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FIVE YEAR FINANCIAL SUMMARY

(1) Our consolidated financial statements are prepared in accordance with generally accepted accounting principles in the United States of America
and are stated in U.S. dollars. See “Financial Statements and Currency Presentation.”

(2) Basic Net Income Per Share excludes dilution from potential common shares and is computed by dividing income available to common stockholders
by the weighted-average number of common shares outstanding for the period. Diluted Net Income Per Share reflects the potential dilution from
potential common shares.

(3) Net income per share amounts presented above are calculated without regard to the effects of the three-for-two stock split payable on July 22, 2002
(see Note 15 of Notes to Consolidated Financial Statements). Net income per share information calculated on a post stock split basis is as follows:

Basic : Net income per share $1.73 $1.16 $1.27 $1.59 $1.59
Weighted average common shares 7,509 8,217 8,118 8,064 8,403

Diluted: Net income per share $1.60 $1.15 $1.26 $1.57 $1.57
Weighted average common shares 8,091 8,286 8,174 8,153 8,466

(In thousands, except per share and percentage data)
Income Statement Data Year ended March 31,

1998 1999 2000 2001 2002

Net sales $66,169 $53,439 $60,958 $80,847 $83,320

Cost of sales 36,246 32,179 38,262 52,596 54,448

Gross profit 29,923 21,260 22,696 28,251 28,872

Selling, general and administrative expenses 14,067 10,364 11,970 15,414 14,939

Operating income 15,856 10,896 10,726 12,837 13,933

Interest expense (2) (306) (3) (6) (26)

Other income, net 1,094 939 898 915 877

Income before income taxes 16,948 11,529 11,621 13,746 14,784

Income taxes 688 462 890 315 535

Income before minority interests 16,260 11,067 10,731 13,431 14,249

Minority interests 3,289 1,575 433 621 925

Net income $12,971 $9,492 $10,298 $12,810 $13,324

Basic net income per share (2), (3) $2.59 $1.73 $1.90 $2.38 $2.38

Average number of shares outstanding-basic (2) 5,006 5,478 5,412 5,376 5,602

Diluted net income per share (3) $2.40 $1.72 $1.89 $2.36 $2.36

Average number of shares outstanding-diluted (2) 5,394 5,524 5,449 5,435 5,644

Statistical Data

Gross margin 45.2% 39.8% 37.2% 34.9% 34.7%

Operating margin 24.0% 20.4% 17.6% 15.9% 16.7%

Dividends per share $0.70 $1.08 $0.88 $0.88 $1.29

Balance Sheet Data At March 31,

1998 1999 2000 2001 2002

Working capital $35,968 $41,066 $44,727 $47,356 $54,922

Total assets 59,144 64,273 71,841 83,466 94,744

Long-term debt, less current portion – – – – –

Total debt – – – – 482

Shareholders’ equity 45,211 48,767 53,031 63,877 69,951

>26 FINANCIAL REVIEW

To the Shareholders and the Board of Directors of

Deswell Industries, Inc.

We have audited the accompanying consolidated balance sheets of Deswell Industries, Inc. and subsidiaries

as of March 31, 2001 and 2002, and the related consolidated statements of income, shareholders' equity and

cash flows for each of the three years in the period ended March 31, 2002.  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 auditing standards generally accepted in the United States of

America.  Those standards require that we plan and perform the audit 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, such consolidated financial statements present fairly, in all material respects, the financial

position of Deswell Industries, Inc. and sub-sidiaries at March 31, 2001 and 2002, and the results of their

operations and their cash flows for each of the three years in the period ended March 31, 2002 in conformity

with accounting principles generally accepted in the United States of America.

DELOITTE TOUCHE TOHMATSU

June 28, 2002

Hong Kong

INDEPENDENT AUDITORS’ REPORT



FINANCIAL STATEMENTS>28

CONSOLIDATED BALANCE SHEETS
(U.S. dollars in thousands, except par value)

CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share data)

March 31,
2001 2002

ASSETS
Current assets:

Cash and cash equivalents $25,330 $31,534
Restricted cash (note 6) 1,988 2,861
Marketable securities (note 3) – 1,115
Accounts receivable 15,777 16,888
Inventories (note 4) 12,034 13,225
Prepaid expenses and other current assets 1,833 3,421
Income taxes receivable (note 7)        428 428

Total current assets 57,390 69,472
Property, plant and equipment-net (notes 5 and 6) 25,563 24,794
Goodwill – net of accumulated amortization of 2001 - $177 and 2002 - $212        513 478
Total assets $83,466 $94,744

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Short-term bank loans (note 6) – 482
Accounts payable $4,274 $7,583
Accrued payroll and employee benefits 1,837 1,877
Customer deposits 1,850 2,694
Other accrued liabilities 1,776 1,749
Income taxes payable        297 165

Total current liabilities   10,034 14,550
Deferred income taxes (note 7)          15 15
Commitments and contingencies (note 9) – –
Minority interests     9,540 10,528
Shareholders’ equity:

Common Shares $0.01 par value-authorized 20,000,000 shares,
shares issued and outstanding March 31, 2001 - 5,597,931;
March 31, 2002 – 5,580,331 56 56

Additional paid-in capital 26,843 26,522
Retained earnings   36,978 43,073

Total shareholders’ equity   63,877 69,651
Total liabilities and shareholders’ equity $83,466 $94,744

See accompanying notes to consolidated financial statements.

Year ended March 31,

2000 2001 2002

Net sales $60,958 $80,847 $83,320
Cost of sales   38,262 52,596 54,448
Gross profit 22,696 28,251 28,872
Selling, general and administrative expenses   11,970 15,414 14,939
Operating income 10,726 12,837 13,933
Interest expense (3) (6) (26)
Other income, net        898 915 877
Income before income taxes and minority interests 11,621 13,746 14,784
Income taxes (note 7)        890 315 535
Income before minority interests 10,731 13,431 14,249
Minority interests        433 621 925
Net income $10,298 $12,810 $13,324

Net income per share (note 2)
Basic:

Net income per share (1) $1.90 $2.38 $2.38
Weighted average common shares outstanding 5,412 5,376 5,602

Diluted:
Net income per share (1) $1.89 $2.36 $2.36
Weighted average common and potential common shares 5,449 5,435 5,644

(1) Net income per share amounts presented above are calculated without regard to the effects of the
three-for-two stock split payable on July 22, 2002 (see note 15).  Net income per share information
calculated on a post split basis is as follows:

Basic:
Net income per share  $1.27 $1.59 $1.59
Weighted average common shares 8,118 8,064 8,403

Diluted:
Net income per share  $1.26 $1.57 $1.57
Weighted average common shares 8,174 8,153 8,466

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
(U.S. dollars in thousands, except per share data)

Common stock Additional
Shares paid-in Retained Shareholders’

outstanding Amount capital earnings equity

Balance at April 1, 1999 5,476,131 $55 $25,355 $23,357 $48,767
Repurchase and cancellation

of common stock (128,200) (2) (1,255) – (1,257)
Net income – – – 10,298 10,298
Dividends ($0.88 per share) – – – (4,777) (4,777)
Balance at March 31, 2000 5,347,931 53 24,100 28,878 53,031
Exercise of stock options 250,000 3 2,743 – 2,746
Net income – – – 12,810 12,810
Dividends ($0.88 per share) – – – (4,710) (4,710)
Balance at March 31, 2001 5,597,931 56 26,843 36,978 63,877
Exercise of stock options 16,500 – 243 – 243
Repurchase and cancellation of common stock (34,100) – (564) – (564)
Net income – – – 13,324 13,324
Dividends ($1.29 per share) – – – (7,229) (7,229)
Balance at March 31, 2002 5,580,331 $56 $26,522 $43,073 $69,651

The comprehensive income of the Company for the years ended March 31, 2000, 2001 and 2002 was
represented by the net income of the respective years.

See accompanying notes to consolidated financial statements.

Year ended March 31,

2000 2001 2002

Cash flows from operating activities
Net income $10,298 $12,810 $13,324
Adjustments to reconcile net income to net

cash provided by operating activities:
Depreciation and amortization 4,784 5,039 4,918
Loss (gain) on sale of property, plant and equipment 35 (52) 7
Minority interests 433 609 925
Changes in operating assets and liabilities:

Accounts receivable (2,811) (5,170) (1,111)
Marketable securities (1,174) 1,308 (1,115)
Inventories (5,030) (1,102) (1,191)
Prepaid expenses and other current assets 1,815 462 (1,588)
Income taxes receivable 233 (264) –
Accounts payable 2,528 (1,127) 3,309
Accrued payroll and employee benefits 67 420 40
Customer deposits (420) 105 844
Other accrued liabilities 577 576 (27)
Income taxes payable           (99) 196 (132)

Net cash provided by operating activities     11,236 13,810 18,203

Cash flows from investing activities
Purchase of property, plant and equipment (6,019) (13,926) (4,397)
Proceeds from sale of property, plant and equipment 176 113 276
Additional interest in a subsidiary (note 2) (6) – –
(Increase) decrease in restricted cash         247 141 (873)

Net cash used in investing activities     (5,602) (13,672) (4,994)

Cash flows from financing activities
Dividends paid (4,777) (4,710) (7,229)
Repurchase of common stock (1,257) – (564)
Increase in bank loans – – 482
Issue of common stock – 2,746 243
Contribution from minority shareholders of a subsidiary – – 63

Net cash used in financing activities    (6,034) (1,964) (7,005)

Net (decrease) increase in cash and cash equivalents (400) (1,826) 6,204
Cash and cash equivalents, beginning of year   27,556 27,156 25,330
Cash and cash equivalents, end of year $27,156 $25,330 $31,534

Supplementary disclosures of cash flow information:
Additional interest in a subsidiary:

Goodwill $ 224 $ – $ –
Minority interests        (218) – –

Cash paid $ 6 $ – $ –

Cash paid during the year for:
Interest $ 3 $ 6 $ 26
Income taxes $ 756 $ 383 $ 669

CONSOLIDATED STATEMENTS OF CASH FLOWS
(U.S. dollars in thousands)

See accompanying notes to consolidated financial statements.
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1. Organization and Basis of Financial Statements

Deswell Industries, Inc. was incorporated in the British Virgin Islands on December 2, 1993.

The principal activities of the Company comprise the manufacture and sale of injection-molded plastic
parts and components, electronic products assembling and metallic parts manufacturing. The selling and
administrative activities are performed in the Hong Kong Special Administrative Region
(“Hong Kong”) of the People’s Republic of China (“China”) and the manufacturing activities are subcontracted
to subsidiaries operating in China.

The financial statements of the Company have been prepared in accordance with accounting principles

generally accepted in the United States of America (“U.S. GAAP”), which differ from those used in the
statutory accounts of its subsidiaries. The principal adjustment made by the Company to conform the
statutory accounts of the subsidiaries to U.S. GAAP relates to the capitalization of pre-operating expenses
for the subsidiaries in China.

As the Company is a holding company, the amount of any dividends declared by the Company will be

dependent upon the amount which can be dividended up from its subsidiaries. Dividends from subsidiaries
will be declared based on profits as reported in their statutory accounts. Such profits will differ from the
amounts reported under U.S. GAAP. At March 31, 2002, the retained earnings available for distribution as
reflected in the statutory books of the subsidiaries were $71,171 of which $4,940 relates to a subsidiary in
China, certain of whose retained earnings are intended to be reinvested rather than used to fund dividends
in order to obtain favorable tax concessions (note 7).

2. Summary of Significant Accounting Policies

Principles of consolidation – The consolidated financial statements include the assets, liabilities, revenues,
expenses and cash flows of all subsidiaries. Intercompany balances, transactions and cash flows are

eliminated on consolidation.

Goodwill – The excess purchase price over the fair value of net assets acquired is recorded on the balance
sheet as goodwill and is amortized to expense on a straight line basis over 20 years.  Amortization expense
was $32 and $36 and $35 for the years ended March 31, 2000, 2001 and 2002, respectively.

Cash and cash equivalents – Cash and cash equivalents include cash on hand, cash accounts, interest

bearing savings accounts and time certificates of deposit with a maturity of three months or less when
purchased.

Marketable securities – All marketable securities are classified as trading securities and are stated at fair
market value. Market value is determined by the most recently traded price of the security at the balance
sheet date. Net realized and unrealized gains and losses on trading securities are included in other income.

The cost of investments sold is based on the average cost method and interest earned is included in other

income.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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Inventories – Inventories are stated at the lower of cost, determined by the first-in, first-out method, or

market. Work-in-progress and finished goods inventories consist of raw materials, direct labour and

overhead associated with the manufacturing process.

Prepaid expenses and other current assets – Prepaid expenses and other current assets consist principally

of rental deposits, prepaid expenses and other miscellaneous receivables.

Property, plant and equipment – Property, plant and equipment is stated at cost including the cost of

improvements. Maintenance and repairs are charged to expense as incurred. Depreciation and amortization

is provided on the straight line method based on the estimated useful lives of the assets, as follows:

Leasehold land and buildings 40 - 50 years

Plant and machinery 4 - 5 years

Furniture, fixtures and equipment 4 - 5 years

Motor vehicles 3 - 4 years

Leasehold improvements over the term of the lease

Valuation of long-lived assets – The Company periodically evaluates the carrying value of long-lived assets

to be held and used, including goodwill and other intangible assets, when events and circumstances warrant

such a review. The carrying value of a long-lived asset is considered impaired when the anticipated

undiscounted cash flow from such asset is separately identifiable and is less than its carrying value. In that

event, a loss is recognized based on the amount by which the carrying value exceeds the fair market value

of the long-lived asset. Fair market value is determined primarily using the anticipated cash flows discounted

at a rate commensurate with the risk involved. Losses on long-lived assets to be disposed of are determined

in a similar manner, except that fair market values are reduced for the cost to dispose.

Revenue recognition – The Company recognizes revenue at the time the title is passed to customers upon

shipment and when collectibility is reasonably assured.

Income taxes – Income taxes are provided on an asset and liability approach for financial accounting and

reporting of income taxes. Any China tax paid by the subsidiary during the year is recorded as an amount

receivable at year end when an application for reinvestment of profits has been filed and a refund is expected

unless there is an indication from the China tax authority that the refund will be refused. Deferred income

tax liabilities or assets are recorded to reflect the tax consequences in future years of differences between

the tax basis of assets and liabilities and the financial reporting amounts at each year end. A valuation

allowance is recognized if it is more likely than not that some portion, or all, of a deferred tax asset will not

be realized.



FINANCIAL STATEMENTS>34

2. Summary of Significant Accounting Policies (continued)

Foreign currency translation – The consolidated financial statements of the Company are presented in

U.S. dollars as the Company is incorporated in the British Virgin Islands where the currency is the U.S.

dollar. The Company’s subsidiaries conduct substantially all of their business in Hong Kong dollars, the

exchange rate of which has been fixed to the U.S. dollar at approximately HK$7.80 to $1.00 since 1983.

There is, however, no assurance that this rate will continue indefinitely.

All transactions in currencies other than functional currencies during the year are translated at the exchange

rates prevailing on the transaction dates. Related accounts payable or receivable existing at the balance

sheet date denominated in currencies other than the functional currencies are translated at period end

rates. Gains and losses resulting from the translation of foreign currency transactions and balances are

included in income.

The Company’s operations in China are integrated with the Company and the majority of their transactions

are in Hong Kong dollars. Therefore, the Company's China operations use the Hong Kong dollar as their

functional currency and all translation adjustments resulting from the conversion of the financial statements

of the Company’s China operations to Hong Kong dollars are included in income.

Aggregate net foreign currency transaction losses included in income were $465, $644 and $306 for the

years ended March 31, 2000, 2001 and 2002, respectively.

On consolidation, the financial statements of subsidiaries are translated from Hong Kong dollars, being

the functional currency of all of the Company’s subsidiaries, into U.S. dollars in accordance with Statement

of Financial Accounting Standards (“SFAS”) No.  52, “Foreign Currency Translation”.  Accordingly all assets

and liabilities are translated at the exchange rate prevailing at the balance sheet date and all income and

expenditure items are translated at the average rates for each of the years.  The exchange rate between

the Hong Kong dollar and the U.S. dollar used for the years ended March 31, 2000, 2001 and 2002 were

HK$7.74 to US$1.00, HK$7.75 to US$1.00 and HK$7.75 to US$1.00, respectively.

Post-retirement and post-employment benefits – The Company does not provide post-retirement benefits

other than pensions, and post-employment benefits are not material.

Stock-based compensation – SFAS No. 123 “Accounting for Stock-Based Compensation” allows companies

which have stock-based awards to employees to adopt a new fair value basis of accounting for stock

options and other equity instruments or to continue to apply the existing accounting rules under Accounting

Principles Board (“APB”) No. 25, “Accounting for Stock Issued to Employees”, but with additional financial

statement disclosure. The Company accounts for stock-based awards to employees using the intrinsic

value method in accordance with APB No. 25 and provides additional disclosures required by SFAS No. 123

in note 11.

Net income per share – Basic net income per share is computed by dividing income available to common

holders by the weighted average number of common shares outstanding during the period.  Diluted net

income per share gives effect to all dilutive potential common shares outstanding during the period. The

weighted average number of common shares outstanding is adjusted to include the number of additional

common shares that would have been outstanding if the dilutive potential common shares had been issued.

In computing the dilutive effect of potential common shares, the average stock price for the period is used

in determining the number of treasury shares assumed to be purchased with the proceeds from the exercise

of warrants and options.

Basic net income per share and diluted net income per share calculated in accordance with

SFAS No. 128, “Earnings Per Share”, are reconciled as follows (shares in thousands):

Year ended March 31,

2000 2001 2002

Net income $10,298 $12,810 $13,324
Basic net income per share     $1.90 $2.38 $2.38
Basic weighted average common shares outstanding 5,412 5,376 5,602
Effect of dilutive securities – Options          37 59 42
Diluted weighted average common and potential common

shares outstanding     5,449 5,435 5,644
Diluted net income per share     $1.89 $2.36 $2.36

Use of estimates – The preparation of financial statements in conformity with generally accepted accounting

principles requires management to make estimates and assumptions that affect the reported amounts of

assets and liabilities and disclosures of contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and expenses during the reporting period.  Actual

results could differ from those estimates.

Recent changes in accounting standards – In June 2001, the Financial Accounting Standard Board

(the “FASB”) issued SFAS No. 142, “Goodwill and Other Intangible Assets”. SFAS No. 142 provides that

goodwill and other intangible assets with indefinite lives will not be amortized, but will be tested for

impairment on an annual basis. This statement is effective for fiscal years beginning after December 15,

2001. The Company will adopt this statement on April 1, 2002 and the management is reviewing this

statement to determine what effect they will have, if any, on its financial position and results of operations.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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2. Summary of Significant Accounting Policies (continued)

In August 2001, the FASB issued SFAS No. 143, ”Accounting for Asset Retirement Obligations“. This

statement addresses the diverse accounting practices for obligations associated with the retirement of

tangible long-lived assets and the associated asset retirement costs. The Company will be required to

adopt this standard on April 1, 2003. The Company is reviewing the statement to determine what effect it

will have, if any, on its financial position and results of operations.

In August 2001, the FASB also issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-

Lived Assets”, that is applicable to financial statements issued for fiscal years beginning after December

15, 2001.  The FASB’s new rules on asset impairment supersede SFAS No. 121, “Accounting for the

Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of”, and portions of APB

Option No. 30, “Reporting the Results for Operations“. The statement requires a single accounting model

for long-lived assets to be disposed of and significantly changes the criteria that would have to be met to

classify an asset as held-for-sale. Classification as held-for-sale is an important distinction since such

assets are not depreciated and are stated at the lower of fair value and carrying amount.

The statement also requires expected future operating losses from discontinued operations to be displayed

in the period(s) in which the losses are incurred, rather than as of the measurement date as presently

required. The Company is reviewing the statement to determine what effect it will have, if any, on its

financial position and results of operations.

In April 2002, the FASB also issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44 and 64,

Amendment of FASB Statement No. 13, and Technical Corrections”, to update, clarify, and simplify certain

existing accounting pronouncements. Specifically, SFAS No. 145: (i) Rescinds SFAS No. 4, “Reporting Gains

and Losses from Extinguishment of Debt”, an amendment of APB Opinion No. 30, and SFAS No. 64,

“Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements”, which amended SFAS No. 4, as

these two standards required that all gains and losses from the extinguishment of debt be aggregate and,

if material, classified as an extraordinary item.  Consequently, such gains and losses will now be classified

as extraordinary only if they meet the criteria for extraordinary treatment set forth in APB Opinion 30,

Reporting the Results of Operations - Reporting the Effects of Disposal of a Segment of a Business, and

Extra-ord inary ,  Unusual  and  In frequent ly  Occurr ing  Events  and  Transact ions;

(ii) Rescinds SFAS No. 44, “Accounting for Intangible Assets of Motor Carriers”, an amendment of Chapter

5 of Accounting Research Bulletins No. 43 and an interpretation of APB Opinions 17 and 30, because the

discrete event to which the Statement relates is no longer relevant;  (iii) Amends SFAS

No. 13, “Accounting for leases”, to require that certain lease modifications that have economic effects

similar to sale-leaseback transactions be accounted for in the same manner as such transactions;

(iv) Makes certain technical corrections, which the FASB deemed to be non-substantive, to a number of

existing accounting pronouncements. The provisions of SFAS No. 145 related to the rescission of SFAS No.

4 and No. 64 are effective for fiscal years beginning after May 15, 2002. The provisions related to the

amendment of SFAS No. 13 are effective for transactions occurring after May 15, 2002.  All other provisions

of SFAS No. 145 are effective for financial statements issued on or after May 15, 2002.

The Company adopted SFAS No. 145 during the year ended March 31, 2002 and it did not impact the

Company’s financial statements.

3. Marketable Securities

The Company acquired equity securities listed in Hong Kong.

Net proceeds from sale of marketable securities for the year ended March 31, 2001 and 2002 were

$1,419 and $578, and realized gains from sale of marketable securities for the year ended March 31, 2001

and 2002 were $111 and $85, respectively. For the purposes of determining realized gains and losses, the

cost of securities sold was determined based on the average cost method.

March 31,
2001 2002

Cost $       – $1,081
Unrealized gain – 34
Market value $       – $1,115

4. Inventories

Inventories by major categories are summarized as follows:
March 31,

2001 2002

Raw materials $  6,130 $7,368
Work in progress 2,946 3,213
Finished goods     2,958 2,644

$12,034 $13,225

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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5. Property, Plant and Equipment

Property, plant and equipment consists of the following:

March 31,
2001 2002

At cost:
Leasehold land and buildings $  4,940 $  4,957
Plant and machinery 21,571 21,953
Furniture, fixtures and equipment 9,722 10,773
Motor vehicles 2,355 2,526
Leasehold improvements     3,187 3,628
Total 41,775 43,837
Less: accumulated depreciation and amortization (18,952) (23,025)
Construction in progress     2,740 3,982
Net book value $25,563 $24,794

6. Credit facilities and pledged assets

The Company has credit lines with various banks representing trade acceptances, loans and overdrafts.

At March 31, 2001 and 2002 these facilities totalled $17,097, and $19,515, respectively, of which short-

term bank loans, interest bearing at 5.85% per annum, of $482 was utilized at March 31, 2002 while none

of the amount was utilized at March 31, 2001. The maturities of these facilities are generally up to 90 days.

Interest rates are generally based on the banks’ prime lending rates and the credit lines are normally

subject to annual review. There are no significant covenants or other financial restrictions relating to the

Company's facilities except that at March 31, 2001 and 2002, cash of $1,826 and $2,762, respectively, and

leasehold land and buildings of $1,378 and $1,348, respectively, have been pledged as collateral for the

above facilities. At March 31, 2002, the Company also issued standby letters of credit of $516 and $1,936 as

a guarantee for the short-term bank loans and a guarantee to certain non-trade creditors respectively.

The restricted cash at March 31, 2001 and 2002 also included $162 and $99 deposited into a bank account

designated by the Chinese customs department as a guarantee for the payment of customs duties.

7.  Income Taxes

The components of income before income taxes and minority interests are as follows:

Year ended March 31,

2000 2001 2002

Hong Kong $  2,395 $  1,462 $  1,245
China and others     9,226 12,284 13,539

$11,621 $13,746 $14,784

Hong Kong

The Company is subject to Hong Kong taxation on its activities conducted in Hong Kong.  Each company in

Hong Kong files a separate tax return and is subject to tax only on its taxable income arising in, or derived

from, Hong Kong.

China

The Company’s subsidiaries incorporated in China are subject to Chinese income taxes at the applicable

tax rate (currently 10-15%) on the taxable income as reported in their Chinese statutory accounts in

accordance with the relevant income tax laws applicable to foreign enterprises. Pursuant to the same

income tax laws, the subsidiaries are fully exempt from Chinese income tax for two years starting from the

first profit-making year, followed by a 50% exemption for the next three years. The 50% exemption for

Jetcrown Industrial (Shenzhen) Limited (“Jetcrown Shenzhen”) (a subsidiary of the Company) expired on

December 31, 1995 but was further extended from 1999 to 2001. A special exemption was granted and

Jetcrown Shenzhen was subject to Chinese income taxes at 10% on the taxable income for the year ended

March 31, 2002. The Company’s other Chinese subsidiaries were either loss making or exempt from income

tax in the years ended March 31, 2000, 2001 and 2002.

Pursuant to a further concession in the income tax laws, the Company, as a foreign shareholder in a

foreign enterprise in China, is eligible for a refund of taxes paid by its Chinese subsidiaries on the proportion

of the after-tax profits of these subsidiaries which are reinvested by the Company in these subsidiaries or

in other foreign enterprises in China provided that the reinvestment period relating to such subsidiaries or

other foreign enterprises is for at least five years from the date the reinvested funds are contributed. If the

reinvestment period is less than five years, the income tax refunded will become payable to the Chinese

tax authorities.

During the years ended March 31, 2000, 2001 and 2002, the Company recorded a benefit relating to its

decision to reinvest earnings of its Chinese subsidiary, Jetcrown Shenzhen, totaling $158, $428 and $nil,

respectively.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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7. Income Taxes (continued)

Had these tax holidays and concessions not been available, the tax charge would have been higher by

$487, $866 and $272 and the basic net income per share would have been lower by $0.09, $0.16 and $0.05

and for the years ended March 31, 2000, 2001 and 2002 respectively, and diluted net income per share for

the years ended March 31, 2000, 2001 and 2002 would have been lower by $0.09, $0.16 and $0.05,

respectively.

Others

Certain of the Company’s income accrues in tax free jurisdictions and is not subject to any income taxes.

The provision for income taxes consists of the following:

Year ended March 31,

2000 2001 2002

Hong Kong $403 $387 $251
China 487 (72) 284

$890 $315 $535

Year ended March 31,

2000 2001 2002

Statutory tax rate in Hong Kong 16.0% 16.0% 16.0%
Tax holidays and concessions (1.0) (6.3) 0.2
Income not subject to taxation (8.4) (9.3) (13.1)
Increase in valuation allowances 0.7 1.1 0.2
Underprovision of income tax in previous year 0.6 0.3 0.1
Others (0.2) 0.5 0.2
Effective rate  7.7% 2.3% 3.6%

A reconciliation between the provision for income taxes computed by applying the Hong Kong statutory
tax rate to income before income taxes and the actual provision for income taxes is as follows:

The components of deferred income tax are as follows:

March 31,
2001 2002

Deferred tax asset:
Net operating loss carryforwards $399 $342
Less: Valuation allowances  (310) (310)

89 32
Deferred tax liability:

Property, plant and equipment  (104) (47)
Net deferred tax liability $ (15) $(15)

At March 31, 2002, the net operating loss carryforwards principally related to Kwanta Precision Metal

Products Co., Limited (“Kwanta”) (a subsidiary of the Company) and can be carried forward indefinitely

and applied to reduce Kwanta's future taxable income.

8. Related Party Transactions

The Company rents employee accommodation in China from Mr. S.K. Lee and Mr. M.C. Tam, executive

officers of the Company and minority shareholders of Kwanasia (a subsidiary of the Company).

The charges for these premises approximate the amount negotiated, in management’s opinion, on an

arms length basis. Rentals charged by them to the Company are $12, $12 and $12, for the years ended

March 31, 2000, 2001 and 2002, respectively.

During the year ended March 31, 2001, the Company acquired a motor car from Unicrown Limited for

$206, which approximated its fair value. Mr. Richard Lau, a director of the Company, has a beneficial

interest in that company.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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9. Commitments and Contingencies

The Company leases premises under various operating leases, certain of which contain escalation clauses.

Rental expenses under operating leases included in the statement of income were $1,833, $2,262 and

$2,169 for the years ended March 31, 2000, 2001 and 2002, respectively.

At March 31, 2002, the Company was obligated under operating leases requiring minimum rentals as

follows:

Years ending March 31

2003 $1,971

2004 1,195

2005 987

2006 1,004

2007 1,047

2008 and after   1,506

Total minimum lease payments $7,710

At March 31, 2002, the Company had capital commitments for plant and machinery totalling $3,363 which

are expected to be disbursed during the year ending March 31, 2003.

10. Employee Benefits

The Company contributes to a state pension scheme run by the Chinese government in respect of its

employees in China. The expense related to this plan, which is calculated at 16% of the average monthly

salary, was $83, $142 and $281 for the years ended March 31, 2000, 2001 and 2002, respectively. In December

1996, the Company established a defined contribution plan for certain of the employees in Hong Kong. The

plan provides for annual contributions by the Company at the rate of 5% of eligible compensation of

employees based on length of service and requires contribution by employees at the rate of 5% of eligible

compensation. The plan ceased on November 30, 2000.  According to the Mandatory Provident Fund (“MPF”)

legislation regulated by the Mandatory Provident Fund Schemes Authority in Hong Kong, with effect from

December 1, 2000, the Company is required to participate in a MPF scheme operated by approved trustees

in Hong Kong and to make contributions for its eligible employees. The contributions borne by the Company

are calculated at 5% of the salaries and wages (monthly contribution is limited to 5% of HK$20 for each

eligible employees) as calculated under the MPF legislation. The expense related to the plan in the year

ended March 31, 2000, that related to the plan and MPF in the year ended March 31, 2001 and that related

to MPF in the year ended March 31, 2002 amounted to $26, $30 and $66, respectively.

Number of stock options

2000 2001 2002

Outstanding at beginning of the year ($12.59 for 2000, 2001

and $14.75 for 2002) 440,000 440,000 200,000

Granted during the year ($15.80 for 2001 and $17.00 for 2002) – 10,000 534,000

Exercised during the year ($10.98 for 2001 and $14.75 for 2002) – (250,000) (16,500)

Outstanding and exercisable at end of the year

($12.59 for 2000, $14.75 for 2001 and $16.42 for 2002) 440,000 200,000 717,500

Range of exercise price per share $10 to $14.75 $10 to $14.75 $14.75 to $17

11.  Stock Option Plan

On March 15, 1995, the Company adopted a stock option plan that permits the Company to grant options to

officers, directors, employees and others to purchase up to 450,000 shares of Common Stock.

On September 29, 1998, the Company approved an increase of 244,000 shares making a total of 694,000

shares of common stock available under the stock option plan. On January 10, 2002, the Company adopted

another stock option plan to purchase up to 500,000 shares of Common Stock. Options granted under the

stock option plans will be exercisable for a period of up to 10 years commencing on the date of grant, at a

price equal to at least the fair market value of the Common Stock at the date of grant, and may contain

such other terms as the Board of Directors or a committee appointed to administer the plan may determine.

A summary of the option activity (with parenthetical weighted average prices per share) is as follows:

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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The weighted average remaining contractual life of the share options outstanding at March 31, 2002 was

8.76 years.  At March 31, 2001 and March 31, 2002, there were 34,000 and nil options available for future

grant under the plans respectively.
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11. Stock Option Plan (continued)

Since the Company continues to account for its stock-based awards to employees using the intrinsic value

method in accordance with APB No. 25, SFAS No.123 requires the disclosure of pro forma net income and

net income per share as if the Company had adopted the fair value method, as follows:

2000 2001 2002

Net income:
As reported $10,298 $12,810 $13,324
Pro forma 10,298 12,766 11,775

Basic net income per share:
As reported  $1.90 $2.38 $2.38
Pro forma 1.90 2.37 2.10

Diluted net income per share:
As reported $1.89 $2.36 $2.36
Pro forma 1.89 2.35 2.09

The fair value of options granted in the year ended March 31, 2001 and 2002 was estimated to be

approximately $2.92 and $2.90 per share respectively using the Black-Scholes option pricing model with

the following assumptions:

2001 2002

Risk-free interest rate – weighted average 4.99% 5.42%
Expected life of options – weighted average 3 years 10 years
Expected volatility 53% 32%
Expected dividend yield 6.17% 7.57%

Percentage of net sales
Year ended March 31,

2000 2001 2002

Epson Precision (H.K.) Limited * 13.0% 17.5%
VTech Telecommunications Limited 22.1% 17.6% 15.3%
Kyocera Mita Industrial Co. (H.K.) Limited 24.0% 18.7% 13.6%
Inter-Tel Incorporated 25.3% 20.0% 11.6%

* Less than 10%

Sales to the above customers relate to both injection-molded plastic parts and electronic products.

Details of the amounts receivable from the five customers with the largest receivable balances at

March 31, 2001 and 2002, respectively, are as follows:

12. Concentrations of Credit Risk and Major Customers

A substantial percentage of the Company’s sales are made to a small number of customers and are typically

sold either under letter of credit or on an open account basis.  Details of customers accounting for 10% or

more of total net sales for each of the three years ended March 31, 2000, 2001 and 2002 are as follows:

The Company has not experienced any significant difficulty in collecting its accounts receivable in the past

and is not aware of any financial difficulties being experienced by its major customers. There has been no

significant bad debt expense during each of the three years ended March 31, 2000, 2001 and 2002 and

there was no provision for bad debts at the beginning and end of the three years ended March 31, 2000,

2001 and 2002.

Percentage of
accounts receivable

March 31,

2001 2002

Largest receivable balances 80.5% 67.0%

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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13. Fair Value of Financial Instruments

The following disclosure of the estimated fair value of financial instruments is made in accordance

with the requirements of SFAS No. 107, ”Disclosures About Fair Value of Financial Instruments“.

The estimated fair value amounts have been determined by the Company, using available market information

and appropriate valuation methodologies. The estimates presented herein are not necessarily indicative

of the amounts that the Company could realize in a current market exchange.

The carrying amounts of cash and cash equivalents, restricted cash, marketable securities, accounts

receivable, accounts payable and short-term bank loans are reasonable estimates of their fair value.

All the financial instruments are for trade purposes.

14. Segment Information

The Company has three reportable segments: plastic injection molding, electronic products assembling

and metallic parts manufacturing. The Company’s reportable segments are strategic business units that

offer different products and services. They are managed separately because each business requires different

technology and marketing strategies. Most of the businesses were acquired as a unit, and the management

at the time of the acquisition was retained.

The accounting policies of the segments are the same as those described in the summary of significant

accounting policies. The Company accounts for intersegment sales and transfers as if the sales or transfers

were to third parties, that is, at current market prices.

Contributions of the major activities, profitability information and asset information of the Company’s

reportable segments for the years ended March 31, 2000, 2001 and 2002 are as follows:

Year ended March 31,

2000 2001 2002
Intersegment Intersegment Intersegment

Net sales sales Profit Net sales sales Profit Net sales sales Profit

Segment:

Injection molded

plastic parts $39,272 $    – $10,571 $50,531 $  270 $12,360 $47,504 $    – $13,010

Electronic products 21,140 123 2,145 28,647 25 3,003 33,672 15 2,067

Metallic parts      3,968 3,299 (1,063) 5,906 3,942 (1,581) 4,987 2,828 (258)

Segment total $64,380 $3,422 $11,653 $85,084 $4,237 $13,782 $86,163 $2,843 $14,819

Reconciliation to

consolidated totals:

Sales eliminations (3,422) (3,422) – (4,237) (4,237) – (2,843) (2,843) –

Goodwill amortization

not allocated to segment          – – (32)            – (36) – – (35)

Consolidated totals:

Net sales $60,958 $        – $80,847 $        – $83,320 $        –

Income before income taxes

and minority interests $11,621 $13,746 $14,784

Year ended March 31,

2000 2001 2002
Depreciation Depreciation Depreciation

Identifiable Capital and Identifiable Capital and Identifiable Capital and
assets expenditure amoritzation assets expenditure amoritzation assets expenditure amoritzation

Segment:

Injection molded plastic

parts $50,112 $5,119 $2,535 $60,704 $11,817 $2,625 $68,165 $3,916 $2,921

Electronic products 23,431 600 1,361 26,821 1,589 1,437 24,508 335 1,444

Metallic parts        5,037 300 856      6,149 520 941 4,477 146 518

Segment totals $78,580 $6,019 $4,752 $93,674 $13,926 $5,003 $97,150 $4,397 $4,883

Reconciliation to

consolidated totals:

Elimination of receivables

from intersegments (7,288) – – (10,721) – – (2,884) – –

Goodwill not allocated to

segments        549 – 32        513 – 36 478 – 35

Consolidated totals $71,841 $6,019 $4,784 $83,466 $13,926 $5,039 $94,744 $4,397 $4,918
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14. Segment Information (continued)

All of the Company’s sales are coordinated through the Hong Kong subsidiaries and a breakdown of sales

by destination is as follows:

15. Subsequent Event

On June 17, 2002, the Company announced that it is effecting a three-for-two stock split of its outstanding

shares to holders record on July 8, 2002 and payable on July 22, 2002. In conjunction with this stock split

and proportionate to it, the Memorandum of Association will be amended effective on July 8, 2002 to

increase authorized capital to 30,000,000 common shares. This amendment will also result in the par

value of its shares converting to no par value per share.

Year ended March 31,

2000 2001 2002

Net sales
China $25,958 $44,078 $46,876
North America 16,488 18,282 19,375
Hong Kong 14,704 15,557 11,690
Europe 3,056 1,763 4,053
Others 752 1,167 1,326
Total net sales $60,958 $80,847 83,320

Year ended March 31,

2000 2001 2002

Hong Kong $46,982 $47,520 $53,156
China 24,310 35,433 41,110
Goodwill        549 513 478
Total identifiable assets $71,841 $83,466 $94,744

The location of the Company’s identifiable assets is as follows:

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(U.S. dollars in thousands, except share data)
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Non-executive Director
and member of Audit Committee
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S. K. LEE
Director of Administration and Marketing
(Electronic & Metallic Operations)
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Director of Engineering and Manufacturing
(Electronic & Metallic Operations)
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Director of Marketing
(Plastics and Electronics Operations)

MICHAEL YEM
Director of Marketing
(Plastic Operations)
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Director of Marketing
(Plastic Operations)
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INVESTORS’ INFORMATION

Registered Office
Deswell Industries, Inc.
H.W.R. Services Limited
P. O. Box 71, Craigmuir Chambers
Road Town, Tortola, British Virgin Islands

Corporate Website
http://www.deswell.com

Corporate Office
Jetcrown Industrial Limited
Unit 514-517,
Hong Leong Industrial Complex
4 Wang Kwong Road
Kowloon Bay, Hong Kong
Tel: (852) 2796-6993
Fax: (852) 2796-7741
http://www.jetcrown.com.hk

Hong Kong Subsidiaries Office
Kwanasia Electronics Company Limited
Kwanta Precision Metal Products Company Limited
(with effect from July 22, 2002)
Unit 605, Hong Leong Industrial Complex
4 Wang Kwong Road, Kowloon Bay, Hong Kong
Tel: (852) 2342-2286
Fax: (852) 2797-8159
http://www.kwanasia.com

Jetcrown & Kwanasia (OEM) Specialist Limited
Unit 1201, 12/F., Prosperity Centre
25 Chong Yip Street, Kwun Tong, Hong Kong
Tel: (852) 2342-4822
Fax: (852) 2185-6033

PRC Factories
Jetcrown Industrial (Shenzhen) Limited
Block A-H, Wing Village Industrial Estate
Shekou, Shenzhen, China
Tel: (86) 755-2669-7120
Fax: (86) 755-2669-7119

Jetcrown Industrial (Dongguan) Limited
Huangguan Industrial Estate
Houji Town, Dongguan, China
Tel: (86) 769-582-0406
Fax: (86) 769-582-0407

Kwan Hong Electronics Company Limited
Xiaobian 2nd Industrial Zone
Chang An, Dongguan, China
Tel: (86) 769-553-7201
Fax: (86) 769-553-9301

Kwanta Precision Metal Products Company Limited
Xiaobian 2nd Industrial Zone
Chang An, Dongguan, China
Tel: (86) 769-531-2362
Fax: (86) 769-531-5690

Shareholders’ Meeting
The Annual Meeting of Shareholders will be held
at 9:30 a.m. on September 23, 2002
at The Waldorf Astoria Hotel, 301 Park Avenue,
New York, NY 10022, U.S.A.

Stock Listing
The common shares of Deswell Industries, Inc.,
are traded on the Nasdaq National Market System
under the stock symbol “DSWL”.

Transfer Agent and Registrar
Communications regarding change of address,
transfer of common shares,
or lost certificates should be directed to:
U.S. Stock Transfer Corporation
1745 Gardena Avenue, Suite 200
Glendale, CA 91204-2991, U.S.A.
Tel: (818) 502-1404
Fax: (818) 502-1737

Investor Relations Consultant
Lippert/Heilshorn & Associates, Inc.
800 Third Avenue, 17th Floor
New York, NY 10022, U.S.A.
Tel: (212) 838-3777
Fax: (212) 838-4568
Email: jnesbett@lhai.com

SEC Counsel
Kirkpatrick & Lockhart LLP
10100 Santa Monica Boulevard
Los Angeles, California, U.S.A.

Auditors
Deloitte Touche Tohmatsu
Hong Kong

Principal Banks
The Hongkong and Shanghai Banking

Corporation Limited
The Standard Chartered Bank
UFJ Bank Limited
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