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Highlights for 2012

Revenue increased to $89,273,000 from $74,136,000 in 2011.

e Gross margin was 27% compared to 25% the prior year.

* Pre-tax income was $16,525,000 compared to $10,539,000 in 2011.

Net income was $11,011,000, or $1.40 per diluted share, compared
to $7,417,000 or $1.04 per diluted share last fiscal year




Letter to Shareholders

2012 Highlights

Forthe second year in a row, our
results of operations set new records.
Our revenue hit an-all-time high of
$89.3 million, an increase of 20% over
our record 2011 revenue, and our net
income of $11.0:million was 48%
higher than our prior record, also set
in 2011

New contract awards remained strong
as we received $81.6 million of awards
in 2012, including approximately
$75.1 million of government contract
awards and approximately $6.5 million
of commercial subcontract awards.
We: are particularly encouraged that

in 2012 we continued to diversify our
customer base by adding Embraer
S:A-and Cessna-Aircraft Company

to our list of prestigious customers.
Both companies are leaders in the
commercial aerospace market which
has been ourfocus.

To support our anticipated future
growth, in December 2012 we

increased our line of credit to $35
million. In addition to Sovereign Bank,
Valley National Bank is now a lender-in
our hanking facility. The new facility
permits us to request increases in
revolving credit commitments to up

to $50 million in aggregate giving us
expanded flexibility and additional
financial strength.

Sequestration and 2013 Outlook

Although 2012 was the best year in
our history, both in terms of revenue
and net income, we believe our
financial results were affected by the
threat of forced, across-the-board
government spending cuts:known
as-sequestration. Itis apparent

that this threat caused delayed
contract: decisions by many prime
contractorsin the aerospace and
defense sector; including releases on
contracts previously awarded to us.
Sequestration; which became effective
on‘March 1, 2013, has:already affected
our industryand if it remains in effect,
will continue to impact our business.

Accordingly, for 2013, we expect:

s Revenue and earnings to be lower
than 2012 and similar to those of
2011, which was the:second best
year in the history of 'our Company.

o Commercial programs to generate
a larger percentage of our overall
revenue as.compared to 2012, due
to higher production rates.

¢ Despite the anticipated impact of
sequestration.on our-2013 financial
results, product shipments will be
greater than in 2012, oriin any
other previous year, as many of our
programs have transitioned from
development to production:

e [ncreased shipments, combined
with less spending for startup costs
associated with new contracts and
a decline in non-recurring expenses
on our.maturing programs, to
result.in positive cash flow from
operations of approximately $3
million.



diversifying our business.

The Long-term Outlook

During the last several years, we have
diversified our customer base by acting
as a subcontractor to defense prime
contractors for large defense programs
and by becoming a subcontractor to
commercial prime contractors for the
production of commercial aircraft/
helicopter parts. Our commercial
programs have reduced our exposure
to government spending decisions. In
addition, at 2012 year-end we had a
$392 million backlog and 11 long-term
contracts in process to fuel our future
growth.

Our new business opportunities
remain strong. We have a substantial,
diversified bid pipeline and we are
bidding on larger and more complex
contracts, including contracts for large
commercial aircraft parts. We believe
we are well positioned to resume
growth in 2014 and beyond.

Qur focus in 2013 is to continue

We believe that CPI Aero’s long-term
future has never been brighter and
we look forward to continued success
in years to come.. We would like

to thank all of the members.of our
organization who have contributedto
our accomplishments.: We are grateful
for the support and confidence

of our shareholders, and remain
committed to increasing shareholder

Edward J. Fred
Chief Executive Officer and President

value by positioning the Company to
do what we do best - providing our
aerospace/defense customers with
value-added engineering, best in class
manufacturing and assembly and on-
time delivery.

Sincerely yours,

%%M

Edward J. Fred
Chief Executive Officer and President

et

Eric Rosenfeld

Eric Rosenfeld
Chairman of the Board of Directors

Chairman of the Board of Directors
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“To combat the uncertainty of 1
process, specifically ﬁequestmtmm v
pursuing commercial @ppmmﬂ es

i

Vincent Palazzolo
Chief Financial Officer

We have been increasing our focus on operating as.a subcontractor in the production of
assemblies for commercial aircraft. For Sikorsky, we deliver various kits and assemblies for the
S-92 civilian helicopter. We are providing Spirit AeroSystems with leading edges for the wing
of the new Gulfstream G650 business jet.

In 2012 we began working on new commercial programs for the Hondalet® advanced:light
business jet and the Embraer Phenom 300 business jet and in. November of 2012 we won an
award for the Cessna Citation X.
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15 nued to be strong. In 2012,
1.6 million in new awards including app
1lion of government contracts.

CPl Aero has approximately three decades of experience manufacturing critical and
complex aircraft structures. Our executive management team has a diverse background
of aerospace management experience from all levels of the aerospace: supply:chain
~from:large corporations-such.as Northrop Grumman; to smaller Tier 1. and Tier 2
suppliers:-Our technical team: possesses: extensive technical expertise:and program
management and integration capabilities: Our competitive advantage lies in our ability
to offer large contractor-capabilities with: the flexibility and responsiveness of-a small
company, while staying competitive in cost and delivering superior products: CPL Aero.is
located in central Long Island, New York in a new 171,000 square foot facility.

-
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SELECTED FINANCIAL

Statement of Operations Data:

DATA

Years Ended December 31,

2012 2011 2010 2009 2008

Revenue $89,272,582  $74,135,669  $43,990,784 $43,906,825 $35,588,83]
Cost of sales 65,039,969 55,325,729 37,877,960/1/ 32,597,208 27,065,243
Gross profit i 24,232,613 18,809,940 6,112,824 11,309,617 8,523.588
selling; general and administrative eXpenses 7,322,630 7,931,586 5,41’5,292 5,197,663 4,717,080
Income from operations/ : 16,909,983 10,878,354 697,532 6,111,954 3,806,508
Other income (expense): - S L
Interest/otherincome 31,520 4,065 3770 2,014 78,952
Interest expense (416,373} (343,491) (158,406) (252.961) (31.847)
Total other income (expense), net (384,853) (339,426) (154.636) (250,947) 47:105
Income before provisionffor income taxes 16,525,130 10,538,928 542,896/ 5,861,007 3.853.613
Provision: for income taxes 5,514,000 3.122,000 13,000 1,915,000 1.263,000
Nef income $11,011,130 0. $°7,416,928 % 529,896 $ 3,946,007 - $ 2,590,613
Income per common share — basic $ 14303 1.08 % 0.08 % 0.66 % 0.44
Income per common share — diluted $ 140 $ 1.04 $ 008 $ 064 $ 0.42
Basic weighted average number of

cornmon shares outstanding 7.72%,304 6,869,624 6,489,942 5,994,326 5.952.703
Diluted weighted évérage number of

common shares outstanding 7,865,090 7:133.,604 6.736:501 6,156,628 6,203,789
Ralance Sheet Data: Years Ended December 31

2012 2011 2010 2009 2008

Cash $2,709,803  $ 878,200 $ 823,376 $ 2,224,825 $ 424,082
Costs and estimated earnings:in excess of

billings on uncompléted contracts 108,909,844 °:79.126,828 47,165,166 43,018,221 37,865,016
Totalicurrent assets 119,354,056 85,209,924 54,747,455 51,098,046 41,823,767
Total assets 124,883,516, .89,056,573 56,457,187 52,537,131 - 43,351,506
Total current liabilities 39,645,331 33,023,488 10,370,285 11,979,596 6,688,372
Working capital 79,708,725 52,186,436 44,377,170 39,118,450 = 35,135,395
Short=term debt 24,550,564 16,987,380 1,485,008 2,836,592 920,668
Long-term debt 3,209,873 889,239 1,190,097 1,801,357 2,401,206
Shareholders” equity 80,594,199 54,026,207 - 44,670,443 38,517,514 33,983,150
Total liabilities and shareholders’ equity 124,883,516 89,056,573 56,457,187 52,537,131 43,351,506




MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Forward-Looking Statements

When used in this Annual Report, the words or phrases “will
likely result,” “management expects” or “we expect,” “will
continue,” “is anticipated,” “estimated” or similar expressions
are intended to identify “forward-looking statements” within the
meaning of the Private Securities Litigation Reform Act of 1995.
Readers are cautioned not to place undue reliance on any such
forward-looking statements, each of which speaks only as of the
date made. Such statements are subject to certain risks and un-
certainties that could cause actual results to differ materially from
historical earnings and those presently anticipated or projected.
The risks are included in “Item 1A: Risk Factors” and "Item 7:
Management’s Discussion and Analysis of Financial Condition and
Results of Operations” included in our Form 10-K filed with the
SEC. We have no obligation to publicly release the result of any
revisions, which may be made to any forward-looking statements
to reflect anticipated or unanticipated events or circumstances oc-
curring after the date of such statements.

You should read the financial information set forth below in
conjunction with our financial statements and notes thereto.

"o

Business Operations
We are engaged in the contract production of structural aircraft
parts principally for the U.S. Air Force and other branches of the
U.S. armed forces, either as a prime contractor or as a subcon-
tractor for other defense prime contractors. We also act as a
subcontractor to prime aircraft manufactures in the production of
commercial aircraft parts.

We also operate as a subcontractor to prime contractors in the
production of commercial aircraft parts.

Critical Accounting Policies
Revenue Recognition

We recognize revenue from our contracts over the contractual
period under the percentage-of-completion (POC) method of
accounting. Under the POC method of accounting, revenue and
gross profit are recognized as work is performed based on the
relationship between actual costs incurred and total estimated
costs at the completion of the contract. Recognized revenues that
will not be billed under the terms of the contract until a later date
are recorded as an asset captioned “Costs and estimated earnings
in excess of billings on uncompleted contracts.” Contracts where
billings to date have exceeded recognized revenues are recorded
as a liability captioned “Billings in excess of costs and estimated
earnings on uncompleted contracts.” Changes to the original
estimates may be required during the life of the contract. Esti-
mates are reviewed monthly and the effect of any change in the
estimated gross margin percentage for a contract is reflected in

the financial statements in the period the change becomes known.

The use of the POC method of accounting involves considerable
use of estimates in determining revenues, costs and profits and in
assigning the amounts to accounting periods. As a result, there
can be a significant disparity between earnings (both for account-
ing and taxes) as reported and actual cash received by us during
any reporting period. We continually evaluate all of the issues re-

lated to the assumptions, risks and uncertainties inherent with the
application of the POC method of accounting; however, we cannot
assure you that our estimates will be accurate. If our estimates

are not accurate or a contract is terminated, we will be forced to
adjust revenue in later periods. Furthermore, even if our estimates
are accurate, we may have a shortfall in our cash flow and we may
need to borrow money to pay taxes until the reported earnings
materialize to actual cash receipts.

Results of Operations
Year Ended December 31, 2012 as Compared to the Year Ended
December 31, 2011

Revenue. Revenue for the year ended December 31, 2012
was $89,272,582 compared to $74,135,669 for the same period
last year, representing an increase of $15,136,913 or 20.4%. The
increase in revenue is primarily the result of work performed on
our three major subcontract awards won in 2008. The Gulfstream
G650 program, Boeing A-10 and NGC E-2D programs accounted
for 17.6%, 16.7% and 25.5% of our revenue in 2012, respec-
tively.

Overall, revenue generated from prime government contracts
for the year ended December 31, 2012 was $6,239,286 compared
to $6,740,870 for the year ended December 31, 2011, a decrease
of $501,584 or 7.4%. This decrease is consistent with our strategy,
as we transition away from being a prime government contractor.

Revenue generated from government subcontracts for the
year ended December 31, 2012 was $56,357,371 compared to
$57,199,673 for the year ended December 31, 2011, a decrease
of $842,302 or 1%.

Revenue generated from commercial contracts was
$26,675,925 for the year ended December 31, 2012 compared to
$10,195,126 for the year ended December 31, 2011, an increase
of $16,480,799 or 162%. This increase is primarily the result of
higher production rates on the G650, as well as revenue from new
production programs such as the Hondalet advanced light business
jet. We expect that commercial programs will generate a larger
percentage of our overall revenue in the next year, as other new
commercial programs increase production.

During the year ended December 31, 2012, we received ap-
proximately $81.6 million of new contract awards, which included
approximately $.4 million of government prime contract awards,
approximately $74.7 million of government subcontract awards
and approximately $6.5 million of commercial contract awards,
compared to $83.6 million of new contract awards in 2011, which
included $11.7 million of government prime contract awards,
$24.8 million of government subcontract awards and $47.1 million
of commercial contract awards.

Gross profit. Gross profit for the year ended December 31,
2012 was $24,232,613 compared to $18,809,940 for the year
ended December 31, 2011, an increase of $5,422,673. Gross
profit percentage (“gross margin”) for the year ended December
31, 2012 was 27.1% compared to 25.4% for the same period last
year. The gross margin percentage was within 10 basis points of
our expected gross margin range of 25%-27%.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Selling, general and administrative expenses. Selling, general
and administrative expenses for the year ended December 31,
2012 were $7,322,630 compared to $7,931,586 for the year end-
ed December 31, 2011, a decrease of $608,956, or 7.7%. This
decrease was primarily due to an approximately $423,000 decrease
in board of directors fees, which is in line with our expectations, as
we changed our non-employee director compensation plan, which
limits the expenses related to stock options, a $242,000 decrease
in moving expenses, which was a one-time expense related to our
move to larger facilities in December 2011 and a $143,000 de-
crease in consultants, offset by a $238,000 increase in accounting
and legal fees.

Interest Expense. Interest expense for the year ended Decem-
ber 31, 2012 was $416,373, compared to $343,491 for 2011, an
increase of $72,882 or 21%. The increase in interest expense is the
result of an increase in outstanding debt during 2012 as compared
10 2011.

Income from operations. We had income from operations for
the year ended December 31, 2012 of $16,909,983 compared to
$10,878,354 for the year ended December 31, 2011. The increase
in operating income was predominately the result of the increased
revenue and gross margin discussed earlier.

Year Ended December 31, 2011 as Compared to the Year Ended
December 31, 2010

Revenue. Revenue for the year ended December 31, 2011
was $74,135,669 compared to $43,990,784 for the same period
last year, representing an increase of $30,144,885 or 68.5%. The
increase in revenue is primarily the result of work performed on
our three major subcontract awards won in 2008. The Gulfstream
G650, Boeing A-10 and NGC E-2D programs accounted for 11%,
30% and 26% of our revenue in 2011, respectively.

Overall, revenue generated from prime government contracts
for the year ended December 31, 2011 was $6,740,870 compared
to $4,471,399 for the year ended December 31, 2010, an increase
of $2,269,471 or 51%.

Revenue generated from government subcontracts for the
year ended December 31, 2011 was $57,199,673 compared to
$31,963,271 for the year ended December 31, 2010, an increase
of $25,236,402 or 79%, primarily the result of the A-10 and E-2D
programs.

Revenue generated from commercial contracts was
$10,195,126 for the year ended December 31, 2011 compared to
$7,556,114 for the year ended December 31, 2010, an increase of
$2,639,012 or 35%. This increase is primarily the result of higher
production rates on the G650.

During the year ended December 31, 2011, we received ap-
proximately $83.6 million of new contract awards, which included
approximately $11.7 million of government prime contract awards,
approximately $24.8 million of government subcontract awards
and approximately $47.1 million of commercial contract awards,
compared to $61.7 million of new contract awards in 2010, which
included $8.5 million of government prime contract awards, $48.6
million of government subcontract awards and $4.6 million of

commercial contract awards.

Gross profit. Gross profit for the year ended December 31,
2011 was $18,809,940 compared to $6,112,824 for the year
ended December 31, 2010, an increase of $12,697,116. Gross
profit percentage ("“gross margin”) for the year ended December
31, 2011 was 25.4% compared to 13.9% for the same period last
year. Gross margin for 2010 was negatively affected by a change
in estimate on a long term program. Gross margin for 2011 has
returned to a more normal level, and is within the Company’s
expected range.

Selling, general and administrative expenses. Selling, general
and administrative expenses for the year ended December 31,
2011 were $7,931,586 compared to $5,415,292 for the year end-
ed December 31, 2010, an increase of $2,516,294, or 46%. This
increase was primarily due to an approximately $664,000 increase
in accrued bonuses, a $463,000 increase in board of directors
fees, $263,000 of expenses related to moving to our new facility,
a $226,000 increase in computer expenses, a $200,000 increase in
salaries and a $111,000 increase in office expense. The increase in
board of directors fees was the result of an increase in fair market
value of the options granted to the non-employee board members
as compensation. The increase in salaries is the result of higher
employee count as well as normal salary increases. The increase in
accrued bonus is the result of higher executive officer bonus com-
puted pursuant to the executive officer employment agreements.

Interest Expense. Interest expense for the year ended Decem-
ber 31, 2011 was $343,491, compared to $158,406 for 2010, an
increase of $185,085 or 117%. The increase in interest expense
is the result of an increase in outstanding debt during 2011 as
compared to 2010.

Income from operations. We had income from operations for
the year ended December 31, 2011 of $10,878,354 compared to
$697,532 for the year ended December 31, 2010. The increase
in operating income was predominately the result of the increased
revenue and gross margin discussed earlier.

Business Outlook

Because of the uncertainty of sequestration, which has existed
in the military aerospace business environment since mid-2012, we
have experienced slower than expected new business awards and
releases that were expected on long-term programs that have been
delayed. As a result, we project that 2013 revenue and earnings
will be lower than 2012 and the results will be similar to those of
2011. We further expect that product shipments will be greater in
2013 than in 2012 as many of our programs transition from devel-
opment to production. These increasing shipments, combined with
less spending for startup costs associated with new contracts and
a decline in non-recurring expenses on our maturing programs, is
expected to result in positive cash flow from operations.

The statements in the “Business OQutlook” section and other
forward-looking statements of this Form 10-K are subject to
revision during the course of the year in our quarterly earnings
releases and SEC filings and at other times.



Liquidity and Capital Resources

General. At December 31, 2012, we had working capital of
$79,708,725 compared to $52,186,436 at December 31, 2011, an
increase of $27,522,289, or 53%.

Cash Flow. A large portion of our cash is used to pay for ma-
terials and processing costs associated with contracts that are in
process and which do not provide for progress payments. Costs
for which we are not able to bill on a progress basis are compo-
nents of “Costs and estimated earnings in excess of billings on
uncompleted contracts” on our balance sheet and represent the
aggregate costs and related earnings for uncompleted contracts
for which the customer has not yet been billed. These costs and
earnings are recovered upon shipment of products and presenta-
tion of billings in accordance with contract terms.

Because the POC method of accounting requires us to use
estimates in determining revenues, costs and profits and in assign-
ing the amounts to accounting periods, there can be a significant
disparity between earnings (both for accounting and tax purposes)
as reported and actual cash that we receive during any reporting
period. Accordingly, it is possible that we may have a shortfall in
our cash flow and may need to borrow money until the reported
earnings materialize into actual cash receipts.

Our costs and estimated earnings in excess of billings increased
by approximately $29.8 million during the year ended December
31, 2012. The Boeing A-10 contract accounted for approxi-
mately $10.4 million of this increase. Although this contract does
provide for milestone billings, the program has reached the end
of the milestone billing phase and as such we are no longer able
~ to invoice this program on a progress basis. Additionally, Boeing
has made engineering changes to parts under contract with us.
We have not yet completed pricing negotiations related to these
changes. We are contractually obligated to continue produc-
tion on these parts; however, we are not able to invoice for the
expected full value until price negotiations are completed.

Because of our high growth rate, in order to perform on new
programs, such as the recently announced Goodrich and Embraer
* programs, we may be required to expend up-front costs that may
have to be amortized over a portion of production units. In the
case of significant program delays and/or program cancellations,
we could be required to bear impairment charges which may be
material, for costs that are not recoverable. Such charges and the
loss of up-front costs could have a material impact on our liquidity
and results of operations.

We continue to work to obtain better payment terms with our
customers, including accelerated progress payment arrangements,
as well as exploring alternative funding sources.

Additionally, at December 31, 2012, our cash balance was
$2,709,803 compared to $878,200 at December 31, 2011, an
increase of $1,831,603. Our accounts receivable balance at
December 31, 2012 increased to $8,287,250 from $4,285,570
at December 31, 2011. As of December 31, 2012 approximately
$1,512,000 of accounts receivable are classified as non-current
other assets.

Bank Credit Facilities. In August 2007, we entered into a revolv-
ing credit facility with Sovereign Bank (the “Sovereign Revolving
Facility”), secured by all of our assets.

On May 26, 2010, the Company and Sovereign Bank entered
into a third amendment to the Sovereign Revolving Facility increas-
ing the existing revolving credit facility under the Credit Agreement
from an aggregate of $3.5 million to an aggregate of $4.0 million
and extending the term of the revolving credit facility from August
2011 to August 2013. In addition, the interest rate on borrowings
under the revolving credit facility was decreased to (i) the greater
of 3.75% or 3.25% in excess of the LIBOR Rate or (ii) the greater
of 3.75% or 0.50% in excess of Sovereign Bank’s prime rate, as
elected by the Company in accordance with the Credit Agreement.

On May 10, 2011, the Company entered into a fifth amend-
ment to the Sovereign Revolving Facility, increasing the existing
revolving credit facility from an aggregate of $4 million to an ag-
gregate of $10 million and extending the term from August 2013
to August 2014. In addition, the interest rate of borrowings under
the revolving credit facility will no longer be subject to a minimum
rate of 3.75%.

On September 1, 2011, the Company entered into a sixth
amendment to the Sovereign Revolving Facility, providing for a
$3.0 million increase until November 30, 2011 of the existing
revolving credit facility, from an aggregate of $10.0 million to an
aggregate of $13.0 million.

On November 29, 2011, the Company entered into a seventh
amendment to the Sovereign Revolving Facility which increased
the existing revolving credit facility from an aggregate of $13.0
million to an aggregate of $18.0 million and extended the term
of earlier terminating revolving credit loans to August 2014. The
Amendment also provides for a reduction in the interest rate of
borrowings under the revolving credit facility to 2.75% in excess
of the LIBOR rate or Sovereign Bank’s prime rate, as elected by the
Company in accordance with the Credit Agreement, a reduction in
the commitment fee to a rate of 0.4% per annum on the average
daily unused portion of the revolving credit commitment, com-
mencing December 31, 2011 and the addition of a covenant to
the Credit Agreement requiring that the Company maintain a ratio
of Unsubordinated Liabilities to Capital Base, as such terms are
defined in the Credit Agreement.

On December 5, 2012, the Company entered into an Amended
and Restated Credit Agreement with Sovereign Bank as the sole
arranger, administrative agent and collateral agent and Valley
National Bank. The Restated Agreement provides for a revolving
credit loan commitment, which replaces the Sovereign Revolv-
ing Facility, of $35 million and a term loan of $3.9 million. The
term of the Restated Agreement is through December 2016. The
Restated Agreement increases the availability under, and amends
and restates the Credit Agreement, dated as of August 13, 2007,
as subsequently amended, between the Company and Sovereign
Bank (the “Prior Agreement”), which provided for a revolving cred-
it loan commitment and two term loans. One of the term loans
under the Prior Agreement was refinanced as a revolving credit
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loan under the Restated Agreement. The other term loan and the.
revolving credit loans under the Prior Agreement continued as a
term loan and revolving credit loan under the Restated Agreement.

As of December 31, 2012, the Company was in compliance
with all financial covenants contained in the Credit Agreement.

As of December 31, 2012, the Company had $23.5 million
outstanding under the Restated Agreement. As of December
31, 2011, the Company had $16.1 million outstanding under the
Sovereign Revolving Facility.

On October 22, 2008, we obtained a $3 million term loan
from Sovereign Bank to be amortized over five years (the “Sover-
eign Term Facility”). Prior to entering into the term loan we had
borrowed $2.5 million under the Sovereign Revolving Facility to
fund the initial tooling costs related to the previously mentioned
long-term contract with Spirit. We used the proceeds from the
Sovereign Term Facility to repay the borrowings under the Sover-
eign Revolving Facility and to pay for additional tooling related to
the Spirit contract. This term loan was refinanced as a revolving
credit loan under the Restated Agreement of December 5, 2012.

On March 9, 2012, the Company obtained a $4.5 million term
loan from Sovereign Bank to be amortized over five years (the
“Sovereign Term Facility 2”). Sovereign Term Facility 2 was used
to purchase tooling and equipment for new programs. Sovereign
Term Facility 2 bears interest at the lower of LIBOR plus 3% or
Sovereign Bank's prime rate.

The terms and conditions of the Sovereign Revolving Facility are
applicable to the Sovereign Term Facility.

Additionally, the Company and Sovereign Bank entered into a
five year interest rate swap agreement, in the notional amount of
$4.5 million. Under the interest rate swap, the Company pays an
amount to Sovereign Bank representing interest on the notional
amount at a fixed rate of 4.11% and receives an amount from
Sovereign Bank representing interest on the notional amount of
a rate equal to the one-month LIBOR plus 3%. The effect of this
interest rate swap will be the Company paying a fixed interest rate
of 4.11% over the term of the Sovereign Term Facility 2.

We believe that our existing resources, together with the
availability under our credit facility, will be sufficient to meet our
current working capital needs for at least the next 12 months.

Contractual Obligations. The table below summarizes informa-
tion about our contractual obligations as of December 31, 2012
and the effects these obligations are expected to have on our
liquidity and cash flow in the future years.

Payments Due By Period ($)

Contractual Obligations Total Less than 1 year 1-3 years 4-5 years After 5 years
Debt $ 3,900,000 $ 900,000 $1,800,000 $1,200,000 $ —
Capital Lease Obligations 410,437 200,564 172,470 37,403 —
Operating Leases 15,521,140 1,554,080 3,154,289 3,239,849 7,572,922
Employment Agreement Compensation** 1,807,500 884,500 923,000 — —
Interest Rate Swap Agreement 60,516 — 60,516 — —
Total Contractual Cash Obligations $21,699,593 $3,539,144 $6,110,275 $4,477,252 $7,572,922

**The employment agreements provide for bonus payments that are excluded from these amounts.



CPl Aerostructures, Inc.

BALANCE SHEETS

Year ended December 31, 2012 2011
ASSETS
Current Assets:
Cash $ 2,709,803 $ 878,200
Accounts receivable, net 6,774,346 4,285,570
Costs and estimated earnings in excess of billings on uncompleted contracts 108,909,844 79,126,828
Deferred income taxes 534,000 257,000
Prepaid expenses and other current assets 426,063 662,326
Total current assets 119,354,056 85,209,924
Property and equipment, net 2,907,476 2,629,569
Deferred income taxes 1,001,000 1,105,000
Other assets 1,620,984 112,080
Total Assets $124,883,516 $89,056,573
LIABILITIES AND SHAREHOLDERS' EQUITY
Current Liabilities:
Accounts payable $ 13,286,558 $11,998,244
Accrued expenses 943,356 994,398
Billings in excess of costs and estimated earnings on uncompleted contracts 656,853 116,466
Current portion of long-term debt 1,100,564 887,380
Line of credit 23,450,000 16,100,000
Deferred income taxes 102,000 125,000
Income taxes payable 106,000 2,802,000
Total current liabilities 39,645,331 33,023,488
Long-term debt, net of current portion 3,209,873 889,239
Deferred income taxes 867,000 660,000
Other liabilities 567,113 457,639
Total Liabilities 44,289,317 35,030,366
Commitments
Shareholders’ Equity:
Common stock - $.001 par value; authorized 50,000,000 shares,
issued 8,371,439 and 7,079,638 shares, respectively, and
outstanding 8,371,439 and 6,946,381 shares, respectively 8,371 7,080
Additional paid-in capital 49,780,673 35,346,273
Retained earnings 30,845,982 19,834,852
Accumulated other comprehensive loss (40,827) (21,772)
Treasury stock, 0 and 133,257 shares, respectively
of common stock (at cost) — (1,140,226)
Total Shareholders’ Equity 80,594,199 54,026,207
Total Liabilities and Shareholders’ Equity $124,883,516 $89,056,573
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STATEMENTS OF INCOME AND COMPREHENSIVE INCOME
Year ended December 31, 2012 2011 2010
Revenue $89,272,582 $74,135,669 $43,990,784
Cost of sales 65,039,969 55,325,729 37,877,960
Gross profit 24,232,613 18,809,940 6,112,824
Selling, general and administrative expenses 7,322,630 7,931,586 5,415,292
Income from operations 16,909,983 10,878,354 697,532
Other income (expense):

Interest/other income 31,520 4,065 3,770

Interest expense (416,373) (343,491) (158,406)
Total other income (expense), net (384,853) (339,426) (154,636)
Income before provision for income taxes 16,525,130 10,538,928 542,896
Provision for income taxes 5,514,000 3,122,000 13,000
Net income 11,011,130 7,416,928 529,896
Other comprehensive income (loss), net of tax
Change in unrealized gain (loss)-Interest rate swap (19,055) 23,632 7,470
Comprehensive income $10,992,075 $ 7,440,560 $ 537,366
Income per common share- Basic: $ 1.43 $ 1.08 $ 0.08
Income per common share- Diluted: $ 1.40 $ 1.04 $ 0.08
Shares used in computing earnings per common share:

Basic 7,721,304 6,869,624 6,489,942

Diluted 7,865,090 7,133,604 6,736,501




CPI Aerostructures, Inc.

STATEMENTS OF SHAREHOLDERS" EQUITY

Years ended December 31, 2012, 2011 and 2010

Accumulated

Common Common Additional Other Total
Stock Stock Paid-in Retained Treasury Comprehensive Shareholders’
Shares  Amount Capital Earnings Stock Loss Equity
Balance at January 1, 2010 6,122,524 $6,123 $27,369,043 $11,888,028 $ (692,806) $(52,874) $38,517,514
Net Income — — — 529,896 — — 529,896
Change in unrealized loss from
interest rate swap — — — — — 7.470 7,470
Common stock issued in share offering 500,000 500 3,529,041 — — — 3,529,541
Common stock issued upon exercise
of options 272,000 272 1,389,678 — — — 1,389,950
Common stock issued as
employee compensation 17,046 17 126,846 — — — 126,863
Stock based compensation expense — — 553,629 — — — 553,629
Tax benefit from stock option plans 304,000 304,000
Treasury stock acquired — — — — (288,420) — (288,420)
Balance at December 31, 2010 6,911,570  $6,912  $33,272,237 $12,417,924 $ (981,226) $(45,404) $44,670,443
Net Income — — — 7,416,928 — — 7,416,928
Change in unrealized loss from
interest rate swap — — — — — 23,632 23,632
Common stock issued upon
exercise of options 165,333 165 614,282 — — — 614,447
Common stock issued as
employee compensation 2,735 3 36,154 — — — 36,157
Stock based compensation expense — — 985,600 — — — 985,600
Tax benefit from stock option plans — — 438,000 — — — 438,000
Treasury stock acquired — — — — (159,000) — (159,000)
Balance at December 31, 2011 7,079,638  $7,080 $35,346,273 $19,834,852 $ (1,140,226) $(21,772) $54,026,207
Net Income — — — 11,011,130 — — 11,011,130
Change in unrealized loss from
interest rate swap — — — — — (19,055) (19,055)
Common stock issued in share
offering 1,195,750 1,195 13,322,499 — — — 13,323,694
Common stock issued upon exercise
of options 210,143 210 1,290,305 — — — 1,290,515
Common stock issued as
employee compensation 19,165 19 266,032 — — — 266,051
Stock based compensation expense — — 382,657 — — — 382,657
Tax benefit from stock option plans — — 313,000 — — — 313,000
Treasury stock acquired (133,257) (133) (1,140,093) — 1,140,226 — —_
Balance at December 31, 2012 8,371,439 $8,371  $49,780,673 $30,845,982 — $(40,827) $80,594,199
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CPl Aerostructures, Inc.

STATEMENTS OF CASH FLOWS

Year ended December 31, 2012 201 2010
Cash flows from operating activities:

Net income $11,011,130 $ 7,416,928 $ 529,896

Adjustments to reconcile net income

to net cash used in operating activities:

Depreciation and amortization 623,795 591,373 386,394

Deferred rent 90,419 266,909 (4,832)

Stock-based compensation expense 382,657 985,600 553,629

Common stock issued as employee compensation 37,761 36,157 27,168

Deferred portion of provision for income taxes 11,000 (103,000) (265,000)

Tax benefit for stock options (313,000) (438,000) (304,000)

Bad Debts (50,000) 75,000 —

Changes in operating assets and liabilities:

(Increase) decrease in accounts receivable (3,951,680) 1,791,974 (878,612)

Increase in costs and estimated earnings in excess of billings

on uncompleted contracts ' (29,783,016)  (31,942,776) (4,136,426)

Decrease (increase) in prepaid expenses and other current assets 240,263 (8,220) (125,853)

Increase in accounts payable and accrued expenses 1,465,562 4,423,371 2,199,337
(Decrease) increase in income taxes payable (2,383,000) 3,105,994 (1,930,368)

Increase (decrease) in billings in excess of costs and estimated earnings

on uncompleted contracts 540,387 97,580 (10,519)
Net cash provided by (used in) operating activities (22,077,722)  (13,701,110) (3,959,186)
Cash flows from investing activities:

Purchase of property and equipment (825,110) (1,587,898) (300,803)
Net cash used in investing activities (825,110) (1,587,898) (300,803}
Cash flows from financing activities:

Proceeds from exercise of stock options 1,290,515 455,447 1,101,529

Proceeds from sale of common stock 13,323,694 — 3,529,541

Payment of line of credit (4,000,000) — (2,200,000)

Proceeds from line of credit 11,350,000 15,300,000 800,000

Payment of long-term debt (2,042,774) (849,615) (676,530)

Proceeds from long-term debt 4,500,000 — —

Tax benefit for stock options 313,000 438,000 304,000
Net cash provided by financing activities 24,734,435 15,343,832 2,858,540 ’
Net increase (decrease) in cash 1,831,603 54,824 (1,401,449)
Cash at beginning of year 878,200 823,376 2,224,825
Cash at end of year $ 2,709,803 § 878200 $ 823,376
Supplemental schedule of noncash investing and financing activities: :
Equipment acquired under capital lease $ 76,592 $§ 751,129 $ 113,686
Settlement of other receivables — 3 30,000 $ 60,000
Accrued expenses settled in exchange for common stock $ 228,290 — $ 99,696
Stock options proceeds paid with Company’s stock — $ 159,000 $ 288,420
Supplemental schedule of cash flow information:

Cash paid during the year for interest $ 783,373 366,491 $ 158,406
Cash paid for income taxes $ 7,886,409 180,000 $2,276,367




CP| Aerostructures, Inc.

NOTES TO FINANCIAL STATEMENTS

1. PRINCIPAL BUSINESS ACTIVITY AND SUMMARY OF
SIGNIFICANT ACCOUNTING POLICIES:

The operations of CPI Aerostructures, Inc. (“CPl Aero” or the “Com-
pany”) consist of the production of complex aerospace structural
assemblies principally for the U.S. Air Force and other branches

of the U.S. armed forces, whether as a prime contractor or as a
subcontractor to other defense prime contractors. The Company
also acts as a subcontractor to prime aerospace manufactures in the
produttion of commercial aircraft parts. '

Revenue Recognition

The Company’s revenue is recognized based on the percentage of
_completion method of accounting for its contracts measured by the
percentage of total costs incurred to date to estimated total costs

at completion for each contract. Contract costs include all direct
material, labor costs, tooling and those indirect costs related to
contract performance, such as indirect labor, supplies, tools, repairs

" and depreciation costs. Selling, general and administrative costs are
charged to expense as incurred. Estimated losses on uncompleted
contracts are recognized in the period in which such losses are
determined. Changes in job performance may result in revisions to
costs and income and are recognized in the period in which revisions
are determined to be required. The percentage of completion meth-
od of accounting involves considerable use of estimates in determin-
ing revenues, costs and profits and in assigning the amounts to ac-
counting periods and, as a result, there can be a significant disparity
between earnings (both for accounting and taxes) as reported and
actual cash received by the Company during any reporting period.

In accordance with industry practice, costs and estimated earnings in
excess of billings on uncompleted contracts, included in the accom-
panying balance sheets, contain amounts relating to contracts and
programs with long production cycles, a portion of which will not

be realized within one year. The Company’s recorded revenue may -
be adjusted in later periods in the event that the Company’s cost
estimates prove to be inaccurate or a contract is terminated.

Reclassifications

Certain reclassifications of prior period balances have been made to .

conform to the current period presentation. The Company reclassi-
fied billings in excess of earnings from costs.in excess of earnings,
which did not impact results of operations, cash flows or earnings
per share.

Government Contracts

~ The Company's government contracts are subject to the procure-
ment rules and regulations of the US government. Many of the
contract terms are dictated by these rules and regulations. Specifi-

cally, cost-based pricing is determined under the Federal Acquisition -

Regulation (“FAR"), which provide guidance on the types of costs
that are allowable in establishing prices for goods and services under
U.S. government contracts. For example, costs such as those related
to charitable contributions, advertising, interest expense, and public
relations are unallowable, and therefore not recoverable through
sales. During and after the fulfillment of a government contract,
the Company may be audited in respect of the direct and allocated
‘indirect costs attributable thereto. These audits may result in adjust-
- ments to the Company’s contract cost, and/or revenue.

When contractual terms allow, the Company invoices its custom-
ers on a progress basis.

Cash
_The Company maintains its cash in two financial institutions. The
balances are insured by the Federal Deposit Insurance Corpora-
tion. -From time to time, the Company’s balances may exceed these
limits. As of December 31, 2012, the Company had approximately
$1,749,000 of uninsured balances. The Company limits its credit
risk by selecting financial institutions considered to be highly credit
worthy.

Accounts Receivable

Accounts receivable are reported at their outstanding unpaid prin-
cipal balances. The Company writes off accounts when they are
deemed to be uncollectible. .

Property and Equipment

Depreciation and amortization of property and equipment is pro-
vided by the straight-line method over the shorter of estimated use-
ful lives of the respective assets or the life of the lease, for leasehold
improvements.

Rent

We recognize rent expense on a straight-line basis over the expected
lease term. Within the provisions of certain leases there are escala-
tions in payments over the lease term. The effects of the escalations
have been reflected in rent expense on a straight-line basis over the
expected lease term.

Use of Estimates

The preparation of financial statements in conformity with account-
ing principles generally accepted in the United States of America
requires the use of estimates by management. Actual results could
differ from these estimates.

Long Lived Assets

The Company reviews its long-lived assets and certain related intan-
gibles for impairment whenever changes in circumstances indicate
that the carrying amount of an asset may not be fully recoverable.
As a result of its review, the Company does not believe that any such
change has occurred. If such changes in circumstance are present,

a loss is recognized to the extent the carrying value of the asset is in
excess of the fair value of cash flows expected to result from the use
of the asset and amounts expected to be realized upon its eventual
disposition.

Short-Term Debt

The fair value of the Company’s short-term debt is estimated based
on the current rates offered to the Company for debt of similar
terms and maturities. Using this method, the fair value of the Com-
pany’s short-term debt was not significantly different than the stated
value at December 31, 2012 and 2011.

Derivatives

Our use of derivative instruments has primarily been to hedge inter-
est rates. These derivative contracts are entered into with financial
institutions. We do not use derivative instruments for trading
purposes and we have procedures in place to monitor and control
their use.

We record these derivative financial instruments on the balance
sheet at fair value. For derivative instruments that are designated
and qualify as a cash flow hedge, the effective portion of the gain or
loss on the derivative instrument is reported as a component of other
comprehensive loss and reclassified into earnings in the same period
or periods during which the hedged transaction affects earnings.

'Any ineffective portion of the gain or loss on the derivative
instrument for a cash flow hedge is recorded in the results of opera-
tions immediately. For derivative instruments not designated as
hedging instruments, the gain or loss is recognized in the results of
operations immediately. See below for a discussion of our use of
derivative instruments, management of credit risk inherent in deriva-
tive instruments and fair value information.

In October 2008, the Company entered into an interest rate swap
with the objective of reducing our exposure to cash flow volatility
arising from interest rate fluctuations associated with certain debt.
The notional amount, maturity date, and currency of these contracts
match those of the underlying debt. The Company has designated
this interest rate swap contract as a cash flow hedge. The Company
measures ineffectiveness by comparing the cumulative change in the
forward contact with the cumulative change in the hedged item.

No material ineffectiveness was recognized in 2012 and 2011. As of
December 31, 2012 and 2011, we had a net deferred loss associ-
ated with cash flow hedges of approximately $61,000 and $33,000,
respectively, due to the interest rate swap which has been included
in Other Liabilities.
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As a result of the use of derivative instruments, the Company is
exposed to risk that the counterparties may fail to meet their
contractual obligations. Recent adverse developments in the global
financial and credit markets could negatively impact the creditwor-
thiness of our counterparties and cause one or more of our counter-
parties to fail to perform as expected. To mitigate the counterparty
credit risk, we only enter into contracts with carefully selected major
financial institutions based upon their credit ratings and other fac-
tors, and continually assess the creditworthiness of counterparties.
To date, all counterparties have performed in accordance with their
contractual obligations.

Fair Value

At December 31, 2012 and 2011, the fair values of cash, accounts
receivable, accounts payable and accrued expenses approximated
their carrying values because of the short-term nature of these
instruments.

2012 2011
Carrying Fair Carrying Fair
Amount Value Amount Value

Debt
Short-term borrowings

and long-term debt  $27,760,437 $27,760,437 $17,876,619 $17,876,619

We estimated the fair value of debt using market quotes and calcu-
lations based on market rates.

The following tables presents the fair values of liabilities mea-
sured on a recurring basis as of December 31, 2012 and 2011:

Fair Value Measurements 2012

Quoted Prices

in Active  Significant
Markets Other Significant
for Identical Observable Unobservable
assets Inputs Inputs
Description Total  (Level 1) (Level 2) (Level 3)
Interest Rate Swap, net  $60,516 — $60,516 —
Total $60,516 — $60,516 —
Fair Value Measurements 2011
Quoted Prices
in Active  Significant
Markets Other Significant
for Identical Observable Unobservable
assets Inputs Inputs
Description Total  (Level 1) (Level 2) (Level 3)
Interest Rate Swap, net  $32,988 — $32,988 —
Total $32,988 — $32,988 —

The fair value of the Company’s interest rate swap was determined
by comparing the fixed rate set at the inception of the transaction to
the “replacement swap rate,” which represents the market rate for
an offsetting interest rate swap with the same notional amounts and
final maturity date. The market value is then determined by calcu-
lating the present value interest differential between the contractual
swap and the replacement swap.

As of December 31, 2012 and 2011, $60,516 and $32,988,
respectively, was included in Other Liabilities related to the fair value
of the Company’s interest rate swap, and $40,827 and $21,772,
respectively, net of tax of $19,689 and $11,216, respectively, was
included in Accumulated Other Comprehensive Loss.

Freight and Delivery Costs

The Company incurred freight and delivery costs of approximately
$29,000, $92,000, $75,000, respectively, during the years ended
December 31, 2012, 2011 and 2010. These costs are included in
cost of sales.

Earnings Per Share

Basic earnings per common share is computed using the weighted-
average number of shares outstanding. Diluted earnings per
common share is computed using the weighted-average number of
shares outstanding adjusted for the incremental shares attributed

to outstanding options to purchase common stock. Incremental
shares of 415,517 were used in the calculation of diluted earnings
per common share in 2012. incremental shares of 124,217 were not
included in the diluted earnings per share calculations at December
31,2012, as their exercise price was in excess of the Company’s
quoted market price and, accordingly, these shares are not as-
sumed to be exercised for the diluted earnings per share calcula-
tion. Incremental shares of 263,980 were used in the calculation of
diluted earnings per common share in 2011. Incremental shares of
80,000 were not included in the diluted earnings per share calcula-
tions at December 31, 2011, as their exercise price was in excess of
the Company’s quoted market price and, accordingly, these shares
are not assumed to be exercised for the diluted earnings per share
calculation. Incremental shares of 246,559 were used in the calcula-
tion of diluted earnings per common share in 2010. Incremental
shares of 75,000 were not included in the diluted earnings per share
calculations at December 31, 2010, as their exercise price was in ex-
cess of the Company's quoted market price and, accordingly, these
shares are not assumed to be exercised for the diluted earnings per
share calculation.

Income taxes

Income taxes are accounted for under the asset and liability method
whereby deferred tax assets and liabilities are recognized for future
tax consequences attributable to the temporary differences between
the financial statements carrying amounts of assets and liabilities
and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured us-
ing enacted tax rates expected to apply 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 the period that includes the enactment date. 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 has recorded a liability for unrecognized tax ben-
efits resulting from tax positions taken, or expected to be taken, in
an income tax return. It is the Company’s policy to recognize inter-
est and penalties related to uncertain tax positions as a component
of income tax expense. Uncertain tax positions are evaluated and
adjusted as appropriate, while taking into account the progress of
audits of various taxing jurisdictions.

Recent Accounting Pronouncements

In January 2010, the Financial Accounting Standards Board (the
“FASB") issued updated guidance to amend the disclosure require-
ments related to recurring and nonrecurring fair value measure-
ments. This update requires new disclosures about significant
transfers of assets and liabilities between Level 1 and Level 2 of the
fair value hierarchy (including the reasons for these transfers) and
the reasons for any transfers in or out of Level 3. This update also
requires a reconciliation of recurring Level 3 measurements about
purchases, sales, issuances and settlements of a gross basis. In
addition to these new disclosure requirements, this update clarifies
certain existing disclosure requirements. This update also clarifies
the requirement for entities to disclose information about both

the valuation techniques and inputs used in estimating Level 2 and
Level 3 fair value measurements. This update was effective for the
Company’s interim and annual reporting periods beginning Janu-
ary 1, 2011. The adoption of this pronouncement did not have
any impact on the Company'’s interim and annual reporting periods
beginning January 1, 2011. The adoption of this pronouncement
did not have any impact on the Company’s financial statements and
related disclosures.



In May 2011, the FASB issued guidance that amends Generally
Accepted Accounting Principles (“U.S. GAAP") to conform it with
fair value measurement and disclosure requirements in Interna-
tional Financial Reporting Standards. The amendments changed
the wording used to describe the requirements in U.S. GAAP for
measuring fair value and for disclosing information about fair value
measurements. The provisions of this guidance are effective for
the first reporting period (including interim periods) beginning after
December 15, 2011. The adoption of this pronouncement did not
have any impact on the Company’s financial statements and related
disclosures.

2. COSTS AND ESTIMATED EARNINGS IN EXCESS OF BILLING

At December 31, 2012, costs and estimated earnings in excess of
billings on uncompleted contracts (unbilled) consist of:

U.S. Government ~ Commercial Total

- Costs incurred on
uncompleted contracts $214,888,101 $42,636,753 $257,524,854
Estimated earnings 85,320,636 23,782,285 109,102,921
300,208,737 66,419,038 366,627,775
Less billings to date 215,743,090 42,631,694 258,374,784

Costs and estimated
earnings in excess of
billings on uncompleted

contracts $ 84,465,647 $23,787,344% 108,252,991

At December 31, 2011, costs and estimated earnings in excess of
billings on uncompleted contracts (unbilled) consist of:

U.S. Government  Commercial Total

Costs incurred on

uncompleted contracts $162,233,699 $24,713,310 $186,947,009
Estimated earnings 72,883,505 15,029,802 87,913,307
235,117,204 39,743,112 274,860,316

Less billings to date 171,694,325 24,155,629 195,849,954

Costs and estimated
earnings in excess of
billings on uncompleted

contracts $ 63,422,879 $15,587,483 $ 79,010,362

The above amounts are included in the accompanying balance
“sheets under the following captions at December 31, 2012 and
December 31, 2011:

2012 2011

Costs and estimated
earnings in excess of
billings on uncompleted

contracts $ 108,909,844 ¢ 79,126,828

Billings in excess of
costs and estimated earnings
on uncompleted contracts

Totals

(656,853)
$ 108,252,991

(116,466)
$ 79,010,362

Unbilled costs and estimated earnings are billed in accordance with
applicable contract terms. As of December 31, 2012, approximately
$20 million of the balances above are not expected to be collected
within one year. There are no amounts billed under retainage provi-
sions.

Revisions in the estimated gross profits on contracts and con-
tract amounts are made in the period in which the circumstances
requiring the revisions occur. During the years ended December 31,
2012, 2011 and 2010, the effect of such revisions in total estimated
contract profits resulted in a decrease to the total gross profit to be
earned on the contracts of approximately $1,300,000, $3,000,000
and $10,200,000, respectively, from that which would have been

reported had the revised estimate been used as the basis of recogni-
tion of contract profits in prior years.

Although management believes it has established adequate
procedures for estimating costs to complete on uncompleted open
contracts, it is at least reasonably possible that additional significant
costs could occur on contracts prior to completion.

Accounts receivable consists of trade receivables as follows:

2012 2011

Billed receivables $8,312,250  $4,360,570
Less: allowance for doubtful accounts (25,000) (75,000)
$8,287,250  $4,285,570

At December 31, 2012, approximately $1,512,000 of the above
amounts are classified as non-current other assets.

4. PROPERTY AND EQUIPMENT:

Plant and equipment, at cost, consists of the following

Estimated
December 31, 2012 2011 Useful Life
Machinery and equipment $ 941,017 §$ 814,270 5to 10 years
Computer equipment 2,674,053 2,487,106 5 years
Furniture and fixtures 541,617 280,151 7 years
Automobiles and trucks 13,162 13,162 5 years
Leasehold improvements 1,480,903 1,154,361 10 years
5,650,752 4,749,050
Less accumulated depreciation
and amortization 2,743,276 2,119,481
$2,907,476 $2,629,569

Depreciation and amortization expense for the years ended De-
cember 31, 2012, 2011 and 2010 was $623,795, $591,373 and
$386,394, respectively.

During the years ended December 31, 2012 and 2011, the Com-
pany acquired $76,592 and $751,129, respectively, of property and
equipment under notes payable and capital leases.

5. LINE OF CREDIT:

In August 2007, the Company entered into a revolving credit facility
with Sovereign Bank (the “Sovereign Revolving Facility”), which was
secured by all of the Company’s assets.

On May 26, 2010, the Company and Sovereign Bank entered
into a third amendment to the Sovereign Revolving Facility increas-
ing the revolving credit facility under the Credit Agreement from
an aggregate of $3.5 million to an aggregate of $4.0 million and
extending the term of the revolving credit facility from August 2011
to August 2013. In addition, the interest rate on borrowings under
the revolving credit facility was decreased to (i) the greater of 3.75%
or 3.25% in excess of the LIBOR rate or (i) the greater of 3.75% or
0.50% in excess of Sovereign Bank’s prime rate, as elected by the
Company in accordance with the Credit Agreement.

On May 10, 2011, the Company entered into a fifth amendment
to its credit agreement with Sovereign Bank, increasing the revolv-
ing credit facility from an aggregate of $4 million to an aggregate
of $10 million and extending the term from August 2013 to August
2014. In addition, the interest rate of borrowings under the revolv-
ing credit facility will no longer be subject to a minimum rate of
3.75%.

On September 1, 2011, the Company entered into a sixth
amendment to its credit agreement with Sovereign Bank providing
for a $3.0 million increase until November 30, 2011 of the revolv-
ing credit facility under the Credit Agreement, from an aggregate of
$10.0 million to an aggregate of $13.0 million.

On November 29, 2011, the Company entered into a seventh
amendment to its credit agreement with Sovereign Bank, which
increased the revolving credit facility under the Credit Agreement
from an aggregate of $13.0 million to an aggregate of $18.0 million
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and extended the term of earlier terminating revolving credit loans
to August 2014. The Amendment also provides for a reduction in
the interest rate of borrowings under the revolving credit facility to
2.75% in excess of the LIBOR rate or Sovereign Bank’s prime rate, as
elected by the Company in accordance with the Credit Agreement,
a reduction in the commitment fee to a rate of 0.4% per annum

on the average daily unused portion of the revolving credit commit-
ment, commencing December 31, 2011 and the addition of a cov-
enant to the Credit Agreement requiring that the Company maintain
a ratio of Unsubordinated Liabilities to Capital Base, as such terms
are defined in the Credit Agreement.

On December 5, 2012, the Company entered into an Amended
and Restated Credit Agreement with Sovereign Bank as the sole ar-
ranger, administrative agent and collateral agent and Valley National
Bank. The Restated Agreement provides for a revolving credit loan
commitment of $35 million, which replaces the Sovereign Revolving
Facility, and a term loan of $3.9 million. The term of the Restated
Agreement is through December 2016. The Restated Agreement
increases the availability under, and amends and restates the Credit
Agreement, dated as of August 13, 2007, as subsequently amend-
ed, between the Company and Sovereign Bank (the “Prior Agree-
ment”), which provided for a revolving credit loan commitment and
two term loans. One of the term loans under the Prior Agreement
was refinanced as a revolving credit loan under the Restated Agree-
ment. The other term loan and the revolving credit loans under the
Prior Agreement continued as a term loan and revolving credit loan
under the Restated Agreement.

As of December 31, 2012, the Company was in compliance with
all financial covenants contained in the credit agreement. As of
December 31, 2012, the Company had $23.45 million outstanding
under the Sovereign Revolving Facility bearing interest at 2.71%.

6. LONG-TERM DEBT

On October 22, 2008, the Company obtained a $3 million term loan
from Sovereign Bank to be amortized over five years (the “Sovereign
Term Facility”). Prior to entering into the term loan the Company
had borrowed $2.5 million under the Sovereign Revolving Facility

to fund the initial tooling costs related to a long-term contract. The
Company used the proceeds from the Sovereign Term Facility to re-
pay the borrowings under the Sovereign Revolving Facility and to pay
for additional tooling related to a long-term contract. This term loan
was refinanced as a revolving credit loan under the Restated Agree-
ment of December 5, 2012.

On March 9, 2012, the Company obtained a $4.5 million term
loan from Sovereign Bank to be amortized over five years (the
“Sovereign Term Facility 2"). Sovereign Term Facility 2 was used to
purchase tooling and equipment for new programs. Sovereign Term
Facility 2 bears interest at the lower of LIBOR plus 3% or Sovereign
Bank’s prime rate.

The terms and conditions of the Sovereign Revolving Facility are
applicable to the Sovereign Term Facility.

Additionally, the Company and Sovereign Bank entered into a five
year interest rate swap agreement, in the notional amount of $4.5
million. Under the interest rate swap, the Company pays an amount
to Sovereign Bank representing interest on the notional amount at
a fixed rate of 4.11% and receives an amount from Sovereign Bank
representing interest on the notional amount of a rate equal to the
one-month LIBOR plus 3%. The effect of this interest rate swap will
be the Company paying a fixed interest fixed rate of 4.11% over the
term of the Sovereign Term Facility 2.

The maturities of the long-term debt are as follows:

Year ending December 31,

2013 $1,100,564
2014 1,011,686
2015 960,784
2016 937,403
2017 300,000

$4,310,437

Also included in long-term debt are capital leases and notes pay-
able of $410,437 and $626,620 at December 31, 2012 and 2011,
respectively, including a current portion of $200,564 and $287,380,
respectively.

The cost of assets under capital leases was approximately
$1,051,000 and $975,000 at December 31, 2012 and 2011, respec-
tively. Accumulated depreciate of assets under capital leases was
approximately $382,000 and $187,000 at December 31, 2012 and
2011, respectively.

7. COMMITMENTS:

The Company has employment agreements with three employees.
The aggregate future commitment under these agreements is as
follows:

Year ending December 31,

2013 $ 884,500
2014 923,000
$1,807,500

These agreements provide for additional bonus payments that are
calculated as defined.

The Company leases an office and warehouse facility under a
non-cancelable operating lease which expires in December 2022.
The aggregate future commitment under this agreement is as fol-
lows:

Year ending December 31,

2013 $ 1,554,080
2014 1,591,604
2015 1,562,685
2016 1,600,467
2017 1,639,382
Thereafter 7,572,922

$15,521,140

Rent expense for the years ended December 31, 2012, 2011 and
2010 was $1,634,121, $1,044,394 and $443,071, respectively.

8. INCOME TAXES

The provision for income taxes consists of the following:

Years ended December 31, 2012 2011 2010
Current:
Federal $5,503,000 $3,220,000 $435,000
Prior year over accrual - — (157,000)
State — 5,000 _—
Deferred:
Federal 11,000 (103,000) (265,000)
$5,514,000 $3,122,000 $13,000




The difference between the income tax provision computed at the
federal statutory rate and the actual tax provision is accounted for as
follows:

Years ended December 31, 2012 2011 2010

Taxes computed at the

federal statutory rate $5,701,000 $3,583,000  $237,000

State income tax, net — 3,000 —

Prior year true-up 47,000 (61,000) (157,000)

Permanent differences (234,000) (403,000) (67,000)
Provision for Income Taxes $5,514,000 $3,122,000 § 13,000

The components of deferred income tax assets and liabilities are as
follows:

Deferred Tax Assets: 2012 2011
Revenue recognition $ 422,000 $ 231,000
Allowance for doubtful accounts 112,000 26,000
Deferred tax asset-current 534,000 257,000
Deferred rent 175,000 141,000
Stock options 805,000 953,000
Interest rate swap 21,000 11,000
Deferred Tax Assets-non current 1,001,000 1,105,000
Deferred Tax Liabilities:

Prepaid expenses 102,000 125,000
Deferred Tax Liabilities-current 102,000 125,000
Property and equipment 867,000 660,000
Deferred tax liability-noncurrent 867,000 660,000
Net Deferred Tax Assets (Liabilities) $ 566,000 $ 577,000

The Company recognized, for income tax purposes, a tax benefit of
$313,000, $438,000 and $304,000 for the years ended December
31,2012, 2011 and 2010, respectively, for compensation expense
related to its stock option plan for which no corresponding charge
to operations has been recorded. Such amounts have been added
to additional paid-in capital in those years.

9. EMPLOYEE STOCK OPTION PLANS:

The Company accounts for compensation expense associated with
Stock Options based on the fair value of the options on the date of
grant.

The Company used the modified transition method to establish
the beginning balance of the additional paid-in capital pool related
to the tax effects of employee share-based compensation, which is
available to absorb tax deficiencies recognized subsequent to the
adoption of the fair value method.

The Company’s net income for the years ended December 31,
2012, 2011 and 2010, include approximately $383,000, $986,000
and $554,000 of stock based compensation expense, respectively.
The Company recorded reductions in income tax payable of ap-
proximately $528,000, $547,000 and $123,000 for the years ended
December 31, 2012, 2011 and 2010, respectively, as a result of the
tax benefit upon exercise of options. The compensation expense
related to the Company’s stock-based compensation arrangements
is recorded as a component of selling, general and administrative
expenses. Cash flows resulting from tax deductions in excess of the
cumulative compensation cost recognized from options exercised
(excess tax benefits) is classified as cash inflows from financing
activities and cash inflows from operating activities.

In 1995, the Company adopted the 1995 Stock Option Plan (the
“1995 Plan"), as amended, for which 200,000 common shares
are reserved for issuance. The 1995 Plan provides for the issuance

of either incentive stock options or nonqualified stock options to
employees, consultants or others who provide services to the Com-
pany. The options’ exercise price is equal to the closing price of the
Company’s shares on the day of issuance, except for incentive stock
options granted to the Company’s president, which are exercisable
at 110% of the closing price of the Company’s shares on the date of
issuance. :

In 1998, the Company adopted the 1998 Performance Equity
Plan (the “1998 Plan”). The 1998 Plan, as amended, reserved
463,334 common shares for issuance. The 1998 Plan provides for
the issuance of either incentive stock options or nonqualified stock
options to employees, consultants or others who provide services
to the Company. The options’ exercise price is equal to the closing
price of the Company’s shares on the day of issuance, except for
incentive stock options granted to the Company’s president, which
are exercisable at 110% of the closing price of the Company’s shares
on the date of issuance.

In 2000, the Company adopted the Performance Equity Plan
2000 (the “2000 Plan™). The 2000 Plan, as amended, reserved
1,230,000 common shares for issuance. The 2000 Plan provides for
the issuance of either incentive stock options or nonqualified stock
options to employees, consultants or others who provide services to
the Company. The options’ exercise price is equal to the closing price
of the Company’s shares on the day of issuance, except for incen-
tive stock options granted to the Company’s president, which are
exercisable at 110% of the closing price of the Company’s shares on
the date of issuance.

In 2009, the Company adopted the Performance Equity Plan
2009 (the “2009 Plan”). The 2009 Plan reserved 500,000 com-
mon shares for issuance. The 2009 Plan provides for the issuance
of either incentive stock options or nonqualified stock options to
employees, consultants or others who provide services to the Com-
pany. The options’ exercise price is equal to the closing price of the
Company’s shares on the day of issuance, except for incentive stock
options granted to any person possessing more than 10% of the
total combined voting power of all classes of Company stock, which
are exercisable at 110% of the closing price of the Company’s shares
on the date of issuance.

The Company has 280,266 options available for grant under the
2009 Plan.

The estimated fair value of each option award granted was deter-
mined on the date of grant using the Black-Scholes option valuation
model. The following weighted average assumptions were used for
option grants during the years ended December 31, 2012, 2011
and 2010:

2012 2011 2010
Risk-free interest rate 0.90% 2.08%  2.55%
Expected volatility 101.8% 100.9%  97.0%
Dividend yield 0% 0% 0%
Expected option term-in years 5 5 5

The risk free interest rate for the years ended December 31, 2012,
2011 and 2010 is based on the 5 year U.S. Treasury note rate on the
day of grant. The expected volatility computation for the years end-
ed December 31, 2012, 2011 and 2010 is based on the average of
the volatility over the most recent four year period, which represents
the Company’s estimate of expected volatility over the expected
option term. The Company has never paid a dividend, and is not
expected to pay a dividend in the foreseeable future, therefore the
dividend yield is assumed to be zero. The Company assumes zero
forfeitures of options as the historical forfeiture rate is below 1%.
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A summary of the status of the Company’s stock option plans is as
follows:

Weighted
Weighted  average
average remaining  Aggregate
Exercise contractual Intrinsic
Fixed Options Options Price  term (in years) Value
Outstanding
at January 1, 2010 1,052,333 § 6.47 3.91
Granted during period 80,000 6738
Exercised (272,000) 5.11
Forfeited/Expired (80,000)  10.01
Outstanding
At December 31, 2010 780,333 §$ 6.68 2.92
Granted during period 80,000 14.90
Exercised (165,333) 3.72
Forfeited/Expired — —
Outstanding
at December 31, 2011 695,000 $ 8.33 2.66
Granted during period 40,517 11.87
Exercised (240,000) 6.85
Forfeited/Expired — —
Outstanding and expected to
vest at December 31, 2012 495,517 $ 9.33 2.73  $858,997
Vested at December 31, 2012 495,517 $ 9.33 2.73  $858,997

The weighted-average fair value of each option granted during the
years ended December 31, 2012, 2011 and 2010, estimated as of
the grant date using the Black-Scholes option valuation model was
$8.91, $11.24 and $5.47, respectively.

The Company’s stock options granted to non-employee direc-
tors vest immediately upon grant and have a maximum contractual
term of five years. Stock options granted to employees vest over
three years and have a maximum contractual term of ten years. The
expected option term is calculated utilizing historical data of option
EXercises.

As of December 31, 2012, 2011 and 2010, there was $0,
$21,687 and $108,435, respectively, of unrecognized compensation
cost related to nonvested stock option awards.

During the year ended December 31, 2012, 180,000 stock op-
tions were exercised for cash resulting in cash proceeds to the Com-
pany of $1,187,700. During the same period an additional 10,000
options were exercised, pursuant to provisions of the stock option
plan, where the Company received no cash and 4,589 shares of its
common stock in exchange for the 10,000 shares issued in the ex-
ercise. The 4,589 shares that the Company received were valued at
$69,095, the fair market value of the shares on the date of exercise.
In addition, 25,000 options were exercised, pursuant to provisions
of the stock option plan, for a combination of cash and common
shares. The Company received $102,815 in cash and 4,333 shares
in exchange for the 25,000 shares issued in this exercise. The 4,333
shares that the Company received were valued at $69,930, the fair
market value of the shares on the date of exercise. Lastly, the Com-
pany received no cash and 20,935 shares of its common stock in
exchange for the 25,000 shares issued in the exercise. The 20,935
shares that the Company received were valued at $216,630, the fair
market value of the shares on the date of exercise.

During the years ended December 31, 2012, 2011 and 2010,
the Company earned a tax benefit of $313,000, $438,000 and
$304,000, respectively, from the exercise of stock options.

The intrinsic value of stock options exercised during the years
ended December 31, 2012, 2011 and 2010 was approximately
$1,337,000, $1,609,000 and $1,936,000, respectively.

The fair value of all options vested during the years ended
December 31, 2012, 2011 and 2010 was approximately $859,000,
$2.,625,000 and $563,000, respectively.

10. EMPLOYEE BENEFIT PLAN:

On September 11, 1996, the Company’s board of directors institut-
ed a defined contribution plan under Section 401(k) of the Internal
Revenue Code (the “Code”). On October 1, 1998, the Company
amended and standardized its plan as required by the Code. Pursu-
ant to the amended plan, qualified employees may contribute a
percentage of their pretax eligible compensation to the Plan and
the Company will match a percentage of each employee’s contribu-
tion. Additionally, the Company has a profit-sharing plan covering
all eligible employees. Contributions by the Company are at the
discretion of management. The amount of contributions recorded
by the Company in 2012, 2011 and 2010 amounted to $301,196,
$232,364 and $173,186, respectively.

11. MAJOR CUSTOMER:

Seven percent of revenue in 2012, 9% of revenue in 2011 and 10%
of revenue in 2010 were directly to the U.S. government.  Two
percent and 5.5% of accounts receivable at December 31, 2012 and
2011, respectively, were from the U. S. Government.

In addition, in 2012, 33%, 18%, 17% and 13% of our revenue
were to our four largest Commercial customers, respectively. In
2011, 33%, 30%, 14% and 11% of our revenue were to our four
largest Commercial customers, respectively. At December 31, 2012,
36%, 30% and 21% of accounts receivable were from our three
largest commercial customers. At December 31, 2011, 36%, 34%
and 12% of accounts receivable were from our three largest com-
mercial customers.

At December 31, 2012 and 2011, 3% and 8%, respectively, of
Costs and Estimated Earnings in Excess of Billings on Uncompleted
Contracts were from the U.S. government.

At December 31, 2012, 39%, 22%, 14%, and 13% of Costs and
Estimated Earnings in Excess of Billings on Uncompleted Contracts
were from our four largest commercial customers. At December 31,
2011, 40%, 21%, 15% and 13% of Costs and Estimated Earnings
in Excess of Billings on Uncompleted Contracts were from our four
largest commercial customers.

12. QUARTERLY FINANCIAL DATA (UNAUDITED):

The results of any single quarter are not necessarily indicative of the
Company’s results for the full year. Earnings per share data is com-
puted independently for each of the periods presented. As a result,
the sum of the earnings per share amounts for the quarter may not
equal the total for the year.

Quarter ended

2012 March 31, June 30, Sept. 30, Dec. 31,
Revenue 19,721,095 20,854,627 21,340,831 27,356,029
Gross Profit 4,964,386 5,768,644 5,804,424 7,695,159
Net Income 1,919,320 2,696,019 2,795,437 3,600,354
Earning per share

Basic 0.28 0.37 0.33 0.43

Diluted 0.27 0.36 0.33 0.43
2011 March 31, June 30, Sept. 30, Dec. 31,
Revenue 16,009,608 17,426,223 16,607,638 24,092,200
Gross Profit 3,850,104 4,244,801 4,167,605 6,547,430
Net Income 1,368,050 1,570,816 1,805,042 2,673,020
Earning per share

Basic 0.20 0.23 0.26 0.39

Diluted 0.19 0.22 0.25 0.37




CPI Aerostructures, Inc.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders
CPI Aerostructures, Inc.

We have audited the accompanying balance sheets of CPI Aerostructures, Inc. as of December 31, 2012 and 2011, and the related
statements of income and comprehensive income, shareholders’ equity and cash flows for each of the three years in the period ended
December 31, 2012. Our audits of the financial statements included the financial statement schedule listed in the index appearing under
Item 15. CPI Aerostructures, Inc.’s management is responsible for these financial statements and the financial statement schedule. Our
responsibility is to express an opinion on these financial statements and financial statement schedule 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 audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of CPI
Aerostructures, Inc. as of December 31, 2012 and 2011, and its results of operations and cash flows for each of the three years in the
period ended December 31, 2012, in conformity with accounting principles generally accepted in the United States of America. Also,
in our opinion, the related financial statement schedule, when considered in relation to the basic financial statements taken as a whole,
presents fairly, in all material respects, the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), CPi
Aerostructures, Inc.’s internal control over financial reporting as of December 31, 2012, based on the criteria established in Internal
Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO) and our
report dated March 13, 2013, expressed an unqualified opinion on the effectiveness of CPI Aerostructures, Inc.’s internal control over

financial reporting.

Jericho, New York
March 13, 2013
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Market Information
Our common shares are listed on the NYSE MKT under the symbol CVU. The following table sets forth for 2012 and 2011, the high and
low sales prices of our common shares for the periods indicated, as reported by the NYSE MKT.

Period High Low
2011

Quarter Ended March 31, 2011 $15.34 $11.89
Quarter Ended June 30, 2011 $15.60 $12.60
Quarter Ended September 30, 2011 $14.97 $9.45
Quarter Ended December 31, 2011 $14.34 $9.77
2012

Quarter Ended March 31, 2012 $16.42 $11.59
Quarter Ended June 30, 2012 $16.40 $10.64
Quarter Ended September 30, 2012 $12.68 $10.50
Quarter Ended December 31, 2012 $11.50 $ 936

On March 8, 2013, the closing sale price for our common shares on the NYSE MKT was $8.55. On March 8, 2013, there were 200 hold-
ers of record of our common shares and, we believe, over 2,200 beneficial owners of our common shares.

Dividend Policy

To date, we have not paid any dividends on our common shares. Any payment of dividends in the future is within the discretion of our
board of directors and will depend on our earnings, if any, our capital requirements and financial condition and other relevant factors.
Our board of directors does not intend to declare any cash or other dividends in the foreseeable future, but intends instead to retain
earnings, if any, for use in our business operations.



Edgewood, NY 1171
531) 586-5200
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