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Business Overview

After a generally strong year in 2003-04, the Company

is proud to reaffirm its business strategy of maintaining 2
sound financial fundamentals, avoiding debt, and " .
remaining committed to providing investors with healthy f,. e

returns.

Deswell Industries, Inc. (Deswell) has now completed
seventeen years of operations since its first founding in
1987. In the coming year, it will also celebrate the tenth
anniversary of its listing on the Nasdaq board, a real
milestone in its emergence as a major long-term industry
player. It has firmly established itself as the preferred
choice for many OEMs and contract manufacturers across
its three main areas of expertise: injection-molded plastic
parts and components; electronics products and
subassemblies; and metallic molds and accessory parts.
It has the experience and the solid track record to suggest
it will continue to play a major part in the future of these

three related industries.

Deswell has built its reputation on providing quality, cost-
effective manufacture from its advanced production bases
in the Pearl River Delta region of the PRC. Plastic injection
molding, the Company’s core operation, has its own
production facilities in Shekou and a new state-of-the-art
factory in Dongguan, Phases | and Il of which have recently
been completed and Phase Il of which is currently under
construction. Here the Company produces a variety of plastic
parts and components using plastic injection technologies
such as film injection, integrated injection and insert
injection. These parts are used in the manufacture of a
huge range of consumer and industrial products, including

cases and key tops for personal organizers; cases for

flashlights, telephones, paging machines, projectors and

BUSINESS OVERVIEW

alarm clocks;

grips and rods

for fishing tackle;

toner cartridges and

cases for photocopy machines and printers; parts for
electrical products such as air-conditioning and ventilators;
parts for audio equipment; double injection caps and baby

products; laser key caps; and automobile components.

A separate plant in Dongguan is the site of Deswell's
electronics and metallics operations. Electronic products
manufactured by the Company include complex printed
circuit board assemblies using surface mount (SMT), ball
grip assembly (BGA) and pin-through-hole (PTH)
interconnection technologies, and finished products which
include telecommunication products such as special purpose
telephones used as a private automated branch exchange
(IPBX), a network terminal and an internet platform, IP
switches, routers, and sophisticated professional audio
equipment such as power amplifiers, digital mixers, and
digital signal processors. Metal products manufactured by
the Company include metallic molds and accessory parts
used in audio equipment, telephones, copying machines,
pay telephones, multimedia stations and automatic teller

machines.



BUSINESS OVERVIEW

It has maintained healthy profitability
and as a result has paid out good
dividends representing 59% of net

earnings during the year.
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Between them, the Company’s strategically sited factories
employ around 4,900 staff members, and produce goods
that are shipped to customers from throughout Asia, North

America and Europe.

After a generally strong year in 2003-04, the Company is
proud to reaffirm its business strategy of maintaining sound
financial fundamentals, avoiding debt, and remaining
committed to providing investors with healthy returns.
Deswell has no long-term debt, and enjoys current cash
reserves of $30.2 million (2003: $34.4 million). It has
maintained healthy profitability across its operations during
the year, and as a result has paid out good dividends
representing 59% of net earnings during the year. Investment
has been carefully planned, and in the year under review
has primarily been focused on completing and equipping
the Company’s new plastic injection molding plant in
Dongguan, in the process increasing capacity and boosting

cash flow.

Development of the new 660,000 square foot Dongguan
plant proceeded on schedule over the course of the year.
Once final construction was completed, the lengthy process
of acquiring, installing and testing machinery and equipment
took place. As the year went on, Deswell began production
operations at the new plant and saw capacity begin to rise
directly. Once at full stretch, the company expects to see
an increase in plastic injection molding capacity of around
40% in 2006, coupled with all the advantages brought about

by savings in labor and leasing costs.

The Company is currently investing some $2 million
in a fully-automated coating line in the new dust-
free room at its plastic molding plant, which
will substantially increase the quality control
and efficiency of its coating operation. It
plans to invest around $5 million on

the purchase of new and powerful milling

machines and related equipment for creating large-scale
molds, which it plans to use for manufacturing parts such
as automobile large injection parts. Enabling the Company
to produce molds of up to 35 tons instead of its current
maximum of 10 tons, this machinery will be installed
between August 2004 and March 2005. Once operational,
the Company’s new Export Mold Division expects to begin

generating revenue for the Company in the 2005/06 year.

The innovations and investments in plastic injection molding
undertaken by the Company over the past year have
positioned it well for significant growth in the future. Deswell
is now fully equipped to meet the broad demands of an
expanding market, offering improved product quality,
expanded capacity, and a wider range of manufacturing
capabilities. With continued strong demand from the US
market in particular, the Company is forecasting positive

sales and profits for the coming year.

Deswell's electronics and metallics subsidiaries have had
a particularly good year, showing a significant rise in
profitability and a strong contribution to Deswell's bottom
line. Electronics assembly in particular has shown a marked
improvement following the Company’s decision to increase
its focus on higher margin customers and to implement a
number of cost control measures. Significant savings were

also achieved following the purchase of what was previously

a leased production facility in Cheung On, Dongguan. Some

$600,000 in annual rental costs has been saved as a result
of this investment. The recent investment of around $650,000
in two new SMT machines has increased production
efficiency and boosted profitability. Both the Company’s
electronics and metallics operations have maintained their
solid customer bases, and new customers are continuing
to be attracted on the back of improved facilities and steady

demand from major markets such as the US.

Cost controls and a commitment to expanding capacity
have been twin poles of the Company's strategy over the
past year. In a further move to reduce costs, the Company
moved its Hong Kong corporate offices to Macau during
the year to take advantage of the lower-cost environment
there. Over the past two and a half years, the Company
has invested around $25 million in plant construction and
infrastructure development to increase plastics capacity
in Dongguan. This investment is already beginning to bear
fruit, with capacity on the rise and new equipment expanding
Deswell's capabilities in areas such as automobile parts.
Deswell has sent a clear statement that it intends to keep
itself at the forefront of the industry and be well-prepared
for new opportunities that may arise as the China economy

continues to forge ahead.

NELINE]




Message to Shareholders

Dear Shareholders:

For the 2004 fiscal year we are pleased to report another
very profitable period, with growth at both our plastics and
our electronics and metallic divisions. At our plastics
division, the year was characterized by considerable plant
expansion that has helped us continue to build our position
as a leading injection molding company. Our electronics
and metallic division also experienced solid growth,
developing with existing clients and expanding its reputation

as a leading manufacturer of professional audio equipment.

Our net sales were $97.2 million for the year ended March
31, 2004, an increase of 6.9% over the net sales of $90.9
million for the year ended March 31, 2003. Operating income
increased by 12.6% to $16.4 million for the year, compared
with $14.5 million for the 2003 fiscal year. Net income
was $14.7 million, an increase of 43.7% compared with
last year's net income of $10.2 million. Basic earnings
per share and diluted earnings per share increased to
$1.62 and $1.56 respectively (based on 9,109,000 and 9,
440,000 weighted average shares outstanding), compared
with $1.18 and $1.16 respectively (based on 8,672,000 and
8,852,000 weighted average shares outstanding) for the
year ended March 31, 2003.
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We have now completed construction of approximately
660,000 square feet of our state-of-the-art plant in Dongguan
along with 350,000 square feet of dormitory and amenity
facilities, and over the past year we have continued to
purchase advanced machinery and equipment. For the
next two years we have budgeted an additional $10 million
for construction of 480,000 square feet of office and
manufacturing space, and $10-$12 million for new
machinery and equipment and upgraded software. This
increased capacity will allow us to further diversify the
products we can manufacture, and will also reduce our

operating expenses.

Our electronics assembly business, Kwanasia, grew 7.7%
for the year. During the year we continued to build upon
our reputation as a preeminent manufacturer of audio
equipment. For example, business in the manufacture of
professional audio equipment continued to grow, and we
are now producing a best-selling professional high-end
digital mixing board. We have also continued to selectively
evaluate opportunities in the China market, and apart from
manufacturing high quality metal sheets for professional
audio equipment, our metals division has been busy
manufacturing casings for ATM machines, pay phones

and networking equipment, all for Chinese customers.

MESSAGE TO SHAREHOLDERS

Deswell continues to maintain an extremely attractive balance sheet. 'While

maintaining no long- or short-term debt, our strong cash position has proved the

cornerstone of Deswell's ability to subsidize its own growth and development.

As in past years, Deswell continues to maintain an extremely
attractive balance sheet. At year-end we had cash and
cash equivalents of $30,193,000, while maintaining no long-
or short-term debt. This strong cash position has proved
the cornerstone of Deswell's ability to subsidize its own
growth and development. We have financed the move to
and expansion of the Dongguan plant internally, as well as
the upgrading of all software and machinery vital to the
successful operation of our plastics and electronics and

metallic divisions.

Our strong earnings and balance sheet have once again
allowed our board of directors to significantly increase
cash dividend payments per share. The dividend payment
of $0.96 per share for the 2004 fiscal year represents a

16% increase from the $0.80 per share paid last year.

With the new fiscal year upon us, | am satisfied with the
opportunities that lie ahead. We made significant strides
during the past year to expand our business, and are now
strategically positioned to capitalize on our vastly improved

capabilities.

I would like to take this opportunity to thank both our
customers and shareholders for their support of Deswell.
| believe that our progress in 2004 has laid the groundwork
for the continued growth that the investment community

has become accustomed to seeing at Deswell.

Sincerely,

@erGTJAV,_Z

Richard Lau

Chairman and CEO



New Plant in Dongguan

Construction

Phase |
(Completed)

Phase Il
(Completed and
in construction)

Phase llI
(To be Built)

Phase IV
(To be Built)
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Buildings

4 blocks of factory building
1 block of Amenity Center
1 block of dormitory

2 blocks of factory building
1 block of dormitory
1 block of dormitory
1 block of dormitory

1 block of office building

1 block of factory building
1 block of factory building
1 block of dormitory

2 blocks of factory building
2 blocks of dormitory

Total area (sq.ft)

440,000
85,000
95,000

220,000
100,000
47,500
47,500

110,000
290,000
80,000
95,000

Progress depends on financial situation and
future operating results of the Company

Estimated time become operational/

on operation

on operation
on operation
on operation

on operation
on operation
on operation
October 2004

December 2005
December 2005
December 2005
June 2005

Deswell's new Dongguan plastic injection molding plant
was already well advanced in construction this time twelve
months ago. In the intervening year, construction and interior
build-out of Phases | and Il has been completed and
production has begun at the plant. This new facility
represents a major step forward for the Company, giving it
the chance to boost capacity significantly by up to 40%
while also offering several other major cost advantages.
Located on 1.3 million square feet of leased land in
Dongguan, the new plant is spacious, strategically located,
and well-equipped, meaning that the Company is now in a
position to take on more ambitious projects and to guarantee
even higher standards of quality to its customers.

Upon completion of Phases | and Il, the Dongguan facility
covered an impressive 660,000 square feet, together with
a further 350,000 square feet of dormitory and amenity
facilities. Phase Il of the project is now well underway,
which will see construction of a further 480,000 square
feet of office and manufacturing space over the next couple
of years. Ultimately, Deswell will enjoy a superb modern
facility that will offer it unparalleled levels of efficiency
along with high-tech operations.

During the year under review, Deswell spent in the region
of $6.2 million to fit its new Dongguan plant with a wide
range of the latest equipment and machinery, ready for
manufacturing to begin. Included in this was new mold-

NEW PLANT IN DONGGUAN

making machinery allowing Deswell to construct very big
molds that can be used for the manufacture of large-scale
items such as automobile parts, an area where the Company
is planning for significant expansion in the future. Another
new feature of the facility that has opened up significant
opportunities for Deswell is the new dust-free clean room,
for the manufacture of sophisticated or sensitive plastic-
injection products to extremely high standards. This will
enable the Company to move into specialist plastic injection
molding to high levels of precision, a challenging but
profitable field. It is currently investing some $2 million in
a fully-automated coating line in the clean room.

Over the past two and a half years, Deswell has invested
approximately $25 million in plant construction and
infrastructure development to increase its plastic injection
molding capacity in Dongguan, in the process creating for
itself a state-of-the-art facility that is designed around the
Company’s future. Along with completion of Phase Ill in
the near future, some $10 - $12 million has been earmarked
for buying new machinery and equipment and upgrading
essential software, ensuring that the Dongguan plant will
continue to operate at maximum power and efficiency as
its capacity grows.




Operations Review

Plastic Mold

The largest of the Company’s business operations,
Deswell’s plastic injection molding capacity was
expanded further this year as its new Dongguan
plant was brought into operation.

OPERATIONS REVIEW

Deswell has remained committedtocontinuatly upgradingits-motd-making
equipment to ensure/it can produce even the'most complexmetds: lt-acqui

In the year under review the Company continued its prudent
and carefully planned program of expansion, coupled with
ongoing cost control initiatives. It pressed ahead with Phases
I'and Il of its new plastics injection molding factory, a
development that has resulted in significantly increased
production capacity. It also completed the purchase of
premises for its electronics and metallics operations, thereby
cutting back on the substantial recurring costs associated
with the previous lease arrangement. Continuing major
investment in machinery and equipment has not only
boosted capacity but has also marked out clearly the
Company’s commitment to staying at the forefront of the
industry in terms of technology and growth. All along, it
has maintained a prudent financial regime under which
most investments have been financed internally. The
Company can thus look back on 2003-04 with a real sense
of achievement, noting satisfying increases in sales and

profits in a year found challenging by many competitors.

Plastic Injection Molding

The largest of the Company’s business operations, Deswell's
plastic injection molding capacity was expanded further
this year as its new Dongguan plant was brought into
operation. For the year ended March 31 2004, plastic
injection molding accounted for 54.6% of Deswell's total
sales (2003: 54.9%; 2002: 57.0%). After a steady start,

revenues from the plastics division fell away somewhat in

OPERATIONS REVIEW Deswell Annual Report 2002,

the second half of the year. This was partly attributable to
a substantial 20% rise in the cost of plastic resin over the
year, which reduced the profit margin from this area of
operations. Towards the end of the year a number of
customers retired older molds they had been using, leading
to a drop in revenues, but orders for new molds over the
next six months should translate to modest growth further

down the line.

Deswell's plastic injection molding operations begin with
mold design, and also include mold production, plastic

injection and finishing.

Mold Design And Production

Mold-making takes between 25 and 75 days depending on
the type of mold being produced. Deswell has remained
committed to continually upgrading its mold-making
equipment to ensure it can produce even the most complex
molds. It acquisition last year of upgraded tooling software
has led to improvements in efficiency and cost-effectiveness

across the mold-making process in the year under review.

The Company operates a large number of mold-making
machines, which include advanced Makino tooling machines,
numerical control (NC) and graphite computer numerical
control (CNC) milling machines, vertical machining centers,
and electrical discharge machines (EDM). These machines

can operate up to four times as fast as normal machines,



Operations Review

The Company has brought various
parts of the facility into operation
and installed substantial amounts of
new machinery and equipment to
enhance Deswell’s ability to
manufacture highly sophisticated or
sensitive plastic-injection products

to the highest standards.
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and are renowned for their high levels of efficiency. As at
March 31 2004, the Company operated 26 EDMs, 25 CNC
milling machines and 78 NC milling machines in the mold-

making process.

Deswell produces molds ranging in weight between 220
and 12,000 pounds, and costing from $3,000 to $500,000.
In 2004, the Company maintained its output of between 70
and 100 different molds every month. The continued low-
cost labor market in China together with the Company’s
own cost control processes mean that Deswell is still able
to produce molds at costs substantially less than molds of
comparable quality made in the traditional Asian

manufacturing centers of Japan, Korea and Taiwan.

Plastic Injection

During the year under review, the Company made significant
strides forward in moving the first phase of its new plastic
injection manufacturing plant in Dongguan towards full
operation. Construction and interior build-out of the first
phase was largely completed in 2002-03, and over the last
year the Company has brought various parts of the facility
into operation and installed substantial amounts of new

machinery and equipment. The new clean room facility,

Electrénic
Products

-

+

for example, was completed, tested and put into operation
by the end of August 2003. The clean room has enhanced
Deswell's ability to manufacture highly sophisticated or

sensitive plastic-injection products to the highest standards.

During the year to March 2004 the Company had completed
significant investment of approximately $6.2 million in
new machinery and equipment for the Dongguan plant,

with most of it installed and operational. These included:

e 102 sets of Chen Hsong hydraulic injection machines

with a clamping force of 55 tons to 218 tons;

e five sets of double- injection machines with a clamping

force of 200 tons;

* nine sets of Fanuc electric precision- injection machines

with a clamping force of 75 tons to 140 tons;

e four sets of Sumitomo high-speed precision-injection

machines with a clamping force of 75 tons to 100 tons;

e two sets of high-precision large Makino electric

discharge machines;
e two sets of high-precision Mitsubishi wire-cut machines;

e three sets of laser engraving machines;
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e one set of Niebling high pressure plastic forming

machine;

The purchases listed above have brought the number of
injection molding machines currently operated by the
Company to 356. These machines range in clamping force
from 50 to 1,600 tons, with most in the 80 to 100 ton range.
Each of these machines can be set up to perform a variety
of applications and product configurations, from creating
tiny plastic parts less than an inch in diameter to
manufacturing large 3 x 2 foot copy machine cases. Amongst
these machines are 18 double-injection molding machines,
which can simultaneously inject two different color plastics
into a mold, and are used for the production of brand labels,
key caps and buttons for telecommunications products.
Deswell's injection molding machines generally operate
24 hours a day, seven days a week (other than normal
down time for maintenance or changing product molds),
ensuring a continuous product output and maximum

efficiency.

With Phase I and Il of the new facility in place, the Company
pressed ahead with the construction of Phase lll, involving

the construction of an additional 370,000 square foot



Operations Review
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manufacturing facility. Upon completion of Phase Il in April
2004, the Company’s Dongguan plastics plant occupied
over 600,000 square feet, and its plastic injection capacity
had risen significantly. The Company plans to continue
investment in this facility over the next two years, with
some $10 million earmarked for the construction of a
further 480,000 square feet of office and manufacturing
space, and another $10 to $12 million designated for the
purchase of new machinery and equipment along with
upgraded software. At the end of this process, Deswell
will enjoy one of the largest and most advanced and modern

plastic injection facilities in the region.

Electronic Products And

Assemblies

In January 2003 the Company acquired an additional 20%
interest in Integrated International Limited, the holding
company for Deswell’s electronics and metallics subsidiaries,
bringing its overall controlling interest to 71%. This move
was a sign of the Company’s confidence in the prospects
for these subsidiaries, and was accompanied by a clear

program for building up their performances.

One of the Company’s first moves in improving profitability
was its agreement, in early April 2003, to purchase what
had previously been leased manufacturing facilities in
Cheung On, Dongguan. Bought at approximately $4.1 million,
the Company expects to save some $600,000 in rental costs
annually as a result of the purchase. The Cheung On
complex comprises 400,000 square feet of factory and
dormitory buildings together with 240,000 square feet of
land.
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Amongst the products manufactured by Deswell’s electronics
business Kwanasia are studio-quality audio equipment,
telephones and telephone answering machines, computer
peripherals such as LAN (local area network) add-in cards,
CD-ROM drives and sound cards, infrared remote controls
and radar detectors. The factory also produces assemblies,
PCBs with various types of mounted components assembled
using surface mount technology or SMT. During the year,
the Company made the decision to focus its assembly
business on higher margin customers, and at the same
time implemented a series of stringent cost controls in
this segment of its operations. The results were positive,
bringing increased gross profit margins and a stronger
contribution to the Company’s overall business. This area
of operations accounted for 41.2% of the Company'’s total
sales for the year ended March 31, 2004 (2003: 42.0%;
2002: 40.4%).

Besides manufacture and assembly, the Company also
performs testing and, in orders for finished products,
assembly into the final product housing. The latter operation
is a very labor-intensive process and requires a high degree
of precision, along with multiple quality control checks
prior to shipment. The Company uses specially designed
equipment for as much of its electronic product assembly

as possible, helping to reduce human error.

Metal Parts Manufacturing

Deswell's metal parts operation continues to manufacture
metallic molds and metal accessory parts for use in audio
equipment, telephones, copying machines, racks for routers,
pay-phones and automatic teller machines. Historically
only a small part of the Company’s operations, sales have
increased over the year and overall sales for this division
currently stand at 4.2% of total sales for the Company
(2003: 3.1%; 2002: 2.6%).

Quality Control

The Company continues to enjoy a low scrap rate and high
levels of productivity from its injection molding machines,
as a result of its commitment to maintaining the highest
possible quality standards across its products and
manufacturing processes. Its strict quality control
procedures include hourly checks on machines and molds.
Consistently high levels of quality have helped build the
Company a strong international reputation as a reliable

manufacturer of high-end parts and equipment.

Electronics operations in particular demand consistent
and stringent quality control measures. Amongst other
procedures, the Company checks all incoming components,
examines work in process at several points in the production
process, and randomly selects finished products for testing.
Deswell implements a number of internationally certified
quality testing mechanisms, specifically the IPC610 Class
[ workmanship standard, QC on line with 100% full
inspection, pre-test fixture fabricated in house, in-circuit
testing, complete product functional testing and the MIL-
STD-1050 Class Il QA sampling plan.

As a result of its extensive systems of testing and checking,
the plastic, electronic and metal products manufactured
and assembled at the Company’s facilities have maintained
a very low level of product defects, with aggregate returns
representing less than 3.0% of total net sales across the
three years ended March 31, 2004.

The Company earned ISO 9002 certification for both its
plastic and electronic products manufacturing operations
as far back as 1995, and later, in April 2000, received ISO
9002 certification for its metal manufacturing operation.
In August 2003, the Company’s plastic injection
manufacturing plant in Shenzhen obtained ISO 14001

certification, indicating that the Company’s environmental

management standards meet established international
standards. The Company is now working towards obtaining
the QS9000 Qualifications for its new plastic injection
molding plant in Dongguan, with the aim of moving strongly
into supplying parts for the automotive industry. Q59000 is
an internationally recognized set of quality systems
requirements for the automotive industry, in which industry
leaders such as Chrysler, Ford and General Motor set out
their fundamental quality system expectations for internal
and external suppliers of production and service parts and
materials. Achieving Q59000 accreditation will give the
Company a strong momentum within the automobile

market.

Raw Materials, Component Part

and Suppliers

The Company uses various plastic resins in the manufacture
of its plastic parts, and currently obtains these from
suppliers in Hong Kong, Japan and Taiwan. In the year
under review, the price of resin increased by an average of
20% and this major price rise inevitably had an impact on
the profits achieved by the Company’s plastics division. In
the last financial year, the cost of plastic resin averaged
52% of the cost of plastic products sold (2003: 53%; 2002:
52%), and as a percentage of the total cost of goods sold
in the same year it averaged 25% (2003: 25%; 2002: 25%).
The Company used over 14,720,000 pounds of plastic resins
in the year ended March 31, 2004, and as a result of its
high volume purchases was able to enjoy significant
economies of scale and cost-effective production. The
Company also purchases component parts and supplies
for its electronics business, and small amounts of raw

metal for the manufacture of metallic molds and parts.



Operations Review
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Customers and Marketing

The Company has a well-established international customer base of OEMs and contract manufacturers, located in Asia
(Hong Kong, Japan and China), North America (the United States and Canada) and Europe (Germany, United Kingdom,
France and Italy). Net sales as a percentage of total sales to customers by geographic area (based on customer shipping

destinations) over the past three years were as follows:

> O

Geographic areas

2002 2003 2004

56.3% 58.9% 51.6%
United States 23.2% 28.5% 38.4%
 Europe 4.9% 8.2% 5.9%
Hong Kong 14.0% 3.1% 7.3%
Others 1.6% 1.3% 1.8%

The Company adopts an aggressive marketing strategy which sees its marketing team approach potential customers directly

to emphasize Deswell's unique capabilities in providing high technique manufacturing processes and flexible logistic services.
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Capital Expenditures

Principal capital expenditures and divestitures made by Deswell during the three years ended March 31, 2004 are as follows:

2002 2003 2004
Purchase of property, plant and equipment $4,397,000 $9,731,000 $19,862,000
Proceeds from the sale of property, plant and equipment 276,000 127,000 430,000

Over the past year, principal capital expenditure has related to three major areas: ongoing construction of the new Dongguan
plastic injection molding plant; purchase of new plastic injection molding machinery; and purchase of previously leased

premises in Cheung On, Dongguan for its electronics and metallics operations.

Up to March 31, 2004, Deswell spent an aggregate of approximately $17 million on the first and second phases of the
construction of its new plastic injection molding plant. During the same period, $12 million was used to expand the Company’s

injection molding capacity by acquiring additional injection molding machinery.

In March 2003, Deswell also committed $4.1 million to acquiring 240,000 square feet of land and 400,000 square feet of
factory buildings and accommodation in Cheung On, Dongguan. This amount was paid in July 2003. The premises were

previously leased from a local government unit for the Company’s electronics and metallics operations.

The Company’s capital expenditures are financed mainly from internally generated funds. Deswell maintains good profitability
and a strong cash position, and it is well-positioned to make the planned investments in facilities and equipment over the

next two to three years.






Financial Review

Liquidity and Capital Resources

For the year ended March 31, 2004, net cash generated
from operations totaled $15,225,000, including net income
of $14,720,000 and depreciation and amortization of
$4,402,000. Accounts receivable and inventories increased
by $2,230,000 and $1,390,000, respectively, over levels at
March 31, 2003, primarily as a result of increases in sales
and the general increase in business activities. Accounts
payable increased by $1,525,000 over levels at March 31,
2003, primarily because of the increase materials purchases
resulting from the increase in net sales. For the year ended
March 31, 2003, net cash generated from operations totaled
$19,842,000, including net income of $10,243,000 and
depreciation and amortization of $4,692,000. Accounts
receivable decreased by $161,000, and inventories increased
by $1,559,000, over levels at March 31, 2002, primarily as
a result of better controls over customers’ credit and the
general increase in business activities. Accounts payable
increased by $2,060,000 over March 31, 2002, primarily
because of the increase materials purchases resulting

from the increase in net sales.

Net cash used in investing activities amounted to $14,078,000
and $13,667,000 for the years ended March 31, 2004 and
2003, respectively. Capital expenditures during these periods
totaled $19,862,000 and $9,731,000, respectively. Acquisition
of marketable securities during these periods totaled
$1,056,000 and $4,061,000, respectively. These were financed
by cash generated from operations during each year and
the proceeds from sale of marketable securities of
$6,410,000 during the year ended March 31, 2004. The
capital expenditure primarily related to the construction of
our new Dongguan manufacturing plant and acquisition of
plant and machinery for the Company’s production facilities
in China.
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Net cash used in financing activities for the years ended
March 31, 2004 and 2003 was $5,354,000 and $3,309,000,
respectively. Net cash used in financing activities during
the year ended March 31, 2004 was primarily to fund the
Company's dividend payments to its shareholders of
$8,569,000, dividend payments to minority shareholders of
subsidiaries of $582,000 netting off the proceeds of
$1,733,000 from the exercise of stock options from directors
and employees and the release of restricted cash of
$1,976,000. Net cash used in financing activities during
the year ended March 31, 2003 was primarily to fund the
Company’'s dividend payments to its shareholders of
$6,687,000, dividend payments to minority shareholders of
subsidiaries of $851,000 and repayment of short-term bank
borrowings of $482,000 netting off the proceeds of
$4,217,000 from the exercise of stock options from directors
and employees. Cash of $495,000 was released as security
for the short-term borrowing facilities during the year
ended March 31, 2003.

As a consequence of the fixed exchange rate between the
Hong Kong dollar and the U.S. dollar, interest rates on
Hong Kong dollar borrowings are similar to U.S. interest
rates. The Hong Kong Prime Rate was remained at 5.0%
during the year ended March 31, 2004.

At March 31, 2004, the Company had cash and cash equivalents
of $30,193,000 and committed credit facilities of $10,118,000,
of which none had been used. The Company also had
restricted cash of $390,000 and leasehold land and buildings
of $1,288,000, which were pledged as collateral for those
credit facilities. The Company expects that working capital
requirements and capital additions will continue to be funded

through cash on hand and internally generated funds. The
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Company’s working capital requirements are expected to increase in line with the growth in the Company’s business. The

Company had capital commitments for construction of our Dongguan plastic injection-molding manufacturing plant and

purchase of plant and machinery of $2,449,000 as of March 31, 2004. The Company expects that internally generated funds

will be sufficient to satisfy its cash needs for at least the next 12 months.

A summary of our contractual obligations and commercial commitments as of March 31, 2004 is as follows:

(In thousands)

Year ending March 31,

2010 and
Contractual obligation 2005 2006 2007 2008 2009 thereafter
Long-term bank borrowing $- $- $- $ - $- $-
Capital (finance) lease obligations - - - - - -
Operating lease payments 915 600 450 272 = =
Capital expenditures 2,449 - - - - -
Purchase obligations 9,969 32 1 15 1 -
Other long-term liabilities = = = = = =
Total $ 13,333 $ 632 $ 461 $ 287 $1 $-




