
MANAGEMENT DISCUSSION & ANALYSIS
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“

”We take the view that a clearer horizon
has emerged for e-commerce on the
Internet following the burst of the
dotcom bubble.

IT

The global high technology industry experienced a severe setback

during 2001. To IT enterprises in the PRC, which have been used to

years of rapid growth, the abrupt plunge in market demand

brought unprecedented difficulties. Above all, it represented a

gigantic challenge to Digital China, a company that was newly spun

off from the Legend Group and facing the capital market on its own.

It gave rise to three daunting tasks confronting the young

management of Digital China: How to create a new brand for the

Company with service-oriented characteristics? How to adapt to

the ever-changing market environment, realign its organizational

structure, and formulate its long-term development strategy? How

to cultivate a corporate culture and develop a management model

that can nurture a management team capable of seeing beyond the

horizons with practical sensitivity and creativity?
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Business Review

Despite the dramatic slowdown in market growth and setbacks

encountered by some sectors, Digital China managed to achieve

pleasing results for the year ended 31st March 2002 that compared

favorably with the overall performance of the IT industry in the

PRC. The Group has been focusing on the strengthening of internal

control and the increase of operational efficiency. Owing to the

management’s prudence and its ability to detect and respond to

the changes, as well as the high efficiency derived from a realigned

organizational structure, the Group succeeded in maintaining

significant growth amid a seriously deteriorated market

environment. Turnover of the Group for the year amounted to

HK$10.52 billion, representing an increase of 23% from last year’s

HK$8.57 billion. Profit attributable to shareholders rose 21% to

HK$171 million, compared to HK$142 million a year ago. The

Group’s three businesses, namely distribution of IT products,

systems integration, and networking products, recorded a turnover

growth rate of 20%, 39% and 13% respectively, with gross profit

margins at 7.0%, 15.7% and 20.5% respectively. 

D I S T R I B U T I O N   B U S I N E S S

During the year, due to the lack of creative new products in the

PRC’s IT industry, the market was dominated by low-end products

in similar quality with intensified competition among

manufacturers, which exerted strong pressure on the gross profit

margin of the Group’s distribution business. However, this was to

some extent compensated by the strong growth in the turnover of

the distribution of high-end IT products, which was higher than the

Group’s overall turnover growth. All in all, the gross profit margin of

the distribution business dropped only slightly to 7.0% from last

year’s 7.9%. During the year under review, the Group took an

important step of expanding into the distribution of consumer IT

products by distributing mobile phones. The Group signed

distribution agreements with a domestic brand Kejian and the

world-renowned brands Alcatel and Nokia.
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S Y S T E M S   I N T E G R AT I O N   B U S I N E S S

The systems integration business has significantly improved its

competitiveness following the realignment in organizational

structure and the repositioning of its development strategy. Strong

growth was recorded in its results, as reflected by the increase of

39% in turnover, and the improvement in gross profit margin from

13.4% to 15.7%. In the financial, telecommunications and taxation

sectors, the Group’s application software has gained a more

extensive market share. The Sm@rtBanking system has expanded

its client base, with an increase in customers from newly

established joint stock banks, regional city banks and rural credit

cooperative unions. The Sm@rtBOSS solution, upon its successful

implementation in Liaoning, Anhui and Henan provinces, will

facilitate the calculation of fees and other operations of China

Mobile for more than 10 million of its mobile telephone service

subscribers. This will make Sm@rtBOSS the operation supporting

system that has the highest number of users in the mobile

telecommunications sector of the PRC. The CTAIS taxation solution

has also secured wider use in the taxation bureaux responsible for

state and local tax affairs. Digital China Management Systems

Group, a joint venture formed with Data Systems Consulting Co.,

Ltd. to develop the ERP market, has recorded an accumulated

turnover of more than RMB10 million in just two months of

operation, which is much better than expected.

N E T W O R K I N G   P R O D U C T S   B U S I N E S S

The networking products business recorded a decline in turnover in

the third and fourth quarters. Different opinions on its future

development strategy and product positioning then emerged
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CRT LCD

Launches its brand-name
CRT and LCD monitor
products

Enters into a distribution agreement
with Kejian in July 2002, the first step
to tap China's mobile phone market
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between the Group and its Taiwanese partner D-Link. The Group is

engaging in negotiations with D-Link for the acquisitions of its

shareholding in their joint venture company. The Group will

continue to develop the networking products market to tap its

huge potential by introducing new products, forming new

partnerships, and investing more in product research and

development to launch products that cater for the specific needs of

the PRC market.

As in the case of an industry downturn, whether an enterprise in

that sector can achieve long-term healthy development depends

very much on its ability to control and manage risks. As such, the

Group’s management has spent significant efforts and time on

inventory and accounts receivable management during the year

ended 31st March 2002. In order to exercise effective inventory

management, the Group’s sales teams are required to make weekly

sales forecasts for their responsible territories, and the accuracy of

these forecasts is treated as a crucial benchmark in their

performance appraisals. This measure has achieved a remarkable

result with the Group’s inventory turnover down from 37.9 days a

year ago to 34.9 days. In order to exercise effective control on

accounts receivable, the Group has set up a special task force to

carry out systematic credit assessment on all its customers and to

closely monitor their payment records. By continuously carrying

out the enhancements, the Group managed to significantly

improve its accounts receivable turnover, which has dropped from

43.3 days in the first quarter to 38.6 days in the fourth quarter.

Due to the two important measures mentioned above, the Group

was able to record an amount of HK$341 million in net cash inflow
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ERP

Digital China and Taiwan-based Data
Systems Consulting Co., Ltd. jointly
announces their intention to march into
China’s ERP market in November 2001

iPAQ

Digital China becomes the sole
distributor of Compaq iPAQ in China
in April 2001, which represents our
first foray into the pocket personal
computers market
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Awarded CISCO’s Gold Medal
Business Partner in October
2001, which represents a
recognition by CISCO for
being one of its top
networking products
distributors in the world

IT

IT

from operations for the year. This has further strengthened the

Group’s financial position and provided a secure base for the

Group’s future development.

In order to meet the challenges arising from the temporary

difficulties in the IT industry, to prepare for the new opportunities

ahead and to lay down a solid foundation for the Group’s long-term

development, the Group has repositioned and realigned its existing

businesses into three business developments which are

networking solutions, software and related IT services, and supply

chain management.

Fundamental Perspectives for the Future

We take the view that a clearer horizon has emerged for 

e-commerce on the Internet following the burst of the dotcom

bubble. The PRC is at a stage of Internet infrastructure

development, with the enterprises reforming their internal

operations and logistics through the employment of information

technology. We expect this transition to take three to five years of

time, following which the transactions among enterprises will be

conducted largely through the Internet - the so-called B2B model -

and this widening of e-commerce will have strong repercussions on

all levels of the PRC society. The real potential of the Internet will

then be seen. We also believe that the IT industry will transform

from technology - and product-oriented into customer - and

service-oriented amid the growing popularity of e-commerce

among enterprises and of the Internet in the society. 

Digital China is awarded "FY'00 Best
CISCO Distributor - Asia", the highest
honour granted by CISCO to its Asian
distributors, in April 2001; and
becomes CISCO's first Asian partner to
exceed US$100 million in FY'01 in the
sales of CISCO products in July 2001
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ERP

IT

Based on these perspectives for the macro-environment, we

believe there is a huge market for networking solutions and

services which is also where the potential of our networking

solutions business lies.

In view of the increasing adoption of information technology in and

among enterprises, and the emerging huge market for IT services,

the Group has resolved to develop software that cater for the

specific needs of particular industries, and to take software as a

core of its business model that focuses on servicing. As part of the

means to develop a clearer positioning and to introduce new

assessment and incentive schemes for the software operation, the

Group has separated the software unit from the traditional systems

integration operation during the year. We believe the capability to

provide advanced and competitive software that cater for the

specific needs of particular industries will be the ultimate winning

factor for the Group in the transformation to a service-oriented

enterprise that focuses on customers in the financial,

telecommunications, ERP and government bodies related markets.

Based on this belief, the Group will increase its efforts and

investments in the research and development of application

software in the next two to three years. Other means including

strategic alliances, equity investments and acquisitions will also be

employed to further strengthen the Group’s advantageous position

in these related sectors.

We expect profound changes to take place in the traditional

business model for distribution of IT products within the next two

ISO9000

Awarded ISO9000 accreditation for
our systems integration business
conducted by our regional centres in
Beijing, Shanghai and Shenzhen,
which covers the design,
development, sale, installation and
maintenance of integrated computer
systems (including software)

Acquired distributorship of Kodak's
digital camera products in China in
November 2001
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Digital China organises anti-piracy campaigns with
provincial and municipal authorities under the State
Administration for Industry and Commerce and has
destroyed over RMB20 million-worth counterfeit
Digital China products

IT

IT

2,901,679,000

1,566,478,000

73,764,000

1,261,437,000

1.76

1.13

472,707,000 377,769,000

to three years. The primitive “cash-and-carry” model will no longer

survive the intensifying market competition. It requires a review on

the ways of co-operation with the suppliers and a change in

operation model in order to meet the new needs of both the

suppliers and the customers. In this context, up-stream suppliers

will also become our customers. We will provide services to 

up-stream suppliers in three ways: risk (including inventory risk

and accounts receivable risk), control and management, online

transactions and logistics services, and marketing and sales

services (including pre-sales and after-sales services). For down-

stream customers, i.e. end-user customers, we will extend our

marketing, sales and logistics services to second and third tier

cities to be physically closer to them. By reducing transport and

increasing our operational efficiency as well as our responsiveness

to the market, we will be able to provide better services for our

end-user customers. This change in business model will enable the

distribution arm of Digital China to gradually transform into a

provider of supply chain management services.

Based on the three new business developments, the Group has

realigned its original organizational structure into seven business

units that are responsible for the forays of the three strategic

businesses, namely networking solutions, software and related IT

services, and supply chain management.

Liquidity and Financial Resources

The Group continued to follow the practice of prudent financial

management during the year. As at 31st March 2002, the Group

had total assets of HK$2,902 million which were financed by

Concludes a US$60 million
3-year transferable 
loan facility
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289,000,000

38,304,000

61,860,000

current liabilities of HK$1,567 million, minority interests of HK$74

million and shareholders' funds of HK$1,261 million.

The Group had a current ratio of approximately of 1.76 compared to

that of 1.13 as at 31st March 2001.

As at 31st March 2002, the Group has cash and bank balances and

unsecured short-term bank borrowings of HK$473 million and

HK$378 million respectively.

The aggregate interest bearing debts as a ratio of shareholders’

funds improved from 4.28 as at 31st March 2001 to 0.30 as at 31st

March 2002. The computation of this ratio is based on the total

interest bearing borrowings of HK$378 million (31st March 2001:

HK$1,236 million) and shareholders' funds of HK$1,261 million

(31st March 2001: HK$289 million).

Analysis of the Group's borrowings by denominated currency as at

31st March 2002 is as follows:

The short-term bank loans were repayable within one year and

secured by Digital China Holdings Limited’s corporate guarantees.

In order to satisfy the change in the financial needs of the Group

and to obtain low borrowing cost finance, the Company signed a

three year maturity facility agreement of US$60 million in March

2002. The syndicated loans of US$30 million were drawn down in

April 2002. In addition, the Group entered into an interest rate

swap contract so as to reduce the Group’s finance cost.

During the year, capital expenditure of HK$38 million was incurred

in the construction of an integrated and centralised research and

development and management center in Beijing and an automated

warehouse in Shanghai to accommodate the Group’s future

RMB Borrowings

Hong Kong Dollar Borrowings

189,581

188,188

377,769

2002
HK$’000

2002
%

2001
%

50.18

49.82

100

100

–

100

189,581

188,188

377,769

50.18

49.82

100

100

–

100
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growth. Apart from the above, capital expenditure spent on the

regular acquisition of fixed assets was HK$62 million.

Management considered that the Group’s satisfactory financial

position and operating results, together with its well planned

finance strategy, can provide sufficient financial resources for

further expansion of the Group's business operation, as and when

required. Should investment opportunities arise requiring

additional funding, management believes that the Group is in a

good position to obtain additional financing on favourable terms.

Global Offering and Use of Proceeds

The Company’s shares were listed on the Stock Exchange on 1st

June 2001 with a global offering of 101,498,722 new shares at an

issue price of HK$3.68 each to the public and institutional

investors. Net proceeds from the global offering after deducting

listing expenses, amounted to approximately HK$300 million. As at

31st March 2002, approximately HK$145 million of the net

proceeds has been applied by the Group as general working capital

and approximately HK$92 million of the net proceeds has been

applied for the enhancement of the Group’s ERP and logistic

systems and product development in connection with the

development of software and application solutions. The Group has

applied the remaining net proceeds, which have no immediate

capital or revenue commitments, as general working capital to

achieve efficient utilisation of the Group’s resources.

Human Resources

The Group had approximately 3,000 full-time employees. The

majority of these employees work in the PRC. Remuneration of the

Group’s employees includes basic salaries and bonuses. The Group

incurred staff cost of approximately HK$274 million for the year

ended 31st March 2002 (31st March 2001: HK$219 million). In order

to attract and retain a high caliber of capable and motivated

workforce, the Company offers share options to staff based on the

individual performance and the achievements of Company’s targets.


