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caTy: HOUSTON
STATE: X
ZI P: 77074
</ SEC- HEADER>
<DOCUMENT>
<TYPE>10- Q
<SEQUENCE>1
<DESCRI PTI ON>QUARTERLY REPORT
<TEXT>
FORM 10- Q
SECURI TI ES AND EXCHANGE COW SSI ON
VWASHI NGTQN, D. C. 20549
(Mark One)

| X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURI TI ES
EXCHANGE
ACT OF 1934

For the quarterly period ended March 31, 1998
OR
| | TRANSI TI ON REPORT PURSUANT TO SECTI ON 13 OR 15(d) OF THE SECURI TI ES
EXCHANGE
ACT OF 1934

For the transition period from to

Conmi ssion file nunber: 333-09789

ALLSTAR SYSTEMS, | NC.
(Exact nane of Registrant as specified in its charter)

DELAVWARE 76- 0062751
(State or other jurisdiction of (I.R S. Enployer
I ncorporation or organizati on) | dentification No.)

6401 SOUTHWEST FREEVAY
HOUSTON, TEXAS 77074
(Address of principal executive offices) (Zi p code)
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(713) 795-2000
(Regi strant's tel ephone nunber including area code)

Not applicable
(Former nane, forner address, and forner fiscal year, if changed since | ast
report)

| ndi cate 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 nonths (or for such shorter period
that the
registrant was required to file such reports), and (2) has been subject
to such
filing requirenents for the past 90 days. Yes = No X

APPLI CABLE ONLY TO REG STRANTS | NVOLVED | N BANKRUPTCY
PROCEEDI NGS DURI NG THE PRECEDI NG FI VE YEARS:

I ndi cate by check mark whether the registrant has filed al
docunents and
reports required to be filed by Section 12, 13 or 15(d) of the
Securities
Exchange Act of 1934 subsequent to the distribution of securities under
a plan
confirmed by a court. Yes _ No

(APPLI CABLE ONLY TO CORPORATE REG STRANTS)
I ndicate the nunber of shares outstanding of each of the
registrant's
cl asses of common stock, as of the | atest practicable date.
Title CQut st andi ng
Conmon Stock $.01 par val ue per share As of March 31, 1998, 4,454, 6411
shares
out st andi ng
<PAGE>
PART |. FI NANCI AL | NFORVATI ON

| TEM 1. FI NANCI AL STATEMENTS
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ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARI ES

CONSCLI DATED BALANCE SHEETS

(I'n thousands, except share and par val ue anounts)

Decenber 31

ASSETS
Current assets:
Cash and cash equival ents
Restricted cash

$ 280
Cash
1, 301
Total cash and cash equival ents
1,581

Accounts receivable - trade, net
23, 759

Accounts receivable - affiliates
527 434

| nventory
4,700

Def erred taxes
212 212

O her current asset
428 404

Total current assets
31, 090

Property and equi pnent
2,013

O her assets
253 81
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Tot al $ 33,675

LI ABI LI TI ES AND STOCKHOLDERS' EQUI TY

Current liabilities

Not es payabl e $ 4,821
1,572

Account s payabl e 10, 290
12, 805

Accrued expenses 3,528
3, 565

| ncone taxes payabl e
(194) 82

Deferred service revenue
188 242

Total current liabilities 18, 633

18, 266

Deferred Credit - Stock warrants

195 195
Total liabilities $ 18, 828
18, 461

Commi t nents and conti ngenci es Stockhol ders' equity:
Preferred stock, $.01 par value, 5,000,000
shares aut hori zed, no shares issued
Conmon st ock:
$.01 par val ue, 50,000,000 shares authori zed,
4,454,411 and 4, 454, 411 shares
| ssued and out st andi ng on Decenber
31, 1997 and March 31, 1998, respectively
45 45
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Addi tional paid in capital 10, 013
10, 013
Ret ai ned ear ni ngs 4,789
4, 665
Total stockhol ders' equity 14, 847
14, 723
Tot al $33, 675
$33, 184
See notes to consolidated financial statenents
<PAGE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARI ES
CONSOLI DATED STATEMENTS OF | NCOVE
(I'n thousands, except share and per share anounts)
(Unaudi t ed)
Three Mont hs Ended
March 31,
1998
1997
Tot al Revenue $ 32,542
26, 593
Cost of sal es and services 27,732
22,762
Gross Profit 4,810
3,831
Selling, general and adm ni strative expenses 4,576
3,135
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Qperating i ncone
234 696

I nterest expense and ot her inconme (net)
28 289

| nconme before provision for incone taxes
206 407

Provi sion for incone taxes
82 154

$ 253

Net inconme per share:
Basi c
$0. 09

Diluted
$0. 09

Wi ght ed average shares out st andi ng:

Basi c
2,675, 000
Di | ut ed
2,675, 000
See notes to consolidated financi al
<PAGE>
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ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(I'n thousands)
(Unaudi t ed)
Three Mont hs

Mont hs
ended
ended
March 31,
March 31,
1998
1997
Net i ncone $ 124
253
Adj ustnents to reconcile net incone to net cash
provi ded by (used in) operating activities
Gai n of disposal of assets ---
Depreciati on and anortization 167

125

Def erred t axes ---

Changes in assets and liabilities that provided (used) cash:

Accounts receivable - trade, net 3,058
(676)

Accounts receivable - affiliates (93)
(119)

| nvent ory (1, 342)
(272)

O her current assets (24)

Q her assets (177)
(40)

Account s payabl e (2,515)
1, 896

Accrued expenses (37)
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(71)

| ncome taxes payabl e
136

Def erred service revenue
(69)

Net cash provided by (used in)
operating activities

(1, 163)

Cash flows frominvesting activities:
Capital Expenditures
(109)

Proceeds from sale of fixed assets

Net cash used in investing activities:

(109)

Cash flows fromfinancing activities:
Net increase (decrease) in notes payable
436

Net cash provided by (used in) financing

activities:
436

Net increase (decrease) in cash and cash
equi val ent s
1, 490

Cash and cash equival ents at begi nni ng of period

229
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Cash and cash equivalents at end of period $ 3, 508 $
1,719

Suppl enent al di scl osures of cash flow information:

Cash paid for interest $ 46 $
403
Cash paid for taxes $ 348 $
1, 032
See notes to consolidated financial statements
<PAGE>

ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
NOTES TO CONSCLI DATED FI NANCI AL STATEMENTS

(I'n thousands, except share and per share anounts)
1. BASI S OF PRESENTATI ON

Al star Systenms, Inc. and subsidiaries ("Allstar"') is engaged in
t he sale
and service of conmputer and teleconmunications hardware and software
products.
Al star's wholly owned subsidiary, Stratasoft, Inc. creates and markets
sof twar e
related to the integration of conputer and tel ephone technologies. In
January,
1997 Allstar fornmed IT Staffing Inc. to provide tenporary and
per manent

pl acenent services of technical personnel. In March, 1998 Allstar forned
All star
Systens Rio Gande, Inc., a wholly-owned subsidiary, to conduct

operations in

West Texas and New Mexico. Al operations of the business are
primarily

conducted fromoffices located in Houston, Dallas, Austin, MAlIlen and E
Paso,

Texas and in Al buquerque and Las Cruces, New Mexi co.
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A substantial portion of Allstar's sales and services are authorized
under
arrangenents with product manufacturers and Allstar's operations are
dependent
upon rmaintaining its approved status with such manufacturers. As a
result of
these arrangements and arrangenents wth its custonmers, gross profit
coul d be
limted by the availability of products or allowance for volune
di scounts.
Furthernore, net inconme before inconme taxes could be affected by
changes in
I nterest rates which underlie the credit arrangenents which are used for
wor Ki ng
capi tal

The condensed consolidated financial statenments presented herein at
Mar ch
31, 1998 and for the three-nonth period ended March 31, 1997 and
1998 are
unaudi ted; however, all adjustnents which are, in the opinion of
managenent ,
necessary for a fair presentation of the financial position,
results of
operations and cash flows for the periods covered have been nmade and
are of a
normal, recurring nature. Accounting mneasurenents at interim dates
i nherently
i nvolve greater reliance on estimates than at year end. The results
of the
interimperiods are not necessarily indicative of results for the full

year. The

consol i dated bal ance sheet at Decenber 31, 1997 is derived from
audi t ed

consolidated financial statements but does not include all disclosures
required

by generally accepted accounting principles. Although nmanagenent
bel i eves the

di scl osures are adequate, certain information and disclosures normally
i ncl uded

in the notes to the financial statenents has been condensed or
omtted as

permtted by the rules and regul ations of the Securities and
Exchange

Conmmi ssi on.
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New Accounting Pronouncenents. On January 1, 1998, the Conpany
adopt ed
Statenent of Financi al Accounting Standards ("SFAS') No. 130,
Reporti ng
Conpr ehensive Inconme. Conprehensive income is a nore inclusive
fi nanci al
reporting nethodology that includes disclosure of certain financial
I nf ormati on
that historically has not been recognized in the presentation of net
I ncone.
SFAS No. 130 requires the, reporting of conprehensive incone in addition
to net
I ncone fromoperations. For the three nonths ended March 31, 1998 and
1997, the
Conpany had no itens of conprehensive incone, and as a result the
Conpany' s
reported net incone was the sane as conprehensive incone.

In March 1998, the Accounting Standards Executive Committee
("AcSEC') of
the Anerican Institute of Certified Public Accountants ('AICPN)
reached a
consensus on Statenent of position ("SOP') No. 98-1, Accounting for the
Cost of
Computer Software Developed or Ootained for Internal Use, which
provi des
gui dance on accounting for the costs of conmputer software. SOP No.
98-1 is
effective for fiscal years beginning after Decenber 15, 1998.
Managenent is
evaluating what, if any, inpact this SOP wll have on the
Conpany upon
I npl ement ati on.

In April 1998, the ACSEC of the Al CPA reached a consensus on SOP No.
98- 5,
Reporting on the Costs of Start-up Activities, which provides that the
costs of
such activities be expensed as incurred. SOP No. 98-5 is effective for
fiscal
years begi nning after Decenber 15, 1998. Managenent is eval uati ng what,
I f any,
I npact this SOP will have on the Conpany upon inplenentation.

In March 1998, the Energing |ssues task Force ("EITF') of the FASB
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reached

a consensus on |Issue No. 97-11, Accounting for the Internal Costs
Relating to

Real Estate Property Acquisitions, which requires that internal
costs of

identifying and acquiring operating properties be expensed as
I ncurr ed.

Managenent is currently evaluating the inpact this EITF, which was
effective for

transactions on or after March 20, 1998, will have on the Conpany.

<PAGE>
2. | NCENTI VE STOCK PLANS

In Septenber 1996 Allstar adopted the 1996 Incentive Stock
Pl an (the
"Incentive Plan") and the 1996 Non-Enployee Director Stock Option
Pl an (the
“"Director Plan"). Under the Incentive Plan, Allstar's Conpensati on
Comm ttee may
grant up to 417,500 shares of commobn stock, which have been
reserved for
I ssuance, to certain key enployees of Allstar. The Incentive Plan
provi des for
the granting of incentive awards in the formof stock options, restricted
st ock,
phant om st ock, stock bonuses and cash bonuses in accordance with the
provi si ons
of the plan. Additionally, no shares may be granted after the tenth
anni versary
of the Incentive Plan's adoption. Allstar has reserved for issuance,
under the
Director Plan, 100,000 shares of commopbn stock, subject to certain
antidilution
adjustnments. The Director Plan provides for a one-tine option by newy
el ect ed
directors to purchase up to 5,000 common shares, after which each
director is
entitled to receive an option to purchase up to 2,000 comon shares
upon each
date of re-election to Allstar's Board of Directors. Options granted
under the
Director Plan have an exercise price equal to the fair market val ue on
the date
of grant and generally expire ten years after the grant date. As of

file///Y|/1998/05_15_10Q.htm (13 of 32)8/18/2004 6:54:53 AM



file///Y|/1998/05_15_10Q.htm

March 31,

1998, 20,000 stock option grants have been issued to directors
under the

Director Plan. The exercise price of the directors' options is $4.625 per
shar e.

As of March 31, 1998 incentive stock options totaling 180,300 shares
have been

i ssued to enployees. The exercise price of 80,000 of the stock option

grants is

$6. 00 per share and 100, 300 of the stock option grants have an exercise
price of

$4. 625 per share. The stock option grants will vest ratably over the
five year

period fromthe date of issuance. In addition, an incentive award in the
f or m of

restricted stock was granted for 14,286 shares which will vest ratably
over the

two year period ending July 7, 1999.

3. LI TI GATI ON

On July 13, 1996, a former custoner brought suit agai nst the Conpany
In the
152nd Judicial District Court of Harris County, Texas. The plaintiff
al | eges
that the Conpany failed to provide and conplete prom sed
installation and
configuration of certain conputer equipnent wthin the time prom sed
by the
Conpany. Based on these allegations, the plaintiff 1is suing for
breach of
contract and other statutory violations and is seeking actual nonetary
damages
of approximately $3 million and trebl e damages under the Texas Deceptive
Tr ade
Practices Act. The Conpany is unable to estimte the range of possible
recovery
by the plaintiff Dbecause the suit is still in the early stages of
di scovery.
However, the Conpany is vigorously defending the action.

Allstar is party to other litigation and clains which nmanagenent
bel i eves
are normal in the course of its operations; while the results of such
litigation
and clains cannot be predicted wth certainty, Allstar believes the
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final

outcone of such matters will not have a materially adverse effect on its
results

of operations or financial position.

<PAGE>

| TEM 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND
RESULTS
OF OPERATI ON

ALLSTAR SYSTEMS. | NC.
MANAGEMENT" S DI SCUSSI ON AND ANALYSI S
OF FI NANCI AL CONDI TI ON AND RESULTS OF OPERATI ONS

The followng discussion is qualified inits entirety by, and
shoul d be
read in conjunction wth, the Conpany's Consolidated Financi al
St at enent s,
i ncluding the Notes thereto.

OVERVI EW

The Conpany is engaged in the business of reselling conputer
har dwar e,
busi ness tel ephone systens and software products and providing rel ated
servi ces.
In addition, the Conpany derives revenue from providing |IT
Services to
purchasers of Conputer Products and other custoners. The Conpany
operates from
offices in Houston, Austin, E Paso, Mallen and Dallas, Texas
and in
Al buquer que, New Mexico. Wile all offices offer conputer related
products and
services, certain offices do not offer tel ecommunications products and
servi ces.
The Conpany devel ops and narkets CTlI Software through its wholly-
owned
subsidiary Stratasoft, Inc. To date, nost of the Conpany's revenue
has been
derived from Conputer Products sales. During the quarter ended March 31,
1998,
Conmputer Products totaled 85.3%of revenues while IT Services, Telecom
Syst ens
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and CTl Software totaled 8.9% 3.3%and 2.5% of revenues, respectively.

The Conpany's Conputer Products division sells a wde variety of
conput er
hardware and software products available from over 600
manuf acturers and
suppl i ers. The Conpany's products include desktop and |aptop
conput ers,
noni t or s, printers and other peripheral devi ces, operati ng
system and
application software, network products and m d-range host and server
syst ens.
The Conpany is an authorized reseller of products froma nunber of
| eadi ng
manuf acturers of conputer hardware, software and networ ki ng equi pnent.

General ly, Conputer Products sales are nmade on a purchase order
basis, with
few on-going conmtnents to purchase fromits custonmers. On certain
occasi ons,
|l arge "roll-out” orders are received with delivery schedul ed over a | onger
term
such as six to nine nonths, while normal orders are received and
delivered to
the custoners wusually wthin approximately thirty days of the receipt
of the
order. Because of this pattern of sales and delivery, the Conpany
normal |y does
not have a significant backl og of computer product sales.

I T Services are provided by the Conpany both in conjunction
w th and
separately fromits Conputer Products sales. The Conpany typically prices
its IT
Services on atine and nmaterials basis or under fixed fee service
contracts,
dependi ng on custoner preference and the |evel of service commtnent

requi red.

In markets where the Conpany does not maintain branch offices, it
often

subcontracts for necessary technical personnel, particularly where

requi red for

| ar ger scope or prolonged duration contracts. The Conpany's I T Services
I ncl ude

I nformation systens support, authorized warranty service, hardware
repair and
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mai nt enance services, conplex network diagnostic services, end user
support

services and software diagnostic services. The Conpany also offers
conpl ete

outsourcing of a custoner's conputer and network managenent and

t echni cal

support needs on a contract basis. In addition, the Conpany provides

t enpor ary

and permanent staffing services.

To support and maintain the quality of these services and to
mai ntain
vendor accreditation necessary to resell and service its significant
pr oduct
| ines, the Conpany's technical staff participate in various
certification and
aut hori zati on progranms sponsored by hardware manuf acturers and
sof t war e
suppliers. The Conpany's ability to attract and retain qualified
pr of essi onal
and technical personnel is critical to the success of its IT Services
busi ness.
The nost significant portion of the costs associated wth the delivery
of IT
Services are of personnel <costs. Therefore, in order to be
successful, the
Conpany's billable rates nust be in excess of the personnel costs and its
mar gi n
I s dependent upon maintaining high wutilization of its service
personnel. In
addition, the conpetition for high quality personnel has generally
intensified
causi ng the Conpany's, along with other I T Service providers, personnel
costs to
I ncrease. The Conpany's costs of goods and services includes the personnel
costs
of its billable technical staff.

Wi |l e the Conpany has service contracts with its |arger custoners,
many of
these contracts are project based or are termnable on relatively short
noti ce.

Through the Tel ecom Systens division, the Conpany markets,

I nstalls and
services business telephone systens, including |arge PBX systens and
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smal | er

"key systens"', along with a variety of related products including
har dwar e and

software products for data and voice integration, wde area
connectivity and

t el ephone system networking, w reless comrmuni cati ons and vi deo

conf erenci ng.

<PAGE>

The Conpany devel ops and narkets proprietary CTl Software, which
I nt egrat es
busi ness tel ephone systens and networked conputer systens, under the
trade nane
"Stratasoft.”
custom zed to
suit a custoner's particular needs and are often bundled with conputer
har dwar e
supplied by the Conpany at the custoner's request. Stratasoft products
I ncl ude
software for call center nmanagenent, both in-bound and out-bound, as
wel | as
I nteractive voi ce response software.

Basi ¢ products offered by the Conpany are typically

The Conpany believes that each of its four separate
busi nesses are
conpl enentary to each other and allow the Conpany to offer a broader
range of
I ntegrated products and services in order to satisfy its custoners'
i nformation
and communication technology requirenents than many of its
conpetitors. The
Conpany's strategy is to maintain and expand its relationships
with its
custoners by satisfying a greater portion of these requirenents.

A significant portion of Conpany's selling, general and
adm ni strative
expenses relate to personnel costs, sone of which are variable and
ot hers of
which are relatively fixed. The Conpany's vari abl e personnel
costs are
substantially conprised of sales comm ssions, which are typically
cal cul at ed
based upon the Conpany's gross profit on a particular sales transaction
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and t hus

generally fluctuate with the Conpany's overall gross profit. The
remai nder of

the Conpany's selling, general and adm nistrative expenses are
relatively nore

fixed and, while still somewhat variable, do not vary with increases in
revenue

as directly as do sal es commi ssi ons.

| nacom Corp. ("Inacom') is the |argest supplier of products sold
by the
Conpany. | n August 1997, the Conpany renewed its long-term supply
arr angement
with I nacom and agreed to purchase at |east 80%of its Conputer
Products from
I nacom but only to the extent that such products are nade avail able
within a

reasonable period of tinme at reasonably conpetitive pricing. |nacom
does not

carry certain product |ines sold by the Conpany and Inacom nay be
unable to

of fer reasonabl e product availability and reasonably conpetitive
pricing from

time to tinme on those product I|ines that it carries. The Conpany thus
expects

that less than 80% of its total purchases will be made from | nacom and
t hat any

i ncrease or decrease over historical levels in the percentage of
products it

pur chases from I nacom under the new | nacom agreenent will not have any
mat eri al

I npact on the Conpany's results of operations.

The Conpany nmanages its inventory in order to mnimze the
amount of
I nventory held for resale and the risk of inventory obsolescence and
decr eases
I n market value. The Conpany attenpts to maintain a |level of inventory
required
to reach only its near term delivery requirenents by relying on the
r eady
avai lability of products fromits principal suppliers. Manufacturers
of the
Conpany's mmj or products generally provide price protection, which
reduces the
Conpany's exposure to decreases in prices. In addition, its suppliers
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general ly

allow for returns of excess inventory, which, on alimted basis,
are made

w t hout material restocking fees.

This Form 10-Q contains forward | ooking statenents that involve
ri sks and
uncertainties. The Conpany's actual results may differ significantly
fromthe
results discussed in the forward |ooking statenents. Such forward
| ooki ng
statenents include risks and uncertainties. Such risks and
uncertainties, nmany
of which are not wwthin the control of the Conpany, may cause the actual
results
to differ materially from the results discussed in the forward
| ooki ng
statenments, including, but not limted to, the Conpany's ability to
execute and
I mpl ement its plans and strategies and /or control the economc
envi ronnment in
whi ch the Conpany it operates.

<PAGE>

The followng table sets forth, for the periods indicated,
certain
financial data derived fromthe Conpany's consolidated statenents of
oper ati ons
and i ndicates the percentage of total revenue for each item

Three nont hs ended March 31,

1998
1997
Anmount %

Anmount %
Revenue( 1)

Computer Products................... $27, 752 85. 3 $23, 222
87.3

| T Services. .......... . ... ... 2,892 8.9
1,991 7.5

Tel ecomsystens. .................... 1,072 3.3
953 3.6

CTl Software........................ 826 2.5
427 1.6
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Total revenue..................... 32,542
100. 0

G oss Profit

Computer Products................... 3, 352
11.0
I T Services. . ........c ... 975
39.3
Tel ecom Systens. .................... 172
31.9
CTlI Software............. ... .. ..... 311
44. 8
Total Gross Profit................ 4,810
14. 4

Sel ling, general and

adm ni strative expense............ 4,576
11.8
Qperating INCONME. . ... 234
696 2.6
I nterest expense (net of other incone.. 28
289 1.1

I ncone before provision for

I nconme taxes 206
407 1.5
Provi sion (benefit) for

ncome taxes. ..........ouuiun.. 82
154 0.6
Net Income......... ... ... .. ... $ 124
253 1.0
Earnings per share..................... $0. 03
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Wi ght ed aver age shares out st andi ng. 4,457, 107 2,675,000

(1) Percentages shown are percentages of total revenue, except gross
profit

percentages which represent gross profit by each business unit as a

per cent age

for each such unit.

Three Mont hs Ended March 31, 1998 Conpared To Three Months Ended March 31,
1997

TOTAL REVENUE. All of the Conpany's business units increased
revenues over
the prior year's conparable period. Total revenue increased by $5.9
mllion
(22.49% from$26.6 mllion in 1997 conpared to $32.5 mllion in 1998.
Revenue
from Conputer Products increased by $4.5 mllion (19.5% from $23.2
million in
1997 to $27.8 million in 1998. Revenue from Conputer Products as a
per cent age of
total revenue decreased 2.0% from 87.3%in 1997 to 85.3%in 1998.
Approxi matel y

$1.6 mllion of the increase in Conputer Products fromthe prior
peri od was
realized in new offices while $2.9 mllion was realized in offices

existing in

1997. Revenue from I T Services increased $901, 000 (45.3% from $2.0
mllion in

1997 to $2.9 million in 1998 because of the continued expansion of its
billable

technical staff, together wth an enphasis on higher I|evel services
to the

Conpany's existing custoners and the addition of new custoners. Revenue
fromIT

Services as a percentage of total revenue increased from7.5%in 1997 to
8. 9% of

total revenues in 1998. Revenue from Telecom Systens increased by
$119, 000

(12.5% from $953,000 mllion in 1997 to $1.1 million in 1998. The

I ncrease in

Tel ecom Systens revenue was primarily the result of the Conpany's
ability to

obtain new orders for system installations fromnew custoners.
Revenue from
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Tel ecom Systens as a percentage of total revenue decreased from3.6%in
1997 to

3.3%in 1998 because other business units grew revenues at a greater
rate than

Tel ecom Systens.. CTl Software revenue increased by $399, 000
(93.5% from

$427,000 in 1997 to $826,000 in 1998. The growth in CTlI Software
revenues was

primarily due to increased marketing efforts which resulted in the
addi ti on of

new custoners and i ncreased acceptance of the Conpany's software products
In the

mar ket pl ace. Revenue from CTlI Software, as a percentage of total
revenue,

I ncreased from1.6%in 1997 to 2.5%in 1998.

<PAGE>

GRCSS PROFIT. Gross profit increased by $979,000 (25.5% from $3.8
mllion
in 1997 to $4.8 million in 1998 and gross margin increased from14.4%in
1997 to
14.8% in 1998. The gross margin for Conputer Products increased from
11.0%in
1997 to 12.8%in 1998, which was primarily the result of |ower unit costs
on the
products purchased relative to their selling prices which reflects
intensified
conpetition anong the Conpany's suppliers. The gross profit fromlIT
Servi ces
increased 24.7% from $782,000 in 1997 to $975,000 in 1998. G oss
mar gi n
decreased from 39.3%in 1997 to 33.7%in 1998. This decrease in gross
mar gi n was
primarily attributable to a lower wutilization rate of the Conpany's
bill able
technical staff Ileading to higher |abor costs as a percent of
revenue.
Additionally, the wage costs of the Conmpany's billable staff are
general ly
hi gher in the 1998 period conpared to the 1997 period, due to the
relative
scarcity of qualified technical staff in the conputing services
I ndustry. The
gross margin for Telecom Systens sales decreased from 31.9%in 1997 to
16.0%in
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1998, reflecting higher installation costs than are normally

I ncurred. The

Conpany treats its costs associated with its technical staff as part of
t he cost

of sales. Due to the relatively fixed nature of technical staff
costs, when

| ower than expected revenues are realized, cost of sales,
expressed as a

per cent age of revenues, increases proportionately. During the 1998
period the

Conpany was unable to conplete the installation of several of its
proj ects

resulting in the recognition of |lower revenues and gross profits

t han were

expected The gross margin for CTl Software decreased from44.8%in 1997 to
37. 7%

in the 1998 due to higher installation costs on its products.

SELLI NG GENERAL AND ADM NI STRATIVE EXPENSES . Selling,
general and
adm ni strative expenses increased by $1.4 million (45.9% from $3.1
million in
1997 to $4.6 million in 1998. As a percentage of total revenue, selling,
gener al
and adm ni strative expenses increased from11.8%in 1997 to 14.1% in 1998.
Those
conponents of selling, general and adm nistrative expenses which
I ncreased
significantly, as a percentage of revenues, were conmm sSion expense,
per sonnel
rel ated costs and general expenses related to opening new offices.
Conmi ssi on
expense increased, as a percent of revenues, because gross nmargin, upon
whi ch
the Conpany bases its conmssion rates, increased in the 1998 period
Ver sus
1997. During the 1998 quarter, the Conpany enpl oyed a significant nunber
of new
enpl oyees in its El Paso and New Mexico offices. Since these enpl oyees
recei ved
conpensation prior to the realization of significant revenues the
amount of
selling, general and adm nistrative expenses increased both as to anount
and as
expressed as a percent of revenues. The Conpany also increased the
nunber of
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admnistrative enployees relative to the increases in revenues in
order to

enhance its ability to neet the requirenents of revenue growh and

I ncreases in

the nunber of offices operated by the Conpany. Most notably, the
Conpany

commenced the wupgrading of its conputing systens to enhance the
speed and

capacity of its systens. |In addition, during the 1998 period the
Conpany

Incurred costs related to the opening of offices in McAIlen and El Paso,
Texas

and Al buquerque and Las Cruces, New Mexico wthout realizing
revenues

comensurate with those expenses.

OPERATING |INCOVE. Operating incone decreased by $462, 000
(66.3% from
$696,000 in 1997 to $234,000 in 1998 due to higher selling,
general and
adm nistrative expenses. Qperating incone decreased as a percentage of
t ot al
revenue from 2.6%in 1997 to 0.7%in 1998. Contributing to the
decrease in
operating incone were operating |osses incurred in newy opened
of fices. The
conbi ned operating losses incurred in the operation of newly opened
of fi ces was
approxi mately $109, 000.

| NTEREST EXPENSE (NET OF OTHER [INCOVE). Interest expense (net of
ot her
i ncone) decreased $261,000 from $289, 000 during 1997 period conpared to
$28, 000
in the 1998 period. This reflects the reduced | evel of the Conpany's
short-term
debt during the 1998 period when conpared to 1997. The
reduction was
acconplished by applying all of the net proceeds fromthe sale of common
st ock
to the repaynent of the Conpany's debt.

NET | NCOVE. Net incone, after a provision for incone taxes totaling
$82, 000
(reflecting an effective tax rate of 39.8%in 1998 conpared to 37.8%in
1997),
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decreased by $129, 000 from $253,000 in 1997 to $124,000 in 1998.

<PAGE>
Liquidity And Capital Resources

The Company's working capital was $12.8 mllion and $12.8
mllion at
Decenber 31, 1997 and March 31, 1998, respectively. As of March 31
1998, the
Conpany had borrowing capacity under the Conpany's credit facility of
$12.6
mllion.

Cash Fl ow

Operating activities wused net cash totaling $1.2 mllion during the
t hree
nont hs ended March 31, 1998. Qperating activities used net cash during the
t hree
nonths ended WMarch 31, 1998 because of decreases in accounts
payabl e and
Increases in inventories. Wile trade accounts receivable decreased
by $3.1
mllion this decrease was offset by increases in accounts
payabl e and
i nventories. Net income and depreciation provided cash of $291, 000.

I nvesting activities wused cash totaling $153,000 during the three
nont hs
ended March 31, 1998. The Conpany's investing activities that used cash
duri ng
this period was primarily related to capital expenditures. During
t he next
twel ve nonths, the Conpany expects to incur an estimted $700, 000
mllion for
capital expenditures, a mmjority of which is expected to be
incurred for
| easehol d inprovenents and other capital expenditures in connection
wth the
pl anned consolidation of its warehouse facilities into a single facility
In the
Dal | as-Fort Wirth area, the refurbishnent of its Dallas branch office
and the
openi ng of branch offices in EIl Paso and San Antonio, Texas. The actual
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amount

and timng of such capital expenditures nmay vary substantially depending
upon,

anong other things, the actual facilities selected, the |evel of
expendi t ures

required to render the facilities suitable for the Conpany's purposes
and the

ternms of | ease arrangenents pertaining to the facilities.

Financing activities provided cash totaling $3.2 million during the
three
nmont hs ended March 31, 1998.

Asset Managenent

The Conpany had trade accounts receivable, net of allowance for
doubt f ul
accounts, of $20.7 mllion at March 31, 1998. The nunber of days'
sal es
outstanding in trade accounts receivable was 53 days, which is equal to
t he days
outstanding of the prior quarter but reflecting slower than normal
paynent by
the Conpany's custoners during the three nonths ended March 31, 1998.
Bad debt
expense as a percentage of total revenue for the three nonths ended
March 31,
1998 was 0.3% which was higher than bad debt expense for the three nonths
ended
March 31, 1997 because during the 1997 period the Conpany realized a
recovery of
a previously charged off account. The Conpany's all owance for doubtful
accounts,
as a percentage of trade accounts receivable, was 1.0% at Decenber 31
1997, and
1.5%at March 31, 1998. Inventory turnover for the three nonths ended
March 31,
1998 and 1997 was 18.7 tines, and 16.9 tines, respectively.

<PAGE>
Current Debt Obligations
Historically, the Conpany has satisfied its cash requirenents

principally
t hrough borrowi ngs under its lines of credit and through operations. The
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Conpany

mai ntai ns a cash position sufficient to pay only its imedi ately due

obl i gati ons

and expenses. Wen the anount of cash available falls belowits inmediate
needs,

the Conpany requests advances wunder a credit facility provided by
Deut sche

Fi nanci al Services ("DFS Facility")

The total credit available under the DFS Facility is $30.0 nillion,
subj ect
to borrowng base |imtations which are generally conputed as a
per cent age of
various classes of eligible accounts receivable and qualifying inventory.
Credit
avai l able under the DFS Facility for floor plan financing of
I nventory from
approved manufacturers (the "lInventory Line") is $20.0 mllion. Available
credit
under the DFS Facility, net of Inventory Line advances, is $10.0 mlli on,
whi ch
Is used by the Conpany prinmarily to carry accounts receivable and for
ot her
wor ki ng capital and general corporate purposes (the "Accounts Line").
Bor r ow ngs
under the Accounts Line bear interest at the fluctuating prine rate
m nus 1.0%
per annum Under the Inventory Line, DFS pays the Conpany's inventory
vendor s
directly, generally in exchange for negotiated financial incentives.
Typi cal |y,
the financial 1incentives received are such that DFS does not charge
interest to
the Conpany until 40 days after the transaction is financed, at which
time the
Conpany is required to either pay the full invoice anount of the
I nventory
purchased from corporate funds or to borrow under the Accounts Line
for the
anount due to DFS. Inventory Line advances not paid within 40 days
after the
financing date bear interest at the fluctuating prine rate plus
5.0% For
pur poses of calculating interest charges the mninmmprinme rate under
t he New
DFS Facility is 7.00% DFS may change the conputation of the borrow ng
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base and

to disqualify accounts receivabl e upon whi ch advances have been nade and
require

repaynment of such advances to the extent such disqualifications
cause the

Conmpany's borrowi ngs to exceed the reduced borrow ng base.

The DFS Facility is <collateralized by a security interest in
substantially
all of the Conpany's assets, including its accounts receivable,
I nventory,
equi pnent and bank accounts. Collections of the Conpany's accounts
recei vabl e
are required to be applied through a | ockbox arrangenent to repay
I ndebt edness
to DFS; however, DFS has anended the | ockbox agreenent to nmake such
arrangenent s
contingent upon certain financial ratios. Provided the Conpany is in
conpl i ance
with its debt to tangible net worth covenant, the Conpany has
di scretion over

the use and application of the funds <collected in the | ockbox. |If the
Conpany
exceeds that financial ratio, DFS may require that |ockbox paynents be
appl i ed

to reduce the Conpany's indebtedness to DFS. If in the future DFS
requires that

all | ockbox paynents be applied to reduce the Conpany's

I ndebt edness, the

Conmpany would be required to seek funding from DFS or other sources
to neet

substantially all of its cash needs.

The Company has a $2.0 million credit facility with IBM Credit
Cor porati on
(the " IBMCC Facility") for the purchase of |BM branded inventory from
certain
suppliers. Advances under the IBMCC Facility are typically interest free
for 30
days after the financing date for transactions in which adequate
fi nanci al
incentives are received by IBMCC fromthe vendor. Wthin 30 days
after the
financing date, the full invoice anmount for inventory financed through
| BMCC i s
required to be paid by the Conpany. Anobunts remaining outstanding
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t hereafter

bear interest at the fluctuating prine rate (but not |ess than 6.5% plus
6. 0%

| BMCC retains a security interest in the inventory financed. The |IBMCC
Facility

is imediately term nable by either party by witten notice to the other.

Under the DFS Facility the Conpany is required to maintain (i) a
tangi bl e
net worth of $10.0 mllion, (ii) a ratio of debt ninus subordinated
debt to
tangi ble net worth of 4 to 1 and (iii) a ratio of current tangible
assets to
current liabilities of not less than 1.4 to 1.

Both the IBMCC Facility and the DFS Facility prohibit the
paynent of
di vi dends unl ess consented to by the | ender.

<PAGE>
PART 1. OTHER | NFORMATI ON
| TEM 1. LEGAL PROCEEDI NGS

On July 13, 1996, a fornmer custoner brought suit agai nst the Conpany
in the
152nd Judicial District Court of Harris County, Texas. The plaintiff
al | eges
that the Conpany failed to provide and conplete prom sed
installation and
configuration of certain conputer equipnment wthin the tine prom sed
by the
Conpany. Based on these allegations, the plaintiff 1is suing for
breach of
contract and other statutory violations and is seeking actual nonetary
damages
of approximately $3 mllion and treble damages under the Texas Deceptive
Tr ade
Practices Act. The Conpany is unable to estimate the range of possible
recovery
by the plaintiff because the suit is still in the early stages of
di scovery.
However, the Conpany is vigorously defending the action.

Al star is party to other litigation and clains which mnanagenent
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bel i eves

are normal in the course of its operations; while the results of such
litigation

and clains cannot be predicted wth certainty, Allstar believes the
final

out cone of such matters will not have a materially adverse effect on its
results

of operations or financial position.

SI GNATURES

Pursuant to the requirenents of the Securities Exchange Act of
1934, the
registrant has duly caused this report to be signed on its behalf
by the
under si gned, thereunto duly authori zed.

Al'l star Systens, Inc.

MAY 15, 1997 By: /s/ JAMES H. LONG
Dat e Janes H. Long, Chief Executive Oficer

MAY 15, 1997 By:/s/ DONALD R CHADW CK

Dat e Donal d R Chadw ck, Chief Financi al
O ficer

<PAGE>

</ TEXT>

</ DOCUMENT>

<DOCUMENT>

<TYPE>EX- 27

<SEQUENCE>2

<DESCRI PTI ON>FI NANCI AL DATA SCHEDULE
<TEXT>

<TABLE> <S> <C

<ARTI CLE> 5
<MULTI PLI ER> 1, 000

<S> <C

file///Y|/1998/05_15_10Q.htm (31 of 32)8/18/2004 6:54:53 AM



file///Y|/1998/05_15_10Q.htm

<PERI OD- TYPE>

<FI SCAL- YEAR- END>
<PERI OD- END>

<CASH>

<SECURI TI ES>

<RECEI VABLES>
<ALLOMNANCES>

<I NVENTORY>

<CURRENT- ASSETS>
<PP&E>

<DEPRECI ATl ON>
<TOTAL- ASSETS>
<CURRENT- LI ABI LI TI ES>
<BONDS>

<PREFERRED- MANDATORY>
<PREFERRED>

<COVVON>

<OTHER- SE>

<TOTAL- LI ABI LI TY- AND- EQUI TY>

<SALES>

<TOTAL- REVENUES>
<CGS>

<TOTAL- COSTS>
<OTHER- EXPENSES>
<LGSS- PROVI SI ON\>

<| NTEREST- EXPENSE>
<| NCOVE- PRETAX>

<l NCOVE- TAX>

<| NCOVE- CONTI NUI NG
<Dl SCONTI NUED>
<EXTRAORDI NARY>
<CHANGES>

<NET- | NCOVE>

<EPS- PRI MARY>
<EPS- DI LUTED>

</ TABLE>

</ TEXT>

</ DOCUVENT>

</ SEC- DOCUMENT>

3- MOS
DEC- 31- 1998
MAR- 30- 1998
3508
0
20701
0
6042
428
3831
(1827)
33675
18633
0
0
0
45
14802
33675
32542
32542
27732
27732
4576

28
206
82
124

124
.03
.03

----- END PRI VACY- ENHANCED MESSAGE- - - - -

file///Y|/1998/05_15_10Q.htm (32 of 32)8/18/2004 6:54:53 AM



	Local Disk
	file:///Y|/1998/05_15_10Q.htm


