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To Our Sharehold

I'am pleased to report that SmartPros has returned to
profitability even in this dismal economy. Despite revenues
being down, SmartPros finished 2011 with both positive
operating and net incomes. Our profitability is a direct result
of your management team aggressively cutting expenses in
the face of a weak business environment.

We have started to see more opportunities arise as the
economy attempts to recover, In anticipation of this, we
have hired additional sales and sales support personnel,
With our current strong balance sheet and cash position,
positive EBITDA and no debt, we are well positioned if

the econamy continues to pick up, However, we remain
concerned that any improvement we have seen in the
ecanomy thus far could be derailed by any number of factors,
especially rising gasoline prices. Therefore, we are proceeding
with caution as these improvements in thm econarmy may
not be sustainable. As such, we will continue to carefully
monitor our expenses.

As we move forward, we see additional opportunities in
re-packaging and cross-selling existing content into niche
verticals. Our new Learning Management System, SmartPros
eCampus™, allows us to make our entire universe of content
available to all of our vertical markets. In this model, v
no additional content or acquisition expenses, but essentially
have a new or larger product to sell. Fo
Accounting & Finance Technology Mon
made up of information technology titles that are
particularly relevant to our finance professionals engaged
in audit oversight of their corporate IT departments.

e have

y example, our new
thiy subscription is

I am also pleased that based on our cash position and EBITDA
resuits, our Board of Directors was able to continue to declare
dividends in 2011 This resuited in a $.05 per share dividend for
the year. In November 2011 our Board renewed our $750.000
stock buyback program pursuant to which we repurchased
131,000 shares in 2011 While we hope to continue to make
quarterly dividends, any future dividends will be affected by
our results and by our ongoing requirement for cash to make
acquisitions, which remains our primary goal.

As we continually state, please be aware that our
operating results fluctuate on a quarterly basis. This is
primarily due to our Loscalzo subsidiary and our Executive
Enterprise Institute division both of which pravide Hve
training programs to accounting and finance professional
with their revenues more concentrated in the second
through fourth quarters of the year.

In closing, | would like to express my appreciation for the
Su,Jp ort and hard work of our management team who were
invaluable in making the necessary expense reductions that

brought us back to profitability.

Sincerely,

e g /’//? £

Y /A4
/ o g // /e
L oty

Allen S, Greene
Chairman and
Chief Executive Officer
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Loscalzo Associates is a leading provider of live accounting-
and auditing-related CPE programs, conferences and seminars.
Loscalzo delivers hundreds of seminars each year through state

CPA societies, associations of accounting firms and directly with
accounting firm clients.

With Loscalzo offerings in the mix, SmartPros now offers a

complete blended learning environment for accounting- and

finance-related organizations on a national level. Loscalzo,

based in Shrewsbury, New jersey, operates as a wholly owned
subsidiary of SmartPros Ltd.

Executive Enterprise Institute (EEI), a leader in providing live,
professional education focused upon compliance and best practices
topics for over 40 years, offers a variety of CPE/CLE accredited
instructor-led programs open to the public, as well as customized
client specific in-house programs, and a wide variety of support
services for corporations and associations, including supplying
subject matter experts, production and vvevde&%very support
and CPE/CLE Administrative Services.
EEVs public conferences and seminars are offered in major cities
across the United States, primarily in corporate accounting and
financial reporting; taxation; banking; and international compliance
topics. EEN's programs are delivered by an outstanding network of
expert speakers with proven, engaging presentation skills. EEI's
financial topics and many more are available on a customized basis
for delivery on-site for EEl clients, as well as web delivery to
multiple locations around the world.

011-2012 HIGHLIGHT

SmartPros®
Financial Services

SrnartPros’ FinancialCampus
provides accredited education

and training for insurance agents,
stockhrokers, financial planners
and related professions. Financial-
Campus has delivered training to
more than one mitlion financial
services professionals, and features
a catalog of over 250 accredited
online courses representing more
than 16,000 hours of approved
insurance continuing education
credits across all state reguiators
and various professional
designations in financial services.
FinancialCampus also features a
ip@% and insurance
ng Courses.

series of secur
pre-licensing train

SmartPros Financial Services
Training is a specialized consulting
division DIOV!dlﬂg sales management
training, product training and
marketing support programs

for the financial services industry,
We deliver training to organizations
such as national and regional
brokerage firms, laree and small
banks, insurance companies and
product providers. Our client list
includes major financial services
organizations from every segment
of the industry, with a strong
international presence. Our
programs are delivered online, as
well as via live presentation, group
discussion, workbook materials

and role-play activities.

SmartPros’ Banking catalog
features more than 50 online
courses to keep banking and
financial services professionals

up to date on ever-evolving rules,
regufations and business trends in
the banking industry. Topic areas
include: (ampi‘tanf@ insurance,
lending, manage nt, retirerment,
and sales and service, ijsgs
feature printable course outlines,
instantly graded exams, and the
ability to print certificates of
completion and track credits
individual and organizational
solutions are avallable
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SmartPros Engineering features a catalog of "green” engineering
modules designed to meet the growing demands for eco-friendly
engineering processes. These comprehensive anline courses are
designed for certified engineers, as well as related architecture
and construction professionals.

The LEED green building certification program encourages and
accelerates global adoption of sustainable green huilding and
development practices through a suite of rating systems that
recognize projects that implement strategies for better
environmental and health performance. SmartPros LEED CA
Exam Review is comprised of six modules and 18 hours of online
courseware. The program offers step-by-step instruction for the
£D application and certification process. Engineers taking the
LEED CA exam review receive the added benefit of three PDH
credits for continuing education for each module completed.

&

SN

SrmartPros, in conjunction with Power Management Concepts, a
leading engineering firm and education provider in mission-critical
data center management, offers a Certificate in the Principles

of Data Center Energy Efficiency. The certificate focuses on the
fundamentals of mission-critical infrastructure, with an emphasis
on data center energy efficiency and conservation. In addition to
the Certificate in the Principles of Data Center Energy Efficiency,
SmartPros Green Engineering and Power Management Concepts
offers a comprehensive set of 13 online courses, which range from
fundamentals to in-depth knowledge of essential elements, such
as Data Center Cooling, UPS Systems and Raised Access Floors,
as well as the latest best practices in design and operations,

SmartIT

WatchiT is designed for business
and IT prafessionals looking to
enhance their overall 1T literacy.

WatchiT features the experience
of real-waorld experts delivered
on-demand wherever and

er g library of 100 rich
media-based courses, and produce
two new titles each month in
anline video and offline formats
(DVD). Customers also use our
courseware for professional
education and professional
development, WatchlT helps smart
people stay smart; at their pace,
and at a time that's convenient.

Accounting & Finance Technology
Monthly (AFTM) s an annual on-
line video-driven CPE subscription
designed to keep accounting and
finance professionals up-te-date
on technology trends essential to
theirjobs. Each month we release
anew CPE accredited course on a

ect matter expe ect areas
nelude: Data Governa
soctal Networking Systems,
SOA, Mobitity, Security, and mare.
Courses include downloadable
course materials, instantly graded
exams, and the ability to track

s and print completion
With this subscription
you get unlimited ac to the
entire catalog. All courses gualify
for CPE credit under NASBA QAS

j
i

certific

Forover 16 years Skye has
designed and produced interactive
ning and marketing applications

for electronic delivery via the
internet, (D, DVD, video and kiosk.
Skye also develops mobile applica-
tions. Qur staff consists of
instructional designers, writers,
eraphic designers, animators.
developers, and project managers.

e IT Audit,

In addition, Skye also has a port-
folio of off-the-shelf publishing
tools that assist an organization
in developing and publishing thei
own cantent.

Our in-house custorn development
team works with clients to convert
their existing education or training
content - or to produce custom
content from scratch - for delivery
online orvia interactive CO-ROM
or DVD. We feature a full-service
in-house video studio with editin
and duplication services.

SmartPros®
Marketing Services

This group is responsible for
content management, advertising
and lead-generation programs
offered through the company
popufar rews and information portal

in addition, we produce private-
branded content solutions for our
clients in the areas of industry-
specific news headlines and news-
tetters. SmartPros marketing
programs currently reach 300,000+
accredited professionals with one
million targeted advertising
impres-sions each month. All of
our programs are available online
and in print




SMARTPROS LTD AND SUBSIDIARIES

Management's 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 conjunction with our audited consoclidated financial
statements and related notes included elsewhere in our Form 10-K. Certain
statements in this discussion and elsewhere in this report constitute
forward-looking statements within the meaning of Section 21E of the
Securities and Exchange Act of 1934. See “Forward-Looking Statements”
following the Table of Contents of our 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 (i) revenues
by sales source, (i) online sales, (iii) cash flows and (iv) EBITDA.

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

« theincreasing recognition by professionals and corporations that
they must continually imprave 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;

*» theincreased competition in today’s 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 a delivery
channel for the types of products and services we offer; and

« current economic conditions.

Over the last five years, we have experienced fluctuations in our annual net
revenues due to various reasons, including the recession that began 2008,
Nevertheless, since 2007 we have experienced a 12% increase in net
revenues from $15.2 million in 2007 to $17 million in 2011. This growth is due
in large part to the acquisitions that we have completed in this period. 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 common stock. We may use debt to enhance or augment our
ability to consummate Iarger transactions. There are many risks involved
with acquisitions, some of which are discussed in Item 1A of Part 1 of our 10-K
report 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 you 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 2011 fiscal
year, continued weakness in the economy affected us resulting in decreased
revenues. However, as a result of effective cost cutting and controls we
were able to report an operating profit of approximately $200,000. The
decrease in net revenues was attributable to the fact that we were unable
to implement any price increases and the dramatic decrease in custom work
and decreased attendance in our live seminar business. Our core subscrip-
tion-based business remained relatively flat and we had a small increase in
net revenues in our Working Values ethics training division. Net revenues
from our accounting/finance division remained relatively flat principally as
a consequence of a decrease in attendance at our live seminars. In order to
reduce our operating expenses, we eliminated live seminars that had sub-par
performance, which, while reducing gross revenue, had a positive impact on
our operating profit. Compensation expense decreased, while other costs
such as those relating to communications and Web-bandwidth, credit card
processing fees and marketing expenses increased. As the overall business
environment improves, we expect net revenues from our major business
units to increase. We continually monitor our direct and general and
administrative costs and make the necessary adjustments where warranted.
We are also always looking for new markets and distribution channels for
our existing products and we continue to expend a significant amount of
money to upgrade our library, create new products and develop new
technology

Seasonality and Cyclicality

Historically, our operating results have fluctuated from quarter to quarter,
primarily because a portion of our business is non-subscription based.
Custom jobs and consulting work are subject to both the general business
climate and client’s needs. Net revenue from our Engineering division is
subject to staffing levels in both the private and public sector and the timing
of various licensing exams. 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
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our acquisition of Loscalzo and EEI, 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 EEl's case, the revenue is recognized almost
exclusively in the second and fourth quarters, when the sessions take place.
in Loscalzo's 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 Loscalzo and EE! have general and
administrative expenses that are incurred ratably over the year, creating the
fluctuations in our operating results.

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

A large portion of our net revenues is in the form of subscription fees to our
monthly accounting update programs or access to our accounting, financial
services, legal and information technology course libraries. Other sources of
net revenues include direct sales of programs or courses on a non-subscription
basis or from various forms of live training, fees for Website design,
software development, video production, course design and development,
ongoing maintenance of the LMS, 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 a 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 website design, video production, consulting services and

custom projects are generally recognized on a 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 a signed agreement or purchase order from our non-subscrip-
tion 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. We have recently
hired additional sales and sales support personnel based on recent
improvements in general economic conditions and we want tobein a
position to be able to address increased customer demand for our products
and services. However, we intend to proceed cautiously in this area until
we are reasonably certain that the economic recovery is sustainable.

Impairment of goodwil! and long-lived assets

We evaluate the carrying value of goodwill and the recoverability of
identifiable intangible assets and other long-lived tangible assets during the
fourth quarter of each year and or whenever circumstances and situations
change such that there is an indication that the carrying amounts may not
be recovered or are impaired.

Goodwill is evaluated by comparing the value of the reporting unit to the
reporting unit’s carrying amount including goodwill. The fair value of the
reporting unit is estimated using a combination of discounted cash flows
approach and the market approach, which utilizes comparable company’s
data. If the carrying amount of a reporting unit exceeds its fair value, then
the amount of impairment loss must be measured. The impairment would
be calculated by comparing the implied fair value of the reporting unit
goodwill to its carrying amount. Any impairment loss would be recognized
when the carrying amount of goodwill exceeds its implied fair value.

The evaluation of the recoverability of identifiable intangible assets is
measured by comparing the carrying amount of the asset against estimated
undiscounted cash flows associated with it. Impairment may be caused by a
number of factors, including a significant decrease in the market value of an
asset or a significant adverse change in the manner in which the asset is
being used. The evaluation of asset impairment requires us to make
assumptions about future cash flows over the life of the asset being
evaluated. These assumptions require significant judgment and actual
results may differ from assumed and estimated amounts.

Upon completing our review and testing for the current period, we believe
that we have not incurred any impairment to such assets. However,

we operate in highly competitive environments and projections of future
operating results and cash flows may vary significantly from operating
results. Our valuation methodology for assessing impairment requires
management to make judgments and assumptions based on historical
experience and to rely, heavily, on projections of future operating perfor-
mance. There is no assurance that such results will be achieved and in that
case we may be required to record an impairment to our goodwill and other
tong-lived intangible assets in future periods.
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Stock-based compensation

Compensation costs are recognized in the financial statements at fair value
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. The
fair value of the options at grant date were estimated using the Black-Scholes
Option Pricing Model. Stock grants to employees and directors are charged
to expense at the closing price of our common stock at date of grant.

Segment reporting

All of our operations constitute a single segment, that of educational
services. Net revenues from non-educational services, such as video
production are not a material part of our operating income.

Income taxes

We account for deferred tax assets available principally from our fixed and
intangible assets and our net operating loss carryforwards in accordance
with the Accounting Standards Codification. We make significant estimates
and assumptions in calculating our current period income tax liability and
deferred tax assets. The most significant of these are estimates regarding
future period earnings. Our net deferred tax asset is estimated by manage-
ment using a three-year taxable income projection that incorporates
significant estimates and assumptions of future operating periods.

Results of Operations
Comparison of the years ended December 31, 2011, and 2010

The following table compares our statement of operations data for the years
ended December 31, 2011, and 2010. 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 onling).

Year ended December 31 20m 2010

— Amount Percentage Amount Percentage Change
Net revenues $16,988,691  100.0% $17,623,417 100.0% (3.6)%
Cost of revenues 7,048,316 41.5% 8,047,614 45.7% (12.4)%
Gross profit 9.940.375 58.5% 9,575,803 54.3% 3.8%
General and

administrative 8,563,993 50.4% 8,594,296 48.8% (0.4)%
Depreciation

and amortization 1,178,538 6.9% 1127,439 6.4% 4.5%
Total operating

expenses 9742531 57.3% 9,721,735 55.2% 0.2%
Operating income

(loss) 197,844 1.2% (145,932) (0.8)% 235.6%
Other income, net 897 -% 36,149 0.2% (97.5)%
Income (loss)

before provision

forincome taxes 198,741 1.2% (109,783) (0.6)% 281.0%
Provision for

incometaxes  (44,614) 0.3% (19,509) (01)% (128.7)%
Net income

(loss) $154,127 0.9% $(129,292) (0.7)% 219.2%

Net revenues

Net revenues for 2011 decreased 3.6% , compared to net revenues for 2010,
primarily as a result of the decrease in custom work from Skye as well as
decreases in other product lines. Our live training businesses represent
approximately 25% of our net revenues. Net revenues from subscription-
based products delivered on-line and other related net revenues accounted
for approximately $6.7 million, or 40%, of our net revenues.

Net revenues from our accounting/finance products decreased in absolute
dollars by approximately $74,000 but increased as a percentage of total net
revenues. Net revenues from our accounting/finance and related products
were relatively flat at approximately $13 million in each of 2011 and 2010.
Net revenues from accounting/finance products including both subscription
and non-subscription based revenue was $8.1 million. Net revenues from live
training, custom work and advertising were approximately $4.9 million in
both 2011 and 2010.

Net revenues from sales of our engineering products, which are not
subscription-based, were $534,000 in 2011, compared to $714,000 in 2010.
The decrease in engineering net revenues is due to general economic
conditions as there are fewer exam candidates. However, we do not believe
that this is indicative of any long-term trends, as we are seeing increased
interest in some of our course material. In addition, we are updating some
of our existing courses, adding new courses and constantly seeking partners
with which to market these products.

Net revenues from SLE increased from $529,000 in 2010 to $667,000 in
2071, This increase was primarily due to an increase of $177,000 from our
Working Values ethics division, offset by a decrease of $39,000 from our
Cognistar legal division. The ethics division’'s income is from increased
custom consulting jobs. The decrease in Cognistar net revenues is due to the
economy as many law firms have reduced staff and cut budgets. With the
launch of eCampus in 2011, we believe that this will have a positive effect on
net revenues as clients can now go to one website for all of their educational
needs.

Skye generated $804,000 of net revenues in 2011, compared to $1.08 million
in 2010. Skye produces customized training and educational material for the
pharmaceutical industry, professional firms, financial services companies
and others. As we believe that the economy is recovering from the
recession, we expect an increase in request for proposals. However, the
revenue recognition cycle for this type of work can be long as there can be a
time lag between the time a client engages Skye and the actual work begins.
This results in a shift in earned income, as contracts are signed and the work
is postpaned for a period of months.

Our financial services training division generated net revenues of $1.84
million in 2011, compared to $2.02 million in 2010. The decrease is a result
of the loss of some subscription revenue and the timing of completion of
custom work.

Our technology training division, SmartIT, generated net revenues of
$67,000in 201, compared to $121,000 of revenues in 2010, due to a
decrease in subscription revenue and custom projects.
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Net revenues from video production, duplication and consulting services
decreased in 2011 to $108,000 from $121,000 in 2010, as a result of
decreased consulting work and a reduction in video work as well. 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 DVD
duplication projects. Our video production facility is primarily used for
internal work and income results from renting 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.

Cost of revenues

Cost of revenues includes (i) production costs, such as the salaries, benefits
and other costs related to personnel, whether our employees or independent
contractors, who are used directly in connection with producing or conducting
our educational programs, (ii) royalties paid to third parties, (iii} the cost of
materials, such as DVDs, printed matter and packaging materials and (iv)
shipping costs. Compared to 2010, cost of revenues in 2011 decreased by
approximately $1million. This decrease is primarily due to lower salaries and
related costs, decreased use of outsourced labor for both internal needs as
well as those costs related to specific custom jobs. As a percentage of net
revenues, cost of revenues in 2011 decreased to 41.5% from 45.7% in 2010,
resulting in a 3.8% increase in our gross profit margin.

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 2010 to
2011 and the reasons for those variations are as follows:

» Qutside labor and direct production costs. Qutside labor includes

the cost of hiring actors and production personnel such as directors,
producers and cameramen and the outsourcing of non-video technol-
ogy. It also includes the costs of instructors for live training and the
production of those courses. These costs decreased by approximately
$138,000in 2011 from 2010. Both Skye and our consulting/technology
departments employ a number of consultants to write scripts, edit
course material, provide technology services and help develop new
products such as Skye's Role Play Certification Tool and The Coaching
Toolkit. Loscalzo and EEl employ a 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 at a substantial savings. Direct
production costs, which are costs related to producing videos other
than fabor costs — such as the cost of renting equipment and locations,
and the purchase of materials — decreased by $93,000. These
variations are related to the type of video production and custom
projects and do not reflect any trends in our business.

+ Salaries. Qverall payroll and related costs attributable to production
personnel decreased by approximately $718,000. The decrease was
primarily attributable to a reduction in head count in our Skye and SLE
subsidiaries, as well as reductions in some of our ather divisions. Our
SLE and Skye salaries and related costs decreased by $148,000,
Reduction in salaries and related costs from our Loscalzo subsidiary
accounted for approximately $159,000 in savings and our Financial
Campus division accounted for an additional $191,000 in savings,
offset by an increase of $177,000 in our technology.

* Royalties. Royalty expense was constant between 2011 and 2010,

at approximately $1.05 million. Royalty expense is directly related to
sales of certain products in our accounting and engineering catalogs,
and as usage fluctuates so does our royalty expense. 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 agree-
ments or modify existing agreements, the actual royalty paymentsin
2012 under these agreements may be either higher or lower than they
were in 2011.

» Other costs. This includes the cost of venues for our live training
business, travel for instructors and others, shipping costs and other
miscellaneous expenses. These other costs decreased by $54,000,
primarily related to EEI's live training business. The largest component
of these expenses are venue, travel and course administration costs
that decreased by $38,000 in 2011 from 2010. The remaining decrease
was from decreased purchases of $23,000, offset by an increase in
other costs of $7,000. Travel costs incurred by Skye and Loscalzo are
often billed to their respective clients.

As our business grows, we may be required to hire additional produc-
tion personnel, increasing our cost of revenues.

Selling general and administrative expenses

Ceneral and administrative expenses include corporate overhead such as

(i) compensation and benefits for administrative, sales and marketing and
finance personnel, (i) rent, (iii) insurance, (iv) professional fees, (v) travel
and entertainment and (vi) office expenses. General and administrative
expenses in 2011 decreased by $30,000 from 2010, a .4% decrease. The
decrease in terms of actual expenses is primarily from reductions in payroll
and related costs as headcounts have been reduced. Reductions in
compensation expense totaled $232,000. Overhead expenses for advertising,
promotional material and other selling expenses increased by approximately
$38,000. Exclusive of these increases, other overhead expenses increased
approximately $149,000 primarily due to increases in our communication
costs, the general increase in use of credit cards for payments, customer
service and other miscellaneous costs. In addition, in conformity with
applicable accounting standards, we are expensing the costs associated with
the grants of options and restricted stock to employees and directors. This
non-cash expense in 2011 was $151,000 and $193,000 in 2010. We anticipate
that general and administrative expenses will remain constant in 2012 at
our current level of operations.
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Depreciation and amortization

Depreciation and amortization expenses were $51,000 higher in 2011 than
they were in 2010. This increase is primarily from the capitalization of
intangible assets developed internally — principally our new LMS, known
as eCampus. The total capitalized cost of eCampus is § 2.19 million and is
being amortized over five years. As we are always upgrading our computer
hardware and systems, and because we have a number of projects in
development, we expect our depreciation and amortization expenses

on our fixed and intangible assets to increase.

Operating income (loss)

For 2011, our operating income was $198,000, compared to an operating loss
of $146,000 in 2010. The decrease in revenues of approximately $634,000
offset by decreased cost of revenues of approximately $1 million resulted in
the increase.

Other income, net

Other income and expense items primarily consist of interest earned on
deposits, offset by the loss from our joint venture in iReflect, LLC. We
currently have no outstanding debt, other than normal trade payables. Net
interest income decreased by $45,000 due to the collection of interest from
a note receivable that was repaid in 2010. In addition, our joint venture in
iReflect resulted in a loss of $11,000 in 2011, compared to a loss of $21,000
in2010.

Income tax expense

In 2011, we recorded a net tax expense of $45,000 compared to a $19,500
net tax expense in 2010. We have analyzed all of the components of the
deferred tax assets and liabilities and have recorded a net benefit of $1.29
million after taking a valuation allowance of approximately $581,000 and
$742,000 in 2011 and 2010, respectively. The 2011 tax expense consists of
state and local income tax expense of approximately $45,000. In the prior
year we recorded a net tax expense of $19,500 after recording a net federal
tax benefit of $44,000 offset by state and local income tax expense of
approximately $63,500.

Net income (loss)

For 2011, we recorded net income of $154,000 compared to a net loss of
$129,000 for 2010. The increase in net income is primarily due to an increase
in gross profit, offset by higher depreciation and amartization expenses and
relatively constant general and administrative expenses.

Liquidity and Capital Resources

Since becoming a public company in 2004, we have financed our working
capital requirements entirely through internally generated funds. We have
not had any sales of stock or incurred any debt.

Qur working capital as of December 31, 2011, was approximately $ 2.8 million
compared to a $2.9 million working capital as of December 31, 2010. The
decrease is attributable to a number of factors including the payment of
approximately $184,000 in dividends, and the repurchase of our common
stock for approximately $271,000. Our current ratio at December 31, 2011,
is1.48 to 1, compared to 1.44 to 1at December 31, 2010. The current ratio is
derived by dividing current assets by current liabilities and is a measure used
by lending sources to assess our ability to repay short-term liabilities. The
largest component of our current liabilities, approximately $4.6 miliion and
$5.5 million at December 31, 2011, and 2010 respectively, is deferred revenue,
which is revenue collected or billed but not yet earned under the principles of
revenue recognition. Most of this deferred revenue is in the form of
subscription fees and will be earned during 2012, 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, 2011, we had a net decrease in cash of
$726,000. We generated $887,000 in cash from operations, offset by $1.16
million used in investing activities, including $24,000 for asset acquisitions
and $896,000 for the capitalization of software and courses. in addition, our
financing activities include $271,000 for the purchase of treasury shares and
$184,000 for the payment of dividends. 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, 2010, we had a $287,000
increase in cash. That increase was a result of cash generated by operations
of $1.8 million, that was offset by cash expended for investing activities of
$716,000 primarily for asset acquisitions and capitalization of software and
courses, and $782,000 for the purchase of treasury shares and the payment
of dividends.

Capital expenditures for the year ended December 31, 2011, were approxi-
mately $1.12 million, of which $228,000 consisted primarily of computer
equipment and software. We capitalized $65,000 of costs for the produc-
tion of various courses and $831,000 for capitalizing the costs of developing
eCampus and other products. We believe we have finished the capitalization
of expenses required to build eCampus. We are constantly reviewing and
upgrading our technology. For fiscal 2012, we have budgeted approximately
$200,000 for capital expenditures (other than software and course
development costs).
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As the economy improves we plan to hire additional sales and support
personnel in 2012.

In March 2012, our Board of Directors declared a dividend of $.0125 per
common share payable on April 4, 2012, to shareholders of record on
March 22, 2012.

Contractual Obligation, Commitments
and Contingencies

As of December 31, 2011, we had commitments under various leases

for our offices in Hawthorne, New York, the SLE office in Westborough,
Massachusetts, Skye’s offices in Bridgewater, New jersey, and Loscalzao’s
office in Shrewsbury, New Jersey. The total aggregate commitment under
these leases is approximately $2.8 million through January 2019. SLE
recently entered into a new lease that expires in January 2013 and calls for
a monthly rent of approximately $1,650. The Skye lease was recently
extended to January 2014 at a monthly rental of $3,190 and the lease for
the Loscalzo office expires on December 31, 2016, at a monthly rent of
approximately $3,700.

In the future, we may issue additional debt or equity securities to satisfy
our cash needs. Any debt incurred or issued may be secured or unsecured, at
a 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 liguidity
needs.

Interest Rate Risk

Interest rate risk represents the potential loss from adverse changes in
market interest rates. As we may hold U.S. Treasury securities or money
market funds, we may be exposed to interest rate risk arising from changes
in the level and volatility of 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 ndn-Treasury
money market funds. Our bank deposit accounts are insured by the U.S.
government but only up to a maximum of $250,000 at any one bank. Our
money market funds are held in a brokerage account that is insured by the
Security Industry Protection Corp up to $500,000 and various brokerage
firms may carry additional insurance from commercial insurance companies.
Our cash balances vary from time to time based on a variety of factors butin
most cases are significantly in excess of the insurable limit. As a result, we
have exposure on these accounts in the event these financial institutions
become insolvent.

In addition, we may have credit risk with respect to customers who
default on custom orders or who default on subscription payments.

Recent Accounting Pronouncements

In September 2011, the Financial Accounting Standards Board issued an
amendment to Topic 350-Intangibles-Goodwill and Other. This amendment
is intended to simplify how entities test goodwill for impairment. The
amendment permits an entity to first assess qualitative factors to
determine whether it is more likely than not that the fair value of a reporting
unit is less than its carrying amount as a basis for determining whether it is
necessary to perform the two-step goodwill impairment test described in
Topic 350. This amendment is effective for years beginning after December
15, 2011 and we do not believe that the amendment will have any material
impact on our financial statements.
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Consolidated Balance Sheets

December 31, 20Mm 2010
Assets
Current Assets:
Cash and cash equivalents S 6,281,725 $ 7007541
Accounts receivable, net of allowance for doubtful accounts
of approximately $39,000 at December 31, 2011 and 2010 1,868,063 2,149,067

Prepaid expenses and other current assets 334,826 391136
Total Current Assets 8,484,614 9,547,744
Property and Equipment, net 645,325 717,428
Goodwill 3,375,257 3,375,257
Other Intangibles, net 3,933,738 3,891,858
Other Assets, including restricted cash of $75,000

at December 31, 2011 and 2010, respectively 92,965 85,626
Deferred Tax Asset 1,290,000 1,290,000
Investment in Joint Venture 2,742 3,867
Total Assets $ 17,824,641 $ 18,911,780
Liabilities and Stockholders’ Equity
Current Liabilities:

Accounts payable § 712,978 S 722,683

Accrued expenses 338,713 391,626

Deferred revenue 4,606,255 5,514,388

Dividend payable 60,743 -
Total Current Liabilities 5,718,695 6,628,697
Long-Term Liabilities:

Other liabilities 66,504 32,901
Total Long-Term Liabilities 66,504 32,901
Total Liabilities 5,785,139 6,661,598
Commitments and Contingencies
Stockholders’ Equity:

Preferred stock, $.001 par value; 1,000,000 shares authorized,

no shares issued and outstanding - -
Common stock, $.0001 par value; 30,000,000 shares authorized,

5,615,433 and 5,561,100 shares issued as of December 31, 2011 and 2010,

respectively, and 4,797,231 and 4,873,826 shares outstanding as of

December 31, 2011 and 2010, respectively 562 556
Common stock in treasury, at cost - 818,202 and 687,274 shares as of

December 31, 2011 and 2010, respectively (2,393,717) (2,122,490)

Additional paid-in capital 17,514,275 17,607,921

Accumulated deficit (3,081,678) (3,235,805)
Total Stockholders' Equity 12,039,442 12,250,182
Total Liabilities and Stockholders’ Equity $ 17.824,641 $ 18,911,780

See notes to consolidated financial statements.
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Years ended December 31, 201 2010
Net Revenues 516,988,691 $17,623,417
Cost of Revenues 7,048,316 8,047,614
Gross Profit 9,940,375 9,575,803
Operating Expenses:

Selling, general and administrative 8,563,993 8,594,296

Depreciation and amortization 1,178,538 1,127,439
Total Operating Expenses 9,742,531 8,721,735
Operating Income (loss) 197,844 (145,932)
Other Income (Expense):

Interest and dividend income, net 12,022 57.037

Loss from joint venture (11,125) (20,888)
Total Other Income 897 36,149
Income (loss) before Provision for Income Taxes 198,741 (109,783)
Provision for Income Taxes (44,614) (19,509)
Net Income (loss) S 154127 S (129,292)
Net income (loss) per Common Share:

Basic net income (loss) per common share ) 0.03 ) (0.03)
Diluted net income (loss) per common share S 0.03 S (0.03)
Weighted Average Number of Common Shares Qutstanding:

Basic 4,888,977 4,946,058

Diluted 4,888,977 4,946,058

See notes to consolidated financial statements.
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Years ended December 31, 2011 and 2010

Additional Total
Preferred Stock Common Stock Paid-in Accumulated Treasury  Stockholders’
Shares Amount Shares Amount Capital Deficit Stock Equity

Balance, December 31,2009 - - 556200 $556 517,610,392 $(3.106,513) 5(1,536,782) $12,967,653
Dividends - - - - (196,421) - - (196,427)
Surrender of Shares from Restricted

Stock Plan - - (1,000) - - - - -
Stock Compensation Expense - - - - 193,950 - - 193,950
Purchase of Treasury Shares - - - - - - (585,708) (585,708)
Net Loss - - - - - (129,292) - (129,292)
Balance, December 31, 2010 - - 5,561,100 55767 17,607;,7921 (3,235,805) (2,‘&5,490) y172,250,1783
Surrender of Shares from Restricted

Stock Plan - - (1,500) - - - - -
Stock Compensation Expense - - 55,833 6 150,847 - - 150,853
Dividends - - - - (244,493) - - (244,493)
Purchase of Treasury Shares - - - - - - (271,227) (271,227)
Net Income - - - - - 154127 154127
Balance, December 31, 20M - - 5615433 $562  $17514,275 $(3,081,678) $(2,393,717) $12,039,442

See notes to consolidated financial statements.
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Consolidated Statements of Cash Flows

Years ended December 31, 20M 2010
Cash Flows from Operating Activities:
Net income (loss) S 154127 S (129,292)
Adjustments to reconcile net income (loss) to net cash
provided by operating activities:
Depreciation and amortization 178,538 1127433
Stock compensation expense 150,853 193,950
Deferred income tax benefit - (39,076)
Loss from joint venture 1125 20,888
Deferred rent 33,603 9,714
Changes in operating assets and liabilities:
(Increase) decrease in operating assets:
Accounts receivable 281,004 551,044
Prepaid expenses and other current assets 56,310 (130,779)
Other assets (7,339) 75,000
(Decrease) increase in operating liabilities:
Accounts payable and accrued expenses (62,618) (108,679)
Deferred revenue (908,133) 214,938
Total adjustments 733,343 1,914,439
Net Cash Provided by Operating Activities 887,470 1,785,147
Cash Flows from Investing Activities:
Acquisition of property and equipment (228,018) (349,299)
Capitalized course costs and software development (896,297) (356,827)
Investment in joint venture (10,000) (10,000)
Cash paid for business assets (24,000) -
Net Cash Used in Investing Activities (1,158,315) (716,126)
Cash Flows from Financing Activities:
Purchase of treasury shares (271,227) (585,708)
Dividends paid (183,744) (196,421)
Net Cash Used in Financing Activities (454,971) (782,129)
Net (Decrease) Increase in Cash and Cash Equivalents (725,816) 286,892
Cash and Cash Equivalents, beginning of year 7,007,541 6,720,649
Cash and Cash Equivalents, end of year $6,281,725 $ 7,007,541
Supplemental Disclosures of Cash Flow Information:
Cash paid for interest S - S 2,199
Cash paid for income taxes $ 7600 $ 60,000

See notes to consolidated financial statements.
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Note 1.
Description of Business and Summary
of Significant Accounting Policies

Nature of operations - SmartPros Ltd. and Subsidiaries ("SmartPros” or

the “Company"), a 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. SmartPros’ primary products are
periodic subscription and non-subscriptions services delivered in either
video format or over the internet directed to corporate accountants and
financial managers, and accountants in public practice. In conjunction with
the acquisitions of Loscalzo Associates, Ltd. (“Loscalzo”), and Executive
Enterprises Institute (“EEI"), the Company is now a leading provider of live

training to accounting, legal, and financial services professionals. In addition,

the Company produces a series of continuing education courses directed to
the engineering profession, a series of courses designed for candidates for
the professional engineering exam, and training for information technology
professionals. Its wholly-owned subsidiary, SmartPros Legal and 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 sub-
sidiary, Skye Multimedia Ltd. (“Skye"), the Company produces customized
training solutions for a number of industries, including pharmaceuticals,
professional services, and others. The Company has also acquired a library
of nationally certified online training solutions for the banking, securities,
and insurance industries, and courses designed for live training. SmartPros
also develops and hosts Websites, produces custom videos and rents out

its video production studio for a fee. SmartPros’ 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 subscrip-
tion services as earned. Subscriptions are generally billed in advance on an
annual basis, deferred at the time of billing and amortized into revenue on

a 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 website design,
video production, consulting services, and custom projects, are recognized
on a 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 its non-subscription customers outlining the
terms and conditions of the products or services to be provided. Otherwise,
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 operations in the period 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 Company's management monitors the revenue streams of its
various products and services; however, operations are managed and financial
performance is evaluated on a Company-wide basis. Accordingly, all of the
Company’s operations are considered 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 a portion of its excess cash in money market
accounts that are stated at cost and approximate fair 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 insured limits. The Company'’s cash balances are deposited with high
credit quality financial institutions to mitigate this risk. With the recent
economic downturn in the banking sector, the Company closely monitors

its cash investments in money market funds

No single customer represents a significant concentration (over 10%) of
sales or receivables.

Accounts receivable - Accounts receivable are recorded at net realizable
value which is the original invoice amount less an allowance that management
believes will be adeguate to absorb estimated losses on existing accounts
receivable. The allowance is established through a provision for bad debts
charged to operations. Accounts receivable are charged against the allow-
ance for doubtful accounts when management believes that collectability
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 collectability 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 guality, review of specific problem accounts receivable,
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and current economic conditions that may affect the customer’s 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.

Accounts receivable are generally considered to be past 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-line method over their estimated useful
lives, ranging from three to ten years. Leasehold improvements are amortized
over the |esser of their estimated useful lives or the life of the lease. Expen-
ditures for maintenance and repairs are charged to operations as incurred
and major expenditures for renewals and improvements are capitalized

and depreciated over their useful 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 over the remaining amor-
tization period, the carrying amount of the asset is reduced to its estimated
fair value. The Company believes that none of the long-lived assets were
impaired as of December 31, 2011 and 2010.

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
31,201 and 2010.

Intangible assets - Intangible assets are amortized on a straight-line
basis over their estimated useful lives, which vary from 3 to 19 years. The
Company performs an annual assessment or when events or circumstance
indicate that an impairment may have occurred. The Company performed
its annual assessment of its intangible assets and found no impairments
as of December 317, 2011 and 2010.

(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 Company'’s
catalog. The Company has capitalized approximately $65,000 and $48,000
on such costs for the years ended December 31, 2011 and 2010, 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 Company’s monthly subscription products or custom work is charged

to operations as incurred. Included in other intangible assets are course costs
net of accumulated amortization of $206,000 and $307,000 at December
31,201 and 2010, respectively. Amortization expense for 2011 and 2010
was approximately $162,000 and $241,000, respectively.

Capitalized software - The Company has developed a new Learning
Management System (“LMS") as well as other products and has capitalized
those costs in accordance with the provisions of Topic 350, “Internal-Use
Software". Total capitalized costs were $2,479,000 and $1,647,000 as of
December 31, 2011 and 2010, respectively. The Company began amortizing
certain of these costs over a five-year period commencing when the LMS
was placed in service during 2008. Amortization expense for 2011 and
2010 was approximately $413,000 and $2387,000, respectively.

Deferred revenue - Deferred revenue related to subscription services repre-
sents the portion of unearned subscription revenue, which is amortized on a
straight-line basis over the subscription period, 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 Company's revenue recognition policy.

Income taxes - Deferred tax assets and liabilities are recognized for the
future tax conseguences 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 a 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 characteris-
tics. Deferred tax assets are reduced by a 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
toits financial position, results of operations, or cash flows relating to
uncertain tax positions taken on all open tax years. The Company is no
longer subject to federal, state or local income tax examinations by tax
authorities for the years before 2008.
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Net income (loss) per share - Basic net income (loss) per share is computed
by dividing income (loss) available to common stockholders by the weighted-
average number of common shares outstanding. Diluted earnings per share
reflect, in periods in which they have a dilutive effect, the impact of common
shares issuable upon exercise of stock options and warrants and non-vested
shares of common stock. For the years ended December 31, 2011 and 2010,
the inclusion of common stock equivalents would be anti-dilutive.

The reconciliation is as follows:

Years Ended December 31, 20m 2010

Weighted Average Number
of Shares Outstanding

Effect of Dilutive Securities,
common stock equivalents - -

4,888,977 4,946,058

Weighted Average Number
of Shares Outstanding, used for
computing diluted earnings per share

4,888,977 4,946,058

Stock-based compensation - The Company accounts for stock-based
compensation in accordance with ASC Topic 718, “Stock Compensation”.
Under the fair value recognition provisions of this topic, stock-based
compensation cost is measured at the grant date based on the fair vaiue
of the award and is recognized as expense on a 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 $121,000 and $115,000 for the years ended December 31, 2011
and 2010, respectively.

New accounting pronouncements - In September 2011, the Financial
Accounting Standards Board (FASB) issued an amendment to Topic 350-
Intangibles-Goodwill and Other. This amendment is intended to simplify
how entities test goodwill for impairment. The amendment permits an
entity to first assess qualitative factors to determine whether it is more
likely than not that the fair value of a reporting unit is less than its carrying
amount as a basis for determining whether it is necessary to perform the
two-step goodwill impairment test described in Topic 350. This amendment
is effective for years beginning after December 15, 2011 and the Company
does not believe that amendment will have any material impact on its
financial statements.

Note 2.
Acquisitions and joint Venture

In February 2011, the Company acquired substantially all of the intellectual
property rights from Leveraged Logic for $24,000. Leveraged Logic primarily
produces a weekly subscription based program known as “This Week in
Accounting”, delivered in a Webinar format. In addition, the Company
recently introduced a new similar type product known as “This Week in
Taxation”.

In 2008, our Skye subsidiary formed a joint venture with Education and
Training Systems International (“ETSI") for the purpose of marketing its
iReflect product and to date has invested $55,000 in this joint venture.
iReflect is an interactive, web-based tool used 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
amount of its investment by its share of losses in the joint venture, net of
any additional capital contributions.

Note 3.
Property and Equipment, net

The components of property and equipment are as follows:

December 31, 20m 2010
Furniture, Fixtures and Equipment $4,685,968 $4,577.624
Leasehold iImprovements 189,709 189,709
4,875,677 4,767,333

Less Accumulated Depreciation 4,230,352 4,049,905
S 645,325 S 717,428

Depreciation expense for the years ended December 31, 2011 and 2010, was
approximately $300,000 and $241,000, respectively.
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Note 4.
Goodwill and Other Intangible Assets, net

The components of intangible assets are as follows:

Years Ended December 31, 20m 2010
Engineering Courses $2,766,837 $2,766,837
Rights to CPA Report {CPAR) 1,700,000 1,700,000
Pro2Net Courses (P2N) 837,504 837,504
Course Costs 1,210,178 1,145,001
Customer Lists 1,041,746 1,041,746
Restrictive Covenant 200,000 200,000
Trade Name 350,000 350,000
Capitalized Software 2,478,847 1,647,727
Financial Campus 340,894 340,834
Other Intangibie Assets 827,330 803,330

11,753,336 10,833,039
Less Accumulated Amortization 7,819,598 6,941,181

$3,933,738 $3,891,858

The aggregate amartization expense for the years ended December 31, 2011
and 2010, was approximately $878,000 and $887,000, respectively.

Estimated amortization expense for each of the five years subsequent to
December 31, 2011, is as follows:

Years Ending December 31,

2012 $782,000
2013 $701,000
2014 $526,000
2015 $ 416,000
2016 $ 285,000

The following table presents the changes in the carrying amount of goodwill
and other intangible assets during the years ended December 31, 2011 and 2010:

Other

Goodwill Intangible Assets

Balance, January 1, 2010 $3,375,257 $4,421,749

Amortization Expense - (886,718)
Goodwill and Intangible Assets Acquired

and Developed - 356,827

Balance, December 31, 2010 3,375,257 3,891,858

Amortization Expense - (878,416)

Intangible Assets Acquired and Developed - 920,296

Balance, December 31, 2011 $3,375,257 $3,933,738

Note 5.
Income Taxes

At each of December 31, 2011 and 2010, the Company has a net deferred tax
asset of approximately $1,290,000 primarily resulting from the expected
future benefit of available net operating loss carryforwards and other
temporary differences. Realization of deferred tax assets depends on the
Company's estimate of 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 $3,000,000
which expire through 2025.

The components of the provision for income taxes are as follows

Years Ended December 31, 20m 2010
Current:
Federal S - S -
State (44,614) (58,585)
Total Current (44,614) (58,585)
Deferred:
Federal - 33,216
State - 5,860
Total Deferred - 39,076
$(44,614) $ (19,509)

Included in current state income tax expense for the year ended December
31,2010 is approximately $24,000 of income tax under accruals from the
prior year.
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The temporary differences and net operating loss carryforward give rise to
the following deferred tax assets:

Years Ended December 31, 20Mm 2010
Net Operating Loss $1,170,000 $1,370,000
Depreciation and Amortization of Property,
Equipment and Intangibles 469,000 504,000
Stock Option and Restricted Stock
Compensation Expense 205,000 145,000
Other 27,000 13,800
1,871,000 2,032,000
Less Valuation Allowance 581,000 742,000
Deferred Tax Asset $1,290,000 $1,290,000

These amounts have been classified on the accompanying consolidated
balance sheets as non-current.

A reconciliation of income tax expense at the federal statutory rate to
income tax expense at the Company’s effective rate is as follows:

Years Ended December 31, 20m 2010
U.S. Federal Statutory Income Tax Rate 34% (34)%
State Income Tax Rate, net of federal benefit 14% (6)%
Travel and Entertainment 6% (9)%
Prior Years' True-ups 48% (12)%
Change in Valuation Allowance (81)% 4%
Other 1% 5%
Effective Income Tax Rate 22% (15)%
Note 6.

Stock Incentive Plan

In June 2009 the Company adopted, with shareholder approval, its 2009
Incentive Compensation Plan (the “Plan”}, replacing the expired 1999 Stock
Option Plan. The Plan provides for the grant of up to 800,000 shares of non-
qualified stock options and restricted stock awards to employees, directors
and consultants. Future restricted stock grants may not exceed 200,000
shares. The Plan incorporated the outstanding shares at the time of adoption.
As of December 31, 2011, there were 334,587 options outstanding, of which
221,487 are currently exercisable and there were 119,333 restricted stock
grants outstanding. Of these restricted stock grants, 55,833 shares were
issued under the 2009 Plan and the remaining 63,500 shares were

issued under the 1999 Plan. As of December 31, 2011, the Plan had a net
balance of 411,080 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.
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The weighted average estimated fair value of stock options granted for the
year ended December 31, 2011 and 2010 was $2.01and $2.34, respectively.
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 based upon historical volatility
of the Company'’s stock and other contributing factors. The expected term
is based upon observation of the actual time elapsed between the date of
grant and the 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:

Years Ended December 31, 20m 2010
Contractual Term 10 years 10 years
Expected Volatility 40% 40%
Expected Dividend Yield 2.0%-2.5% -%
Risk-Free Interest Rate 2.3%-4.0% 1.27%
Expected Term 5.0 years 5.0 years

For the years ended December 31, 2011 and 2010, stock-based compensation
expense related to stock options granted was approximately $46,000 and
$61,000, respectively. As of December 31, 2011, the fair value of unamortized
compensation cost related to non-vested stock option awards was approxi-
mately $51,000. Unamortized compensation cost as of December 31, 2011

is expected to be recognized over a remaining weighted-average vesting
period of three years.

As of December 31, 2011 and 2010, the options had no intrinsic value, which is
the difference between the exercise price and closing price of the Company's
common stock of options outstanding and exercisable.

In February 2011, the Company granted 5,000 stock options, valued at
approximately $4,500, exercisable over 10 years from the date of grant at
$2.37 per share. These options vest over a three-year period, commencing
one year from the grant date.

In August 2011, the Company granted various employees and directors
99,500 options, valued at approximately $53,000, exercisable over 10 years
from the date of grant at $1.99 per share, with varying vesting dates.

In January 2012, the Company granted 15,000 options to an employee,
exercisable over 10 years from the date of grant at $1.80 per share. These
options vest one-third each year commencing one year from date of grant.
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A summary of all stock option activity is as follows:

Note 8.
Commitments and Contingencies

Number Weighted
of Average
Years Ended December 31, 2011 and 2010 Opti Exercise Pri ) ) .
£ars =nded Jecemyer an piions Xercse M QOperating leases - The Company leases office space and production and
Outstanding, January 1, 2010: 410121 5 440 warehouse facilities in Hawthorne, New York; Westborough, Massachusetts;
Options granted 5,000 2.34 K L
Options forfeited/expired (5.323) 4.95 Bridgewater, New Jersey; and Shrewsbury, New Jersey. Future minimum
lease payments are as follows:
Outstanding, December 31, 2010 409,798 4.37
Options granted 104,500 2.1
Options forfeited/expired (179,711) 5.29 Vear Ending December 31,
2012 $ 441,000
Outstanding, December 31, 2611 334,587 S 314 2013 425,000
- 2014 389,000
Exercisable, December 31, 2011 221,487 S 3.66 2015 387,000
2016 405,000
Thereafter 744,000
Options Outstanding Options Exercisable $2,791,000
Weighted Weighted
Average Weighted Average . . R .
Remaini?\g Avgerage Remaining Rent expense is recorded on a straight-line basis over the lease term. Rent
Number Contractual Exercise Number  Contractual .
Exercise Price Outstanding Life (Years) Price Exercisable  Life (Years) expense for the years ended December 31, 2011 and 2010 was approximately
$.01-$1.99 99,500 3.58 $1.99 16,667 958 $450.000 and $439,000, respectively.
$2.00-52.99 105,450 5.31 2.52 75,183 4,26 . X .
$3.00-$3.99 35150 498 3.34 35150 498  TheCompany arranged fora $75,000 letter of credit representing a security
$4.00-54.99 35,142 3.67 418 35142 367  deposit for the Hawthorne, New York lease. The Company has pledged a
$5.00-55.99 59,345 555 543 59.345 555 ¢75,000 certificate of deposit to the bank, issuing the letter of credit as
334,587 6.54 5314 221,487 4.86 collateral for the letter of credit and the restricted cash account is included

A summary of the non-vested options and activity for the year ended
December 31, 2011 is as follows:

Weighted
Average Grant

Options Date Fair Value
Non-vested, January 1, 201 88,559 1.62
Granted 104,500 2.01
Vested (77,009) 2.30
Forfeited (2,950) 4.06
Non-vested, December 31, 201 113,700 2.12

Note 7.
Stockholders' Equity

In 2011 and 2010 the Company purchased 130,928 and 201,479 shares of its
common stock for $271,227 and $589,708, respectively.

In March 2011, the Company granted certain employees and non-employee
directors, 55,833 shares of its restricted stock from its 2008 Plan. These
shares vest as follows, 42,333 shares vest one-third on each of February
2012, 2013, and 2014 and the remaining 13,500 shares vest in March 2014.
The stock grant expense for the years ended December 31, 2011 and 2010
were approximately $104,000 and 133,000, respectively.

in other assets.

Employment agreements - The Company has entered into employment
agreements with its key senior executives.

» The employment agreement with the Company’s chief executive
officer was renewed in February 2007, and was for an initial term of
three years. The agreement renews automatically for a 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 officer's agreement was renewed in june 2011 and
expires in June 2013.

+ The president’'s employment agreement was renewed on October1,
20M for a period of three years.

» The chief technology officer’s agreement was renewed on March 1,
2012 for a period of two years.

» The agreement with the President of Skye was renewed on February
1, 2012 for a one-year period. The agreement requires an annual base
salary plus incentives if certain goals are met. '
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Each employment agreement provides for specified annual base salaries,
subject to increases at the discretion of the Company's board of directors.
Under certain agreements, if the Company terminates any executive’s em-
ployment without cause, or if an executive terminates his employment for
good reason, the executive is entitled to receive certain severance benefits.

The aggregate commitments under the employment agreements for the
senior executives described above approximated $1,055,000, $857,000 and
$553,000 payable in 2012, 2013 and 2014 respectively.

Litigation - From time to time, the Company may be involved in litigation
through the normal course of business. Currently, there is no pending litiga-
tion.

Note 9.
Fair Value of Financial Instruments

The methods and assumptions used to estimate the fair value of the
following classes of financial instruments were:

Current assets and current liabilities - The fair values of cash, accounts
receivables, payables, and certain other short-term financial instruments
approximate their carrying values due to their short-term maturities.
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Report of Independent Registered
Accounting Firm

Board of Directors
SmartPros Ltd.
Hawthorne, New York

We have audited the accompanying consolidated balance sheets of
SmartPros Ltd. and Subsidiaries (the “Company”) as of December 31,
2011 and 2010, and the related consolidated statements of operations,
stockholders’ equity, and cash flows for each of the years then ended.
The consolidated financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on
the consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audits to obtain reasonable assur-
ance about whether the consolidated financial statements are free of
material misstatement. The Company is not required to have, nor were
we engaged to perform, an audit of its internal control over financial
reporting. Our audits included consideration of internal control over
financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the Company's internal control over
financial reporting. Accordingly, we express no such opinion. An audit
includes examining on a 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 con-
solidated financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above
present fairly, in all material respects, the consolidated financial posi-
tion of SmartPros Ltd. and Subsidiaries as of December 31, 2011 and
2010, and the results of their operations and their cash flows for each of
the years then ended, in conformity with accounting principles generally
accepted in the United States of America.

/s/ Holtz Rubenstein Reminick LLP
New York, New York

March 27, 2012
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