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 UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC 20549

FORM 10-Q
  (Mark One)
xQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF

1934

For the quarterly period ended February 28, 2013

or

oTRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

Commission file number: 0-32789

EMTEC, INC.
(Exact name of registrant as specified in its charter)

Delaware
(State of incorporation or organization)

87-0273300
(I.R.S. Employer Identification No.)

11 Diamond Road
Springfield, New Jersey 07081

(Address of principal executive offices, including zip code)

(973) 376-4242
(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15 (d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.   Yes  x    No  o

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Website, if any,
every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of
this chapter) during the preceding 12 months (or for such shorter period that the registrant was required to submit and
post such files). Yes   x   No  o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company.  See the definitions of “large accelerated filer,” “accelerated filer,” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.  (Check one)

Large accelerated filer o  Accelerated filer  o  Non-accelerated filer  o  Smaller reporting company  x
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes 
No x

  As of April 2, 2013, there were outstanding 18,214,437 shares of the registrant’s common stock.
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PART I – FINANCIAL INFORMATION
Item 1.         Financial Statements
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EMTEC, INC. AND SUBSIDIARIES
 CONSOLIDATED BALANCE SHEETS

(In Thousands, Except per Share and Share Data)

February 28,
2013(Unaudited)

August 31,
2012

Assets

Current Assets

Cash $ 499 $1,769
Receivables:
Trade, net of allowance for doubtful accounts 23,821 24,381
Other 484 1,356
Inventories, net 3,957 2,346
Prepaid expenses and other 2,634 3,004
Deferred tax asset - current 1,158 1,032
Total current assets 32,553 33,888

Property and equipment, net 3,166 3,538
Intangible assets, net 9,180 10,457
Goodwill 13,307 13,307
Deferred tax asset-long term 744 743
Other assets 1,684 1,771
Total assets $ 60,634 $63,704

Liabilities, Put Options and Stockholders' Equity

Current Liabilities

Line of credit $ 12,457 $12,004
Current portion of capital lease obligations 151 85
Accounts payable 14,206 16,314
Income taxes payable 291 144
Accrued liabilities 7,493 9,061
Current portion earn-out liabilities 2,662 2,251
Current portion of put option liability in connection with acqusition 126 700
Deferred revenue 3,439 1,610
Total current liabilities 40,825 42,169

Deferred tax liability - 589
Earn-out liabilities, net of current portion 2,918 2,570
Warrant liabilities 2,141 2,414
Put option liability in connection with acqusition, net of current portion 574 -
Put option and restricted stock liability in connection with acquisition of Dinero 266 229
Capital lease obligations, net of current portion 29 189
Subordinated debt, net of original issue discount 12,611 12,555
Accrued liabilities 33 163
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Total liabilities 59,397 60,878
Commitments and contingencies (Note 13)

Put options in connection with acquisitions 1,428 1,428

Stockholders' Equity
Common stock $0.01 par value; 30,000,000 shares authorized; issued and
outstanding 18,214,432 shares and 17,616,437 shares at Feb 28, 2013 and Aug
31, 2012, respectively 182 177
Additional paid-in capital 17,156 16,915
Accumulated deficit (17,313 ) (15,516 )
Accumulated other comprehensive loss, foreign currency translation
adjustments, net of tax (216 ) (179 )
Total stockholders' equity (191 ) 1,397
Total liabilities, put options and stockholders' equity $ 60,634 $63,704

The Accompanying Notes are Integral Parts of these Consolidated Financial Statements.
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EMTEC, INC. AND SUBSIDIARIES
 CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)
(In Thousands, Except per Share and Share Data)

For the Three Months
Ended For the Six Months Ended

February 28,
2013

February 29,
2012

February 28,
2013

February 29,
2012

Revenues

Consulting and outsourcing $22,157 $25,169 $46,736 $50,783
Procurement services 19,711 22,556 53,337 68,972
Total Revenues 41,868 47,725 100,073 119,755

Cost of Revenues

Cost of consulting and outsourcing 17,310 20,025 35,392 40,020
Cost of procurement services 17,148 19,653 46,776 60,308
Total Cost of Revenues 34,458 39,678 82,168 100,328

Gross Profit

Consulting and outsourcing 4,847 5,144 11,344 10,763
Procurement services 2,563 2,903 6,561 8,664
Total Gross Profit 7,410 8,047 17,905 19,427

Operating expenses:

Selling, general, and administrative expenses 7,468 8,352 15,340 17,242
Restructuring charge - - 582 -
Stock-based compensation 188 79 283 240
Warrant liability adjustment (284 ) 1,059 (272 ) 451
Earnout liability adjustment (143 ) 288 759 456
Depreciation and amortization 1,029 1,320 2,055 2,681
Total operating expenses 8,258 11,098 18,747 21,070
Operating loss (848 ) (3,051 ) (842 ) (1,643 )

Other expense (income):
Interest income – other (7 ) (17 ) (12 ) (79 )
Interest expense 850 799 1,602 1,634
Other 6 (1 ) 17 (3 )
Loss before income tax benefit (1,697 ) (3,832 ) (2,449 ) (3,195 )
Income tax benefit (644 ) (1,096 ) (650 ) (911 )
Net loss $(1,053 ) $(2,736 ) $(1,799 ) $(2,284 )

Net loss per common share
Basic and Diluted $(0.06 ) $(0.17 ) $(0.11 ) $(0.14 )
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Weighted Average Shares Outstanding
Basic and Diluted 16,930,813 16,533,316 16,930,813 16,533,316

The Accompanying Notes are Integral Parts of these Consolidated Financial Statements.
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EMTEC, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

(Unaudited)
(In Thousands)

For the Three Months
Ended For the Six Months Ended

February
28, 2013

February
29, 2012

February
28, 2013

February
29, 2012

Net income (loss) $(1,053 ) $(2,736 ) $(1,799 ) $(2,284 )
Foreign currency translation adjustment, net of taxes (30 ) 82 (37 ) (186 )
Total comprehensive income (loss) $(1,083 ) $(2,654 ) $(1,836 ) $(2,470 )

The Accompanying Notes are Integral Parts of these Consolidated Financial Statements.

3
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EMTEC, INC. AND SUBSIDIARIES
 CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)
(In Thousands)

For the Six Months Ended
February 28, 2013 February 29, 2012

Cash Flows From Operating Activities
Net income (loss) $ (1,799 ) $ (2,284 )

Adjustments to Reconcile Net Loss to Net Cash Used In Operating
Activities
Depreciation and amortization 2,055 2,681
Amortization of original issue discount associated with subordinated
debt 56 49
Deferred income tax benefit (847 ) (1,088 )
Stock-based compensation 283 240
Earnout liability adjustment 759 456
Warrant liability adjustment (272 ) 451

Changes In Operating Assets and Liabilities
Receivables 1,432 4,631
Inventories (1,611 ) 345
Prepaid expenses and other assets 457 (516 )
Accounts payable (2,108 ) (2,247 )
Customer deposits - (30 )
Income taxes payable 147 (66 )
Accrued liabilities (1,569 ) (2,591 )
Due to former stockholders of acquired companies - (727 )
Deferred revenue 1,829 (323 )
Net Cash Used In Operating Activities (1,188 ) (1,019 )

Cash Flows From Investing Activities
Purchases of property and equipment (409 ) (527 )
Net Cash Used In Investing Activities (409 ) (527 )

Cash Flows From Financing Activities
Net increase (decrease) in line of credit 452 (1,383 )
Repayments under capital lease (91 ) (111 )
Proceeds from issuance of long term subordinated debt and warrants - 3,000
Net Cash Provided by Financing Activities 361 1,506

Effect of exchange rates on cash (34 ) (129 )

Net Decrease in Cash (1,270 ) (169 )
Beginning Cash 1,769 4,039
Ending Cash $ 499 $ 3,870
Supplemental Disclosure of Cash Flow Information
Cash paid during the period for:
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Income taxes $ 28 $ 51
Interest $ 1,250 $ 1,599

The Accompanying Notes are Integral Parts of these Consolidated Financial Statements.

4
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EMTEC, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

1.  Basis of Presentation

The accompanying unaudited consolidated financial statements have been prepared in accordance with generally
accepted accounting principles for interim financial information and with the instructions to Form 10-Q and Article 8
of Regulation S-X.  Accordingly, they do not include all of the information and note disclosures required by
accounting principles generally accepted in the United States of America (“GAAP”) for complete financial
statements.  In the opinion of management, all adjustments (consisting of normal recurring adjustments) considered
necessary for a fair presentation have been included in the accompanying unaudited consolidated financial
statements.  Quarterly results are not necessarily indicative of results for the full year. For further information, refer to
the annual financial statements and notes thereto included in the Company's Annual Report on Form 10-K for the
fiscal year ended August 31, 2012.

2.  General

Description of Business

Emtec, Inc., a Delaware corporation (“Emtec” or the “Company”), is an information technology (“IT”) services provider
delivering consulting, application services and infrastructure services to public sector and commercial clients.  The
Company’s client base is comprised of departments of the U.S. and Canada’s federal, state/provincial and local
governments, schools and commercial businesses throughout the U.S. and Canada.

Principles of Consolidation

The consolidated financial statements include the accounts of Emtec and its wholly-owned subsidiaries after
elimination of intercompany balances and transactions.

Segment Reporting

Effective June 2012, the Company realigned its reportable segments as follows:

•Federal - provides IT consulting and procurement services to various agencies of the U.S. federal government.
• Χοµµερχιαλ, Στατε & Λοχαλ ανδ Εδυχατιον (�ΧΣΛΕ∆�) � προϖιδεσ ΙΤ χονσυλτινγ σερϖιχεσ το χλιεντσ

ιν τηε χοµµερχιαλ, στατε & λοχαλ ανδ εδυχατιον σεχτορσ.

In addition, the Company also has a “Corporate” segment which reports costs consisting of our executive departments,
employee benefit administration, accounting support, IT services, recruiting, and any other shared services, operating,
and administrative expenses that are not directly attributable to the reporting segments.  For purposes of performance
measurement, the Company charges certain expenses directly attributable to the reporting segment and allocates costs
reflected in the Corporate segment.  Identifiable assets of the reporting unit exclude Corporate segment assets
liabilities.  Corporate segment assets consist principally of cash, prepaid expenses, non-trade accounts receivables,
property and equipment, other assets, deferred taxes, other liabilities and general corporate borrowings.

5
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Reclassifications

Certain reclassifications have been made to prior period balances in order to conform to current presentations.

FASB Accounting Standards Codification and the Hierarchy of Generally Accepted Accounting Principles

The Company identifies the Financial Accounting Standards Board Accounting Standards Codification (“FASB ASC”
or “ASC”) as the authoritative source of GAAP.  Rules and interpretive releases of the Securities and Exchange
Commission (“SEC”) under federal securities laws are also sources of authoritative GAAP for SEC registrants.

Accounting Estimates

The preparation of financial statements in conformity with GAAP 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 date of financial statements and the reported amounts of revenues and expenses during the reporting period,
including, but not limited to, receivable valuations, impairment of goodwill and other long-lived assets, income taxes,
and valuations of warrants, put instruments and earnouts.  Management’s estimates are based on historical experience,
facts and circumstances available at the time and various other assumptions that are believed to be reasonable under
the circumstances.  The Company reviews these matters and reflects changes in estimates as appropriate.  Actual
results could differ materially from those estimates.

Fair Value of Financial Instruments

The fair value of cash and cash equivalents and trade receivables approximates their carrying values due to their short
maturities.  The fair value of non-current financial instrument assets and liabilities approximate their carrying value
unless otherwise stated.

In accordance with FASB ASC 820, Fair Value Measurement, the estimated fair values of amounts reported in the
consolidated financial statements have been determined using available market information and valuation
methodologies, as applicable.  Fair value is defined as the exchange price that would be received for an asset or paid
to transfer a liability (an exit price) in the principal or most advantageous market for the asset or liability in an orderly
transaction between market participants on the measurement date.  Entities are required to maximize the use of
observable inputs and minimize the use of unobservable inputs when measuring fair value based upon the following
fair value hierarchy:

Level 1 —Quoted prices in active markets for identical assets or liabilities;

Level 2 —Observable inputs other than Level 1 prices, such as quoted prices for similar assets or liabilities; quoted
prices in markets that are not active; or other inputs that are observable or can be corroborated by observable
market data for substantially the full term of the assets or liabilities; and

Level 3 —Unobservable inputs that are supported by little or no market activity and that are significant to the fair value
of the assets or liabilities.

6
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The carrying value of the PNC Credit Facility (Note 7) approximated its fair value due to its variable interest rate.  In
addition, the carrying value of the subordinated debt approximates its fair value as there have been no changes to the
credit markets or the Company’s financial position since the issuance dates that would impact the fair value of the
subordinated debt in any material respect.  The PNC Credit Facility and subordinated debt are Level 3 measurements
in the fair value hierarchy.

As of February 28, 2013 and August 31, 2012, the book and fair values of the Company’s line of credit and
subordinated debt (excluding original issue discount) were as follows (in thousands):

February 28, 2013 August 31, 2012
Book Value Fair Value Book Value Fair Value

Line of Credit $12,457 $12,457 $12,004 $12,004
Subordinated Debt $13,000 $13,000 $13,000 $13,000

Fair Value on a Recurring Basis:  The following table summarizes the financial liabilities measured at fair value on a
recurring basis as of February 28, 2013 and August 31, 2012 (in thousands):

Level
February 28,

2013
August 31,

2012
Warrant liabilities 2 $2,141 $2,414
Put option in connection with acquisition of SDI 2 $700 $700
Line of credit 3 $12,457 $12,004
Subordinated debt excluding orignial discount 3 $13,000 $13,000
Earn-out liabilities 3 $5,580 $4,821

The warrant liabilities were recorded at fair value based on upon valuation models that utilize relevant factors such as
expected life, volatility of the Company’s stock price, and the risk free interest rate.

On June 4, 2010, Emtec Federal, Inc. a wholly-owned subsidiary of the Company acquired all of the outstanding
shares of Secure Data, Inc. (“SDI”) for cash and equity.  The equity consisted of the fair value of the “puttable” restricted
common stock of the Company as of June 4, 2010.  The “put” feature embedded in the restricted common stock allows
each former shareholder of SDI a one-time election to put all of their restricted common stock to the Company at a
fixed price on the third anniversary of the acquisition date.  Management calculated the fair value of the put using a
Black-Scholes valuation model.  In accordance with SEC Accounting Series Release No. 268 Presentation in
Financial Statements of Redeemable Preferred Stocks, the puttable stock is subject to equity accounting and was
initially classified on the Company’s balance sheet as temporary equity.

7
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As of August 31, 2012, the Company believed that it was more likely than not that the former shareholders of SDI will
exercise the one-time election to put all their restricted common stock to the Company at a fixed price on the third
anniversary of the acquisition date, June 4, 2013.  Accordingly, the Company has calculated the fair value of the
amount due the former shareholders of SDI associated with the put option and reflected this amount as a current
liability as of August 31, 2012.  In March 2013, the Company entered into an agreement with the former shareholders
of SDI to modify certain provisions of the stock purchase agreement, including the date on which former shareholders
of SDI could elect to put their restricted stock to the Company.  Under the original stock purchase agreement, the
one-time put election would occur on the third anniversary of the acquisition date, June 4, 2013.  In March 2013,
former shareholders of SDI owning 82% of the restricted common stock agreed to defer the one-time put date until
June 4, 2015.  The put election date for the remaining 18% of the restricted common stock remains June 4,
2013.  Accordingly, as of February 28, 2013, the Company will classify 18% of the restricted stock, or $126,000, as a
current liability and the remaining 82% of the restricted stock, or $574,000, as a long-term liability.

The following table summarizes the changes in earn out liabilities for the six months ended February 28, 2013 (in
thousands):

Earnout Liabilities
Balance at August 31, 2012 $ 4,821
Valuation adjustments 759
Additions -
Payments -
Balance at February 28, 2013 $ 5,580

The earn out liabilities were recorded at fair value based on valuation models that utilize relevant factors such as
expected life and estimated probabilities of the acquired companies achieving the performance targets throughout the
earn out periods.  Unobservable inputs used in the valuation of the earn out liabilities included a discount rate of
16.4% and probabilities, ranging from 10% to 100%, associated with the achievement of the earn out targets in future
years.

An increase (decrease) in the discount rate, in isolation, may result in a lower (higher) fair value measurement, and an
increase (decrease) in any of the probabilities, in isolation, may result in a higher (lower) fair value measurement.

Financing Costs

Financing costs incurred are amortized over the life of the associated financing arrangements. Amortization expense
totaled approximately $112,000 and $96,000 for the three months ended February 28, 2013 and February 29, 2012,
respectively.  During the six months ended February 28, 2013 and February 29, 2012, amortization expense totaled
approximately $224,000 and $170,000, respectively.

8

Edgar Filing: EMTEC INC/NJ - Form 10-Q

15



Goodwill

Goodwill represents costs in excess of fair values assigned to the underlying net assets of acquired companies. The
changes in the carrying amount of goodwill by reportable segment for the six months ended February 28, 2013 are as
follows (in thousands):

August 31, 2012
Balance Additions

Impairment,
Translation,
and Other

Adjustments

February 28,
2013

Balance
Federal $ 1,495 $ - $ - $ 1,495
CSLED 11,812 - - 11,812
Total goodwill $ 13,307 $ - $ - $ 13,307

In accordance with ASC 350, Intangibles - Goodwill and Other, goodwill is not amortized but tested for impairment
annually, or more frequently if events or changes in circumstances indicate that the asset might be
impaired.  Goodwill is tested for impairment at one level below an operating segment in accordance with the guidance
of ASC 350. These reporting units are comprised of Federal Infrastructure, Federal Applications, State, Local and
Education (“SLED”) and Commercial.  The Company has set an annual impairment testing date of June 1.

An impairment charge will be recognized only when the implied fair value of a reporting unit, including goodwill, is
less than its carrying amount.  The impairment determination is made at the reporting unit level and consists of two
steps. First, the Company determines the fair value of the reporting unit and compares it to its carrying amount.
Second, if the carrying amount of the reporting unit exceeds its fair value, an impairment loss is recognized for any
excess of the carrying amount of the reporting unit’s goodwill over the implied fair value of that goodwill. The implied
fair value of goodwill is determined by allocating the fair value of the reporting unit in a manner similar to a purchase
price allocation in accordance with ASC 805, Business Combinations.  The residual fair value after this allocation is
the implied fair value of the reporting unit goodwill.

The Company’s stock does not trade frequently and thus management believes the inherent value of the Company has
not necessarily always been accurately reflected by the current or historical stock market valuation of the Company. 
Accordingly, the Company continues to believe that the income approach is the most appropriate valuation method for
purposes of testing for impairment.

In accordance with ASC 350, the Company performed its annual impairment testing as of June 1, 2012.  To assist in
this process, the Company engaged an external valuation firm. Based on its annual impairment testing, the Company
does not currently believe that there was an indication of goodwill impairment at June 1, 2012, with the exception of
the goodwill associated with the Federal Infrastructure and Commercial reporting units where impairment charges of
$521,000 and $4.8 million, respectively, were taken in the fourth quarter of fiscal 2012.  See Note 17 to the
Consolidated Financial Statements contained in the Company’s Annual Report on Form 10-K for fiscal year ended
August 31, 2012 for further discussion of the goodwill impairment associated with the Federal Infrastructure and
Commercial reporting units.  If current market conditions change and the Company’s estimated value under the income
approach is affected, then it is possible that the Company could have to take a goodwill impairment charge against
earnings in a future period.

9
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Identifiable Intangible Assets

The changes in the carrying amount of identifiable intangible assets by reportable segment for the six months ended
February 28, 2013 are as follows (in thousands):

August 31, 2012 February 28, 2013

Balance
Accumulated
Amortization Additions Amortization

Impairment,
Translation,
and Other

Adjustments Balance
Accumulated
Amortization

Customer
relationships:
Federal $1,682 $ 663 $ 108 $1,682 $ 771
CSLED 15,769 9,128 706 (49 ) 15,720 9,834
Total customer
relationships 17,451 9,791 - 814 (49 ) 17,402 10,605
Noncompete
agreements:
Federal 45 34 8 45 42
CSLED 2,376 796 235 2,376 1,031
Total noncompete
agreements 2,421 830 - 243 - 2,421 1,073
Software
technology -
CSLED 12 6 2 12 8
Trademarks -
CSLED 1,546 458 13 1,546 471
Tradenames:
Federal 182 82 18 182 100
CSLED 21 9 138 21 147
Total tradenames 203 91 - 156 - 203 247

Total other
intangible assets $21,633 $ 11,176 $- $ 1,228 $ (49 ) $21,584 $ 12,404

Long-lived assets, including customer relationships and property and equipment, are tested for recoverability
whenever events or changes in circumstances indicate that their carrying amount may not be recoverable in
accordance with ASC 350, Intangibles- Goodwill and Other, and FASB ASC 360, Property, Plant and
Equipment.   Recoverability of long-lived assets is assessed by a comparison of the carrying amount to the estimated
undiscounted future net cash flows expected to result from the use of the assets and their eventual disposition.  If
estimated undiscounted future net cash flows are less than the carrying amount, the asset is considered impaired and a
loss would be recognized based on the amount by which the carrying value exceeds the fair value of the asset.  

Customer relationships represent the fair value ascribed to customer relationships in connection with acquisitions by
the Company. The amounts ascribed to customer relationships are being amortized on a straight-line basis over 5-15
years.

Non-compete agreements represent the value ascribed to covenants not to compete in employment and acquisition
agreements with certain members of the management teams of acquired companies, entered into at the time of the
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respective acquisitions.  The amounts ascribed to non-compete agreements are being amortized on a straight-line basis
over 3-5 years.

Software technology represents the value ascribed to software developed by an acquired entity.  The amounts ascribed
to software technology are being amortized on a straight-line basis over 3 years.

Trademarks represent the value ascribed to trademarks owned by an acquired entity.  The amount ascribed to
trademarks is being amortized on a straight-line basis over 5 years.

Trade names represent the value ascribed to trade names owned by acquired entities.  The amount ascribed to trade
names is being amortized on a straight-line basis over 5 years.

10
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Amortization expense related to intangible assets was $632,000 and $937,000 for the three months ended February 28,
2013 and February 29, 2012, respectively.  For the six months ended February 28, 2013 and February 29, 2012,
amortization expense was $1.2 million and $1.9 million, respectively.  We currently expect future amortization to be
as follows (in thousands):

Years ending
August 31,
2013 $2,388
2014 $2,134
2015 $2,013
2016 $1,710
2017 $710
Thereafter $953

Foreign Currency Translation and Other Comprehensive Income (loss)

The Company’s financial statements are expressed in U.S. dollars for consolidation and reporting purposes.  The
functional currency for the Company’s foreign operations is the local currency.  Adjustments to translate those
statements into U.S. dollars are recorded in accumulated other comprehensive income (loss).

Earnings Per Share
Basic earnings per share amounts are computed by dividing net income available to common stockholders (the
numerator) by the weighted average shares outstanding during the period (the denominator). Shares issued during the
period are weighted for the portion of the period that they were outstanding.

The computation of diluted earnings per share is similar to the computation of basic earnings per share, except that the
denominator is increased to include the number of additional common shares that would have been outstanding if
dilutive options, restricted stock awards, stock appreciation rights and warrants had been exercised as of the end of the
period and cash received from the exercise were used to repurchase shares in the open market (the “Treasury Share
Method”). Potentially dilutive shares consist of stock options, restricted stock awards and warrants totaling 2,476,307
and 3,830,368 for the three months period ended February 28, 2013 and February 29, 2012, respectively, and
2,130,366 and 3,347,621 for the six months period ended February 28, 2013 and February 29, 2012, respectively.
Diluted shares for the three and six months ended February 28, 2013 and February 29, 2012 were not included in the
calculation of diluted net loss per share because the effect of the inclusion would be anti-dilutive.

Income Taxes

The Company conducts business in the U.S., Canada and India.  With respect to its U.S. operations, the Company files
income tax returns in the U.S. federal jurisdiction and various state and local jurisdictions.  The Company accounts for
income taxes in accordance with ASC 740 Income Taxes.  The Company files a federal consolidated tax return that
includes all U.S. entities.  The Company also files several combined/consolidated state tax returns and several separate
state tax returns.  Deferred taxes result from temporary differences, which are the differences between the financial
reporting and tax bases of assets and liabilities. Tax loss carry forwards are recognized as deferred tax
assets.  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.  Deferred tax assets and liabilities are
adjusted for the effects of changes in tax laws and rates on the date of enactment.  Deferred taxes result from timing
differences primarily relating to net operating losses, bad debts, inventory reserves, deferred revenue, fixed asset
depreciation, compensation expenses and intangible asset amortization.
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With a few exceptions, the Company is no longer subject to federal, state or local income tax examinations for tax
returns filed for fiscal years 2009 and prior.

The Company’s blended effective tax rates for the three months ended February 28, 2013 and February 29, 2012 were
37.9% and 28.6%, respectively, as compared to a statutory rate of approximately 34.0%.  The lower effective tax rate
for the three months ended February 29, 2012 was primarily related to the warrant liability adjustment for the period
that was considered a permanent adjustment for income tax purposes.  For the six months ended February 28, 2013
and February 29, 2012, the Company’s effective tax rates were 26.5% and 25.5%, respectively.  The lower effective
tax rate for the six months ended February 28, 2013 was attributable to a valuation allowance associated with net
operating losses generated by the Company’s Canadian subsidiary and partially offset by the warrant liability
adjustment.  Whereas, the lower effective tax rate for the six months ended February 28, 2012 was the result of the
warrant liability adjustment and other permanent differences.

Reconciliation of liabilities for unrecognized tax benefits for the six months ended February 28, 2013 and February
29, 2012 (in thousands) are as follows:

2013 2012

Balance at September 1, 2012 and 2011 $ 197 $ 197

Unrecognized tax positions of prior periods:
Increase - -
Decrease - -

Unrecognized tax positions for the three months:
Increase - -
Decrease - -

Decrease in Unrecognized tax benefits due to settlements - -

Decrease in Unrecognized tax benefits due to lapse of statute
of limitations - -
Balance at February 28, 2013 and February 29, 2012 $ 197 $ 197

For the Six Months Ended
February 28,

2013
February 29,

2012

Total amount of unrecognized tax benefits that, if recognized, would affect the
effective tax rate $86 $86

Accrued interest and penalties for unrecognized tax benefits $144 $123

Interest and penalties classified as income tax expense $11 $11

3. Liquidity
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The Company incurred a significant net loss in fiscal 2012 primarily as a result of non-cash charges and a net loss for
the six months ended February 28, 2013 due to restructuring charges and non-cash charges.  The Company generated
sufficient cash flow for the six months ended February 28, 2013 to meet all of its obligations.  Furthermore, the
Company will continue to realize cost savings, anticipated to be $2.0 million on an annual basis, associated with the
restructuring plan approved in November 2012.
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However, the Company had a working capital deficit of $8.3 million at February 28, 2013 and August 31,
2012. Although the Company is making efforts to decrease its working capital deficit, it is still dependent on its line of
credit to finance its working capital needs.  Net availability under the revolving portion of the PNC Credit Facility as
of February 28, 2013 and August 31, 2012 was $3.5 million and $4.2 million, respectively.

The Company believes that its existing resources together with available borrowings under its PNC Credit Facility and
expected cash flow from operations will provide sufficient liquidity for at least the next 12 months.

4.  Restructuring Costs

In November 2012, the Company approved a restructuring plan (the “Restructuring Plan”) of its procurement operations
organization and certain related functions.  As part of the Restructuring Plan, the Company’s Springfield, New Jersey
facility will be closed and certain functions handled by this facility will be distributed to other facilities within the
Company.  The costs associated with the Restructuring Plan include severance for terminated employees, real estate
exit costs and related costs related to closing the Springfield facility.

As of February 28, 2013, the Restructuring Plan provision, established in November 2012, only includes the severance
costs associated with terminated employees.  After vacating the Springfield facility, the Company will increase the
Restructuring Plan provision to include real estate exit and related costs.   Once the Restructuring Plan is completed,
the Company expects annual savings of approximately $2.0 million.

The following table summarizes the Restructuring Plan provision, activity and ending balances included in “Other
accrued expenses” in the consolidated balance sheet for the six months ended February 28, 2013 by cost type (in
thousands):

August 31,
2012

February
28, 2013

Balance Additions
Cash

Payments Balance
Employee severance and related costs $- $582 $(191 ) $391
Real estate exit and related costs* - - - -
Total $- $582 $(191 ) $391
*  The Company will increase the Restructuring Plan provision in either the third or fourth quarter of fiscal 2013 once
its Springfield, New Jersey facility is vacated.

5.  Stock-Based Compensation

The second amendment to the Company’s 2006 Stock-Based Incentive Compensation Plan (the “2006 Plan”) was
approved by the Company’s stockholders on January 20, 2011.  The 2006 Plan authorizes the granting of stock options,
restricted stock, deferred stock, stock appreciation rights and other stock-based awards to directors and eligible
associates.  The second amendment increased the aggregate number of shares of Common Stock available for issuance
under the 2006 Plan from 2,543,207 shares to 9,543,207 shares.  Options under the 2006 Plan may not be granted with
an exercise price that is less than 100% of the fair value of the Company’s common stock on the date of grant (110% in
the case of an incentive stock option granted to a stockholder owning more than 10% of the common stock of the
Company or any of its subsidiaries).  Options under the 2006 Plan have terms from 7 to 10 years.  Certain options vest
immediately and others vest over a term of up to 1 to 5 years.

13
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Stock Options

The Company measures the fair value of options on the grant date using the Black-Scholes option valuation model. 
The Company estimated the expected volatility using the Company’s historical stock price data over the expected term
of the stock options.  The Company also used historical exercise patterns and forfeiture behaviors to estimate the
options, expected term and our forfeiture rate.  The risk-free interest rate is based on the U.S. Treasury zero-coupon
yield curve in effect on the grant date.  Both expected volatility and the risk-free interest rate are based on a period
that approximates the expected term.  Since our stock is thinly traded, the stock price used on the date of vesting for
the Black-Scholes model is the last trade that occurred.

A summary of stock options for the six months ended February 28, 2013 and February 29, 2012 is as follows:

For the Six Months Ended February 28, 2013 Shares

Weighted
Average
Exercise
Price

Weighted
Average
Remaining
Term (in
years)

Aggregate
Intrinsic
Value *

Options Outstanding - September 1, 2012 466,833 $1.17
Options Granted 95,000 $1.38
Options Exercised - -
Options Forfeited or Expired (38,000 ) $1.31
Options Outstanding - February 28, 2013 523,833 $1.20 5.06 $60,950
Options Exercisable - February 28, 2013 393,146 $ 1.07 4.55 60,950

* Represents the total pre-tax intrinsic value based on the Company’s average closing stock prices for the six months
ended February 28, 2013.

For the Six Months Ended February 29, 2012 Shares

Weighted
Average
Exercise

Price

Weighted
Average

Remaining
Term (in

years)

Aggregate
Intrinsic
Value *

Options Outstanding -September 1, 2011 416,333 $1.12
Options Granted 40,000 $0.50
Options Exercised - -
Options Forfeited or Expired (44,500 ) $1.12
Options Outstanding - February 29, 2012 411,833 $1.06 4.92 $17,800
Options Exercisable - February 29, 2012 388,208 $1.06 4.73 17,800

* Represents the total pre-tax intrinsic value based on the Company’s average closing stock prices for the six months
ended February 29, 2012.

There were 95,000 and 40,000 stock options issued during the six months ended February 28, 2013 and February 29,
2012, respectively. The following assumptions were used to value stock options issued during each of the six months
ended February 28, 2013 and February 29, 2012.
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2013 2012
Weighted-Average Fair Value $0.88 $0.39
Assumptions
Expected Volatility 117.2%- 120.7% 114.5%- 122%
Expected Term (in years) 5 5
Expected Forfeiture Rate 10.9% 0%
Dividend Yield 0% 0%
Risk-Free Interest Rate 0.67%- 0.84% 0.94%- 1.07%

Non-vested Stock (Restricted Stock)

The following tables summarize the Company’s restricted stock activity during the six months ended February 28,
2013 and February 29, 2012:

For the Six Months Ended February 28, 2013 Shares

Weighted
Average

Grant Date
Fair Value Fair Value

Nonvested - September 1, 2012 729,999 $ 0.63
Granted 598,000 $ 1.05
Vested (77,709 ) $ 0.70 $ 86,465 (a)
Forfeited - -
Nonvested - February 28, 2013 1,250,290 $ 0.87 $ 1,369,016 (b)

(a)The fair value of vested restricted stock shares represents the total pre-tax fair value, based on the closing stock
price on the day of vesting, if there was a stock trade, which would have been received by holders of restricted
stock shares had all such holders sold their underlying shares on that date. If there was no stock trade on the date
of vesting, then the pre-tax fair value of the stock is deemed to be the last price at which the stock traded.

(b)The aggregate fair value of the non-vested restricted stock shares expected to vest represents the total pre-tax fair
value, based on the Company’s average closing stock price for the six months ended February 28, 2013 which
would have been received by holders of restricted stock shares had all such holders sold their underlying shares on
that date.

For the Six Months Ended February 29, 2012 Shares

Weighted
Average

Grant Date
Fair Value Fair Value

Nonvested - September 1, 2011 1,222,369 $ 0.71
Granted 70,000 $ 0.33
Vested (198,785 ) $ 1.00 $ 76,950 (a)
Forfeited (65,876 ) $ 0.83
Nonvested -February 29, 2012 1,027,708 $ 0.60 $ 935,214 (b)

(a)The fair value of vested restricted stock shares represents the total pre-tax fair value, based on the closing stock
price on the day of vesting, if there was a stock trade, which would have been received by holders of restricted
stock shares had all such holders sold their underlying shares on that date. If there was no stock trade on the date
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of vesting, then the pre-tax fair value of the stock is deemed to be the last price at which the stock traded.
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(b)The aggregate fair value of the non-vested restricted stock shares expected to vest represents the total pre-tax fair
value, based on the Company’s average closing stock price for the three months ended February 29, 2012 which
would have been received by holders of restricted stock shares had all such holders sold their underlying shares on
that date.

The Company recognizes compensation expense associated with the issuance of such shares using the closing price of
the Company’s common stock on the Over-the-Counter Bulletin Board market on the date of grant over the vesting
period on a straight-line basis.

Stock Options and Non-vested Stock

Stock-based compensation costs related to the 2006 Plan totaled $188,000 and $42,000 for the three months ended
February 28, 2013 and February 29, 2012, respectively, and $283,000 and $176,000 for the six months ended
February 28, 2013 and February 29, 2012, respectively.  As of February 28, 2013, the Company had $686,000 of
unrecognized compensation cost related to the 2006 Plan.  The unrecognized compensation cost is expected to be
recognized over a remaining period of 4 years.

Stock Appreciation Rights

On May 12, 2012, Mr. Gregory P. Chandler, the Company’s Chief Financial Officer, was granted a stock appreciation
right award under the 2006 Plan covering 657,542 shares of Common Stock, with a per share base price of $1.75 (the
“Chandler Award”).  On August 10, 2012, the Company granted Mr. Sunil Misra, the Company’s Chief Strategy &
Delivery Officer, a stock appreciation right award under the 2006 Plan covering 657,542 shares of Common Stock,
with a per share base price of $1.75 (the “Misra Award”).  On February 4, 2013, Mr. Dinesh Desai, the Company’s Chief
Executive Officer, was granted a stock appreciation right award under the 2006 Plan covering 1,315,084 shares of
Common Stock, with a per share base price of $1.75 (the “Desai Award”). Collectively the Chandler Award, Misra
Award, and Desai Award are called “the Awards,” and Mr. Chandler, Mr. Misra, and Mr. Desai are each individually
referred to as an “Awardee”.

The purpose of the Company’s stock appreciation rights program, pursuant to which the Awards were granted, is to
motivate the Company’s management team to substantially increase the value of the Company in a manner that will
allow all stockholders to realize an increase in stock price.  The Awards will have no value unless our Common Stock
value exceeds $1.75 per share in a liquidity event, which is substantially higher than the trading price of our Common
Stock as of each of the grant dates.

The Awards will become vested upon the occurrence of a liquidity event if one of the two following conditions is
satisfied: (i) the Awardee is employed by the Company on the date of such liquidity event; or (ii) if such liquidity
event is a change in control and the Awardee’s employment is terminated without cause or for good reason; in either
case, after the date on which a letter of intent relating to the change in control that is binding with respect to
exclusivity has been executed and the change in control that is the subject of such letter of intent is consummated
within 180 days after the date of such termination of employment.  Notwithstanding the foregoing, in the event that
the per share equity value upon the occurrence of a liquidity event is not greater than $1.75, then no portion of
the  Awards shall become vested in connection with such liquidity event and the entire Award (whether or not vested)
will be immediately forfeited.  In the event that a liquidity event does not occur on or before August 31, 2017, then the
entire Award, whether or not vested, will be immediately forfeited.

Edgar Filing: EMTEC INC/NJ - Form 10-Q

28



16

Edgar Filing: EMTEC INC/NJ - Form 10-Q

29



To the extent vested, the Awards will become exercisable immediately prior to the occurrence of a liquidity
event.  Upon the exercise of the Awards, the Awardee is entitled to receive a number of shares of Common Stock
having a fair market value on the date of exercise equal to the product of (x) the difference between the fair market
value of one share of Common Stock on the date of exercise and the base price and (y) the number of shares of
Common Stock with respect to which the Awards are then being exercised.

In the event of any Awardee’s termination of employment for cause, the entire Award, whether or not vested, will be
immediately forfeited.  In the event of any Awardee’s termination of employment for any reason other than for cause,
the unvested portion of the Awardee’s Award will generally be immediately forfeited and the vested portion of the
Awardee’s  Award will remain outstanding and, to the extent not then exercisable, will be eligible to become
exercisable upon the occurrence of a liquidity event.

FASB ASC 718, Compensation - Stock Compensation, prescribes accounting and reporting standards for all
stock-based payments awarded to employees, including stock appreciation rights.  Under ASC 718, accruals of
compensation cost for an award with a performance condition should be based on the probable outcome of that
performance condition - compensation cost should be accrued if it is probable that the performance condition will be
achieved and should not be accrued if it is not probable that the performance condition will be achieved.

As of February 28, 2013, the Company has not recorded compensation expense associated with any of these Awards.
However, if the Company determines that a liquidity event is probable, compensation expense associated with the
Awards will be recorded at that time.

6.  Warrants

DARR Westwood LLC

On August 2, 2010, the Company entered into a letter agreement (the “Letter Agreement”) with DARR Westwood LLC
(the “Investor”), pursuant to which, among other things, (a) the Investor agreed (i) to certain transfer restrictions on
shares of Common Stock owned by the Investor, which are described below, and (ii) to transfer to the Company for
cancellation the existing warrant owned by the Investor to purchase 8% of the outstanding Common Stock on a fully
diluted basis, and (b) the Company issued to the Investor a warrant (the “Warrant”) to purchase up to an aggregate of
1,401,733  shares of common stock, par value $.01 per share, of the Company (“Common Stock”) at an exercise price of
$2.11 per share. The Investor’s sole member is Dinesh R. Desai, the Company’s Chairman, Chief Executive Officer and
President.

Under the terms of the Letter Agreement, the Investor is prohibited during the specified restricted period from
transferring or publicly announcing any intention to transfer, in either case without the unanimous approval of the
disinterested members of the Company’s board of directors, (a) all or any portion of the Warrant or the Investor’s rights
under the Warrant or (b) any shares of Common Stock currently or in the future owned by the Investor. However, this
prohibition does not apply to any transfer of shares of Common Stock pursuant to which both (x) the transferee is an
independent third party and (y) the price paid by the transferee is equal to or greater than $5.00 per share in cash. The
restricted period specified in the Letter Agreement commenced on August 2, 2010 and terminates on the earlier to
occur of (a) August 2, 2015 or (b) the date on which both (i) the average of the daily volume weighted average price
per share of Common Stock over the immediately preceding 45 trading days that at least one share of Common Stock
was traded is $5.00 or more, and (ii) the average daily trading volume of shares of Common Stock over the 45
consecutive trading days (regardless of whether any shares of Common Stock were traded on any such trading day)
immediately preceding such date is 10,000 or more.
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The Letter Agreement also requires that if the Company causes its Common Stock to become listed on a national
securities exchange, the Company will also list and maintain the listing of the shares of Common Stock underlying the
Warrant on such national securities exchange. In addition, subject to certain conditions, the Company is required
under the Letter Agreement to provide prior notice to the Investor if, at any time before the Warrant has been
exercised in full, the Company effects certain specified corporate actions, including selecting a record date for
dividends or distributions or effecting a reorganization, reclassification, merger, consolidation, sale, transfer,
disposition, dissolution, liquidation or winding up involving the Company.

The Warrant entitles the Investor to purchase 1,401,733 shares of Common Stock at $2.11 per share and expires on
August 2, 2015. The Warrant also contains provisions for cashless exercise and weighted average anti-dilution
protection for subsequent issuances or deemed issuances of Common Stock by the Company for consideration per
share less than the per share exercise price of the Warrant in effect immediately prior to such issuance or deemed
issuance. In connection with this issuance of warrants and compliance with ASC 815, Derivatives and Hedging, the
Company recorded a liability on August 2, 2010 of $916,000.  At February 28, 2013 and August 31, 2012, the net
liability recorded on the balance sheet was $913,000 and $1.1 million, respectively.  The Company recorded (income)
expense on its consolidated results of operations of $(155,000) and $(515,000) for the three months ended February
28, 2013 and February 29, 2012, respectively, and $(155,000) and $178,000 for the six months ended February 28,
2013 and February 29, 2012, respectively, as a result of adjusting the warrant liability to fair value.  Because of
volatility in the Company’s stock price, there may continue to be adjustments associated with determining the fair
value of the warrant liability in future periods.

NewSpring

In connection with the entry into a Subordinated Loan Agreement (as defined in Note 8) with NewSpring, which is
described in more detail in Note 8 – Subordinated Debt, on August 15, 2011 the Company issued to NewSpring a
Common Stock Purchase Warrant (the “NewSpring Warrant”) to purchase the number of shares of Common Stock
equal to 5.0% of the Common Stock outstanding at the time of, and after giving effect to, the exercise of the
NewSpring Warrant.  As of February 28, 2013 and August 31, 2012, the NewSpring Warrant would be exercisable
into 903,606 shares of Common Stock.  On December 30, 2011, in connection with the entry into the PNC Credit
Facility with PNC and Peachtree becoming a lender under the Subordinated Loan Agreement, the Company amended
and restated the NewSpring Warrant (as so amended and restated, the “Amended and Restated NewSpring Warrant”)
and granted a warrant (the “Peachtree Warrant,” and together with the Amended and Restated NewSpring Warrant, the
“Warrants”) to Peachtree to purchase 1.5% of our Common Stock.
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In connection with the issuance of the NewSpring Warrant and in compliance with ASC 470-20 Debt with Conversion
and Other Options, the subordinated note issued to NewSpring under the Subordinated Loan Agreement has been
discounted by the fair value of the NewSpring Warrant, calculated to be $484,000 at time of issuance.  This amount is
being amortized as additional interest expense and accretes the note to face value on the Company’s balance sheet at
maturity.  The Company determined the fair value of the NewSpring Warrant by using the Black-Scholes pricing
model.  At February 28, 2013 and August 31, 2012, the liability recorded on the Company’s balance sheet was
$944,000 and $1.0 million, respectively.  The Company recorded (income) expense on its consolidated statements of
operations of $(99,000) and $370,000 for the three months ended February 28, 2013 and February 29, 2012,
respectively, and $(90,000) and $102,000 for the six months ended February 28, 2013 and February 29, 2012,
respectively, as a result of adjusting the warrant liability to fair value.  Because of volatility in the Company’s stock
price, there may continue to be adjustments associated with determining the fair value of the liability related to the
NewSpring Warrant in future periods.

Peachtree

In connection with the entry into the Subordinated Loan Agreement, on December 30, 2011, the Company issued
Peachtree the Peachtree Warrant, which allows Peachtree to purchase the number of shares of Common Stock equal to
1.5% of the Common Stock outstanding at the time of, and after giving effect to, the exercise of the Peachtree Warrant
(based on the “treasury stock method”) in accordance with GAAP and determined using the same principles,
assumptions and estimates that are used by the Company in the preparation of its financial statements and assuming
the exercise or conversion of all securities that are directly or indirectly exercisable for or convertible into Common
Stock).  As of February 28, 2013 and August 31, 2012, the Peachtree Warrant would be exercisable into 271,926
shares of Common Stock. The exercise price for the Common Stock is $0.01 per share, which may be paid through a
cashless exercise.  The Peachtree Warrant expires on December 30, 2021.

In connection with the issuance of the Peachtree Warrant and in compliance with ASC Topic 470-20 Debt with
Conversion and Other Options, the subordinated note issued to Peachtree under the Subordinated Loan Agreement has
been discounted by the fair value of the Peachtree Warrant, calculated to be $73,000 at time of issuance.  This amount
is being amortized as additional interest expense and accretes the note to face value on the Company’s balance sheet at
maturity.  The Company determined the fair value of the Peachtree Warrant by using the Black-Scholes pricing
model.  At February 28, 2013 and August 31, 2012, the liability recorded on the Company’s balance sheet was
$284,000 and $311,000, respectively.  The Company recorded (income) expense on its consolidated statements of
operations of $(30,000) and $173,000 for the three months ended February 28, 2013 and February 29, 2012,
respectively, and $(27,000) and $173,000 for the six months ended February 28, 2013 and February 29, 2012,
respectively, as a result of adjusting the warrant liability to fair value.  Because of volatility in the Company’s stock
price, there may continue to be adjustments associated with determining the fair value of the liability related to the
Peachtree Warrant in future periods.

7.  Line of Credit

On December 30, 2011, Emtec NJ, Emtec LLC, Emtec Federal, EGS LLC, Luceo, eBAS, Aveeva, EIS-US, KOAN-IT
US, SDI, Dinero, Covelix and Emerging, (collectively the “Borrower”) entered into a Revolving Credit and Security
Agreement (the “PNC Loan Agreement”) with PNC Bank, National Association (“PNC”), as lender and agent.  The PNC
Loan Agreement provides for a senior secured revolving credit facility in an amount not to exceed (i) $30.0 million
for the period from February 1 through August 31 each year during the term of the facility and (ii) $45.0 million for
the period from September 1 through January 31 each year during the term of the facility (the “PNC Credit
Facility”).  The PNC Credit Facility also includes a $7.0 million sublimit for the issuance of letters of credit.  The
proceeds of the PNC Credit Facility were used to refinance all of the Borrower’s outstanding indebtedness under its
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then existing senior credit facility with De Lage Landen Financial Services, Inc. (“DLL”) pursuant to which DLL
provided a revolving credit loan and floorplan loan (the “DLL Credit Facility”), to pay off all indebtedness of
EIS-Canada under a loan agreement with De Lage Landen Financial Services Canada Inc. (“DLL Canada”) pursuant to
which DLL Canada provided EIS-Canada with a revolving credit line of C$5 million, to pay related costs and
expenses and for working capital and other general corporate purposes.  The PNC Loan Agreement will remain in
effect until December 29, 2014, unless sooner terminated by the Borrower or PNC.
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Borrowings under the PNC Loan Agreement will bear regular interest at a rate equal to the Alternate Base Rate (as
defined in the PNC Loan Agreement) plus 1.0% or the Eurodollar Rate (as defined in the PNC Loan Agreement) plus
3.0% on the outstanding principal amount. As of February 28, 2013, the interest rate was 4.25%.

The PNC Loan Agreement contains certain customary affirmative and negative covenants, including, among other
things: (i) affirmative covenants requiring the Borrower to provide certain financial statements and schedules to PNC,
maintain their legal existence, keep their collateral in good condition, and provide certain notices to PNC; and (ii)
negative covenants that provide for limitations on other indebtedness, liens, amendments of organizational documents,
asset sales, capital expenditures, issuance of capital stock, investments, and transactions with affiliates.

The PNC Loan Agreement also contains certain customary representations and warranties and events of default,
including, among other things, failure to pay interest, principal or fees due under the PNC Loan Agreement, any
material inaccuracy of any representation and warranty, any default having occurred under any Subordinated Debt (as
such term is defined in the PNC Loan Agreement), and the occurrence of bankruptcy or other insolvency
events.  Certain of the events of default are subject to exceptions and materiality qualifiers.  If an event of default shall
occur and be continuing under the PNC Loan Agreement, PNC may, among other things, accelerate the repayment of
the Borrower’s obligations under the PNC Credit Facility.

To secure the payment of the obligations under the PNC Loan Agreement, the Borrower granted to PNC a security
interest in, and a lien upon, all of its respective interests in its respective assets, including receivables, equipment,
general intangibles, inventory, investment property, subsidiary stock, leasehold interests, goods, deposit accounts,
letter of credit rights, commercial tort claims and insurance proceeds.  All such security interests are subject to the
terms of a Subordination Agreement, dated December 30, 2011 among PNC, NewSpring SBIC Mezzanine Capital II,
L.P. (“NewSpring”), Peachtree II, L.P., (NewSpring and Peachtree, collectively, the “Investors”) and the Borrower, as
amended on March 20, 2012 (the “Subordination Agreement”).

On March 20, 2012, the Borrower and EIS - Canada entered into a First Amendment and Joinder to Loan Documents
with PNC, pursuant to which PNC agreed to make certain amendments to the PNC Loan Agreement and the Other
Documents (as such term is defined in the PNC Loan Agreement and together with the PNC Loan Agreement, the
“PNC Loan Documents”), including (1) joining EIS -Canada to the PNC Loan Documents, (2) amending the definition
of EBITDA to revise certain add-backs and deductions thereto and (3) revising the covenants and representations and
warranties included in the PNC Loan Agreement to include certain customary covenants and representations and
warranties relating to EIS - Canada.
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To secure the payment of the obligations of EIS-Canada under the PNC Loan Agreement, EIS-Canada granted to PNC
a security interest in, and a lien upon, all of its interests in its assets, including accounts, securities entitlements,
securities accounts, futures accounts, futures contracts and investment property, deposit accounts, instruments,
documents, chattel paper, inventory, goods, equipment, fixtures, agricultural liens, as-extracted collateral, letter of
credit rights and intangibles of every kind.  All such security interests are subject to the terms of the Subordination
Agreement.

On June 28, 2012, the Borrower entered into a Second Amendment to Loan Documents (the “Second Amendment”)
with PNC.  The modification in the Second Amendment provided for amendment of the calculation of the amount of
borrowings under the secured revolving senior credit facility, specifically related to outstanding letters of credit for
inventory purchases.

On December 14, 2012, the Borrower entered into a Third Amendment to Loan Documents (the “Third Amendment”)
with PNC.  The modifications provided for in the Third Amendment, among other things, (1) amend the definition of
“Formula Amount” to reduce the percentage of outstanding trade letters of credit for inventory purchases used to
calculate amounts available for borrowing under the Loan Agreement, (2) amend the definition of “EBITDA” to, for
fiscal quarters ended on or prior to August 31, 2012, add back intangible asset impairment charges and goodwill
impairment charges relating to acquisitions not to exceed $10,000,000 in the aggregate, (3) change the point in time
with respect to which the fixed charge coverage ratio covenant relating to earn out payments is calculated and (4)
provide the consent of PNC and the lenders to a release of a security interest in certain receivables.

On January 14, 2013, the Borrower entered into a Fourth Amendment to Loan Documents (the “Fourth Amendment”)
with PNC. The modifications provided for in the Fourth Amendment, among other things, (1) amend the definition of
“EBITDA” for the fiscal quarter ended on November 30, 2012 to add back severance expense incurred during such
fiscal quarter associated with a restructuring charge related to the closure of the Company’s Springfield, New Jersey
location in an aggregate amount not to exceed $585,000 and to add back for the fiscal quarters ending on February 28,
2013 or May 31, 2013, if included in such period, additional restructuring charges incurred during such quarter or
quarters associated with and related to the closure of Borrower’s Springfield, New Jersey location closing in an
aggregate amount not to exceed $375,000, including lease termination charges, and (2) amend the definition of “Senior
Debt Payments” to include severance expense payments and lease termination payments relating to the closure of the
Company’s’ Springfield, New Jersey location (if such payments are associated with the restructuring charges as
described above).

Prior to the refinancing with PNC on December 30, 2011, the Company had a revolving credit and floorplan with
DLL. As of the date of the refinancing with PNC, the DLL Credit Facility provided for aggregate borrowings of the
lesser of $32.0 million or 85% of the Borrower’s eligible accounts receivable, plus 100% of unsold inventory financed
by DLL and 40% of all other unsold inventory.  Under the DLL Credit Facility, the interest rate for revolving credit
loans was the base rate plus 3.25% and the interest rate for floorplan loans was 6.25% in excess of the base rate.  The
DLL Credit Facility was to expire on December 7, 2012.

At February 28, 2013 and August 31, 2012, the Company had an outstanding balance under the revolving portion of
the PNC Credit Facility of $12.5 million and $12.0 million, respectively.  Net availability under the revolving portion
of the PNC Credit Facility as of February 28, 2013 and August 30, 2012 was $3.5 million and $4.2 million,
respectively.

As of February 28, 2013, the Company determined it was in compliance with its financial covenants under the PNC
Credit Facility.
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8. Subordinated Debt

On December 30, 2011, the Borrower entered into an Amended and Restated Subordinated Loan Agreement (the
“Subordinated Loan Agreement”) with the Investors pursuant to which: (i) Peachtree provided an additional
subordinated term loan in an original principal amount of $3.0 million (together with the existing subordinated term
loan from NewSpring in the original principal amount of $10.0 million), (ii) NewSpring was appointed as collateral
agent, (iii) the Investors waived any event of default arising from (a) the Borrower failing to meet the Total Funded
Senior Debt to Pro Forma Adjusted EBITDA Ratio covenant (as set forth in the Subordinated Loan Agreement) for
the trailing twelve months ending November 30, 2011 and (b) the Borrower failing to comply with the covenant in the
Subordinated Loan Agreement prohibiting a Borrower name change without notice to, or the consent of, NewSpring,
and (iv) the Investors agreed to make certain other amendments to the Subordinated Loan Agreement, including
amending the Total Funded Senior Debt to Pro Forma Adjusted EBITDA Ratio covenant to provide that the Company
and its consolidated subsidiaries shall maintain as of the last business day of the fiscal quarters ending on February 28,
2012 and May 31, 2012, a ratio of Total Funded Senior Debt on such date to Pro Forma Adjusted EBITDA (as such
terms are defined in the Subordinated Loan Agreement) on a trailing twelve months basis for such period of not less
4.0 to 1.0 for the fiscal quarter ending on February 28, 2012 and of not less than 3.75 to 1.0 for the fiscal quarter
ending on May 31, 2012. There are no scheduled principal payments on the Subordinated Credit Facility until
the maturity date of August 15, 2016.

Borrowings under the Subordinated Loan Agreement will bear regular interest at a rate equal to 12.0% per annum on
the outstanding principal amount.  Accrued and unpaid regular interest is payable on the last business day of each
fiscal quarter beginning with November 30, 2011 through August 15, 2016 at which time all upaid principal and
interest is due. Borrowings under the Subordinated Loan Agreement will bear additional interest of 2.0% per annum
and this accrued and unpaid additional interest of 2.0% is, at the Company’s option, payable in cash, or added to the
principal amount outstanding, on the last business day of each fiscal quarter.

On August 29, 2012, the Borrower entered into Amendment No. 2 (the “Amendment”) to the Subordinated Loan
Agreement with the Investors, among other things, (1) amend the definition of “Fixed Charge Coverage Ratio” to allow
the Borrower to fully offset the amount of cash taxes paid by any tax refunds received, (2) amend and restate the
requirements under the financial ratios and covenants in their entirety as follows: (a) require the Borrower to maintain:
(i) as of the last Business Day (as defined in the Subordinated Loan Agreement) of the fiscal quarter ending August
31, 2012, a ratio of Total Funded Senior Debt on such date to Pro Forma Adjusted EBITDA on a trailing 12 months
basis for such period of not greater than 4.5 to 1.0, (ii) thereafter as of the last Business Day of each fiscal quarter
ending on February 28th, May 31st and August 31st of each fiscal year, a ratio of Total Funded Senior Debt on such
date to Pro Forma Adjusted EBITDA on a trailing 12 months basis for such period of not greater than 3.75 to 1.0, (c)
eliminate the requirement for the Borrower to test as of the last Business Day of each fiscal quarter ending on
November 30th of each fiscal year, a ratio of Total Funded Senior Debt on such date to Pro Forma Adjusted EBITDA
on a trailing 12 months basis for such period and (d) require the Borrower to maintain, as of the last Business Day of
each fiscal quarter on a trailing 12 months basis, a Fixed Charge Coverage Ratio of not less than 1.25 to 1.0.
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The Company entered into an agreement with NewSpring and Peachtree to waive the application of the debt to
EBITDA covenant under the Amended and Restated Subordinated Loan Agreement for the quarter ended February
28, 2013.  However, the Company was in compliance with other applicable terms under the Amended and Restated
Subordinated Loan Agreement.

9.  Concentration of Credit Risk

Financial instruments that potentially subject the Company to a concentration of credit risk consist principally of
accounts receivable.

The Company’s revenues, by client type, consist of the following (in thousands):

For the Three Months Ended
February 28, 2013 February 29, 2012

Departments of the U.S.
Government $ 9,970 23.8 % $ 17,238 36.1 %
Canadian Government
Agencies 286 0.7 % 622 1.3 %
State and Local Governments 532 1.3 % 1,948 4.1 %
Commercial Companies 16,883 40.3 % 20,802 43.6 %
Education and Other 14,197 33.9 % 7,115 14.9 %
Total Revenues $ 41,868 100.0 % $ 47,725 100.0 %

For the Six Months Ended
February 28, 2013 February 29, 2012

Departments of the U.S.
Government $ 33,285 33.3 % $ 59,527 49.7 %
Canadian Government Agencies 627 0.6 % 1,076 0.9 %
State and Local Governments 1,126 1.1 % 3,608 3.0 %
Commercial Companies 36,057 36.0 % 41,680 34.8 %
Education and other 28,978 29.0 % 13,864 11.6 %
Total Revenues $ 100,073 100.0 % $ 119,755 100.0 %

The Company reviews a client’s credit history before extending credit.  The Company does not require collateral or
other security to support credit sales. The Company provides an allowance for doubtful accounts based on the credit
risk of specific clients, historical experience and other identified risks. Trade receivables are carried at original invoice
less an estimate made for doubtful receivables, based on review by management of all outstanding amounts on a
periodic basis.  Trade receivables are considered delinquent when payment is not received within standard terms of
sale, and are charged-off against the allowance for doubtful accounts when management determines that recovery is
unlikely and ceases its collection efforts.

The trade account receivables consist of the following (in thousands):

February 28,
2013

August 31,
2012

Trade receivables $ 24,207 $ 24,801
Allowance for doubtful accounts (386 ) (420 )
Trade receivables, net $ 23,821 $ 24,381
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Trade receivables include $3.4 million and $4.0 million of unbilled revenue as of February 28, 2013 and August 31,
2012, respectively.
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Major Clients

Sales to major clients, representing at least 10% of total revenue for a period consist of the following (in thousands):

For the Three Months Ended
February 28, 2013 February 29, 2012

School District #1 $ 9,416 22.5 % $ 5,033 10.5 %
Department of the U.S. Government 5,825 13.9 % 5,645 11.8 %
All Other Clients 26,627 63.6 % 37,047 77.7 %
Total Revenues $ 41,868 100.0 % $ 47,725 100.0 %

For the Six Months Ended
February 28, 2013 February 29, 2012

School District #1 $ 22,430 22.4 % $ 10,016 8.4 %
Department of the U.S.
Government 14,385 14.4 % 26,696 22.3 %
All Other Clients 63,258 63.2 % 83,043 69.3 %
Total Revenues $ 100,073 100.0 % $ 119,755 100.0 %

Trade receivables due from an education client in the southeastern United States and one of the departments of the
U.S. Government accounted for approximately 7.4% and 9.4%, respectively, of the Company’s trade receivables as of
February 28, 2013.  The same clients accounted for approximately 15.7% and 5.6%, respectively of the Company’s
trade receivable as of August 31, 2012.  

10.  Inventories

Inventories are stated at the lower of average cost or market. Inventories consist of finished goods purchased for
resale, including computer hardware, computer software, computer peripherals and related supplies.

11.  Accrued Liabilities

At February 28, 2013 and August 31, 2012, accrued liabilities consisted of the following (in thousands):

February 28, 2013 August 31, 2012
Accrued payroll $ 4,328 $ 5,372
Accrued commissions 132 145
Accrued state sales taxes 61 95
Accrued third-party service fees 22 9
Accrued restructuring expense 391 -
Deferred rent 174 192
Other accrued expenses 2,385 3,248
Total accrued liabilities $ 7,493 $ 9,061
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12.  Related Party Transactions

The Company leases warehouse and office space from related parties.  The aggregate expense for these lease
arrangements during the three months ended February 28, 2013 and February 29, 2012 was $144,000 and $134,000,
respectively.  During the six months ended February 28, 2013 and February 28, 2012, the aggregate expense for these
lease arrangements was $289,000 and $268,000, respectively.

13.      Legal Proceedings

The Company is occasionally involved in various lawsuits, claims, and administrative proceedings arising in the
normal course of business.  Except as set forth above, the Company believes that any liability or loss associated with
such matters, individually or in the aggregate, will not have a material adverse effect on the Company’s financial
condition or results of operations.

14.      Segment Information

As Emtec has grown and expanded its service offerings through acquisitions, the Company has started to experience a
substantial amount of cross-selling of services and sharing of personnel across its reporting units and segments.  In
addition, the back office functions have been consolidated under a single shared services group in the fourth quarter of
fiscal 2011, in an effort to fully integrate the Company’s 2011 acquisitions from an operational and financial reporting
standpoint.

Further, as part of the effort to fully integrate its acquisitions from an operational and financial reporting standpoint,
the Company installed a new ERP system (SAP) in June 2011.    As the Company has transitioned to cross selling
company-wide, the way that the Company tracks and evaluates financial information has evolved.  Historically, Emtec
tracked and evaluated operating results by each acquisition which was also treated as a reporting unit.  With the
introduction of the new ERP system and the integration of the acquisitions’ operations, the Company has decided to
redefine the way operating results are reviewed for purposes of performance assessment and resource allocation.
Accordingly, effective June 1, 2012, the Company's reportable segments are as follows:

• Federal – provides IT consulting and procurement services the various agencies of the U.S federal government.
•Commercial, State & Local and Education (“CSLED”) – provides IT consulting services to clients in the commercial,

state & local and education sectors.

In addition, the Company also has a “Corporate” segment which reports costs consisting of our executive departments,
employee benefit administration, accounting support, IT services, recruiting, and any other shared services, operating,
and administrative expenses that are not directly attributable to the reporting segments.  For purposes of performance
measurement, the Company charges certain expenses directly attributable to the reporting segment and allocates costs
reflected in the Corporate segment.  Identifiable assets of the reporting unit exclude Corporate segment assets
liabilities.  Corporate segment assets consist principally of cash, prepaid expenses, non-trade accounts receivables,
property and equipment, other assets, deferred taxes, other liabilities and general corporate borrowings.

The Company provides segment financial information in accordance with ASC 280, Segment Reporting.  The
accounting policies of our segments are the same as those described in Note 2 and there are no material intersegment
transactions.  In connection with the realignment of the Company’s segments, effective June 2012, prior year financial
information has been reclassified to reflect the new segment presentation.
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Reporting segment data is presented in the following table (in thousands):

February 28,
(Unaudited)

2013
August 31,

2012
Assets
Federal $ 11,631 $ 14,659
Commercial/SLED 42,934 42,426
Corporate 6,069 6,619
Total assets $ 60,634 $ 63,704

Three Months Ended Six Months Ended
(Unaudited) (Unaudited)

February
28, 2013

February
29, 2012

February
28, 2013

February
29, 2012

Revenue
Federal $9,970 $17,257 $33,285 $59,561
Commercial/SLED 31,898 30,468 66,788 60,194
Total Revenue $41,868 $47,725 $100,073 $119,755

Operating loss
Federal $196 $602 $1,660 $4,107
Commercial/SLED 2,203 945 5,000 1,876
Corporate (3,246 ) (4,597 ) (7,501 ) (7,625 )
Total operating loss $(848 ) $(3,051 ) $(842 ) $(1,643 )

Other expense, net 849 781 1,607 1,552
Loss before income taxes $(1,697 ) $(3,832 ) $(2,449 ) $(3,195 )

Deprecation and amortization
Federal $199 $224 $402 $498
Commercial/SLED 651 936 1,305 1,876
Corporate 179 160 348 307
Total depreciation and amortization $1,029 $1,320 $2,055 $2,681

Income tax expense (benefit)
Federal $(278 ) $471 $91 $1,730
Commercial/SLED (255 ) (360 ) (539 ) (556 )
Corporate (111 ) (1,207 ) (202 ) (2,085 )
Total income tax benefit $(644 ) $(1,096 ) $(650 ) $(911 )

Interest and other expense
Federal $129 $61 $237 $133
Commercial/SLED 546 375 1,114 679
Corporate 174 344 256 740
Total interest and other expense $849 $781 $1,607 $1,552

Purchases of property and equipment
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Federal $- 25 $- 40
Commercial/SLED 39 - 62 -
Corporate 158 110 338 436
Total purchases of property and equipment $197 $135 $400 $471
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Item 2.         Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with, and is qualified in its entirety by, the
unaudited financial statements, including the notes thereto, appearing elsewhere in this Quarterly Report on Form
10-Q.

Cautionary Statement Regarding Forward-Looking Statements

You should carefully review the information contained in this Quarterly Report on Form 10-Q and in other reports or
documents that we file from time to time with the Securities and Exchange Commission (the “SEC”).  In addition to
historical information, this Quarterly Report on Form 10-Q contains our beliefs regarding future events and our future
financial performance.  In some cases, you can identify those so-called “forward-looking statements” by words such as
“may,” “will,” “should,” “expects,” “plans,” “anticipates,” “believes,” “estimates,” “predicts,” “potential,” or “continue” or the negative of
those words and other comparable words.  You should be aware that those statements are only our predictions.  Actual
events or results may differ materially.  We undertake no obligation to publicly release any revisions to
forward-looking statements after the date of this report.  In evaluating those statements, you should specifically
consider various factors, including the risk factors discussed in our Annual Report on Form 10-K for the year ended
August 31, 2012 and other reports or documents that we file from time to time with the SEC.  All forward-looking
statements attributable to us or a person acting on our behalf are expressly qualified in their entirety by this cautionary
statement.

Assumptions relating to budgeting, marketing, and other management decisions are subjective in many respects and
thus susceptible to interpretations and periodic revisions based on actual experience and business developments, the
impact of which may cause us to alter our marketing, capital expenditure or other budgets, which may in turn affect
our business, financial position, results of operations and cash flows.

Overview of Emtec

Emtec, Inc., a Delaware corporation, was formed on January 17, 2001 and is an information technology (“IT”) services
provider.  We provide consulting, application services and infrastructure services to commercial and public sector
clients.  The Company’s client base is comprised of commercial businesses, school districts throughout the U.S. and
Canada and departments of the U.S. and Canada’s federal, state/provincial and local governments.
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Consolidated Statements of Operations for the Three Months Ended February 28, 2013 compared with the Three
Months Ended February 29, 2012.

EMTEC, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands)

For the Three Months Ended
February 28,

2013
February 29,

2012 Change %
Revenues
Consulting and outsourcing $22,157 $25,169 $(3,012 ) (12.0 )%
Procurement services 19,711 22,556 (2,845 ) (12.6 )%
Total Revenues 41,868 47,725 (5,857 ) (12.3 )%

Cost of Revenues
Cost of consulting and outsourcing 17,310 20,025 (2,715 ) (13.6 )%
Cost of procurement services 17,148 19,653 (2,505 ) (12.7 )%
Total Cost of Revenues 34,458 39,678 (5,220 ) (13.2 )%

Gross Profit
Consulting and outsourcing 4,847 5,144 (297 ) (5.8 )%
Consulting and outsourcing % 21.9 % 20.4 %

Procurement services 2,563 2,903 (340 ) (11.7 )%
Procurement services % 13.0 % 12.9 %

Total Gross Profit 7,410 8,047 (637 ) (7.9 )%
Total Gross Profit % 17.7 % 16.9 %

Operating expenses:
Selling, general, and administrative
expenses 7,301 8,060 (759 ) (9.4 )%
Retention bonuses to former owners of
acquired entities 167 292 (125 ) (42.9 )%
Restructuring charges - - - 0.0 %
Non-cash operating expenses
Stock-based compensation 188 79 109 138.0 %
Warrant liability adjustment (284 ) 1,059 (1,343 ) (126.8 )%
Earnout liability adjustment (143 ) 288 (431 ) -150 %
Depreciation and amortization 1,029 1,320 (291 ) (22.0 )%
Total operating expenses 8,258 11,098 (2,840 ) (25.6 )%
Percent of revenues 19.7 % 23.3 %
Operating income $(848 ) $(3,051 ) $2,203 (72.2 )%
Percent of revenues (2.0 )% (6.4 )%

Consolidated Results of Operations Overview
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Management examines numerous measures when analyzing the results of our operations.  Our objective is to grow the
overall revenues, gross profit margins and continuous operating cash flows of the Company.

As we diversify our business and grow our consulting and outsourcing services revenues, and in particular our
applications services revenues, we expect gross margins to increase.  However, due to changes in types of services, we
may occasionally see a decline in our services gross margin which may lead to a decline in our overall gross margin.

28

Edgar Filing: EMTEC INC/NJ - Form 10-Q

48



We measure our selling costs as a percentage of gross profit and sales compensation for the associates of the Company
is derived from gross profit.  We expect that our growth will lead to selling costs increasing, but as our revenues grow
we expect our selling costs to grow less quickly than our gross profit, thereby decreasing selling costs as a percentage
of total gross profit. We expect as we grow our general and administrative costs will decrease as a percentage of
revenue.  In the past, we have invested, from time to time, in additional selling, general and administrative costs in
order to be able to grow our revenue more quickly based on market conditions.  In addition, we may experience an
increase in our overall selling, general and administrative costs prior to being able to rationalize some of the costs (for
example after an acquisition, we may not experience overhead synergies immediately).

We currently categorize our revenues and costs of services into “Procurement Services” and “Consulting and
Outsourcing.” We have made these categorizations in order to analyze our growth in IT professional services as a
percentage of overall revenues.  We have divided our business into two reporting segments.  Our Federal segment
sells our portfolio of services to the various agencies of the U.S. federal government.  Our CSLED segment sells our
portfolio of services to clients in the Commercial and SLED business units.

Total revenue for the quarter ended February 28, 2013 decreased by $5.8 million or 12.3% to $41.9 million compared
to $47.7 million for the quarter ended February 29, 2012. This decrease was primarily the result of a decrease in our
revenue from our federal clients, commercial state and local clients that was partially offset by an increase in revenue
from our education clients.

The aggregate gross profit decreased by $637,000 for the quarter ended February 28, 2013 versus the same quarter in
fiscal 2012.  The decrease is primarily due to the reduction in revenue described above.  The aggregate gross margin
for the quarter ended February 28, 2013 increased to 17.7% from 16.9% in the same quarter in the prior year.  This
increase is primarily attributable to higher gross margins in our Consulting and Outsourcing revenues.  Our Consulting
and Outsourcing gross profit margin increased from 20.4% for the quarter ended February 29, 2012 to 21.9% for the
quarter ended February 28, 2013.  The increase in Consulting and Outsourcing service gross profit margin is a result
of our shift away from our lower margin staffing business and into higher margin Consulting and Outsourcing revenue
which has resulted in lower utilization of our staffing consultants as they are transitioned from staffing projects to
consulting projects that we manage.

We have itemized our operating expenses in order to present a more accurate picture of our ongoing costs.  Our
selling, general and administrative expenses include ongoing costs of our sales force and our administrative
overhead.   Selling, general and administrative expenses decreased by approximately $759,000, or 9.4%, for the
quarter ended February 28, 2013 versus the same quarter in fiscal 2012.    This decrease is primarily the result of our
ongoing cost cutting efforts and continued integration of our acquisitions, offset in part by new senior level hires of
sales and delivery personnel.

As part of the consideration we give to acquire companies, we often include bonuses which may either be in the form
of retention or performance incentives.  Often these bonuses are awarded to the second layer of management within
the acquired companies and, to a lesser extent, the former owners of the acquired companies.  Since these bonuses are
in lieu of purchase consideration, we separate them out in our segment comparative income statements.  During the
quarter ended February 28, 2013, we recorded $167,000 in retention bonus expense versus $292,000 in retention
bonus expense for the quarter ended February 29, 2012.
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Stock based compensation records the expense of any stock consideration awarded to management.  We believe
providing management with stock-based compensation properly motivates management to increase the value of the
Company’s stock over time and allows us to better retain key management.  It also allows the Company to increase its
operating cash flows instead of paying out large cash awards for performance.  Stock based compensation increased
by approximately $109,000 for the quarter ended February 28, 2013 to $188,000 from the same quarter in fiscal
2012.  

As explained in Note 6 to our financial statements, the Company has issued various warrants.  These warrants are
marked-to-market each quarter.  As the stock price increases and as the warrant moves closer to expiration, the
Company records an expense, and as the stock price decreases, the Company records income related to these
warrants.  The warrant liability adjustment for the quarter ended February 28, 2013 created income of $284,000 versus
an expense of $1.1 million for the quarter ended February 29, 2012. This is primarily the result of a decrease in the
Company’s stock price during the quarter ended February 28, 2013 versus an increase in the Company’s stock price for
the same quarter in fiscal 2012.

The Company recorded income of $143,000 related to the earnout liability adjustment for the quarter ended February
28, 2013 as compared to an expense of $288,000 for the quarter ended February 29, 2012. This non-cash adjustment
represents a decrease in the probability of the earnout liability being paid for previous acquisitions by the Company
based on the achievement of performance targets and the effect of the time value of money.  

Depreciation and amortization decreased by $291,000 to $1.0 million for the quarter ended February 28, 2013 as
compared to the same quarter in fiscal 2012.  This is primarily the result of the lower carrying value and lower
ongoing amortization of the Company’s client relationship asset due to an impairment charge totaling $4.1 million
recorded during the fourth quarter of fiscal 2012.

The Company generated an operating loss of $848,000 for the quarter ended February 28, 2013 as compared to an
operating loss of $3.1 million for the quarter ended February 29, 2012.  The decrease in the operating loss between
periods is the result of the changes described above.

We have divided our business into three segments as of June 1, 2012:

•Federal – provides IT consulting services, outsourcing services, and procurement services to the various agencies of
the U.S. federal government.

•CSLED – provides IT consulting services, outsourcing services, and procurement services to clients in the
commercial, state & local and education sectors.

• Corporate – Provides operational support to the segments and generates no revenue or gross profit.

We discuss the results of each segment below.
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Results of Operations -Federal

The following discussion and analysis provides information that management believes is relevant to an assessment
and understanding of our results of operations for the three months ended February 28, 2013 and February 29, 2012.

FEDERAL
STATEMENTS OF OPERATIONS

(In thousands)

For the Three Months
Ended

February
28, 2013

February
29, 2012 Change %

Revenues
Consulting and outsourcing 2,465 3,003 (538 ) (17.9 )%
Procurement services 7,505 14,254
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