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Dezr Fellow Shareholders:

from fiscal 2001. While we experienced

| am proud to report to you that despite the economic
slowdown and the competitive nature of the industry,

Manchester continued to be profitable in fiscal 2002.
There were many challenges in fiscal
2002. Economic activity in general
slowed down, and corporate spending in
the technology industry in particular
declined. In addition, product demand
was lower and competition continued
to be fierce. The tragic attacks on
September 11, 2001 also affected us pro-
foundly. Nevertheless, we achieved some
major milestones, consummated two
strategic acquisitions and were recog-
nized within the industry for our contin-

uing efforts to be a complete solutions

provider for our customers.

Profitable Operations
Revenues for fiscal 2002 were approxi-

mately $262 million, a decrease of 7%

a decline in revenues in fiscal 2002,
our gross margins increased to 13.9% of
revenues and we had a net profit of
approximately $500,000 or $0.12 per
diluted share.

The decrease in revenues is primarily
a result of lower demand for personal
computers and peripherals due to the
slowdown n economic activity and the
decline in corporate spending in the tech-
nology industry in fiscal 2002. This was
partially offset by increased sales of dis-
play monitors, primarily large screen flat
panel displays, by our Electrograph
subsidiary. Electrograph, which is a lead-
ing distributor of large screen, flat panel,
plasma displays in the U.S., continues
to have excellent growth. The market
for these products continues to grow
and Electrograph is a dominant player in

that market.
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seizinGg THE OPPORTUNITIES

IN A CHALLENGING MARKET

I am pleased to report that our revenues
from service offerings grew by 48% to a
record $12 million in fiscal 2002. We
continue to focus on providing higher
margin services to our customers. Keys
to our success include constantly refining
the skills of our technical staff. Our tech-
nical excellence saves time and money
for our customers. We have achieved the
highest levels of certification from many
of our major manufacturers which allows
us to provide our customers with the lat-

est and most efficient solutions.

The Company has embarked on an
aggressive plan to limit the growth in
our overhead costs and to reduce them
wherever possible. We remain focused
on continuing to reduce these costs, the
benefits of which should be realized in

fiscal 2003 and beyond.

Milestones Achicved
In fiscal 2002, we achieved several new
milestones. We ranked number 26 on

New York Newsday’s listing of the Largest

Public Companies on Long Island. In
addition, during fiscal 2002, a listing
by KPMG LLP and Hofstra University
ranked us as one of the Top 50 Long
Island-based firms and VAR Business mag-
azine ranked us as one of the Top 500

Integrators in the nation.

As I mentioned earlier, our technical staff
has obtained the highest certifications
from the major manufacturers with spe-
cializations in areas that our customers
demand. We are particularly proud
of some of the certifications and special-
izations that we have recently obtained.
In fiscal 2002, Hewlett Packard awarded
us the Enterprise Storage Solution Spe-
cialization for the entire East Coast. This
recognition makes us one of the very
few elite resellers in the region to
become an Enterprise Storage Solution
Specialist. In addition, we achieved Gold
Certification from Cisco Systems, Inc.
Gold Certified Partners are recognized
and rewarded for having some of

the industry’s best trained nerwork




Poised for growth

« Commitment to our customers
Financial strength and stability

* Determination to succeed

technicians, who are capable of achiev-
ing and demonstrating the highest level
of expertise in planning, designing,
implementing and supporting Cisco net-

work solutions.

Strategic Acquisitions

During fiscal 2002, we announced two
strategic acquisitions that broaden our
service and solutions offerings to our
customers. On August 29, 2001, the
Company acquired all of the outstanding
stock of Donovan Consulting Group,
Inc., a Delaware corporation headquar-
tered near Atlanta, Georgia. Donovan

is a technical services firm that delivers

Wireless LAN solutions to customers
nationwide. On November 9, 2001, the
Company acquired all of the outstand-
ing stock of e.Track Solutions, Inc., a
New York corporation headquartered in
Pittsford, New York. e.Track is a busi-
ness and software services firm that
delivers business, Internet and informa-
tion technology solutions to customers

nationwide.

As a result of these two acquisitions, we
are now 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
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will enable us to offer our customers
solutions to all of their information tech-

nology needs.

LooXking s e Future

I believe that the Company’s long-term
performance has established that it has
the staying power to withstand business
and industry cycles and come out as a
stronger and more viable company and
competitor. While the coming years will
undoubtedly continue to present chal-
lenges to us and others in our industry, I
believe that they will also present us with
opportunities to grow and expand our
business in ways that up to now we might
not have even contemplated. In addition,
we are looking at new services, partner-
ship arrangements and strategic alliances,
as well as acquisition opportunities,
to help us maintain and achieve new
growth. Despite current market condi-

tions, the Company remains profitable

and, with its healthy cash position and

strong balance sheet, it is strategically
positioned to seize market opportunities
providing the full-service solutions that
our customers demand and expect. I'd
like to express my gratitude for the con-
tinued loyalty, confidence and support of
our shareholders, employees, customers,
partners, vendors and suppliers. Together
we will meet the challenges that the

future holds.

Sincerely,

I
an 7U7‘U~wﬁmc\
-

Barry R. Steinberg
President, CEO and Chairman
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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,
2002 2001 2000 1999 1998
(in thousands, except per share amounts)
Revenue $262,010 $280,278  $300,073  $228,641 $202,530
Cost of revenue 225,602 242,925 260,236 195,423 171,930
Gross profit 36,408 37,353 39,837 33,218 30,600
Selling, general and administrative expenses 35,050 35,485 33,539 29,849 27,414
Income from operations 1,358 1,868 6,298 3,369 3,186
Interest and other income, net 184 767 602 404 546
Provision for income taxes 600 508 2,800 1,590 1,560
Net inconie $ 942 § 1,727 $ 4,100 $ 2,183 § 2,172
Net income per share:
Basic $ 012 §$ 021 $ 051 § 027 § 026
Diluted $ 012 § 021 § 050 % 027 § 026
Weighted average shares of common stock outstanding:
Basic 7,990 8,036 8,108 8,096 3,494
Dituted 7,991 8,058 8,228 8,096 8,499
July 31,
2002 2001 2000 1999 1998
Working capital $ 30,098 § 31,972 $ 30,453 § 27461 8§ 26,112
Total assets 70,661 61,783 74,573 61,778 56,894
Short-term debt —_ — 18 85 32
Shareholders’ equity 46,512 45,555 44,263 39,586 37,345
PAGE 5
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The following discussion and analysis of financial condition and
results of operations of the Company 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 the Securities Act
of 1933, as amended, and Section 21E of the Securities and
Exchange Act of 1934, as amended, which statements are made pur-
suant to the safe harbor provisions of the Private Securities Litigation
Reform Act of 1995. Forward-looking statements are not historical
facts, are based on the Company’s beliefs and expectations as of the
date of this report, 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.

We are an integrator and reseller of computer hardware, software
and networking products, primarily for commercial customers and
a distributor of display technology solutions and plasma display
monitors primarily to dealers and system integrators. We offer our
customers single-source solutions, customized to their information
systemns needs, by integrating analysis, design and implementation
services with hardware, software, networking products and peripher-
als from leading vendors. To date, most of our revenues have been
derived from product sales. We generally do not develop or sell soft-
ware products. However, certain computer 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. H'eightened price compe-
tition 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 experi-

enced increasing pressure on our gross profit and operating margins
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with respect to our sale of products. Our inability to compete suc-
cessfully 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 addi-
tional 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.

Geagrapfiic Isiws,  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
expendicures. The failure of this component of our strategy may
materially adversely affect our business, results of operations and
financial condition.

To date, our revenues have 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 subjects of ter-

rorist attacks. A significant part of our business is generated from our




New York City and Baltimore/Washington, D.C. offices and rev-

enues for the month of September were adversely impacted with
declines in orders and shipments. We cannot predict the impact that
these or potential future attacks may have on our business, results of

operations and financial condition.

Peesounel fsines. The success of our strategy depends in large part
upon our ability to attract and retain highly skilled technical person-
nel and sales representatives, including independent sales representa-
tives, in a very competitive labor market. Qur ability to grow our
service offerings has been somewhat limited by a shortage of quali-
fied 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 rep-
resentatives as employees may have a material adverse effect on our

business, results of operations and financial condition.

Csaiperition. The computer industry is characterized by intense
competition. We directly compete with Jocal, 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 suppli-
ers 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.

sviior Reharfopshing ciod Do i

Our business is depend-
ent upon our relationships with major manufaceurers 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 personal computers and ancillary equip-
ment has resulted in significant product shortages from time to time,
because manufacturers have been unable to produce sufficient quan-
tities of certain products to meet demand. In addition, many manu-
facturers have adopted “just in time” manufacturing principles that
can reduce the immediate availability of a wide range of products at
any one time. We cannot predict that manufacturers will maintain an
adequate supply of these products to satisfy all the orders of our cus-
tomers or that, during periods of increased demand, manufacturers
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 manufacturer, 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 May 3, 2002, the Hewlett-Packard Company and
Compagq Computer Corporation merged. Manchester sold the
products of both companies and we believe that we had strong
relationships with both companies and continue to have a strong
relationship with the merged company. While we do not believe that
there will be a material adverse effect on our business, financial con-
dition 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 inte-
grators, 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
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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 prod-
ucts 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. Our inability 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,

Changing "Iochiology; Invontory Risk. 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 profitable or obsolete. Our continued success will
depend on our ability to keep pace with the technological develop-
ments of new products and services and to address increasingly
sophisticated customer requirements. Our success will also depend
upon our abilities to address the technical requirements of our cus-
tomers 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 character-
ize 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
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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 cannot 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 condition and results of operations.

As a result of the rapid changes which are taking place in com-
puter 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 aver~
age selling prices of personal computers and peripherals. 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 continue to decline or that we will be able to

offset declines in average selling prices with increases in units shipped.

Arquisitions.  Our 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 acqui-
sition at a price or on terms and conditions favorable to us, or to
integrate the operations of such acquired businesses with our opera-
tions. Certain of these acquisitions may be of significant size and may
include assets that are outside our geographic territories or are ancil-

lary to our core business strategy.

Quaiteily Thriaiois.  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, compet-
itive conditions and economic conditions. In particular, over the last
several years, 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 addi-
tion, the results of any quarterly period are not necessarily indicative

of results to be expected for a full fiscal year.

Sfvesoft Litigarivii. . 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 distribu-
tion of Microsoft products. The potential unavailabilicy of Microsoft
products could have a material adverse effect on our business, results

of operations and financial condition.

Syaiaiiei Teclinology Spstens. Our success is dependent in part on
the accuracy, proper utilization and continuing development of our
information technology systems, including our business application
systems, Internet servers and telephony system. The quality and our
utilization of the information generated by our information technol-
ogy systems affects, among other things, our ability to conduct business
with our customers, manage our inventory and accounts receivable,
purchase, sell, ship and invoice our products efficiently and on a
timely basis and maintain cost-efficient operations. While we have
taken steps to protect our information technology systems from a
variety of threats, including computer viruses and malicious hackers,
we cannot guarantee that such steps will be effective. If there is a dis-
ruption to or an infiltration of our information technology systems,

it could significantly harm our business and results of operations.

Stocle Kepairlrase Prognain. . The Company’s Board of Directors has
authorized the Company to repurchase up to $1 million of its com-
mon stock, which authorization is effective until the first Board of
Directors meeting following the close of our 2003 fiscal year, unless
carlier terminated by the Board. The extent to which the Company

repurchases its stock and the timing of such purchases will depend

upon market conditions and other corporate considerations to be
evaluated by the Executive Committee of the Board. The repurchase
program does not obligate the Company to repurchase any specific
number of shares, and repurchases pursuant to the program may
be suspended or resumed at any time or from time to time without
further notice or announcement. There can be no assurance as to the
effect, if any, that the adoption of the repurchase program or
the making of repurchases thereunder will have on the market price
of our common stock.

P -
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We utilize a website and electronic commerce system. The site,
located at www.e-manchester.com allows existing customers, cor-
porate 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 investments and improve-
ments 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.
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Donovan Consulung Group, Inc.

On August 29, 2001, the Company acquired all of the outstanding
stock of Donovan, a Delaware corporation headquartered near
Adanta, Georgia. Donovan is a technical services firm that delivers
Wireless LAN solutions to customers nationwide. The acquisition,
which has been accounted for as a purchase, consisted of a cash pay-
ment 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 pre-tax
earnings. In connection with the acquisition, the Company assumed
approximately $435,000 of bank debt and $43,000 of other deb,
which were subsequently repaid. Donovan was acquired in order to
strengthen the Company’s position in the Wireless LAN arena.
Donovan allows the Company to offer total Wireless LAN solutions
including state-of-the-art products as well as the services necessary to

have those products operate optimally.
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Operating results of Donovan are included in the consolidated
statements of income from the acquisition date. The estimated fair
value of tangible assets and liabilities acquired was $497,000 and
$869,000, respectively. The excess of the aggregate purchase price
over the estimated fair value of the tangible net assets acquired was
approximately $1,872,000. The factors that contributed to the deter-
mination of the purchase price and the resulting goodwill include
the significant growth expected in this area due to the combination
of the Company’s long history of strong customer relationships,
financial strength and stability coupled with Donovan’s product
offerings and highly skilled technical staff. The $1,872,000 will
not be amortized; however, it will be subject to impairment testing
in accordance with Statement No. 142, “Goodwill and Other

Intangible Assets.”

oYU SOILTIODN,

On November 9, 2001, the Company acquired all of the outstanding
stock of e.Track, a New York corporation headquartered in
Pittsford, New York. e. Track is a business and software services firm
that delivers business, Internet and information technology solutions
to customers nationwide. The acquisition, which has been accounted
for as a purchase, consisted of cash payments of $§290,000 (including
debt assumed and subsequently repaid). e. Track was acquired
in order to allow the Company to offer our customers customized
software solutions along with the products and services that we have
traditionally offered.

Operating results of e.Track are included in the consolidated
statements of income from the acquisition date. The estimated fair
value of tangible assets and liabilities acquired was $116,000 and
$192,000, respectively. The excess of aggregate purchase price over
the estimated fair value of the tangible net assets acquired was
$291,000. The factors that contributed to the determination of the
purchase price and the resulting goodwill include the expectation
that the combination of e.Track’s highly skilled technical staff, cou-
pled with the Company’ financial strength and customer base, will
result in significant growth at e.Track going forward. The $291,000
will not be amortized; however, it will be subject to impairment
testing in accordance with Statement No. 142, “Goodwill and Other
Intangible Assets.”

PAGE 10

.

Financial Reporting Release No. 60, which was recently released by
the Securities and Exchange Commission, encourages all registrants,
including the Company, to include a discussion of “critical”
accounting policies or methods used in the preparation of financial
statements. The preparation of financial statements and related
disclosures in conformity with accounting principles generally
accepted in the United States of America requires management to
make judgments, assumptions and estimates that affect the amounts
reported in the consolidated financial statements and accompanying
notes. Note 1 to the consolidated financial statements appearing
elsewhere in this report describes the significant accounting policies
and methods used in the preparation of the consolidated financial
statements. Estimates are used for, but not limited to, the accounting
for the allowance for doubtful accounts, inventory allowances, and
goodwill impairments. Actual results could differ from these estimates.
The following critical accounting policies are impacted significantly
by judgments, assumptions and estimates used in the preparation of
the consolidated financial statements.

The allowance for doubtful accounts is based on our assessment
of the collectibility of specific customer accounts and the aging of
the accounts receivable. If there is a deterioration of a major cus-
tomer’s credit worthiness or actual defaults are higher than our his-
torical experience, our estimates of the recoverability of amounts
due us could be adversely affected.

Inventory purchases and commitments are based upon future
demand forecasts. If there is a sudden or significant decrease in
demand for our products or there is a higher risk of inventory obso-
lescence because of rapidly changing technology and customer
requirements, we may be required to increase our inventory
allowances and our gross margin could be adversely affected.

We perform goodwill impairment tests on an annual basis and
between annual tests in certain circumstances. In assessing the recov-
erability of the Company’s goodwill, the Company must make vari-
ous assumptions regarding estimated fucure cash flows and other
factors in determining the fair values of the respective assets. If these
estimates or their related assumptions change in the future, the
Company may be required to record impairment charges for these
assets in future periods. Any such resulting impairment charges could

be material to the Company’s results of operations.
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The following table sets forth, for the periods indicated, information
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,

2002 2001 2000
Revenue
Products 95.3% 97.0% 97.6%
Services 4.7 3.0 2.4

100.0 100.0 100.0

Cost of revenue

Products 86.7 87.1 87.2
Services 74.6 71.8 66.0
86.1 86.7 86.7

Product gross profit 13.3 12.9 12.8
Services gross profit 25.4 28.2 34.0
Gross profit 13.9 13.3 13.3
Selling, general and administrative expenses 13.4 12.6 11.2
Income from operations 0.5 0.7 2.1
Interest and other income, net 0.1 Q.2 0.2
Income before income taxes 0.6 0.9 2.3
Provisionffrorfir}come taxes 0.2 03 0.9

Net income 0.4% 0.6% 1.4%

Serere. Revenue decreased by $18.3 million or 7% to $262.0
million for the year ended July 31, 2002 or fiscal 2002 from $280.3
million for the year ended July 31, 2001 or fiscal 2001. Revenue
from the sale of products decreased by $22.2 million or 8% while
revenue from service offerings increased by $3.9 million or 48%.
The decrease in product revenue is primarily a resulc of lower sales
of personal computers and peripherals as a result of the overall slow-
down in economic activity in general as well as the decline in cor-
porate spending in the technology industry in particular in fiscal
2002. This was partially offset by increased sales of display monitors,
primarily large screen flat panel displays by our Electrograph

subsidiary. The increase in service revenue is primarily attributable

to the Company’s acquisitions of Donovan and e.Track in fiscal 2002
as well as the growth in the sales of services to customers that are

delivered by manufacturers or vendors.

Chioss Profir. Cost of revenue includes the direct costs of products
sold, freight and the personnel costs associated with providing tech-
nical services, offset in part by certain market development funds
provided by manufacturers. All other operating costs are included in
selling, general and administrative expenses. Gross profit decreased
by $0.9 million or 3% from $37.4 million in fiscal 2001 to $36.4 mil-
lion in fiscal 2002. Gross profit from product sales decreased by $1.7
million or 5% while gross profit from service offerings increased by
$0.8 million or 33%. As a percentage of revenue, gross profit from
the sale of products increased from 12.9% in fiscal 2001 to 13.3% in
fiscal 2002 primarily as a result of increased sales of higher margin
products, increased volume rebates received from manufacturers and
certain large volume product purchases for which the Company
received discounts. As a percentage of revenue, gross profit from the
sale of services declined from 28.2% in fiscal 2001 to 25.4% in fiscal
2002 due primarily to lower utilization of technical personnel as well
as increased sales of lower margin services that are delivered by man-

ufacturers or vendors.

Selling, Ceacal and sdiinistiative Dxpenses. Selling, general and
administrative expenses decreased by $400,000 or 1% from $35.5
million in fiscal 2001 to $35.1 million in fiscal 2002. The decrease is
principally due to lower salaries and personnel costs of approximately
$400,000 reflecting the cost reduction measures that have been insti-
tuted as a result of the overall slowdown in economic activity and
the reduction in revenue, decreased bad debt expense of approxi-
mately $220,000, lower advertising costs of approximately $240,000
and lower depreciation and amortization costs of $130,000. These
decreases were partially offset by higher telephone expenses of
approximately $250,000 and increased rent expenses of approxi-
mately $220,000 as a result of the Company’s acquisitions in fiscal
2002. As a percentage of revenue, selling, general and administrative
expenses increased from approximately 12.6% in fiscal 2001 to
13.4% in fiscal 2002.

Intevest aud Other Lpcoiie. Interest and other income, net, declined
by $583,000 from $767,000 in fiscal 2001 to $184,000 in fiscal 2002.
The decrease in fiscal 2002 is a result of lower cash balances available
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Manchester Technologies, Inc. and Subsidiaries

for investment, lower interest rates available in the marketplace and
the Company’s receipt of insurance proceeds in fiscal 2001 not
received in fiscal 2002. In fiscal 2001, the Company received
approximately $505,000 of proceeds in connection with a life insur-
ance 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.

SEi i Our effective tax rate increased from
34.5% of pre-tax income in fiscal 2001 to 38.9% of pre-tax income
in fiscal 2002. This increase in fiscal 2002 is primarily the result of
the Company not having the benefit of the nontaxable life insurance
proceeds received in fiscal 2001 (as discussed in Interest and Other

Income above).

<o Our revenue decreased to $280.3 million in fiscal 2001
from $300.1 million for the year ended July 31, 2000 or 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 technol-
ogy 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 developing 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.

o . Cost of revenue includes the direct costs of products
sold, freight and the personnel costs associated with providing tech-
nical services, offset in part by certain market development funds
provided by manufacturers. All other operating costs are included in

selling, general and administrative expenses. Gross profit decreased

PAGE 12

R R R ——————————

NANDT ANALYES COF FINAN

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 fis-
cal 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 lower
margin services that are delivered by manufacturers or vendors as
well as reduced demand for higher margin consulting and network

design services.

Sellfng, el g Ceiivinglve s, Selling, general and
administrative expenses increased $1.9 million or 5.8% from $33.5
million in fiscal 2000 to $35.5 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 acquisitions 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 administrative 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.

Iireress oot 13 Tovin Interest and other 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 invest-
ments as well as lower cash balances available for investment. Other
income, net in fiscal 2001 consists of approximately $505,000 pro-
ceeds 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.

Pravisior 50 weeie Tives Our effective tax rate decreased from
40.6% of pre-tax income in fiscal 2000 to 34.5% of pre-tax income
in fiscal 2001. This decrease is primarily the result of nontaxable life
insurance proceeds received in the fourth quarter of fiscal 2001 (as
discussed in Interest and Other Income above) partially offset by

higher state and local income taxes.




Qur primary sources of cash and cash equivalents in fiscal 2002 have

been internally generated working capital from profitable operations.
The Company’s working capital at July 31, 2002 and 2001 was

approximately $30.1 million and $32.0 million, respectively.

Operations for fiscal 2002, fiscal 2001 and fiscal 2000, after
adding back non-cash items, provided cash of approximately $3.7
million, $5.1 million and $5.7 million, respectively. During such
years, other changes in working capital provided (used) cash of
approximately (84.4) million, ($4.1) million and $7.6 million, respec-
tively, resulting in cash being provided by (used in) operating activi-
ties of approximately ($0.7) million, $0.9 million and $13.2 million,
respectively. 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.

Investment activities for fiscal 2002, fiscal 2001 and fiscal 2000
used cash of approximately $4.2 million, $2.0 million and $1.8 mil-
lion, respectively. These amounts include additions to property and
equipment in fiscal 2002, fiscal 2001 and fiscal 2000 of approxi-
mately $2.6 million, $2.0 million and $1.7 million, respectively, and
the payment for acquisitions, net of cash acquired of approximately
$1.6 million and $0.2 million in fiscal 2002 and 2000, respectively.

Financing activities for fiscal 2002, fiscal 2001 and fiscal 2000
used cash of approximately $0.6 million, $0.6 million and $1.0 mil-
lion, respectively. These amounts include (i) proceeds from the
issuance of common stock in connection with the exercise of stock
options of approximately $6,000 and $0.4 million, in fiscal 2001 and
2000, respectively; (ii) net repayments of bank loans, capitalized lease
obligations and other debt of approximately $0.6 million, $18,000
and $0.7 million in fiscal 2002, 2001 and 2000, respectively; and
(iii) the purchase and retirement of the Company’s common stock of
approximately $0.6 million and $0.7 million in fiscal 2001 and fiscal
2000, respectively.

We have available a line of credit with a financial institution in
the aggregate amount of $15.0 million. At July 31, 2002, 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 borrowings
under the line of credit will be adequate to support current operat-
ing levels for the foreseeable future, specifically through at least the
end of fiscal 2003. We currently have no material commitments for
capital expenditures, other than operating leases that the Company
has committed to for its facilities and certain tangible property.
Fucure capital requirements of the Company include those for the
growth of working capital items such as accounts receivable and
inventory, the purchase of equipment, expansion of facilities, as well
as the possible opening of new offices, potential acquisitions and
expansion of the Company’s service and e-commerce capabilities. In
addition, there are no transactions, arrangements and other relation-
ships with unconsolidated entities or other persons that are reason-
ably likely to affect liquidity or the availability of, or requirements
for, capital resources.

The following represents the Company’s commitment under

operating leases for each of the next five years ended July 31 and

thereafter:
(in thousands)

2003 81,729
2004 1,663
2005 1,710
2006 1,292
2007 1,175
Thereafter 607

$8,176

The Company regularly examines opportunities for strategic
acquisitions of other companies or lines of business and anticipates
that it may issue debt and/or equity securities either as direct consid-
eration for such acquisitions or to raise additional funds to be used
(in whole or in part) in payment for acquired securities or assets. The
issuance of such securities could be expected to have a dilutive
impact on the Company’ shareholders, and there can be no assurance
as to whether or when any acquired business would contribute posi-

tive operating results commensurate with the associated investment.
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Manchester Technologies, Inc. anc Subsidiaries

Impect of Recently Ilssued Accouniing Standards

In July 2001, the Financial Accounting Standards Board (“FASB”)
issued Statement of Financial Accounting Standards (“SFAS”) No.
143, “Accounting for Asset Retirement Obligations” (“SFAS 143”).
SFAS 143 establishes an accounting standard requiring the recording
of the fair value of liabilities associated with the retirement of
long-lived assets in the period in which they are incurred. The
Company has adopted the provisions of SFAS 143 effective August
1, 2002. The adoption of SFAS 143 did not have a significant effect
on the Company’s results of operations or its financial position.

In October 2001, the FASB issued SFAS No. 144, “Accounting
for the Impairment of Long-Lived Assets” (“SFAS 1447), which
addresses financial accounting and reporting for the impairment or
disposal of long-lived assets. This statement supersedes SFAS No. 121,
“Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of)” while retaining the fundamental
recognition and measurement provisions of that statement. SFAS 144
requires that a long-lived asset to be abandoned, exchanged for a
similar productive asset or distributed to owners in a spin-off to be
considered held and used until it is disposed of. However, SFAS 144
requires that management consider revising the depreciable life of
such long-lived asset. With respect to long-lived assets to be disposed
of by sale, SFAS 144 retains the provisions of SFAS No. 121 and,
therefore, requires that discontinued operations no longer be meas-
ured on a net realizable value basis and that future operating losses
associated with such discontinued operations no longer be recog-
nized before they occur. SFAS 144 is effective for all fiscal quarters
of fiscal years beginning after December 15, 2001. The Company
has adopted the provisions of SFAS 144 as of August 1, 2002. The
adoption of SFAS 144 did not have any material impact on the

Company’s consolidated financial statements.
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In April 2002, the FASB issued SFAS No. 145, “Rescission of
SFAS Statements No. 4, 44, and 64, Amendment of SFAS No. 13
and Technical Corrections” (“SFAS 145”). SFAS 145 updates, clari-
fies and simplifies existing accounting pronouncements by rescinding
Statement 4, which required all gains and losses from extinguish-
ments of debt to be aggregated and, if material, classified as an
extraordinary item, net of related income tax effect. As a result, the
criteria in Opinion 30 will now be used to classify those gains and
losses. Additionally, the Statement requires that certain lease modifi-
cations that have economic effects similar to sale-leaseback transac-
tions be accounted for in the same manner as sale-leaseback
transactions. The Company has adopted the provisions of SEAS 145
as of August 1, 2002. The adoption of SFAS 145 did not have any
impact on the Company’s consolidated financial statements.

In July 2002, the FASB issued SFAS No. 146, “Accounting for
Costs Associated with Exit or Disposal Activites” (“SFAS 1467).
SFAS 146 will spread out the reporting of expenses related to
restructurings initiated after 2002, because commitment to a plan to
exit an activity or dispose of long-lived assets will no longer be
enough to record a liability for the anticipated costs. Instead, compa-
nies will record exit and disposal costs when they are “incurred” and
can be measured at fair value, and they will subsequently adjust the
recorded liability for changes in estimated cash flows. The Company
is required to adopt the provisions of SFAS 146 as of January 1,
2003. The Company does not believe that the adoption of this state-
ment will have any impact on the Company’ consolidated financial

statements as no planned restructuring charges currently exist.

Inlztion

We do not believe that inflation has had a material effect on our

operations.




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, 2002 and 2001 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, 2002.
These consolidated financial statements are the responsibility of the Company’s management. Qur 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 overall 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, 2002 and 2001, and the results of their operations and their cash flows for each of the
years in the three-year period ended July 31, 2002, in conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, the Company adopted Statement of Financial Accounting Standards
No. 142, “Goodwill and Other Intangible Assets” as of August 1, 2001.

KPMe LLP

Melville, New York
September 25, 2002
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July 31,

2002

2001

Assars

Current assets:

(in thousands,

except per share amounts)

Total liabilities and shareholders’ equity

See accompanying notes to consolidated financial statements,
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$70,661

Cash and cash equivalents $ 8,963 $14,493
Accounts receivable, net of allowance for doubtful accounts of $956 and $1,100, respectively 32,561 25,135
Inventory 11,165 7,546
Deferred income taxes 403 459
Prepaid income taxes 426 43
Prepaid expenses and other current assets 526 362
Total current assets 54,044 48,038
Property and equipment, net 7,012 6,300
Goodwill, net 8,311 6,148
Deferred income taxes 803 342
Other assets 491 455
Total assets 870,661 $61,783
i 2C Sharvooideny Zruin
Current liabilities:
Accounts payable and accrued expenses $23,078  $15,259
Deferred service contract revenue 868 807
Total current liabilities 23,946 16,066
Deferred compensation payable 203 162
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 7,990 shares issued and outstanding 80 80
Additional paid-in capital 18,942 18,942
Deferred compensation (23) (38)
Retained earnings 27,513 26,571
Total shareholders’ equity 46,512 45,555
$61,783




CONSCLUDATED STATZMIZNTS OF N

Manchester Technologies, Inc. and Subsidiaries

)
O
5

Years Ended July 31,
2002 2001 2000

Revenue
Products

Services

(in thousands, except per shate amounts)

§249,768 $271,982  $292,971
12,242 8,296 7,102

262,010 280,278 300,073

Cost of revenue
Products

Services

216,471 236,970 255,549
9,131 5,955 4,687

225,602 242,925 260,236

Gross profit

Selling, general and administrative expenses

36,408 37,353 39,837
35,050 35,485 33,539

Income from operations 1,358 1,868 6,298
Interest and other income, net 184 767 602
Income before provision for income taxes 1,542 2,635 6,900
Provision for income taxes 600 908 2,800

Net income

Net income per share

Basic

Diluted

$ 942 % 1,727 $ 4,100

$ 012 § 021 § 051

$ 012 § 021 § 050

Weighted average shares of common stock and equivalents outstanding

Basic

Diluted

See accompanying notes to consolidated financial statements.

7,990 8,036 8,108

7,991 8,058 8,228
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Manchester Technologies, Inc. and Subsidiaries

Years Ended July 31, 2002, 2001 and 2000

Additional
Common Par Paid-in Deferred Retained
Shares Value Capital Compensation Earnings Total
(in thousands) ‘
Balance July 31, 1999 8,085 $81 $18,799 $(38) $20,744  $39,586
Purchase and retirement of stock (151) o)) (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 — — — 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
Stock award compensation expense -— — — 15 - 15
Net income — — — — 942 942
Balance July 31, 2002 7,990 $80  $18,942 $(23) $27,513 846,512

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

Years Ended July 31,

2002 2001 2009
(in thousands)
Cash flows from operating activities:
Net income $ 942 $ 1,727 $ 4,100
Adjustments to reconcile net income to net cash from operating activities:
Depreciation and amortization 2,012 2,387 2,081
Provision for (recovery of) doubtful accounts 613 832 (360)
Non-cash compensation and commission expense 15 37 34
Deferred income taxes 95 (49) (154)
Tax benefit from exercise of options — 143 —
Change in assets and liabilities, net of the effects of acquisitions:
Accounts receivable (7,773) 10,057 (264)
Inventory (3,482) (749) 1,951
Prepaid income taxes (383) 592 (620)
Prepaid expenses and other current assets (92) 176 (177)
Other assets (88) (147) 27
Accounts payable and accrued expenses 7,298 (14,053) 6,991
Deferred service contract revenue 61 (139) 365
Income taxes payable — — (668)
Deferred compensation payable 41 128 —
Net cash (used in) provided by operating activities (741) 942 13,246
Cash flows from investing activities:
Capital expenditures (2,618) (1,972) (1,661)
Payment for acquisitions, net of cash acquired (1,613) — (179)
Net cash used in investing activities (4,231) (1,972) (1,840)
Cash flows from financing activities:
Net repayments of borrowings from bank (515) — (648)
Payments on capitalized lease obligations — — (85)
Payments on notes payable—other (43) (18) 9
Issuance of common stock upon exercise of options — 6 414
Purchase and retirement of common stock — (621) (671)
Net cash used in financing activities (558) (633) (999)
Net increase {decrease) 1n cash and cash equivalents (5,530) (1.663) 10,407
Cash and cash equivalents at beginning of year 14,493 16,156 5,749
Cash and cash equivalents at end of year $ 8,963 14,493 $16,156
Cash paid during the year for:
Interest 8 - & — 3 4
Income taxes $§ 723 § 365 § 4,205
Other noncash transactions:
Common stock issued in connection with acquisitions $ — 3% — $§ 861
See accompanying notes to consolidated financial statements.
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NCTZE 72 ZONSCLZATED ZINANCIAL STATEMENTS
Manchester Technologigs, Inc. and Subsidiaries
July 31, 2002, 2001 and 2000

{in thousands, except share and per share data)

() The Company

Manchester Technologies, Inc. and its subsidiaries (“the Company”)
is a single-source solutions provider specializing in hardware and
software procurement, custom networking, storage, enterprise and
Internet solutions. The Company offers its customers single-source
solutions customized to their information systems needs by integrat-
ing 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 that may
provide the Company favorable pricing and price protection in the

event the vendor reduces its prices.

P e e
(o) Principies of Corsoddtion

The consolidated financial statements include the accounts of the
Company and its wholly-owned subsidiaries. All material intercom-

pany transactions and balances are eliminated in consolidation.

() Cash Zquivaients

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 $7,194 and $11,638 at July 31, 2002

and 2001, respectively, consisted of money market mutual funds.

() 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 contract. Deferred service
contract revenue represents the unearned portion of service contract
fees. The Company generally does not develop or sell software prod-
ucts. 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.
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{©) Mazket Sevelonmeat Funds and Adve
The Company receives various market development funds including
coaperative 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 adminis-
trative expenses. Total market development funds amounted to
$1,118, 8229, and $414 for the years ended July 31, 2002, 2001 and
2000, respectively.

The Company expenses all advertising costs as incurred.
() Tnventory
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) Prenorty and Lguipment

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) Coodwil
In July 2001, the Financial Accounting Standards Board (“FASB”)
issued Statement of Financial Accounting Standards (“SFAS”) No.
141, “Business Combinations,” and SFAS No. 142, “Goodwill and
Other Intangible Assets.”” SFAS No. 141 specifies criteria that intan-
gible assets acquired in a business combination must meet to be rec-
ognized and reported apart from goodwill. SFAS No. 142 requires
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 provision of SFAS No. 142. This
pronouncement also requires that intangible assets with estimable
useful lives be amortized over their respective estimated useful lives
and reviewed for impairment in accordance with SFAS No. 121,
The Company has adopted the provisions of SFAS Nos. 141
and 142 as of August 1, 2001. The Company has evaluated its existing
goodwill that was acquired in prior purchase business combinations

and has determined that an adjustment or reclassification to intangible




assets at August 1, 2001 was not required in order to conform to the

new criteria in SFAS No. 141 for recognition apart from goodwill.

The Company was required to test goodwill for impairment in
accordance with the provisions of SFAS No. 142 by January 31,
2002. In accordance with SFAS No. 142, goodwill is allocated to
reporting units, which are either the operating segment or one
reporting level below the operating segment. The Company deter-
mined that its reporting unit for purposes of applying the provisions
of SFAS No. 142 was its operating segment. The Company’s initial
impairment review indicated that there was no impairment as of the
date of adoption. Fair value for goodwill was determined based on
discounted cash flows.

Accumulated amortization was approximately $1,116 at both
July 31, 2002 and 2001. Goodwill amortization for the years ended
July 31, 2002, 2001 and 2000 was approximately $0, $386, and $331,
respectively. The following table shows the results of operations as if

SFAS No. 142 was applied to prior periods:
For the Years Ended

July 31,
2002 2001 2000

Net income as reported $942 $1,727  §4,100
Add back: Goodwill amortization — 386 331
Adjusted net income $942 $2,113  $4,431
Income per share—Basic

Net income, as reported $0.12 $ 021 §$ 051

Goodwill amortization —_ 0.05 0.04

Adjusted net income $0.12  $ 026 $ 0.55
Income per share—Diluted

Net income, as reported $0.12 8021 § 050

Goodwill amortization — 0.05 0.04

Adjusted net income $0.12  $ 026 § 0.54

TSI FCRRTANAN
Deferred taxes are recognized for the future tax consequences attrib-
utable 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.

{(3) Net Incomy er 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 divid-
ing 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 respective period.
Options and warrants representing approximately 887,000, 899,000,
and 153,000, shares for the years ended July 31, 2002, 2001 and
2000, 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.
2002 2001 2000
Per Share Per Share Per Share

Shares Amount Shares Amount Shares Amount
Basic EPS 7,990,000 80.12 8,036,000 $0.21 8,108,000 $0.51
Effect of

dilutive options 1,000 22,000 120,000

Diluted EPS 7,991,000 80.12 8,058,000 $0.21 8,228,000 $0.50
{(\) Accounting for Stock-Zased Comaensaion

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.
(1) Use of Hstimates
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
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Manchester Technologies, Inc. anc Subsidiaries
July 31, 2002, 2001 and 2000

(in thousands, except share and per share data)

statements and the reported amounts of revenues and expenses during
the reporting period to prepare these financial statements in con-
formity with accounting principles generally accepted in the United

States of America. Actual results could differ from those estimates.

o col e TN

The fair values of accounts receivable, prepaid expenses, notes
payable, and accounts payable and accrued expenses are estimated to
approximate the carrying values at July 31, 2002 due to the short

maturities of such instruments.

[SS) IR CCURNNETURUFSTEN
Certain prior year amounts have been reclassified to conform to the

manner of presentation in the current year.

Property and equipment at July 31 consist of the following:

2002 2001
Furniture and fixtures $ 2,194 § 3,088
Machinery and equipment 11,427 8,162
Transportation equipment 671 588
Leasehqld imrproven}er}tsr ] 3,204 2,934

17,496 14,772
Less accumulated depreciation and amortization 10,484 8,472

87,012 $ 6300

Depreciation and amortization expense amounted to $2,012,
$2,001, and $1,750 for the years ended July 31, 2002, 2001 and
2000, respectively.

Sonovan Lansuiting Uoonal e

On August 29, 2001, the Company acquired all of the outstanding
stock of Donovan Consulting Group, Inc. (“Donovan”), a Delaware
corporation headquartered near Atlanta, Georgia. Donovan is a tech-
nical services firm that delivers Wireless LAN solutions to customers
nationwide. The acquisition, which has been accounted for as a pur-
chase, consisted of a cash payment of $1,500 plus potential 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
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revenue and pre-tax earnings. In connection with the acquisition,
the Company assumed approximately $435 of bank debt and $43 of
other debt, which were subsequently repaid. Donovan was acquired
in order to strengthen the Company’s position in the Wireless LAN
arena. Donovan allows the Company to offer total Wireless LAN
solutions including state-of-the-art products as well as the services
necessary to have those products operate optimally.

Operating results of Donovan are included in the consolidated
statements of income from the acquisition date. The estimated fair
value of tangible assets and liabilities acquired was $497 and $869,
respectively. The excess of the aggregate purchase price over the esti-
mated fair value of the tangible net assets acquired was approximately
$1,872. The factors that contributed to the determination of the pur-
chase price and the resulting goodwill include the significant growth
expected in this area due to the combination of the Company’ long
history of strong customer relationships, financial strength and stability
coupled with Donovan’s product offerings and highly skilled technical
staff. The $1,872 will not be amortized; however, it will be subject
to impairment testing in accordance with Statement No. 142,
“Goodwill and Other Intangible Assets.”

The presentation of supplemental pro forma financial informa-

tion is deemed immaterial.

o Track Solutions, o,

On November 9, 2001, the Company acquired all of the outstanding
stock of e.Track Solutions, Inc. (“e.Track”), a New York corpora-
tion headquartered in Pittsford, New York. e.Track is 2 business and
software services firm that delivers business, Internet and informa-
tion technology solutions to customers nationwide. The acquisition,
which has been accounted for as a purchase, consisted of cash pay-
ments of $290 (including debt assumed and subsequently repaid).
e.Track was acquired in order to allow the Company to offer our
customers customized software solutions along with the products and
services that we have traditionally offered.

Operating results of e.Track are included in the consolidated
statements of income from the acquisition date. The estimated fair
value of tangible assets and labilities acquired was $116 and $192,
respectively. The excess of aggregate purchase price over the estimated
fair value of the tangible net assets acquired was $291. The factors
that contributed to the determination of the purchase price and the

resulting goodwill include the expectation that the combination of




e. Track’s highly skilled technical staff, coupled with the Company’s

financial strength and customer base, will result in significant growth
at e.Track going forward. The $291 will not be amortized; however,
it will be subject to impairment testing in accordance with Statement
No. 142, “Goodwill and Other Intangible Assets.”

The presentation of supplemental pro forma financial informa-
tion is deemed immaterial.
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Accounts payable and accrued expenses consist of the following:

July 31,
2002 2001
Accounts payable, trade 819,785 811,759
Accrued salaries and wages 1,894 1,974
Customer deposits 554 711
Other accrued expenses 845 815
$23,078  $15,259

The Company has entered into financing agreements for the
purchase of inventory. These agreements are unsecured, generally
allow for a 30-day non-interest-bearing payment period and require
the Company to maintain, among other things, a certain minimum
tangible net worth. In each of the years in the three-year period
ended }July 31, 2002, the Company has repaid all balances outstand-
ing under these agreements within the non-interest-bearing payment
period. Accordingly, amounts outstanding under such agreements of
$2,884, $1,719, and $2,645 at July 31, 2002, 2001 and 2000, respec-
tively, are included in accounts payable and accrued expenses. As of
July 31, 2002, retained earnings available for dividends amounted to
approximately $15,500.

R T P P

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 $346, $317, and $250, for the years ended July 31,
2002, 2001 and 2000, respectively.

The Company also has two deferred compensation plans that

are available to certain eligible key employees. The first plan consists

of life insurance policies purchased by the Company for the partici-
pants. Upon vesting, which occurs at various times from three to ten
years, a participant becomes entitled to have ownership 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 fifteen years from such
employee’s entrance into the plan. The Company has chosen to pur-
chase life insurance policies to provide funding for these benefits. As
of July 31, 2002 and 2001, the Company has recorded an asset
(included in other assets) of $256 and $129, respectively, representing
the cash surrender value of policies owned by the Company and a
liability of $203 and $162, respectively, relating to the unvested por-
tion of benefits due under these plans. For the years ended July 31,
2002, 2001 and 2000, the Company recorded an expense of $212,
$246, and $92, in connection with these plans. During fiscal 2001,
the Company received $505 in connection with a life insurance pol-
icy that it carried on an employee who died, which was partially off-
set by $250 in compensation benefits paid to the deceased employee.

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 $1,973, $1,756, and $1,594 for
the years ended July 31, 2002, 2001 and 2000, respectively.

The following represents the Company’s commitment under

operating leases for each of the next five years ended July 31 and

thereafter:

2003 $1,729
2004 1,663
2005 1,710
2006 1,292
2007 1,175
Thereafter 607

$8,176
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NCUZE TO CONESCLIZATED FINANTIAL STATIMENTS
Manchester Technologies, Inc. and Subsidiaries
July 31, 2002, 2001 and 2000

(in thousands, except share and per share data)

Salgooon

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.

A ol G NS P
W me ol Lredll

In July 1998, the Company entered into a revolving credit facility
with its banks, which was revised in June 1999 to change participat-
ing banks. Under the terms of the facility, the Company may borrow
up to a maximum of $15,000. Borrowings under the facility bear
interest at variable interest rates based upon several options available
to the Company. The facility requires the Company to maintain cer-
tain financial ratios and covenants. As of July 31, 2002, there was no
balance outstanding under this agreement, which expires on January
31, 2005.

FEY Veam e T nernn
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The provision for income taxes for the years ended July 31, 2002,
2001 and 2000 consists of the following:

2002 2001 2000
Current

Federal $325 $728 $2,242
State 180 229 712
505 957 2,954

Deferred
Federal 70 (38) (115)
State 25 (1) (39)
95 49) (154)
908  $2,800

$600 )

The difference between the Company’s effective income tax

rate and the statutory rate is as follows, for the years ended July 31:

2002 2001 2000
Income taxes at statutory rate 8524 £ 896 $2,346
State taxes, net of federal benefit 114 144 444
Non-deductible goodwill amortization — 85 85
Non-taxable life insurance proceeds — 172) —
Other (38) (45) (75)
$600 $908

$2,800
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The tax effects of temporary differences that give rise to signif-
icant portions of the net deferred tax asset at July 31, 2002 and 2001

were as follows:

2002 2001
Deferred tax assets (liabilities):
Allowance for doubtful accounts $ 383 $ 439
Deferred compensation 554 473
Depreciation 249 409
Other 20 (20)
Net deferred tax asset $1,206

$1,301

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.

O T T e e s e e e
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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 generally include annual
increases of five percent. Rent expense for these facilities aggregated
approximately $932, $884, and $828 for the years ended July 31,
2002, 2001 and 2000, respectively.

The Company paid legal fees to a law firm in which a director
of the Company is a partner. Such fees amounted to approximately
$208, $215, and $177, including disbursements, in the fiscal years
ended July 31, 2002, 2001 and 2000, respectively.

During fiscal years ended July 31, 2002, 2001 and 2000,
the Company received approximately $45, $178, and $273, respec-
tively, in revenue from a company controlled by a director of
the Company.

On May 20, 2002, the Company loaned its chief executive offi-
cer approximately $965 bearing an interest rate of 2.00%. On May
30, 2002, the Company’s chief executive officer repaid $585 of the
loan and the remainder of the loan was repaid on July 18, 2002 plus

accrued interest.



In the ordinary course of its business dealings with customers

and vendors, the Company utilizes a restaurant owned by the chief
executive officer and a member of his family for such catering, din-
ing and entertainment services. During the years ended July 31,
2002, 2001 and 2000, the Company paid approximately $109, $64,

and $62, respectively, for such services.

Warmants

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 were

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

Stock Grtion Pl

Under the Companys 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 a
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 ter-
mination 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, 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 $3.74
Exercised {1,500} $3.8125
Cancelled (49,100) $4.19
Balance July 31, 2001 899,084 8395
Granted 81,800 $2.55
Exercised — —
Cancelled (55,800) $4.07
Balance July 31, 2002 925,084 $3.81

At July 31, 2002, options with the following ranges of exercise

prices were outstanding:

Options Outstanding

Range of - th}o-n.i E‘ftmntlgl?feldsabli
Exercise Weighted Average Renuining Weighted Average
Prices Number  Exercise Price Life Nuimber Exercise Price
$2.30-83.75 214,800 $2.94 7 Yrs. 135,500 $3.07
$3.76-84.00 528,334 $3.83 5Yrs. 461,666 $3.83
$4.01-85.69 181,950 $4.78 7 Yrs 109,808 $4.76

$2.30-85.69 925,084 $3.81

6 Yrs. 706,974 $3.83

All options granted expire ten years from the date of grant
except for options granted to directors, which expire five years 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 that have an exercise price
equal to or greater than the fair market value of the underlying stock
on the date of grant. Had compensation cost for the Company’s

stock option grants been determined based on the fair value at the
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(in thousands, except share and per share data)

grant date under SFAS No. 123, the Company’s net income and net
income per share for the years ended July 31, 2002, 2001 and 2000

would approximate the pro forma amounts below:

2002 2001 2000

Net income:

As reported $942 $1,727  $4,100

Pro forma $ 577 $1,335 $3,813
Basic net income per share:

As reported $0.12 $ 021 § 051

Pro forma %0.07 $ 0.17 § 047
Diluted net income per share:

As reported © 8012 $ 021§ 050

Pro forma $0.07 $ 0.17 § 046

The pro forma effects on net income and diluted net income
per share for 2002, 2001 and 2000 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:

2002 2001 2000
Expected dividend yield 0% 0% 0%
Expected stock volatility 59% 55% 49%
Risk-free interest rate 3% 5% 5%
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 2002, 2001 and 2000 was $1.79, $2.03, and
$2.15, respectively.

Aemureese oF Oeseren Stoek
During the years ended July 31, 2001 and 2000, the Company
repurchased 171,000 and 150,600 shares of its common stock at
an aggregate purchase price of $621 and $671, respectively. Such
shares were subsequently retired. No shares were repurchased in
fiscal 2002.

O S APPSR RIS SRR ETRIE B o JRONR
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The Company sells and provides services to customers who are
located primarily in the eastern United States.

The Company’s top five vendors accounted for approximately
15%, 14%, 14%, 14%, and 13%, respectively, of total product
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purchases for the year ended July 31, 2002. The Company’s top four
vendors accounted for approximately 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 approxi-
mately 16%, 14%, and 10%, respectively, of total product purchases
for the year ended July 31, 2000.

At July 31, 2002, two customers accounted for 9% and 5%,
respectively, of the Company’s accounts receivable. No customer
accounted for more than 5% of the Company’s accounts receivable at
July 31, 2001 and 2000. For the fiscal years ended July 31, 2002,
2001 and 2000, no one customer accounted for more than 10% of

total revenue.

In July 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations” (“SFAS 143”). SFAS 143 establishes an
accounting standard requiring the recording of the fair value of lia-
bilities associated with the retirement of long-lived assets in the
period in which they are incurred. The Company has adopted the
provisions of SFAS 143 effective August 1, 2002. The adoption of
SFAS 143 did not have a significant effect on the Company’s results
of operations or its financial position.

In October 2001, the FASB issued SFAS No. 144, “Accounting
for the Impairment of Long-Lived Assets,” (“SFAS 144”), which
addresses financial accounting and reporting for the impairment or
disposal of long-lived assets. This statement supersedes SFAS No. 121,
“Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of,” while retaining the fundamental
recognition and measurement provisions of that statement. SFAS 144
requires that a long-lived asset to be abandoned, exchanged for a
similar productive asset or distributed to owners in a spin-off to be
considered held and used until it is disposed of. However, SFAS 144
requires that management consider revising the depreciable life of
such long-lived asset. With respect to long-lived assets to be disposed
of by sale, SFAS 144 retains the provisions of SFAS No. 121 and,
therefore, requires that discontinued operations no longer be meas-
ured on a net realizable value basis and that future operating losses
associated with such discontinued operations no longer be recog-
nized before they occur. SFAS 144 is effective for all fiscal quarters
of fiscal years beginning after December 15, 2001. The Company




has adopted the provisions of SFAS 144 as of August 1, 2002. The
adoption of SFAS 144 did not have any material impact on the

Company’s consolidated financial statements.

In April 2002, the FASB issued SFAS No. 145, “Rescission of
SFAS Statements No. 4, 44, and 64, Amendment of SFAS No. 13
and Technical Corrections” (“SFAS 1457). SFAS 145 updates, clari-
fies and simplifies existing accounting pronouncements by rescinding
Statement 4, which required all gains and losses from extinguish-
ments of debt to be aggregated and, if material, classified as an
extraordinary item, net of related income tax effect. As a result, the
criteria in Opinion 30 will now be used to classify those gains and
losses. Additionally, the Statement requires that certain lease modifica-
tions that have economic effects similar to sale-leaseback transactions
be accounted for in the same manner as sale-leaseback transactions.
The Company has adopted the provisions of SFAS 145 as of August 1,
2002. The adoption of SFAS 145 did not have any impact on the
Company’s consolidated financial statements.

In July 2002, the FASB issued SFAS No. 146, “Accounting for
Costs Associated with Exit or Disposal Activities” (“SFAS 146”).
SFAS 146 will spread out the reporting of expenses related to
restructurings initiated after 2002, because commitment to a plan to
exit an activity or dispose of long-lived assets will no longer be
enough to record a liability for the anticipated costs. Instead, compa-
nies will record exit and disposal costs when they are “incurred” and
can be measured at fair value, and they will subsequently adjust the

recorded liability for changes in estimated cash flows. The Company

is required to adopt the provisions of SFAS 146 as of January 1,
2003. The Company does not believe that the adoption of this state-
ment will have any impact on the Company’s consolidated financial

statements as no planned restructuring charges currently exist.

LA A AT PPN

03 Quarteny Resuis urewdlied)
Oct. 31 Jan. 31 Apr. 30 July 31 Year

2002
Revenue $61,566 $68,099 865,131 $67,214 $262,010
Gross profit 8,494 10,067 9,041 8,806 36,408
Net income 104 433 364 41 942
Basic earnings

per share 0.01 0.05 0.05 0.01 0.12
Diluted earnings

per share 0.01 0.05 0.05 0.01 0.12
2001
Revenue $81,142  $70,888  $68,598  $59,650  $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

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 neces-

sarily equal the year’s earnings per share.
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Manchester Technologies, Inc. and Subsidiaries

Our Common Stock is traded on the Nasdaq National Market®, On October 15, 2002, the closing sale price for the Company’s
under the symbol MANC. The following table sets forth the quar- Common Stock was $1.90 per share. As of October 15, 2002, there
terly high and low sale prices for the Common Stock as reported by were 46 shareholders of record of the Company’s Common Stock.
the Nasdaq National Market. The Company believes that there are in excess of 500 beneficial
Eiscal Year 2001 High Low holders of its common stock.

First Quarter §5.625  $3.156 Manchester has never declared or paid any dividends to share-
Second Quarter 4000 2.000 holders. At this time we intend to continue our policy of retaining
Third Quarter 2750 1.938 earnings for the continued development and expansion of our business.
Fourth Quarter 2.850 2.060

Fiscal Year 2002

First Quarter $2.800 8$2.120
Second Quarter 2,790  2.150
Third Quarter 2.890  2.070
Fourth Quarter 2.740 2.050
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