' additional equity share in XXNGC (the "Additional Equity Interest") in connection with an increase in
XXNGC's registered capital since the execution of the option agreement at $1.00 or the lowest price permissible under
the applicable laws at the time that SXNGE exercises the option to purchase the Additional Equity Interest. The option
agreement can be terminated by SXNGE by notifying XXNGC of its intention to terminate this agreement with 30
days prior notice. This addendum is retroactive to June 30, 2008.

Proxy Agreement dated August 17, 2007. Under this agreement entered into between SXNGE, on the one hand, and
XXNGC and certain shareholders of XXNGC, on the other hand, the XXNGC shareholders irrevocably granted to
SXNGE the right to exercise their shareholder voting rights, including attendance at and voting of their shares at
shareholders meetings in accordance with the applicable laws and XXNGC'’s articles of associations. This agreement is
retroactive to March 8, 2006.

Our Products, Services and Customers
CNG and Gasoline Fueling Stations

As of December 31, 2009, our VIE operated 24 CNG fueling stations in the Shaanxi province and 12 CNG fueling
stations in Henan province. Through these VIE-owned fueling stations, CNG is sold to taxis, buses and private cars
that operate with CNG technology. During the year ended December 31, 2009, we purchased natural gas at an average
cost of RMB1.11/cubic meter and sold each cubic meter for RMB2.33 net of value added taxes in Shaanxi province
and we purchased natural gas at an average cost of RMB1.19/cubic meter and sold each cubic meter for RMB2.83 net
of value added taxes in Henan province.

11
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We continue to expand our VIE-owned CNG fueling station base by constructing new stations as well as acquiring
existing stations. We can obtain approvals and construct a CNG fueling station in Shaanxi province in approximately
60 days for a cost of approximately US$1,300,000 to US$1,500,000. We are evaluating additional sites for CNG
fueling stations in Shaanxi, Henan and in other regions.

Our VIE also own three natural gas compressor stations. Two are located in Xi’an: Hongqing station, acquired in July
2005, near our pipeline; and Changsheng station, acquired in September 2008. The third station is located in Xianyang
city and was acquired in January 2008. A compressor station compresses natural gas and allows trucks to transport
CNG to fueling stations. We currently have a daily processing capacity of 250,000 cubic meters of CNG.

We began to distribute and sell gasoline during the fourth quarter of 2007 in an effort to support our sales of CNG by
attracting more natural gas/gasoline hybrid car owners through providing a one-stop refueling option for such
customers. Our gasoline facilities were either installed by us at our existing CNG stations or acquired through our
acquisition of CNG fueling stations that have both CNG and gasoline fueling capability. As of December 31, 2009, we
distributed and sold gasoline at eight of our VIE-owned CNG fueling stations for gasoline and hybrid (natural
gas/gasoline) powered vehicles in Xi'an. During the year ended December 31, 2009, we purchased gasoline at an
average cost of RMB4.13/liter and sold each liter at an average price of RMB4.39/liter net of value added taxes in
Xi'an.

Our Pipeline Distribution System

Our VIE own and operate a high pressure pipeline network of approximately 120 kilometers in the Xi’an area. The
network connects to a high pressure government pipeline network operated by Shaanxi Natural Gas Company, which

supplies natural gas directly from a gas field in the northern region of the province. Our high pressure pipeline then

feeds into city-gate "let-down" stations at Hongqing and Lantian County, where the pressure is reduced and natural

gas is transported through a network of low-pressure distribution pipes to supply our residential and commercial

customers in Lantian County and the Lintong and Baqgiao Districts. The supply also feeds our compressor stations at

Hongqing and Xianyan where CNG is collected by tankers to supply our CNG fueling stations.

Each of our pipeline customers is physically connected to our pipeline network through Company-installed and
maintained piping and natural gas usage gauges. We generate revenues both from the sale of natural gas to these
customers and the installation and maintenance of this equipment.

We believe we are currently the sole authorized provider of natural gas to residential customers in our service areas
and the only privately owned company in Shaanxi province to own and operate this type of high pressure pipeline.

12
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Our Automobile Conversion Sites

We began our automobile conversion business during the second quarter of 2007. Our automobile conversion sites
convert gasoline-fueled vehicles to hybrid (natural gas/gasoline) powered vehicles. As of December 31, 2009, we had
four auto conversion sites, all in the Xi'an area.

Our CNG Market

As of December 31, 2009, there were 3,639 buses and 10,646 taxes powered by CNG in Xi’an, which accounts for
approximately 97% and 91% of the total market, respectively. Each bus uses an average of approximately 100 cubic
meters of CNG per day and each taxi uses an average of approximately 30 cubic meters of CNG per day
(Source: PRC Ministry of Science and Technology). The PRC government estimates in its Eleventh Five Year Plan
(2006-2010) that current total demand for CNG as a vehicular fuel in the Xi’an area will reach approximately
1,070,000 cubic meters per day by 2010. Compared to gasoline and diesel, we believe natural gas as vehicular fuel is
cheaper, cleaner and safer. The PRC government’s Clean Energy Policy encourages the use of CNG as a vehicular
fuel.

We estimate that the average CNG station in Xi’an pumped approximately 11,000 cubic meters of CNG per day in
2009. As of December 31, 2009, there were 73 CNG fueling stations in Xi’an and we estimate that approximately
803,000 cubic meters of CNG was pumped per day during 2009, a figure below estimated total demand. As a result,
we believe that there is unmet demand for CNG as vehicular fuel in the Xi’an area.

As of December 31, 2009, there were approximately 2,100 buses and 8,900 taxes powered by CNG in Zhengzhou,
which account for approximately 50% and 84% of the market shares, respectively. (Source: Zhengzhou Evenings).
We estimate each bus uses an average of approximately 100 cubic meters of CNG per day and each taxi uses an
average of approximately 30 cubic meters of CNG per day.

We estimate that the average CNG station in Henan pumped approximately 11,000 cubic meters of CNG per day in
2009. As of December 31, 2009, there were 42 CNG fueling stations in Henan and we estimate that approximately
462,000 cubic meters of CNG was pumped per day during 2009, a figure below estimated total demand. As a result,
we believe that there is unmet demand for CNG as vehicular fuel in the Henan area.

While there are many competitors in the distribution and sale of CNG in China, we believe we are well positioned in
the market through our cooperation with local natural gas suppliers and our experience in Shaanxi and Henan.

Our Pipeline Network Customers

As of December 31, 2009, we had 108,423 customers, including residential and commercial customers. We continue
to expand our customer base in Xi’an's newly developed business and residential areas including Bagiao, Hongqing
and Xihang as well as Lingbao in Henan Province. Our commercial customers, including the Xiwei Aluminum
Company and the Hungtian Company, use natural gas as a raw material for their production process. We are not
dependent upon any single customer or group of customers for a material portion of our natural gas sales or revenues.

Our pipeline customers purchase natural gas by prepaid cards that can be inserted into the connection equipment to
initiate gas flow.

13
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We entered into agreements with the Xi’an International Port Administrative Committee (the “Port Committee”) and the
town of Tangyu, China, in April 2008 and October 2008, respectively, to provide natural gas to local residents and
businesses. The international port project is estimated to involve the development of approximately 13.5 square miles

of business district and the investment of up to $30 million over the next several years, based on the Port Committee’s
planning schedule. The Tangyu project involves supplying natural gas to potentially 50,000 residential and
commercial users at a tourist site undergoing development and expansion. Our agreement with the Port Committee is
currently being challenged by the Xi'an Municipal Administration Commission for violating an exclusive agreement
between the municipal government and Qin Hua Gas Company, one of our major competitors in our pipeline natural
gas business. We disagree with the Xi'an Municipal Administration Commission's assessment and are currently in
negotiations with it to resolve its assessment.

Our Liquefied Natural Gas (“LNG”) Project

In September 2007, we began the construction of an LNG processing and distribution plant in Jingbian, Shaanxi
province (the "LNG Project"). We estimate that the LNG Project will cost approximately $50 million, funded through
the sale of senior notes to Abax and our September 2009 equity financing, as well as cash flows from operations. We
believe we have obtained all the required permits and approvals to build the LNG plant and expect construction to be
completed by the second quarter of 2010.

During 2009, we made significant progress towards completing the LNG Project and spent approximately $31 million
in constructing our LNG facility, acquiring technology licenses, prepaying for equipment purchases and acquiring
land use rights. We believe that adding LNG to our product offerings will expand our geographic sales footprint and
improve our revenues and profitability as well as diversify our revenue and profit structure.

Both CNG and LNG are natural gas compressed into canisters for convenient transportation, usually by tank trucks, to
locations of distribution or consumption. Typically, CNG is compressed at 200 kilograms per cubic centimeter and
LNG is compressed at up to 625 times atmospheric pressure per normal cubic meter and must be transported at
sub-zero temperatures. The cost of compressing and processing LNG is higher than CNG, but LNG can be transported
in larger volumes and over longer distances per tanker and the per unit transportation costs are therefore lower than
CNG.

We believe we are well positioned in the LNG business because the NDRC has stopped approving LNG projects
based on onshore gas fields that involve the processing of domestic natural gas supplies since August 2007.

Suppliers

We purchase our natural gas mainly from four vendors, namely, Shaanxi Natural Gas Co. Ltd., Petrochina Chang
Qing Oil Field Branch, Jiyuan City Yuhai Gas Co., Ltd. and Qinshui Lanyan Coal Bed Methane Co., Ltd. Our supply
contract with our largest supplier, Shaanxi Natural Gas Co. Ltd., is renewed on an annual basis. We have supply
agreements with Petrochina Chang Qing Oil Field Branch, Jiyuan City Yuhai Gas Co., Ltd. and Qinshui Lanyan
CoalBed Methane Co., Ltd. with no minimum purchase requirements. Our procurement price in Henan has increased
from RMB 1.00/cubic meter to RMB 1.30/cubic meter starting June 2009. We do not expect the price to change
materially in 2010.
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On October 19, 2006, we received a letter from PetroChina Company Limited pursuant to which PetroChina agreed in
principle to supply up to 150 million cubic meters of natural gas annually to our LNG Project subsidiary subject to the
negotiation of a final agreement once our LNG plant is near completion.

We do not expect any difficulty in continuing to renew our supply contracts during the next 12 months.
Intellectual Property

We have applied for a service mark on the “Xilan” name, which is used in connection with all our products and services.
XXNGC is currently preparing to apply for the “CNG” trademark. XXNGC has also applied for the registration of its
corporate name as a trademark under Application No. 5055703. This application has been published for opposition. If
there are no successful oppositions once this opposition period expires on September 7, 2009, our corporate name will
be registered as a trademark.

Research and Development

We incurred $83,708 expense in connection with the experiment of converting diesel / gasoline fueled ships to be able
to run on natural gas. The funding for all research and development expenses is expected to come from operating cash
flows.

Governmental and Environmental Regulation

To date, we have complied with, or are in the process of renewing, all registrations and requirements for the issuance
and maintenance of all licenses required by the applicable governing authorities in China. These licenses include:

o Xi’an Natural Gas Operations License, authorized by the Shaanxi Municipal Management Committee,
effective from August 18, 2009 to August 17, 2010.

eLicense to Supply, Install Equipment and Maintain Gas Fuel Lines issued by the local Gas Fuels for Heating
Bureau, an agency of the Ministry of Construction and the Xi’an Natural Gas Management Bureau. (License
number: XIRAN 136)

e Safety and Inspection Regulation for Special Equipment Safety Inspection Standards for High Pressure Pipeline and
Technical Safety Inspection Regulations from the Shaanxi Quality and Technology Inspection Bureau for
compressor stations and pressure storage tank system. (Approval letter reference: 2004SHAANGUOCHUHANO033)

¢ Annual Safety Inspection of Lightning Conductor Equipment approved by the Shaanxi Meteorology Bureau.
(Certificate number 0005274) The City-gate and Compressor Stations are approved by the local office of the
Ministry of Construction.
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e Business license to operate Shaanxi Xilan Natural Gas Equipment Co., Ltd. effective from February 22, 2006 to

February 21, 2021.

o Business license to operate Xi’an Xilan Natural Gas Co., Ltd. effective as of January 8, 2000.

Business license to operate Xi’an Xilan Auto Body Shop Co., Ltd. effective as of December 1, 2006.

eBusiness license to operate Shaanxi Jingbian Liquefied Natural Gas Co. Ltd. effective from October 24, 2006 to

October 23, 2036.
® Business license to operate Henan Xilan Natural Gas Co. Ltd. effective from July 3, 2008 to June 25, 2018.

¢ Business license to operate Lingbao Yuxi Natural Gas Co., Ltd. effective from June 13, 2008 to June 12, 2012.

®Business license to operate Hubei Xilan Natural Gas Co., Ltd. effective from December 17, 2009 to December 16,

2010.
Business license to operate Xilan Energy Co., Ltd. effective from October 27, 2009 to October 26, 2010.

®Business license to operate Henan CNPC Kunlun Xilan Compressed Natural Gas Co., Ltd. effective from October

27, 2009 to October 22, 2029.

Fuel s
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