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= Company Profile

Edgewater Technology, Inc. is an innovative technology management consulting firm. We offer o
unique blend of premium information fechnology services that assist our clients to improve financial
and operational performance across their organizations. We develop business strategies and tech-
nology solutions that address their specific needs while providing them with increased competitive
coot P advantage. Headquartered in Wakefield, MA, we go to market by verticcl industry and provide our

=7 ‘ T clients with a wide range of business and technology offerings.

With more than ten years of operating * Delivery Excellence

history, Edgewater Technology has become ¢ Vertical Expertise o
well respected in the information technology ¢ Technology Excellence

services industry by continually focusing on ¢ Middle-Market Focus

five core values: * Strong Operational Metrics

Financial Highlights

As of December 31, 2004 2003

(In Thousands, Except Per Share Data)
Balance Sheet Data:
Cash and marketable securities $33,908 $44,259

Goodwill and intangibles 16,628 13,135
Deferred tax asset ’ 22,213 22,175
Other assets 8,953 6,962
Total assets $81,702 $86,531
Total liabilities $ 5,106 $ 5,647 e
Stockholders’ equity 76,596 80,884
Total liabilities and
stockholders’ equity $81,702 $86,531
Periods Ended December 31, 2004 2003 2002 2001 .~ 2000
Statement of Operations Data:
eRevenues_. .. ,_. . $25,322 . $25,054. 318,666 .$26,574 $31,799
Gross profit 9,663 11,514 6,761 10,841 15,965
Income (loss) from -
continuing operations (831) 1,994 {10,058) 3,678)  (1,681)
Diluted earnings per share:
Continuing operations $ (0.07) $ 0.7 $ (0.87) $ (0.28) § (0.06)
Weighted average shares, diluted 11,283 11,694 11,575 12,935 29,212
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he past year has been one of build-
Ting and assimilating for Edgewater

Technology. While revenue remained
effectively flot for the year, Edgewater
increased its service offerings and depth
to provide solutions which begin and end
with business improvement. This improve-
ment is achieved through the strategic
application of technology and its subse-
quent effect on management. Technology
needs the soame measured, thoughtful
management that luminaries and business
schools have histarically provided to busi-
ness in general. Allowing technology to be
an afterthought through ever faster cycles
of innovation and obsolescence simply will
no longer be accepted. Edgewater has
been steadily putting together the premium
IT services offerings required to institute
true technology management.

Offshore outsourcing continued fo increase
its market share of commodity IT services
during the past year, putting price pressure
on many services firms and forcing oscillat-
ing strategies for handling the competitive
challenge. | am pleased that Edgewater
Technology's price margins continue to
remain firm and our strategy steady and on
course. We continue to stress verfical market
messages enabled by strategic technology.

During 2004, Edgewater Technology
expanded its premium IT service offerings
to include Business Intelligence, Corporate
Performance Management, Data Services
and Managed [T Services. Qur acquisition
and infegration of Ranzal & Associates, a pre-
mier Hyperion-enabled Business Intelligence
and Corporate Performance Manogement
services orgonizotion, has immeasurably
accelerated our position within this critical
premium |T service sector. In addition,
Edgewater Technology accelerated its
organic investment in the area of Data
Services and Managed T Services with
strategic hires, partnerships and refined
strategically-oriented offerings.

Letter to Our Stockholders:

We deliver premium IT service offerings that include Business Intelligence,
Corporate Performance Management, Data Services and Managed 1T Services.

Edgewater Technology continuously
leverages its deep roots of custom design,
build, integration, and operation to pro-
vide a holistic view of IT services within a
discipline of technology management con-
sulting. Clients now can access complex
business and technology strategies, pro-
gram and project management, and
architecture and design services independ-
ently of @ major systems build or integra-
tion. This flexibility provides organizations
the ability for the straighforward inclusion
of many resources. They may include
price-advantaged offshore resources,
highly-specialized boutique talent, busi-
ness process outsourcing solutions, prod-
uct and internal resources to any project.
Yet clients can retain premium services that
Edgewater Technology has to offer such as
project management and design.

It is exciting that all of these initiatives are
unfolding throughout 2005. | am confident
that Edgewater Technology will become the
premier provider of premium [T services for
the middle market and Global 2000 sub-
sidiary space. By providing a unique selec-
tion of services, Edgewater Technology can
deliver a valuable cost effective alternative
to both commodity offshore outsourcers
and the mega-global IT services providers.

As ever, we remain focused on our core
values of nurturing long-term customer
relationships, fostering employee profes-
sional growth and thereby, long-term
shareholder value. | want to extend my
appreciation to Edgewater Technology’s
team of professionals along with our
clients and stockholders for their continued
support and commitment.

Shirley Singleton

President and Chief Executive Officer
Edgewater Technology, Inc.

April 2005

Edgewater
Technology
has the ability
to provide a
holistic view
of IT services
within a
discipline of
technology
management
consulting.
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Developmg business

Edgewuter Technology is an innovative technology management consulting firm
providing a unique blend of premium IT services.

-

Our delivery excellence is a
derivative of a well-defined
business plan, highly-
trained consultants, strong
technical expertise, and
established implementation

and support methodologies.

HIGH CONCEPT

We use an iterative business
and technology approach,
with an emphasis on quality
assurance and project
management, to rapidly
and successfully deploy our
solutions. Our delivery
history has also contributed
to our ability to build long-

term customer relationships.

2 Hoeon B3

n today’s complex business environment,

organizations are continually seeking

ways to optimize business processes and
improve the delivery of information to cus-
tomers, suppliers, employees, shareholders,
partners and other constituents by enhancing
information technology (“IT") systems. While
many organizations support their IT needs
and initiatives internally, they are often faced
with the realization that they lock the
resources or expertise to clearly identify
where improvements can be made.
Organizetions are looking to build, integrate
and implement change across their enter-
prise. Finding the right industry and technical
expertise to assist in business process change

is an imporfant decision.

For over a decade, Edgewater Technology
has offered its clients a unique blend of
premium |T services designed to assist
them in improving financial and opera-
tional performance across their enterprise.
We develop business strategies and tech-
nology solutions thot oddress our clients’
specific needs while providing them with

increased competitive advantage.

Edgewater Technology is ¢ leading provider
of premium information technology services
for both the middle market and divisions of
Clobal 2000 companies. We deliver a range

of business and technology offerings that

assist our clients in aligning their business

goals and IT initiatives.

Envision and realize strategic
business solutions.

We serve our clients by delivering industry-
based process re-engineering services
coupled with strategic technology man-
agement services. These strategic business
solutions assist our clients to align their
specific business goals with an enterprise-
wide IT strategy. We initially conduct an
overall IT assessment and business analy-
sis. This involves a detailed evaluation of
possible technology alternatives, including
whether the solution should be a pack-
aged solution, a customized solution or a

combination of both.

Implement Corporate Performance
Management ("CPM") solutions.

The primary goal of the solutions we develop
is to improve financial performance and
operating metrics across a client’s enfer-
prise. We develop these solutions by lever-
aging a blend of technology and vertical
expertise as well as partnering with industry
CPM leaders. With CPM, clients are able to
improve their overall operational perform-
ance and productivity. A client’s ability to
extract data and alert management of
operctional issues can enhance near

real-time decision making—otherwise




strategies and
technolo

known as Business Activity Monitoring, a

building block of CPM.,

Optimize business processes to
improve the delivery of products
and services.

One of our key differentiators is our ability
to deliver solutions that integrate effectively
into our clients’ existing infrastructures,
while improving business operations that
support the generation of revenue. We
develop these solutions by conducting
business process analysis. The data from
the analysis enables us to map business
process with technology. In addition, we
have the ability to develop progrems that
manage multiple projects, including those
that are complex and could involve multi-
ple local and global vendors. To build the
best strategic, customized application, we
take all facets of our clients’ business into
consideration and make recommendations

that best fit their business needs.

Maximize and unlock the value of
corporate data assets.

Edgewater Technology provides its clients
with the necessary knowledge and experi-
ence fo successfully integrate data from the
most complex systems. With proven
methodologies, we deliver data integration
solutions, including data warehouses and

data marts, which enable organizations to

access, integrate, fransform, and deliver

enferprise data from any source.

Managed Services.

We offer o complete range of managed IT

services that enable our middle-market

clients to concentrate on their core busi-
ness, while being assured their technical
infrastructure will support them as they
grow. We offer services including infra-
structure assessment and restructuring, as
well as managed solution care, which
includes hosting solutions; remote moni-
toring ond maintenance; network and
operating systems maintenance; and
application maintenance. These strategic
services ensure that our clients’ technical
infrastructure will properly support their
short- and long-term business require-
ments, while aligning their business goals

with their technical capabilities.

Access and leverage our blend of
industry and technical expertise.
Across all of our service offerings, we pro-
vide a combination of vertical business
knowledge along with technology expertise
in the areas of strategy, technology and pro-
gram management. This approach enables
us fo deliver powerful business solutions that
are specifically designed for our clients’

business and industry.

tfions

We extend our services by
combining vertical-industry
knowledge with a broad
base of key strategic tech-
nologies to build scalable
custom solutions that pro-
vide a solid return on our

clients’ investments.

Our technical expertise
includes: Business Activity
Monitoring, architectural
services, service-oriented
architectures, data and
managed services, trans-

actional processing and

legacy integration.

EDCEWATER—
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We offer a complete range
of managed IT services
that enable our middle-
market clients to concen-
trate on their core
business, while being
assured their technical
infrastructure will support

them as they grow.

These strategic services
ensure that our clients’
technical infrastructure
will properly support their
short- and long-term
business requirements
while aligning their busi-

ness goals with their

technical capabilities.

HIGH VALUE

EDGEWAT

TECHNOLOGY il
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A spectrum
of services

dgewater Technology offers a full
spectrum of services and expertise
to ensure the success of our

engagements, including:

Strategy

Our blend of vertical industry experts and
technology specialists provides our clients
with technology strategies that deliver
long-term value across their enterprise.
This ensures that strategic plans not only
serve the business need, but also are scal-
able, maintainable, and ultimately deliver

the expected return on investment.

Design

Within this critical phase, we specialize in
identifying and documenting the solution’s
detailed design. Design componenis range
from defining what technologies and tools
will integrate with the client’s current (T
infrastructure to what creative resources
will be required to maintain consistency
with the client’s current brand. We believe
that our clients can significantly benefit
from investing in the design phase—they
can {1) reduce overall development costs;
(2} reshape the quality of corporate data
assets and the effectiveness of business
process; and (3) provide a flexible platform

for more effective maintenance.

Build

We provide a blended approach of serv-
ices to develop and implement IT systems,
including technology, methodology and
project management. We build strategic
solutions that address our clients’ specific
needs, provide them with inherent value
and ensure that their solution aligns with

their business goals.

Managed Services

Edgewater Technology hos a dedicated
team offering a complete range of techni-
cal infrastructure support services. Their
capabilities enable our clients to concen-
trate on their business, while being
assured their technical infrastructure will
support their growth. Our Managed

Services offerings involve:

* Maintaining applications that require
fast enhancement cycles, constant inte-
gration in changing environments and

specialized quality assurance; and

* Operating our clients’ customized
operations by remotely managing a
customer’s IT system onsite at their
location or providing facilities man-

agement at Edgewater’s networking

operating facility.
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Selec'red Fmancml Da’ra

The 2004 2003 2002 200 ond 2000 selecTed consolidated financial datd presem‘ed below has been der:ved from our oudlfed con-

B solidated financial statements. Our formér operating businesses, consisting of the StaffMark commercial staffing division, Robert Walters,
. S’rrotegm Legal, IntelliMark and: ClinForce (the “Staffing Businsses”) are présented as discontinued operations. We believesthat this infor-
mution should be read in conjunction with our audited consolldo’red financial statements and accompdriying notes included elsewhere in
this Annucl Report and the succegding. Monogemém s Dtscusmon and Ano|y5|s of Fmoncnol Condlhon and Results of Operations,” which

focuses on our cormnumg operchons . _ .
Year Ended December 31, - j ' CCo. T 2004 . 2003 . 2002 2001 2000
{In Thousands, Except Per Share Dofo) S . TSR Y ' T '
‘ Consohdoted Statements of Operchons Dofo R S : . -
. Total revenues - U T $25,322 $25,054  $ 18,666 826,574 $- 31,799
~ Cost of services. .- ST e ’ 15,659 . - 13,540 11,905 - 15,733 15,834 .
" Grossprofit . - N S 9,663 11,514 6761 10,841 . 15965 -
Operating expenses:” e I s ) ) _ S T
. Selling, generol ond cdmlmstrohve o 10,154 - - 10,080 ° 8,833 10,551, 14411 ¢
Depreciation and amortization - - e . 896 .- . 948 1,003 . 5,465 5,078°
Impairment of goodwdl( ) o o . i : - = 7,411 R _
Res?rucfurmg 2. I o e — - 349 . —_ =
Total operating expenses S - 11,0500 11,028 . 17,596 16,016 719,489
Operating (loss)-incomé = = (1,387) . . 486" - (10,835 - (5,175) (3,524)-
Interest income, net Co T - 7 B56. - 455 777 2,090 3,077
""{Loss) income before taxes, discontinyed operations, ' o o B - o
. extraordinary item ond change in accounhng prmcnple 831y (., %4] (10,058) ~ (3,085) " (447}
Tax (beneflf) prowsxon K . e L — {1,053 — ‘

593 . 1,234

(Loss) income from’ conhnumg operohons before
discontinued operations, extraordinary |tem

N

.and change in accounting prlnople S - ‘(831) o 1,994'- (10,058) (3,678) . (1,681)'.
o Discontinued opero'nons ) C o ' . N . i L
income (loss) from operohons of dlsconhnued ‘ L : . -- _ e : .
divisions, net of applicable toxes - N 236 (1,020 J(950) 0 -(Q04) (113,534
Gain on sole of divisions, _net of applicable taxes . =L — — 6,514 . 64,368 -
(Loss) income before extraordinary item e I " o - - -
and change in‘accounting principlé -~ - . C - (595)7 o 9747 - (11,008) 1,932 "~ (50,847)
. Extraordinary, itern, net of applicable taxes (3) -~ : - — = — (27) (360
* .. Change in‘accounting principle (1) B —_ = (12,451). —
. Net (loss)income =« S . § (595) 974 " .5(23,459) - $ 1,905 $ (51,207)
Bos‘ig;(lo‘s‘s) incbr,ﬁ'evper' s'h'dré’;‘ L o , S s ot R BN S
- Continuing operations o N o “$(0.07) . $0.18 ‘$(O 87) ‘${0.29) . .${0.06) .,
.Discontinued opef’ohons S o - 0.02 - (0.09) (O 08) . 044 = (1.68) ¢
Extraordinary item* - - ‘ = — ST = -(0.01)
‘Change-in occounhng prmuple ’ RPN - L (1 08) T —
Nef (loss) income . oo , S . $(0.05) $0.09. $(2.03). $0.15 $(1.75})-
- - Weighted average shares, basic : - 11,283 . 11,381+ . 11,575, , 12,858 29,2172
Diluted (lbss)-incjéme‘pe‘r shct;ré; R | - ‘ < o " N . : :
Contfinuing operations  ~ . ' - 8(007) 0, 3007 $(0.87) $(0.28) $(0.06)
Discontinued- ope'rohoné o . ..002 0.09) - (0.08}, 043 | {1.48)
Extroordinafy item ™ . S = = L= g S ooy
Change in occoummg prmople : ST e — S (1.08) . — —
‘Net (loss) income " : T $(0.05) * 3$.0.08 $(2.03) - _ $0.5 $(1.75) .
*Weighted overoge shares, dnlufed S T 711,283 4 11,694 11,575. 12,935 ©29,212

»




(1} The Company cdobfed Statement of Financial Accounting Standards {“SFAS") No. 142 on JanGary 1, 2002°and, in accordance therewith, recorded asa change_
in accounting principle @ non-cash chorge of $12.5 million relating to an impairment of recorded goodwill. On December 2, 2002, the selected annual measure-
menf date, the Company recorded an additional non- ccsh chorge of $7.4 million; relcfmg to a further |mpc|rmen‘r of goodW|H See Note 2 of the consolxdofed

fingncial statements included elsewhere herein.

§2) As a result of @ workforce reduction on February 28, 2602, the Compony recorded approximately $0.3 mllhon |n ossocrored resfrucfurmg charges relofed to
severance costs. See Note 5 of the consolidated financial statemerits included elsewhere heérein. .

(3) Cn December 26,-2000, a tragedy occurred of our Wakefield, Mossochbseffs office, where seven employees were murdered. We incurred exp‘enses totaling
approximately $1.0 million, “for items such as legal fees, charitable foundation costs, famityand employee counselors, and property and facility. expenses These
costs are presented as an extraordinary iterh, net of insurance proceeds and the” applicable tax effect, in the accompanying consolidated statements of cperations.
For the year ended December 31, 2001, amounis recorded_ds exfroordrnc:ry rrem represent additional occruo)s, het of i insurance proceeds, and the applicable

income tax effecf

As of December 37,- o : ‘ .. 2004

© 2001 .

2000

2003 2002
{In Thousands} -
Consolidated Balance Sheet Data: -~ : . _ . .

"Cash equivalents and 'marketable securmes 4. o ’ - $33,908. $44,259 $46,782 $ 51,501 ‘ $145,581
Goodwill and |nfong|b|es : o I 16,628 - - 13,135 11,614 31,807 36,530
‘Deferred tax asset . . ) / s 22,213 - 22,175 122,884 22,523 26,628

Other assets T : o C . 8,953 6,962 5,213 7,016 - 45,961

Total assets Co S . - $81,702 $86,531° | $86,493 = $112,847 $254,700

Total liobilifies - . © $5106 © $5647 S 545 S 7,855 17,455

~  Stockholders’equity i ‘ s 76,596 80,884 © 81,037 104,992 237,245
Total k 'biliﬁes and stockholders equﬁy S . $81,702 $86,531 $86,493 $112,847°  $254,700
' Oursfdnding shares of comm’_on stock - - : V 10,594 11,366- - 11,485 11,594 28,693

(4) During 2000 ond 2001, we engaged in a series of transactions to dispose of the Staffing Businesses that were unrelated to the premium IT services we provided
durmg those periods, and which we continue to provide. A portion of the proceeds of these dispositions, consisting of $130.0 million, was used to complete ¢ ‘
tender offer repurchase of our common stock, which was completed on January 23,2001 The changes in cash equivalents and marketable securities balance
from2000 to 2001 occurred principally due to the comp!ehon of one of these dispositions, and the closing of the $130 Million Tender Offer Repurchase, after

December 31, 2000.

- -
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Selec’red FlnanCIaI Da’ra

The 2004 2003 2Q02, 200] and 2000 selected consolidated financia! data presented below has been dernved from our ouduted con-

[ solidated financial stotements. Qur.formeér operating busineises, consisting of the ‘StaffMark commercial sfoﬁmg leISIOﬂ Robert Walters,
. Stroteglc Legal, InfelliMark and ClinForce (the “Staffing Busingsses”) are présented as discontinued operations. We believerthat this infor-
mation should be read in conjunction with our audited consoli dc?ed financial statements and accompdriying notes included elsewhere in
this Annual Report and the succeeding, “Management’s Dlscussmn and Ano|y5|s of Financial Condmon and Results of Operations,” which

focuses on our connnumg opercmons ®, .
Yeor Ended December 31, - . .. 2004 . 2003 2002 . 2001 2000
{in Thousands, Except Per Share Dofo) o L s - J‘ ' i
R Consolldoted Stofemenfs of Operohons Do’ro - f I S - " -
. Total revenues - ‘, e T . - $25,322 $25,054 $18,666  $26,574 $- 31,799
~ Cost of services .~ - S o 15,659 3 540  11,905-. . 15,733 15,834 ..
" Grossprofit .- 0 9,663 1,514 6,761 10,841 . 15965,
Operating expenses: . . R a : ‘ ‘ Y T o
. Selling, generol and odmlmsfrahve oL -.10,154 - 10,080 . 8,833 : 10,551, 14,400 °
Deprecigtion and dmortization -+~ - - - : . 896 .- . 948 1,003 - 5,465 5,078
[mpairment of goodwal (- S = 7,411 = =
Restructuring (2) , - A — R 349 . —
~ Total operating exp‘é‘néeé I S 11,0500 11,028 . 17,596 16,016 "19,489
N Operating (loss)- mcome o o - (1,387) 486 - (10,835) - (5,175) (3,524)- =
" Interest income, net* - .. 7 B56. . 455 777 . 2,090 3,077
""{Loss) income before taxes, discontinued operations, ' < o A - S o
A exfroordmory item and change in occourmng pnncsple 3 (831) - (.%941 . (10,058) (3,085 - (447).
Tax (benefd) provision - . . L — (1,053) - L= 2593 0 1,234
(Loss) income from | conhnumg operohons before S - : o R S
'discontinued operations, extroordmory nem L _— S : S " : . A
.and change: in accounting prmople B : ¢ (831) 1,?94' (10,058) (3,678) {1,681}
% Discontinued operations: C S ' . T S L
Income (loss) from operations. of dlsconhnued . o R I KRy : S
divisions, net of oppllcoble taxes. T 236 (1,020 - (950) -(904) © (113,534
Gom on sale of leISIOﬂS, net of cpphcoble taxes : — LN —_— ‘ Co— 6,514 . 64,368 -
(Loss) income before extraordinary item e R - ; -
‘and change in accounting principlé - . ‘ -0 (895)7 o - 9747 . (11,008) 1,932 " {50,847)
_Extraordinary, item, .nét of opplicable taxes (3) .~ ' e — T = - 27y (360
- . Change in“accounting principle (1) . T L= o— o {12,451) — T
. Net (loss) incdme - ' - % (595) % 974 ~.$(23,459) . $.1,905 $ (51,207)
Bosnc {loss) income per share; . _ ' O P B '
Confmumg operctions o o $(0.07) . $0.18 . $(0.87) '$(0.29) -${0.06)
.Discontinved- operations - - - o : 0.02 - 0.09) (0.08) . 0.44 ~ (1.68) -
Extraordinary item’ ~ - " : . o ot — L — I h = -(0.0l) :
‘Change-in agcounting principle” Sl L — e . =108 e . —
‘Nef (loss) income | oo . . . $(0.05) $0.09. $(2:03) $0.15 $(1.75)-
- Weighted average shares, basic ; . 11,283 . 11,381 . 1 1,575. . 12,858 29,212
Diluted (loss) income per sh:ore; A ' o : : - g B Lo . :
Continuing operations . . S0 - $(0.07) 0, $017 .- ${0.87) - $(0.28) $(0.06)
 Discontinued operations " S . 002 0.09). . (0.08) . 0.43° ~  (1.68)
: Extraordinary item ™ . v S o= == ooy oo
Change in occoun’rmg prmcuple . SO e — = (1.08) ’ — —
Net (loss) income ~ -~ T $(0.05) *  $.0.08, $(2.03) - $0.105  $(1.75) .
“Weighted - overcge sharas, dlluted e o5 T 11,283 - 11,694 11,575, 12,935 © 29,212
" Refer o fdotnotes on follow'mg page. . , ’
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(1} The Company odopfed Storemenf of Financial Accounting Standards {“SFAS") No. 142 on JanGary 1, 2002°and, in accordance therewith, recorded as a chongé»
in accounting principle a non-cash charge of $12.5 million relating to an impairment of recorded goodwill. On December 2, 2002, the selected onnual measure-
ment date, the Company recorded an additional non- cosh chcrge of $7.4 million7 relohng to @ furTher mporrmenf of gooder See Note 2 of the consolidated
fmonool statements included elsewhere herein.

(2) As a result of a work{orce reduction on February 28, 2602, the’ Compony recorded approximaiely $C.3 m||||on m ossocmfed restrucfurmg charges reioted to
severance costs. See Note 5 of the consolidated financial sfofemenfs included elsewhere herein. ) -

(3) On December 26, 2000 o tragedy occurred at our Wakefield, Mcsscchbseﬁs office, where seven employees were murdered. We incurred exp’enses totaling
approximately $1.0 million, “or items such as legal fees, charitoble Toundation costs, family and employee counselors, and property and facility. -expenses. These
cosfs are presented as an exiraordinary iterh, net of insurance proceeds and the’ applicable tax effect, in the accompanying consolidated statements of operations.
For the year ended December 31,2001, amounts recorded as extroordlnory nem represent additional accruals, net of insurance proceeds and the applicable

" income tax effect. g -

As of December 31, - o .. 2004 2003 2002 © 2001 2000
(In Thousands) ) i ! o -
Consolidated Balance Sheet Data: - : . - o B
"Cash equivalents and marketable securities (4) ' - $33,908 $44,259 $46,782 $ 51,501 $145,581
Goodwill and intangibles : o 16,628 13,135 11,614 31,807 ' 36,530
Deferred tax asset . ) ' s 22,213 . 22,175~ 22,884 22,523 1 26,628
Other assets . ‘ R 8,953 - 6,962 5,213 7,016 . 45,961
Total assets ‘ o : - $81,702 $86,531 | $86,493 . $112,847  $254,700
Total liabilifies S $5106 55647 55456 § 7,855 5 17,455
Stockholders’ -equity . ' o 76,596 80,884 - 81,037 104,992 237,245
Total Iiobiliﬁes and sTockholders equny ' . $81,702  $86,531 $86,493  $112,847 °  $254,700
" Outstanding shares of commion stock - . L 10,594 11,366 11,485 11,594 28,693

(4) During 2000 and 2001, we engaged in a series of transactions to dispose of the Staffing Businesses that were unrelated to the premium IT services we provided
during those periods, and which we continue fo provide. A portion of the proceeds of these dispositions, consisting of $130.0 million, was used to complete @
tender offer repurchase of our common stock, which was completed on January 23,2001  The changes in cash equivalents and marketable securities balance
from 2000 to 2001 occurred principally due to the comp\ehon of one of these disposftions, and the closing of the $130 Million Tender Offer Repurchase, after
December 31, 2000. - ) .. . s .

- -
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"The follclwing dichsslon shou‘ld be redd in co’n]umcfion with the

and audited consolldofed lmoncml
statements” and the reloTed noles Thereto mcluded elsewhere in
llus Annuol Repor’r

“Selected Financial’ Do’ro

1 ' . . '

—

Overvnew . ;
Edgewater Technology is'an mnovohve Technology mcnogemen’r
'consulhng firm provrd\ng a unigue blend of premium 1T services._
Our’ primary tdrget is the middle market whose needs” span the full
* spectrum ‘of our offenngs We also provide specialized * premlum
" services to divisions of Global QOOO compcmes During the fiscal
_year ended Decembler\SVl., 2004, we genero’red revényes, inchuding
reimbursement of Gut-of-pocket ‘expenses, of approximately $25.3
million from a totdl of 102 clients. Headquartered ifi Wakefield,
Mcsscchuseﬁs, as of Decémber 31, 2004, our Compony employed

: opproxumo’rely 161 technical consulting professionals.

Our ability to generofe revenue is ol’lecfed by the level of business °

: ochvxfy of our clients, which in turn is affected by ihe level of eco-
nomic ochvrfy in the mcluslnes dhd markets that they serve. A decline

'in the level of busrness activity of our clients could have a material
. adverse effect on our revenue and profit margin. Over.the past four
years, our business hcs been negatively impacted by weakenedIT
services spending environment, which caused spme clients o reduce
or defer their expendllures for consulhng services. ‘We have imple-
mented ‘and will continue to mplemenl cost- sovmgs inifiatives fo
manage our expenses as.a percentage of revenue as opproprlo’re

The lor’gesl portion of our opercmng expenses consrsls of project
personnel and related expenses. Project personnel expenses consist
of poyroll costs and related benefits ossocroled ‘with professnonol
stoff. Other related expenses include’ ’rrcvel subcontracting, third-
party vendor paymerits and ‘non-billable costs associated with the
delivery of services to our clients. We consider the relohonshrp

between project personnel. expénses and. fevenue lo be an impor:

“fant - medsure -of our. operating’ performonce The relationship
between project personnel expenses and revenue is driven largely
- by the chargeability of our. consultant base, the prices we ‘charge’
~our clients and the non-billable costs ossocum‘ed with ‘securing new
client engcgements and. developmg new service offerings. The
remainder of our - -fecurring opefating expenses.is comprised of
expenses ossocrofecl with- thé development of our busmess and the
~ support of -our client-serving prolesmonals, such as professmnal

. development’ and recruiting, morkehvng dnd sales, ahd manage-:
, ment and odministraﬁ\/e support. ‘Professional development ond:

recruiting expenses consist pnmcmly of recruiting and trommg con-
tent development and delivery costs. Mcrkehng and sales expenses
consist pnmonly, of 1he costs associoted with the development and
and programs.

maintenance” of our morke‘rlng materials

Management and cdmmrsfrchve suppor’r expenses consist primarily of

the costs ossoqofed_ with operations mcludmg fmcnce, mformohon‘

Managemen’r 3 Dlscussmn and Anal ysis of -
Fmancml Condmon ancl Resulfs of Opera’nons

- syslems humon resources, foalmes (mcludlng the. rent of office
space), and other administrative support for project personnel
We regularly reviewsour fees for services, prolessronol compenso--
~tion and overhead costs fo ensure that our services and compensa-
tion are. compehhvewxfhm the industry, and that our overheod costs
_are balanced witlj'our revenue level. In addition, we monitor the .
progress of client ;:':roieg‘s with client senior management. We man-
.oge the ccllviﬁe_s of our professionals by clSsely. monitoring engage-
ment schedules and staffing requirements for new engagements.
However, a rapid decline in the demand for the, professional services
that we provide could result in lower utilization of our professionals
than we ‘planned. In addition, because most of our client engage- -
ments are ’rermmoble by our clients without penol‘ry, an unon’ncrpofed
termination of @ client project could require us to maintain underuti- |
lized employees. While professroncl staff levels must-be odlusfed to
- reflect active engageménts, we must also maintdin-a sufficient num-
ber of senior professionals to oversee existing client engagements
‘and participate in our sales efforts to secure new client ossignmenfs
The Company’s management monitors and assesses its operat-
ing performance by evoluating key metrics ‘and mdrcofors For -
- example, we review information related to annualized revenue per
billable consultant, periodic consuliant utilization rates, gross profit
margins and billgble employee headcount. The information, olong
 with other operohng performance metrics, is used in evaluating aur
'0veroll performance. These mietrics and mdrcolors are discussed in
more detail under “Results for the Year Ended December 31, 2004
Compored to Results for-the Year Ended December 31, 2003"
mclucled elsewhere herein.
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Critical Accounting Policies
. Our consolidated fmonacl statements are prepared” in accor-
-dance with accounting principles generolly accepted in the United

S1c11es of Amenco (“GAAP"). These accounting principles require us | -
. to make certain estimates, judgments and ossumphons We believe ™

that the estimates, judgments and assumptioris, upon which we rely,
are reosonoble.bosved upon information. available to us at the time

- that they are made. These' estimates, judgments and assumptions’ B

can affect the reported amounts of ‘assets and liabilities as of the
"_date of the financial staterents; as well as the reported amounts of .
" revenues and expenses during the periods presented. To the extent”
~ there are dll‘lerences between these estimates, judgments or assump-
tions and actual results, our financial statements may be affected. -
* The accounting polrcres that we believe are the most critical to aid.in
fully. understanding’ und evaluating our repor‘led financial. resulfs
include the lollowmg ‘

.o Revenue Recognition; S
s Valuatiori of Deferred Tax Assets; ond P
° Valuohon.of Long Lived and lm‘onglble Assels
S EDGEV }%
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In rnony cases, the accounting frequenf"of'o particular transac-
tion is specifically dictated by GAAP and does not require manage--

" ment’s judgment in its application. There are also areas in which
management’s judgment in selecting among ‘available alternatives
would not produce o,materially different result. Senior management

_has reviewed these critical accounting policies and related disclo-

sures’ with our Audit Comrittee. See “Notes to Consolidated '
" contracts represented 15.8%, 18.8% and 5.5% of service revenues
for the years ended December 31, 2004, 2003 and 2002, respec-:

Financial Statements” included elsewhere herein, which contain

additional information regarding ‘our accounting policies and other
disclosures required by GAAP We have identified the policies listed
‘below as critical to our business operations and the. unders’rondlng

“of our results of operations.

"Revenue Recognition. The Company recognizes revenue from _

providing IT and management consulting services under written
service contracts with our custormiers. The service contracts we enter
“info generally falll into three specific categories: fime and materi-
als, fixed-price and fixed-fee. Our.revenues are generated from
“sources such as technical consulting, custom software develop
ment integration services, business m‘relligence consulhng and
* managed services. Revenues from these services are recognized as
the services are performed and amounts are earned in ecco_rdqnce
-with SEC Staff Accounting Bulletin ("SAB”) No.:
“Revenue Recognition in Financial Statements,” as omendea by

SAB No. 104, “Revenue Recognition” {“SAB 104”). We consider -

amounts to be edrned once evidence of an arrangement has been
obtained, services are dellvered fees are fixed or determmoble
and- collectibility is reasonably assured. For the years' ended
December 31,

ment ‘and infegration services, and mcmoged services represented
the’ followmg : o

o Consulting and
Development

For'the Year Ended Sttategy

‘ and Infegrehon

December 31, Engagements - . Services Services

2004 20.7% 67.2% 12.1%

2003 2.9% 85.7% 11.4%
77.9% 16.8%

2002 5.3% -

© The Compon’y'der_i\?es a significant porfion of its service revenue
from time and materials based contracts. Time and materials con-
tracts represented 75.0%, 70.9% and 77.2% of service revenues for
_ the years ended December 31, 2004, 2003 and 2002, respecfively.
.- Revenue under time and materials contracts is. recogmzed as services
' are rendered and performed at confroctuclly ‘agreed upon rofes

- From time to time, the Company may offer volume purchose
arrangements as part of its time and materials contracts to its cus-

tomers. In" atcordance with Emerging.lssues Task Force Abstrod
(“EITF”) No. 00-22, “Accounting for ‘Points” and Certain Other
Time-Based or Volume-Based Sales Incentive Oﬁers and. Offers
the

for Free Products or Services to Be Delwered in the Fufure

RN
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101 {“SAB 101), -

2004, 2003 and 2002, revenues from strategy-
engagements, téchnical consulting and custom software develop- .

Managed -

Co.‘mpony has deferred payment amounts based upon its current

estimates of the actugl discounts expected to be earned by the cus-
tomers. As of De‘cember’31 2004, the Company had recorded as

"deferred revenue a liability in‘the amount of $0.2 million relofed

_ to volume purchase arrangements. ~

Revenue pursuonf to fixed-price contracts is recognlzed under

the propomona! performance method of accounhng Fixed-price

tively. Over the course of a fixed-price contract, we roufinely eval-"

uate whether revenue and profitability should be recognized in the

* cutrent period. To measure the performoncé and dur'cbilify to ret-

ognize revenue and profitability on flxed -price contracts, we com-
pare actual direct costs incurred o the total estimated direct cosTs
and determine the percentage of the contract that is complete. This
percentage is multiplied by the eSTimoTed total contract value to

determine.the amount of net revenue that should be recognized in-

accordance with our revenue recognition policies and procedures,

- subjecf to any wdrranfy -provisions or other project monogemenf

assessments, as to the status of work perFormed This“method is

.used because reosonchy dependable estimafes of the revenues

and costs Gpplicable to various stages of ¢ contract can be made,

based on historical experience and milestones ;denhﬁed in any

" réquired or the scope of work to be. performed on -o‘ﬁxed-pr»ice"
‘contract, or we do not manage the project properly within the
) rbldnned time period, then we may recognize a loss on @ contract.-

pomculor contract.
Typically, the Compony prowdes worron’ry services on its fixed-
price contracts related to providing customers- with the ability fo

have any “design flaws” remedied and/or have our Company “fix”-
routing software design defects. The services, as outlined in the
‘respective contracts, are provided for a specific period of time after
a project is complete: The Compariy values the warranty services’

based upon historical ldbor hours incurred for similar services at
standard billing rates: In accordance with SAB 101 and SAB 104,

revenue related to the warranty provisions within our fixed-price

_contracts is recognized as the services are performed and the rev--
enué is earned. The watranty term is typicdlly short term or for a
. 30-60 day. period after the project is complefe.

In the event we are unable to accurately estimate the resources

Provisions for estimated losses on uncompleted projects are made
on a contract-by-contract basis. Any known or probable lgsses on
projects are charged fo- operations in the period in which such

“losses are determined. A-formal. project review process takes

ongoing basis. Maragement reviews the estimated total direct

- costs, on eoch contract fo determine if the eshmcn‘ed amounts are

accurate, and- esfimates “are cd‘usfed as needed in the period

revised ‘estimates are made. There were no recorded- losses on

’ confrclc’fs durlng fiscal 2004. -

-
N - N

.

" place quarterly, although most projects are, evaluated on an -




We olso perform services on a. frxed fee bosrs under monoged
-services contracts, which include - mon’rhly hos’nng and support

. services. Fixed {ee con’rrocts represen'red 9.2%,.10.3% and 17. 2% ]

“of service revenues for the years “ended December 31, 12004,

2003 and 2002, respectively: Revenue under fixed-fee .contracts *

are recognized as fixed mom‘hiy omounrs, for a specified perlod of
time, as outlined wnhrn the respective contract. :

When a cusfomer enters into a time and materials, fixed- price

contract or @ ﬂxed fee con’rrclcf the related revenue'is occoumed
for "under EITF 00- 21,
Deliverables.”

“Reverive Arrongemem with Mulhple
‘For d!l"orrongemenfs, we evaluate the deliverables
in each contract fo determine whether. they represent separate units
of cccounhng
accounting, we then medsure ond allocate the consideration from
the orrongemem‘ to the seporofe unn‘s, based on reliable eviderice
of the fair volue of each dehveroble -

Client prepaymenrs, even if nonrefundoble, are deferred (c|c155|-
fied-as a liability) and recogmzed over future periods s services
dre ‘performed. ‘As. of.December 31,
recorded a ‘deferred hobnlrfy of opproxrmo’rely $0.1
included in"the financial sro’remen’r caption -of-“deferred revenue

m|l||0ﬂ

~ dnd other liabilities” related to cusfomer prepayments.

‘Revenues from soﬁwc:re resole contracts are included in service
revenues and were |ess fhon
presented. Revenue and- relored costs are recogmzed and amounts

-are mvorced to our customers upon the customer receipt of the
~ purchased software.. “All relofed warranty and nfainfenance

arrangements-are performed by the primary vendor of the soﬁwore,

"

and are.not the obligation of the Company. i
We r recogruze revenues' for services where the collection from the

O% of total revenues for all penods,

If the dehverobles represent sepcrofe units of -

2004, the Compony has. -

client is proboble cnd our fees are ﬁxed or determinable. We ‘

establish billing terms at the time at which’ the project deliverables
_and milestones are agreed. Our stondord payment ferms are 30

days from invoicé date.” Relmbursemenf of out-of- pocker expenses
“ charged to cusfomers is reﬂec’red ds revenue.

Our reyenues and- eormngs may fluctuate from year ro year

based on the number,” size and scope of projects in which we are

engaged, the controcfucl terms cnd degree of completion of such

projects, any ‘delays mcurred in’ connection -with a project,
“employee utilization rotes the adequacy of protisions. for losses,
the use of estimates of resources required to complete ongomg
. projects, general economic “conditions and other factors. Certain

* significan -estimates mc(ude those used for fixed-price contracts, -
such as deferrals relm‘ed fo our volume purchose cgreemen’rs war- -

- ranty -holdbacks, ond ollocqhons of forr volue of elements under

multiple elemem orrongemenrs, cmd ‘the voluohon of our .

: ollowcmce for. doubtfut accounts. = - -

- Valugtion of Deferred lncome Toxes. In determining our curren’r h
income fox provrsron we Ossess 1emporory differences: resulting from:

differing treatments. of, items for tax and accounting purposes. These

differences resuiLm’deferred fox assets and liabilities, which -are.
. recorded in our consolidated. balonce sheets. When we maintain -

\

.- As of December 31, 2004 the gross vo!ue

deferred ‘rox ossets, we must assess the hkehhood that these osse‘rs
~'will be recovered from future toxable income: To the extent ‘we
believe recovery is not likely, we establish a voluo'rron allowance. We' i
‘record an allowance to reduce the net deferred tax oss_e'r.'ro avalue

+ we believe will be recoverable by future taxable income. We believe
. the dccounting estimate related to the valuation allowance isocrit-

ical accounting esfimate betause if.is h|gh|y susceptible to. change
from period to pefiod as it requires management fo make assump-
tfions about the ‘Company’s future income over. the life, of the
" deferred tax asset,” and the impact of increasing or decreosmg the’

* valuation allowdnce is potentially material.to our results of opera-

tions, Moncgemeﬁt s ossump’ﬂQns obouf future income require sig-

mﬁconT judgment because actual income has ﬂuciuofed in the posT
' ond may continue to do $0. o
of the deferred tax
sset recorded on the Compeny $ bclonce sheet was approximately
$36.9 m|H|on This amount was comprised of approximately $21. 0
.million in federol net operating loss (“NOL/) carryforwards, $10.1
million in state NOL carryforwards, $5.0 million in available federal

credits, and $0.8 million in net deferred .temporary timing differ- -
- ences. These amounts were offset by a valuation reserve of approx-

imately $14.7.million providing for a net deferred tax gsset of $22.2
« million. The valuation reserve is representative of the Company’s

~ assessment” of the expecred future. reohzchon of recorded deferred :
- tax assefs -

When “dssessing the probability of the fufure rechzchon of ‘rhe
recorded-_ycrlue of this asset, the Company reviews its planned future -
income and proﬂfcbili?y projections. In projecting futire income, we -
use- our Inrernel operating budgefs and long-range planning p’roiec—l
tions. We develop Sur budgets and long-range projections based on -
fecent results and. frends, ouf project pipeline, and other appropri-
ate focfors Based « upon these onolyses the Company believes that
it is more:than_likely that it will be able to recover the currently
recorded valug of our Ret deferred tax assets by «achieving a com-
" pounded arfual revenue growth rate of opproxrmotefy 9.6% and
ochlevmg annual profitability in the range of 4.4% to 6. 9% through
fiscal 2020. However, if we do not generate sufficient future income
and Pprofits, -the redlization of these deferred tax assets may be
impaired, resultmg in .an additional income tax: ‘expense, thereby
reducing net income-or increasing net loss, in the period in which it
-is determined thiat it is more likgly than not that either a portion or cll
of the deferred tax asset is recoverable.

Valuation of Long- Lrved and !m‘cnglble Assets. ln 2002, the -
Compony adopted SFAS No. 142, “Goodwill and Other Intcmg\ble
Assets.” With the adopti on-of SFAS No. 142, ‘goodwill and other
mdef\mie lived- mrc\ngrb{e assefs ( \nmngables } are no longer sub-
ject o amortization, rather, they are sub;ed to an ossessment. for
impairment whenever events or crrcums‘rcnces mdrcore that rmpon‘-
ment may hove- occurred but ot least annually, by opplymg a fair
value bosed test. Under SFAS No. 142, goodwnl! rmponrmen’r is .

assessed at rhe reporting uniit level, using a discounted cash flow |,

method. Prior fo April 1, 2002, the Company omor‘uzed goodwill -

.-
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: end ldenhﬁcble infangible assets on a straight-line basis over their
' estimated useful lives not to exceed 40 years, and perlod|colly'

reviewed the’ recoverobmw of these assets bcsed on The expected
“future undiscounted cash flows.

Under SFAS No. 142, goodwill impairment is determined using o

two-step process. The first step of the gOOdWI” “impairment test is
used to identify potential impairment by componng the fctr value of
a reporting unit with its net book value (or carrying omounf) includ-

ing goodwill. If the fair vclue of a reporting unit exceeds its carrying

-amount, goodwill of the reporting unit is considered not fo be

impaired and the second step of the impairment fest is unnecessary.
I the carrying amount of a reporting unit exceeds its fair value, the

second step of the goodwilt impairment testis performed to meas- |
ure the amount of impairment loss, it any. The second step of the’
goodw;ll lmpo;rmenf test compares the ;mpl;ed foir value. of the

- reporting unit's goodwill with the carrying amount of that goodwill.

if the carrying amount. of the reporting unit’s’ goodwnl! exceeds the’
implied fair value of that goodwill, an.impairment loss is recognized

in an amount equal to that excess. The implied fair value of good-

will is determined-in the same manner as the amount of goodwill -

recognized in a.business combination. That is, the fair value of the

reporting unit is allocated to all of the assets and liabilities of that -
. unit {including any’unrecognized intangible assets) as if the report-

ing unit had been acquired in a business combination and the fair
value of the reporting umf was the purchase pnce pmd to acquire

the reporting unit. ‘ e
Defermnnmg the fair value of a reporting unit under the first step

_ of the goodW\H |mpo|rmem‘ test and determining the fair value of.
individual assets and liabilifies of @ reporting unit (including unrec- -
- ognized intangible assets) under the second step of the goodwill

impairment test requires cur management to make significant judg-
ments, assumptions and estimates. These estimates ond ossumpﬂons

could have a significant impact on whether.or not.an impairment

charge is recognized and ‘also the magnitude of any such charge.
To assist in‘fhe\process‘ of determining goodwill impairmient, the
Company obtains appraisals from independent valuation firms. In
addition tothe use of independeﬁ'f valuation firms, the Cormpany
performs internal valuation analyses and considers other market
information that is publicly available. Estimates of fair value are pri-
monly determined using” discounted cash flows. This opprooch
requires the use of significant estimates and assumptions Includmg
projected.future cash flows (mcludmg timing), discount rate reflect-

ing the risk inherent in fufure cash flows and perpetual growTh rate,
among others.”

Upon adoption of SFAS 142 in fiscal 2002 “the Company
recorded as a change in accounting principle, @ non-cdsh impair-
ment chorge of $12.5 million. On December 2, 2002, our selected
annual measurement date, our Company recorded an additional
non-cash charge of $7.4 m||||on due to @ further impairment of the
recorded goodwill. N& other Impmrmenf has been recorded in the
periods presented.
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total revenueés increased by $0.2 million, or 1.1

\

As further described in Note'3 fo the consolidated financial state-
ments ‘included, elsewhere herein, the Company, on June 2, 2008,

-acquired Infelxx, Inc. ("Intelix”) and recorded $1.4 million in goodwﬁt

and $0.5 million in identifiable infangible assets, which are being

" omortized over'd period of four to eight years. On October 4, 2004,
the Company ‘acquired Ranzal & Associates (“Ranzal”) and recorded -
$2.4 million in goodwill and $1-6 million in identified .intangible
assets, which are being omonized over a period of two to five years..

B

Results for the Year Ended December 31, 2004 Compored to

Results for the Year Ended December 31, 2003

Service Revenues: During the year ended December 31, 2004,
1%, over fiscal
2003 revenues of $25.1 million to $25. 3 million. Our annualized
revenue per billable consuHanf adjusted for utilization, increased

to $227 thousand during fiscal 2004, as compared to $224 thou- ,‘

sand in fiscal 2003-primarily due 16 the incremental benefits ‘of
improved b||||ngv_o‘nd utilization rates during the fourth’ quarter of

2004. The Company increased the number of-customers it served-
_to 102 clients during fiscal 2004;-as compared fo 52 clients dur-

ing fiscal 2003, which was primarily the result of the Ranzal acqui-
sition. While our overall revenie remained flat on a year-over-year.

‘basis, in fiscal 2004, revenue: from our five largest customers,

including. Synopse, decreased as a percentage of total revenue to

- 69.0% of our total revenues, as compored to 81.7% in fiscal 2003 -

due to the Company’s revenue diversification efforts.

Fiscal 2004 revenues were primarily affected by two factors. Our
revenues were. enhanced by the October 4; 2004 acquisifion of .
" Ranzal, which added approximately $2.3-million in feunh quarter rev-

enues. The incremental year-over-year increase from Rgnzal revenues -

was also mitigated by a decrease” of op;}rokimotely $2.0 million in .
revenues related to Edgewoter Technology's. core business. The -
- decrease in core revenues is primarily attributable to a:reduction in

revenue from Synapse, a related party and our largest customer.
Synapse revenue declined by approximately $2.1 million, or 17.7%,
to $9.7 million, as compared fo fiscal 2003 revenues of $11.8 mil-

- lion. The Company also experienced continved delays and reduc-

tions in overall spending as the U. S economic environment continued

" 1o be sluggish dunng 2004

Cost of Semces. Cost c_:f services consists of project personnel
costs principally related to salaries, puyroll taxes, emp\oyee benefits

ond frovel expenses for personnel dedicated to customer, projecfs.

These costs represenf the mosf signiificant expense we incur in “pro-
viding our services. In total, project personnel -costs increased by

" $2.2 million, or 15.6%, to $15.7 million in 2004, as compared fo
'$13.5 million in 2003. The fiscal 2004 increase in project person-

nel costs is partially affributable to the Ranzal acquisition, which
added approximately 25 billable consultanis and $1.3 million in
related personnel costs, and the full year effect of the June 2003

Intelix acquisition, which edded opproxmofe1y 29 billable consult-
_antsin 2003 and mcreosed project personne\ costs by an additional

[
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personnel costs before out- of-pocket expense reambursemems

increased from 53.4% durlng fiscal 2003 to 60.2%. dunng fiscal
- 2004. The increase -in pr0|ecf personnel costs, as d percentoge'

of reévenues, reflects decreoses in the Company’s billable consult-
ant utilization rates, : which decreosed to 72.1% in fiscal 2004, as
"-compared to 78. 7% in flsccl 2003.° . : :
Gross Profit. Gioss proﬁf decreased $1.8 million, or 16. 1%, to
$9 7 million in 2004, -as compored to $11.5 million in" 2003.
Gross profit, as a percentage of revenues, decreased to 38.2% in
fiscal 2004, as compared to 46.0% in fiscal 2003. The fiscal 2004
decreose in- gross pro‘fn is. pcmolly related to o decrease in

Edgewater Technology core revenues during the second half of fis-- -

cal 2004,.as market c/ojndiﬁo‘ns led to-a reduced level of IT spend-
ing and delayed IT" spending decisions.

78 7% in fiscal 2003 on an overall: basis. The fiscal 2004 utiliza-
fion' rate. decrease is in large part attributable to a decrease of
~ $2.1 million in revenues from the Compcny $ Iorgesf customer.

. These decreases in '‘Edgewater’s core business. were offset by #he :

“fiscal 2004 gross- profit contribution of Ranzal, which odded $1.

million in gross profit during the fourth quarter. Addi'rio“holly, in-

fiscal 2004, the Company experienced on increase in billable cncl

unb|Hed expenses. Billable .and unb|lled expenses increased by .

approximately $0.4 rillion-in fiscal 2004 to $0.7 million, as com-

“pared t0 $0.3 mI\hon in'fiscal 2003. This increase represen’rs 25 2%'

of the fiscal 2004 reduchon i gross margin.

K Selhng, General dnd Admmlsfrahve ﬁxpenees (”SG&A”) Fiscal -

2004 ‘SG&A expenses ‘of $10.0 mslhon or 39.6% of’ revenues,
remo:ned consistent with flscal 2003 expendﬁure levels. Fiscal
2003 SGRA" expenses also fo’raled $10.0 million and. represented
40.2% of revenues. In.fiscal 2003, SG8A expenses included. a

bonus accrudl of $1.3 million, as compored to a bonus accrual of

$0.1 mllhon in 2004 Offseh‘mg the current year rediction in bonus
expense was, an - incréase in sales, and- administrative salaries

expenses of $0. 5 million, os the. Compony increased scles Read-

count from 10 average- full-time- equivalents in 2003 to 14 average

full-time- equxvolen?s In_ addition, “fiscal 2004 SGBA expenses -

included additional expenses re|01ed 16 the operations of Ranzal in

the amount of $0.5 mnlhon, mcluded in tne fourth quoner 2004
- operating results:,

Stock-Based Compensahon In Moy 2003, the Company’s
Compensotlon Committee authorized restricted share awards to
certom execuhves of- fhe Company, cggregohng 140 000 shares

of the Compony 's common stock. The aggregate compensation ™

expense associated with these awards s approximately -$0:7 mil-

|ion ‘which amount is being amortized ‘straight-line over the vest- -

-ing term (ﬂve years). Fiscal 2004 compensaticn expense related to
‘these restricted share owords omounted to $0.] 1 million, @s com-

. pared to fiscal 2003 expense of $0.07 million. The increase is

attributable to a full year amiortization of the awards in fiscal 2004."

$0. 7 million in: ﬁsccll 2'004 As a percentage of revenue, pr0|ech

The effect of these
condmons cdused a decrecse in our billable consultant u’nlxzohon
“rates, which decreosed to 72.1% in fiscal 2004, as compored to.

"The Compcmy will be reqmred to adopt the fcnr value method of
accounting for stock compensation in the third quarter of. 2005, .
‘which is. expected to result.i -n an increase in- reported stock- based _
compensohon expense. ) -

Deprec:cmon and Amortization Expense Depreciation ond

amortization expense remained consistent with the fiscal 2003
. amount of $0.9 million Fiscal-2004 depreciation expense decreased
“by $0.2 million, to $0.4.million, as compared to $0.6 million in'fis-,

«cal 2003. The decrease reflects continued spending controls on-pur-
_chases of new fixed assets and an overall redudlon in deprecuohen as

- Older assets fully depréciate. This decrease was offsef by an increase .
"in amortization related to fhe full year amortization of the-Intelix intan-

gible® assets and the mcrementol amortization related to the Ranzal
intangible’ assets of. $0.7 1 million in fiscal 2004.

Operuﬂng {Loss) Income. Operchng income decreased $1 9
million to $(1.4) million in 2004, as compared to operating income

* of $0.5 million in 2003, The decrease in income is -atfributable 6

compardtively lower utilization rates, directly tied fo decreased spend-
ing in IT consulting markets in fiscal 2004 and increased salaries and

. wages related fo strategic personnel investmerits, which were offset by

$0.5 million in.foutth quorter opercting income affributable to the

“‘recently acquired Ranzal operations. Eogn of these items is explairied

in further.detail above.- .
Interest- Income (Expense) Net. We earned net interest income
“of $0.6 millicn in 2004, as compored to net interest income of $0.5°
“miflion in 2003. The increase in inferest income reflects a fiscal 2004
shift of our available cash and cash equivalent balances into léss lig-

uid morke’roble securities, which have'increased yields on our invested -

balances when 'compqrec'f Yo the yields achieved in the ‘prior year.

Average maturity and yield rotes for the year ended December 31,

2004 were dpproXimq’rely-"94 days and 1.6%, respectively.

"Provision for Income Taxes. The Company; as a result of its net.
. operating loss position for the year ended December 31, 2004,
- has not rekcokrded a‘tax provision. ConVersely;'_in fiscal 2003, we

- recorded a tax. benefit of $1.1

provision of $0.3 million, based on an estimated effective rate of
40.0% on operohng income for stateand federal income tax rates,
“offset” by a benefit related to a refund recewoble of $1.4 million
related to a-2002 neT operating tax loss. corrybock claim.

_ We have deferred tax assets wh|ch have arisen primarily as a result
“of operating losses incurred in prior fiscal years, as well as differ- -

eénces between the tax bases of assets and liabilities and their related
amounts in the flﬂOﬂClOl statements. SFAS No. 109, "Accounting for
lncome Toxes,” requires the establishment of a valuation ollowonce
t6 reflect the likelihood . of realization of deferred “tox “assets..
Mcnogement judgment is required in- determmmg any valuation
“allowance recorded against the gross deferred tox asset amounts. As

_of December 31,. 2004, the valuation allowance against deferred

tox assets was opproxnmofely $14.7 million,: prowdmg for a net
deferred tax dsset of $22.2 mllhon
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. Income (Loss) from Continuing Operationis. Income from con-
tinuing operations decreased $2.8'million, to $(0.8) million in 2004,
os compared to income of $2.0 million in 20‘0>3. This decrease was
primarily a result of fower ”2004‘,revehues and operating margins, for
the .reasons described abave. In addition, a-carryback to;< cloirh of

* $7.4 million was included in income durmg the previous year, as.

" compared to no corrybock claim amounts belng recorded in 2004.

Discontinued Operations. We have received and may continue .

to receive various tax nofices ch assessments from the IRS and vor-
ious State Departments of Revenue related: to our former.staffing

businesses, which were sold in 2000 and 2001. During 2004, our.

"Company was™ able to successfully resolve severol outstandifg

cssessmems On a nét basis, the Company reversed approximately

$0.2 million from its discontinued operations accrual related to the

successful resolutiorof our tax assessments. The accrual decrease - -
: 2003 as compored to $6.8 million in 2002. Gross profit, as o

attributable to the IRS nohces totaled approximately 30.8 million.
This decrease was offset by ‘an increase in the accrbal of $0.6 mil-
lion, which was primarily the result of an increase ina prevuously
established reserve related to the Company’s expected lease pay-
ments on its former corporate heodq‘gorrers in Fayetteville, Arkansas

in the amount of $0.4 million. The'increase in the lease accrual was®
deemed necessary after revising a previdusly prepared estimate with”
more current information. In Fiscal 2003, we recorded a reserve of

$1.0 million represenhng The low end of potential ‘payments 10 'be
made under. certain IRS notices, plus related professuonol fees. See

) Notes 4 and 13 of theconsolidated financial statements Jncluded-
" elsewhere herein, ) : : .
" "Net (Loss) Income. We recogmzed a net loss of $O 6 m|l||on in

2004, as compared to nef income of $1.0 million in-2003. The net
Jincome decreased in 2004 primarily as a resulf of decreased revenue,

. gross margin and the tax benefit recorded in flscol 2003

‘ ~Res’ulfs,'for the Year'Ehded Decem’ber 31, 2003 Compared to

Results for the Year Ended December 31,2002 -

* Service Revenues. During the year ended December 31, 2003,

total revenues increased by $6. 4 million, or 34.2%, over. fiscal

. 2002 revenues of $18.7 million to $25.1 1 million. Our annualized

revenue per billable consultant, adjusted for utilization, increased to.

$224 thousand during fiscal 20083, as compared to $21 4 thousand
in fiscal 2002 primarily due to improved billable consultant utiliza-
fion rates. The utilization rate improvement was attributable to
organic growth attained, from engaging new customers and retdin-
ing follow-on busmess from existing customers durmg 2003. As @
result of these ﬂsccl :2003 improvements, the Company’s utilization
rates for its billable- consultants increased t6 78 7% in fiscal 2003,
as compared to 67.0% in fiscal 2002. We served 52 clients during

fiscal 2003, as compared to 35 clients during fiscal 2002. In fiscal

2003, our five largest customers, including Synapse, srepresented
approximately 81.7% of our total revenues, as compared to 88.0%:

“in fiscal 2002

EENGOEZY}EB")

 SFAS No. 142 on January

Cost of Sérvices. Cost of se&ices, which represents project per-.
sonnel costs, increased 13.7%, to $13.5 million in 2003, as com-
pared to $11.9 ‘million in 2002. A 'significant _pbr"rion of the

. year-over-year iqcreese of approximately $1.'6 million is directly

related to '$1.6 million in additional project personnel costs associ-
eted with the addition of 29 billable consultants in connection with -

- the mid-year acquisition of Intelix. As a-percentage of net revenue, .
" project personnel cosfs before out-of-pocket expense reimburse-

m'emsdecreosed from 63.3% during fiscal 2002 to 53.4% in fiscok
2003. The decrease, or improvement in project personnel costs as

' a percentage of revenues,, is attributable to significantly improved
" utilization rates in fiscal 2003, 78.7%, as compared fo fiscal 2002,
’ 67.0%, combined with the increase in total bllloble consul’ronfs o
156, as.compared to 119 in fiscal 2002.

Gross Profit. Gross profit increased 70.3%, o $11.5 m:lhon in

percentage. of revenues, improved to 46 0% in fiscal 2003, as
comporecl to 36.2% in fiscal 2002. The increase in gross proﬁ’r
and improvement of gross profit as o percentage of reventes, is

“directly related 1o the increase in billable hours in connection with .

the consulting services revenues- before oUt-of-pocket éxpense -

~ reimbursements of $6.4 million in fiscal 2004. As a result of the
“increase in billable hours, the average utilization rates improved to -

78.7% in fiscal 2003, as compared to 67.0% in fiscal 2002.
Selling, General and Administrative Expenses ("SG&A"). Fiscal

2003 SG&A expenses increased by‘$ 1.2 million, to $10.1 million, ‘
' or 40.2% of révenues; as compared to fiscal 2003 expenditure lev-
_els which totaled $8.8 millioh and represented 47.3% of revenues.

The yeer-over-yeor increase in absolute SG&A expenses s directly
relofed to fiscal 2003 decruals ‘for performance-bosed bonuses,
which totcled /$1 3 million. Additionally, fiscal 2003 SG8&A
expenses included incremental costs as the result of the Intelix
acquisition, which totaled $0.7 million in the current fiscal year.
These increases ‘were offset by reduced facilities and operating
expenses in 2003 in an effort fo streamline operations.and costs.
Depreciation -and Amortization” Expense. Depreciation .and

" amortization expense decreased. by $0.1 million to $0.9 million in -
' 2003, as compared to $1.0 million in 2002. This décrease reflects

tighter spending confrols on purchases of new fixed assets and a
relative reduction in depreciation as older assets fully deprec:ofe,

~ offset by sllgh’rly higher &eprecmhon and amortization ‘due fo the
* Intelix acquisition, which increcse fiscal 2003 intangible cssef
.amortization by approximately $0.05 million.

‘Impairment of Goodwill. As distussed in Note 2 to the consol B
idated financial statements included elsewhere herein, we adopted
1, 2002 and in"accordance therewith,
recorded as'a change in accounting principle a-non-cash charge

. of $12:5 million relating to an impairment of recorded goodwill.

On December 2, 2002, our selected annual measurement date;
we recorded an additional non-cash charge of $7.4 million, relat-
ing fo ‘a further impairment of goodwill. Qur net unamortized
goodwill as of December 31, 2003 and December 3] 2002 was
312 3 million and $10. 8 m||||on respechvely '




Re‘sfructuring’ fn Februory 2002, we imnle'mented a workforce 3

‘ reduchon to beﬁer align our consultant base to our expected rev-
" enues. The Compony reduced ‘headcount by cpproano’rely 38
positions, which resuh‘ed ina restructuring charge of approximately
-$0.3 mill lion. The restructuring charge consisted primarily of s sever-
" ance and similar employee payroll réloted termination expenses
All'amounts were paid as.of December 31, 2002. | -
million, to $0.5 m|onn in 2003 as compared to an operohng loss
-0t $10.8 mllllon in 2002 This increase is due to higher utilization
and o correspondmg mcreose in" revenue, "combined with the

effects of the restrucfunng and the impairment of goodwdl in

2002, as described above: , ‘ . N

Interest Income (Expense) Net. We ecrned net m’rerest mcome'
of $0.5 million in 2003, .as compared to ‘net interest income of -
- $O 8 million in 2002. This decrease-is due to the reduchon in over-

all morket interest* ylelds for investment grode securmes dunng the
past twelve -months ond clso due to the slightly lower average cosh
-bolonces as a-result of ’rhe acquisifion- of- Intelix; _common s’rock»
repurchoses and- dlsconhnued operations payments.. T
Provision for Income Taxes. We recorded a tax benefit of $
millionfor 2003, represenhng o tax provision of $0.3 million bosed
onan estimated effective rate of 40.0% on operahng income, inclu-

sive of staté and Tederal |ncome iax rates, offset by a refund receiv-- "
~ able related to.the 2002 net operating tax,loss carryback claim of

$1.4 million, for ‘which: benefit had not been previously recorded
The effective tax-fate for. 2002 was zero, primarily due to net oper-

_ating losses for which a beneﬂf was -not prowded We have

recorded a valuation allowance against a pornon of our-net
‘deferréd assets of approximately $1 4.1 million as of December 31,

2003 due to uncertaintiessrelated to” our ob(ln‘y to utilize some of

*our deferred tax assets, primafily consisting of certain net operohng
losses comed forwdrd and foreign tax credits, before they expire.

- Incomé (Loss) from Confmumg Operations. Income from ‘con-
tinuing operohons increased $12.1 million to $2.0 million in- 2003,
. ascompared o g loss_ ot $10 1 million in 2002. This increase was.
- primarily a result of higher opero“ring profitability and the tax carry-

back claiim, and the 'obse'nc'e’in 2003 of the -goodwill impairment
- chargeé and rés’truduring‘cbdrge _wh‘ich"were recorded in 2002.
" Discontinued Operations. We have received and may continue to
receive various tax notices and assessments from ‘the- IRS related to
our former stofﬁng busmesses, which were sold in 2000 and 2007,

and related civil penolhes concemlng the purported untimely filing“of

. tax information. We recorded in 2003 o reserve of $1.0 million rep-
resenting the low end of our estimdted exposure of our unresolved tax s

assessments, plUs reloted professnoncl fees See Notes 4 and 13 of
the consolidated financial statements included elsewhere berern
"~ In 2002, we recorded a $7.0 million charge to" discontinued

operations relating to’a litigation sefflemeant with the purchaser of |
“ond successor to our commercial staffing. business, which was sold
- in 2000 for approximately $196.0 million. See Note 13 of the:

consolidated findncial stotémer}fs included elsewhere herein.

“Operating Incore (Loss) Operahng income mcreosed 1 ] 3

Change in Accounting. Principle. As 'di_scbssedT obove, we
adopted SEAS Ne. 142 on Janucry 1, 2002 and, in accordance™
" therewith,-recorded as a change in accounting. principle @ non-cash

. cborge of $12.5. million relating to an |mpo|rmenf -of recorded ‘
goodwill. See Note 2 of the consolidated financial stofernents . .

included elsewhere herein. . )

" Net Income (Loss) We recognlzed net income of $1.0 million
in"2003, as compared to a net loss of $23.5 million in 2002. The
net income increased subsfonholly in 2003 due to additional oper--

~ ating incomein 2003 offset by goodwill lmpclrment chorges taken

in 2002 wb:cb is descrlbed in further defor! obove L

quu:dny and Capnol Resources .
The following table summarizes our cash flow ochvmes for the

\ r

penods mdlccred s

AN 2 : N
_ Years Ended December 31, © 2004 2003 2002

(In Thobsonds') . ' . . '

Cash flows provided by (used in): - " ,
Operating -activities o $ 10 $2433'% (72)

- Investing activities - (17,959) (914) (6,472)
Financing octivities -~ i (3,827)  (1,252) - . (789) .-
-Discontinued operating activities (544) (1,745) (3,551)

y Exfraordindry item - — R T (85)

$(22,317) $(1J278) )

$(10,969

Total cash used during the yeor

As of Decen{ber 31, 2004, we had cash, cash equivalents and

‘marketable securifies of $33.9 million, a $10.4 million or 23.5%
" decredse from they December 31, 2003 bolonce of $44.3 millicn.

Workmg capital, which is defined as current Gssets less current liabil-
ities, decreased. $7.8 ml!llon to $37.0 mlllxon as of December- 31
. 2004, as compored fo‘$44 8 million as -of December 31 2003.

. The $10.4 ‘million"decrease in c8sh, cash equivalents and mar-
* ketable securities’ is primarily related to Edgewater's. fiscal 2004
- stock repurchases of $4.4 million and net cash used for the acqui-

sition of Ranzal of $5.7 million: These decreases were poniolly off-
set by proceeds from fiscal 2004 sfock ophon exercises, whuch

. Tofoled $0.6 rmlhon ; R

. Qur pnmor\/ historical sources of funds have béen from Spera-

' hons and the proceeds from equity offerings, a3 well as sales.of -

businesses in fisca! years 2000 and 2001..Our principal historical
‘uses of cash have been to fund working coprfol requnremenrs cap-
ital expend)’rures ond ocquisitions. We generoHy pay our employ-
ees bi-weekly for, their services, while receiving payments from
customers 30 fo 60 days from the date of the invoice:
Histerically, a S|gn|flconf portion of Tbe Company’s cash flows from !
‘operations have’ been. derived from our largest cusfomner, Synapse,
whlch is also a related party. Payments received by the: Company for
servnces rendered 1o Synapse Tofoled approximately $10.9 million,
$1.1.8 million and $12.4 million in fiscal 2004, 2003 and 2002,

- respectively.. Al receivable amounts were collected within dur normo\

business terms and our contracts with Synapse are typically for a
penQd of one year or more. In the event there is a loss of revenue
related to Syndpse, it w0uld be expected thof such a loss would have -
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an adverse lmpad upon the Company's operations and cash flows. -
However, we believe such an impdct could be mitigated through the
‘management of employee headcount and through the redeployment
of existing Synopse rélated resources on to other consu|hng projects.

Net cash provided by operating activities was $0.01 million for fis-
cal 2004. Changes in operating accounts included the fiscal 2004

loss from continuing operafions of $0.8 million; depreciation and.

" amortization -of $0:9 .million; incr’eosesv‘ in" accounts payable and
accrued expenses of $0.8 million related to the acquired Ranzal oper-
- ations; and @ decrease in accrued poyroll and related liabilities of $1.1

million as d result of the fiscal 2004 payment of the Compony $ 2003-

performonce based bonus accrual. .
* In fiscal 2003, net cash provided by operating cdlvmes was $2.6
million. This was & result of 2003 net income from continuing oper-
" ations.of $2.0 million; $1.0 million in loss related fo the Company’s

discontinued operohons as a result of various tax notices and assess-_

ments from 'the IRS;. depreciation and emortization of $0.9 million;
and, an increase 'in aecounts payable and accrued expenses related
to'the Company's accrual of its expected ﬁsccl 2003 performance-
based bonus payouts.

~ In Fiscal 2002, ret cash used in operating activities was $O 1

million. This represented the net effecf of the fiscal 2002 loss from

operations of $10.1 million; a charge of $12.5 million related to
the fiscal 2003 change in accounting principal associcted with the

Compony"s adoption of SFAS ,No./ 142; depreciation and amorti-
_ zation of $1.0 million; $7.4 million in connection .with a non-cash
goodwill impairment charge; and $1.2 million as a- resulf of net
collections on outstanding receivgbles. ,

Net cash used in investing activities was $18.0 million in fiscal

N -2004 Nef, outflows related to $12.0 million in purchases of mar-

: kefoble securities as the Company transitioned cash and cash equiv-
clents into Ionger-‘rerm and higher yield investments and $5.7 million
‘in costs reloted to the Odober 4, 2004 purchase of Ranzal. 4n-fiscal
2003, net cash wsed in. mveshng activities was $0.9 million. This was
a resulf of $1.2 million in net marketable security redemptions, which
were offset by $2.0 million in costs related to the June 2003 acqui-
sition of Intelix. In fiscal 2002, cash used in investing activities was

$6.5 million. This use of cash was pnmonly attributable to $6.3 mil-
lion in net purchase of marketable securities. As of December'31;

2004, we have no long-term commitmenits for capital expendlfures
. and all capital expenditures are discretionary. o
' Net cash used in financing activities was $3.8 m||hon $1.3 mil-
Ilon and $0.8 million for 2004, 2003 and 2002, respectively. Cash
~ used in financing activities-in each of these periods wos primarily
. attributable to the repurchase of the Company’s common stock,
which totaled $4.4 million, $1.4 million and $0.6 million in fiscal
2004, 2003 and 2002, respechvely These purchases were offset

. by net proceeds from our, employee sfock purchase. progrom ond )

exercises of stock optioris. - ~

" Net cash used in discontinued operohons was $O 5 m||||on $1 7
-million and $3.6 million for 2004, 2003 and 2002, respectively.
These amounts represent payments made by the Company related
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to its discontinued ‘Qpercﬁons.ccci’ual. As described in Note 4 é)f the

consolidated: financial statements and included elsewhere hérein;

~ the Company, in 2000-2001 made a strategic decision to undergo
a comprehensive restructuring program to refocus future growth ini-
tiatives in-its- systems integration and consulting Business and os-a
result, committed to divestutes in each of its staffing businesses.
Payments in each of the presented fiscal years represent payments
related to the discontinuanceé of the operations, which were accfued
for in previous years. l
Net cosh used in extragrdinary item waos $O ] mtlllon in fiscal
- 2002. The payments related to the Company’s 2000 office tragedy.
As a result of the above, and as a result of cash flows from dis-
continued operations, our combined cash and cash equivalents
decreased $22.3 million, $1.3 million ‘and $11.0 million in

2004, 20.('33 and 2002, respectively. The. aggregate cash and ‘

cash equivalents and marketable securities were $33.9 million,
$44.3 million and $46.8 m|l||on as of December 31, 2004,
2003 and 2002, respectively. ‘

In ‘December 2003 the Company's Boord of DIF&CTOI’S (the
“Board”) ‘authorized monogemem, subject to legal requirements,
“to use up jo $20.0 millionjovrepurcﬁcse our common stock over

a period to expire Februdry 25, 2005 (the “2003 Repurchase

Plan”). The 2003 Repurchase Plan replaced the existing stock:

repurchase plan previously authorized by the Board in September
2002 (the “2002 Repurchase Plan’).
made from time fo fime on the open market af prevailing market

~prices or in negotiated transactions off the market. As pert of these

répurchase plans, effective February 14, 2003, the Board authorized
an SEC Rule 10b5:] '
‘the Company iomqk_e more consistent repurchases of our common
‘stock even during traditional blackout periods. As of December 31,

2004, the Company is authorized fo repurchase up o $20.0 million .

of cur common stock prior to February 25, 2005. From the incep-
tion of our stock repurchase programs, to the February 25, 2005

expiration date, we repurchased 3.3 million shares of our common .

stock for an aggregate purchase price of approximately $17-9 mil-
lion. ‘Both the- 2003. Repurchase Plan and the SEC Rule 10b5-1
repurchase program expired on Februclry 25, 2005. .

" We believe that our current cash balances and cash flows from
operations will be sufficient to fund our short-term operating and
liquidity requirements, at least through-fiscal 2005, and our long-

"' ferm operating and quuidify-ré'qqiremenfs, based on our current

business model. We pericdically reassess the adequacy of our.lig-
~uidity position, toking info ‘consideration current and anticipated .
operating cash flow, cnhcnpo’red capitgl expenditures, business
combmohons, possible s’rockholder d|str|buhons and publlc or pri-
vate offerings of debt or equﬁy securities. The pace at which v we
will either generate or consume, cash will be dependent. upon
future operations and the lével of demand for our services on an’
ongoing basis. See “ltem 1—Business, Potential Future Strategies,

Transactions -and Chonges in our Companys 2004 Annuo(
- Reporr on Form 10-K.

Repurchases have been”

repurchase program with a.broker that allowed

!




- ended Décember 31

“Accounting for Stock: Based Compensation,”
. Accounting F’nncrples Boord Opinion No. 25, “Accounting for Stock
.lssued to Employees,”

Off Balance Sheef Arrangemenfs Com‘rccfucll Obhgcmons
and Conhngeni Liabilities and Commnmem‘s ‘
*We lease office space under’ nonccncelloble operohng lease

',orrongemen’rs through ' 2013. Ren1 expense, including amounts
- paid to_related: parties for discontinued operations, was approxi-

mately $1.2 miHi'on,. $12 ’mill‘ion and $1.2 million for the years
Company entered into a gubleose qgreemem on July 1,2002 with

Fayetteville, Arkansas. The’ subléase commenced on July 15,2002

* and will end on June 30, 2007. Under the sublease agreement,

the sub-tenant shall poy base.fent to Edgewater in the amount of .

~-$0.2 million for the fiscat years 2005 and 2006 ond will pay $0.1°
million in 2007. .

’

; 2004, 2003 and 2002, respectively. The

“a third -party to occupy our former corporate headquarters:in

Annual future minimum poymenfs requtred under operotrng"

leases that have.an initial or remaining nonconcellob|e lease term -

in"excess of one yeor are-as follows (these amounts'do not include
expected sublease poyments: of opproxmofely $0.2 m||||on per

-year through June.30, 2007): -

Year Ending . Lease-
December 31, 'Ob'ligo’r‘ions.
* (In Thousands) N
2005 $1,202 &
2006 1,063
2007 819
.2008 . o 801
2009 . - .o T 626
Thereafter . o ‘ 2,010
] E ,~$6,521 :

a1 n =

Recem‘ly Issued Accounhng Pronouncements
ln December 2004, FASB"
No.

123R"). This. Statemnent is d revision of SFAS No.

and. supersedes

ond ifs related implementation guidance.
SFAS No. 123R focuses_primarily ofi gccounting for transactions in

‘whuch an entity, obtains employee services in share- bosed poyment

Tronsochons The SLro’remenf requirés entities fo recognize stock com-
pensation expense for owords of ‘equity instruments to employees
based on the grant- do're fair volue of those’ owords (wﬁh limited

. exceptions). SFAS No. 123R is effective for the first interim or annual

réporting -period that begins oﬁer_June 15, 2005, The Compony is
evaluating the two methods of adoption allowed by SFAS'No. 123R:

retrospective transition method _and has nohquon’nﬂed the effect
of the odophon onLThe consolidated financial statements. *

_’Relufed Party Trc nsa chons

) issued Statément of- Fmonocl“
Accounhng Standards No. 123R, “Share-Based Payment”- {“SFAS
123 .

“the modified-prospective Tronsmon method and the modlfled

' Synapse.. Synopse one of our |orgesf customers, as dlscu,ssed in

Note ]2 to the consolldofed fmcmool statements rncluded elsewhere

“in this Annual Report, is considered a related perty s its President
-and Chiet Executive Officer, Michael Loeb, is also a member of our
Board* of Directors. .Mr. Loeb joined the . Compony s Board of
: D|rec‘rors in April 2000. Synapse has been an Edgewater cUstomer’
since” 1996, Revenués from Synapse amounted to $9.7 million,
$17 .84mi||ior1 and $12.3 million, for fiscoi 2004, QQO?: and 2002,
respectively. Accounts receivoble balances for .Synops'e were $0.7

" million and- $1.9 million as of December 31, 2004 and 2003,

jreépec’riveiy, which amounts were on customary business terms. The
Company typically provides services to Synapse related to infrastrucs
 ture sérvices, custom soﬂwo‘re development, and systems integration.
Services are provided on-both a fixed-fee and tfime ‘and materials- -
basis. Our contracts with Synapse, ‘including all terms and condi-
tions, have been negotiated on an arm’s length bosis and on mar-
ket terms 'similar fo those we have with our other customers. In
January 2005, our Company. entered info @ one- -year services con-
‘tract with Synapse. Itis onhcrpofed fhof Synapse ‘will purchase at least
-'_$8 5 million in professwnol services durmg 2005. There are no
. commitments beyond the fwelve month term of the ogreemenf ‘
" ‘Deferred Board Fees. As of December. 31, .2004, the
Company has recorded a liability in the amoun? of approximately
*$0.2. million related to deferred Board fees earned and payable to

. one of our Company’s Directors. Payment of these fees is being

deferred until o future date. The deferred fees are recorded under the -
"cophon ‘accounts.payable and occrued Irob|lmes in TheCompony s
consolidated financial statements included elsewhere herein.

Lease ‘Agreemenf. Our Compony entered info a lease agree-
ment in 1999, which was modified in June 2000, with @ stock-
-holder who is-a former officer and director. The- lease pertains to
_certain parcels of land and buildings in Fayetteville, Arkansas for
its fotmer _corporqte, headquarters that were included in our
Company's discontinued .operations.” Rent payments related. 15
these facilities totaled approximately $0.2 million for each of the
“years ended December 31, 2004, 2003, and 2002, respectively.
Future related-party lease obhgohons relate to this lease agree-
hent. As our Compaiiy’s - corporate headguarters moved to .
Wakefield, Mossochuseﬁs during 2001, the Company subleased

" the Fayetteville facility to o third pon‘y in 2002. See Note 12 of the

consolidated-financidl statements included elsewhere herein.

Included: in- ihe. ”Cerfom Transactions” section of our 2005. -
Proxy. Sfotemenf for our May 25, 2005 Annual Stockholders’
Meehng is oddmonol disclosure concerning” our related party .
transactions. Ou_r Proxy Statement will be filed with the SEC on or ‘
before Apri|'3Q, 2005. - ' ‘

| Other Tax Mch‘ers :
During the second quarter of 2002 our Compcmy was notified

by the IRS that it would be auditing our consolidated income tax -
returns for the 1998, 1999 and 2000 fiscal years, and a subse-

_quently odded 1997 fiscal year. Our"Company has responded to

various IRS information requests by delivering documents and
onswermg quesﬂons For the period of the’ fiscal years covered by
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during the 2000 and 2001 fiscal years. During fiscal 2004, the

Company received notice from the IRS formally closing its examina-
tion of filed corporate income tax returns for the 1997, 1998,.1999 -
", and 2000 fiscal years, without any additional income tax liability.

'As a result of & change in the Internal Revenue Code, our 2002

tax loss was carried back to 1997, resulting in a refund of previ-,
ously paid taxes. of $1.4 million. This amount was recorded a$ o

‘benefit in the fourfh quarter of 2003 and is shown as a current

. asset at December 31, 2004 and 2003. Approximately $0.9 mil-

lion of this amount was collected by the Company in the first quar-

ter of fiscal 2005. We expect the remaining $0.5 million to be
- collected in the second quarter of fiscal 2005. See. Note 9 of the

;conso\lldofed financial statements included elsewhere herein.

-
'

SPECIAL NOTE REGARDING o -

- FORWARD-LOOKING STATEMENTS s

-

 share, future revenues, future opercn‘lng income, future cash ﬂows )
“potential ‘business combination transactions, compehhve ond ‘
strategic initiatives, potential stock répurchases and future IIqU|dlfy '

Some of 4he sfotemenfs under “Business,” “Properties,” ”Legol
Proceedings,” “Market for Registrant’s Common Stock and Related
Stockholder Matters” and “Management’s Discussion-and Analysis

of Financial Condition and Results of Operations” and’ elsewhere -
. in this Annual Report constitute forward-looking s’rofemenfs under
Section 27A of the Securities Act of 1

1933, as amended, cmd
Section 21E of the Securities Exchomge Act of 1934, as omended
mcludmg statements made with respecT to future eornmgs per

needs. These statements. involve known and unknown risks, uncer-

‘tainties and other factors that may cause results, Jevels of activity, ‘

growth, performance, earnings per share*or .achievements to be

" materially different from any future results, levels pf activity, growth,

performance, earnings per share or achievements -expressed or
implied by such forward-looking statements. Such factors include,
among other things, those listed "under “Business—Factors

Affecting Finances, Business Prospects and Stock Volatility” in dur

" Company’s 2004 Annual Report on Form 10-K.

7

* such as

The forward-locking stafements included in this Annual Report
and referred To elsewhere’in our public f:lmgs are related to future

events or our strategies or future financial performance. In some .

cases, you can identify forward-looking statements by terminology
should,” “believe,” ”ohﬁcipoté," “future,” “for-
opportunity,” “goal,”
“could,” “expect,”

" ou

‘may,’

I

encouroge
“leader,”

n’u

ward,” “potential,” “estimate,

“objective,” “quality,” “growth,”

“intend,” “plan,”

“strategy,” “expiration,” “provide,” “offer,” “maximize,” “allow,”
“allowed,” “représent,”* “commitment,” “create,” “implement,”
“result,” “seeking,” ”lncreose,”v “add,” “establish,” "pursué," “feel,” v

“work,” “perform,” “miake,” “continue;” “can,” “will,” “ongoing,”

“include” or the negative of such terms or comporoble terminology. -

' .

TwER&EXU% SR

the audit, we owned staffing-related. businesses, which were sold

“planned,” “expand,” “focus,” “build,” “through,”

These forward-looking statements inherently invbive certair risks and

‘uncertainties,” although they dre based on our current plans or
" assessments which are ‘believed to be reasonable as of the date of

this Annual Report; Factors that may cause actual results, goals, tar-

gets or objectives to differ materially from those contemplated, pro- .
- jected, forecasted,. estimated,- onﬂclpcted plonned or budgeted in,
" such forward- looking statements mclude among others; the follow-

ing possub||mes (1) inability to execute upon. growth objectives,
including growth in entitiés acquired by our Company; (2) failure to
obtain new customers dr retain significant existing customers; (3) the

" loss of one or more key executives and/or employees; (4) changes
"in industry trénds, such-as a decline in the demand for Business

Imelllgence {("BI") and Corporgte. ‘Performance Management
("GPM") solutions, custom development and system integration serv--,
ices and/or ‘delays in industry-wide information technology (“IT").

_ spending, whether on a temporary or permanent basis and/or delays-

by customers in'initiating new projects or existing project milestones;

. (5). adverse developments”and' volatility involving geopolitical or

technology market conditions; (6) unanticipated events or the occur:
rence of flucfuations or variobility in the matters identified under

“Critical Accounting Policies”; (7} failure of our sales pipeline to be .

‘converted to billable work and recorded as revenue; (8) failure of the

middle market and the needs of middle- morkef enterprises for busi-
ness services to develop as onhopofed (9) inability to recruit and
retain professionals with the high level of information technology .
skills and Vexperjence needed to provide our.services; (10) fdilure to "
expand outsourcing services to generate additional. revénue; (11)

‘any changes in ownership of the Company or otherwise that would

result in a limitation of the net operating loss carryforward under

" applicable tax laws; (12) the failure of the marketplace to embrace

CPM or Bl services; and/or (13) the failure to obtain remaining pred-:
ecessor entity tax tecords that are not in our control and/or success-
fully resolve remaining outsfondmg IRS matters relohng to our former
staffing businesses. In ‘evaluating ‘these stotements, you should’
specifically consider various factors described above as well as the _
risks outlined under ltem. | “Business—Factors Affecting Finances, -
BQsiriess, Prospects and Stock Volatility” in our Company’s 2004
Form 10-K.” These factors may cause our actual. results to. differ

- materially From those contemplated; pr0|ecfed anticipated, plcmned

¢

or budgefed in any’such forward-looking statements.
Although we believe that the ‘expectations in the forward- |ookmg ,

* statements are reosonoble, we-cannot guarantee future resulfs
_levels of activity, performance, grow’rh earnings per share or

achievements. However, neither we nor any other person assumes ‘
responsibility for the accuracy and completeness of such state; -
ments. We are under no duty to update any of the forward-looking

statements after the date of this Anr)uol Repon‘ to conform such

statements to oc’ruol results. . . . .




Report of Independent DR
—— Registered Public - S
o Accounhng F|rm o e o
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To the Boaord of Dlredoxs and Siockholders of
Edgewater Technotogy, Inc. , . ‘ s ) S , .
Wokefleld Mossclchuseﬁs . " o~ AR o T : P -7

We hcve cudlted the occomponymg consolldofed balance- sheets of Edgewcn‘er Technology, lnc ‘and’subsidiaries- (the "Compony ").as of .
December 31, 2004 aid 2008, and'the related consol\do#ed statements.of operations, stockholders’ equity, and cash flows for each of the
three yecrs inthe period, ended December 3, 2004, These financial sTe#emems are the responsxbtln‘y of the Compony s monegemem Qur
respon5|b|llfy is o express-an opinion on these financial statements bosed on our audits. ' :

We conducfed our uudn‘s in accordance with-the stondords of the Public Company Accounting Oversight Boord (Um‘red Sfofes) Those

. stondcrds require thcf we plon and perform the audit fo obtdin reasonable assuronce about whether the financiol-statements are free of
) material misstatement. The Company is not reqUIred to hove, nor were we engaged fo perform, an audit of its internal control ovér finan-
cial repon‘mg An oud:t mcludes consideration of internal control over. fmoncml repomng as. a-baiis for desngmng audit procedures that
* are appropriate in. The orcumsfonces but not for The purpose of expressmg an oplmon on The eHecTweness of the Company § internal . )
com‘rol over fmoncnol reporhng ‘Accordingly, we express no such’opinion. An OUdIf also’ mc!udes examining, oh a fest basis, evidence sup-
pomng the omounts and dlsclosures in the financial stateménts, asséssing the occounfmg p'rmcnples used and sngmftcam estimates mode
by management, as well as, evcluohng the overall fmcmqol statement presentation. We - believe fhct our-audits prowde o reasonable basis
for our-opinion. - . ‘ BN N _ . ’ o .
" our opinion; such consohdo‘red financial s'ro’remems present - fcnrly, in all material respects, the fmonc:o\ posmon of Edgewdter
Technology, Inc. and’ subsmhones as of December 31, 2004 ond 2003, and the results of their operohons and their cash flows for each
- of the three years. in the perlod ended December 31, 2004, in- conformn‘y with occounhng principles generally accepted in the Um’red e
States. of America. ‘ ’

N

Boston Mosscchuseﬁs ~ e L L .‘ N -
Morch 25,2005 - | R
- 7 ’
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s Consolndated Bqlance Shee’rs

| {In Thousonds Excepf Per Shore Do’ro)

[ o, . ’

December 31, . - . | o o 2004 . 2003

ASSETS : : Co ‘ ' _ ’ f
" Current ossets:- - o . - T . o -

. Cash and cash equivalents . ‘ Lo o - % 5,564 $ 27,881
Marketable securities . - B ‘ R 7 ' 28,344 16,378
Accounis receivable, net of ollowcnce of $2(55 and $220 respectively -, . . 5272 . - 3,532

" Deferred income taxes, net o . _ R oo 710 . 547
Income tax refund receivable . S o : - 1,430 1,430
Prepaid expenses and other current assets : ’ , . 822 646

Total current ossets - : S : S N . 42,142 - 50,414
- Property and equipment, nef SO B , .o .0 1,364 1,309

lntong|b|e ossets net 7 -7 ] . ‘ Co 1,996 898

Goodwill, net - - . ‘ a ) : ' 14,632 12,237

Deferred income taxes, net. - . S : o 21,503 21,628

Other assets , L o L .65 45

_ Totol'ossefs ~ . N B $ 81702 - $ 86,531

\

" LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:

Accounts poyoble‘cmd accrued liabilities - - . _ R $° 2,440 $ 1,567
Accruals related to discontinued operations - o ‘ s . - 12100 - 1,987
Accrued payroll and related liabilities ' o ' _ S - - 1,091 2,009
Deferred revenue and other liabilities - ’ o T . 365 - 84
Total current liabilities - ‘ . . ‘ o A 5.,1064 - 5,647

Commitments and conhngenoes (Note 13} L - ' - ‘ ‘ oL o S Ty
" Stockholders’ equity: ' :
Preferred stock, $0.01 par value; 2,000 shares authorized,

-

no shares. issued or oufsfondmg . ST . s — o

Common stock, $0.01 por value; 48, 000 shares’ cufhorlzed X‘ . . ‘
29,736 shares issued, 10,549 and 11,366 shares outstanding T I [

‘as of December 31, 2004 and 2003, respechvely o T i ' S 297 297
Paid-in capital ' o . ' 217,526 - 217,825
Treasury-stock, af cost, 19,187 and 78 370 shares at December 31,2004 -~ » _ =

and 2003, respectively _ . o c- . (144,852) . (141,324)
Deferred stock-based compensation ' : o : . " (469)° . - (603)
Retained earnings : : ‘ - ' - 4,094 4,689
- Total stockholders’ equity - e - ' 76,596 . 80,884 .

Total liabilities and sTockholders equity B , . .. $ 81,702 $ 86,531

. ( ) lncludes relcn‘ed party.amounts of $706 and $1; 853 at December 31, 2004 and 2003, respechveiy

See notés to consohdcfed fmoncml statements.




Consoluda’red S’ra’remen’rs of Operahons .

(In.Thousands, Except Per Share, Dofo)

-
~

 Yeors Ended December3 e . .~ 2004 2003 .. _ 2002.
Revenues: -~ - o " - - o R Co o ’ : g
. Service revenue“’ o ' : 82479 - $24876  © -$18,520 - -
“Out-of-pocket: expense rembursemenfs o S oo 531 - . 178 . 146 -
Totcl revenues . (. o ' 4'; R .- . 25322 25054 . ]'.8/’6_66
Cost of sevices: ‘ - o R - ) . - . )
- Project personnel and’ relcted expenses Co o o o 15,128 . . 13,362 11,759 _
. Qut-of-pocket reimbursable expenses - S ‘ 531 178 - 146
Total cost of services o . E : o 015,659 . . 713,540 11,905
Grossprofit e e e 9,663 . 11514 676]
Opercn‘mg expenses . . . , o o ' : w7 , e
Selling, generol and odmlnlsfronve S , ) . 10,020 . 10,015 . © 8,833
‘Stock-based compensohon ‘ _ e . ~ . 134 65 e
Depreochon and amortization . ’ S 896 T 948 . 1,003
Impairment of goodwill .= . .~ o . e = = 7410 2
Restructuring T . : e o : = = . 349
' ,_‘vTo?ol operdting. expenses - . - » L . . 11,050. S 971,028 - 17,596
Operating (lbss_) income o I o (1,387)" 486 | “(10,835)
Interest rnc;orne‘, net . o . E ... - 554 ) 455 o 777
{Loss) mcome before taxes, dlscon’nnued operohons ond ' o - ' IR ‘ . o '
. chdnge in accounting pnnople . T . DR (831). - 941 - (10,058) -
- Tax (benefit) provision K ' o B ST = (1 ;053) - e
{Loss) income from cenﬂnding operations before discontinued o o : S .
operoﬁons and change in accounting principle - - > (831) ]',994 .- {10,058)
Dlsconhnued operations: - o o . L N
Income (loss) from operohons of discontinued divisions, ‘et of opphccble ‘roxes o .236 - (1,020) (950)
* (Loss) income before change in occounhng pnnc1p|e i~ L T (595 . S 974- - (11,008)"
. "Change in accounting: principle o P > e — = (12,457)
Net loss) income = . . S R % (595) . S, 974 - $(23,459)
Basic (loss) inc'or‘ne"pe'r sﬁore-:,‘ S S SR e '
- Continuing operations LT .- %(007) . - 308 - %(0.87)
,Disconﬂnued’oper\qﬂb_ns : . . . . ‘A 0 02 - (0.09) . .. . (0.08) . -
" Change'in accounting principle . . e e — o= (1.08)
Net (loss) income R ' e . T 78005 7 135009 $(2.03)
g Weighted average shares, basic, P ‘ _ .. 11,283 11,381 . 11,575
Dilufed'(foés) iAnc‘enj‘e per share: L R . o - - . .
Confinging operations . . Lo S - $(0.07) - 50177 $(0.87)
‘Discontinued operations . . T ‘ ’ , - 002 . - (0.09 (0.08)
Chonge in accounhng pnnople - - o - . ' ’ — : -— (1.08)
" Net (loss) income = . - o .~ $(0.05) © $0.08 . $(2.03)
- Welgh’fed average s’hores, diiu’red T . 11,283 - 11,694 11,575

. (1) Indudes reloied party omoun?s of $9, 685 $11,766 ond $12 300.for 'rhe yecrs ended December 31 2004 2003 ond 2002, respechvely

. See notes To consol»dc’red fmoncucl statemerits.
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(in Thousonds)

Consohdcn‘ed S’ra’remen’rs

Poid-in

- Treasury -Stock

~

Deferred

'ef Sfoekholders_’ Eq_u\_i'ry 3

' Totiol

]

$297 $217,526

(19,187) ${144,852) -

$(469)$ 4,094

" Common Stock- " - Stock-based ReioinedlA:STockholdversv’,
: : E Shares. Amount Capital ~ Shares -~ Amount Compensation . Earnings " Equity
" BALANCE ; January 1, 2002 29,596 - $296 $217,438° (18,002) $(139,916) — $27,174  $104,992° -
Issuance‘of common stock related , ‘ o o o o
to employee stock plons ., L — | — {127 37 244 — o= 117
- ‘Stock &ption exercises - - C— (9) - 4 T 24 — — 15
Repurchase, of cofnrhoh‘sfock — = — *(150) (628) ' - — (628)
. Netloss - - — — — = - — (23,459 (23,459)
o BALANCE, December 31, 2002 - 29, 596 296 217,302 C(18,111) (140,276) — 3,715 81 ,037
Issuance of common stock related- - » _ ' Y -
. to employee sfock plans . . — . = (65 24 153 — — 88
Stock optton exercises ' — — 7 (80) 32 - 208 — — 128
- Restricted stock-awards. T 140 v j— — — — — . :
. Repurchase of common stock ‘ — — — (315) (1,409) - - — (1,409
-Deferred stock-based compensoﬁonv L —_ 668 — — - .603) — . 65
. -Net income E g e —_ — S © 974 - 974
"BALANCE, December 31,2003 29,736 297 217,825 (18,370) (141,324) (603) . 4,689  .80,884-
" Issuance of common stock related N ‘ : DA . ‘
+to employee stock plans v i “(57) - 27 177 — — 120
Stock option exercises - h — — - (242) 104 . 680 — — 438
Repurchase of common stock - - — — (948)-  (4,385) — —  (4,385)
Deferred stock-based compenscmon DR _— — J— ) — . 134 — 134
Net loss- : L — —_ = — —_ — . (595) - (595)
'BALANCE December 31, 2004 29,736

$ 76,596

Se€ notes to ~conso_||dated fmopcml statements.
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| Consoll‘da’red S’ra’remen’rs of Cosh FIows

(ln Thousonds)

Years Ended December 31, + . . o : . ..2004 . - 2003 T 2002
Cash Flows from Operating. Achvmes o B S R : e
Net (loss) income . - v S o L. 8 (595) $ 974 | $(23,459)
"({Income} loss from operohons of dlscontmued d|v|3|ons ' . : ' © 7 (236) o 020 o 950
Change in occounhng principle -+~ - T R [ — - 12,45
Net (loss) income'from continuing operations o . {831 . - 1,994 - (10,058
Adjustmerits.to reconcile net (loss) income to net cash . o C - ' T ’ ' '
. provid'e’d by (used in) operating activities: C ‘ - : R , -
] Depreciation-and amortization - R o 896 ©. 948 7 .1,003
I " Impairment ofgoodw“ . : R o = . — . 74N
) Provision for bad debts - R L T o - . 94 - 178
Deferred income 1oxes ) T . S "~ {(38) . (1,053) - . 280
. Amortization of deferred stock-based compensation - ’ C 134 - 65 ’ —_
~ . - 'Changé in operdting accounts, net of effect of dispositions: " o : - e
o “Accounts recgivable | R L , L (). - (225) 1,220
- Prepaid expenses and other cyrrent assets Sy T (140) 312 - T {66)
.ther‘ossefs L T S L — 14. ‘ 21
> Accounts payable and cccrued liabilities T : o 789 ' 370) . (323)
" Accryed payroll and related liabilities - ’ o I L {1,070) . AR 253
Deferred revenués‘and other liabijlities ‘ ’ " S .28 R - T 4
- Net' ccsh provided by {used in) operating activities : . ‘ 10 - 2,633 72
Net cash used in extracrdinary item” - N S . — - .(85)
Net cash used in djscon'tinued-ope’ro}ihg‘oc‘ﬂ'viﬁes I - S (541) - (1,745~ (3.,551) .
" Cash Flows from Ih\/estlng Activities: ST o : L N S .
Redemptions of marketable securifies S . - 44,072 32,042 . 45,784
Purchoses of morke’roble securities. . R ) . (56,038) (30,797). ©  (52,034)
Purchase of Infglix; net of cash acquired . T : R — (1 ,966) N
Purchase of Ranzal, net of cash acquired - ~ - S S (5,684) . X -,
- Purchases of property and equipment g S S Lo (309) oo 93) : (222) -

Net cash Used in investing-activities . .+ - .~ - T - . . T (17,959 - . (914) 1. (6,472)

Cash Flows from Financing Activities;

Payments on capital leases:. : e X E o . 'I = - {60) o T (293)
_ Proceéds from employee stock plons cnd stock ophon exercises C .. 558 217 - 132
Repurchoses of common stock . - - : I -~ (4,385) - ( 409 - (628)

" Net cash used in fmcncmg activities - _ ' - T (3,827) (1,252) (789)
Net decrease in cash and cash equivalents - - o . AU (22,317) (1,278) . (10,969) .
Cash and Cash Equivalents, beginning of year I ‘_ .. 27,881 T 29,159 . 40,128.

' Cush and Cash Equwulenfs, end of-yeor - S - '$ 5564 . 527,881, $-29,159

- Supplemenful Dlsclosures of Cush Flow Informo'non T . o : o
o ‘Inferest paid o . ST o ’ S s — $ 2 $. 28
* . 'lncome taxes paid, net of refunds. . - . o i : . $ 0 = $ — . S 446
Cash receipts from related parties g . B . : . $10,872.. $11,842 - $12,440-
Cash paid to.related parties .~ . S o 0§ 223§ 223 . '§ 2237

See nptés to consolidated finonciol_,sfbfeménfs. -
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1. NATURE OF BUSINESS AND BASIS OF PRESENTATION:

Principles of Consolidation

22

o N

. Edgewater Technology, Inc. (”Edgewoter Technology” or the
“Company”) is an innovative Technology management consulting
firm providing a unique blend of premium information technology
(“IT") services. We prowde our clients with a range of business-and

A technology offerings. Headquartered in Wakefield, Massachusetts,-

as of December 31, 2004, our Company employs:approximately

o ‘Morke)‘oble Securities .
The current portion of our marketable securities have motunfy

161 technical consul’rmg professionals fhroughout our network of

strategically positioned satellite offices.
The consolidated financial statements hve been- prepored in’

‘accordance with accounting. principles generally accepted in the
_United States of America. Certain prior period amounts have béen
‘reclossﬁled to conform to current peruod presenfoﬂon

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

The accompanying consolidated financiat sfatemients reflect the

~application of certain significant accounting policies as described

in this note’ dnd elsewhere in the accompanying consolidated
ﬁndn'ciol statements and notes. : '

The consolidated financial statements mclude the accounts of .
Edgewater Technology and its wholly- owned\sub5|d|orles. All inter-
corﬁpony transactions have been eliminated in consolidation.

. Use of Estimates

Our consolidated financial statements are prepored in accor-

- dance with accounting principles generally accepted- in the United

States of America. These accounting rinciples require management

the reported amounts of‘csse’rs, liabilities and disclosure of confin-
gent assets and- liabilities at the date of the financial statements and
the reported amount of revenves and expenses during the reporting

_ penod These estimates, judgments and assumptions Used in prepar-

ing the .accompanying consolidated"financial statements are based
upon monogemenfs -evaluation of the relevant facts and circum-
stances as of the date of the financial statements. Although the

" Compdny regulc:rly assesses these esfimates, judgments ‘and

assumptions used in preparing these consolidated financial state-
ments, actual results could differ from those estimates. Changes in
estimates are recorded in the period in “which they becomé known.
Significant assets and liabilities with reported amounts based on esti-
matesinclude deferred income tax assets, intangible assets, and

-other liabilities including matters involving historical payroll tax

.

assessments included in disconﬁn’ued operations.

‘Cash and Cash Equivalents

All highly liquid investments With remaining maturities of three
months or less at the date of purchase are considered cash equiv-
alents. Cash.and cash equivalens balances consist of deposits,

. investments in money market funds and repurchose agreements

with large U.S. commercial banks,

‘December 31, 2004 and 2003, we had $26.3 million and $14.3

" to make certain estimates, judgments and assumptions that affect -

Property and EqurpmemL

Notes ’ro' Consolidated Financial S’réferﬁerﬂs‘ o

\

dates of one year or less when acquired and are classified as held-

to-maturity securities, which are recorded at amortized cost and

consist of marketable instruments, which, mdude but are not limited

to governmenf obligations, including agencies .and” commercial -

paper. - All short-term investments that have original “maturities

‘greater than-three months but less than one year &t the date of pur-

chase are considered to be current marketable securities. As of

m||||on in ‘commercial paper, respectively, and $2.0 million” and
$2.1 "million,

Property and equipment are stated at cosf net o¥ accumulated
depreciation and amortization. Property and equipment are depre-

assets, which range. from three to ten years (or life of lease, if less).
Equipment held under capital. leases is amortized utilizing the
straight-line method over the lesser of the estimated useful life’ of
the-asset or the term of the lecse: Additions that extend the'lives of

in government obligations, including agencies,.
, respechvely, and amortized cost approximated fair value.

-ciated on a straight-line basis over the estimated useful lives of the _

the assets are capitalized, while repairs and maintenance costs are .

- expensed as mcurred

Impairment of Long Lived Assets,
We evaluate our long-lived assets for |mp0|rmem‘ whenever events

‘or changes in circumstances indicate that the carrying amount of

such assefs may-not be recoverable. Impairment 'is generally
assessed by a comparison of cash flows expected to be generated |
by an asset o its carrying value, with the exception that goodwill -
impairment is assessed by use of a fair value model (see “Goodwill
and Intangible Assets”). If such assets.are considered to be impaired,
the impairment to-be recognized is measured by the amount by

~“which the carrying amount of the asset exceeds its fair value.

Goodwill énd Intangible Assets

Intangible assets consist primarily of goodwill, customer relation- .

shlps and amounts paid pursuant fo non-compete agreements.
Non-compete agreements ‘are amortized using the straight-line
method over the life of the respective agreements. Customer rela-
tionships are amortized using the straight:line method- over their
estimated remaining life.

Goodwill is tested for |mpcnrment at the reporting unit level af
least onnuolly, utilizing the “fair value” methodology. The

Company evaluates the fair value of its reporting unit utilizing var- .
" ious valuation. techniques. Duyring the first quarter of 2002, as a -~

result of declining industry stock prices, the Company recognized
a transitional impairment ‘loss of $12:5 million as the cumilative
effect of a chcmge in cﬁcounhng principle.

1
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* Recognition” (“SAB.104"). We ‘consider amounts To be earned once.’
evidence of an arrgngement has been obtained, services are deliv-

o

.

‘Goodwill must be tested for. impairment en an dnnuyal basis and . .

bétween annual tesfs’in certain circumstances. The. Compony per-
_ formed'its annual impairment test on December 2, 2004; 2003
and 2002, our selected annugl mecsuremenf dates. We tecorded

a non-cash impairment charge ‘of $7.4 million in the fourth quar-.

ter of 2002, prrmonly as a result of the decline in industry stock

_prices for our peer group and:lower revenues and operating mar-

gins for our Comptiny at that time. As of Deceniber 2; 2004 and
12008,
cpprmscl it was defermined that there was no further impairment

* to the remaining’goadwill asset. Our'net unamortized goodwill as
2004 .ond 2003 was $14:6 million and $72.2

of December 31,
million, respectively. The increase from the prior year was the result

~of a current year acquisition. The:Company acquired Ranzal and,

* Associates, Inc. on October 4, 2004 and recorded, subieé’f to final
. purchase price -accounting adjustments, $2.4 million in goodwill

.and $1.6 million. in.identifiable intangible assets. The identifiable -

“infangible assets are bemg amortized. over two to five years . cnd
are-furtherdescribed in. Nofes 3 ond 8.

Revenue Recognmon and Al !owonce for Doubn‘u Accounfs

The Company recognizes revenue from _providing IT cnd mdn-
ogemenf consulting services under written service conteacts with our
_customers. The service contracts we enter into generally fall into
’rhree specific: coiegones time and materials, fixéd-price and fixed-
_fee. Our revenues are. generoted from sources such as technicgl
consulhng, cusTom software developmenf mtegro’non .services,
~business m’relhgence “consulting and managed services. Revénues
from these services are recognized cs.the services are performed
and amounts are earned in accordance with SEC Staff Accounting
Bulletin (“SAB”) No. 101 (“SAB 101 "), "Revenue- Recognn‘Lon in
Financial Statements,” as amerided by SAB No., 104; “Revenue

ered, fees are fixed or determinable- and collectibility is reasonably
assured. For the years ended December 31,

and custom software development and integration services, and

managed services represen'red ’rhe followung
Consulting and

* Development and -

For the Yeor Ended . Strategy ‘Integration -

December 31, ‘Engagements - Services - . Services
2004 ' . 207% 67.2% 12.1%
2003 .. - 2.9% 85.7% 11.4% ..
2002 5.3% T77.9%

16.8%

The Company derives a siénificén‘r portion of its service revenue
from time and mc‘renols based ‘contracts. Time and materials con- .

tracts represented 75.0%, 70. 9% and 77.2% of service revenues for
the years ended December 31, 2004, 2003 and 2002, respectively.
Revenue under time and materials contracts is recognized as services
_are rendered and performed at-contractually agreed upon rates..
From time to time, the- Compony may offer volume purchase
arrangements as part of its time,and materials conracts o its cus-

tomers. In accordance with- Emerg:ng Issues Task Force Abstract
- (“ETF”) No. 00-22, ”Accounhng for “Points’. and Certain Other

" Time-Based orVolume- .qued Sales IncenhveOf‘Fers,_ and Offers

dffer receiving. an mdependenf third-party voluohonu

- standard billing rates. In accordance with SAB 1

2004, 2003 ‘and |
2002, revenues from" strategy " engogemenfs, techmcol consulting -

' ‘Mdnoged ‘ '

-

for Free Products or Services 1o-Be Delivered in the Future,” the

" Company has deferred payment amounts based upon its current -

éstimates of the actual discounts expected to be earned by the cus-
tomers. As of December 31, 2004, the Compony had recorded as
deferred- revenue a liability in the amount of $0. 2 rthon related
to volume purchase arrangements.

. Revende "pursuant to fixed-price contracts is recognized under
the proportional performance method:of accounting. Fixed-price

* contracts represented 15.8%, '18.8% and 5:5% of service revenues

for the years ended December 31,2004, 2003 and 2002, respec-
tively. Over the course of a fixed- price contract, we rcutinely eval-

. uate whether revenue and profitability should be recognized:in the
. current penod To measure the performonce and our ability to rec-

ognize revenué and profitability on fixed-price contracts, we com- .°
pare actual direct costs incurred. to the total estimated direct costs
and determine the percentage of the-contract that is complete . This
percentage ‘is multiplied by the estimated total contract value to
deterrine the-amount of net reveriue that should be recognized. in
accordance with our revenue recognition policies and procedures,

- subject.to any worronfy provisions ar other project monagemenf

assessments as o the status of work performed. This method is

" used because reasonably dependoble estimates of the -revenues

and costs applicable fo various stages of a contract can be made,

" based on historical experience and milestones ldenhﬂed in any

pomculor contract. .

Typicatly, the Company prowdes worron'ry services on its fixed-
price contracts related to providing clstomers with.the ability to:
have-any “design flaws” remedigd and/or have our Company “fix" -

“routine software design. defects. The ‘services, “as outlined in the:

respective contracts, are provided fora specn‘\c périod of time after -

_a project is complete. The Company valyes the warranty services = -

based upon higtorical labor hours'incurred for similar services .at
01 and SAB 104,
revenue related to the warranty provisions’ wr’rhm our” fixed-price
¢contracts is recognized as the services are performed and the rev-
enue is earned. The warranfy term s fypically short ferm or for a

'30-60 day period after the project is complete. -

In the event we are unable to accurately estimate the resources.
required or the scope of work to be performed on a fixed-price con-

tract, or we do not manage the project properly within the. planned

time period, then we may recognize a loss on a contract, Provisions
for estimated losses on uncompleted projects are made on a con- -
tract-by-contract basis. -Any kriown or probable Josses on projects

are charged to operations in the period in which such losses are

de\‘ermined. A'formal project review process takes place quarterly,
although most projects are evalyated on an ongoing basis.

Management reviews the estimated total direct costs on each con-

tract to determine if the estimated amounts are accurate, and esti-

. mates are adjusted as needed in"the period revised estimates, are-

made. There were_no recorded losses on contacts during fiscal
2004, 2003 or2002.
We also perform services on a fixed-fee. bosss under moncged

. services ‘contracts, which include monthly hosting and support serv-
-ices. Fixed:price service contracts representéd 9.2%, 10.3% -and

17.2% of service revenues for the-years ended December31, 2004,

2003 and 2002, respectively. Revenue under fixed-fee service con- ~

tracts are recognized as fixed mom‘hly amounts, for a specified
period of time, as outlined within the respective contract.
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When a customer enters into a time dnd materials, fixed-price -
contract or fixed-fee contract, the related revenue is accounted for
-under

EITF 00-21, “Revénue Arrongemenf with Multiple
Deliverables.” For all arrangements, we evaluate the deliverables
in each contract to determine whether they represent separate units
of accounting.
accounting, we *then measure and allocate the consideration from
the arrangement 1o the separate units, based on reliable ewdence
of the fair value of each deliverable. ’

Client prepayments, even if nonrefundable, are deferred (closs;-

_fied. as a liability) and recognized over future periods as: services

are performed. As of December 31, 2004, the Company has
recorded a deferred: liability of approximotely $0.1 million
included in the financial statement caption of “deferred revenue
and other liabilities” related fo' customer prepayments.

Revenues from software resale contracts are included in service
_revenues and were less than 1.0% of tofal revenues for all periods
presented. Revenue and related costs are recognized and amounts
are invoiced to our customers upon the customer receipt of the
purchosed software. , Al relcted warranty ‘and maintenance
arrangements are performed by the primary vendor of the software
and are not the obllgohon of the Compahy. .

- We recognize revenues for services where the collection from ’rhe
c||em‘ is. probable and our fees are fixed or determinable. We
establish billing terms at the time at which the project deliverables

* and milestones are agreed. Qur standard poymem terms are 30

24

~days from invoice date.: Reimbursement of "out-of-pocket”
“expenses charged to.customers is reflected as revenue. )

Our revenues and earnings may fluctuate from yeor to year.

based on the number; size ard scope of projects in which we are

‘engaged, the contractual terms and degree of completion of such-

-projects, any: deloys incurred in connection with .o project,

- employee utilization rates, the adequacy of provisions for losses, ’

the use of -estimates of resources required to complete ongoing
projecfs, general economic conditions and other factors. Certain

. 5|gn|f|con’r estimates include those used for fixed-price coniracts,

such as deferral’ related to our volume purchase agreements, war-

" ranty holdbacks, und allocations of fair value of elements under

multiple element arrangements, ‘and the voluoﬂon of our
allowance for doubtful accounts. .
= We maintain allowénces for doubtful accounts in order to estimate

'losses attributable to the inability of our clients to make required pay- .
~ menfs. We base ourestimates,on our historical collection and write-
off experience, current trends, credit policy, detailed analysis of

specific client situations and percentage ‘of our accounts receivable
by aging ‘category. While' such credit losses have historicclly been

. within our expectations and the allowances we established, we can-

not guarantee that we will continue to experience the same credit
loss rates that we have in_the past. If the financial condition of our
customers were fo defer:oro’re resulting in .an impairment of their

ability to make payment, additional allowances may be required. -
. Qur failure to c:ccuro‘rely' estimate the losses on doubtful accounts’

«and ensure that the payments are received on a timely basis could
have @ mofenal adverse effect on our business, Fncmcml condmon
results of operchon and cash flows.
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If the deliverables represent separate” units of

" Inferest !ncome, Net

x ! [ -~

Cosf of Services”

Our cost-of services _are~comprised primarily of pro;ect person-
nel costs, mcludmg direct salaries, payroll taxes, employee bene-_
fifs and fravel expenses.for personne! dedicated to customer

" projects. These costs represent the: most significant” expense we

incur in prowdmg our.services.

Interest-income, net'was $0.6 m||||on $O 5 million and $O 8

million, for the years ended December 31, 2004, 2003 and 2002,

respectively. The following table represents thé components of
interest income, net: '

2002

Year Ended December 31, 2004 2003

“(In Thousands) -~ ‘ . o
Inferest-income - $556 5457 - 3805
Interest expense .- (2). (28)
Interest incomé, net $556  $455 ° $777
;,Prdvisfon for Taxes ' :

In determining our current income tax provision, we assess tem-

‘porary differences resulting from different treatments of items for
~ tax and accounting purposes. These differences result in deferred -
‘tax assets and- liabilities, which are recorded in -our’'consolidated

balance sheets. A valuation allowance is provided fo the extent tax
assets are not likely to be recovered. We have recorded o valua<

"tion allowance against our net deferred tax assets of approximately -

$14.7 million and $14.1 ‘million as of December 31; 2004 ond
2003, respectively. This-valuation allowance was established due
to uncertainties related to the Company’s ability to utilize some of

_its deferred tax assefs, primarily consisting: of cértoin-net operating

losses carried fofward and. foreign tax credits, before they expire.
The Company considers scheduled reversals of deferred tax liabil-
ities, projected future taxable income, ongoing tax planning strate-
gies and other mattérs, “including” the period over.which our
deferred tax assets will be recoverable, in assessing the need for
and-the amount of the valuation allowance. In the event thatactual +
results differ from these estimafes or we adjust these estimates in
future periods, an adjustment to the voluation allowance miay be
recorded,-which could materially impact our financic! position and
net income (loss) in the period of the adjustment. In addition, as a
result'of change in the Internal Revenue Code, our 2002 tox loss
was carried back fo 1997, resulting in a refund of previously poid

- taxes of $1.4 million:. This amount was recorded as a benefit in the:

féurth quarter of 2003 and is shown'as a current asset at
December 31, 2004 and 2003. In March 2005; the Company
received approximately $0.9 million of the recorded income tax
refund receéivable amount. We expect the remaining $0.5 million

"to be collected in the second quarter of fiscal 2005. See Note 9.
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’ (Loss) Ecrmngs Per Share’ o

Basic (loss) -earnings plr share reflect the Welgh?ed average.

number of common shares outstanding duting each’ period.
- Diluted (loss) earnings. per share reflect the impact, when dilutive,
of the exercise of opfions using’ the treasury stock method..

Following is a reconciliation of the shares used in cormputing basic
and diluted net (loss) earnings per “share for the fascol years. ended
‘December 31, 2004, 2003 ond 2002: - '

j Year Ended‘December 31, 2004

{Amounts,in Thousonds]
* Shares used in computing- ;.
basm net {loss) )
earnings per share” . 11,283
Dilutive effect of stock optlons =

2003 2002

11,381 11,575

Shares. used in compuhng
diluted net {loss) ‘ L o i
_earnings per share . 11,283 11,694 11,575

Dilutive securities not- .
included in net loss b o
~ per share due to loss

‘Stock- options for ‘which the “exercise price exceeds the‘oxreroge
“market price have an anti-dilutive effect on earnings per‘shore and
accordingly, are excluded from the diluted compu’rohons of earnings

per share in each of the periods presented. Had such shares beer -
- included, shares for the diluted computation would have increased .
by approximately 2.7 million, 2.8, million and 0.1 million in the years

ended December 31, 2004, 2003 and 2002, respechvely _ .

Fcur Volue of Fmoncr@f Insrrumenfs -

Edgewater Technology s'finoncial instruments mclude cosh .and
cash-equivalents, morkefoble Seécurities, accounts. recewoble, and
accounts payable, The carrying values of cash-and cash eguiva-

fair-value due to the relatively, short-term nature of the accounts.
Management belleves that -the, marketable securities have inferest

rates which cpprommofe prevollmg market rates for ms’rrumen‘rs with,
similar characteristics and, occordmgly, that the carrying value for

fhese insfruments regsonably. estimates fair volue -

) Concenironons of Cred# Rrsk

‘, Financial instruments that potentially sub|ecf The Compony to sig--
" nificant concentration” of market or credit risk.consist principally of-

cash equivalent msfrumen’rs, investments and accounts receivable.
The Cémpany places its cash balances with reputable financial
institutions and investments are genérally limited to 10% in any one
financial instrument. Investments are carried at cost or fair value, as
appropriate: Tradé receivables potentially subject the Company to
credit risk. The Company extends credit o its customers based upon
" an evaluation of. the customer’s financial condition and credit his-

tory and generally ‘does .not requirer collateral. The Company hds
historically incurred- minimal credit losses. The Company had two

customers with oufstc:ndlng balances that accounted for greater
than 10%.of the accounts receivable bolonce as of December 31,
2004 and 2003 respec’nvely ‘ :

_ " Year Ended December 371,
313 —

N o658 — k0

December 31, . " 2003 -

2004
Accounts receivable: s
Synapse (related por‘ry-—Nofe 12) - 13.4%  53.2%
_ Customer A 27.3% =%
Customer B- =% . 10.3%

For the years ended December 31,2004, 2003 and 2002, two

customers, including Synapse (a related party—See Note 12),

the years ended December 31, 2004, 2003 and 2002, our five

. ‘each-contributed more than 10% of the Gompany’s revenues. For -

largest customers. represented 70.0%, 81.7% and 88. O% of our

revenues in‘the aggregate, respechvely

2004 2003 2002
- Revenues: T S
Synapse (related porty—NoTe] 2) 39.0% .47.3% 66.6%:-
Cus'romerA 14 3% ° . 13.3%

21.0%

I3

. Comprehens:ve Income (Loss) ' :
"There are no elements of comprehenswe income (Ioss) ofher*
"rhon net income (\oss)

1

... Stock Ophons 2!

The Company records stack- based compenschon awards |ssued

to employees and directors using the infrinsic value method .and
_stock-based compensahon awards issued o non- employees usmg
the tair value method of accounting. Stock-based compensation -

sxpense, if any, is recognized on awards of restricted sharés or

grants of stock options issued to employees and directors if the .
. purchase price or exercise price, as applicable, is less than the-
-market price-of the :underlying stock on the measurement date,
" generally the date of grant. The differences between accounting for

stock-based compensation under: the intrinsic value ‘method and

“the fair value method are shown below, with the fair value esti-
- mated on the grant date or award issue date as apphcclble The'

: assumptions used are described in Note 11.
" lents, accounts receivable, and dccounts payable approximate their -~ '

2003

YeorEnded,December31, 2004 2002
"(In Théusands)~ ‘
Net {loss) income ' . . . L

..As reported Lo $ (595) ‘$ 974 $(23,459)

" Add: Stock-based
compensation expense
included in reported

netf income, net of fax - . 80 39 P
- Deduct: Stock- based - ' : ’
i compensc’non expense
determined under
fair value based me‘rhod -
for all-awards, net oftax 17y  (1,310)  (2,078)
Pro forma loss ™ $(1,432) - $ (297) ~$(25,537))
BGSIC ond d|lu‘red eormngs ‘ o
. (loss) pershare T » .
- As.reported—basic ~© ${0.05) 5009  ${(2.03)
As reported—diluted $(0.05) $008  $(2.03)-
Pro forma—basic $(0.13)  $(0.03) . §(2.21)
"Pro forma—diluted $(0.13) - $(O‘03) $(2.21)
EDGEW,
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Segmem‘ nformcnon

The Compony engages in busmess activities under oné operating
segment, which combines strategic consulting, technical knowl:
edge, and industry domaein expertise to develop custom technology
and business process solutions. ' ‘. :

RecemAccounhng Pronouncements ~ :
In December 2004, FASB issued Statement of Financial Accounhng
Standards No. 123R, “Share-Based Payment” ("SFAS No. 123R").
This Statement is.a revision of SFAS No. 123, “"Accounting for Stock-
Based Compenschon ond supersedes Accounting Principles Board
- Opinion No. 25, Accoum‘mg for Stock Issued to Employees,” and its
related implementation’ gwdcmce SFAS No. 123R focuses primarily
on accounting for transactions’in which an entity obtains employee
services in share-based payment fransactions. The Sfatement requires
" entities. to recognize stock compensation expénse for awards of equity
instruments to employees based on the grant-date fair value of those
awards (with limited exceptions). SFAS No. 123R is effective for the
+ first interim or annual reporting period that begins after Juhe 15,
2005. The Company is evaluating the two methods of adoption
allowed by SFAS No. 123R: the modified-prospective transition
method and the modified-retrospective transition method, and
has not’ quonhﬂed the effect of The adoption on the consohdated
financial statements. .

"3. BUSINESS COMBINATIONS: -
- Acquisition of Ranzal and Associates, Inc.: On Oc’rober 4, 2004,

the Company acquired subsfcnhally all of the assets, operations .

and business of Ranzal and Associates, Inc. {“Ranzal®), a consulting
firm. specializing in the development of Business Intelligence and
Business Performance "Managemént sélutions. The results of

Ronzol s operations have been included in the Compony § accom- -

panying consolidated statement of operations since the October 4,
2004 acquisition date. The acquisition was made fo-strengthen
"Edgewater Technology s capabilities in strategy’and design, solidify
~the Company’s east coast presence, and expand vertical expertise

and service offerings to.the middle market, in particular in the high-

. growth area of Business Performance Management. The aggregate

purchase price was $5. 7 million, including cash paid to the Ranzal

stockholders of $5.2 million and direct acquisition costs.- mcurred of

$0.5 million. N
The Company used an: mdependenf third-party appraiser to col
culate the amounts-allocated to assets, ligbilities and identified

intangible assets. The allocation of the |nmo| purchose price was -

. as follows S . .
o Total  Life (in years)
(In Thousands) _ ' »
Net book value of assets . :

and liahilities acquired ©$1,689 - .
Acquired intangible assets 1,600 2to 5 years
Goodwill {deductible for tax purposes ' - ' ‘
 under Section 197 of the IRS Code) 2,395 -
‘ $5,684

* Total purchase price
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In addition to fhe |nmo| cash con5|derohon the stockholders of

‘Ranzal are eligible for additional:cash payments, based upon a

formula applied to Earnings ‘Before Interest, Taxes, Depreciation
and Amortization of the Ranzal’business over the six- and eighteen-
month periods beglnmng on’ September 1, 2004 and ending
February 28, 2006. As of December 31, 2004, the Company has
not accrued any initial earnout payment amounts related to the
potential earnout amounts as the underlying facts related to the
potential contingencies have not been resolved and, additional
consideration is not currently distributable to the shareholders of
Ranzal. As of December 31, 2004, the Comipany believes that it is
likely the first earnout payment .amount of $1.0 million will be
attained. Any additional amounts paid to the former stockholders
of Ranzal will be recorded as additional goodwill. v

The following tablersets forth supplemental unaudited pro forma
financial information that assumes' the acquisition of Ranzal was
completed at the beginning of fiscal 2003. The information for the

“twelve-month periods ended December 31, 2004 and. 2003 mclude ,

the historical results of Ranzal.

The unaudited pro. forma results include estimates and assump-
tions regarding increased amortization of intangible assets related
to the acquisition, a-reduction in-administrative wages and benefits
reldted fo the elimination of positions, reduced rent expense,
reduced inferest expense related o note payable agreements and
estimated state income faxes in states which Edgewater does not
have available net operating loss carryforwards to offset taxable
income..The pro forma results, as presented, are not necessarily

“indicative of the results that would have .occurred if the acquisition

had Occurred on the dcxfe mdlcmed or fhot may result in the fuTure

For the Year Ending December 31, 2004 ‘. 2003
(In Thousands) - -

Pro forma revenues -7 $31,743 $31,829
Pro forma net income - $ 1,099 3% 2,188
Pro forma diluted earnings per share’ $0.09 $0.19

"+ Acquisition of Intelix, Inc.: On June 2,-2003, the Company”

acquired all of the outstanding common stock of Intelix, Inc.
(“Intelix”), a prowder of systems integration and cusfom software -

: development services located in Fairfax, Virginia. The results of
Intelix’s operations hove been included in the Company’s accom--

panying consolidated statement of operations since the June 2,

2003 acquisition date. The acquisition was ‘made to enhance

Edgewater Technology’s geographicdl presence and to provide
additional vertical expertise. The aggregate purchase price  was

$2.7 million, including cash paid.to the Intelix stockholders of .

$0.9 million; assumed liabilities with an estimated fair value in the
amount ‘of $1.5 million, and direct costs incurred of $0.3 million.




. The.Cempon‘y‘used an independent third-party appraiser to cal-
“culate the amounts 'allocated to” assets, liobilities and identified

intangible assets. The ollocohon of the “initial purchcse price was

as follows:
- - " Total Life (in yeor.s)'
{In Thousonds) : A ‘
Net book value of. ossets ' o :
and liabilities acquired -$. 845
Acqujred intangible dssets. - - 530 410 8 years
Goodwill-(not deductible , L )
- for tax purposes) o 1,367
Total purchose\'pri‘ce ‘ "$2,7'42v .

The Intelix ocqunsmon was occounfed for as a purcbcse transoc-
tion, and accordingly, the resulfs of operations,. commencing from
the acquisition date of June 2,2003, are included in the Company’s

" consolidated statements of operations. Pro forma financial informa- -

fion relofed to'the Intelix acquisition is not presented as the effect of
" this acquisition was. mot material fo The Compony

\

- . . . -

4, D|SCONTINUED OPERATIONS:
During the second guarter. of fiscal 2000 the Compony begcm

to ‘divest itself from ifs staffing businesses. Between June of 2000 -

cmd March of 200 the’ Company disposed of several of its busi-
ness divisions in e\Ther stock. or equity transactions. As a result of
'rhe completion of these transdctions, the operating results for the
Company’s StafMark, Robert Walters, Strategic Legal, IntelliMark

~ and ClinForce business unifs have been included in discontinued |,

operafions in the accompanying consolideted financial statements.
Operating income from discontinued operations was $0.2 million

~in fiscal 2004. This amount reflectsthe reversal.of a portion of the * -
accrudl to reflect management’s current estimate of the remaining

liabilities as of December 31, 2004. The - remaining accrual for
discontinued operohons as of December 31, 2004 provides for a
loss on d lease and:an estimate of additional professional fees.

Operating loss from discontinued operations for 2003 was $1.0 D

" million, which did'not have any tax effect. Opérating loss from dis-

continved opero’nons was $710 million for 2002, which amounts J

were tax affected. The Company-provided an accrual for certain
» tax assessments and professional fees-related to the discontinued

businesses in 2003. The Company seﬂled a lowsuit related™to a
business’ prev:ously recorded as-a discontinued operation and .-

accrued $1.0 million toward the seftlement in 2002. See Note 1-3.

v

Related to ’rhe obove transactions, the Company has received

certain payrol! fox assessments related to our former staffing busi-
nesses, which weré so[d in 2000 qnd 200] Befween the filing of
our quarterly report on Form
September 30, 2003 and March of 2005, we have been success-
- ful'in obtaining cbatements of certain'IRS notices. In-fiscal 2003,
we recorded a reservé of $1.0 million représenting the low end of

0-Q “for the ‘quarter. ended,

. our eshmofed exposure related to the assessments, plus, related -
+professional fees. In fiscal 2004, we received favorable notices -

from the . IRS abating certain -of our outstonding assessments.
Dlrecﬂy related 10 these nofices, which Tofo!ed dpproximately $0.8
million, we reversed approximately $0.2 million of our accrual for
discontinued operations in 2004: Also-in fiscal 2004, based upon

currently available information, we increased our previously estab-
“lished accrual related to our exposure on estimated future lease

‘cutting ‘measures by realigning its workforce.

payments expected to be made on office spdce related to our for-
mer corporate-headquarters -by approximately $0.4 million. We

. continue to ‘dispute additional wnresolved RS assessments,

presently opprommahng a range of $O 3 ‘million to $O 5. m|lhon as
of December 31, 2004.

5 RESTRUCTURING : .
In February- 2002, due to the economic climate fhof postponed
or deldyed spendmg for information “technology services,
Edgewater Technology announced that it was urdertaking cost-
Edgewcfer
Technology reduced its overall headcount-by 38 employees. The -

_ Company recordéd. a resiructuring charge in the fn’s‘r quarter of
© 2002 of $0.3 million, which consisted primarily of severance cmcl .

similar employee termination expenses. As of December 31,

- 2002, &ll accrued restructuring amounts-were paid,

6. ACCOUNTS RECEIVABLE:

Included in accounts recelvoble are unbilled cmounfs fo’rchng

. approximately. $1.8 m||]|on and $1.6 million at December 31,
- 2004 and 2003, respectively, which relate to services performed -
- during the year and billed in the subsequent period. Edgewater -
'Technology maintains, allowancesor, pofenhol losses which man-
" agement beligves are adequate to absorb any possible losses to be

incurred in realizing the accounts receivable amounts recorded in -

‘the accompanying. consolidated financial statements.

The- followmg are the chonges in the cllowonce for doubtful
accounts: *

2004 2003

- Year Ended December 31, 2002
(In Thousands)’ ' . ‘ .

~Balance at beginning of year $220 3136 $481
Provisions for bad debts — 101 178"
Charge-offs, net of recoveries - (15) (17) -(523)
Balance ot end of year $205 $220

- 7..PROPERTY AND EQUIPMENT

Components of property and equipment: con5|sted of the followmg.
as of December 31:

‘ -
\

. 7 2004 2003
{In Thousands) - - - S " o
. Furniture, fixtures and equipment $1,121 © $1,090
Computer equipment.and software 72,156 1,826
leasehold improvements = . - - 1,356 - 1,267,
S . 4,633 4,183 .
Less accumulated dépreciation : .~ .
. and omorfization - ’ 3,269 2,874~

$1,364"' $1,309 .

3

Dep?ecmhon'expénsé related to property and equipment for the
years ended December 31, 2004, 2003 and 2002 totaled
dpproximately $0.4 million, $0.6 million and $0.7 million, respec-
tively. . Al copltol leases were settled during fiscal 2003 and
accordingly thers ‘was no equipment under copnfol |eoses at
December 31, 2004 and 2003.

EDGE
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“identified and volued by-an independent third-party appraiser and

8. INTANGIBLE ASSETS:

Im‘onglble assets conS|sfed of the following ds of December 31:

The ‘components of deferred income tax.assets and liabilities as
of De_cfernbér 31,2004 dnd 2003 were as follows: - ‘

2003

" are being amortized over a period of two to five years. On June 2,

2003, the Company dcquired Intelix and recorded $1.4 million in

goodwill and $0.5. million_in identifiable intangibles; which are

being amortized- over four to eight years. Each of these transac-

“tions is further described in Note 3. Amortizdation expense related -
“to intangible assets for the years ended December 31,
2003 and 2002 totaled approximately $0.5 million, $0.4 million -
and $0.3 million, respectively. The Compony ceosed amortizing -

2604,

goodW||| effechve Jonuory 1,2002.

L

9. INCOME TAXES:

The provision for income taxes consisted of The followmg for fhe

years ended December 31:

2004

o , 2003 - 2002

{In Thousands) e L ) -

Current tax benefit: .o - .

. Federal . $ — $(1,541) - % —
State S - 7) =
Foreign e e — — —_

‘ ’ . — (1,568 . —

Deferred tax expense (benefn) o o ‘

_ Federal - ‘ - (566) 414 ¢ 355
State . o (50). 01 (753)
Change. in volucmon ollowonce 616 — 398

B Forelgn -—- 7 ‘_
i — . 515 . —

Income tax (benefit) provision - T o— 11,053 =

Amounts.aftributeble to
discontinued operations P — . —-

. Income tax provision from - K '
5 = . —

_continuing operations $(1 ,653)

EDGEW)EB")

Deferred income tax, net

“(In Thoesonds) ‘

2004 2003 2004
(In Thousondé)' o T _ o (In Thouscmds) ‘ =
Goodwill $23,752 $21,358 Deferred income tox assefs:
‘Other intangibles 3,760~ 2,160 - Net operating loss corryforword . S
] i ) 27,512 23,518 and ¢redits . - ' $ :36,145 $ 35,873
Less accumulated amortization 10,884 - 10,383 Nondeduc’rlble reserves end accruals  « . 724 547
: g - T$16.628 513,135 Deprecrohon and omomzohon . 64 100 '
_ — "Total deferred mcome tax assets © 36,933 - 34,520
L : ) s Deferred tax:li blf : B
.On October. 4, 2004, the Compdny acquired certain assets of eoet:zr ncome foxfabilites: (75) (292)
Ranzal and recorded, subject to adjustment for potential earnout Toral deforred 1 = e, v :
and other considerations, $2:4 million in goodwill and $1.6 mil- ofel de erred meome fax liabilities - (75) 1292)
lion in identifiable intangible assets. The intangible assets were ~ Yaluation allowonce - (14,645) (14,053)

.$22,213 $22,175

- Covrr]ponents of the net deferred tax assefs {liabilities) reperw‘ed in -
the accompanying consolidated balance sheets were as follows as
of Decembet 37, 2004 and 2003:

» 2003

- 2004 -
7 Current Long-Term

Current, Long-Term",

$748 $547 $21,920

Assets $21,540
Ligoilifies - - (38) 37 = (292
’ $21,503

$710° $547 '$21,628

As of December 371, 2004, Edgewo’rer Tecrmology has fax-
affected net operating loss corryforwords for federal income tax pur-.

poses of approximately $21.0 million -and tax- credits of approxi-

mately $5.0 million, which -expire fhrough 2021. In-addition, the '
Company has various tax affected net operating loss carryforwards

~for state income tax .purposes of approximately $10.1 million,

which expire. through 2074. The Internal Revenue Code contains
provisions that limit the net operating loss and tax credit carryfor-

" wards available 16 bé used in any given year in the event of certain
circumstances, including significant changes in ownership interests.-

Due to the uncertainly surrounding the realization and timing of

- certain deferred tox- assets, the Company recorded a valuotion - -

allowance of approximately $14.7 million and $14.1 million as
of December 31, 2004 and 2003, respectively, which reduces the
net assets to amounts management believes are-more likely than
not to be realized. Management regulorly evaluates the realizabil-

© ity of the deferred tax assets and may ‘adjust the valuation
allowance based on such analysis in the future.- Tre valuation’

allowance increased by approsimately $0.6 million in 2004 and

_decreased by approximately $0.07 rillion in 2003 primarily due

to management’s estimates of the Company’s ob|l|ty to realize

certain recorded deferred toxassets. - -




.-

)

¢

- The differences in mcome taxes deTermmed by applying the statu-

Tory federol tax rate of 34% to income from continuing operations;
before income taxes and the amounts recorded in the accompany-

ing consolidated statements - of .operations for the years ended

"December 31,2004, 2003 gnd‘ZOOQ result from the following:

2002 - -
Rete '

12003

- Amount

. -72004

~ : Amount

. Rate” Rate | Amount

{Amounts In Thousands)
Income fox benefit
© at statutory rote”
Add (deduct):
State income taxas, _ )
nét of federal R o L P

e @07 73 80

$(282) (34.0)% § 303 -~ 34.0% S(7,976) (34.01%

fox benefit
Net operating loss , o o R ‘ -
~carryback claim <., — _"_ . (1,430) (152.0) ’ - -
Non-deductible P"}f - " ‘ ‘ : . -
intangible ‘esset’ Lot e
and goodwill '
impairment and
amortization ' . . : B ] T i
chorges . . 141 169, —7 [ — 4866 293
,Provision of valuation : e T :
) allowance ogoim'st :
currently generated”
" netoperating loss, | - - . '
128 155F | — =

! e

corryforwards .

s e

—%

$(1,053) (112.0}% . = -

‘ TO EMPLOYEE BENEFIT PLANS -

The Company has d 401 () tax deferred sovmgs plon 1hat is
available to. all employees who' satisfy certain minimum hour
‘requirements each yedr (the ”Plon/’) The Company. matches 30%

of each participant's annuel contribution under the Plan, up to 6% ’

of each participant’s annual base salary. Contributions by the
Company to the plan were opproxnmo#ely $0.2 million for the
years.ended: December 31 2004 2003 ond 2002.

. .

11 COMMON STOCK STOCK OPTIONS AND
EMPLOYEE STOCK PURCHASE PLAN

Common and Preferred Sfock

: The Company’s sfockholders hod ouihorlzed 48.0 million shares .
of common stock, ovodoble for i issuance as of December 31, 2004

and 2003, and bod 20 million shares of preferred stock ovolloble
for issuance as of December 312004 and: 2003 :

'

v

TN

i . 1266 54
Other,net - . 29 '3.6 1L — 6 —

- Stock Ophons

. ophon is 10 yeors

v

Sfockholder Rtghts Plcm .
. The Compony has a stockholder mgh’rs plan, commonly referred °
*to as a “poison pill,”
*.control by means of a fender offer, merger, proxy contest or other- -
wise. Under this plan; our Board of Directors can issue preferred
stock in one or more series without stockholder action. If a persqn-

"+ acquires 20% or more of our outstanding shares of common stock;
" except for certain ‘institutional stockholders, who may acquire Up to

25% of our outstanding shares of cormon stock, then rights under

" this plan would be triggered, which would.significantly dilute the

voting rights. of any suchacquiring person. Certain provisions of

. the General Corporation Law of Delaware ‘may also discoyrage

-someone from acquiring or merging with Us No preferred stock -

hos been wssued as of December 31, 2004

2003 Equnfy ncenhve Pfon . )
In May. 2003, ‘the Compony s Board of Dlredors _approved fhe'

- ”Edgewofer Technology, Inc. 2003 Equity Incentive: Plan” (the “2003

" Plan”} for the purpose of attracting and retaining employees and pro-

R vnclmg a vehicle fo increase management’s .equity ownership,in the,

Compony The 2003 Plan provides for restricted share awards and
- grafits of ‘nongualified sfock options in the aggregate of up to
500,000 shares of the Company’s common stock. In May 2003, the,

Company’s Compensation Committee authorized restricted share
. awards to certain -executives of the Company under the 2003 Plan

aggregating 140,000 shares of the Company’s common stock (the

“Restricfed -Share Awards”). The aggrégote deferred compensation

_expense. associcted with thie Restricted Share Awards is approximately
" $0.7 millton, which compenso’non expense amount is being amortized '
straight-line over the vesting term (five years). Compensation expense »
relating to the Restricted Share Awards ‘during the years ended -
December 31, 2004 arid 2003 was opprommm‘ely $O 1. million and
'$0.07 million, respechvely

— I4

N

In Qctober 1 999_ the Company’s Board of Directors ‘amended
“the Company's 1996 Stock Optiori Plan. (the "1996 Plan”) to

. increase the maximum number of shares of the Company's common
", stock that may be issued under the 1996 Plan from 12% to 15% of

the total number of shares of the Compony s common stock out-*

“standing. Options grcmed under the . 1996 Plan generally become .

.33% vested after one yeat and then vest 33% in each of the next two.

" years or become 40% vested after two years and then vest 20%:in - -

each of the next three years. Untler the 1996 Plan; the exercise price .
-of the option equols the market value of the’ ‘Company’s common -
stock on- fhe date of The grant, and’ fhe moxsmbm term. for each

EDGE
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that may discourage an attempt to oBtain * -




In February 2000, the Company adopted a-subsidiary, stock

" option plan (the “Subsidiary Plan”} for emiployees and consukants
of Edgewater Technology (Delaware), Inc.,
sidiary of Edgewater. Technology. The purpose of the Subsidiary
Plan was to did Edgewater Technology in attracting and retaining
employees. The total amount of subsidiary common stock for

‘which stock options could be granted under the Subsidiary Plan .

could not exceed’5.0 million shares of subsidiary common stock.

In August 2000, the Subsidiary-Plan- was terminated and ‘options |

for 2.9 millicn shares of the Company’s subsidiary stock that had
been granted under this Subsidiary Plan were exchonged into

-~ options for 1.8 million’ shares of the Compiany’s common stock -

under a newly created parent company stock option plan, currently
entitled the “Edgewater Technology, Inc., Amended and Restated
2000 Stock Option Plan” {the “2000 Plcn”) and info options for
1.1 million shares under the 1996 Plan, for an aggregate of.2.9
million shares underlying-options. The fair mcrket value of the
subsidiary’s stock did not change for the period of granting of
the options to the exchange date. The Subsidiary Plan had no
-other activity other f'hon/ the granting of the aforementioned
options for 2.9 million 'shares of the subsidiary common ‘stock
and_ there were no exercises or forfeitures of options between
grant and conversion in August 2000. ‘Grants of stock options
under the 2000 Plan may not exceed 4.0 million shares of the

Cempany’s common stock. As a result of this exchange, the’

Company. recorded a ‘one-time compensation ‘charge of $0.2
million. In 2002, the Company: amended the 2000 Plan to
include grants of stock options to directors and officers.

a wholly-owned sub-

Options exercisable were approximately 3.5 million, 3.2 million
and 2.2 million -as of December 31, 2004, 2003 and 2002,
respectively. The weighted average exercise price of these options

"was $6.07, $6.46 and $6.97 per share as of December 31, 2004,
~2003 and 2002, respectively. The following is.a summary of stock "
options outstanding and exercisable as of December 31, 2004:

Options Qutstanding

" Options Exercisable

1996,

.~ A summory of stock option activity under the Compony $
Plon 2000 Plan ond 2003 Plon is as follows:

B ST Weighted
) - ' .. Average

’ . Shares Under  Price Per

' ) Option Share

Oufs’rondmg, Jonuory 1/ 2002 - 3,450,593~ $6.78
Granted . - 991,170 3.83
ExerC|sed . . (3;667) 4.00
Forfeited . _. (609,586) 6.14
Outstanding, December 31, 2002 3,828,510 6.09
Granted - 905,900 T .3.76
Exercised - {32,119) '4.01

* Forfeited (181,769) 5.73
Outstanding, December- 31,2003 " 4,520,522 577
; Granted. . ) . 231,450 - 5.48 .
Exercised (104,667) . 4.19
Forfeited (296,888) 6.89-
Oufsfundlng, December 31 2004 4',350,41'7 $5.73

30 EEPGE"@% .

o - Weighted Weighted
Weighted Average ) Avefoge
Number of . . Range of . Average Exercise Number of  Exercise
Options Exercise Remaining’ Price . Options - Price
Outstanding Prices Life in Years Per Share - Exercisable Per Share
. 1,605,638 % 3.72—$% 5.04 7.2 S 4.06 .. 847,923 $ 4.00.
2,466,162 5.18— 625 - 544 612 2,429,479 6.13
144,850 6.73— 8.63 3.2 8.04 130,847 8.14"
- 78,400- 9.81— 12.88 2.9 11.31 78,400 11.31
36,327 18.25— 18.84 2.9 18.71 36,327 18.71
19,040 3_0,46% 33.61 3.4 31.81 19,040 ° 31.81°
4,350,417 6.0 $ 573 3,542,016 $ 6.07

As discussed-in Nofe 2, the Company has elected, to account for
its.stock options Using the intrinsic method. Accordingly, compen-
-sation expense, if any,’is recognized on awards of restricted shares,
or grants of stock options issyed to employees and directors if the
purchase price or exercise price, as opphcoble is less than the
market price’ of the. upderlying. stock on thé measurement date,
generally the date of grant: Note 2 includes disclosures to reflect
the Company’s pro. forma net {loss) income for the years ended
December 31, 2004, 2003 and 2002 s if the fair value method
of accounting had been used. In preparing the pro forma disclo-
sures, the fair value was estimated-on the grant date using the
Black-Scholes option-pricing model. Thése fajr- value calculations
were based on the following.assumptions:
"For the Yeor Ended December 31, 2004 2002

2003
" Weighted average risk- free
 interest rate 3.63% “3.25% 2.82%

Dividend y\eld ' C 0% 0% 0%
Weighted average expected life 4years  5years ~ 4 years
Expected volatility 65% . 68% 74%

‘Using these assumptions, the fair value of the stock options
granted during the years ended December 31, 2004, 2003 and
2002 was approximately $0.6 million, $2.5 million and $2.0 mil-
lion, respectively. The weighted average. fair value per share of
options granted during 2004, 2003 Ond 2002 was $2.48, $2 40
and $2.06, respectively.”

Employee Stock Purchose Plan
The Company has an employee stock purchase plon entitled the
‘Edgewofer Technology, Inc. 1999 Employee Stock Purchase Plan.
(the “1999 ESPP”} that allows for employee stock purchases of the
Company’s common stock at the lower of 85% of the stock price




as of the first or laist trading day ‘of each quarter. ‘Purchiases under.

the 1999 ESPP are: 'hm«’red to 10%. of the respective employee’s
" annual compensohon The 1999 ESPP authorizés purchases for up
to 700,000 sharss of the Company s comman stock and contin-
ves in effect until October 1, 2009 or unti| earlier terminated. As
of December 31, 2004, there were 338, 914 shares of . common
. stock rémaining for purchase’ under the 1999 ESPP During fiscal

2004, 2003 and 2002, we issued 27,184, 23,537 -and 37,561
~_shares, respectively, under the 1999 ESPP.
Treasury Stock Repurchose Progrom —

In September.2002, our Boord of Directors outhornzed a sfock
repurchase program JFor up to $20.0. million of common stock
- through. December 31, 2003, which was extended through “and

expired in Februory 2005 Under this orogram, stock purchases"

“have been made from time to time on the open market at prevail-
ing market prices or in negohoted transactions off the market. As
‘part of the most receritly authorized stock répurchase program,
effective February” 14, 2003, our Company entered info @ SEC
Rule 10b5-1 ‘repurchase program with a broker that allowed pur-
chases of our'common stock through traditional blackout periods.
Both the stock repurchase program and the 10b5-1 repurchase

- ‘program expired on February 25, 2005. . :

During the yéars ended December 37, 2004, 2003 and 2002,

shores of its outstanding common stock for an aggregate purchase
price of $4 4 million, $1.4 million and $0.6 rillion, respéctively.

From the .inception: of -our stock repurchose program in 2000 .

- through its February 25, 2005 expiration date, we repurchased 3.3

million shares of our common stock. for an cggrega’re purchose ,

prnce of oppronmo‘rely $17.9 m||||on

12. RELATED-PARTY TRANSACTIONS;:

_ Synapse. Synapse-is considered a related- party as its President

‘and Chief Executive Officer.is also'a member of our Board. of
" Directors. Synapse has ‘been an Edgewater Technology. customer
since.
$11.8 million and $12°3 million for fiscal 2004, 2003 and 2002,
respectively. Accounts receivable’ balances for Synapse were $0.7
million and $1.9 million as of December 31,
respectively, which amounts were on customary business terms: The
Company typically provides services to Synapse 'related to infra-
- structure services, custom sofiware developmen’r and systems inte-

“gration. Services ‘are. prowded 6én both a fixed-fee dnd time and

materials basis. Our contracts with Synapse, including.all terms and
~ conditions, have been negotiated on an arm'’s length basis and on
" market terms similar io those we have with our other customers.

In Jonuary of 2005 the Company entered into g new one- year

‘services contract. with Synapse. It is anticipated that Synapse will

* purchose at least $8.5 million-in professional ‘services during
2005. There are no comitments beyond this time.

/

1996. Revenues from Synapse .amounted to $9.7 million,

2004. and 2003, .

‘e

Deferred Boord Fees. As of December 31, 2004, the Company
has recorded-a liability in the amaunt of cpproxnmoteiy $0.2 mil-

lion related to deferred Board fees earned and poycble to one of -

- our Company’s Directors. Payment of these fees is being deferred
runtil a future date. The deferred fees are recorded under the cap-

tion “accounts payable and accrued liabilities” in the Company's

" consolidated financial statements.”. . . » <~

- Léase ‘Agreement. In 1999, the Company enfered into 'a lease

tor of the Company, to lease certain parcels of land and buildings in
~ Fayetteville, Arkansas for its former corporate headguarters. Rent

R payments.rélated.to these facilities totaled approximately $0.2 mil-

2004,.2003 and 2002.

lion for the years ended December 31,

Future related party.lease obligations relate to this lease agreement. The (

Company’s corporate headquarters moved fo Wakefield, Massachusetts
during 2001,
" third. pcmy in 2002

i

i 3.:COMMITMENTS AND CONTINGENCIES: A

We are sometimes a parly to litigation incidental fo our business.
We believe that these routine legal proceedings will not have a
material adverse effect on our financial position. We maintain

- insurance in amounts with coverages and deduchbles that “we

the Company: repurchased ' 948,234, 304,195 and 150,190

‘believe are reasonable.

On Februory 11
Seh‘\emenf and Release ‘Agreement with the Stephens Group, Inc.,
“Staffmark Investment, LLC, o majority-owned subsidiary of
‘Stephens Group, Inc. dnd its subsidiaries . (collectively, the
“Stephens Group”), to termindte, dismiss and ‘retain intact our

Company’s faverable summary judgment ruling with respect to a

. ,agreement with a stockholder, who was @ former officer and direc- .

\

and The Compoany subleased fhe Fayetteville fcohty fo.a

, 2003, our Compony entered intfo a mu’ruol,‘

litigation. matter in Delaware ‘Superior Court. In addition to the .

mutual releases, the mutual Setilement and_Release Agreement

required our Company to pay $1.0 million to the Stephens Group.
. The parties agreed that the existence of the settlement agreement
. and all of its terms; including -any payment, were not evidence of

“any wrongdoing or liability related to the sale of our Company’s
commercial staffing busindss in June 2000. The settlement amount
of $1.0 million was charged to discontinued operations in the

2002 statement of operations and such amount was subsequently

pcnd in February 2003.

During the second quarter of 2002 -our Compcmy was nohfled by
fhe IRS that it would: be auditing our consolidated income tax returns
“for the 1998, 1999 and 2000 fiscal years, and subseqUently the

1997 fiscal: year. Our Company has responded to various IRS infor-

. For the period of the fiscal years covered by the audit, we owned

from the RS formally .closing its examination of the filed corporate
income tax returns for the 1 1997, 1998, 1999 and 2000 flsccl yecrs
without any’ oddmonoi income tcx liability.

EDGE
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'mation requests by delivering documents and answering questions.

" staffing-related businesses,. which were 'sold during the 2000 and ..
- 2001 ﬁscol years. During fiscal 2004, the’ Company received notice




®©

We have received and- may ‘continue to receive various tax

notices and assessments from the RS and various State
Depcrtmen’rs of Revenue relo'red to our former sfofing Businesses,
which were sold in 2000 and 2001. Dufing 2004, our Company - *

was able to successfully resolve several outstanding assessments.
On a net.basis; the Company reversed approximately $0.2 million
from its discontinued operations cccrual related to the successful

" resolution-of our tax assessments. The accrual decrease aftributable -

to the IRS noftices totaled approximately $0.8 million. This decrease
was offset by an increase in the accrual of $0.6 million, which was

~ primarily the result of an increase in a previously established reserve
reloted to-the Company’s expecied lease payments on its former
<\:orpor_ote heéadquarters in Fayetteville, Arkdnsas in the amount. of -
$0.4 million. The increase in the lease accrual was deemed neces-

sary after revising o previously prepared estimate with mere current

* . information. In Fiscal 2003, we recorded a.reserve of $1.0 million

_representing the low end of potential payments to be made under
certain RS notices, plus related professional fees. See NoTe 4 to the
consohdote& financial statements: : :

4. LEASE COMMITMENTS -
" Edgewater Technology leases office space ond cértain eqmpmem
under operating leases Through 2013. As discussed in Notes4 and 12,
cerfain of these facilities are leased from related parties. Annual Tuture
minimum pcyments requnrec_l under operating leases, excluding

Unaudl’red Supple.men’rary Quarterly Fmancml Informahon_

(In Thousonds, Except Per Share Data)

sublease rentals, that have an |nmo| or remaining leose ferm in excess
of one year are as follows: :

’ Fisccl Years - Amount
- {In Thousands) * DR
Y. 2005° $1,202
. 2006 : . 1,063
_ 2007 . S . o 819
2008 T ©o 801
S 2009 - - 626
. Thereafter. 2,010

$6,521

Rent pciyménts, ihcluding amounts paid to related parties for dis-
continued operations, was approximately $1.3 million, $1.1 mil-
lion-and $1.2 million for the years ended December 31, 2004,

2003 and 2002, respectively. The Company entered into a sub-
. lease agreement on July T,
Fayetteville office: fOC|||fy The sublease commenced on July 15, -
" 2002 and will end on June 30, 2007. Under the sublease agree-

‘ment, the sUb-tenant shall pay base rent to Edgewater Technology

2002 with a third party to occupy our

in the amounts of $0.2 million for-the yeors 2005 cnd 2006 and
W|II pay $0.1 m|| ion in 2007.

I

The net {loss) income cnd eornmgsvper share omounts be_low ipclude,reéults from.discontinued opera’rions.

3rd duorrer O 4h Quarter - Total l

2004 ~ 1st Quarter 2nd Quarter,
Total revenues $6,422 1$6,138 $ 4,893 . $7.869 $25,322
Gross profit - _ 2,581 2,408 1,492 "3,182 9,663
Income (loss) before discontinued~operations | © 65 (43) S (1017y . - 164 (831) .
" Net income (loss) R : .65 (43). (1,017) .. . 400 (595)
Bdsic and diluted income_{loss) per share - o ’ . .
before discontinued operations - $0.01. $0.00 $(0.09) $0.03 - $(0.05)
BOS|C and dilyted xncome (loss)- per share $0.01 $0. 00 " $(0.09) $0.03 .- $(0.05)
2003 ) Ist Quarter 2nd Quorfer 3rd Quarter 4th Quarter - " Total
Total revenues $5,189 - $6,158" $6934 - $6,773 - $25,054
Gross profit. " - - 2,321 . 2,939 3,205 3,049 1'1.',514
Income before, duscormnued operohons T L 69 164 . 152- . 1,609 - 1,994
- Net income, - S . 69. 164 : 152 589 . .. 974
Basic and diluted income per share S _ L . :
- before discontinued operations ~+30.00 $0.01 $ 001 . $0015° . . $ 0.8
Basic and diluted income pér share 30.01 $0.01 $001 ... $0.05 - $ 0.08 -
_ o/ \
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Common Stock Data

The Company’s common stock trades on
the NASDAQ National Market under the
symbol EDGW. The following table sets
forth the high and low trading price of the
Company’s common stock during each
quarter of 2003 and 2004 and the first
guarter of 2005.

Fiscal 2003 High Low
First Quarter $4.59 $3.68
Second Quarter $4.85 $3.77
Third Quarter $577  $4.37
Fourth Quarter $5.60 $4.56
Fiscal 2004 High Low
First Quarter $8.50 $4.65
Second Quarter $7.15 $5.10
Third Quarter $6.19 $4.50
Fourth Quarter $5.15 $3.80
Fiscal 2005 High Low
First Quarter $5.66 $4.16
Form 10-K

The Company’s Annual Report on Form
10-K, excluding exhibits, for the year
ended December 31, 2004, as filed with
the Securities and Exchange Commission,
is available to stockholders without
charge upon mailing a written request to
our Investor Relations Department or by
sending an email to ir@edgewater.com.

Corporate Information

Executive Offices and

Investor Relations

Edgewater Technology, Inc.

20 Harvard Mill Square
Wakefield, Massachusetts 01880
Phone: (781) 246-3343

Fax:  (781) 246-5903

Email: ir@edgewater.com
www.edgewater.com

Transfer Agent

EquiServe Trust Company, N.A,
PO Box 43069

Providence, RI 02940-3069
Phone: (800) 446-2617

www.equiserve.com

Independent Auditors
Deloitte & Touche LLP
Boston, Massachusetts

Annual Meeting

The Annual Meeting of Stockholders
will be held at 10:00 a.m. EST

on May 25, 2005 ot:

Boston Marriott Copley Place
110 Huntington Avenue
Boston, Massachusetts 02116
Phone: {617} 236-5800
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