Management Discussion and Analysis

OPERATING RESULTS

For the year ended 31st March, 2005, the Group recorded
turnover amounting to HK$1,704 million (2004: HK$613 million),
achieving year-on-year growth of 178%. Gross profit soared to
HK$401 million from the previous year’s figure of HK$169 million,
while net profit for the year reached HK$202 million, compared
with HK$71 million for the 2003/2004 financial year. The hugely
improved performance was mainly due to impressive growth in
the overseas ODM market over the year, a much expanded
product range, as well as the opening up of significant new
markets in China, Taiwan and South East Asia for the Group's
popular own-brand products.

During the year under review, the Group lowered the blended
average selling price of its products in response to a drop in
component prices, particularly flash memory chips, resulting in a
decrease in its gross profit margin to 24% (2004: 27%). The
substantial increase in the Group's overseas ODM business
accounted for a larger portion of turnover than the OBM business
when compared with the previous year and as such dragged
down the blended average selling price and the price pressure
on flash MP3s worsened the number still. However, by
implementing stringent cost control measures, achieving
economies of scale in response to larger production orders, and
launching new products with higher profit margins, the Group’s
net profit margin was maintained at 12% as the previous year.

MARKETS

The Group's core Asia markets consist of China, Hong Kong and
Taiwan; China alone accounts for 37% of the Group's total
revenue. Over the year, the Group devoted a great deal of effort
to promoting the Group’s brand recognition in China, where all
the Group’s sales are of own-brand products.

During the year, the Group entered into agreements to acquire
the sole ownership of the Matsunichi Brand name and Trade
marks from Matsunichi International Holdings Limited (“MIHL").
Mr. Pan Su Tong, Chairman of the Group, has beneficial interests
in MIHL and therefore, the acquisition constitute connected
transactions under the Listing Rules, details of which were
announced on 9th November, 2004. Prior to the acquisition, at
an aggregate nominal fee of HK$2 per annum, the Group was
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granted the non-exclusive use of the Trade marks under the
Licence Deeds which would expire on 31st October, 2005. As
the Trade marks are crucial to the business of the Group, the
Board believes it is in the long term interest of the Group to
acquire their full ownership and exclusive use, especially as the
Group intends to launch new products bearing the Trade marks
in 2005. This acquisition is also important in the context of the
booming China market, where the Group will be able to capitalize
the brand equity of “Matsunichi” fully.

The Group has also begun to move outside its three core Asian
markets to tap into growing demand for digital products in other
South Asian and Asia Pacific countries. It is already selling own-
brand products in Thailand, for example, and plans to continue
this process of expansion, taking in new markets including
Australia, New Zealand, Singapore, Vietnam and Malaysia in the
coming year. Diversification across these regional markets is an
important goal for the Group.

During the year the Group continued its expansion into the
European and US markets. The Group set up a subsidiary and
warehouse last year in Germany with the aim of penetrating the
European market. Germany is the biggest market in continental
Europe, but in addition a number of German chain stores have
branches and subsidiaries throughout Europe, offering the Group
rapid exposure in countries such as France, Spain and ltaly, and
in Eastern Europe.

From this base, the Group has been working to increase its
European market share for both its ODM and OBM businesses.
Its efforts are rapidly bearing fruit, with revenue contributed by
European sales rising rapidly over the second half of the year.
With the Group’s products finding strong markets in Germany
and beyond, management expects further powerful growth as
digital products continue to move into the consumer mainstream.
The success of the Group's products over the year was also
helped by the strong Euro, giving European consumers excellent
buying power.
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ODM AND OBM BUSINESSES

Leveraging its robust research and development capabilities and
huge production capacity, the Group has performed extremely
well in its ODM and OBM businesses. The Group achieved record
ODM sales in the US market during the year, with its USB memory
storage devices proving extremely popular, both in flash and
hard-disk models. Strong US economic growth helped sales, and
led to the Group’s revenue from the US increasing 238% on a
year-on-year basis. The Group has also established a small OBM
presence in the US, selling its MP3s through a few smaller-scale
national channels. This will shortly change, however. The Group's
OBM plans for the US are described further in the Prospects
section of this report.

During the year, the Group also channeled resources into strongly
marketing its ODM services in Europe following the establishment
of its German subsidiary and warehouse. An aggressive sales
team promotes the Group's products on the basis of high quality
and original design capabilities, including the ability to custom-
make products to suit customer requirements. ODM products
are also promoted on the basis of the reliable after-sales service
offered by the Group, and the Group's ability to fulfil large
quantity orders within short lead time due to its large production
capacity and advanced facilities.

The Group is very optimistic about the opportunities for its OBM
business in its new US and European markets. Utilizing an
advertising and promotion expense of HK$28 million over the
year, much of the Group’s OBM focus outside Asia was turned
on exploiting the potential of the European market, with its
own-brand products being distributed through German retail
chains.

The Group's acquisition of the previously rented plant and land
in Dalian for RMB$38.6 million in the first half of the financial
year was its major capital expenditure item in the year under
review. The permanent establishment has increased the Group's
total asset and was in line with the Group policy in securing the
ownership of the production plant site.
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PRODUCTS

The Group's two core product lines are MP3 players and portable
memory products, of which MP3 products account for a larger
percentage of overall revenue than do memory products. Over
the year, the Group has continued to develop and launch new
models of both product types, building up a wide portfolio. For
example, it has begun to expand into the production of hard-
disk MP3 products, and has launched new models. In the US, it
launched first its 1-inch memory products and, later higher-
capacity 1.8-inch models designed for professional users.

The Group is also continually developing new multi-functional
products which are typically able to command higher profit
margins. In addition, volume growth is boosting revenues, and
not simply in terms of increasing sales. The growth in volume
has also led to improved economies of scale for the Group, as
well as a greater ability to negotiate the most favorable terms
with suppliers.

ENVIRONMENT

The Group is positioning itself as a business firmly committed to
environmental improvement. This is important for the Group from
a purely economic view, as new stringent environmental
requirements for electronic components used in the European
market, such as the Waste Electrical and Electronic Equipment
(WEEE) Directives and the Restriction of the use of certain
Hazardous Substances in Electrical and Electronic Equipment
(ROHS) Directives, will be effective from next year. The Group is
going beyond this however, not simply complying with the
regulations but positioning itself as a truly environmentally-
conscious manufacturer committed to creating “green factory”
operations. In Hong Kong, for example, the Group has been an
enthusiastic supporter of the Government’s Rechargeable Battery
Recycling Programme, designed to remove these batteries from
the waste stream and recover the minerals and metals in them.

CAPITAL STRUCTURE,
FINANCIAL RESOURCES

In January 2005, 80 million new shares were issued and allotted

LIQUIDITY AND

to Mr. Pan Su Tong, Chairman of the Group, as part of the
consideration for the acquisition of the Trade Marks pursuant to
the agreements the Group entered into with MIHL as referred to

Em
AEBEZMIEBEZOERABMPIFE MR FRA
RERER ETFMPIEREERBKIEZED
EREREERS - FA AEEEERAER
HEHMEER NS BUEBRACEMZR
Flofflan REBE R EREEEFEMPIE
M WE AR EER ASEEHLHE
HEIWZEEEN BEAFeHLEE SRS
REXEGEREMZR 1.8 Ao

REENEERE —RERDERSENZ2ZD
BEFTEmM LN HEHEERTBLNEE
B AR T HE - SEEMESAEES MU
WMELERER G BAAHERENRES
16 3K 2 B8

B
AEEFEHREMABNOREREIEZE
¥oREKEAERE LERBELAEEE
EEZ ABTFER BMmSEEMER
ZEFTHERIABRRRENR FIOER
B REFHEMEWEEEES| REREINE I RE

RiWERETHEZTYWEROHS)IES! < AT - A&
SEEE - TERETEHERA FHX
SEUREFAARRER B IHE4E
IR EE s REF - FINAEEB-—FEANX
BEABRN 2 REEMEUWET S ZatEl 2
B ARBRENT ZAREEM WEKEHR
ZBEOREE-

BEXER RDEERUBER

RZETRF— A AEERAAEREEEH
i 9 A 317 2 Bt #£80,000,0000% # A% 175+ E &
BE[ME| SRl AEEENABEKREER
Iz BB ERR s B NE-AEB B



under the heading titled “Markets”. Another 15 million new
shares will be issued to Mr. Pan Su Tong on or before 1st
November, 2005 pursuant to the said agreements.

In March 2005, the Group placed 80 million new shares at HK$2.6
per share with the aim of enhancing the Group’s capital base,
strengthening its financial position, and bringing it improved
resources for new product development in order to capture
business opportunities. The share placing raised a net proceed
of HK$202 million and had the effect of diversifying the Group’s
shareholder base to include international institutional investors.

The Group's working capital at 31st March, 2005 amounted to
HK$717 million, representing a substantial increase of about 97%
from last year. On the other hand, inventories and trade and
other receivables increased by 115% and 190% respectively
whereas trade and other payables also increased by 372%
compared to the balances attained in the last corresponding
year. The drastic increases in percentages were reflections of the
successful business performance in the fiscal year 2004/2005.
As the Group's turnover had a tremendous increase of 178%
over last year, all the trade-related balances had staggering
increases so as to support the business growth. Attributed to
the encouraging performance during the year, the Group’s bank
balances and cash also jumped up from HK$192 million to
HK$514 million, representing a surge of 168%.

The gearing ratio, calculated on the basis of total borrowings
over net worth, increased from 20% in 2004 to 28% in 2005.
The current ratio, however, dropped from 3 times to 2 times.
These phenomenal changes were triggered by the increase in
bank borrowings from HK$81 million to HK$302 million. To cover
the rapid growth in production in response to higher market
demand during the year, the Group utilized higher levels of short-
term bank financing for the procurement of raw materials.

The Group’s monetary assets and liabilities were principally
denominated in Hong Kong dollars, Chinese Renminbi and US
dollars. Inasmuch as the Hong Kong dollars is pegged to the US
dollars, and that there has been minimal fluctuation in exchange
rate between Hong Kong dollars and Chinese Renminbi, the

Group’s exposure to currency exchange risk was minimal.
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EMPLOYMENT AND REMUNERATION POLICY
As at 31st March, 2005, the Group had a total number of
approximately 680 (2004: 500) employees.

The remuneration policy and package of the Group’s employees
are structured by reference to market terms and statutory
requirements as appropriate. In addition, the Group also provide
other staff benefits such as medical insurance, mandatory
provident fund and a share option scheme to its employees.

PROSPECTS

According to International Data Corporation, the global shipment
of portable compressed audio player will increase to 116 million
units in 2008 from about 33 million units in 2003. There is a
strong projected growth in demand for all types of MP3s with
CAGR at 28.8%. The Group aims to gain substantial share of
the worldwide MP3 market and become the largest MP3s

manufacturer in the world.

One of the Group’s marketing highlights of the year was the
signing of Olympic multiple gold medalist swimmer Michael
Phelps to represent the Matsunichi brand. The signing, a four-
year contract, was completed in March 2005. The Group believes
Michael Phelps is an ideal figurehead for the brand, especially
for positioning it at the international level. His image of youth
coupled with achievement is one that the Group believes to be
in synergy with the philosophy of its own products. The Michael
Phelps marketing campaign is due to kick off in the second half
of 2005. Commercials will appear in local and international media
from mid-July in Hong Kong, before being launched in the
People’s Republic of China (“PRC"). International promotion will
begin from September. Phelps himself will visit Hong Kong, Beijing
and Shanghai in mid-August 2005. The Group has earmarked a
budget of around HK$100 million for its advertising and
promotion activities over the coming year.

The Group has the strong research and development capabilities
required to generate a constant stream of new products to satisfy
both its ODM and OBM markets. It is on the verge of launching
its first range of portable multi-media player (“PMP") products,
which will offer audio and video entertainment for users on the
move that will include movie playback and photo browsing
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options. A provisional launch date has been set for the third
quarter of 2005, with plans to launch these products worldwide.
The PMP product launch will be strongly supported by the Michael
Phelps marketing campaign. The Group expects these products,
which command high profit margins, to be a major international

growth driver in coming years.

As mentioned earlier, the Group currently sells own-brand MP3s
through some smaller-scale national distributors in the US. In
the coming year, however, it aims to significantly boost the scale
of its OBM operations there. It will set up an operational base
on the east coast of the US later in 2005, in time for the
Christmas buying period. It plans to sell its MP3s directly to
major national US channels, and is aiming high in terms of the
number of units it sells and the revenues it is expecting to
generate. With evidence showing that US consumers are ready
to embrace digital consumer products on a large scale, the Group
believes the opportunities for success of its own brand products
are substantial indeed.

Some of the Group’s OBM products are already being distributed
in Germany and other countries in Europe. Currently, the Group
is also selling some ODM products through a UK-based retail
chain which is one of Europe’s largest and which also has
branches and subsidiaries outside the UK. By Christmas, this
chain will also be carrying the Group’s OBM products. The Group
will enter into agreement within this year with local distributors
in France and Spain to carry its own-brand products as well.

In the Asia Pacific market, where the Group’s primary focus is on
OBM products, plans are in place for Matsunichi own-brand MP3
players to begin distribution in Australia and New Zealand later
this year. As for the China market, it possesses huge and as yet
largely untapped potentials the Group expects its product sales
to continue to grow robustly there. In addition, although most
of the Group’s business in the Asia region is OBM business, it is
currently involved in negotiating with some major Japanese
electronics brand names with the aim of becoming involved in
the Japanese market on an ODM basis later in the year. The
Group’s worldwide presence, covering the US, major European
countries and Asia Pacific, is the key to its emergence as a world
leading provider of digital consumer electronic products.
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