Management Discussion and Analysis

INANCIAL REVIEW

During the year under review, the Group recorded

a turnover of HK$1,158,107,000, representing a

24.3% increase compared with HK$931,847,000
for the previous year. Profit attributable to shareholders
amounted to HK$52,927,000, a drop of 56.2% against last
year’s profits HK$120,952,000. Despite the challenges
encountered in the review year, the Group still enjoyed
significant business growth. The decrease in profit
attributable to shareholders was mainly due to the rise in
raw material costs, lower utilization rate of production
facilities induced by labour shortage and an one-off
provision for bad debts and related inventory as a result of
one of our US customers undergoing bankruptcy
proceedings. Adopting effective business strategies and
prudent cost control policies, the Group managed to
minimize the impact of these issues on its business in 2004.
We believe that through our persistent effort, we will be able
to address these challenges and see our results return to

previous levels.
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BUSINESS REVIEW

For the year ended 31 December 2004, the plush stuffed toy
industry remained challenging and competitive.
Nonetheless, the Group’s strategies of enhancing production
capacities, maintaining close relationship with customers
and diversifying income streams facilitated its steady growth.

Product Analysis:

The Group’s core
business, plush stuffed
toys, recorded
HK$1,114,298,000 in
sales, representing
96.2% of the total
turnover of the
Group. Thanks to
- the Group’s quality
~ products and its
excellent
relationship with
international leading
brands, such as Disney, SEGA Corporation, and Banpresto
Co., Ltd, its Original Equipment Manufacturing (“OEM")
business achieved steady growth and provided it with a
stable income stream. This segment’s profit margin was
maintained at the satisfactory level of 28.2%.

The Group’s Original Design Manufacturing (“ODM”)
business accounted for 14.2% of its total turnover,
increasing to HK$164,082,000. Benefiting from the recovery
of the US economy, the ODM business grew 14.9% with
renowned retailing giants, including Walmart, Costco, Target
and Walgreen, as major contributors. Seeing abundant room
for expansion in the ODM market and riding on the
strengths of its R&D and marketing teams, the Group
endeavors to develop its “CALTOY” products so as to
capture a larger share of the market.

Another business of the Group, the steel and plastic toy
business, accounted for 3.8% (2003: 5.0%) of its total
turnover. To enhance the contribution of this sector, during

the year under review, the Group’s wholly owned subsidiary,
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Management Discussion and Analysis

J.Y. Toys Co., Ltd. (“JY Toys”) has planned to build a new
plant in Jiangsu province, which will specialize in producing
toy parts, toys, stationeries, children’s ride-on toys, bicycles
and infant products. The Group is planning to invest US$5

million in the new plant.

Market Analysis:

The US was still the largest market accounting for 44.4% of
the Group’s total turnover in 2004. During the year under
review, apart from realigning the operation of its New York
office, the Caltoy Division focused
on improving customer services
and existing buyer relationships. It
also continued to assess the US
mass market heeding the potential
consolidation of the retail segments
there. These activities are expected 4
to help springboard new ODM %
products into the US market in y
future.

During the year under review, Japan, which accounted for
38.7% of the Group’s total turnover, was the Group’s second
largest market. Turnover in Japan was mainly attributable to
the strong demand for OEM products and continuous
support from international leading brands. Understanding
that non-character toys are popular in the Japanese market,
the Group will grasp every opportunity to launch ODM
products of various designs under the “CALTOY” brand to
that market.

Operational Analysis:

Following its acquisition in September 2003, the year ended
31 December 2004 is the first full-year that the contribution
of Dream INKO Co., Ltd. (“Dream INKO”) was consolidated
to the Group’s annual results. In addition to improving
operational efficiency, the Group will put greater emphasis
on R & D and marketing, which will help to cement the
foundation for developing innovative ODM products for the
market.
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For the year ended 31 December 2004, the rise in
raw material costs and labour shortage issues
were the Group’s main concerns. However, as the
largest plush stuffed toy manufacturer in the
world, the Group enjoyed lower raw material
costs than its competitors. In addition, the

Group stocked up on raw materials and

secured longer-term fixed-price contracts

from suppliers to minimize the impact of the
price increases on its operations. These strategies

have proved effective in the year under review.

During the year, labour shortages were serious in the
coastal cities in the PRC, especially in Shanghai. The Group
implemented a series of policies to lessen the impact of
these difficulties, such as improving the working and living
environment of workers, recruiting workers from western
China and diversifying production facilities. The Group also
reallocated resources and redeployed manpower among the
nine plants in the PRC to maintain normal operations. In the
second half of 2004, the impact of labour shortages on the
Group began to ease and the utilization rate of the Shanghai
plant rebounded to over 80%.

In January 2004, the relocated plant in Fuyong commenced
full operations, boosting the Group’s total production by
9,000,000 pieces per year. This plant played a crucial role in
helping to release the labour shortage pressure on the Group
by absorbing extra orders from the Shanghai plant. A new
plant equipped with 400 sewing machines was also set up in

Shuyang, a northern city in Jiangsu province of PRC, to focus

_b‘

mainly on the sewing process to
cope with the labour shortage
problem. The plant in Shuyang
is expected to operate in the
second quarter of 2005.
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Management Discussion and Analysis

The trial run in Vietnam finished successfully during
the year and the plant started to receive regular
orders in the fourth quarter of 2004.
Equipped with 330 sewing machines, the
Vietnam plant will take over the production

of accessories, such as backpacks, \ﬁ
slippers and costumes for children that

. o B
have previous been produced by A
subcontracted manufacturers. The L
Vietnamese plant not only provides the ’

Group with skilled workers at a lower
labour cost, but also helps the Group to reduce the risk of

concentrating all production facilities in one country.

While achieving economies of scale in production, the
Group also see benefits in utilizing outside subcontractors to
optimise its manufacturing capacity, hence sparing resources
for product design and R&D. With a quality control team
containing more than 600 staff, in which 150 are responsible
for supervising the manufacturing procedure of
subcontractors, the quality and safety standard of products
can be guaranteed. During the course of the year, in excess
of 20% of the Group’s production was subcontracted. The

majority of subcontraction related to ODM products.

PROSPECTS

Looking forward, the recovery of the global economy is
expected to translate into promising developments for the
Group in the coming years. However, as the labour shortage
problem and high raw material costs still persist, the Group
will keep a close eye on its internal operations in the coming
six months to ensure that they run smoothly and cost
effectively. The Group targets to raise the average utilization

rate of production facilities to over 90%.

In the near future, the Group is committed to expanding its
market share. Though the Group is the largest manufacturer
of plush stuffed toys in the world, it only accounts for a
small portion of the fragmented industry. Consequently there
is still much room for the Group’s expansion in the market.

We believe that after the market completes consolidation in
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two to three years, the Group will grow to an even more

influential scale with stronger bargaining power.

The construction work of the tricycle plant in Jiangsu
province is scheduled to be completed and the plant is
expected to commence operation by the third quarter of
2005. This plant is expected to attain annual production of
worth up to US$20 million by the end of 2008. Leveraging
the Group’s established experience and market know-how in
the steel and plastic toy business, we expect the contribution
of this sector to grow in the coming years and help to
diversify its revenue source.

We are also establishing another larger scale plant in
Vietnam. As scheduled, the related construction work will be
completed in the third quarter of 2005 and the plant will
start operation in the fourth quarter. It will be equipped with
2,000 sewing machines and be able to handle sales up to
US$20 million. With this new plant swinging into operation,
the Group will be able to meet growing market demands and
further reduce the risk of concentrating production facilities
in China. Moreover, the Group will be able to hire skilled
workers at lower labour costs to produce products for export
to the US whilst reducing the risk of any tariffs imposed on
Chinese exports. We look forward to the plant contributing a

significant portion to our turnover and business growth.

established
and scalable

Building on our

reputation
operations, the Group is
committed to further
expanding both its OEM and
ODM businesses. Whilst
Japan and the US are its
major markets, the
Group will seize
opportunities to expand

in other markets, such as
other parts of Asia including
Korea and China, particularly
for its ODM products. We
will also work more closely
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with our existing customers while seeking new business
opportunities. We believe these plans will facilitate the
growth of the Group and bring in fruitful returns to

shareholders.

At the same time, the Group has started its review on the
diversification of its business with more emphasis on upper
stream products with equipment manufacturing concepts.
Even though the Group has been successful in increasing
market share in the plush toy manufacturing sector under
tough market conditions and still pursues further growth in
the industry, worse than expected market environment and
conditions is forcing management to review additional
business areas in order to maintain the growth of the
company and achieve higher returns for shareholders.

LIQUIDITY,
GEARING

The Group’s liquidity and financial resources position

FINANCIAL RESOURCES AND

remained strong. The Group’s current and non-current cash
and bank deposits as at 31 December 2004 amounted to
HK$234.7 million (2003: HK$267.3 million). As at 31
December 2004, the Company had placed deposits under
dual currency option deposit contracts with banks in total
amount of US$1,346,000 (equivalent to HK$10,461,000)
and JPY 100,100,000 (equivalent to HK$7,580,000) (2003:
US$4,549,000 (equivalent to HK$35,316,000)).

In view of the strengthening of Japanese Yen during the year
under review, the Company has repaid the JPY503,100,000
loan and entered into a HK$38,000,000 three year term loan
on a HIBOR plus basis, so as to reduce its exchange
exposure. This added up the total bank loans of the Group as
at 31 December 2004 to HK$53,616,000 (2003:
HK$44,333,000). As a result, the Group’s current and non-
current net cash and bank position as at 31 December 2004
was maintained at a reasonably strong level of
HK$181,084,000 (2003: HK$222,967,000).

The Group has consistently adhered to its prudent treasury
policy. Most of the Group’s liquid funds are placed in
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principal guaranteed short-term dual currency deposits with
various banks. The Group also made use of the financial
tools of a long-term structured deposit, foreign currency
options and a foreign currency loan to reduce the Japanese
Yen accounts receivable exposure and to enhance return
from the liquid assets of the Group. The Japanese Yen loan

was repaid during the year.

A long-term structured deposit contract was early terminated
by the Group subsequent to 31 December 2004 due to
expected unfavourable future movements in interest rates. A
loss on revaluation of the deposit contract of HK$8 million
has been reflected in the consolidated income statement for
the year ended 31 December 2004, However, the loss on
revaluation was partly offset by the accumulated interest
income of HK$7,490,000 from October 2003, the date of the
deposit contract, up to 31 December 2004.

The Group’s gearing ratio, calculated on the basis of total
bank borrowings over the total shareholders’ equity, was
increased from 7.4% to 8.9%. In year 2004, the Group has
spent approximately US$1.6 million on setting up
Vietnamese operations including land purchase for the new
plant, US$1 million on additional equipment to cope with
the increase in the required manufacturing capacity and
US$1 million on a new plant in Shuyang; in addition to the
normal US$1.4 million capital expenditure for the year. The
Group is planning to spend another US$12

million on setting up a major scale plant in
Vietnam, tricycle plant in Jiangsu, an
additional fabric

manufacturing line and the expansion

polyester

of existing Shuyang plant. The major
portion of the spending will be financed
from the Group’s internal cash and the
gearing ratio is also expected to

increase slightly as a result.
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