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In 1009 SmartPros increased overab revenue maintained our core subscription rc

and made what we feel to be solid acquisition in Executive Institute EEl Wh Ic prc yore down

from last year we believe the Company is in position to continue to weather the current economic storm

Since our nitial public offering in October 2004 SmartPros has

Ii addition at year end 2009 SmartFros had approximately $2b0000 more in cash than after thc IPO and after paying

approxmately $500000 in debt with some of the proceeds

through this growth nartPros has continually looked at ways to enhance shareholder value With that in mind our Board

declared our first quarterly dividend of $01
per

share payable on April
11 2010 to shareholders of iecord April 2010 Our Board

feels that with our strong cash position and nor pnsimivrr EBIJDA pnrfnrmarrce that dividend appropoate at ths time Whde we

hope to make quarterly divdends ongoing we must caution that
arry

future dividend will be affected by our results and by our orrgoing

requirement for cash to make acquistions which is still our primary goal

Subsequent to the 2009 year end SmartPros purchased an additional 149000 shares of SnrartPros common stock ncluded in

the above dollar value of stock repurchased based on tIre Boards
prior

$750000 approval We continue to believe that our slrares have

been undervalued in the market and that buying back our stock is positive for all shareholders

So what should we expect irr the upcoming year2 Youll note few key themes in my ongoing comments about our business The

first is the current economy the second is seasonality and the third is product mix Earninqs will continue to be affected by all three

Lets start with the economy We have remained profitable during this trying economic time by focusing on cost controls WIrile

weve started to see signs of the economic nocovery we continue to be cautious We walk firre line in controlling expenses in

manner that wonrt hamper our future growth

Now lets move on to seasonality We noted at the end of 2009 that with the acquisition of Loscalzo Associates that our

earnirrgs
would become more affected by seasorrality This trend proved to be true throughout 2009 and was even more

accentuated by the acquisition of ELI in July of 2009 Therefore this issue will continue to affect us moving forward

Lastly our product rrrix also affects earnings Core areas of the company are subscriptionrbased and realize revenue over the

life of tfre contract while consultative and licensed areas of the company realize revenue as work is delivered billed or completed

Core subscription revenues are faiily stable but consultative arid licensing areas of the company can vary greatly fronr quarter to quarter

Any one of the themes rnrentioned can Irave arr impact on earnings iir any quarter but when two or more happen in the same quarter

the mpact can be significant Therefore we continue to suggest that our results be looked at on air annual basis

would also like to express my appreciation to our management teanr for their commitment to make SnnartPros successful in these

trying times anrd for the support of our shareholders over the last year We 1001K forward to captalizinq on the founda ion we havc

been
building

for SmartPros

Sincerely

Allen Greene

Chairrsran and Chief Executive Officer
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SMAATPROS IDD AND DABSIDiARIED

Managements Discussion and Analysis of Financial Condition and Results of Operation

The following discussion of our financial condition and results of operations should

be read in
conjunct

ion with our audited consolidated financial statements and

related notes included elsewhere in this Form 10-K Certain statements in this discus

sion and elsewhere in this report constitute forward-looking statements

within the meaning of Section 21 of the Securities and Exchange Act of 1934

See Forward-Looking Statements following
the Table of Contents of this 10-K

Because this discussion involves risk and uncertainties our actual results may

differ materially from those anticipated in these forward-looking statements

Overview

We measure our operations using both financial and other metrics The financial

metrics include revenues gross margins operating expenses and income from

continuing operations Other key metrics include ji revenues by sales source ii

online sales hi cash flows and iv EBITOA

Some of the most significant
trends affecting our business are the following

the increasing recognition by professionals and corporations that they

must continually improve their skills and those of their employees in order

to remain competitive

continuing and expanding professional education requirements by

governing bodies including states and professional associations

the plethora of new laws and regulations affecting the conduct of

business and the relationship between employers and their employees

the increased competition in todays economy for skilled employees

and the recognition that effective training can be used to recruit and train

employees

the development and acceptance of the Internet as delivery channel

for the types of products and services we offer and

current economic conditions

Over the last five years our annual revenues have grown from $10.2 million to

$19.3 million This growth is due in large part
to eight acquisitions that we have

completed in this period Our most recent acquisition was Executive Enterprise

Institute EEl in July 2009 EEl is leading provider of live training to corporate

financial professionals and attorneys and complements the live training that

Loscalzo provides to accountants EEls live training is marketed directly to larger

corporations and through associations such as Financial Executives International

FEI We intend to continue focusing on acquisitions that will allow us to increase

the breadth and depth of our current product offerings including the general

corporate market for compliance governance and ethics We will also consider

acquisitions that will give us access to new markets and products

We prefer acquisitions that are accretive as opposed to those that are dilutive

but ultimately the decision will be based on maximizing shareholder value rather than

short-term profits The size of the acquisitions will be determined in part by our size

the capital available to us and the liquidity and price of our stock We may use debt

to enhance or augment our ability to consummate larger transactions There are

many risks involved with acquisitions some of which are discussed in Item of

Part of this report above under the caption
Certain Risk Factors That May Affect

Our Growth and Profitability These risks include identifying appropriate acquisition

candidates successfully negotiating
the business legal

and financial terms of the

acquisitions integrating the acquired business into our existing operations and

corporate structure retaining key employees and minimizing disruptions to our

existing business We cannot assure that we will be able to identify appropriate

acquisition opportunities or negotiate reasonable terms or that any acquired business

or assets will deliver the shareholder value that we anticipated at the outset

With respect to our performance for the recently completed 2009 fiscal yea while

we were able to increase revenue our expenses increased at faster rate The

increase in revenue was attributable primarily to our accounting/finance division

our financial services training division Skye and our consulting business All our other

divisions and subsidiaries experienced reduction in revenue The increase in

accounting/finance revenue is attributable almost entirely to Loscalzo which had its

first full year of operations and EEl which we acquired mid-year The decrease in

revenue experienced by our other operating units we believe was almost entirely

attributable to general economic conditions As the overall business environment

improves we expect these units to increase their level of business as well On the

expense side Loscalzo and EEl were significant factors in the increase as well To

offset these increases which were anticipated we reduced staff in other areas of

our operations and restructured various compensation arrangements where possible

We will continue to closely monitor our direct and general and administrative costs

and make the necessary adjustments where warranted For example we are

committed to installing new telecommunications system at cost of approximately

$120000 which we believe will result in future savings in our operating costs

Seasonality and Cyclicality

Historically our operating results have fluctuated from
quarter to quarter primarily

because portion of our business is non-subscription based Custom lobs and

consulting work are subject to both the general business climate and clients needs

Our engineering revenue is subject to staffing levels in both the private and public

sector In economic downturns staff reductions result in fewer people taking

professional engineering licensing exams Our subscription-based revenue is spread

over the life of the subscription which is generally one year and can be effected by

staff reductions as well With our acquisition of Loscalzo and EEl these quarterly

fluctuations have become more evident and we expect this trend to continue for the

foreseeable future Both Loscalzo and EEl generate most of their revenue from live

training programs In EEls case the revenue is recognized almost exclusively in the

second and fourth quarters when the sessions take place In Loscalcos case the

revenue tends to be recognized over the second third and fourth quarters with the

fourth quarter revenue being the greatest While the costs that are directly related

to the production of this revenue are expensed over the same period both Loscalco

and EEl have general and administrative expenses that are incurred
ratably over the

year creating
the fluctuations in our operating results

page



DMATTPAOS LTD AND S050ID1ARIES

Managements Discussion and Analysis of Financial Condition and Results of Operation

Critical Accounting Policies

and Estimates

The discussion and analysis of our financial condition and results of operations is

based on our consolidated financial statements that have been prepared according

to accounting principles generally accepted in the United States In preparing these

financial statements we are required to make estimates and judgments that affect

the reported amounts of assets liabilities revenues and expenses and related

disclosures of contingent assets and liabilities We evaluate these estimates on

an ongoing basis We base these estimates on historical experience and on various

other assumptions that we believe are reasonable under the circumstances the

results of which form the basis for making judgments about the carrying values of

assets and liabilities Actual results may differ from these estimates under different

assumptions or conditions We consider the following accounting policies to be the

most important to the portrayal of our financial condition

Revenues

large portion of our revenues are in the form of subscription fees for any of our

monthly accounting update programs or access to our library of accounting financial

services training and legal courses Other sources of revenue include direct sales

of programs or courses on non-subscription basis or from various forms of live

training fees for Web site design software development tape and OVO duplication

video production video conversion course design and development ongoing

maintenance of the PEC and licensing
fees Subscriptions are billed on an annual

basis payable in advance and deferred at the time of billing
Sales made over the

Internet are by credit card only Renewals are usually sent out 60 days before the

subscription period ends Larger transactions are usually
dealt with by contract

the financial terms of which depend on the services being provided

Revenues from subscription services are recognized as earned deferred at the time

of billing or payment and amortized into revenue on monthly basis over the term

of the subscription Engineering products are non-subscription based and revenue

is recognized upon shipment of the product or in the case of online sales payment

Revenues from live training are recognized when earned usually upon the completion

of the seminar or conference Revenues from non-subscription services provided to

customers such as Web site design video production consulting services and

custom projects are generally recognized on percentage of completion basis

where sufficient information relating to project status and other supporting

documentation is available The contracts may have different billing arrangements

resulting in either unbilled or deferred revenue We obtain either signed agreement

or purchase order from our non-subscription customers outlining the terms and

conditions of the sale or service to be provided Otherwise these services are

recognized as revenues after completion and delivery to the customer Duplication

and related services are generally recognized upon shipment or if later when our

obligations are complete and realization of receivable amounts is assured

Inpairment of long-lived assets

We review long-lived assets goodwill and certain intangible assets annually for

impairment whenever circumstances and situations change such that there is an

indication that the carrying amounts may not be recovered Upon completing our

review and testing for the current period we believe that we have not incurred any

impairment to such assets

Stock-based compensation

We have adopted the recognition
and measurement requirements of Accounting

Standards Codification ASC the Codification Topic 718 that discuss stock based

compensation As result compensation costs are recognized in the financial

statements for stock options or grants awarded to employees and directors Options

and warrants granted to non-employees are recorded as an expense at the date of

grant
based on the then estimated fair value of the security granted

Segment reporting

All of our operations
constitute single segment that of educational services

Revenues from non-educational services such as video production are not material

part
of our operating income

Results of Operations

Comparison of the years ended

December 31 2009 and 2008

The following table compares our statement of operations data for the years ended

December 31 2009 and December 31 2008 The trends suggested by this table may

not be indicative of future operating results which will depend on various factors

including the relative mix of products sold accounting/finance engineering or

corporate training and the method of sale video or online

YearendedOecember3l zuuu zuuu

Amnunt Percentage Arncurt Percentage change

Net revenues $19274533 100.0% $18256328 100.0% 5.%

Oust uf reveneeu 0146145 47.5% 7811500 42.e% 17.1%

Greso profit le128388 52.5% le444e2e 57.2% -3.0%

Selling general

and adminiotratise 8694779 45.1% 8171943 44.e% s.4%

Depreciation

and amortization 1052151 5.5% 945932 5.2% 11.2%

Total operating

eopenoeo
974593t St.6% 9117875 49.9% 6.9%

Operating

incomellooe 381458 2.e% 1326953 7.3% -71.3%

Other income

net 24633 0.1% 204182 1.1% -87.9%

Income before

provision furl

benefit for income

taeeo 406t91 2.r% 1531135 8.4% -73.5%

Income tax

lprovioionl benefit 7t4el 0.0% 70128 0.4% -119.6%

Net income 308683 2.1% 1601263 8.8% -751%

page



SMARTPROD LTD AND DABSIDIARIDA

Managements Discussion and Analysis of Financial Condition and Results of Operation

Net revenues

Net revenues tor 2009 increased 5.6% compared to net revenues tor 2008

primarily as result ot the acquisition ot EEl and full year of Loscalzo acquired

July 2008h Online revenues continue to be an important factor contributing to our

overall revenue growth In both 2009 and 2008 net revenues from online sales ot

subscription-based products and other sales accounted for approximately $7.1 and

$6.8 million or 37% of our net revenues respectively Although online revenues have

increased in total dollars as percentage of total net revenues it has remained flat

Net revenues from sales of our accounting/finance products grew in both absolute

dollars and as percentage of total revenues primarily as result of the EEl

acquisition and full year of operations by Loscalzo In 2009 net revenues from

our accounting/finance and related products were $12.4 million compared to $11.3

million in 2008 In each of 2009 and 2008 net revenues from accounting/finance

products including both subscription and non-subscription based revenue was

$8 and $82 million respectively Net revenues from live
training custom work and

advertising were $4.4 million in 2009 as compared to $3.1 million in 2008 The

difference is primarily attributable to Loscalzo and EEl

Net revenues from sales of our engineering products which are not subscription-

based were $746000 in 2009 compared to $979000 in 2008 The decrease in

engineering sales is due to current economic conditions as engineering firms and

governmental agencies have reduced personnel and curtailed spending

Net revenues from video production duplication and consulting services increased

in 2009 by $94000 to $305000 from $211000 in 2008 as result of increased

consulting work Video production and duplication
income fluctuates annually but

overall they continue to decline The duplication business has declined because

tape is no longer used and we do not have the capability of doing very large OVO

duplication jobs Our video production facility is primarily used for internal work and

income results from the renting of our facilities and/or our equipment Consulting

work varies from year to year and sales are credited to the department from which

they originate and not to the department where the work is performed

Net revenues from SLE decreased from $1.31 million in 2008 to $705000 in 2009

This decrease was primarily due to decrease of $140000 from our Cognistar legal

division and decrease of $462000 from our ethics division The decrease in

Cognistar sales is due to the economy as many law firms have reduced staff and cut

budgets The ethics divisions income is from custom consulting jobs and economic

conditions have curtailed spending in that area as well

Skye generated $2.87 million of net revenues in 2009 as compared to $2.34 million

in 2008 Skye produces customized training and educational material for the

pharmaceutical industry professional firms financial service companies and others

Our financial services training division generated net revenues of $2.02 million in

2009 as compared to only $1.87 million in 2008 The largest portion of the growth

comes from FinancialCampus course sales which are delivered over the Internet

Our technology training product WatchlT acquired in August 2007 generated net

revenues of $207000 in 2009 as compared to $289000 of revenues in 2008

Cost of revenues

Cost of revenues includes production costs such as the salaries benefits and other

costs related to personnel whether employees or independent contractors who are

used directly in connection with producing or conducting our educational programs

ill royalties paid to third parties lull the cost of materials such as DVDs printed

matter and packaging materials and iv shipping costs Compared to 2008 cost of

revenues in 2009 increased by approximately $1.3 million This increase is result of

full year of costs for Loscalzo costs directly related to EEl and business that

required substantial amount of outsourcing in order to complete projects Cost of

revenues in 2009 increased to 47.5% from 42.8% in 2008 resulting in 3% decrease

in our gross profit margin With the addition of Loscalzo and EEl which together

represent approximately 19% of our current net revenues we anticipate lower

gross profit percentage as these businesses are more labor- and cost-intensive

than our subscription-based products

There are many different types of expenses that are characterized as production

costs and they vary
from period to period depending on many factors The expenses

that showed the
greatest

variations from 2008 to 2009 and the reasons for those

variations were as follows

Outside labor and direct production costs Outside labor includes the cost

of hiring actors and production personnel such as directors producers and

cameramen and the outsourcing of non-video technology It also includes the

costs of instructors for live
training

and the production of those courses These

costs increased by $916000 in 2009 from 2008 Both Skye and our consulting/

technology departments employ number of consultants to write scripts edit

course material and provide technology services Loscalzo and EEl employ

number of consultants to develop course material in addition to hiring

instructors to deliver programs throughout the United States We have been

outsourcing some of the programming and content development functions

that were previously
done by our employees to firms in India end China at

substantial savings We are always exploring other areas such as the

Philippines for outsourcing our technology needs Direct production costs

which are costs related to producing videos other than labor costs such as

the cost of renting equipment and locations and the purchase of materials

increased by $133000 These variations are related to the type of video

production and custom projects and do not refect any trends in our business
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Managements Discussion and Analysis of Financial Condition and Results of Operation

Salaries Overall payroll and related costs attributable to production

personnel increased by approximately $290000 The increase was primarily

attributable to salaries and related costs from our recent acquisitions offset

by decreases in other areas such as video production/tape duplication and

our technology group While our SLE salaries and related costs decreased by

$83000 this was offset by increased salaries from Skye of approximately

$111000 in 2009 from 2008

Royalties Royalty expense was relatively flat in 2009 as compared to 2008

This was due to increased royalties in accounting education offset by an equal

decrease in engineering products We often have to estimate the royalty

expense due our partners as the information may not be available If volume

increases or if we enter into new agreements or modify existing agreements

the actual royalty payments in 2010 under these agreements maybe either

higher or lower than they were in 2009

Othercosts Travel and entertainment and other miscellaneous expenses

increased by $2000 primarily related to Loscalzo EEl and some custom

projects The largest component of these expenses is travel and entertainment

that increased by $15000 in 2009 from 2008 offset by reduction in shipping

costs of $12000 as result of converting to DVO from videotape Loscalzo

and Skye often bill their customers for travel

As our business grows we may be required to hire additional production personnel

increasing our cost of revenues

Selling general and

administrative expenses

General and administrative expenses include corporate overhead such as

compensation and benefits for administrative sales and marketing and finance

personnel ii rent Ui insurance iv professional fees Cv travel and entertainment

and vi office expenses General and administrative expenses in 2009 were higher

than they were in 2008 by $523000 Overhead expenses directly attributable to

Loscalzo and EEl which include marketing expenses rent salaries and related costs

and other costs were approximately $630000 Exclusive of these increases other

overhead expenses decreased approximately $107000 primarily due to reduced

salaries and related costs In addition in conformity with applicable accounting

standards we are expensing the costs associated with the grants
of option and

restricted stock to employees and directors This non-cash expense was $223000

in 2008 and $236000 in 2009 We anticipate that general and administrative

expenses will increase in 2010 as we fully absorb the EEl acquisition with its

substantial marketing expenses

Depreciation and amortization

Depreciation and amortization expenses were $106000 higher
in 2009 than they

were in 2008 The increase is attributable to intangible assets acquired in the

Loscalzo and EEl transactions as well as and the capitalization
of intangible assets

developed internally principally our new PEG The total cost of the intangible assets

acquired in the Loscalzo and EEl transaction was approximately $3784000 of which

approximately $1473000 is being amortized over various periods ranging from three

to 10 years The total capitalized cost of our new PEG is $1044000 and is being

amortized over five years As we are always upgrading our computer hardware and

systems and because we have number of projects
in development we expect our

depreciation and amortization expenses on our fixed and intangible assets to

increase

Operating income

For 2009 operating income was $382000 compared to $1.3 million in 2008

decrease of 71.3% As percentage of net revenues operating
income in 2009

was 2% compared to 7.3% in 2008 decrease of 5.3% Our acquisition of EEl in

the second half of 2009 as well as decrease in revenue from our legal and ethics

division and our engineering division has contributed to the decrease in operating

income

Other income

Other income and expense items primarily consist of interest earned on deposits

We currently have no outstanding debt other than normal trade payables Net

interest income decreased by $180000 due to the fact that interest rates were

significantly
lower in 2009 compared to 2008 We do not anticipate an increase

in interest income as interest rates continue to remain very
low in 2010

Income tax provision benefit

In 2009 we recorded net tax expense of $7000 compared to $70000 benefit

in 2008 We have analyzed all of the components of our deferred tax assets and

liabilities and have recorded net deferred tax asset of $1.25 million after valuation

allowance of approximately $700000 as compared to net deferred tax asset of

$1.10 million in the prior year The current period expense consisted of net federal

income tax benefit of $115000 offset by state and local taxes of approximately

$122000 In the prior period we recorded tax benefit of $70000 after recording

net federal tax benefit of $98000 offset by state and local taxes of $28000

In 2006 and 2009 we recorded net tax benefit after evaluating our estimated

taxable income for each ensuing five-year period Our estimates were based on

number of factors including prevailing economic conditions and the effect of recent

acquisitions on future earnings We have estimated that our net income will increase

by 2% in 2010 and by 5% per year for each of 2011-2014 taking into account various

factors including the pace of the recovery from the recent recession and the impact

of differences between financial and tax accounting on our taxable income during

the years in question
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Net income

For 2009 we recorded net income of $398000 compared to $1.8 million for 2008

Our net profit margin for 2009 was 2.1% compared to 8.8% in 2008 decrease of

75.1% The decrease in net income is primarily due to decrease in
gross profit

higher general and administrative expenses as well as lower interest income

In addition we recognized net tax expense in 2009 as compared to fax benefit

in 2008

Liquidity and Capital Resources

Historically we have financed our working capital requirements through internally

generated funds sales of equity and debt securities and proceeds from short-term

bank borrowings Af year-end we had no indebtedness for borrowed money

Our working capital as of December 31 2009 was approximately $3.2 million

compared to $2.3 million working capital as of December 31 2008 The increase

is attributable to positive cash flow from operations offset by cash used to pay the

former shareholders of Skye their contingent payment Our current ratio at December

31 2009 is 1.48 to compared to 1.31 to at December 31 2008 The current ratio

is derived by dividing current assets by current liabilities and is measure used by

landing sources to assess our ability to repay short-term liabilities The largest

component of our current liabilities approximately $5.3 million and $5.8 million at

December 31 2009 and 2008 respectively is deferred revenue which is revenue

collected or billed but not yet
earned under the principles of revenue recognition

Most of this revenue is in the form of subscription fees and will be earned over the

next 12 months The cost of fulfilling our monthly subscription obligation does not

exceed this revenue and is booked to expense as incurred For some of our products

there are no additional costs other than shipping costs required to complete this

obligation as the material is already in our library

For the year ended December 31 2009 we had net increase in cash of $94000

We generated $1.8 million in cash from operations offset by $1.7 million in investing

activities including $700000 for additional purchase consideration paid for the

acquisition of Skye $349000 for EEl and the balance for purchases or internal

development of various capital assets In addition we expended $11000 for the

purchase of treasury shares The primary components of our operating cash flows

are our net income adjusted for non-cash expenses such as depreciation and

amortization and the changes in accounts receivable accounts payable and

deferred revenues

In comparison for the year ended December 31 2008 we had $3.4 million decrease

in cash That decrease was result of cash generated by operations of $2.3 million

offset by cash expended for investing activities of $5.1 million primarily for

acquisitions of $4.2 million and $878000 for various asset acquisitions or internal

capitalization of intangibles We also expended $574000 in financing activities

primarily for the purchase of treasury shares of $603000 offset by cash generated

from the exercise of options and warrants and other of $29000

Capital expenditures for the year ended December 31 2009 were approximately

$661000 of which $216000 consisted primarily of computer equipment most of

which was for our off-site backup center requirement of SOX compliance We

capitalized $100000 of costs for the production of various courses and $344000

for capitalizing
the costs of our new FEC and other products We are constantly

reviewing and upgrading our technology For fiscal 2010 we have budgeted

approximately $275000 for capital expenditures other than software and course

development costs including $120000 budgeted to upgrade our telecommunications

platform

In March 2009 we purchased 149000 shares of our common stock for approximately

$462000 In addition we declared dividend of $01 per common share payable

April 11 2010 to shareholders of record on April 12010

Contractual Obligation
Commitments and Contingencies

As of December 31 2009 we had commitments under various leases for our offices

in Hawthorne New York the SLE office in West borough Massachusetts Skyes

offices in Bridgewater New Jersey and Loscalzos office in Red Bank New Jersey

The total aggregate commitment under these leases is approximately $3.4 million

through January 2019 SLE recently entered into new lease that expires in January

2012 with monthly rent of approximately $2500 The Skye lease was recently

extended to January 2014 at base monthly rent of $3200 and the lease for the

Loscalzo office expires on June 30 2011 at monthly rent of $5000

In the future we may issue additional debt or equity securities to satisfy our cash

needs Any debt incurred or issued maybe secured or unsecured at fixed or

variable interest rate and may contain other terms and conditions that our Board of

Directors deems prudent Any sales of equity securities may be at or below current

market prices We cannot assure that we will be successful in generating sufficient

capital to adequately fund our liquidity needs
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Managements Discussion and Analysis of Financial Condition and Results of Operation

Interest Rate Risk

Interest rate risk represents the potential loss trom adverse changes in market

innerest rates As we may hold U.S Treasury securities or money market funds we

maybe exposed to interest rate risk arising trom changes in the level and volatility

ot interest rates and in the shape of the yield curve

Credit Risk

Most of our cash is held in deposit accounts U.S Treasury and non-Treasury money

market funds Our bank deposit accounts are insured by the U.S government but only

up
to maximum of $250000 at any one bank Our money market funds are held in

brokerage account that is insured by the Security Industry Protection Corp up

to $500000 and various brokerage tirms may carry
additional insurance trom

commercial insurance companies Our cash balances vary trom time to time based

on variety of factors but in most cases are signiticantly
in excess of the insurable

limit As result we have exposure on these accounts in the event these tinancial

institutions become insolvent

In addition we may have credit risk with
respect to customers who detault on custom

orders or who default on subscription payments

Recent Accounting Pronouncements

In July 2009 the Financial Accounting Standards Board adopted The FASB

Accounting Standards Codification and the Hierarchy of Generally Accepted

Accounting Principles the CoditicationL The Codification is single source of

authoritative U.S nongovernmental generally accepted accounting principles

The Codification does not change generally accepted accounting principles but is

intended to make it easier to find and research issues and changes the way GAAP

is referenced The Codification is eftective for interim and annual periods ending

after September 15 2009 We began to use the new Codification when referring

to GAAP in our financial statements tor the third quarter of 2009

In May 2009 The FASB issued ACS 955 the Subsequent Events topic that provides

guidance on managements assessment of subsequent events This standard

establishes the accounting and disclosure of events that occur after the balance

sheet date but betore financial statements are issued or are available to be issued It

requires the disclosure of the date through which an entity has evaluated subsequent

events and the basis for that date This section is effective for interim and annual

periods ending after June 15 2009 In accordance with the Coditication we reviewed

the events for inclusion in the financial statements through the filing date of this

Form 10-K The implementation of this standard did not have material impact

on our consolidated financial statements
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Consolidated Balance Sheets

Commitments and Contingencies

Stockholders Equity

Preferred stock $001 par value 1000000 shares authorized

no shares issued and outstanding

Common stock $0001 par value 30000000 shares authorized

5562100 and 5324316 shares issued as of December31 2009

and 2008 respectively and 5076305 and 4841567 shares

outstanding as of December 31 2009 and 2008 respectively

Common stock in treasury at cost 485795 and 482749 shares

as of December 31 2009 and 2008 respectively

Additional paid-in capital

Accumulated deficit

6720649

2700111

260357

9681117

608850

3375257

4421749

160626

1250924

14755

$19513278

776059

446929

5299450

6522438

Total Stockholders Equity 12967653

6626181

3114139

249281

9989601

607988

3394329

4500539

155613

1103923

23890

$19775983

December 31 2009 2008

Assets

Current Assets

Cash and cash equivalents

Accounts receivable net of allowance for doubtful accounts of $39627

and $39677 at December 31 2009 and 2008 respectively

Prepaid expenses and other current assets

Total Current Assets

Property and Equipment net

Goodwill

Other Intangibles net

Other Assets including restricted cash of $150000

Deferred Tax Asset

Investment in Joint Venture at cost

Total Assets

Liabilities and Stockholders Equity

Current Liabilities

Accounts payable

Accrued expenses

Deferred revenue

Total Current Liabilities

Long-Term Liabilities

Other liabilities

Total Long-Term Liabilities

Total Liabilities

779870

1294042

5576607

7650519

7650519

23187

23187

6545625

Total Liabilities and Stockholders Equity

556

1536782

17610392

3106513

532

1525723

17155851

3505196

$19513278

12125464

$19775983

See notes to consolidated financial statements
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Years ended December 31 2009 2008

Net Revenues

Cost of Revenues

Gross Profit

$18256328

7811500

10128388 10444828

Operating Expenses

Selling general and administrative

Depreciation and amortization

Total Operating Expenses 9746930 9117875

Operating Income

Other Income Expense

Interest and dividend income net

Loss from joint venture

Income before Income Taxes

Provision for Benefit from Income Taxes

Net Income

Net Income per Common Share

Basic net income per common share

Diluted net income
per common share

Weighted Average Number of Common Shares Outstanding

Basic

Diluted

33768

9135

24633

215292

11110

204182

Consolidated Statements of Income

$19274533

9146145

8694779

1052151

8171943

945932

Total Other Income

381458 1326953

406091

7408

1531135

70128

1601263398683

0.08

0.08

5043045

5101668

See notes to consolidated financial statements

0.32

0.32

4938548

4975198
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Consolidated Statements of Stockholders Equity

Years ended December 312009 and 2008

Preferred Stock Common Stock

Shares Amount Shares Amount

Additional Total

Paid-in Accumulated Deterred Treasury Stockholders

Capital Deficit Compensation Stock Equity

Balance January 2008

Exercise of Stock Options

Issuance of Shares from Restricted

Stock Plan

Amortization of Deferred Compensation

Stock Option Expense

Purchase of Treasury Shares

Net Income

5304698 $530 $16925314 $51 06459 $22220 922625 $10874540

Balance December 31 2008 5324316 532 17155851 3505196 1525723 12125464

Issuance of shares from Restricted

Stock Plan

Stock Option Expense

Shares Issued as Additional Purchase

Consideration for

Skye Multimedia Ltd

Purchase of Treasury Shares

Net income

12716 29339 29340

6902 126076 126077

22220 22220

75122 75122

603098 603098

1601263 1601263

Balance December 31 2009

See soles to consolidated financial statements

153959 16 151959 151975

83807 83807

83825 218775 218783

11059 11059

398683 398683

5562100 $556 $17610392 $3106513 $1536782 $12967653
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SMARTPRSS LTD AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Years ended December31

Cash Flows from Operating Activities

Net income

Adjustments to reconcile net income to net cash

provided by operating activities

Depreciation and amortization

Stock compensation expense

Deferred compensation

Deferred income tax benefit

Loss from joint venture

Gain on sale of equipment

Deferred rent

Changes in operating assets and liabilities

Increase decrease in operating assets

Accounts receivable

Prepaid expenses and other current assets

Other assets

Decrease increase in operating liabilities

Accounts payable and accrued expenses

Deferred revenue

Total adjustments

Net Cash Provided by Operating Activities

Cash Flows from Investing Activities

Acquisition of property and equipment

Capitalized course costs

Capitalized software development

Proceeds from sale of equipment

Investment in joint venture

Cash paid for business acquisitions

Adjustment to cash paid for goodwill

Additional purchase consideration for acquisition of Skye Multimedia Ltd

Net Cash Used in Investing Activities

Cash Flows from Financing Activities

Purchase of treasury shares

Net proceeds from exercise of stock options warrants and other

Net Cash Used in Financing Activities

Net Increase Decrease in Cash and Cash Equivalents

Cash and Cash Equivalents beginning of year

Cash and Cash Equivalents end of year

Supplemental Disclosure and Non-cash Investing and Financing Activities

Cash paid for interest

Cash paid for income taxes

Stock issued as additional purchase consideration paid for acquisition

of Skye Multimedia Ltd

Additional purchase consideration payable for acquisition of Skye

Multimedia Ltd

See notes to consolidated financial statements

398.683 $1601263

945.932

201.199

22.220

125.923

11.110

3.616

80.081

390.466

35.1 55

67.872 168.231

322606 226.458

1.397.364 673.757

1.796.047 2.275.020

11.059

11.059

94.468

6626.1 81

6.720649

700

85000

218.783

215.784

43.932

617961

12.000

35.000

4.246.142

2009 2008

1052.1 51

235.782

120.000

9.135

23.187

414.028

42.828

5013

216.461

100.212

344204

348715

19.072

700.000

1690.520 5.147419

603098

29.340

573758

3.4461 57

10.072.338

6626.181

300

28000

925000

pagEE
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Notes to Consolidated Financial Statements Years Esded December31 DOOBasd 2008

Note

Description of Business and Summary
of Significant Accounting Policies

Nature of operations SmartPros Ltd and Subsidiaries SmartPros or the

Company Delaware corporation was organized in 1981 as Center for Video

Education Inc for the purpose of producing educational videos primarily directed

to the accounting profession SmartPross primary products are periodic video

and internet subscription services directed to corporate accountants and financial

managers accountants in public practice and CPA exam candidates In conjunction

with the acquisition of Loscalzo Associates Ltd Loscalzo in 2008 and Executive

Enterprises Institute EEl in July 2DD9 the Company is now leading provider of

live training to accountants legal and financial services professionals In addition

the Company produces series of continuing education courses directed to the

engineering profession series of courses designed for candidates for the
professional

engineering exam and training for information technology professionals Ifs

wholly owned subsidiary SmartPros Legal Ethics Ltd SLE produces ethics

governance and compliance programs for
corporate clients and through its Cognistar

division produces online and customized training courses for the legal profession

Through its wholly owned subsidiary Skye Multimedia Ltd Skye the Company

produces customized training solutions for number of indusfries including the

pharmaceutical professional services and others The Company has also acquired

library of nationally certified online training solutions for the banking securities and

insurance industries and courses designed for live training SmartPros also produces

custom videos and rents out its studios SmartPross corporate headquarters is

located in Hawthorne New York where it maintains its corporate offices new

media lab and video production studio

Basis of presentation The consolidated financial statements of SmartPros include

the accounts of SmartPros and its wholly owned subsidiaries SLE Skye and Loscalzo

All significant intercompany balances and transactions have been eliminated

Estimates The preparation of financial statements in conformity with generally

accepted accounting principles requires management to make estimates and

assumptions that affect the reported amounts of assets and liabilities and disclosure

of contingent assets and liabilities at the dates of financial statements and the

reported amounts of revenues and expenses during the reporting period Actual

results could differ from those estimates

Revenue recognition The Company recognizes revenue from its subscripfion

services as earned Subscriptions are generally billed in advance on an annual basis

deferred at the time of billing and amortized into revenue on monthly basis over the

term of the subscription generally one year Engineering products are non-subscription

based and revenue is recognized upon shipment or in the case of online sales upon

receipt of payment Revenues from other non-subscription services such as

Web site design video production consulting services and custom projects are

recognized on percentage of completion method where sufficient information

relating to project status and other supporting documentation is available The

contracts may have different billing arrangements resulting in either unbilled or

deferred revenue The Company obtains either signed agreements or purchase orders

from ifs non-subscription cusfomers outlining the terms and condifions of the products

or services fo be provided Dtherwise revenues are recognized after completion

and/or delivery of services to the customer Revenues from live training programs are

recognized upon completion of the conference or seminar which usually last one to

three days Expenses directly related to the seminars including marketing costs are

charged to expense in the quarter in which the seminar is held

Segment reporting The Company has evaluated the requirements under Topic

280 Segment Reporting of the Accounting Standards Codification ASC The

Companys management monitors the revenue streams of its various products and

services operations are managed and financial performance is evaluated on

Company-wide basis Accordingly all of the Companys operations are considered

by management to be aggregated in one reportable segment educational services

Cash and cash equivalents All highly liquid instruments with an original

maturity of three months or less are considered cash equivalents From time to time

the Company invests portion of its excess cash in money market accounts that are

stated at cost and approximate market value

Concentration of credit risk Financial instruments that subject the Company

to concentrations of credit risk consist primarily of cash and cash equivalents

and accounts receivable From time to time the cash balances exceed the federal

depository insurance coverage limit of $25DDDD The Companys cash balances

are deposited with high credit quality financial institutions No single customer

represents significant concentration over 10% of sales or receivables With the

recent economic problems in the banking sector the Company closely monitors

ifs cash investments in money market funds

Accounts receivable Accounts receivable are recorded at net realizable value

which is the
original

invoice amount less an allowance that management believes

will be adequate to absorb estimated losses on existing accounts receivable The

allowance is established through provision for bad debts charged to expense

Accounts receivable are charged against
the allowance for doubtful accounts when

management believes that collectibility is unlikely The allowance is an amount that

management believes will be adequate to absorb estimated losses on existing

accounts receivable based on an evaluation of the collectibility of accounts receivable

and prior bad debt experience This evaluation also takes into consideration such

factors as changes in the nature and volume of the accounts receivable overall

accounts receivable quality review of specific problem accounts receivable and

current economic conditions that may affect the cuutomers ability to pay While

management uses the best information available to make its evaluation future

adjustments to the allowance may be necessary if there are significant changes

in economic conditions
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Notes to Consolidated Financial Statements Years Ended December 31 2Dm and 2B

Accounts receivable are generally
considered to be

pest
due if any portion of the

receivable balance is outstanding for more than 90 days

Property and equipment Property and equipment are stated at cost and are

depreciated using the straight-Pine method over their estimated useful lives ranging

from three to ten years Leasehold improvements are amortized over the lesser ot

their estimated useful lives or the life of the lease Expenditures tor maintenance and

repairs are charged to operations as incurred and major expenditures for renewals

and improvements are capitalized and depreciated over their usetul lives

Impairment of long-lived assets The Company accounts for long-lived assets in

accordance with the provisions of Topic 350 of the ASC Intangibles-Goodwill and

Other This topic establishes financial accounting and reporting standards for the

impairment of long-lived assets and certain intangibles related to those assets to be

held and used and for long-lived assets and certain intangibles to be disposed of

The topic requires among other things that the Company review its long-lived assets

and certain related intangibles for impairment whenever changes in circumstances

indicate that the carrying amount of an asset may not be fully recoverable If this

review indicates that the long-lived asset will not be recoverable as determined

based on the estimated undiscounted cash flows of the Company over the remaining

amortization period the carrying amount of the asset is reduced by
the estimated

shortfall of cash flows The Company believes that none of the long-lived assets were

impaired as of December 31 2009 or 2009

Goodwill Goodwill represents the excess of the purchase price over the fair value

of acquired tangible assets and liabilities and identified intangible
assets Goodwill

is assessed at least annually for impairment and any such impairment is recognized

in the period identified The Company performed its assessment and determined that

goodwill is not impaired as of December 31 2009 or 2008

Intangible assets Certain intangible assets are being amortized on straight-line

basis over their estimated useful lives which
vary

from to 19 years

Capitalized course costs Capitalized course costs include the direct cost of

internally developing proprietary educational products and materials that have

extended useful lives Amortization of these capitalized course costs commences

when the courses are available for sale from the Companys catalog The Company

has capitalized approximately $100000 and $44000 on such costs for the years

ended December 31 2009 and 2008 respectively The amortization period is

generally five years for courses either purchased or developed internally
Other

course costs incurred in connection with any of the Companys monthly subscription

products or custom work is charged to expense as incurred Included in other

intangible assets are course costs net of accumulated amortization of $491000

and $611000 at December 31 2009 and 2008 respectively

Capitalized software development The Company has developed new Learning

Management System LMS as wells as other products and has capitalized those

costs permissible under ASC Topic 985 Software Total capitalized costs are

$1339000 and $994000 as of December 31 2009 and 2008 respectively The

Company began amortizing certain of these costs over five-year period commencing

when the LMS was placed in service in the fourth quarter of 2008 Amortization

expense for 2009 and 2008 was approximately $207000 and $50000 respectively

Deferred revenue Deferred revenue related to subscription services represents

the portion of unearned subscription revenue which is amortized on straight-line

basis as earned Deferred revenue related to Web site design and video production

services represents that portion of amounts billed by the Company or cash collected

by the Company for which services have not yet been provided or earned in

accordance with the Companys revenue recognition policy

Income taxes Deferred tax assets and liabilities are recognized for the future

tax consequences attributable to temporary differences between the financial

statement carrying amounts of existing assets and liabilities and their respective

tax bases Deferred tax assets including tax loss carryforwards and liabilities are

measured using enacted tax rates expected to apply to taxable income in the
years

in which those temporary differences are expected to be recovered or settled The

effect on deferred tax assets and liabilities of change in tax rates is recognized in

income in the period that includes the enactment date Deferred income tax expense

represents the change during the period in the deferred tax assets and deferred tax

liabilities The components of the deferred tax assets and liabilities are individually

classified as current and non-current based on their characteristics Deferred tax

assets are reduced by valuation allowance when in the opinion of management

it is more likely than not that some portion or all of the deferred tax assets will not

be realized

The Company measures and recognizes the tax implications of positions taken or

expected to be taken in its tax returns on an ongoing basis The Company had no

unrecognized tax benefits or liabilities and no adjustment to its financial position

results of operations or cash flows relating to uncertain tax positions taken on all

open tax years
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SMARTYROS LTD AND DANDIDIARIES

Notes to Consolidated Financial Statements YearnrndedOocember3l2008and2Dut

Net income per share Basic net income per share is computed by dividing

income available to common shareholders by the weighted-avorage number of

common shares outstanding Diluted earnings per
share reflect in periods in which

they have dilutive effect the impact of common shares issuable upon exercise of

stock options and warrants and non-vested shares of common stock

The reconciliation is as follows

Yearn Ended December 31 2000 2008

Weighted Average Nember

ot Shares Dutstanding

Ettect et Dilutive Securities

common stock eqeivaleeto
_________________ __________________

Weighted Average Number

nt Shares Detotunding coed for

cnmputieg
diluted earnings per

share

Stock-based compensation The Company accounts for stock-based

compensation in accordance with ASC Topic 71B Stock Compensation Under the

fair value recognition provisions of this statement stock-based compensation cost

is measured at the grant date based on the fair value of the award and is recognized

as expense on straight-line basis over the vesting period Determining the fair

value of share-based awards at the grant date requires assumptions and judgments

about expected volatility and forfeiture rates among other factors

Advertising costs Advertising costs are expensed as incurred and were

approximately $125DDD and $1 16DDD for the years ended December 31 20DB

and 2DDB respectively

Reclassifications Certain prior year balances have been reclassified to conform

with current year classitcations The reclassifications have no effect on the

Companys financial position or results of operations

New accounting pronouncements In
July 2DD9 the Financial Accounting

Standards Board adopted The FASB Accounting Standards Codification and the

Hierarchy of Generally Accepted Accounting Principles the Codification The

Codification will be the single source of authoritative U.S nongovernmental generally

accepted accounting principles The Codification does not change generally accepted

accounting principles but is intended to make it easier to tnd and research issues

and will change the way generally accepted accounting principles GAAP is

referenced The Codification is effective for interim and annual periods ending after

September 15 20DB The Company began to use the new Coditcation when

referring to GAAP in its financial statements for the third quarter of 20DB

In May 20DB the FASB issued ASC BEE Subsequent Events that provides guidance

on managements assessment of subsequent events This standard establishes the

accounting and disclosure of events that occur after the balance sheet date but

before financial statements are issued It requires the disclosure of the date through

which an entity has evaluated subsequent events and the basis for that date This

section is effective for interim and annual periods ending after June 15 20DB In

accordance with the ASC the Company reviewed the events for inclusion in the

consolidated tnancial statements through the filing date of its financial statements

The implementation of this standard did not have material impact on the Companys

consolidated financial statements

In December 2007 the FASB revised the guidance on Business Combinations

which is now codified into ASC Topic BUS formerly SFAS No 141R ASC Topic BD5

requires the acquiring entity
in business combination to recognize all the assets

acquired and liabilities assumed in the transaction and establishes the acquisition-

date fair value as the measurement objective for all assets acquired and liabilities

assumed in business combination Certain provisions of this standard will among

other things impact the determination of
acquisition-date

fair value of consideration

paid in business combination including contingent consideration exclude

transaction costs from acquisition accounting and change accounting practices for

acquired contingencies acquisition-related restructuring costs in-process research

and development indemnitcation assets and tax benefits This standard was

effective for business combinations occurring after December 15 2DDB The adoption

of this standard did not have material impact effect on the financial statements

and disclosures for the year ended December31 200B

Note

Acquisitions and Joint Venture

In July 2DDB the Company acquired substantially all of the operating assets and

assumed certain liabilities of EEl for approximately $34BDDD The purchase price of

$34B000 was allocated to course costs for $313DDD which is being amortized over

five-year period and prepaid expenses of $B1DDD offset by deferred revenue

of $45DDD EEl provides live training to accountants financial professionals and

attorneys through seminars conducted throughout the United States It can also

conduct live classroom-style training for its clients

In July 20DB the Company acquired all of the outstanding shares of Loscalzo for

approximately $44DDDDD Loscalzo is leading provider of in-house training for

accounting firms It also conducts live classroom style training for both its own

accounts and numerous state accounting societies The Companys core products

have been focused on self-study and opline learning whereas Loscalzo is leading

provider of live training offered through number of different mediums With

Loscalzo the Company now offers complete blended learning environment for

accounting and tnance professionals and organizations on national level In

conjunction with the acquisition Loscalzos President was given two-year

employment agreement The purchase price of the acquisition exceeded the fair

value of the tangible assets and liabilities acquired by approximately $34BB00D

5043045 4038548

58623 36650

stoieee 4g75ioe
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SMAATP000 LTD AND SABA1DIARIES

Notes to Consolidated Financial Statements Yearn Ended December 31 2009 and 2008

The allocation of the excess of the purchase price over the carrying value was Note

classified as follows Goodwill and Other Intangible Assets net

The components of intangible assets are as follows

Restrictive Covenant 200000

Trade Name 350000
Years Ended December 31 2009 2008

Castomer Lists 400000

Course Costs 200000 Engineering Coarses $2766837 $2766837

Other Intangible Assets 15000 Rights to CPA Report lCPARl 1700000 1700000

Goodwill and Other Non-Amortizable lvtangibleo 2323645 Pro2 Net Courses lP2Nl 837504 837504

Course Costs 1088105 996988

$3488645
___________________________________________________________ _______________ Customer Lists 1041746 728500

Restrictive Covenant 200000 200000

The course content is being amortized over three-year period the restrictive Trade Name 350000 350000

covenant and client lists are being amortized over ten-year period
Capitalized Software Development 1347796 994497

Financial Campas 340894 340894

Other Intangible Assets 803330 803330

In 2008 our Skye subsidiary formed joint venture with Education and Training
10476212 9718550

Systems International ETSI for the purpose of marketing its iReflect product and
Less Accumulated Amortization 6054463 5217911

invested $35000 in this joint venture Reflect is an interactive Web-based tool used

$4421749 $4500639

for the development of marketing and presentation skills The investment in the joint

venture is accounted for
using

the equity method and Skye has reduced the carrying
The aggregate amortization expense for the years ended December 31 2009 and

amount of its investment by its share of losses in the joint venture
2008 was approximately $836000 and $716000 respectively

Estimated amortization expense for the five years subsequent to December 31 2009
Note

Property and Equipment net isasfollows

The components of property and equipment are as follows
Years Ending December31

2010 $839000

December31 2009 ooe 2011 703000

2012 555000

Furriitare Fixtures and Equipment $4228325 $4011864
2013 475000

Leasehold Improvements 189709 189709
2014 304000

4418034 4201573

Less Accumulated Depreciation 3809184 3593585

608850 607988

Depreciation expense for the years ended December 31 2009 and 2008 was

approximately $216000 and $230000 respectively
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nMAeTPeOn ITO AND SABOIDIARLES

Notes to Consolidated Financial Statements Years Ended December31 2009 and 2008

The following table presents the changes in the carrying amount of goodwill and

other intangibles during
the years ended December 31 2009 and 2008

Other

Dnsdwi Insangibe Annals

145t84 3296538

17161331

3248645 1920234

3394329 4500639

18365521

7576t2

4421749

1196721

$3375257

The reduction in goodwill of $19072 represents an adjustment to the additional post

closing consideration paid to Skye and an adjustment to the Loscalzo purchase price

Note
Income Taxes

At December 31 2009 and 2008 the Company has net deferred tax asset of

approximately $1251000 and $1104000 respectively primarily resulting from the

expected future benetit ot available net operating loss carryforwards and other

temporary difterences Realization ot deferred tax assets depends on sufficient

future taxable income during the period that deductible temporary differences and

loss carryforwards are expected to be available to offset future taxable income of

approximately $2800000 which expires through 2D23

The temporary differences and net operating loss carryforward give rise to the

following deferred tax assets

Yaars Ended December 31 200n

Net Operating Lnxx $1247000

Oepreciatinn and Amortization of Property

Equipment and Intangibles 569ttt

Stock Option and Restricted Steck

Cnmpnnxation Enpense 116000

Other 9000

1941 tOO

Less Valeatinn Allnwance 690000

Deferred Tan Asset $1251600

so ton

2066000

062000

$1104000

These amounts have been classified on the accompanying consolidated balance

sheets as non current

reconciliation of income tax expense at the federal statutory rate to income tax

expense at the Companys effective rate is as follows

Years rnded December 31 200n

U.S Federal Statutery Income Tan Rate 34.00%

State Income Tan Rate eel of federal benefit 6.00%

Tranel and entertainment 3.00%

Prior
year true-ups 14.50%

Change in Valuation Allowance 167.001%

Other 7.70%

Income Tan lEnpensel Benefit 11.801%

2058

4.00%

6.0 0%

0.8 0%

0.0 0%

l49.tOl%

12.80%

4.60%

The components of the provision for benefit from income taxes are as follows

Years Ended Dncnmbns 31

Current

Federal

State

Tntal Current

Deferred

Federal

State

Total Deferred

Included in current state income tax expense for the year ended December 31 2009

is approximately $65000 of income tax under accruals related to the 2008 tax year

Note
Stock Incentive Plan

The Companys 2DD9 Incentive Compensation Plan the PlanL as approved by the

Shareholders at the annual meeting held in June 2009 replaced the expired 1999

Stock Option Plan The new Plan provides for the grant of up to 800000 shares of

non-qualified
stock options and restricted stock awards to employees directors and

consultants Future restricted stock grants may not exceed 200000 shares The Plan

incorporated the outstanding shares at the time of adoption As of December 31 2009

there are 410121 options outstanding of which 305080 are currently
exercisable

and there were 136010 restricted stock grants outstanding As of December 31

2009 the Plan had net balance of 253869 shares reserved for the issuance of

future grants The Plan is administered by the Compensation Committee of the Board

of Directors of the Company The administrator of the Plan determines the terms of

options including the exercise price expiration date number of shares and vesting

provisions

The weighted average estimated fair value of stock options granted for the
year

ended December 31 2009 and 2008 was $2.69 and $2.29 respectinely The fair value

of options at the date of grant was estimated using the Black-Scholes Option Pricing

Model The Company takes into consideration guidance under ASC Topic 718 Stock

Compensation when reviewing and updating assumptions The expected volatility is

Balance January 12008

Amsrtizetisn Enpense

Gesdwill and Intangibles Acquired

Balance December31 2008

Amortization Enpense

Goodwill and Intangibles Acquired

Balance December31 2009

2058

$1414000

592000

ocns sooe

150001

1224081

I12740g

102000

18000

120000

174081

$27485

1283101

5579 51

106923

19000

125923

70128
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VMAHTPRTS LTD ANT TUBTLTIATICT

Notes to Consolidated Financial Statements YearT Eeded December 31 2800 eed 2ttt

As of December 31 2009 the total intrinsic value which is the difference between

the exercise price and closing price
of the Companys common stock of options

outstanding and exercisable was $96000 and $44000 respectively

In February 2008 the Company granted 34025 options to various employees These

options vest in three years Of these options 31025 have an exercise price of $5.10

and 3000 have an exercise price
of $5.16

In February 2009 the Company granted options and restricted stock awards to

certain officers senior management and employees All of the awards were granted

at $2.54 Included in the grant are 55750 stock options and 116616 restricted stock

grants all of which have various vesting schedules ranging from February 2009

through February 2013

In July 2009 the Company granted 10000 fully vested options immediately

exercisable at price of $3.50 in conjunction
with the acquisition of EEl

summary of all stock option activity
is as follows

Note
Stockholders Equity

In January 2008 the Companys compensation committee granted certain officers

and key employees of the Company total of 18072 shares of restricted common

stock The grant vests one-third immediately and one-third each year thereaftec

The grants were part of bonus paid for 2007 and were considered issued as of

December 31 2007 and included in the total outstanding shares as of that date

The stock is unregistered and was subject to certain forfeiture provisions if the

employee left the Company prior to January 29 2009

In 2008 the Company recorded an additional 6902 shares as issued and outstanding

These shares were awarded as part of prior years employees stock grants In 2009

the Company considered as issued and outstanding 37643 shares also awarded from

prior years employee stock grants The shares awarded to employees under the then

existing Plan are eligible to vote and to receive dividends The costs of any stock

grants awarded to employees under the Plan are amortized over the service period

Years Peded December31 zoxu aed 200a

Outstanding January 12008

Optinnx granted

Optines furfeited/eepired

Options exercised

Outstanding December31 2t08

Optiono granted

Dptiuno forfeited/expired

Options exercised

Dutotanding Decensber3l 2t09

based upon historical volatility of the Companys stock and other contributing factors

The expected term is based upon observation of actual time elapsed between date

of grant and exercise of options for all employees Previously such assumptions were

determined based on historical data

The assumptions made in calculating the fair values of options are as follows

Yeerr bTded December 31

Contractual Term

Espected Volatility

Expected Dividend Yield

Risk-Free Interest Rate

Eapected Term

upreer Ourrreedieo

Weit bled

Aeeraoe

Remaieiet

cenrrecruai

Life IVearri

6.94

98

5.64

2.22

reercre Price

62.00-62.99

$3.0 0-63.99

$4.0 D-$4 99

$s.ou-ss.uu

2300 200t

lOynars itynaru

40%-45% 45%

0% 0%

2.0% 2.1% 2.6% 3.t%

4.5 years 5.5 years

Weithred

Aeerate

Nember Eeerciee Nember

Verrraediet Price Peercirabie

9730t $2.54 41850

3540t 2.64 35400

36642 4.19 34976

240779 5.35 192854

410121 5.92 4.40 305080

Oprieer Peercirabie

Weithred

Aeerege

temaieiet

ce er rac

Life Yearn

4.13

7.16

5.62

0.78

5.87

summary of the nonvested options and activity for the year is as follows

For the years ended December 31 2009 and 2008 stock-based compensation

expense related to stock options granted was approximately $84000 and $75000

respectively As of December 31 2009 the fair value of unamortized compensation

cost related to unvested stock option awards was approximately $90000 Unamor

tized compensation cost as of December 31 2009 is expected to be recognized over

remaining weighted-average vesting period of three years

Weinhred

Aeerate Grad

Oecember 31 2000 Oprienr Dare Pair Value

Noneested January 2009 67890 2.11

Granted 85750 2.69

Vested 1256881 1.46

Forfeited 129131 2.12

Noneested December 31 2009 105041 1.62

Number

If

Vpfleer

388280

34025

1424451

1127 161

365144

65750

1207731

410121

305080

Weihred

Ace rag

Peercire Price

$4.62

5.11

4.89

2.31

4.71

2.69

4.32

4.40

4.59
Enercitable December 31 2009
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SMARYEROS LTD 4140 SUBSIDIARIES

Notes to Consolidated Financial Statements YearS Ended DRcember3l 2009and 2008

In 2008 one employee and two former consultants to the Company exercised their

vested stock options for the purchase of 12715 shares of common stock at prices

ranging between $2.15 and $2.75

In 2008 the Companys Compensation Committee granted certain officers and key

employees 88500 shares of restricted common stock of which 48500 shares vest

three years
from issuance and 50000 shares vest one-quarter each year commencing

one year from issuance In addition as part of the 2008 bonus certain employees

were issued 18115 shares of restricted common stock of which one-third vested

immediately and one-third will vest each year thereafter

In addition in 2009 the Company purchased 3046 shares of common stock from

key employee for $11058

Note
Commitments and Contingencies

Employment agreements The Company has entered into employment agreements

with its key senior executives

The employment agreement with the Companys chief executive officer was

renewed in February 2007 and is for term of three years The agreement

renews automatically fore new three-year term at the end of the first year

of each three-year term unless either party gives notice of their intent not to

renew before the end of the first year of each three-year term

The chief financial officers agreement was renewed in July 2008 and

expires in June 2011

The employment agreement with the President was renewed on October

2008 for period of three years

The chief technology officers agreement was renewed on March 2010

for period of two years

Year Ending December 31

2010

2011

2012

2013

2014

Thereafter

451000

422000

379000

377000

342000

1438000

$3409000

Operating leases The Company leases office space and production and ware

house facilities in Hawthorne New York Westborough Massachusetts Bridgewater

New Jersey and Red Bank New Jersey The office in Red Bank New Jersey is

owned by an af$liete of the President of Loscalzo Future minimum lease payments

are as follows

The agreement with the President of Skye was renewed on February

2010 for two-year period The agreement requires an annual base salary plus

incentives if certain goals are met The previous agreement which expired on

January 31 2010 also required certain incentive payments and approximately

$15000 in such payments was accrued for the year ended Oecember 31 2009

The agreement with the President of Loscalzo is for two years expiring in

June 2010

Each employment agreement provides for specified
annual base salaries subject

to increases at the discretion of the Companys Board of Directors Under certain

agreements if the Company terminates any executives employment without cause

or if an executive terminates his employment for good reason the executive is

entitled to receive certain severance benefits

At February 28 2010 the aggregate commitments under the employment agreements

for the senior executives described above approximated $2350000

Litigation The Company is involved in litigation through the normal course of

business The Company believes that the resolution of these matters will not have

material adverse effect on the financial position or results of operations of the

Company Currently there are no pending litigations

Rent expense is recorded on straight-line basis over the lease term Rent expense

for the years ended December 31 2009 and 2008 was approximately $450000 and

$431000 respectively

The Company arranged for $75000 letter of credit representing security deposit

for the Hawthorne New York lease The Company has pledged $150000 certificate

of deposit to the bank issuing the letter of credit as collateral for the letter of credit

and the restricted cash account is included in other assets
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SMARTPROS LTD AND SUBSIDIARIES

Report of Independent Registered

Accounting Firm

Note Board of Directors

Fair Value of Financial Instruments SmartPros Ltd

Hawthorne New York

The methods and assumptions used to estimate the fair value of the following

classes of financial instruments were We have audited the accompanying consolidated balance sheets of SmartPros

Ltd and Subsidiaries the Company as of December 31 2009 and 2DDB and

Current assets and current liabilities The fair values of cash accounts the related consolidated statements of income stockholders equity and cash

receivables payables and certain other short-term financial instruments flows for each of the years then ended The consolidated financial statements

approximate their carrying values due to their short-term maturities are the responsibility of the Companys management Dur responsibility is to

express an opinion on the consolidated financial statements based on our audits

Note 10 We conducted our audits in accordance with the standards of the Public

Subsequent Events
Company Accounting Dversight Board United States Those standards require

that we plan and perform the audits to obtain reasonable assurance about

Dn March 92010 the Companys Board of Directors approved the payment of
whether the consolidated financial statements are free of material misstatement

cash dividend of .01 per common share to shareholders of record on April 12010
The Company is not required to have nor were we engaged to perform an audit

payable on April 11 2010
of its internal control over financial reporting Dur audit included consideration of

internal control over financial reporting as basis for designing audit procedures

On March 12 2010 the Company purchased 149000 shares of its common stock
that are appropriate in the circumstances but not for the purpose of expressing

for $462000 These shares are not retired and will be placed into treasury
an opinion on the effectiveness of the Companys internal control over financial

reporting Accordingly we express no such opinion An audit includes examining

on test basis evidence supporting the amounts and disclosures in the

consolidated financial statements An audit also includes assessing the

accounting principles
used and significant estimates made by management

as well as evaluating the overall consolidated financial statement presentation

We believe that our audits provide reasonable basis for our opinion

In our opinion the consolidated financial statements referred to above present

fairly in all material respects the consolidated financial position of SmartPros

Ltd and Subsidiaries as of December 31 2009 and 20DB and the results of their

operations and their cash flows for the years then ended in conformity with

accounting principles generally accepted in the United States of America

/s/ Holtu Hubenstein Reminick LLP

New York New York

March 26 2010
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