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Manchester"

Manchester Technologies, Inc. is a single-source solutions
provider specializing in hardware and software procurement,
custom networking, storage, enterprise and Internet solutions.
We offer our customers single-source solutions customized to
their information systems needs by integrating our analysis,
design and implementation services with hardware, software,

networking products and peripherals from leading vendors.
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~ highlights

e Financing strong and consistently profitable strategic investments;
e complete solution provider;

¢ poised for future growth.

Fiscal Year Ended July 31,

2001 2000 1999 1998 1997

(in thousands, except per share amounts)

Income Statement Data:

Revenue $280,278 $300,073 $228,641 $202,530 $187,801
Cost of revenue 249,925 260,236 195,423 171,930 161,186
Gross profit 37,353 39,837 33,218 30,600 26,615
Selling, general and administrative expenses 35,485 33,539 29,849 27,414 21,023
Income from operations 1,868 6,298 3,369 3,186 5,592
Interest and other income, net 767 602 404 546 395
Provision for income taxes 908 2,800 1,590 1,560 2,450
Net income $ 1,727 $ 4,100 $ 2,183 $ 2,172 . $ 3,537

Net income per share:

Basic $ 021 $ 051 $ 027 $  0.26 8 045
Diluted $  0.21 $ 050 £ 027 $ 026 $ 0.45
July 31,
2001 2000 1999 1998 1997

{in thousands)

Balance Sheet Data:

Working capital $ 31,972 $ 30,453 $ 27,461 $ 26,112 $ 30,578
Total assets 61,783 74,573 61,778 56,894 58,208
Short-term debt, including current maturities

of capital lease obligations — 18 85 82 1,637
Shareholders’ equity 45,555 44,263 39,586 37,345 36,877
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Commitment to our customets.. financial strength and stability
...keeping up with and even ahead of constantly changing tech-
nologies...determination to succeed... These are the characteris-
tics that have kept Manchester Technologies a leading
integrator of computer hardware, software and networking
products. Fiscal 2001 was an enormously challenging year
for our company. The high technology industry experi-
enced an unprecedented slowdown; commercial customers
delayed projects and slowed spending; compettion inten-
sified and many of our competitors suffered severe losses.
As we have done many times throughout our almost thirty
years in existence, we responded quickly, cutting expenses
and maintaining profitability, while redirecting resources to
take advantage of market opportunities. I am pleased to
report to you that Manchester continued to be profitable
in fiscal 2001. In addition, we achieved some major mile-
stones and were recognized within the industry for our
continuing efforts to be a complete solutions provider for
our customers. Shortly after the end of fiscal 2001, we
made two strategic acquisitions that we believe will enable
us to provide additional solutions to our customers in fiscal

2002 and beyond.

Profitable Operations

While we experienced a modest decline in revenues in fis-
cal 2001, we were able to maintain gross margins, and,
with the help of some cost reductions in the third and

fourth quarters, we had a net profit of $1.7 million.

Revenues for the year were $280 million. While this
was approximately 7% below the record revenues achieved
in fiscal 2000, it is still 23% above the $229 million in
revenues of fiscal 1999. The market for computer products
was increasingly competitive this year with significant
declines in the average selling price for personal computers.
Demand for server and storage products grew and the
generally higher margins obtained on these products con-
tributed to our overall profitabilicy.

We reported to you last year on the truly spectacular
growth of our Electrograph subsidiary. It has continued
into fiscal 2001. Electrograph is the largest distributor of
large screen, flat panel, plasma displays in the US. The mar-
ket for these products continues to grow and Electrograph
continues to be a dominant player in that market. While
margins on these products declined from the previous year,
the growth in volume more than offset this decline.
Electrograph continues to contribute significantly to our
overall profitability.

Our strategy includes a continued focus on providing
higher margin services to our customers and I am pleased
to report that our revenues from service offerings grew by
17% to $8.3 million in fiscal 2001. We are constantly refin-
ing the skills of our technical staff and have achieved the
highest levels of certification from many of our major
manufacturers. This allows us to provide our customers
with the latest and most efficient solutions, which makes it

easier for them to do business.
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As soon as we recognized that revenues were unlikely
to grow during the second half of fiscal 2001, we
embarked on an aggressive plan to limit the growth in our
overhead costs and to reduce them wherever possible. For
the entire year selling, general and administrative expenses
grew by under 6% and during the third and fourth quarters
these costs actually declined from the prior year’s amounts.
We have reduced personnel as well as streamlined opera-
tions, and the benefits from these initiatives will continue

to be felt in the coming fiscal quarters.

Milestones Achieved
As 1 said earlier, our technical staff has obtained the highest
certifications from the major manufacturers with special-
izations in areas that our customers demand. We are partic-
ularly proud of the Cisco certifications and specializations
that we have recently obtained. As a testimony to our suc-
cess as a performance leader in the network integration
marketplace, Cisco Systems, Inc. awarded Manchester the
best year over year performer in the Northeast for 2000. In
addition, in July 2001, we were awarded the 2001
Technology Leader Award in the networking category by
VARBusiness magazine. These prestigious awards recog-
nize our outstanding performance and leadership in net-
work integration.

We have also expanded our certifications beyond the
network integration arena. We recently achieved specializa-

tions in Cisco products for IP Telephony, Wireless LANs

and VIP/Security. These specializations demonstrate our
continued commitment to deliver the latest and most effi-
cient technology solutions to our customers.

While expanding our offerings with these new solu-
tions, we have maintained our commitment to providing
our customers with top flight technical services. In recog-
nition of this, Compaq has awarded our Technical Services
Division “All Star Status” for outstanding performance as a
Compaq service partner. We have been awarded this status
for three straight quarters and we believe that this award is
strong testimony to our success as a service leader in the

network integration marketplace.

Strategic Acquisitions

Shortly after the end of our fiscal year, we announced
two very exciting strategic acquisitions that we expect
will broaden our service and solutions ofterings to our
customers. Donovan Consulting Group, Inc. is a technical
services firm that delivers wireless LAN solutions to
customers nationwide. Headquartered just outside Atlanta,
Georgia, Donovan successfully designs, surveys and imple-
ments 900 MHz or 2.4 GHz or 5.7 GHz ISM or UNII
band wireless solutions that suit customer needs. Donovan’s
customers can achieve the mobility of a general coverage
wireless LAN as well as the economic savings from con-
necting campus buildings without wires or cables. In early
November 2001, we announced the completion of our

acquisition of e. Track Solutions, Inc., a business consulting
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and software services firm that delivers business, Internet,
and information technology solutions to customers nation-
wide. Founded in 1999, and headquartered just outside of
Rochester, New York, e.Track’s staff of senior technology
and business professionals delivers rapidly developed
process and organizational software solutions. e.Track helps
clients increase revenue, improve customer service and
reduce operational expenses. Over the past two years,
e. Track has designed, developed and delivered web applica-
tions including corporate intranets, information exchanges,
web portals, eCommerce, and search engines. They have
completed projects for web-enabled productivity applica-
tions for sales, manufacturing, customer service, engineer-
ing and financial services.

We are very excited about these two acquisitions and
expect that we will now be able to offer our customers cus-
tomized solutions across a wider range of the information
technology spectrum. We intend to continue to search out
and consummate strategic acquisitions that will enable us to
offer our customers solutions to all of their information

technology needs.

Locking Ahead
The tragic attacks on September 11 affected us all pro-
foundly. Our hearts go out to our customers, vendors,

partners and others who have suffered unimaginable losses

due to these events. These events have served to strengthen
our resolve and helped us to rededicate ourselves to achiev-
ing our goals. We are strategically well positioned and
poised to deliver on our growth strategy. Despite current
market conditions, we remain confident and firmly com-
mitted to the course on which we have embarked. We are
profitable, financially strong, ready to seize market oppor-
tunities and provide the full-service solutions that our cus-
tomers demand and expect. While the pust year has been
challenging and we fully expect the challenges to continue
and possibly increase in the coming gquarters, we have the
resources, the experience and the expertise to “seize the
moment” and create an even greater and stronger company
in the future. With the continued loyalty and support of
our shareholders, employees, customers, partners and ven-
dors, we look forward confidently to meeting the chal-

lenges that the future holds.

Sincerely,

@Wf}mj

Barry R. Steinberg
President, CEQ and Chairman

Y




Selected Consolidated Financial Data

Manchester Technologies, Inc. and Subsidiaries

The selected consolidated financial data presented below are derived from our audited consolidated financial statements. The data should be
read in conjunction with the consolidated financial statements and notes thereto and “Management’s Discussion and Analysis of Financial

Condition and Results of Operations” included elsewhere in this report.

Fiscal Year Ended July 31,

2001 2000 1999 1998 1997

(in thousands, except per share amounts)

Income Statement Data:

Revenue $280,278  $300,073  $228,641  $202,530 $187,801
Cost of revenue 242,925 260,236 195,423 171,930 161,186
Gross profit 37,353 39,837 33,218 30,600 26,615
Selling, general and administrative expenses 35,485 33,539 29,849 27,414 21,023
Income from operations 1,868 6,298 3,369 3,186 5,592
Interest and other income, net ' 767 602 404 546 395
Provision for income taxes 908 2,800 1,590 1,560 2,450
Net income § 1,727 $ 4,100 § 2,183 $ 2,172 § 3,537

Net income per share:
Basic $ 021 § 051 $ 027 § 02 $ 045

Diluted $ 021 8§ 050 § 027 § 02 $ 045

‘Weighted average shares of common stock outstanding: .
Basic 8,036 8,108 8,096 8,494 7,779

Diluted 8,058 8,228 8,096 8,499 7,779
July 31,
2001 2000 1999 1998 1997

(in thousands)

Balance Sheet Data:

Working capital $ 31,972 § 30453 § 27461 § 26,112  § 30,578
Total assets 61,783 74,573 61,778 56,854 58,208
Short-term debt, including current maturities of capital lease obligation — 18 85 82 1,637
Capital lease obligation, excluding current maturities — — — — 77
Shareholders’ equity 45,555 44,263 39,586 37,345 36,877
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Analysis of Financial Condition and Results of Operations

Manchester Technologies, [nc. and Subsidiaries

The following discussion and analysis of financial condition and
results of operations of Manchester should be read in conjunction
with our consolidated financial statements and notes thereto
appearing elsewhere in this report. The following discussion
contains certain forward-looking statements within the meaning of
Securities Act of 1933 as amended, and Section 21E of the
Securities and Exchange Act of 1934, as amended, which are not
historical facts and involve risks and uncertainties that could cause
actual results to differ materially from the results anticipated in
those forward-looking statements. These risks and uncertainties
include, but are not limited to those set forth below and the risk
factors described in the Company’s other filings from time to time

with the Securities and Exchange Commission.

General

We are an integrator and reseller of computer hardware, software
and networking products, primarily for commercial customers. We
offer our customers single-source solutions customized to their
information systems needs by integrating analysis, design and
implementation services with hardware, software, networking
products and peripherals from leading vendors. To date, most of
our revenues have been derived from product sales. We generally
do not develop or sell software products. However, certain com-
puter hardware products sold by us are loaded with prepackaged
software products.

The computer industry is characterized by a number of
potentially adverse business conditions, including pricing pressures,
evolving distribution channels, market consolidation and a decline
in the rate of growth in sales of personal computers. Heightened
price competition among various hardware manufacturers may
result in reduced per unit revenue and declining gross profit
margins. As a result of the intense price competition within our
industry, we have experienced increasing pressure on our gross
profit and operating margins with respect to our sale of products.
Our inability to compete successfully on the pricing of products
sold, or a continuing decline in gross margins on products sold
due to adverse industry conditions or competition, may have
a material adverse effect on our business, financial condition and

results of operations.

An integral part of our strategy is to increase our value-added
services revenue. These services generally provide higher operating
margins than those associated with the sale of products. This
strategy requires us, among other things, to attract and retain highly
skilled technical employees in a competitive labor market, provide
additional training to our sales representatives and enhance our
existing service management system. We cannot predict whether
we will be successful in increasing our focus on providing value-
added services, and the failure to do so may have a material adverse
effect on our business, results of operations and financial condition.

Our strategy also includes expanding our presence in the
New York metropolitan area by increasing our sales and service
capabilities in our New York City office and enlarging our sales,
service and training capabilities at our Long Island headquarters as
well as expanding geographically into growing business centers in
the eastern half of the United States. We cannot assure you that
the expansion of our New York metropolitan area operations will
increase profits generated by such operations, that the opening of
new offices will prove profitable, or that these expansion plans will
not substantially increase future capital expenditures or other
expenditures. The failure of this component of our strategy may
materially adversely affect our business, results of operations and
financial condition.

To date, our success has been based primarily upon sales in
the New York Metropolitan area. Our strategy, encompassing the
expansion of service offerings, the expansion of existing offices and
the establishment of new regional offices, has challenged and will
continue to challenge our senior management and infrastructure.
We cannot predict our ability to respond to these challenges. If we
fail to effectively manage our planned growth, there may be a
material adverse effect on our business, results of operations and
financial condition.

On September 11, 2001, the World Trade Center in New
York City and the Pentagon in Washington, D.C. were the subject
of terrorists attacks. Although a significant part of our business is
generated from our New York City and Baltimore/Washington,
D.C. offices, we are not aware of any material impact on our
business as a result of these attacks. We cannot predict the impact

that these or potential future attacks may have on our business,

results of operations and financial condition.




In addition, the success of our strategy depends in large part
upon our ability to attract and retain highly skilled technical
personnel and sales representatives, including independent sales
representatives, in a very competitive labor market. Our ability
to grow our service offerings has been somewhat limited by
a shortage of qualified personnel, and we cannot assure you that
we will be able to attract and retain such skilled personnel and
representatives. The loss of a significant number of our existing
technical personnel or sales representatives, difficulty in hiring or
retaining additional technical personnel or sales representatives,
or reclassification of our sales representatives as employees may
have a material adverse effect on our business, results of operations
and financial condition.

The computer industry is characterized by intense competi-
tion. We directly compete with local, regional and national systems
integrators, value-added resellers and distributors as well as with
certain computer manufacturers that market through direct sales
forces and/or the Internet. The computer industry has recently
experienced a significant amount of consolidation through mergers
and acquisitions, and manufacturers of personal computers may
increase competition by offering a range of services in addition to
their current product and service offerings. In the future, we may
face further competition from new market entrants and possible
alliances between existing competitors. Moreover, additional suppliers
and manufacturers may choose to market products directly to end
users through a direct sales force and/or the Internet rather than or
in addition to channel distribution, and may also choose to market
services, such as repair and configuration services, directly to end
users. Some of our competitors have or may have, greater financial,
marketing and other resources, and may offer a broader range
of products and services, than us. As a result, they may be able
to respond more quickly to new or emerging technologies or
changes in customer requirements, benefit from greater purchasing
economies, offer more aggressive hardware and service pricing or
devote greater resources to the promotion of their products and
services. We may not be able to compete successfully in the future
with these or other current or potential competitors.

Our business is dependent upon our relationships with major
manufacturers and distributors in the computer industry. Many
aspects of our business are affected by our relationships with major

manufacturers, including product availability, pricing and related

terms, and reseller authorizations. The increasing demand for per-
sonal computers and ancillary equipment has resulted in significant
product shortages from time to time, because manufacturers have
been unable to produce sufficient quantities of certain products to
meet demand. We cannot predict that manufacturers will maintain
an adequate supply of these products to satisfy all the orders of our
customers or that, during periods of increased demand, manufac-
turers will provide products to us, even if available, or at discounts
previously offered to us. In addition, we cannot assure you that
the pricing and related terms offered by major manufacturers will
not adversely change in the future. Our failure to obtain an
adequate supply of products, the loss of a major ménufacturer, the
deterioration of our relationship with a major manufacturer or our
inability in the future to develop new relationships with other
manufacturers may have a material adverse effect on our business,
financial condition and results of operations. On September 4, 2001,
Hewlett-Packard Company and Compaq Computer Corporation
announced their intention to merge. Manchester sells products of
both companies and we believe that we have strong relationships
with both companies. While we do not believe that there will be a
material adverse effect on our business, financial condition and
results of operations as a result of this merger, there can be no
assurance that such a material adverse effect will not occur.

Certain manufacturers offer market development funds, coop-
erative advertising and other promotional programs to systems
integrators, distributors and computer resellers. We rely on these
funds for many of our advertising and promotional campaigns.
In recent years, manufacturers have generally reduced their level
of support with respect to these programs, which has required us
to increase spending of our own funds to obtain the same level of
advertising and promotion. If manufacturers continue to reduce
their level of support for these programs, or discontinue them
altogether, we would have to further increase our advertising and
promotion spending, which may have a material adverse effect on
our business, financial condition and results of operations.

Our profitability has been affected by our ability to obtain
volume discounts from certain manufacturers, which has been
dependent, in part, upon our ability to sell large quantities of products
to computer resellers, including value added resellers. Our sales to
resellers have been made at profit margins generally less favorable

than our sales directly to commercial customers. Qur inability
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Manchester Technologies, Inc. and Subsidiaries

to sell products to computer resellers and thereby obtain the
desired volume discounts from manufacturers or to expand our
sales to commercial customers sufficiently to offset our need to rely
on sales to computer resellers may have a material adverse effect on
our business, financial condition and results of operations.

The markets for our products and services are characterized
by rapidly changing technology and frequent introduction of new
hardware and software products and services. This may render
many existing products and services non-competitive, less prof-
itable or obsolete. Our continued success will depend on our abil-
ity to keep pace with the technological developments of new
products and services and to address increasingly sophisticated cus-
tomer requirements. Qur success will also depend upon our abili-
ties to address the technical requirements of our customers arising
from new generations of computer technologies, to obtain these
new products from present or future suppliers and vendors at
reasonable costs, to educate and train our employees as well as our
customers with respect to these new products or services and
to integrate effectively and efficiently these new products into
both our internal systems and systems developed for our customers.
We may not be successful in identifying, developing and marketing
product and service developments or enhancements in response
to these technological changes. Our failure to respond effectively
to these technological changes may have a material adverse
effect on our business, financial condition and results of operations.

Rapid product improvement and technological change charac-
terize the computer industry. This results in relatively short product
life cycles and rapid product obsolescence, which can place inventory
at considerable valuation risk. Certain of our suppliers provide price
protection to us, which is intended to reduce the risk of inventory
devaluation due to price reductions on current products. Certain of
our suppliers also provide stock balancing to us pursuant to which
we are able to return unsold inventory to a supplier as a partial credit
against payment for new products. There are often restrictions on
the dollar amount of inventory that we can return at any one time.
Price protection and stock balancing may not be available to us in
the future, and, even if available, these measures may not provide
complete protection against the risk of excess or obsolete invento-
ries, Certain manufacturers have reduced the period for which they

provide price protection and stock balancing rights. Although we

maintain a sophisticated proprietary inventory management system,

we can't assure you that we will continue to successfully manage our
existing and future inventory. Our failure to successfully manage
our current or future inventory may have a material adverse effect
on our business, financial conditions and results of operations.

Qur strategy envisions that part of our future growth will
come from acquisitions consistent with our strategy. There can be
no assurance that we will be able to identify suitable acquisition
candidates and, once identified, to negotiate successfully their
acquisition at a price or on terms and conditions favorable to us, or
to integrate the operations of such acquired businesses with our
operations. Certain of these acquisitions may be of significant size
and may include assets that are outside our geographic territories or
are ancillary to our core business strategy.

Our quarterly revenue and operating results have varied
significantly in the past and are expected to continue to do so in
the future. Quarterly revenue and operating results generally
fluctuate as a result of the demand for our products and services,
the introduction of new hardware and software technologies with
improved features, the introduction of new services by us and our
competitors, changes in the level of our operating expenses,
competitive conditions and economic conditions. In particular, we
have increased certain of our fixed operating expenses, including a
significant increase in personnel, as part of our strategy to increase
our focus on providing systems integration and other higher
margin and value added services. As a result, we believe that
period-to-period comparisons of our operating results should not
be relied upon as an indication of future performance. In addition,
the results of any quarterly period are not necessarily indicative of
results to be expected for a full fiscal year.

As a result of the rapid changes which are taking place in
computer and networking technologies, product life cycles are
short. Accordingly, our product offerings change constantly. Prices
of products change with generally higher prices early in the life
cycle of the product and lower prices near the end of the product’s
life cycle. The computer industry has experienced rapid declines in
average selling prices of personal computers. In some instances, we
have been able to offset these price declines with increases in units
shipped. There can be no assurance that average selling prices will
not decline or that we will be able to offset declines in average sell-

ing prices with increases in units shipped.




Most of the personal computers we sell utilize operating
systems developed by Microsoft Corporation. The United States
Department of Justice has brought a successful antitrust action
against Microsoft, which could delay the introduction and
distribution of Microsoft products. The potential unavailability of
Microsoft products could have a material adverse effect on our
business, results of operations and financial condition.

We lease certain warehouses and offices from entities that are
owned or controlled by our majority shareholder. Each of the
leases with related parties has been amended effective with the
closing of our initial public offering in December 1996 to reduce

the rent payable under that lease to then current market rates.

E-Commerce
We utilize a website and electronic commerce system. The site,
located at www.e-manchester.com allows both existing customers,
" corporate shoppers and others to find product specifications,
compare products, check price and availability and place and track
orders quickly and easily 24 hours a day, seven days a week. We
have made, and expect to continue to make, significant invest-
ments and improvements in our e-commerce capabilities. There
can be no assurance that we will be successful in enhancing and

increasing our business through our expanded Internet presence.

Recent Acquisitions

Texport Technology Group, Inc.

On March 22, 2000, we acquired all of the outstanding ownership
interests of Texport Technology Group, Inc. (“Texport”) and
Learning Technology Group, LLC (“LTG"), affiliated entities
engaged in reselling and providing of microcomputer services
and peripherals to companies in the greater Rochester, New York
area. The acquisition, which has been accounted for as a purchase,
consisted of a cash payment of $0.4 million plus potential future
contingent payments. A contingent payment of up to $750,000
may be payable on March 22, 2002 based upon Texport and

LTG achieving certain agreed-upon increases in revenue and

pretax earnings. The cash payment was made from our cash

balances. The selling owners received employment agreements that
also provided for the issuance of 10,000 shares of common stock.
The fair value of the common stock, amounting to $61,250, was
recorded as deferred compensation and is being expensed over the
three-year vesting period. In connection with the acquisition,
we assumed approximately $648,000 of bank debt, which was
subsequently repaid.

Operating results of Texport and LTG are included in the
consolidated statement of income from the date of acquisition. The
estimated fair value of tangible assets and liabilities acquired was
$1.6 million and $2.2 million, respectively. The excess of the
aggregate purchase price over the estimated fair value of the tangi-
ble net assets acquired was approximately $995,000, which is being

amortized on a straight-line basis over 20 years.

Donovan Consulting Group, Inc.

On August 29, 2001, the Company acquired all of the outstanding
stock of Donovan Consulting Group, Inc. (“Donovan”) a Delaware
corporation headquartered in Atlanta, Georgia. Donovan is a techni-
cal services firm that delivers Wireless LAN solutions to customers
nationwide. The acquisition, which will be accounted for as a pur-
chase, consisted of a cash payment of $1,500,000 plus potential future
contingent payments. Contingent payments of up to $1,000,000 may
be payable on each of November 2, 2002 and November 2, 2003
based upon Donovan achieving certain agreed-upon increases in
revenue and pretax earnings. In connection with the acquisition, the
Company assumed approximately $435,000 of bank debt and
$43,000 of other debt, which were subsequently repaid.

Operating results of Donovan will be included in the consoli-
dated statement of income from the acquisition date. The estimated
fair value of tangible assets and liabilities acquired was $472,000
and $648,000, respectively. The excess of the aggregate purchase
price over the estimated fair value of the tangible net assets
acquired was approximately $1,700,000. The $1,700,000 will not
be amortized; however, it will be subject to impairment testing in
accordance with Statement No. 142, “Goodwill and Other

Intangible Assets.”
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Analysis of Financial Condition and Results of Operations

Manchester Technologies, Inc. and Subsidiaries

Results of Operations

The following table sets forth, for the periods indicated, informa-
tion derived from the Company’s consolidated statements of income
expressed as a percentage of related revenue or total revenue.

Percentage of Revenue
For the Year Ended July 31,

2001 2000 1999
Revenue
Products 97.0% 97.6% 97.0%
Services 3.0 2.4 3.0
100.0 100.0 100.0
Cost of revenue
Products 87.1 87.2 86.1
Services 71.8 66.0 65.3
86.7 86.7 85.5
Product gross profit 12.9 12.8 139
Services gross profit 28.2 34.0 347
Gross profit 13.3 13.3 14.5
Selling, general and administrative expenses  12.6 11.2 13.0
Income from operations 0.7 2.1 1.5
Interest and other income, net 0.2 0.2 0.2
Income before income taxes 0.9 23 1.7
Provision for income taxes 0.3 0.9 0.7
Net income 0.6% 1.4% 1.0%

Year Ended July 31, 2001 Compared to Year Ended

July 31, 2000

Revenue

Our revenue decreased to $280.3 million in fiscal 2001 from
$300.1 million in fiscal 2000. The decline in revenue was 16% and
27% in the third and fourth quarters of fiscal 2001, compared to
the same quarters a year ago, respectively, reflecting the overall
slowdown in economic activity in general as well as the decline in
corporate spending in the technology industry in particular.
Revenue from product sales decreased by $21.0 million, or 7.2%,
as a result of lower selling prices for personal computers partially
offset by a 6% increase in the number of personal computers sold as
well as increased revenue from the sales of large screen flat-panel
displays by our Electrograph subsidiary. Service revenue increased
by $1.2 million, or 16.8%, due to our continued focus on develop-
ing and selling value-added services to our customers including
significant growth in the sales of services to customers that are

delivered by manufacturers or vendors.

Gross Profit

Cost of revenue includes the direct costs of products sold, freight
and the personnel costs associated with providing technical serv-
ices, offset in part by certain market development funds provided
by manufacturers. All other operating costs are included in selling,
general and adnunistrative expenses. Gross profit decreased by §2.4
million or 6.2%, from $39.8 million in fiscal 2000 to $37.4 million
in fiscal 2001. This decrease is primarily the result of the decline in
revenue discussed above. As a percentage of revenue, gross profit
from the sale of products increased slightly from 12.8% in fiscal
2000 to 12.9% in fiscal 2001. As a percentage of revenue, gross
profit from the sale of services declined from 34.0% in fiscal 2000
to 28.2% in fiscal 2001 primarily as a result of increased sales
of Jower margin services that are delivered by manufacturers or
vendors as well as reduced demand for higher margin consulting

and network design services.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased $1.9 million,
or 5.8% from $33.5 million in fiscal 2000 to §35.3 million in fiscal
2001. The increase is principally due to higher bad debts and
depreciation and amortization costs as well as costs from our
Rochester office which was opened in connection with the acqui-
sitions of Texport and LTG on March 22, 2000. These increases
were partially offset by lower commission costs due to the lower
revenue discussed above. In addition, selling, general and adminis-
trative costs were lower in the third and fourth quarters of fiscal
2001 when compared to the same quarters a year ago, reflecting
the cost cutting measures (principally personnel costs) that have

been instituted as a result of the reduction in revenue.

Other Income

Interest and investment income, net, declined by $90,000 from
£602,000 in fiscal 2000 to $512,000 in fiscal 2001 principally due
to lower interest rates earned on short-term investments as well as
lower cash balances available for investment. Other income, net in
fiscal 2001 consists of approximately $503,000 proceeds received
by the Company in connection with a life insurance policy that it
carried on a deceased employee, partially offset by approximately
$250,000 in compensation benefits paid to the deceased employee’s

beneficiary principally under the terms of a deferred compensation

agreement with the employee.




Provision for Income Taxes

Our effective tax rate decreased from 40.6% of pretax income
in fiscal 2000 to 34.5% of pretax income in fiscal 2001. This
decrease is primarily the result of non-taxable life insurance
proceeds received in the fourth quarter of fiscal 2001 (as discussed
in Other Income above) partially offset by higher state and local

ncome taxes.

Year Ended July 31, 2000 Compared to Year Ended

July 31, 1999

Revenue

Our revenue increased §71.4 million or 31.2% from $228.6 million
in fiscal 1999 to $300.1 million for fiscal 2000. Revenue from
product sales increased by $71.3 million (32.1%) primarily due to
higher revenue generated from the Company’s wholly-owned sub-
sidiaries, Electrograph Systems, Inc. (“Electrograph”) and Texporf
Technology Group, Inc. (“Texport”), which was acquired on
March 22, 2000, as well as increases in the number of personal
computers shipped and higher average selling prices for personal
computers. Services revenue increased by $180,000, or 2.6%,

reflecting our continued emphasis on providing services.

Gross Profit

Gross profit increased by $6.6 million or 19.9% from $33.2 million
for fiscal 1999 to $39.8 million for fiscal 2000. Gross profit from the
sale of products increased by $6.6 million or 21.4% due primarily to
increases in revenue partially offset by generally lower margins on
products resulting from the highly competitive environment for
computer products. Gross profit generated through service offer-

ings increased by $15,000.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased $3.7 million
or 12.4% from $29.8 million in fiscal 1999 to $33.5 million in fiscal
2000. This increase primarily relates to higher operating and per-
sonnel costs at Electrograph and Coastal as well as operating costs
from Texport which was acquired on March 22, 2000. In addition,
we incurred higher advertising, depreciation and commission costs

in fiscal 2000 partially offset by a recovery of bad debt expenses.

Other Income

Interest income increased due to higher cash balances available for

investment and higher interest rates.

Provision for Income Taxes

Our effective income tax rate decreased from 42.1% in fiscal 1999
to 40.6% in fiscal 2000 primarily due to the lower percentage of
non-taxable interest income and the non-deductible amortization
of goodwill to the current year taxable income as conipared to that

of the prior year.

Liquidity and Capital Resources

Our primary sources of cash and cash equivalents in fiscal 2001
have been internally generated working capital from profitable
operations and a line of credit from financial institutions.

For the year ended July 31, 2001, cash provided by operating
activities was $942,000 consisting primarily of net income adjusted
for non-cash charges (principally depreciation and amortization),
and decreases in accounts receivable partially offset by a decrease in
accounts payable and accrued expenses and an increase in inven-
tory. Our accounts receivable and accounts payable balances, as
well as our investment in inventory, can fluctuate significantly
from one period to the next due to the receipt of large customer
orders or payments or variations in product availability and vendor

shipping patterns at any particular date. Generally, our experience

'is that increases in accounts receivable, accounts payable and

accrued expenses will coincide with growth in revenue and
increased operating levels. During the year ended July 31, 2001, we
used approximately $2.0 million for capital expenditures and approx-
imately $621,000 was used to purchase and retire common stock.

We have available a line of credit with financial institutions in
the aggregate amount of $15.0 million. At July 31, 2001, no
amounts were outstanding under this line.

We believe that our current balances in cash and cash equiva-
lents, expected cash flows from operations and available borrow-
ings under the lines of credit will be adequate to support current
operating levels for the foreseeable future, specifically through at
least the end of fiscal 2002. We currently have no material com-
mitments for capital expenditures. Future capital requirements
include those for the growth of working capital items such as
accounts receivable and inventory, the purchase of eqﬁipment,
expansion of facilies, potential contingent acquisition payments of
$2,750,000, as well as the possible opening of new offices and

potential acquisitions.
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Analysis of Financial Condition and Results of Operations

Manchester Technologies, Inc. and Subsidiaries

Impact of Recently Issued Accounting Standards

In July 2001, the FASB issued Statement No. 141, “Business
Combinations,” and Statement No. 142 “Goodwill and Other
Intangible Assets.” Statement 141 requires that the purchase
method of accounting be used for all business combinations initi-
ated after June 30, 2001 as well as all purchase method business
combinations completed after June 30, 2001. Statement 141 also
specifies criteria intangible assets acquired in a purchase method
business combination must meet to be recognized and reported
apart from goodwill, noting that any purchase price allocable to an
assembled workforce may not be accounted for separately.
Statement 142 will require that goodwill and intangible assets with
indefinite useful lives no longer be amortized, but instead be tested
for impairment at least annually in accordance with the provisions
of Statement 142. Statement 142 will also require that intangible
assets with definite useful lives be amortized over their respective
estimated useful lives to their estimated residual values, and
reviewed for impairment in accordance with SFAS No. 121,
“Accounting for the Impairment of Long-Lived Assets and for

Long-Lived Assets to Be Disposed of.”

The Company is required to adopt the provisions of
Statement 141 immediately and has elected to adopt Statement 142
effective August 1, 2001. Furthermore, any goodwill and any
intangible asset determined to have an indefinite useful life that are
acquired in a purchase business combination completed after June
30, 2001 will not be amortized, but will continue to be evaluated
for impairment in accordance with the appropriate pre-Statement
142 accounting literature.

Goodwill and intangible assets acquired in business combina-
tions completed before July 1, 2001 will not be amortized after

August 1, 2001.




ianacpendent Auditors Report

The Board of Directors and Shareholders

Manchester Technologies, Inc.:

We have audited the accompanying consolidated balance sheets of Manchester Technologies, Inc. and subsidiaries as of July 31, 2001 and
2000 and the related consolidated statements of income, shareholders’ equity and cash flows for each of the years in the three-year period
ended July 31, 2001. These consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the over-
all financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
Manchester Technologies, Inc. and subsidiaries at July 31, 2001 and 2000, and the results of their operations and their cash flows for each of the
years in the three-year period ended July 31, 2001, in conformity with accounting principles generally accepted in the United States

of America.

KPMe UP

Melville, New York
September 21, 2001




Manchester Technologies, Inc. and Subsidiaries

July 31,
2001 2000

(in thousands, except
per share amounts)

Assets

Current assets:

Cash and cash equivalents $14,493  $16,156
Accounts receivable, net of allowance for doubtful accounts of $1,100 and $899, respectively 25,135 36,024
Inventory 7,546 6,797
Deferred income taxes 459 579
Prepaid income taxes 43 635
Prepaid expenses and other current assets 362 538
Total current assets 48,038 60,729
Property and equipment, net 6,300 6,329
Goodwill, net 6,148 6,534
Deferred income taxes 842 673
Other assets 455 308

$61,783  $74,573

Liabilities and Shareholders’ Equity

Current liabilities:

Accounts payable and accrued expenses $15,259  $29.312
Notes payable — 18
Deferred service contract revenue 807 946
Total current liabilities 16,066 30,276
Deferred compensation payable 162 34

Commitments and contingencies
Shareholders’ equity:

Preferred stock, $.01 par value, 5,000 shares authorized, none issued — —

Common stock, $.01 par value; 25,000 shares authorized, 7,990 and 8,159 shares issued and outstanding 80 82 '
Additional paid-in capital 18,942 19,402
Deferred compensation (38) (65)
Retained earnings _ 26,571 24,844
Total shareholders’ equity 45,555 44,263

$61,783  $74,573

See accompanying notes to consolidated financial statements.
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Manchester Technologies, Inc. and Subsidiaries

Years ended July 31,

2001

2000

1999

(in thousands. except per share amounts)

Revenue
Products 271,982  $292,971  $221,719
Services 8,296 7,102 6,922
280,278 300,073 228,641
Cost of revenue
Products 236,970 255,549 190,901
Services 5,955 4,687 4,522
242,925 260,236 195,423
Gross profit 37,353 39,837 33,218
Selling, general and administrative expenses 35,485 33,539 29,849
Income from operations 1,868 6,298 3,369
Other income (expense):
Other income, net 255 — —
Interest and investment income, net 512 602 404"
Income before provision for income taxes 2,635 6,900 3,773
Provision for income taxes 908 2,800 1,590
Net income $ 1,727 % 4,100 § 2,183
Net income per share
Basic $ 021 §& 051 § 027
Diluted $ 021 $ 050 § 027
‘Weighted average shares of common stock and equivalents outstanding
Basic 8,036 8,108 8,096
Diluted 8,058 3,228 8,096

See accompanying notes to consolidated financial statements.




Manchester Technologies, Inc. and Subsidiaries

Years ended July 31, 2001, 2000 and 1999
Additional
Common Par Paid-in Deferred Retained
Shares Value Capital Compensation  Earnings Total
(in thousands)
Balance July 31, 1998 8,097 $81 $18,767 $(64) $18,561  $37,345
Purchase and retirement of stock (12) — (33) — — (33)
Stock option commission expense — — 65 — — 65
Stock award compensation expense — — — 26 — 26
Net income — — — — 2,183 2,183
Balance July 31, 1999 8,085 81 18,799 38) 20,744 39,586
Purchase and retirement of stock (151) (1) (670) — — (671)
Stock award compensation expense — —_ — 34 — 34
Deferred compensation 10 — 61 (61) — —
Stock issued in connection with exercise of stock options 109 1 413 — — 414
Stock issued in connection with purchase acquisition 106 1 799 — — 800
Net income -— — — — 4,100 4,100
Balance July 31, 2000 8,159 82 19,402 (65) 24 844 44,263
Purchase and retirement of stock (171) 2 (619) — — (621)
Stock option commission expense — — 10 — — 10
Stock award compensation expense I — — — 27 — 27
Stock issued in connection with exercise of stock options 2 — 6 — — 6
Tax benefit of stock option plan — — 143 — — 143
Net income _— — — — 1,727 1,727
Balance July 31, 2001 7,990 $80 $18,942 $(38) $26,571  $45,555

See accompanying notes to consolidated financial statements.




Consolidated Statements of Cash Flows

Manchester Technologies, Inc. and Subsidiaries

Years ended July 31,

2001 2000 1999
(in thousands)
Cash flows from operating activities:
Net income $ 1,727 $ 4,100 § 2,183
Adjustments to reconcile net income to net cash from operating activities:
Depreciation and amortization 2,387 2,081 1,835
Provision for (recovery of) doubtful accounts 832 (366) 154
Non-cash compensation and commission expense 37 34 91
Deferred income taxes (49) (154) (141)
Tax benefit from exercise of options 143 — —_
Change in assets and liabilities, net of the effects of acquisitions:
Decrease (increase) in accounts receivable 10,057 (264) (8,605)
(Increase) decrease in inventory (749) 1,951 922
Decrease (increase) in prepaid income taxes 592 (620) —
Decrease (increase) in prepaid expenses and other current assets 176 (177) (50)
(Increase) decrease in other assets (147) (27) 287
(Decrease) increase in accounts payable and accrued expenses (14,053) 6,991 2,325
(Decrease) increase in deferred service contract revenue (139) 365 (194)
Increase (decrease) in income taxes payable — (668) 443
[ncrease (decrease) in deferred compensation payable 128 — (75)
Sale of investments — — 1,501
Net cash provided by operating activities 942 13,246 676
Cash flows from investing activities:
Capital expenditures (1,972) (1,661) (1,735)
Payment for acquisitions, net of cash acquired — (179) (871)
Net cash used in investing activities (1,972) (1,840) (2,606)
Cash flows from financing activities:
Net repayments of borrowings from bank — (648) —
Payments on capitalized lease obligations — (83) (104)
Payments on notes payable—other (18) %) —_
Issuance of common stock upon exercise of options 6 414 —
Purchase and retirement of common stock (621) 671) (33)
Net cash used in financing activities (633) (999) (137)
Net increase (decrease) in cash and cash equivalents (1,663) 10,407 (2,067)
Cash and cash equivalents at beginning of year 16,156 3,749 7,816
Cash and cash equivalents at end of year § 14,493  §16,156  $ 5,749
Cash paid during the year for:
Interest $ — 4 3 5
Income taxes $ 365 4,205 % 992
Other non-cash transactions:
Capitalized lease obligation 8 — — § 107
Common stock issued in connection with acquisitions $ — 861 & —

See accompanying notes to consolidated financial statements.
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July 31, 2001, 2000 and 1999 (in thousands, except share and per share data)

Manchester Technologies, Inc. and Subsidiaries

(1) Operations and Summary of Significant

Accounting Policies
(a) The Company
Manchester Technologies, Inc. (“the Company”™) is a single-source
solutions provider specializing in hardware and software procure-
ment, custom networking, storage, enterprise and Internet solutions.
The Company offers its customers single-source solutions cus-
tomized to their information systems needs by integrating its analysis,
design and implementation services with hardware, software,
networking products and peripherals from leading vendors. The
Company operates in a single segment.

Sales of hardware, software and networking products comprise
the majority of the Company’s revenues. The Company has
entered into agreements with certain suppliers and manufacturers
which may provide the Company favorable pricing and price pro-

tection in the event the vendor reduces its prices.

(b) Principles of Consolidation
The consolidated financial statements include the accounts of the
Company and its wholly-owned subsidiaries. All material inter-

company transactions and balances are eliminated in consolidation.

(c) Cash Equivalents

The Company considers all highly liquid investments with original
maturities at the date of purchase of three months or less to be
cash equivalents. Cash equivalents of $11,638, and $12,178 at
July 31, 2001 and 2000, respectively, consisted of money market

mutual funds.

(d) Revenue Recognition

Revenue from product sales is recognized at the time of shipment
to the customer. Revenue from services is recognized when
the related services are performed. When product sales and services
are bundled, revenue is recognized upon delivery of the product
and completion of the installation. Service contract fees are
recognized as revenue ratably over the period of the applicable
Deferred the

unearned portion of service contract fees. The Company generally

contract. service contract revenue represents
does not develop or sell software products. However, certain
computer hardware products sold by the Company are loaded with
prepackaged software products. The net impact on the Company’s
financial statements of product returns, primarily for defective

products, has been insignificant.

(e) Market Development Funds and Advertising Costs
The Company receives various market development funds includ-
ing cooperative advertising funds from certain vendors, principally

based on volume purchases of products. The Company records

such amounts related to volume purchases as purchase discounts

which reduce cost of revenue, and other incentives that require
specific incremental action on the part of the Company, such as
training, advertising or other pre-approved market development
activities, as an offset to the related costs included in selling, general
and administrative expenses. Total market development funds
amounted to $229, $414, and $380, for the years ended July 31,
2001, 2000, and 1999, respectively.

The Company expenses all advertising costs as incurred.

(f) Inventory
Inventory, consisting of computer hardware, software and related sup-

plies, is valued at the lower of cost (first-in first-out) or market value.

(g) Property and Equipment

Property and equipment are stated at cost. Depreciation is provided
using the straight-line and accelerated methods over the economic
lives of the assets, generally from five to seven years. Leasehold
improvements are amortized over the shorter of the underlying

lease term or asset life.

(h) Goodwill

Goodwill related to acquisitions represents the excess of cost over
the fair value of tangible net assets acquired. Goodwill is amortized
on a straight-line basis over twenty years. The Company reviews
the significant assumptions that underlie the twenty-year amortiza-
tion period on a quarterly basis and will shorten the amortization
period if considered necessary. The Company assesses the recover-
ability of this intangible asset by determining whether the amorti-
zation of the goodwill balance over its remaining life can be
recovered through projected undiscounted future cash flows.
Accumulated amortization was approximately $1,166, and $780 at
July 31, 2001 and 2000, respectively. Amortization expense of
$386, $331, and $266, for the years ended July 31, 2001, 2000, and
1999 is included in selling, general and administrative expenses in
the consolidated statements of income.

The Company evaluates its long-lived assets, and goodwill
related to those assets to be held and used, and long-lived assets and
certain identifiable intangibles to be disposed of and recognizes an
impairment if it is probable that the recorded amounts are in excess
of anticipated undiscounted future cash flows. If the sum of the
expected cash flows, undiscounted and without interest, is less than
the carrying amount of the assets, an impairment loss is recognized
as the amount by which the carrying amount of the asset exceeds

the fair value.

(i) Income Taxes
Deferred taxes are recognized for the future tax consequences
attributable to temporary differences between the carrying

amounts of assets and liabilities for financial statement purposes and




income tax purposes using enacted rates expected to be in effect
when such amounts are realized or settled. The effect on deferred
taxes of a change in tax rates is recognized in income in the period

that includes the enactment date.

(j) Net Income Per Share

Basic net income per share has been computed by dividing net
income by the weighted average number of common shares out-
standing. Diluted net income per share has been computed by
dividing net income by the weighted average number of common
shares outstanding, plus the assumed exercise of dilutive stock
options and warrants, less the number of treasury shares assumed to
be purchased from the proceeds of such exercises using the average
market price of the Company’s common stock during each respec-
tive period. Options and warrants representing 899,000, 153,000,
and 1,065,000 shares for the years ended July 31, 2001, 2000, and
1999, respectively, were not included in the computation of
diluted EPS because to do so would have been antidilutive. The
following table reconciles the denominators of the basic and
diluted per share computations. For each year, the numerator is the

net income as reported.

2001 2000 1999
Per Share Per Share Per Share
Shares Amount Shares Amount Shares Amount
Basic EPS 8,036,000 §0.21 8,108,000 8051 8,096,000 $0.27
Effect of
dilutive options 22,000 120,000 —
Diluted EPS 8,058,000 §0.21 8228000 $0.50 8,096,000 $§0.27

(k) Accounting for Stock-Based Compensation

The Company records compensation expense for employee stock
options if the current market price of the underlying stock exceeds
the exercise price on the date of the grant. On August 1, 1996, the
Company adopted SFAS No. 123, “Accounting for Stock-Based
Compensation.” The Company has elected not to implement the
fair value based accounting method for employee stock options,
but has elected to disclose the pro forma net income and net
income per share for employee stock option grants made beginning
in fiscal 1996 as if such method had been used to account for

stock-based compensation cost as described in SFAS No. 123.

(I) Use of Estimates

Management of the Company has made a number of estimates and
assumptions relating to the reporting of assets and liabilities and the
disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and
expenses during the reporting period to prepare these financial
statements in conformity with generally accepted accounting prin-

ciples. Actual results could differ from those estimates.

(m) Fair Value of Financial Instruments

The fair values of accounts receivable, prepaid expenses, notes
payable, accounts payable and accrued expenses are estimated to
approximate the carrying values at July 31, 2001 due to the short

maturities of such instruments.

(2) Property and Equipment
Property and equipment at July 31, consist of the following:

2001 2000
Furniture and fixtures $ 3,089 $ 2,619
Machinery and equipment 8,162 6,971
Transportation equipment 588 483
Leasehold improvements 2,934 2,834
14,773 12,907
Less accumnulated depreciation and amortization 8,472 6,578
$ 6,300 $ 6,329

Depreciation and amortization expense amounted to $2,001,
$1,750, and $1,569, for the years ended July 31, 2001, 2000 and
1999, respectively.

(3) Acquisitions
Coastal Office Products, Inc.
On January 2, 1998, the Company acquired all of the outstanding
shares of Coastal Office Products, Inc. (“Coastal”), a value added
reseller and provider of microcomputer services and peripherals to
companies in the greater Baltimore, Maryland area. The acquisi-
tion, which has been accounted for as a purchase, consisted of cash
payments of approximately $3,971 (including a contingent pay-
ment of $871 made on March 15, 1999). An additional contingent
payment of $800 was made on March 15, 2000 through the
issuance of 105,786 shares of the Company’s common stock. The
cash payments were made from the Company’ cash balances. The
selling shareholders received employment agreements that also pro-
vided for the issuance of 20,000 shares of common stock. The fair
value of the common stock, amounting to $80, was recorded as
deferred compensation and is being expensed over the three-year
vesting period.

Operating results of Coastal are included in the consolidated
statements of income from the date of acquisition. The acquisition
resulted in goodwill of $4,776, which is being amortized on the

straight-line basis over 20 years.

Texport Technology Group, Inc. and

Learning Technology Group, LLC

On March 22, 2000, the Company acquired all of the outstanding
ownership interests Inc.
(“Texport”) and Learning Technology Group, LLC (“LTG”),

affiliated entities engaged in reselling and providing of microcom-

of Texport Technology Group,

puter services and peripherals to companies in the greater




July 31, 2001, 2000 and 1999 (in thousands, except share and per share data)

Manchester Technologies, Inc. and Subsidiaries

Rochester, New York area. The acquisition, which has been
accounted for as a purchase, consisted of a cash payment of $400
plus potential future contingent payments. A contingent payment
of up to $750 may be payable on March 22, 2002 based upon
achieving certain agreed-upon increases in revenue and pretax
earnings. The cash payment was made from the Company’s cash
balances. The selling owners received employment agreements that
also provided for the issuance of 10,000 shares of common stock.
The fair value of the common stock, amounting to $61, was
recorded as deferred compensation and is being expensed over
the three-year vesting period. In connection with the acquisition,
the Company assumed approximately $648 of bank debt, and
£27 of notes payable to the former shareholders, which were
subsequently repaid.

Operating results of Texport and LTG are included in the
consolidated statement of income from the date of acquisition. The
estimated fair value of tangible assets and liabilities acquired was
$1,600 and $2,200, respectively. The excess of the aggregate pur-
chase price over the estimated fair value of the tangible net assets
acquired was approximately $995, which is being amortized on a
straight-line basis over 20 years.

The following unaudited pro forma consolidated results of
operations for the years ended July 31, 2000 and 1999 assume that
the acquisitions occurred on August 1, 1998 and reflect the histor-
ical operations of the purchased businesses adjusted for lower inter-
est on invested funds, contractually revised officer compensation
and increased amortization, net of applicable income taxes, result~

ing from the acquisition:
Year ended July 31,

2000 1999
Revenue $306,056  $242,166
Net income 8 3,773 § 2,094
Diluted net income per share § 046 § 026

The pro forma results of operations are not necessarily indica-
tive of the actual results that would have occurred had the acquisi-
tions been made at the beginning of the period, or of results which

may occur in the future.

(4) Accounts Payable and Accrued Expenses

Accounts payable and accrued expenses consist of the following:

July 31,
2001 2000
Accounts payable, trade $11,759  $25,005
Accrued salaries and wages 1,974 2,335
Customer deposits 711 628
Other accrued expenses 815 1,144
$15,259  $29,312

3
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The Company has entered into financing agreements for
the purchase of inventory. These agreements are secured by the
related inventory and/or accounts receivables. In each of the years
in the three-year period ended July 31, 2001, the Company has
repaid all balances outstanding under these agreements within the
non-interest-bearing payment period. Accordingly, amounts
outstanding under such agreements of §1,719, $2,645, and $2,944
and at July 31, 2001, 2000 and 1999, respectively, are included in
accounts payable and accrued expenses. In August 1997, the
Company entered into a new financing agreement for the purchase
of inventory. The agreement provides a maximum of $10,000 in
credit for purchases of inventory from certain specified manufac-
wurers. The agreement is unsecured, generally allows for a 30-day
non-interest-bearing payment period and requires the Company
to maintain, among other things, a certain minimum tangible
net worth. As of July 31, 2001, retained earnings available for

dividends amounted to approximately $16,500.

(5) Employee Benefit Plans

The Company maintains a qualified defined contribution plan
with a salary deferral provision, commonly referred to as a 401(k)
plan. The Company matches 50% of employee contributions up
to three percent of employees’ compensation. The Company’s
contribution amounted to $317, $250, and $§273 for the years
ended July 31, 2001, 2000 and 1999, respectively.

The Company also has two deferred compensation plans
which are available to certain eligible key employees. The first plan
consists of life insurance policies purchased by the Company for the
participants. Upon vesting, which occurs at various times from
three to ten years, a participant becomes entitled to have owner-
ship of the policy transferred to him or her at termination of
employment with the Company. The second plan consists of a
commitment by the Company to pay a monthly benefit to an
employee for a period of ten years commencing either ten or fif-
teen vears from such employee’s entrance into the plan. The
Company has chosen to purchase life insurance policies to provide
funding for these benefits. As of July 31, 2001 and 2000, the
Company has recorded an asset (included with other assets) of $129
and $34, respectively, representing the cash surrender value of poli~
cies owned by the Company and a lability of §162 and $34,
respectively, relating to the unvested portion of benefits due under
these plans. For the years ended July 31, 2001, 2000 and 1999, the
Company recorded an expense of $246, $92, and $51 in connec-
tion with these plans. During fiscal 2001, the Company received
$505 in connection with a life insurance policy that it carried on an

employee who died, which was partially offset by $250 in compen-

sation benefits paid to the deceased employee.




(6) Commitments and Contingencies
Leases
The Company leases most of its executive offices and warehouse
facilities from landlords consisting primarily of related parties (note 9).
In addition, the Company is obligated under lease agreements
for sales offices and additional warehouse space. Aggregate rent
expense under all these leases amounted to $1,756, $1,594, and
$1,539, for the years ended July 31, 2001, 2000 and 1999.

The following represents the Company’s commitment under
operating leases for each of the next five years ended July 31

and thereafter:

2002 §1,843
2003 1,559
2004 1,412
2005 1,366
2006 744
Thereafter 1.206

$8,130
Litigation

The Company is involved in various claims and legal actions
arising in the ordinary course of business. In the opinion of
management, based on advice from its legal counsel, the ultimate
disposition of these matters will not have a material adverse effect

on the Company’s financial position or results of operations.

(7) Line of Credit

In July 1998, the Company entered into a revolving credit facility
with its banks which was revised in June, 1999 to change partici-
pating banks. Under the terms of the facility, the Company may
borrow up to a maximum of $15,000. Borrowings under the facil-
ity bear interest at variable interest rates based upon several options
available to the Company. The facility requires the Company to
maintain certain financial ratios and covenants. As of July 31, 2001,
there was no balance outstanding under this agreement, which

expires on April 2, 2002.

(8) Income Taxes
The provision for income taxes for the years ended July 31, 2001,
2000 and 1999 consists of the following:

2001 2000 1999
Current
Federal $728 $2,242 81,351
State 229 712 380
957 2,954 1,731
Deferred
Federal (38) (115) (106)
State 1n (39) (33)
(49) (154) (141)
$908 $ 2,800 $ 1,590

=]
=
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The difference between the Company’s effective income tax rate
and the statutory rate is as follows, for the years ended July 31,
2001, 2000 and 1999:

2001 2000 1999
Income taxes at statutory rate $ 896 $2,346 $ 1,283
State taxes, net of federal benefit 144 444 228
Non-deductible goodwill amortization 85 85 64
Non-taxable life insurance proceeds (172) — —
Other (45) (73) 15
S 908 $ 2,800 $ 1,590

The tax effects of temporary differences that give rise to sig-
nificant portions of the net deferred tax asset at July 31, 2001 and

2000 were as follows:

2001 2000
Deferred tax assets (liabilities):
Allowance for doubtful accounts § 439 $ 339
Deferred compensation 473 375
Depreciation 409 328
Other (20) 190
Net deferred tax asset $1,301 $1,232

A valuation allowance has not been provided in connection
with the deferred tax assets since the Company believes, based
upon its long history of profitable operations, that it is more likely

than not that such deferred tax assets will be realized.

(9) Related Party Transactions

The Company leases its warehouse and distribution center as well
as its corporate offices and certain sales facilities from entities
owned or controlled by shareholders, officers, or directors of the
Company. The leases generally cover a period of ten years and
expire at various times from 2005 through 2008. Lease terms gen-
erally include annual increases of five percent. Rent expense for
these facilities aggregated $884, $828, and $801, for the vyears
ended July 31, 2001, 2000, and 1999, respectively.

The Company paid legal fees to a law firm in which a direc-
tor of the Company is a partner. Such fees amounted to $215,
$177, and $213, including disbursements, in the fiscal years ended
July 31, 2001, 2000, and 1999 respectively.

During fiscal years ended July 31, 2001, 2000, and 1999
the Company received approximately $178, $273, and $597,
respectively, in revenue from a company controlled by a director of

the Company.

(10) Shareholders® Equity

Warrants

In connection with its Initial Public Offering (IPO) in December
1996, the Company issued to the underwriter warrants to purchase

an aggregate of 250,000 shares of common stock. The warrants are

exercisable at a price of $12 per share and expire in December, 2001.




Stock Option Plan

Under the Company’s Amended and Restated 1996 Incentive and
Non-Incentive Stock Option Plan, as amended (the “Plan”),
which was approved by the Company’s shareholders in October
1996, an aggregate of 2,600,000 shares of common stock are
reserved for issuance upon exercise of options thereunder. Under
the Plan, incentive stock options, as defined in section 422 of the
Internal Revenue Code of 1986, as amended, may be granted to
employees and non-incentive stock options may be granted
to employees, directors and such other persons as the Board
of Directors may determine, at exercise prices equal to at least
100% (with respect to incentive stock options) and at least 85%
(with respect to non-incentive stock options) of the fair market
value of the common stock on the date of grant. In addition to
selecting the optionees, the Board of Directors will determine the
number of shares of common stock subject to each option,
the term of each stock option up to 2 maximum of ten years
(five years for certain employees for incentive stock options),
the time or times when the stock option becomes exercisable, and
otherwise administer the Plan. Generally, incentive stock options
expire three months from the date of the holder’s termination of
employment with the Company other than by reason of death
or disability. Options may be exercised with cash or common stock
previously owned for in excess of six months. The following table

summarizes stock option activity:

Exercise Weighted Average
Balance Exercise Price
Balance July 31, 1998 849,600 $3.92
Granted 19,000 $3.52
Cancelled (53,500) $3.8125
Balance July 31, 1999 815,100 $3.93
Granted 253,250 $4.37
Exercised (109,416) $3.8125
Cancelled (132,250) $4.50
Balance July 31, 2000 826,684 $4.00
Granted 123,000 33.74
Exercised (1,500) $3.8125
Cancelled (49,100) $4.19
Balance July 31, 2001 899,084 33.95

At July 31, 2001, options with the following ranges of exer-
cise prices were outstanding:

Options Outstanding Options Currently Exercisable

Range of

Exercise Weighted Average Weighted Average
Prices Number Exercise Price Remaining Life  Number  Exercise Price
$2.50-83.75 141,000 $3.25 8 Yrs. 68,334 $3.31
$3.8125-84.875 753,084 $4.07 6 Yrs. 453,632 $3.91
$5.69 5,000 $5.69 9 Yrs, — —

$2.50-$5.69 899,084 $3.95 6 Yrs. 521,966 $3.83
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All options granted expire ten years from the date of grant
except for options granted to directors which expire five vears
from the date of grant.

The Company has adopted the pro forma disclosure provision
of SFAS No. 123, “Accounting for Stock-Based Compensation.”
Accordingly, the Company does not record compensation cost in
the financial statements for its stock options which have an exercise
price equal to or greater than the fair market value of the underly-
ing stock on the date of grant. The Company has recognized a total
of $152 in deferred commission expense representing the value of
stock options granted to non-employee sales representatives. Such
cost is expensed over the vesting period, amounting to $10 and $65
in fiscal 2001 and 1999, respectively. No expense was recognized
in fiscal 2000. Had compensation cost for the Company’s stock
option grants been determined based on the fair value at the grant
date under SFAS No. 123, the Company’s net income and net
income per share for the years ended July 31, 2001, 2000 and 1999

would approximate the pro forma amounts below:

2001 2000 1999

Net income:

As reported $1,727 84,100 §2,183

Pro forma $1,335  §$3.813  §1,940
Basic net income per share:

As reparted $§ 021 §051 §027

Pro forma $ 0.17 $ 047 § 024
Diluted net income per share:

As reported $§ 021 8050 8027

Pro forma $ 017 S 0.46 $ 0.24

The pro forma effects on net income and diluted net income
per share for 2001, 2000 and 1999 may not be representative of the
pro forma effects in future years.

The fair value of options granted was estimated using the
Black-Scholes option-pricing model with the following weighted

average assumptions:

2001 2000 1999
Expected dividend yield 0% 0% 0%
Expected stock volatility 55% 49% 43%
Risk-free interest rate 5% 5% 3%
Expected option term until exercise (years) 5.00 5.00 5.00

The per share weighted average fair value of stock options
granted during fiscal 2001, 2000 and 1999 was $2.03, §2.15, and
$1.40, respectively.

Repurchase of Common Stock

During the years ended July 31, 2001, 2000 and 1999, the
Company repurchased 171,000, 150,600, and 11,800 shares of its
common stock at an aggregate purchase price of $621, $671, and

$33, respectively. Such shares were subsequently retired.




(11) Major Customer and Vendors and Concentration

of Credit Risk
The Company sells and provides services to customers who are
located primarily in the eastern United States.

The Company’s top four vendors accounted for approxi-
mately 19%, 14%, 10%, and 10%, respectively of total product
purchases for the year ended July 31, 2001. The Company’s top
three vendors accounted for approximately 16%, 14%, and 10%,
respectively, of total product purchases for the year ended July 31,
2000. The Company’s top two vendors accounted for approxi-
mately, 21%, and 10%, respectively of total product purchases for
the vear ended July 31, 1999.

No customer accounted for more than 3% of the Company’s
accounts receivable at July 31, 2001 and 2000. For the fiscal years
ended July 31, 2001, 2000 and 1999, no one customer accounted

for more than 10% of total revenue.

(12) Impact of Recently Issued Accounting Standards
In July 2001, the FASB issued Statement No. 141, “Business
Combinations,” and Statement No. 142 “Goodwill and Other
Intangible Assets.” Statement 141 requires that the purchase method
of accounting be used for all business combinations initiated after
June 30, 2001 as well as all purchase method business combinations
completed after June 30, 2001. Statement 141 also specifies criteria
intangible assets acquired in a purchase method business combina-
tons must meet to be recognized and reported apart from goodwill,
noting that any purchase price allocable to an assembled workforce
may not be accounted for separately. Statement 142 will require
that goodwill and intangible assets with indefinite useful lives no
longer be amortized, but instead tested for impairment at least
annually in accordance with the provisions of Statement 142.
Statement 142 will also require that intangible assets with definite
useful lives be amortized over their respective estimated useful lives
to their estimated residual values, and reviewed for impairment in
accordance with SFAS No. 121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to Be Disposed of.”

The Company is required to adopt the provisions of State-
ment 141 immediately and has elected to adopt Statement 142
effective August 1, 2001. Furthermore, any goodwill and any
intangible asset determined to have an indefinite useful life that
are acquired in a purchase business combination completed after
June 30, 2001 will not be amortized, but will continue to be eval-
uated for impairment in accordance with the appropriate pre-
Statement 142 accounting literature.

Goodwill and intangible assets acquired in business combina-~
tions completed before July 1, 2001 will not be amortized after
August 1, 2001,

Statement 141 will require upon adoption of Statement 142,
that the Company evaluate its existing intangible assets and good-
will that were acquired in a prior purchase business combinations,
and to make any necessary reclassifications in order to conform
with the new criteria in Statement 141 for recognition apart from
goodwill. Upon adoption of Statement 142, the Company will
be required to reassess the useful lives and residual values of all
intangible assets acquired in purchase business combinations, and
make any necessary amortization period adjustments by the end of
the first interim period after adoption. In addition, to the extent an
intangible asset is identified as having an indefinite useful life, the
Company will be required to test the intangible asset for impair-
ment in accordance with the provisions of Statement 142 within
the first interim period. Any impairment loss will be measured as
of the date of adoption and recognized as the cumulative effect of a
change in accounting principle in the first interim period.

In connection with the transitional goodwill impairment
evaluation, Statement 142 will require the Company to perform an
assessment of whether there is an indication that goodwill is
impaired as of the date of adoption. To accomplish this the
Company must identify its reporting units and determine the
carrying value of each reporting unit by assigning the assets and
Habilities, including the existing goodwill and intangible assets, to
those reporting units as of the date of adoption. The Company will
then have up to six months from the date of adoption to determine
the fair value of each reporting unit and compare it with the
reporting units carrying amount. To the extent a reporting unit’s
carrying amount exceeds its fair value, an indication exists that the
reporting unit’s goodwill may be impaired and the Company must
perform the second step of the transitional impairment test. In
the second step, the Company must compare the implied fair value
of the reporting unit’s goodwill, determined by allocating the
reporting unit’s fair value to all of its assets (recognized and unrec-
ognized) and liabilities in a manner similar to a purchase price
allocation in accordance with Statement 141, to its carrying
amount, both of which would be measured as of the date of adop-
tion. This second step is required to be completed as soon as pos-
sible, but no later than the end of the year of adoption. Any
transitional impairment loss will be recognized as the cumulative
effect of a change in accounting principle in the Company’s con-
solidated statement of income.

As of the date of adoption, the Company expects to have
unamortized goodwill in the amount of $6,148 which will be
subject to the transition provisions of Statements 141 and 142.
Amortization expense related to goodwill was $386 for the year
ended July 31, 2001. Because of the extensive effort needed to
comply with adopting Statements 141 and 142, it is not practicable

to reasonably estimate the impact of adopting these Statements on
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the Company’s financial statements at the date of this report,
including whether any transitional impairment losses will be
required to be recognized as the cumulative effect of a change in

accounting principle.

(13) Subsequent Event
On August 29, 2001, the Company acquired all of the outstanding
stock of Donovan Consulting Group, Inc. (“Donovan”) a
Delaware corporation headquartered in Atlanta, Georgia. Donovan
is a technical services firm that delivers Wireless LAN solutions to
customers nationwide. The acquisition, which will be accounted
for as a purchase, consisted of a cash payment of $1,500 plus poten-
tal future contingent payments. Contingent payments of up
to $1,000 may be payable on each of November 2, 2002 and
November 2, 2003 based upon Donovan achieving certain agreed-
upon increases in revenue and pretax earnings. In connection with
the acquisition, the Company assumed approximately $435 of bank
debt and $43 of other debt, which were subsequently repaid.
Operating results of Donovan will be included in the consoli-
dated statement of income from the acquisition date. The estimated
fair value of tangible assets and liabilities acquired was $472 and
$648, respectively. The excess of the aggregate purchase price over

the estimated fair value of the tangible net assets acquired was

approximately $1,700. The $1,700 will not be amortized; however,
it will be subject to impairment testing in accordance with State-
ment No. 142, “Goodwill and Other Intangible Assets.”

(14) Quarterly Results (unaudited)
Oct. 31 Jan. 31 Apr. 30 July 31 Year

2001
Revenue $81,142 §$70,888 $68,598 859,650 $280,278
Gross profit 9,757 8,917 9,765 8,914 37,353
Net income 638 24 665 400 1,727
Basic earnings

per share 0.08 0.00 0.08 0.05 0.21
Diluted earnings

per share 0.08 0.00 0.08 0.05 0.21
2000
Revenue 65,360 70,847 81,867 81,999 300,073
Gross profit 9,743 8,970 11,251 9,973 39,837
Net income 1,086 825 1,495 694 4,100
Basic earnings

per share 0.13 0.10 0.18 0.09 0.51
Diluted earnings

per share 0.13 0.10 0.18 0.08 0.50

Basic and diluted earnings per share for each of the quarters
are based on the weighted average number of shares outstanding in
each period. Therefore, the sum of the quarters in a year may not

necessarily equal the year’s earnin er share.
y P

Market for the Registrant’s Common Equity
and Related Stockholder Matters

Our Common Stock commenced trading on November 26, 1996
and is traded on the Nasdaq National Market®, under the symbol
MANC. The following table sets forth the quarterly high and
low sale prices for the Common Stock as reported by the Nasdaq
National Market.

Fiscal Year 2000 High Low
First Quarter 4500  2.250
Second Quarter 8.000  3.000
Third Quarter 9.125  3.785
Fourth Quarter 6.938  3.125

Fiscal Year 2001

First Quarter 5.625 3.156
Second Quarter 4.000  2.000
Third Quarter 2.750 1.938

Fourth Quarter 2.850 2.060

On October 19, 2001, the closing sale price for the Company’s
Common Stock was $2.13 per share. As of October 19, 2001 there
were 45 shareholders of record of the Company’s Common Stock.
The Company believes that there are in excess of 500 beneficial
holders of its common stock.

Manchester has never declared or paid any dividends to
shareholders. At this time we intend to continue our policy
of retaining earnings for the continued development and expansion

of our business.
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