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Net income //

1.5

mitlions
Year ended
March 31, 2010

Net sales //

31.

millions
Year ended
March 31, 2010

Basic net
income per share //

0.09

dollars
Year ended
March 31, 2010
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Current
Ratio

Total Debt
to Equity
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DEAR SHAREHOLDERS,

As many of you are aware, the fiscal year 2010
continued a challenging period for Deswell. With
the global economy remaining unsettled, we
experienced a decline in sales in both our plastics
and our electronics businesses, which impacted on
our overall revenue performance and our bottom
line. Despite some recent signs of economic
recovery, we are anticipating that market instability
may continue for several more quarters yet. That
said, we are pleased to report a slight increase in
net income and earnings per share for fiscal 2010,
and to note that our balance sheet remains strong,
as reflected in the $35.1 million we hold in cash and
cash equivalents and our absence of debt as of
March 31, 2010.

Net sales for the year ended March 31, 2010
amounted to $81.6 million, a decrease of 38.0%
compared to sales of $131.7 million for the previous
year. This decrease was mainly attributable to
decreases in sales revenue of $26.4 million from
our plastics segment and $23.7 million from our
electronics and metallics segment. Both segments
saw a significant decrease in orders from existing
customers during the year as a resuit of the
generally weak economy. Specifically, net sales

to one of the plastics segment’s major customers
dropped by around 59% due 1o a decrease in
orders for one of this customer’s main products.
Even given our broad array of manufacturing
capabilities and the sector-leading reputation
enjoyed by our plastics and electronics divisions,
we found it difficult to overcome the combined
challenges of the global economic downturn,
persistent pressure from lower-priced competitors,
and ongoing changes in our customer mix.

Gross profit for the fiscal year 2010 amounted to
approximately $12.7 million, representing a gross
profit margin of 15.5%, compared to gross profit of
approximately $20.2 million or 15.3% in fiscal 2009.
Gross profit in the plastics segment decreased

to $9.8 million or 20.9% of net sales for the year
ended March 31, 2010, compared to $13.0

million or 17.6% of net sales for fiscal 2009. This
improvement in gross profit margin in the plastics
segment was due to lower materials costs as a
percentage of sales, which came about because

of a reduction in sales of lower profit margin

items. Gross profit in the electronics and metallics
segment decreased to $2.8 million or 8.1% of sales
in fiscal 2010, compared to $7.2 million or 12.4% of
sales in 2009. The decrease in gross profit margin
in the electronics and metallics segment was mainly
attributable to higher raw materials costs and
factory overheads in fiscal 2010.

As mentioned earlier, we are pleased to report
increased net income of $1.5 million or $0.09

per share for the year ended March 31, 2010,
compared to net income of $1.2 million or $0.08
per share in fiscal 2009, This increase mainly
arose from an increase in ‘other income’ to $4.6
million during this fiscal year, from last year’s ‘other
expenses’ of $0.1 million, primarily as the result
of the net gain of $4.2 million arising from the
Company’s November 2009 disposal of its former
manufacturing plant in Shekou, Shenzhen, China.

Deswell is continuing to focus on finding ways to

reduce overhead costs and increase new business.
In the face of challenging factors such as the China
labor shortage, the recent increase in the minimum



wage, and the fluctuation of the renminbi which
have all increased our manufacturing costs, our
Company has maintained disciplined cost control
and a very solid balance sheet. At the end of fiscal
2010, our cash and cash equivalents totaled $35.1
million, compared to $23.1 million for the fiscal
year ended March 31, 2009, and we had working
capital totaling $59.8 million compared to $52.6
million as of March 31, 2009. Furthermore, the
Company currently has no long-term or short-term
borrowings. We believe that our strategic efforts
to reduce the costs of overheads and stimulate
the development of new business, combined with
the expected contribution of new accounts and
projects later this year, will see increasingly positive
results for our Company in the coming fiscal year.

We were pleased to resume the distribution of

a dividend to our shareholders, which we had
suspended in the first quarter and third quarters of
fiscal 2010 in order to conserve cash and better
position the Company to drive future performance.
On June 22, 2010 our board of directors declared
a dividend of $0.05 per share for the fiscal fourth
quarter ended March 31, 2010.

While the economic landscape has been
challenging, Deswell has maintained its financial
health and its reputation as a leading provider

of electronic and plastic assemblies. We enjoy

a customer base that includes a number of the
major providers of audio equipment, consumer
electronics, and office equipment , and we

believe our ability to meet their demanding quality
standards and produce state-of-the-art equipment
will allow us to grow as these sectors recover.

| would like to thank our shareholders for their
continued support and patience throughout
this difficult fiscal year, and | look forward to a
successful fiscal 2011,

Sincerely,

Franki S.F. Tse
Chief Executive Officer
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Deswell has been constantly
involved in investment and
R&D activities to keep it at the
forefront of the plastic injection
molding jndustry.
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At the end of fiscal 2010, Deswell employed 3,474
employees across its operations, slightly down on
the number at the same time last year. Products
were produced on both an OEM and contract
basis, and sold to customers in Asia, North America
and Europe. ’

Raw materials costs have once again been volatile
over the year, with the cost of plastic, Deswell’s
primary raw material, linked closely to the price of
oil. Oil prices fell from record highs in 2008 when
the global economic crisis hit, and the knock-on
effect for the Company in the year under review
was an average drop in plastic resin prices of 14%.
The cost of plastics resin represented around 42%
and 45% of the total cost of plastics products
sold by the Company in fiscal 2010 and 2009
respectively. The Company thus enjoyed lower
materials costs in fiscal 2010 than it had in the
previous year, which contributed to the lower cost
of materials as a percentage of its total sales.

The cost of labor for the Company rose slightly
over the year. As a percentage of sales, labor
costs peaked at 12.2%, against 10.7% in fiscal
2009. Deswell continues its policy of maintaining a
skilled workforce to boost productivity and quality,
which should help bring down labor costs as a
percentage of sales over time.

Appreciation of the RMB against the US dollar has
always had an impact on the Company’s margins,
because it pays a considerable percentage

of its total costs and expenses in RMB: in the
fiscal year 2010, this figure was around 50%.
Following the recent global recession, however,
the Chinese government took steps to rein in RMB
appreciation, concerned that its rise was hurting
the competitiveness of Chinese exports. As a

result, in the year under rev
of the RMB and the US dollar remained stable
and exchange rate fluctuations had little impact on
Deswell's margin.

However, on June 19, 2010 China’s central bank
announced that it planned to introduce more
flexibility into the management of its currency.
Since then, the RMB has once more begun to

. appreciate against the US dollar. Between June

18 and July 22, 2010, the exchange rate moved
from RMB 6.8262 to RMB 6.78 to the dollar, a rise
of approximately 0.7%. Appreciation of the RMB
looks set once again to drive up manufacturing
costs, and has the potential to impact negatively on
Deswell’s operating income in the coming year.

The Company believes that the best way to counter
negative influences like this is to work on expanding
its customer base and ensuring it maintains a good
product mix. Providing more specialized, higher-
margin products is another good strategy, and one
which the Company has been pursuing vigorously
since its state-of-the-art Dongguan facility began
full operation. Recent economic uncertainty has,
however, slowed the market for higher-margin
products. This was evident in the year under review
following a fall in sales of specialized parts to the
video game industry, which was the prime factor
behind the 36.0% decrease in revenue at the
Company'’s plastics segment.

The slow economic conditions experienced by
Deswell’s electronics division last year continued

in the year under review, accompanied by fierce
competition. The result was a further drop in
revenue, which the division this year experiencing a
40.7% fall to follow on from the 31.3% fall in fiscal
2009. However, the Company is continuing to work



on expanding its customer base and the range of
its products, confident that these core strategies will
lead to stable sales growth in the future.

Deswell policy has always been one of avoiding
debt and redistributing profits to shareholders. It
has little need for loans or other external financing,
as it finances most of its operations with funds
from its operating activities. As at March 31, 2010
Deswell had no long- or short-term borrowings, and
stable cash reserves amounting to $35.1 million
as compared to $23.1 million at March 31, 2009.
The higher levels of cash reserves this year are
mainly due to reduction of working capital of $10.4
million and the net proceeds from the sales of the
Company’s former manufacturing plant in Shekou,
China, of $5.2 million.

Some signs are beginning to emerge of a global
economic recovery that should once again push
up demand for Deswell's plastic molded parts

and products and electronic components and
assemblies. However, the severity of the recent
economic crisis suggests that instability in the
marketplace is likely to continue for several more
quarters before any real sustained recovery is visible.
Deswell has the advantage of a strong cash position,
a solid and longstanding customer base, and a
proven reputation for the quality of its products and
services. It is thus in a good position to ride out
any remaining market fluctuations and emerge as
a leading force once the plastics and electronics
sectors begin to move forward once again.

8 HoudE
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Production
Sites

Deswell has two manufacturing facilities for its plastic and
electronic products, one at Houjie and the other at Chang
An, both of which are located in Dongguan, China.

The Company acquired the 1.3 million square fest Houjie site in January 2000 for around $2.6 million.
The plan was to build a state-of-the-art manufacturing plant for its plastics division there according to a
four-phase construction plan. The first phase was begun in 2003.

The following timeline shows the progress of construction:

Start of

Phase | involved investment of approximately $35
million to build 466,000 square feet of production
space, over 116,000 square feet of dormitories,

and a further 91,000 square feet of amenities for
employees. Phase Il took another year to finish, with
a further $14 million being spent on the construction
of 216,000 square feet of dormitories and 227,000
square feet of factory buildings.

Phase lll, which began in 2005, involved the
construction of an additional 377,000 square feet of
factory space, 133,000 square feet of office space
and 138,000 sqguare feet of dormitories. This was
completed by the end of March 2008, by which point
total investment in the new plastic injection molding

Plastic Plant (Houjie)

July 2004

PH

' October 2005 Planned

facility had reached approximately $58 million. Most
of this was spent on plant construction, infrastructure
development and investment in plant machinery.

By 2008, then, Deswell was operating its plastics
division out of an ultra-modern and highly
sophisticated production facility, boosting its status
and competitiveness in the industry and expanding
the range of high-level services it could offer clients.
With global economic conditions weakening since
2008, the final stage of development (Phase V)
has been put on hold, because current capacity

is sufficient, As conditions pick up in the coming
years, Phase [V will remain an option for expanding
production capacity as required.




Details of the Houjie manufacturing plant are as follows:

Buildings Jotal Area (sq. ft.)

The Company’s second manufacturing plant, in telephone units, and self-service machines, along
Chang An, is used primarily to manufacture electronic  with a wide range of other products. With ISO9001
products and carry out electronic assemblies for and 1ISO14001 accreditation and full RoHS

OEMs. It was acquired in July 2003 at a cost of compliance, the Chang An facility is capable of
around $4.2 million. Finished products produced at meeting any production requirements and providing
the factory include sophisticated professional and the highest levels of quality.

high-end consumer audio equipment, commercial

Details of the Chang An manufacturing plant are as follows:

Buildings Total Area (sq. ft.)

. Electronic Piant (Chang An)

11
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rts-as small as a button.or
case fora copy machine.
_ nt in plastic injection
ines in recen ,yeférs, in the-2010 fiscal
_ pany maintained its existing molding
ll_meé and did not acquire any new machines.

Finishing
Finishing is an important part of the plastic injection
molding process, and is mostly performed by
hand by around 300 skilled operators. It consists
of various kinds of smoothing and polishing of
plastic surfaces, the imprinting of letters, numbers
and symbols by processes such as silk-screening,
pad printing and epoxy ultra-violet cutting, and

the treating of products with anti-fog coatings to
guarantee a long-lasting, attractive look.




ELECTRONIC PRODUCTS
AND ASSEMBLIES

Deswell runs its electronics and metallics division
from its self-owned factory in Chang An, Dongguan,
where it has 420,000 square feet of factory
buildings and dormitories along with a further
244,000 square feet of bare land. For the year
ended March 31, 2010, this division accounted for
42.4% of the Company’s total sales, as compared
10 43.4% in 2009 and 56.7% in 2008.

Deswell’s electronics division manufactures
professional audio equipment, such as digital
audio workstations, mixing consoles, instrument
amplifiers, signal processors, and speaker
enclosures; and home entertainment equipment,
such as AV receivers and subwoofers. It also
produces a range of business communication
equipment such as digital system keysets and IP
phones, together with surveillance products such
as CCTV matrix switchers/controllers.

Metal Parts Manufacturing

Deswell's metal parts manufacturing operation

is carried out on the same site as its electronic
products assembly facilities. This division
manufactures metallic molds and metal accessory
parts for use in audio egquipment, telephones,
copying machines, racks for routers, pay-phones,
multimedia stations, vending machines and
automatic teller machines. Sales by its metal molds
and metal parts operation accounted for less than
one per cent of Deswell’s total sales in the year
under review,

Distribution Business

The Company’s audio equipment distribution
business had been operating for five years as at
January 2010. This specialized business operates
on a small scale, but is working on building up

its distribution networks and establishing a niche
reputation in the gradually growing China market.

Qual_ity Control

Deswell runs a stringent testing and checking
regime to ensure world-class quality standards. lts
quality system includes hourly checks on machines
and molds, close inspection of all incoming
components, regular checking of work in progress,
and detailed pre-shipping quality assurance
inspections. The Company also regularly upgrades
and replaces key equipment, reducing defects from
old or faulty machinery. As a result, for the three
years ended March 31, 2010, aggregate returns
from all segments of Deswell’s business operations
have amounted to less than 3% of total net sales.

Deswell holds various ISO accreditations indicating
its international quality management standards.
These include:

e |SO14001: electronics and metallics
manufacturing plant (2006)

¢ |S0O14001: Dongguan plastic injection
manufacturing plant (2004)

e |SO9001: plastic and electronic products
manufacturing operations (1995)

e |SO9002: metal parts manufacturing operation
(2000)

e |SO/TS 16949: Dongguan plastic injection
molding manufacturing plant (2006).

Operations Review | 15
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used between 14 and ;22;mil|ion pounds of plastic
resin per annum, representing on average over
40% of the total costs of all plastic products sold.
Deswell sources its plastic resins from regional
suppliers on the basis of price competitiveness, and
holds inventory sufficient for two to three months’
manufacture. Most of the plastic resins sourced by
Deswell originate from the United States, Malaysia,
Singapore, Taiwan, Japan and Hong Kong.

Raw materials purchased for the Company’s

electronics division include component parts and
supplies. These are purchased from a range of

Geographic Area

~ suppliersin Chin

100.0%

;' Hong Kong, the United States and

elsewhere, with fhé,'Cor‘npany not dependent upon
any single supplier for any essential component.

The Company purchases small quantities of raw
metal for manufacturing metallic molds and parts, but
on such a small scale that these raw materials costs
do not impact on the Company’é total operations.

Customers and Marketing

The Company’s clients are primarily OEM and
contract manufacturer customers, located in Asia
{Hong Kong, Thailand, Japan, Taiwan and China),
North America (the United States and Canada) and
Europe (Germany, the United Kingdom, Holland
and Norway). The table below shows net sales

by geographic area (based on customer shipping
destinations) as a percentage of total sales for the
past three years:

18 |05
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The Company markets its products and services promotes itself as a complete solutions provider
to existing and potential customers by direct for plastic injection mold design, tooling, molding
contact, attending trade shows, and advertising in and finishing as well as a reputable EMS provider of
trade publications. In all these contexts, Deswell advanced technology manufacturing processes and

flexible logistic services.

Capital Expenditures

The principal capital expenditures and divestitures made by Deswell during the three years ended March
31, 2010 are as follows (in thousands):

Year ended March 31
2008 2009 2010

Following spending of over seven milion US fit-out of the Dongguan premises, along with
dollars in each of the fiscal years 2008 and 2009 the replacement of some computers and office

on new plastic injection molding machinery equipment. During the year, the Company disposed
for the Company’s Dongguan plastic injection of its former manufacturing plant in Shekou,
molding plant, capital expenditure in fiscal 2010 Shenzhen, China, with net proceeds amounting to
fell significantly. The 2010 amount of around $5.2 million. The Company’s cash position remains
US$1.6 million was mainly used for the ongoing strong, enabling it to finance most of its capital

expenditure from internally generated funds.
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YEAR ENDED MARCH 31, 2010 COMPARED TO
YEAR ENDED MARCH 31, 2009

Net Sales

The Company's net sales for the year ended March 31, 2010

were $81,614,000, a decrease of $50,124,000 or.38, 0%
as compared to fiscal year 2009. The decrease was related
to a decrease insales revenue at our plastrc segment of -

$26,391,000 as well as $23,733; OOO at our electro c and gt

- metallic segment. Thls represented‘ decreas
and 40.7% respectrvely as. compared w1‘ch the respec’uve
net sales from these segments in the prior fiscal year. '
The revenue decrease a the plastlc segment was mamly
due 1o the decrease orders from eX|stmg customers of-

$30,648,000 offsetting: the increase in net sales from other. .

existing and‘new customers of: $3,.002,000 and:$1,255,000,
respectively, as d result of the generally weak economy.
- About 83% of the decrease in.net sales for the:year ended

March 31,2010 was accounted for by one of the segment’s: .

major customers related to plastic component sales of

- electronic entertainment products. Net sales from this major
customer for the year ended March 31,2010 had dropped

by about 59% due to a decrease in orders for one of thelr

main products, as compared with the prior fiscal year

~ The revenue decrease in the electronic and metallic. segment
was mainly due to'the decrease in orders of professional

. audio and electronics products from existing customers of

: $24 470,000, and, $5 92 ;000, respectlvely, and adecrease

in dlstnbutlons sale ‘of'$692 OOO offsettmg theincrease -

\and new. customers for professronal
audro |nstrumenf products of $6 721,000. The decrease
“inorders was due to ‘-comblned effect of the global
gconomic downturn

-the year ended March 31, 2010 to:19.é% of Deswell’s total

sales from 28.6%.0f our total sales:in-fiscal 2009. Similarly,
Digidesign, Inc., Deswell's largest customer in fiscal 2008,
reduced the volume of its orders during the year ended March
31, 2009 to 12.7% of Deswell’s total sales from 17.0% of

its total sales in fiscal 2008. These reductions in sales of the
Company’s major customers contributed to the decreases

in Deswell's total sales in fiscal 2009 from fiscal 2008 and in
'»ﬁscal 2010 from i scal 2009, This illustrates our dependence
,on afew major customers and: that a substantial decrease in
3sales from' any of our Iarger customers adverse!y lmpacts our
G ,sales and ﬂnan0|al pen’ormance

' Gross Proﬂt

The: gross proﬂt forthe year ended March 31, 201 Owas
$12,656,000, representlng a gross profit margin of 15.5%.
This compared with the overall gross profit and-gross profit
margin of: $20 168,000 or 15.3% for the year ended March

+31,.2009.

Gross proﬁt in-the plastic segment decreased $3,108,000

t0'$9,844,000 or 20.9% of net sales for the year ended

‘March 31, 2010, .as compared to $12,952,000 or 17.6%
- of net sales, for the same period in the prior year. Despite

the rednyction of gross profits, which-resulted from a 36%
decrease in'sa'les 'dUring the year ended March 31, 2010,

" Deswell's gross profit margln percentage in the. plastrc

segment rncreased by 3:3%. The lmprovement in‘gross

profit margin a a percentage of sai .ln the plast ‘segment
during the year ended March 31, 2010 srmanl
from Iower materlal costs as a percentagecf ales stemmlng

: f',parnally offset by hlgher factory overhead asa bercentage of
sales for the year ended March 31, 2010, when compared-
with fiscal 2009.
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: 'Other operatmgv come_ . :
: by $4 403 000 to $2 ( ; Other. operatrng income was $4 594 000 for the year ended i
year ended March 31, 2010 as compared to $7 216, 000 or March 31, 2010, as compared to o’(her eperatlng expense of
1 12.4% of net sales for last year. Decrease inthe gross profit - $1 32,000 in fiscal 2009
as a percentage of sales was malnly attnbuted to hrgher raw
. materials cost and factory overhead as a perce
i )r"fo -the ,year ended March 31, 2010 whe

' egment basrs, ;other operatrng income attnbutable
or the year ended March 31,201 O
0, as compared to an operating: lncome

r the pnor fiscal year The rncrease tn other

and metalhc segment - $1 ravelling e
- $82,000 in office operatrng expense as comp
. prior year.

other operatlng |ncome offsettrng
: evenue and anincrease in SG&A
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The operating loss of the electronrc and metallic segment ...
was $1,764,000; or.a negatlve 5.1% of net sales in‘that"
segment in the year ended March 31, 2010 compared e}
operating loss of $590, 000 or a negative of 1.0% of net
sales in fiscal 2009. The increase in operating loss for the
electronicv and metallic segment primarily resulted from a
decrease in sales revenue and correspondrngly tower gr0ss
profrt amount, as dlscussed above y

Non-operatmg mcome %
Non-operating income the year ended March 31 2010
Jincreased by $276 000 $444 OOO as compared wrth ‘
fiscal: 2009 This i increase was: marnly attnbutable 1o rnterest
income of $1 6 alized galn onthe revaluatlon of
marketable secu
as d realized gain of $160 000 from the sale of marketable
securrtles in: the electrenrc and metallrc segment

Income Taxes L

Income tax for: the year ended March 31 2010 was

- comprised of an rncome tax expense of $380, 000 and a,
deferred tax provrsron of $31 0, OOO which compares to an

income tax expense of $234, 000 and a deferred tax beneﬁt:f: j, :
~ 0f$516,000 for the fiscal 2009. |

On a segment basrs mcome tax of the plastrc segment

was comprised of income tax expense of $379,000 and a .

deferred tax benefit of $91 000 for the year ended March:
81,2010, as compared othe rncome tax expense of
' $207 OOO anda defened tax benefrt f,$275 OOO in fiscal

the second flscal qua er of 201 O net of the subsrdrarys
E accumulated tax loss carryforward from f scal 2009

f$3 000 in the plastrc segment and :

fThe income: tax expense and deferred fax prowsron tor the

electronic and metalhc segment was $1,000 and $401,000,
respectrvely for year ended March 31, 2010, as compared
to the income tax expense of $27,000 and a deferred tax
benefit of $241,000 for fiscal 2009.

i Net Income
o The Company had net income of $1, 499,000 for the

year ended March 31, 2010, an increase of $304,000; as
compared to netincome of $1, 195,000 for the year ended
March 31 2009: Net income for the year. ended March 31

o :2010 represented 1 8% of net sales, compared 10.0.9%

of net sales for the net i income in prior year. The increase

~in net rncome ‘resulted prlmarrly from the gain on the sale

ofthe Companys former. manufaotunng plant in. Shekou ',

'Shenzhen, Chlna, as drsoussed above

- ‘Net income for the plastic: segmentfor the year ended

March 31, 2010 totaled $3,446, 000 as cornpared to the net

‘income of $1 620 000: for fiscal. year 2009. The increase in

net i income:- of the plastlc segment was mainly the result of
anvincrease in other operating income oftsetmg a decrease in

:jgross profrt as descrlbed above,

Net Ioss’ f()r‘ the electronio and metaJtic'segment for the year

net loss of $425 000 for the prror frscal year The decrease

“in'net loss of the electronic-and metalllc segment was mainly

the. result of decrease in sales revenue. and ‘correspondingly: .

,lower gross profit amount as descrrbed above. :

: SEASGNALITY

‘The followrng table sets forth certarn unaudrted quarterly .
financial mformatron ‘sequentially-for the twehfe quarters in'the

‘ , : three-year period ended March 31 2010 ( in thousands)
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Year ended March 31,
2009
Net :
sales $38,452 $38,414 $35,416 $31,524 [$35,039 $32,241 $37,101 $27,357 {$22,738 $20,852 $21,358 $ 16,666
Gross profit 6,762 6,698 7,923 5,050 5,901 3,524 6,413 4,330 3,603 2,907 4,049 2,097 -
e Operating S
- income (loss) 3,304 1,681 3,033 652 1,310 (1,663) 878 220 (272) 2,938 296 (1,218) :
- Netincome :
(loss) 3,111 1,755 2,955 1,038 1,293 (1,675) 987 590 (253) 3,124 437) (935) ...

: does not expenenc

ther S|gn|foant seasonal’ Qtuatlons.; Th

MPACT DF INFLATION e L
f"‘," The Company believesithat lnﬂatlon has not ha a'ma’ '
s ‘effect on'its busmess Arthough the Company has fou
,fdlfﬁcult to increase the prloes of its P
pace wnh mﬂa’non pamcularly in ltS p
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Between 1994 andJu 005 th, ' ‘arket and official RMB .
rates were unlﬁed 'Iu, of the RMB was essentrally
pegged to the U.S. dollar and: was relatlvely stable. On July
21, 2005, the People’s Bank'of China ad)usted the exchange
rate of RMB to the U.S. dollar by linking the RMB to a basket
of currencies and simultaneously setting the exchange rate )
of RMB to U.S: dollars, from 1:8. 27 to a narrow. band of
around 1:8.11.

i Approxrmately 48.7%, 35.1% and 51 0% of our total costs
and expenses were in RMB during the. years ended March
31,2008, 2009 and 2010 respectlvely

“n our fscal years.folte ng the July 21 2005 adjustment in I

' RMB to apprec:ate agarnst the dollar as rt dld durmg earlier: :

.. periods since July 25, 2005 because of concerns that the

stronger RMB was huttlng Chlnese exports at a trme of global

i However on June 19 2010 Chrnas central bank announced
that it planned to rntroduoe more ﬂeX|b|||ty in‘the management
ofits currency and

: then the FtMB has agaln begun to

We did not hedge our currency rlsk dunng the years ended
March-31, 2008 2009 and 2010 and at March 31,2010, -

rewew our hedgtng strategy and there can beno assurance

'that hedging technlques we may |mplement wrll be successful
~or.will not result |n charges to our results of operatlons

LIQUIDITY AND CAPlTAL RESOURCES

For the year ended March 31; 2010, net cash generated
from operations totaled $14,351,000, including net income
of $1,499, 000 and depreciation and amortization of

,$7 011 000 Accounts receivable decreased by $7,828,000,

over levels at'March 31, 2009, pnmanly as a'result of the
decrease in total sales.volume.: Inventones decreased by .
$5; 637 000.over levels at:March 31, 2009 primarily resulting

from the decreases in raw materials and ,work—rn -progress

of plastic and electronics products. Accounts payable

f deCreased by $3 072, 000 over Ievels at-March 31, 2009,
~primarily becau se of the: decrease in matenals purohases
~“For. the year ended March 31, 2009 net cash generated

~from operatrons totaled $11 669 OOO rncludlng nét income: :
of $1, 195 000 and deprecratlon and amortlzatlon of

T $7264000

Net cash used in investlng activities amounted to $1,449,000
and $7.057,000 for the year ended March 31, 2010 and -

B 2009 respectrvely Caprtal expenditures dunng these periods

and $7,402,000, respectively. Our capital

: expendtt \ es were pnmanly related tothe acqursmon of

property;. plant and equipment for our two manufactunng

-plants in Dongguan Chrna In fiscal 2010, we acqurred
‘ marketable secuntles for $5: 631 000 and: received proceeds
~of $5 185 OOO net of transactlon costs from the sale of our

former manufacturlng plant in Shekou Shenzhen Chrna

Net cash used in: f nancrng actlvmes for: the years ended
March 31, 2010 and 2009 were $916 000 and $3,789, OOO
respectrvely Net:cash we used in fi nancrng activities during

. -the year ended March 31,2010-was pnmanly 10 fund
s ,we had no open forward currency contracts We contrnually :

dividend payments to shareholders of $1 819, 000 and net

of the proceeds of $703,000 from the exercise of stock



s. Net cash we used
ing the year ended ‘March 31,2009

 was primarily to fund the dividend payments to sharsholders:

of $3,789,000.-As a consequence of the fixed ,exchange rate

choose to seek to

if it believes it t

terms.. The Companys working capltal requirements
are expected o increase in line with the growth inthe

ditional debt or equity financing k
appropnate and available on reasonable :

Financial Review |

between the Hong Kong dollar and the U.S. dollar, interest -
~ rates on Hong Kong dollar borrowings are similar to U.S
'terest rates. The Hong Kong:Prime Rate at March

‘Company’s business.

- AtMarch 31,2010, the Company had capital commitments
fol \purchase of plant and machinery, leasehold
E |mprovements, tota g $73 000 and $20 000, respectlvely,

Payments due by period (in thou

Period from  Period from

April 1, April 1
2011 to “‘“‘18‘[0
March 31, March 31,
2013 2015

Year ending
March 31,
2011

Period after
March 31,
2015

Contractual obligations Total

Long-term bank borrowing

% Capital (finance) lease obligations - - - - -

Operating lease payments 29 29 - - -
. Capital commitment 284 284 - - -
< - Other purchase obligations 6,806 6,806 — - -
L _ Other long-term liabilities reflected on Company’s .
~ balance sheet under US GAAP - - - - - .
. Total $ - 8 - $ -

$ 7,119 $ 7,119

jal report 2010

Deswell
annua




24

1

Financial Review

Deswell

-annual report 2010+

‘Financial
Review
FIVE YEAR FINANCIAL SUMMARY

SELECTED FINANCIAL DATA( |
(in'thousands except per share and statisticaldata)- -

Income Statement Data: Year ended March 31,
2006 2007 2008 2009
Net sales $115,276 $136,779  $143,806 $131,738
Cost of sales 89,850 105,506 117,373 111,570
Gross profit 25,426 31,273 26,433 20,168
Selling, general and administrative expenses 15,052 18,957 19,601 19,291 ¢
Other income (expenses), net (823) 1,376 1,838 (132)
Operating income @ 9,551 13,692 8,670 745
Interest expense ©) - - -
Non-operating income, net 447 547 521 168
income before income taxes 9,992 14,239 9,191 913
Income taxes (27) 1,239 104 (282)
Net income 10,019 13,000 9,087 1,195
Net income attributable to
non-controlling interests 1,240 833 228 -
Net income attributable to Deswell Industries, Inc. $ 8,779 ¢ 12167 $ 8859 $ 1,195
Basic earnings per share © $ 059 §$ o081 $ 057 $ 008
Average number of shares outstanding — basic © 14,908 14,956 15,517 15,791
. Diluted earnings per share® $ 059 $ o081 $ o057 $ 008
Average number of shares outstanding — diluted ® 14,936 15,048 15,566 15,805
Statistical Data:
Gross margin 22.1% 22.9% 18.4% 15.3%
Operating margin ® 8.3% 10.0% 6.0% 0.6%
Dividends per share $ 063 ¢ o065 $ 061 $0.24
Balance Sheet Data: At March 31,
‘ 2006 2007 2008 2009
Working capital $ 55114 $ 58672 $ 54,751 $ 52,605
Total assets 130,670 141,210 140,407 137,482
Long-term debt, less current portion - - - -
Total debt - - - -

Shareholders’ equity 106,768 111,655 121,257 120,307



‘Financial Review

( ) Our co soltdated ﬁnancral statements are prepared rn accordance wrth generaﬂy accepted accountlng pnnCIptes inthe -
Un|ted States of Amenca and are stated in U S. dollars k

(2) Other operatlng |ncome was rec|assnf|ed in the consolidated statement of income for the year ended March 31, 2007 for
a comparable presentatlon Comparatlve flgures for the years ended March 31 2006 were reclassrﬁed accordlngly The

annual report 2010
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Report of
,Independent Registered Pubhc
Accountlng Flrm

TO THE SHAREHQLDERS AND THE BOARD OF. DIRECTORS OF DESWELL INDUSTRIES INC

We have audited the accompanylng consolidated balance shests of Deswell Industries, Inc. and: subsndlanes the
“Company”) as of March 31, 2009 and- 2010, and the related consolidated statements of income and comprehensive
income, shareholders” equity and cash flows for each.of the three years in the. period ended March 31, 2010, These financial
statements are the responsibility of the Companys management Our responsibility is to express an oplnlon on these financial
statements based on our audits: :

‘We conducted our audits in accordance with:the standards of the Pubhc Company Acoountlng Oversught Board (United

States) Those: standards requn'e that-we plan and perform the audit to obtain reasonable assurance:about whether the

financial statements are free of material m|sstatement An‘audit mcludes examining, on a test basrs, evndenoe supporting

the amounts and chsclosures in the ﬁnancnal statements assessnng the'accounting pnncuples used and signifi icant estimates
. made by management, as well as evaluatlng the overall fmancual statement presentation. We beheve that our audlts provide a
: reasonable basis for ¢ our oplmon L S I

In‘our opinion; the oonsolldated f nanCIal ‘statements referred fo above present falrly, in‘afl matenal respects the eonsolldated
" financial position of Deswell Industries, Ine: and subsxduanes asof Mareh-31; 2009 and 2010, and the consohdated results:
ot their operations and their cash ﬂows for each of the three years in the penod ended March 31, 2010 in- conform|ty with
accountlng pnncrples generally accepted in‘the United States of Amerlca ’

. We also have audited, in accordance with'the standards of the Public Company Accounting Oversight Board (United States),
Deswell Industries; Inc.'s internal control over ﬂnancnal reportlng as of March 31, 2010, based on criteria established in Internal

Control = Integrated Framework lssued by the Commlttee of: Sponsonng Organizations of the Treadway Commission (COSO)
~ and our report dated July 29, 2010 expressed an unqualified opln’xon thereon.

BDO LIMITED
Hong Kong, July 29, 2010



ASSETS
Current assets:

Cash and cash equivalents
Marketable securities (note 3)

Accounts receivable, less allowances for doubtful amounts of $349
and $223 at March 31, 2009 and 2010, respectively

Inventories (note 4)

Assets held for sale (note 6)

Prepaid expenses and other current assets (note 5)

Total current assets
Property, plant and equipment-net (note 6)
Deferred income tax assets (note 9)
Goodwill {note 7)

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current liabilities:

Accounts payable

Accrued payroll and employee benefits
Customer deposits

Other accrued liabilities (note 8)
Income taxes payable

Deferred income tax liabilities (note 9)

Total current liabilities
Commitments and contingencies (note 10)

Shareholders’ equity:

Common shares nil par value-authorized 30,000,000 shares, shares issued and
outstanding March 31, 2009 - 15,790,810; March 31, 2010 - 16,191 ,810

Additional paid-in capital
Accumulated other comprehensive income
Retained earnings

Total shareholders’ equity
Total liabilities and shareholders’ equity

See a’cc’qmpahyih'g notes to qog;é[idat

$ 23,134

March 31,
2009

100

22,227
21,445
987
1,887

69,780
66,564
746
392

$137,482

$ 10,370
2,473
1,460
2,167

705

17,175

49,923
7,771
5,316

57,297

120,307

137,482

port 2010

Deswell
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Net sales
Cost of sales

Gross profit
Selling, general and administrative expenses
Other income (expenses), net

Operating income
Non-operating income, net

Income before income taxes
Income taxes (note 9)

Net income
Net income attributable to non-controlling interests

Net income attributable to Deswell Industries, Inc.

Other comprehensive income
Foreign currency translation adjustment

Comprehensive income attributable to Deswell Industries, Inc.

Net income per share attributable to Deswell Industries, Inc. (note 2)
Basic:
Net income per share

Weighted average common shares outstanding
(shares in thousands)

Diluted:
Net income per share

Weighted average common and potential common shares
(shares in thousands)

See accompanying.notes to consolidated financial statemehis.

, 'CONSOLIBATED STATEMENTS OF INGOME AND COMPREHENSIVE INCOME

: (U S. dollars'in thousands, except per share data)

Year ended March 31,

2008 2009

$ 143,806 $131,738
117,373 111,570
26,433 20,168
19,601 19,291
1,838 (132)
8,670 745
521 168
9,191 913
104 (282)
9,087 1,195
228 -
8,859 1,195
2,628 1,582

$ 11,487 $ 2,777
$ 0.57 $ 0.08
15,517 15,791
$ o057 $ 008
15,556 15,805




CON TE

' (US doyllér_‘_si:}_n,thgus,':;n;ds,;éx cept p’ef’Shéré ,d;’ata)_

Balance at March 31, 2007
Stock-based compensation
Exercise of stock options

Issue of common stock for
acquisition of additional
interest in a subsidiary

Foreign currency translation
adjustment

Net income
Dividends ($0.61 per share)

Balance at March 31, 2008
Stock-based compensation

Foreign currency translation
adjustment

Net income
Dividends ($0.24 per share)

Balance at March 31, 2009
Stock-based compensation
Exercise of stock options
Net income

Dividends ($0.10 per share)

Balance at March 31, 2010

Common stock

Accumulated

other
Shares Additional  comprehensive Retained  Shareholders’
outstanding Amount  paid-in capital income eamings equity
15,038,730 42,393 7,601 1,106 60,555 111,655
- - 310 - - 310
120,000 1,188 (202) - - 986
632,080 6,342 - - - 6,342
- - - 2,628 - 2,628
- - - - 8,859 8,859
- - - - 9,523 9,523
15,790,810 49,923 7,709 3,734 59,891 121,257
- - 62 - - 62
- - - 1,582 - 1,682
- - - - 1,195 1,195

Financial ‘Statem"éht/sj/
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CONSOLIDATED 'S‘TATEMENTS OF CASH FLows

" {U:S. dollars in thousands) :

Year ended March 31,
2008 2009 2010
Cash flows from operating activities
Net income $ 8,859 $ 1,195 $ 1,498
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 6,940 7,264 7,011
Impairment of property, plant and equipment - 176 8
Loss (gain) on sale of property, plant and equipment 43 216 (4,339)
Unrealized holding (gain) loss on marketable securities © 16 (42)
Gain on disposal of marketable securities ] - - (160)
impairment loss on goodwill 317 - -
Stock-based compensation 310 62 125
Non-controlling interests 228 - -
Deferred tax (651) 517) 1,016
Changes in operating assets and liabilities:
Accounts receivable (334) ©918) 7,828
Inventories 3,033 4,923 5,637
Prepaid expenses and other current assets (345) 1,306 287
Income taxes receivable 127 3 -
Accounts payable (3,338) 2,157) (3,072
Accrued payroll and employee benefits 23 3876) 97
Customer deposits 342 335 (577)
Other accrued liabilities 594 67 (262)
Income taxes payable 179 74 (705)
Net cash provided by operating activities 16,418 11,669 14,351
Cash flows from investing activities
Purchase of property, plant and equipment (7,288) (7,402) (1,606)
Acquisition of non-controlling interest in a subsidiary 414) - -
Proceeds from sale of property, plant and equipment, net of transaction costs 333 345 5,628
Purchase of marketable securities - - 5,631)
Proceeds from sale of marketable securities - - 260
Net cash used in investing activities (7,369) (7,057) (1,449)
Cash flows from financing activities
Dividends paid (9,523) (3,789) (1,619)
Exercise of stock options 986 - 703
Net cash used in financing activities (8,537) (3,789) (916)
Effect of exchange rate changes (2,343) (407) -
Net (decrease) increase in cash and cash equivalents (1,831) 416 11,986
Cash and cash equivalents, beginning of year 24,549 22,718 23,134
Cash and cash equivalents, end of year $ 22,718 $ 23,134 $ 35,120
Supplementary disclosures of cash flow information:
Cash paid during the year for:
Interest $ - $ - $ -
Income taxes $ 365 $ 79 $ 380
Supplementary disclosures of significant non-cash transactions:
Issuance of common stock in connection with acquisition of
additional 24% shareholding in a subsidiary $ 6,342 $ - $ -
Excess of acquisition cost over the fair value of acquired net assets of
additional shareholding of a subsidiary $ (1,319 $ - $ -

. See»éccompanying notes to consolidated'ﬁhancial ‘Stdtements.
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: : ;ORGANIZATION« AND BASiS OF F!NANCIAL STATEMENTS -

- components; electronic products ass
oo subcontracted to subsrdlanes operatr

Deswell lndustues lnc was rncorporated in the Bntrsh Virgin Is|ands on December 2,1993.

The pnncnpal activities of the Company compnse the manufacture and sale of rnjectlon -molded plastic parts and
' 'c parts manufactunng The manufactunng actwmes are:

eoples Repubhc of China (“Chma Vo
i “Macao") of. thn_a. L :

ng' stock

2010 the Compa dereglstered afully owned subsrdrary, :

storown Indusirial (Shenzhen) Limited (“JISL").
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NOTES TO CGNSOLlDATED FlNANClAL STATEMENTS

2.

~Goodwill

: the carrymg .value of goodwrll
,an,nual lmpa ,ment ev_aluatron i

glnventones L i : f
‘Inventories are stated at the Iower of cost or market value Costis determlned on the welghted average basis. Work-
in- progress and: ftnlshed goods inventories consnst of raw materials, direct labour and overnead assocuated W|th

~the manufactunng ocess Write' down of potentlally obisolete or slow movmg inventory.are. recorded based on
f"managementsanalyss of lnventory Ievels ek =

“Leasehold lmprdVements

f (U S. dollarsin: thousands, except per share data) S

'SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of consolrdatron

The consolidated financial statements, prepared in accordance with -generally accepted accounting principles in
the United States of America, include the assets, liabilities, revenues, expenses-and cash flows of all subsidiaries.
Intercompany balances, transactions and cash floyvs are elirninated on consolidation,

The excess purchase price over the falr value of net assets acqurred is recorded on the balance sheet as goodwill, The
‘Company adopted Accountlng Standards Codlf cation (*ASC”) No: 350 “lntanglbles Goodwrll and Other” fformerly the
il Accounting Standards (“SFAS”) No. 142 "Goodwrll and other Intanglble Assets”), whlch requires

- Cash and cas _equrvalents

Cash and cash_ qui

'ts |nclude cash on hand cash accounts, mterest beanng savrngs accountsand trme '

: certlf’ cates ode osrt W|th a matunty of three months or less when purchased

'Marketable securmes

CAll marketable secuntles are cIassrf ed as tradlng seountles and are stated at falr market value Market value is
,.determlned by the most recently traded price of the securlty at the! balance sheet date Net reallzed and unrealrzed garns

“and losses on trading securmes are mcluded in non-operatlng income. The cost of mvestments soldis based on the "
\ average cost méthod and |nterest earned is lncluded |n non-operatsng xncome

' ,Property, plan}and equlpment

vProperty plant and: equrpment is stated at oost |ncIud|ng 1the cost of: |mprovements Marntenance and repalrs are
as incurred. Deprecratlon and amortlzat|on are provrded on the strarght llne method based onthe

. festlmated usetul ltves of the assets as follows:

P Leasehold landiand bmldings""v e ;,f 40 - 50 years

. Plant and machinery .  A-10years
Furnlture fixtures and equrprnent i . 4-5years
Motor vehicles N \,3 -4 years

the shorter ot 5 years or the Iease term



erther a capital lease or an operatmg 'Iease For the. {essee a Iease isa

' capltai iease if any of the followrng condmons exist: a) ownership is transferred to the lessee by the end of the lease
term, b) there isa bargaln purchase option, ¢) the lease term is at least 75% of the property’s estimated remaining
economic life' or d) the present value of the mmrmum Iease payments atthe begrnnmg of the lease term is 90% or more

of the faur value of the leased property to th  les

date A capltal lease is accounted for as if there was. o
] e \Iease A!l other leases are accounted\

; ﬁéinna[repeh 2010
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NOTES TO C@NSOLIDATED FINANCIAL STATEMENTS

. (U S. dollars i in thousands except per share data) '

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLIClES (Contlnued) -

Shlppmg and handlmg cost - R
Shipping-and handling costs related to the delivery of finished goods are included in selling expenses. During the years
ended March 31, 2008, 2009 and 2010, shipping and handling costs expensed to selling expenses were $1,005,

© '$1,714and $985 respectlvely :

~ Income taxes : : ; :
Income taxes are provided on. an asset and llablllty approach for flnancral acoount:ng and reporting of income taxes.
Any China tax pald by subsndlanes dunng the year is recorded Deferred |ncome taxes are recognlzed for all srgnlflcant

ovrsmns of ASC No 740 “lnoome Taxe (“ASC 740”) (formerly the&FASB 7 rpretatlon No 48,
alnty in lncome Taxes an lnterpretatlon of FASB Statement No. 109), whle ies the accounting

for uncertalnty in lncome taxes! reoognlzed by prescnblng a recognition threshold and measurement attnbute for the financial
statement recognrtlon and measurement of atax posrtlon taken or expected to betakenin a tax retum ASC 740 also
- provides accountlng gwdance on de—recognltron classmcatlon interest. and penaltles dlsclosure and transition.

Forelgn currency translation o R e S
The consolidated financial statements of the Company are presented in U S dollars as the Company is tncorporated
“in the British Virgin Islands where the currency is the us: dollar; The, Companys subsidiaries conduct substantially

all of thelr busmess in Hong Kong dollars Chlnese renmlnbl ory.S. dollars The exchange rates between the Hong
respectlvely The exchange rates between the Chlnese renmlnbr and the U S dollar were approxcmatefy 7. 1076 6 841 7
‘and 6. 8417.as of March 31, 2008 2009, and 2010, respectively. o

o ,Aggregate net forelgn currency transactlon ga|n(loss) lnoluded in other |ncome were $2 047 $704 and ($43) for the
‘years ended March 31, 2008 2009 and 2010; respeotlveiy
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- F“i‘nanciarLState‘ment's;

- by man gemerrt to be the. most appropnate functronaly currency of Deswells subsrdlanes because over the years, and
especrally in our year ended March 31, 2009, 'most of olir customers contracted with‘our subsrdrarres inU.S. doliars:

,Durlng the years ended March 31 2009 and 201 0' 72 4% and 62 7% of our sales of p|astlc products were

r value of the award and is recognlzed over the perrod durrng whrch an employee is requrred to prowde servrce '
nge for the award whroh generally is the vestrng penod v : :

i to the stock-based compensatro

- annual report 2010

CDesWll i i T e




36

Fln'ancial Statements

“annual-report. 2010

Financial
Statements

NOTES TO CQNSOLIDATED FINANCIAL STATEMENTS

s (U .S. dollars in thousands except per share data) ‘

2. SUMMARY OF SlGNIFICANT ACCOUNTING POLIGIES (Continued).

The fair value of optrons granted in the years ended March 31, 2008, 2009 and 2010 were estrmated usrng the.Binomial
optron pricing model with the following assumptions:

2008 2009
Risk-free interest rate — weighted average 3.63% 2.90%
Expected life of options — weighted average 10 years 10 years
Stock volatility 41.28% 40.49%

Expected dividend yield 5.04% 7.35%

The Company appli
_‘date of grant. €
,divldend:yield. The rrs‘k( free rnterest rate of the optron was, based on’ the (10 years'lJ:S. Treasury\yreld at time of grant.

~ Netincome per share g : :
i ijBasrc neti rncome per share is computed by drvrdrng net incorme avarlable to ‘common shareholders bythe weighted
' average numbe Of common shares ‘outstanding durrng the period. Diluted: net rncome per share glves effect to all
dilittive | potentlal common’ ‘shares: outstandrng during the perrod The welghted average number of ¢ common shares
outstandrng |s adjusted 1o rnclude ‘the number of additional common shares that would- have been outstandrng ifthe
dilutive poten‘aal common shares had been issued. In computrng the dilitive effect’ of potential common shares, the
‘average stock price for the perrod is used in determrnrng the number of treasury shares assumed tobe: purchased with
' the proceeds from the exercise of optrons et \

: Basic net income per share and-diluted net lncome per share calculated in accordance with' ASC No 260, “Earnrngs
Per Share” {formerly the SFAS No. 128, “Earnrngs Per Share”) are reconciled as follows (shares in thousands)

Year ended March 31 ,

2008 2009
Net income attributable to Deswell Industries, Inc. $ 8,859 $ 1,195
Basic net income per share ‘ $ 057 $ 008
Basic weighted average common shares outstanding 15,517 15,791
Effect of dilutive securities — Options 39 14
Diluted weighted average common and
potential common shares outstanding 15,556 15,805

Diluted net income per share $ 057 §$§ 008
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~'March 31 2008 009 and 2010 potentlal common shares of 644 000 726 OOOand 668 500 | =
i
~_prices were hlgher than’ the average market pnce :
Use of estnmates
The preparatlon of funancxal statements
veasun'ng falr vafue |n GAAP and expands e
lue measurements, but provides guidance - e
& source of the information. - ey
observable and unobservable inputs, s
6 asse s‘ or Ilablllties 'o
e Classn“cat:en W|th|n the hlerarchy Is: determxned based on the Iowest Ievel of Input that is s1gnxﬁcant to the fatr s
. fvalue measurement flzl
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NOTES TO CONSOL!DATED FINANGIAL STATEMENTS

" {U.S. dollars in thousands except per share data)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued). -

Recent changes in accountmg standards
In June 2009, the FASB issued ASU No. 860-20, “Sale of Financial Assets” ("ASU 860-20") (formerty the SFAS No. 166
“Accounting for Transfers.of Financial Assets”). This.statement is intended to improve the relevance, representational
faithfulness, and: comparabrlrty of the information that a reportlng entity. provides in its financial reports, about a transfer
“of financial assets: the effects of & transfer on’ |ts ﬁnancral posrtlcn flnancual performance, and cash flows; and a
transferor's continuing mvolvement in transferred fi nancral assets ThlS Statement must be applied as of the beginning of
each reporting entity’s first annual ‘reporting perrod that begins after November: 15, 2009, and is required to be adopted
by the Company in the first quarter of fiscal year 2011, Earlier application is prohibited. This Statement must be applied
o transfers-occurring on or after the effective date. The adoption of ASU 860- -20 is-not expected to. matenally impact on
the Companys fi nancral posmon results of operatlons and cash flows.

e\FASB rssued ASU No 2010 06, “Fair Value Measurements and Drsclosures ﬂoptc 820) lmprovmg
: Drsclosures -about Farr Value. Measurements” {*ASU 2010-06"). ASU 2010-06 requires new disclosures and clarifies
extstrng 'fsclosure requrrements about fair value measurement as set forth in Codification Subtoptc 820-1: O ‘ASU 2010-06
atiol Subtoprc 820-1 O ‘to.now require that (1).a-reperting entlty must disclose: separately the amounts of
VS|gn|f cant transfers -and out of Level 1 and Level 2 fair value meastrements and describe the reasons for the transfers,
(@) inthe reconcrltatton for fair. value measurements usmg S|gn|t" icant unobservable inputs, a reportmg entity should present
separately information: about purchases, sales, issuangces, and settlements and (3) a reportlng entity should: provrde
disclosures about the valuatron technlques and inputs used to measure fair.value for both récurring and nonrecurring .
fair value measurements. ASU 201 0 06 is effective for rntenm and annual reportrng periods beginning after December
15, 2009, except for the disclostires about purchase es, issuances, and settlements in the roll forward of actrvrty
in Level 3 fair value measurements Those disclosures \re effectrve for flscal years beginning after December 15, 2010,
-and for interim periods wrthrn those ﬁscal 'years: The Company is currently evaluating the impact: of ASU 2010-06 on the
Companys f nancial posmon rasults of operations and cash flows, but does not expect it to have.a material impact.

3. MARKETABLESECURIT!ES

- The Company acqutred equrty securltles Ilsted in Hong Kong

March 31,

Cost
Market value

Unrealized gain (loss) for the yeats erided March 31, 2008, 2009 and 2010 were $9, ($16) and $42, respectively.



' and $260, 1

let proceeds' om sale of marketable securmes for the years ended March 31, 2003 2009 and 2010 we $nll $n|l
[y and realuzed gain from sale of marketable securities: for the years ended March 31 2008 2009 :

Financial Statements

and 2010 were nil; ‘$n|I and $160 respectively. For the purposes of determmlng realized gainszand losses, the cost of

securltles sold was determlned_ basedy on the average cost method.

: ,The marketable securities were classnﬁed asLevel 1 of the hlerarchy estabhshed under ASU 2010-06 because the
\ valuatlons were based on quoted pnces for :dentlca! secuntles |n actlve markets.

Raw materials
Work in progress
Finished goods

PREPAID EXPENSES AND OTHER CURRENT ASSETS

Value added tax receivable

Deposit for purchase of plant and equipment
Rental and utility deposit

Advance to suppliers

Prepayment

Others

March 31,

$ 21,445

March 31,
mormn

agnu@!;fepert' 20107
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(U.S. dollars in thousands except per share data)
6. 'PB'O'PERTY,‘ P!.,ANT AND‘EQUIPMENT

Property, plant-and équibment consist of the following:

March 31,
2009
At cost:

Land and buildings $ 34,700
Plant and machinery 40,617
Furniture, fixtures and equipment 24,414
Motor vehicles 2,263
|_easehold improvements 4,767
Total 106,761
Less: accumulated depreciation and amortization (41,632)
Less: impairment 1)
65,068

Construction in progress 1,611
Less: impairment (115)
1,496

Net book value $ 66,564

~ Cost of land and buildings consist of the following:
March 31,

2009

Land use right of state-owned land and buildings erected thereon (a) $ 30,532
Long term leased land and buildings erected thereon (b) 4,168
$ 34,700

“(a)- The land.\ se nghts of state-owned land and butldlngs erected thereon represent land and buﬂdlngs !ocated in China
w:th iease terms of 50 yeafs expmng in'2050. s

Deswell
; anrtua},report, 2010



Idlngs erected thereon represent Iand and buﬂdlngs on oollectlvely—ovmed land

t W ) upfront Iump sum payment haes. been made for the nght to.use the Iand and burldlng
for: a term of 50 years to 2053 Dongguan Chang An Xiaobian District Co—operatton the tessor isthe entity to whom
‘the oollectwely—owned land has been granted. According to existing China laws and regulations, collectively-owned
land it not freely transferable unless certain.application and approval procedures are fulfiled by the Dongguan Chang

 An Xiaobian District Co -operation to change the legal form of the land from collectively-owned to state-owned: As of _

March 31, 201 0 the Company is not aWare of any steps bemg taken by the Dongguan Chang An Xiaobian Dnstnct
: Co-operatlon for such apphca’uon ' \ CE R

s :emlses located in Shenzhen China with -
re classified as * assets held for sale” under ‘

Acquisitions

Electronic division

Metaliic division

Foreign exchange differences
Impairment — metallic division

"V'JOth; accrued Iiébll|tres:.co,nsrst"of"the:'ﬁ;fol'loy\ring: e

March 31,

Accrued expenses
Commission expenses
Value added tax payable
Others

‘Fi‘nanci‘at‘Stéternentsj}2541‘ ;

- amnualreport 2010
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NOTES TO GONSOLIDATED FINANCIAL STATEMENTS

: (U S dollars in thousands except per share data) :

-9, INCOME TAXES

The components of income before |ncome taxes are as foIIows

Year ended March 31

2008 2009
Hong Kong $ 1 8 ®) |
China 9,192 918

$ 9,191 $ 913

Under the current BVI law the Companys income is not subyect totaxation. Subsrdranes operatmg in Heng Kong and
China are sub;ect toincome taxes as descnbed below andthe subsrdranes operatrng in Macao are’ exempted from
- income taxes. Under the current Samoa Law, ‘subsidiaries lncorporated in Samoa are not subject to prof it tax as they -
““have no busmesseperatrons in Samoa, . ) = B

: The provrsron for current rncome taxes of the subsrdranes operatrng in Hong Kong has been: calcl.ﬂated by applyrng the
, ‘current rate’ oftaxatlon of 16.5% (2008:17. 5%, +2009: 16 5%) to the estimated taxable income: ansung inor denved from
Hong Kong, if appllcable

T Prlor to January 41,2008, ‘enterprise income tax in:China was generaﬂy charged at 33%, i in whlch 30% is for natlonal tax
i .and 3% is for local tax, of the assessable profrt For foreign investment enterprises established in a Special Economic
Zone or Coastal Open Economic: Zone, where the: subsrdranes of the Company are located, and which are engaged
«»in production-oriented activities, the national tax rate could be reduced to 15% and 24% respectlvely The Companys .
'subsidiaries lncorporated in‘China:are subject 16 China income taxes at the applicable tax rates on the taxable income
“as reported in‘their Chinese statutory accounts in accordance with the relevant i income tax laws applicable to foreign
enterprrses Pursuant to the PRC income tax laws; the subsidiaries are fully exempted from China income taxfor two
years start:ng from the first proﬂt-makmg year Tfollowed by a 50% tax exemptron for the next three years
- Fromy January 1, 2008 wrth the effect of the PRC Income Tax Law, the standard income tax rate: for all compames has
been reduced from the rate ot 33% to 25% _
. ‘JISL a fully owned subsrdrary deregnstered on March 24,2010, had fully enjoyed the above tax helrday and concessions
, - cember 31,1995. The applicable tax rate for the calendar year ended December 31,2007 was 15% Under
' , “the new Income Tax Law the tax rate applrcable to JISL is 18% and 20% for the year ended December 31 2008 and
~;2009 respectlvely




: Dongguarr F wan Hong Electronlcs Company lerted (“DKHE”) (a sub3|dlary of: the Company) had fully enjoyed the tax

“iian: “Export onented Eriterprises” by the local tax authonty and enjoyed a Iower tax rate of 10% For the calendar year -
ended December 31, 2007, the tax rate for DKHE as "ngh-tech Enterprise” was 18%, in-which 15% is for national tax
; _and 3% is for the Iocal tax For the calendar year ‘ended Dex 'mber 31 2008 there is no-more reduct|on in the tax rate

gate amount of $450 addltlonal income

on-income statement

taxable calendar years 2004,2005 and -

ryears 200‘4'an"d 2005 =

Financial Statements; | 43
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NOTES TO CGNSOLI DATED FINANCIAL STATEMENTS
(U.S. dollars in thousands except per share data) '

9. INCOME TAXES (oont(nued)

The Company has adopted the- provusmns of ASC 740 on April 1, 2007 The evaluation of a tax posmon in accordance

. with ASC 740 begins with a determination as to whether:it is more-likely-than-not that a tax position will be ‘sustained
upon examination based on:the technical merits of the pasition. A tax position that meets the more-likely-than-not
_recognmon threshold is then measured atthe Iargest amount of benefit that if greater than 50 percent likely of being

-+ ‘realized upon ultlmate settlementf rrecognmon m the fmancnal statements There is:no material- impact on.the adoptlon

- of ASC 740. The Company.class. mterest and/or penaltles related 1o unreoogn:zed tax benefits as a:component
of income tax provusrons however as of March 31, 2010 theré is no interest and penalties related to uncertain tax
5posmons and the Company has no matenal unrecognlzed tax benef it Wthh would: favorably aﬁect the effective i lncome

texratein future penods The Company:¢ does not anticipate any: sagnmcant increases.or decreases to its Ilablhty for

: unrecogmzed ax benef it W|th n he next twelve months. Srrt

",'The prowsnon for lncome taxes consnsts of the followmg

Year ended March 31,

2008 2009
Current tax
— China $ 654 $ 234
Deferred tax (550) (516)
$ 104 §$ (282
\ A feconoiliation between the ptovt ion ® '\ o taxe > computed by applymg the statutory tax rate in Chma to income

Year ended March 31

2008 2009
Provision for income taxes at statutory tax rate in China $ 2,088 $ 227
Effect of different tax rate in various jurisdictions - 1)
Tax holidays and concessions (89) -
Effect of income for which no income tax is chargeable (3,435) (1,452)
Effect of expense for which no income tax is deductible 231 1,307
Net change in valuation allowances (16) (15)
Under (over) provision of income tax in previous years 477 (348)
Others (62) -

Effective tax $ 104 $ (282
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- The components of deferred income tax are as follows:

March 31,

- Deferred tax asset (liability) :
S ; . R Net operating loss carry forwards $ 550
.. Provision of employee benefits ‘ 308
Depreciation and amortization 93
Revenue recognized for financial reporting purpose before
being recognized for tax purpose -
Others ,
Less: Valuation allowances

Net deferred tax asset (liability)

Years ending March 31
2011 ‘
Total minimum lease payments
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NOTES TO CG}NSOLIDA; ED FiNANCIAL STATEMENTS

(U.S. dollars in: thousan 5

*except per share data) e

EMPLOYEE BENEFITS

The Company contrtbutes 1o a state pension scheme run by the Chrnese government in respect of its employees in
~ China. The expense of $817, $697 and $528 related to this plan, which is calculated at the range of 8% to 11% of the

average monthly salary, was provided for the years ended March 31, 2008, 2009 and 2010, respectively.

STOCK OPTION PLAN

' ) On March 15,1995, the Company adopted 1995 Stock Optron Plan that permlts the Company to grant opt|ons to

o offlcers dtrectors -employees and others to purohase up to 1,01 2 500 shares of Common Stock..On September 29

o 1997, the Company approved an increase of 549,000 shares making a total of 1,561,500 shares of common stock

" an addrtronat 1 125

'.avartable under the stock.option plan: On January 7, 2002 the Company adopted 2001 Stock Option Plan to-purchase
000 shares of Common Stock on September 30 2003, the Company adbpted 2003 Stock Optlon

b

vcommencmg on'the: date of grant ata prrce equal to at Ieast the fair market value of the Common Stock at the date of.
‘grant and may contain such other terms as the Board of Dlrectors or a commrttee -appointed to administer the plan may
\ determtne All the options explre 10 yearsffrom fhe dat of grant and vest |mmedrately or-over a period of 110,10 years.

; A summary of the option actrvrty (wnth welghted average pnces per share) is as follows:

Year ended March 31,

2008 2009
Weighted Weighted
Number average Number average
of stock exercise of stock exercise
options price options price
Outstanding at beginning

of the year 1,029,000 $ 11.91 1,119,000 $ 11.14
Granted during the year 210,000 5.71 190,000 1.34
Exercised during the year (120,000) 8.26 - -
Canceled or expired - - (243,000) 12.03

Outstanding and exercisable
at the end of the year 1,119,000 11.14 1,066,000 9.19

Range of exercise price per share $5.71 t0 $14.10 $1.34 10 $14.10
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'd'261o' was $1.48,

E optlons outstandlng and exermsable was $54

A There Were nlI 243 000 and 207 500 options canceled vfor the 'ears ended" March 31 2008 2009 and 2010 The welghted

‘fg:jant under the plans reepectwe

Percentage of net sales

Year ended March 31,
o 2008
- N&J Company Limited 11.8%
Digidesign, Inc. 17.0%
* VTech Telecommunications Limited *
. Inter-Tel Incorporated 10.2%

~ Line 6 Manufacturing 14.3%

S >’ : . ‘ © Percentage of accounts  *
el receivable March 31,

- Largest receivable balances from the five customers

i »Therewere bad ebt expense 'yof' $60 _{'$6 and $7 dunng the years ended“March 31', 2008 and 2009 and 2010
spe ( 6 : $72. dunng the years ended March 31
s wntten off of $1 173, $nll and $19
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~(U:S. dollars in thousands except per share data)

13. OPERATING RISK (conttnuecﬁ

_ ?Country nsk
The Company has significant rnvestments in China. The operating resuits of the. Company may be adversely affected by
changes in the political and social conditions in China, and by changes in Chinese government policies with respect to
laws and regulatlons anti-inflationary. measures; ourrency conversuon and remittance abroad; and rates and methods
‘taxation,-among: other thlngs. There canbe: o(assuran e, howaver those changes |n pohtlcal and other condltlons wrlt
/not result inany adverse rmpact : w , :

14, ;SEGMENT m#onMAﬂoN

' The Company' as three reportable segments plastlc inje ectlon moldlng, electronrc products assembllng and metalllc

: \‘ ng The Companys reportable segments are strateglc busmess units that offer dlfferent products and
Iservnces They, managed separately because each busmess requires. dtfferent technotogy, d marketmg strategres '
Most of the bu31 esses were acqurred as a unit, and the management atthe trme of the acqursrtldn was retamed

The accountingpollcres of the segments are the same as those described in the summary of srgnlﬁcant accountrng
_—policies. The Company accounts for intersegment sales and transfers as if the sales or transfers: were to third parties,
: ,vthat is; at current market prrces

. Oontnbu’aons of the major activities, prof tability: rnformatuon and asset information of the Companys reportable
- _'segments for the years ended March 31, 2008 2009 and 201 0 are as follows:

Year ended March 31,
2008 2009
Intersegment Intersegment
Net sales Sales  Profit (loss) Net sales Sales  Profit (joss)

Segment:
_ Injection moided
plastic parts $ 58858 ¢ 28 $ 7,049 $ 75838 $ 2437 $ 1,553
Electronic products 85,494 3,940 2,412 57,859 724 29
Metallic parts 3,422 - (270) 1,202 - (669)

Segmenttotal $147,774 $ 3968 § 9,191 $134899 §$ 3161 $ 913

Reconciliation to
consolidated
totals:
Sales eliminations (3,968) (3,968) - (3,161) (3,161) -
Consolidated
totals:
Net sales $143,806 $ - $131,738 ¢ -

Income before
income taxes $ 9,191 $ 913




Year ended March 31,
2008 2009

Interest Interest Interest Interest
income expenses income expenses

Financial Statements

Segment:

Injection molded plastic parts $ 458 $ 215
Electronic products 49 12
Metallic parts - -

Consolidated total $ 227

Year ended March 31,
2008 2009

Depreciation Depreciation
Identifiable Capital and Identifiable Capital and
assets expenditure  amortization assets expenditure  amortization

Segment:

Injection molded plastic parts  $§ 96,463 ~ $ 5,050 $ 5613 $101,497 § 6,648 $ 5834
Electronic products 42,583 1,994 1,048 34,885 637 1,229
Metallic parts 1,540 244 279 1,067 117

Segment totals $140586 § 7,288 $ 6940 $137,449 § 7,402

Reconciliation to
consolidated totals:

Elimination of receivables
from intersegments (570) (359)

Goodwill not allocated to
segments 391 - - 392 -

- Consolidated totals $ 140,407 $ 7288 § 6940 $ 137482 § 7,402
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14, SEGMENI: INFORMATION {continued)

NOTES T@ CONS@LIDATED FINANCIAL STATEMENTS

%

“The Compan\i."sﬁ“seles are coordinated through the Macao subsidiaries and a breakdown of sales by destination is

as follows:

Net sales
United States of America
China
United Kingdom
Hong Kong
Europe
Others

Total net sales

- The locéﬁdn’l f the Company’s identifiable assets s as follows:

Hong Kong and Macao
China

Total identifiable assets
Goodwill

Total assets

15. SUBSEQUENT EVENTS

Year ended March 31,

2008 2009
$ 67,302 $ 42,100
53,231 69,617
13,055 13,925
2,486 1,762
2,227 2,438

5,505 1,806
$143,806 $131,738
March 31,
2008 2009
$ 37,800 $ 38,745
102,216 98,345
$140,016  $137,090
391 392
$140,407  $137,482

On June 22 201@ the Company declared a drvrdend of $81 0, or $O 05 per common share payable on July 28 201 0

to stockholders ofrecord asof July 7 201 0

Deswell
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REGISTERED OFFICE
Deswell Industries; Inc. T
Harneys Corporate Services Limited
P. O, Box 71, Craigmuir Chambers
Road Town, Tortola '
- British Virgin Islands

CORPORATE WEBSITE
http://www.deswéll.cqm

- CORPORATE 6FFICE i
Deswell Industnes lnc

- 17B Edificio Comercr‘ F drlgues
- 599 Avenida Da PralaGr, nde
Macao, China =
Tel: (853) 2832 2096
i Fax. 853) 2832-3265 .

MACAO sussmmmes
Jetcrown Industrial (Macao - :
 Commercial Offshore) Limited-

178B Edificio Comercial Rodngues o

599 Avenida Da Praia Grande,

. Macao, China:

Tel: (853) 2832-2096
" Fax: (853) 2832-3265

“+.~’Kwanasia Electronics :

‘: (Macao Commercaal Offshore) L|m|ted
17E Edificio Comercial Rodriguies - -
599 Avenida Da Praia Grande
Macao, Chiha _

- Tel: (853) 2832-2737 " -
Fax: (853) 2832-3196
http: //www kwanasua com v

PRC SUBSIDIARIES -
~Jeterown industrial (Dongguan) Umlted

Huangguan Industrial Estate -
Houjie Town, Dongguan, China
Tel: {86) 769-8308-6666

Fax: (86) 769-8582-0407

i .Dongguan Kwan Hong Electronlos .
: 4Company lelted

Xnaobcan 2nd Industnal Zone:
ChangAn Dongguan Chlna

- Tel: (86) 769-8861-9858
Fax: (86) 769-8999-0501

- Shenzhen Kwan Wing Trading
Company Limited -
: ROQm 901, J‘iaDeBuilding, .

Red Star Alliance;

. Commercial and Residential District, -
5 Songgang Town,.Bao An Dlstnct

Sherizhen,
Guangdong, China

o Tel: (86) 755- 2706- 4464
e Fax (86) 755 2706-4464

SHAREHOLDERS’ MEET!NG

The Annual Meetlng of Shareholders
“-will be held at 2:00 p.m. on-September
“16, 2010 at the Hotel Intercontinental

Barclay, 111 East 48" street at New
York City, New-York, U.S.A.

¥ . i

o STOCK LISTING
The common shares of Deswell
~Industries, Inc., are traded on the -

Nasdaq Global 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:

Computershare Investor Services

' 250:Royall Street,

Canton; MA 02021, U.SA.
Shareholders Inqumes (800) 962- 4284

L www computershare com

INVESTQB:EEI;ATIONS
CONSULTANT

: Instltutlonal Marketmg Semces Inc.

51 Locust Avenue

Ste. 204 s

New Canaan, CT 06840, USA.
Tel: (208) 972-9200

- Fax: (203) 966-2198

Email: jnesbett@institutionalms.com

_ SEC COUNSEL
K8L Gates LLP

10100 Santa Monica Boulevard
7th Floor

~ Los Angeles, CA 90067-4104, U.S.A.

Tel: (310) 552-5000
Fax: (310) 552- 5001

: AUDITORS

BDO Limited '

‘Hong Kong- .

" PRINCIPALBANK

The Hongkong and Shanghal Banking
Corporation Limited
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

DESWELL INDUSTRIES, INC.

T
Date August 17,2010 By: ‘ _

Name: Betty Lam
Title: Chief Financial Officer




