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For the transition period from to

Commi ssion file nunber: 333-09789

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

DELAWARE 76- 0515249
(State of incorporation) (I.R S. Enployer ldentification No.)
6401 SOUTHWEST FREEWAY
HOUSTQON, TEXAS 77074
Address of principal executive offices) (Zi p code)

Regi strant's tel ephone nunber including area code: (713) 795-2000

Not applicabl e
(Fornmer name, former address, and fornmer fiscal year, if changed since |ast
report)

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 requirenments for the past 90 days. Yes X _ No__

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

I ndi cate by check mark whether the registrant has filed all documents 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 wunder a plan
confirned by a court.

Yes No

(APPLI CABLE ONLY TO CORPORATE REG STRANTS)
Indicate the nunber of shares outstanding of each of the registrant's
cl asses of comnmon stock, as of the |latest practicable date.
Title CQut st andi ng

Conmmon Stock $.01 par val ue per share As of August 3, 1999
4,170, 125 shares out st andi ng

<PAGE>

PART |. FI NANCI AL | NFORVATI ON
I TEM 1. FI NANCI AL STATEMENTS
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARI ES
CONSOL| DATED BALANCE SHEETS
(I'n thousands, except share and par val ue anounts)
June 30, Decenber 31
1999 1998
(Unaudi t ed)
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ASSETS
Current assets:
Cash and cash equivalents................... $ 6,734
Accounts receivable, net.................... 35, 563
Accounts receivable - affiliates ........... 463
I NVeNt Ory. . ... e 8, 655
Deferred taxes .......... iy 431
| ncone taxes receivable..................... 813
QG her current assets .............. ... .. .... 347
Total current assets .............. 53, 006
Property and equipnment............... . ... ... ..... 2, 856
Qher asset s ... 173
Total e $ 56,035

LI ABI LI TIES AND STOCKHOLDERS' EQUI TY

Current liabilities:

Notes payable ............... ... ... ... .. .... $ 14,836
Accounts payable........... ... ... ... .. ... ... 23,165
Accrued exXpensSesS. . .. ... 5,284
Deferred service revenue.................... 166

Total current liabilities.......... 43, 451
Deferred credit - stock warrants............ 195

Conmi t ment s and conti ngenci es
St ockhol ders' equity:
Preferred stock, $.01 par val ue, 5,000,000 shares
aut hori zed, no shares issued
Conmmon st ock:
$.01 par val ue, 15,000,000 shares authorized,
4,441, 325 shares issued and out standi ng

on June 30, 1999 and Decenber 31, 1998.... 44
Additional paid in capital.................. 10, 037
Unearned equity conpensation................ (1)
Treasury stock (271,200 shares, at cost).... (834)
Retained earnings............. ... .. ..., 3, 143

Total stockholders' equity......... 12, 389
Total .. $ 56,035

See notes to consolidated financial statenents

<PACE>

ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARI ES
CONSOLI DATED STATEMENTS OF | NCOVE
(I'n thousands, except share and per share anpunts)
(Unaudi t ed)

$

Three Months Ended June 30,

1999
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Total revenue. . ... .. ... .. $ 50, 291
Cost of sales and services..............c.coov..... 44,951
Goss profit... ... .. 5, 340
Sel l'ing, general and administrative expenses..... 5,671
Qperating (loss) incone......... ... .. ... (331)
I nterest expense, net of other inconme............ 208

(Loss) incone before (benefit) provision

for income taxes........ ... (539)
(Benefit) provision for incone taxes (169)
Net (10SS) inCoOmMe. .. ... ..., $ (370)

Diluted. ... ... ... .. . $( 0.09)

BasiC...... ... ... e 4,169, 017
Diluted........ ... . ..., 4,169, 017
Si x Mont hs

1999

Total revenue. . ... $ 98,159
Cost of sales and services....................... $ 87,042
Goss profit...... .. . . . . 11, 117
Sel ling, general and adm nistrative expenses..... 11, 275
Operating (loss) income.......... ... ..., (158)
I nterest expense, net of other inconme............ 450

(Loss) incone before (benefit) provision for

I NCOMB L aAXES. . ottt e e e e e (608)
(Benefit) provision for incone taxes............. (184)
Net (10SS) iNCOMB. ... ... $ (424)
Net (loss) income per share:

Basi C. ... $ (0.10)

Diluted. ... ... $ (0.10)
Wei ght ed average shares out st andi ng:

BasiC...... ... .. .. e 4,168, 971

Diluted. ... ... . 4,168, 971
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See notes to consolidated financial statenents

<PAGE>

<TABLE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(I'n thousands)
(Unaudi t ed)
<CAPTI ON>
<S>
<C

Si x Mont hs
ended
June 30,

1998

Net (1 0SS) I NCOMB. ... e
$ 393
Adj ustments to reconcile net (loss) inconme to net cash

provided by (used in) operating activities:

Depreciation and anortization............. ... .. ...,
544 358
Changes in assets and liabilities that provided

(used) cash:

Accounts receivable, net........ ... . .. . .. ..
(427)

Accounts receivable - affiliates......... ... ... ... .......
(153)

I NVENt Or Y. .
(3, 855)

Income Taxes Receivable....... ... .. .. .. . . . . . . . . . .. . ... ..

G her current assSetsS. . ... ... ...t
212 27

O her aSSelS. .. i
(165)

Accounts payabl e. .. ... . ...
6, 524 153

ACCrued EXPENSES. . o ittt
119 544

Incone taxes payable....... ... .. . . . . .
(145)

Deferred service revenue. . ... ...t
(90) 89

Net cash provided by (used in) operating
ACt I VIt BS. .
(3,181)
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Cash flows frominvesting activities:
Capital expenditures. . ........ i (473)
(230)

Cash flows fromfinancing activities:
Purchase of treasury
st ock (40)
Net (decrease) increase in notes payable................... (1,122)
3,594

Net increase in cash and cash
equi val BNt S. . ..

4,196 143

Cash and cash equivalents at beginning of period................ $ 2,538
1,581

Cash and cash equivalents at end of period...................... $ 6, 734
1,724

Suppl enent al di scl osures of cash flow information

Cash paid for interest........ ... . .. i, $ 503
$ 117

Cash paid for taxes........ou i $ 0
$ 364

See notes to consolidated financial statenents

</ TABLE>
<PACE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
(I'n thousands, except share and per share anpunts)
1. DESCRI PTI ON OF BUSI NESS AND SUMVARY OF SI GNI FI CANT ACCOUNTI NG POLI Cl ES

Al l star Systems, Inc. and subsidiaries ("Allstar") are engaged in the sale
and service of computer and tel ecomrunications hardware and software products.
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During 1995 Allstar forned and incorporated Stratasoft, Inc., a wholly-owned
subsidiary, to create and market software related to the integration of conputer
and tel ephone technol ogies. |In January 1997, Allstar formed IT Staffing Inc., a
whol | y-owned subsidiary, to provide tenporary and permanent placenent services
of technical personnel. 1In March 1998, Allstar formed Allstar Systens R o
Grande, Inc., a wholly-owned subsidiary, to engage in the sale and service of

computer products in western Texas and New Mexi co.

A substantial portion of Allstar's sales and services are authorized under
arrangenments wi th product manufacturers. Allstar's operations are dependent upon
mai ntaining its approved status with such manufacturers. As a result of these
arrangenments and arrangements with its custoners, gross profit could be limted
by the availability of products or allowance for volume discounts. Furthernore,
net income before income taxes could be affected by changes in interest rates
that underlie the credit arrangenents that are used for working capital

The condensed consolidated financial statements presented herein at June
30, 1999 and for the three nmonths and the six nonths ended June 30, 1999 are
unaudi ted; however, all adjustnents which are, in the opinion of nanagenent,
necessary for a fair presentation of the financial position, results of
operations and cash flows for the periods covered have been made and are of a
normal, recurring nature. Accounting neasurenents at interimdates inherently
involve greater reliance on estimtes than at year-end. The results of the
interimperiods are not necessarily indicative of results for the full year. The
consol idated balance sheet at Decenmber 31, 1998 is derived from audited
consolidated financial statenments but does not include all disclosures required
by generally accepted accounting principles. Although nanagenent believes the
di scl osures are adequate, certain information and disclosures normally included
in the notes to the financial statenments has been condensed or onmitted as
permitted by the rules and regul ations of the Securities and Exchange
Commi ssi on.

Recl assi fications - Certain amunts in the consol i dat ed fi nanci al
statements presented herein have been reclassified to conformto current year
presentation.

Use of Estimates - The preparation of the financial statenments in
conformity with generally accepted accounting principles requires managenent to
make estinmates and assunptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of
the financial statenments and the reported anmount of revenues and expenses duri ng
the reporting period. Actual results could differ fromthese estimates.

Accounti ng Pronouncerments - In June 1999, the Financial Accounting
Standards Board issued Statenent of Financial Accounting Standards No. 137,
"Accounting for Derivative Instrunments and Hedging Activities-Deferral of the
Effective Date of Statement No. 133" ("SFAS No. 137"). SFAS No. 137 is effective
for all fiscal quarters of fiscal years beginning after June 15, 2000.
Managenent is eval uati ng what inpact the pronouncement might have, if any, and
addi tional disclosures nay be required when this statenent is inplenented.

<PAGE>

2. I NCENTI VE STOCK PLANS

In Septenmber 1996 Allstar adopted the 1996 Incentive Stock Plan (the
"Incentive Plan"') and the 1996 Non-Enmployee Director Stock Option Plan (the
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"Director Plan"). Under the Incentive Plan, Allstar's Conpensation Conmittee 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 provides for
the granting of incentive awards in the formof stock options, restricted stock,
phant om st ock, stock bonuses and cash bonuses in accordance with the provisions
of the plan. Additionally, no shares may be granted after the tenth anniversary
of the Incentive Plan's adoption. Allstar has reserved for issuance, under the
Director Plan, 100,000 shares of common stock, subject to certain antidilution
adjustnents. The Director Plan provides for a one-tinme option by newy elected
directors to purchase up to 5,000 coomon shares, after which each director is
entitled to receive an option to purchase wup to 2,000 comobn shares upon each
date of re-election to Allstar's Board of Directors. Options granted under the
Director Plan and the Incentive Plan have an exercise price equal to the fair
mar ket val ue on the date of grant and generally expire ten years after the grant
date. As of June 30, 1999, 37,000 stock option grants have been issued to
directors under the Director Plan. The exercise price of 28,000 of the
directors' options is $1.50 per share and for 9,000 of the directors' options is
$1.75. As of June 30, 1999 incentive stock options totaling 415,872 shares have
been i ssued to enpl oyees. The exercise price of 8,000 of the stock option grants
is $6. 00 per share, 214,600 of the stock option grants have an exercise price of
$1.50 per share, 3900 of the stock option grants have an exercise price of $1.75
and 189, 372 of the stock option grants have an exercise price of $1.063. The
stock option grants will vest ratably over the five year period fromthe date of
i ssuance. In addition, incentive awards in the formof restricted stock were
granted for 14,286 shares that will vest ratably over the two-year period ending
July 7, 1999 and 50,000 shares, which wll vest ratably over the five-year
period ending May 20, 2004. During the quarter ended June 30, 1999 Allstar
exchanged restricted stock awards for 63,086 shares for stock option grants on
126,172 shares at an exercise price of $1.06 per share. The stock option grants
vest over the same period as the exchanged restricted stock awards. As of June
30, 1999, Allstar had restricted stock awards outstanding for 1,200 shares.

3. EARNI NGS PER SHARE

The conputations of basic and diluted earnings per share for each period were as
fol | ows:

<TABLE>
<CAPTI O\>
Three nont hs ended June 30, Si x nont hs ended

June 30,
<S> <C <C
<C <C

1999 1998
1999 1998

(Anmpounts in thousands except share and per
share data)

Nuner at or :
Net income (10SS)........ccvvviinnnn.... $(370) $270
(%424) $393

Denoni nat or :
Denom nator for basic earnings per
share - wei ghted-average shares
outstanding.............. ... .. ..... 4,169, 017 4, 436, 609 4,168,971
4, 438, 357
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Ef fect of dilutive securities:
Shares i ssuable from assunmed conversi on
of common stock options, warrants and

restricted stock.......... ... ... .. .. .. ... 0 7,727
0 3, 885
Denom nator for diluted earnings per share.. 4,169,017 4,444, 336
4,442,242
Basic earnings per share.................... $(0.09) $0. 06
$(0. 10) $0. 09
Diluted earnings per share.................. $(0.09) $0. 06
$(0.10) $0. 09
<FN>

The potentially dilutive options totaling 86,442 shares, calcul ated under the
treasury stock nethod, were not used in the calculation of diluted earnings per
share for the three nonths and the six nonths ended June 30, 1999 since the
effect of potentially dilutive securities in conputing a |loss per share is
antidilutive.

</ FN>

</ TABLE>

<PAGE>
4, SEGVENT | NFORVATI ON

Al star has three reportable segnents: (1) Information Technology, (2)

Tel ecom Systens and (3) CTlI Software. Information Technology includes products
and services relating to conputer products and nanagerment information systens.
Tel ecom Systens includes products, installation and services relating to

tel ephone systens. CTl Software includes software products that facilitate
tel ephony and computer integration primarily for telemarketing and call center
applications. Allstar evaluates performance of each segnent based on operating
i ncone. Managenent only views accounts receivable, and not total assets, by
segnent in their decision making. The tables bel ow show the results of the three
reportabl e segnents:

<TABLE>

<CAPTI ON\>

<S> <C <C <C
I nformation Tel ecom CTl
Technol ogy Syst ens Sof t wa

Consol i dat ed

For the quarter ended June 30, 1999 (Unaudited):

Total revenue....................... $ 48, 302 $ 1,164 $
50, 291

Cost of sales and services.......... 43, 480 1, 058

44,951
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Goss profit........................ 4,822
5, 340

Sel ling, general and

adm nistrative expenses............. 4,572
5,671

Operating inconme (loss)............. $ 250
$ (331)

Accounts receivable, net............ $ 30, 444
35, 563

For the quarter ended June 30, 1998 (Unaudited):

Total revenues $ 37,509
39, 840

Cost of sales and services.......... 32,581
33,890

Goss profit........ ... .. .. ... ... ... 4,928
5, 950

Sel ling, general and

adm nistrative expenses............. 4,431
5, 464

Qperating incone (loss)............. $ 497
$ 486

Accounts receivable, net............ $ 22,963
28,063

For the six nonths ended June 30, 1999 (Unaudited):

Total revenue....................... $ 94, 104
98, 159
Cost of sales and services.......... 84, 430
87,042
Goss profit............. ... ... .... 9,674
11, 117
Sel ling, general and

adm ni strative expenses........... 9, 167
11, 275
Operating income (loss)............. $ 507
$ (158)
Accounts receivable, net............ $ 30,444
35, 563
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For the six nonths ended June 30, 1998 (Unaudited):

Total revenue....................... $ 68, 154 $ 2,890 $ 1, 338
72,382
Cost of sales and services.......... 58, 899 1,931 792
61, 622
Goss profit........ ... ... ... ... .... 9, 255 959 546
10, 760
Sel ling, general and

adm nistrative expenses........... 8, 064 1,151 824
10, 039
Qperating income (loss)............. $ 1,191 $ (192) $ (278)
$ 721
Accounts receivable, net............ $ 22,963 $ 4, 259 $ 841
28,063
</ TABLE>
<PAGE>

5. CREDI T ARRANGEMENTS

Allstar has a $30.0 nillion credit agreenent with a commercial finance conpany.
Thi s agreenent contains restrictive covenants which, anpong other things, require
specific ratios of current assets to current liabilities and debt to tangible

net worth and require Allstar to naintain mninum tangible net worth. Allstar
did not maintain the required ratio of current assets to current liabilities for
the quarter ended June 30, 1999; however, Allstar subsequently received a waiver
fromthe commercial finance conpany for the non-conpliance.

6. LI TI GATI ON

During 1998 Allstar filed suit against a former enployee and such forner

enpl oyee has filed a counter-claim against Allstar. Allstar intends to
vi gorously defend such counter claim Allstar is unable to estimte the range of
possi ble recovery by the former enpl oyee because the suit is still in the early

stages of discovery.

Allstar is party to litigation and clainms which managenent believes are
normal in the course of its operations; while the results of such litigation and
clainms cannot be predicted with certainty, Alstar believes the final outcone of

such matters wll not have a materially adverse effect onits results of
operations or financial position

<PAGE>

I TEM 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL

file:///Y/1999/08_11_10Q A.htm (11 of 26)8/18/2004 6:48:25 AM



SEC EDGAR Submission 0001020017-99-000007

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 following discussion is qualified inits entirety by, and should be
read in conjunction wth, the conpany's consolidated financial statenents,
including the notes thereto included elsewhere in this Form 10-Q and the
conpany's Form 10-K, previously filed with the Securities and Exchange
Conmi ssi on.

Overvi ew

Al star Systems, |Inc. is engaged in the business of reselling conputer
har dwar e, busi ness tel ephone systens and software products and providing rel ated
services. In addition, we derive revenue from providing services to purchasers

of conputer products and other customers. W operate fromoffices in Houston

Austin, El Paso, San Antonio and Dallas, Texas and in Al buquerque and Las
Cruces, New Mexico. Wile all offices offer conputer related products and
services, nost offices do not offer tel econmunications products and services. W
devel op and narket CTlI Software through our wholly owned subsidiary Stratasoft,
Inc. To date, nost of our revenue has been derived fromconputer products sales
and related services. During the quarter ended June 30, 1999, Information
Technol ogy totaled 96.1% of revenues while Telecom Systens and CTlI Software
total ed 2.3% and 1.6% of revenues, respectively.

I nformation Technology sells a wide variety of conputer and data
conmmuni cati ons hardware and software product s available from over 600
manuf acturers. W sell desktop and |laptop conputers, nonitors, printers and
ot her peripheral devices, operating systemand application software, network
products and m d-range host and server systens. W are an authorized reseller of
products froma number of |eading manufacturers of conmputer hardware, software
and networ ki ng equi pnent.

Generally, products and system sales are nmade on a purchase order basis,
with few on-going conmitnents to purchase fromits custoners. On certain
occasions, large "roll-out" orders are received with delivery schedul ed over a
| onger term such as three to nine nonths, while normal orders are received and
delivered to the custoners wusually wthin approximately thirty days of the
recei pt of the order. Because of this pattern of sales and delivery, we normally
do not have a significant backl og of conmputer product sales.

Services are provided by Information Technology both in conjunction wth
and separately fromits product and system sales. W typically price our
services on a time and nmaterials basis or under fixed fee service contracts,
dependi ng on custoner preference and the level of service conmitment required.
In markets where we do not maintain branch offices, we often subcontract for
necessary technical personnel, particularly where required for |arger scope or
prol onged duration contracts. The services provided include informtion systens
support, authorized warranty service, hardware repair and nai ntenance servi ces,
compl ex network diagnostic services, end user support services and software
di agnostic services. W also offer conplete outsourcing of a custoner's conputer
and network nmanagenent and technical support needs on a contract basis. In
addition, we provide tenporary and permanent technical staffing services.

To support and maintain the quality of these services and to maintain
vendor accreditation necessary to resell and service its significant product
lines, our technical staff participates in various certifications and
aut hori zati on prograns sponsored by hardware manufacturers and software
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suppliers. Qur ability to attract and retain qualified professional and

technical personnel is critical to the success of our services business. The
nost significant portion of the costs associated with the delivery of services
is personnel costs. Therefore, in order to be successful, our billable rates
must be in excess of the personnel costs and our margin is dependent upon
mai ntaining high wutilization of our service personnel. In addition, the

conmpetition for high quality personnel has generally intensified causing our and
ot her service providers personnel costs to increase.

<PACE>

Wiile we often have service contracts with our larger custoners, nany of
these contracts are project based or are terninable on relatively short notice.

Through Tel ecom Systens, we market, install and service business tel ephone
systems, including |arge PBX systens and snaller "key systens", along with a
variety of related products including hardware and software products for data
and voice integration, w de area connectivity and tel ephone system networKki ng,
wi rel ess comuni cations and video conferencing. As with Information Technol ogy,
Tel ecom Systenm s cost of sales include both product cost and | abor cost, and the
| abor has a nore fixed nature. During periods when there is downward pressure on
pricing systems, managenment of |abor cost is necessary for Tel ecom Systemnms not
to have erosion of gross nargin.

We devel op and narket proprietary CTl Software, which integrates business
tel ephone systens and networked conputer systens, under the trade nane
"Stratasoft." Qur basic products are typically custom zed to suit a custoner's
particul ar needs and are often bundled with conputer hardware supplied by us at
the custoner's request. Stratasoft products include software for call center
managenent, both in-bound and out-bound, as well as interactive voice response
sof t war e.

We believe that each of our three businesses are conplementary to each
other and allow us to offer a broader range of integrated products and services
in order to satisfy our custoners' information and conmunication technol ogy
requi rements than many of our conpetitors. Qur strategy is to maintain and
expand our relationships wth our customers by satisfying a greater portion of
these requirenments. Qur cost of sales and services include product cost and
| abor. Labor has a nore fixed nature such that higher |evels of service revenues
produce nore gross margin while |ower levels of service revenues produce |ess
gross nargin. Mnagenent of |abor cost is inportant in order to prevent erosion
of gross nmargins.

Qur cost of sales and services include product cost and |abor. Labor has a
nore fixed nature such that higher |evels of service revenues produce nore gross
margin while lower |evels of service revenues produce less gross margin. In
peri ods when there is downward pressure on service sales pricing, it becones
nore inportant for managenment of |abor cost in order to prevent erosion of gross
mar gi ns.

A significant portion of our selling, general and administrative expenses
relate to personnel costs, sone of which are variable and others of which are
relatively fixed. Qur variable personnel costs are substantially conprised of
sal es conmi ssions, which are typically cal cul ated based upon our gross profit on
a particular sales transaction and thus generally fluctuate with our overal
gross profit. The remainder of selling, general and administrative expenses are
relatively nore fixed and, while still sonewhat variable, do not vary with
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increases in revenue as directly as do sal es conmi ssi ons.

Inacom Corp. ("Inaconl) has historically been the largest supplier of
products sold by the conpany. |In August 1996, we renewed our long-term supply
arrangement wth |Inacomand agreed to purchase at |east 80% of our conputer
products from Inacom but only to the extent that such products are made
avail able within a reasonabl e period of time at reasonably conpetitive pricing.
I nacom does not carry certain product lines sold by us and | nacom nay be unabl e
to offer reasonable product availability and reasonably conpetitive pricing from
time to tinme on those product lines that it carries. W expect that considerably
| ess than 80% of our total purchases wll be made from Inacom and that any
i ncrease or decrease over historical levels in the percentage of products we
purchases fromlInacom under the I nacom agreenment wll not have any nateri al
i mpact on the conpany's results of operations. Oher najor suppliers include
Ingram M cro, Inc. and Tech Data Corporation

We nanage our inventory in order to mnimze the anount of inventory held
for resale and the risk of inventory obsol escence and decreases in market val ue.
W attenpt to maintain a level of inventory required to reach only our near term
delivery requirements by relying on the ready availability of products from our
princi pal suppliers. Manufacturers of our major products generally provide price
protection, which reduces our exposure to decreases in prices. |In the past,
product suppliers generally allowed for returns of excess inventory, which, on a
limted basis, were nmade without naterial restocking fees. However, significant
suppliers recently revised their policies to restrict the anount of returns
allowed. It is expected that thischange increases our risks associated with

<PAGE>

inventory ownership. In particular, we have greater risk associated wth
i nventory obsol escence and declining values. In addition, certain manufacturers
of products have generally becone nore restrictive wth respect to price
protection. This has increased our risks, as they relate to the value of
inventories. Each of these changes nay cause a reduction of gross nmargins
realized on the sale of products.

Speci al notice regardi ng forward-|ooking statements

This quarterly annual report on Form 10-Q contains f orwar d- | ooki ng
statenents within the meaning of the private securities litigation reformact of
1995 relating to future events or our future financial performance including,
but not limted to, statenments contained in item11 "financial statenents"” and

item2. - "managenent's discussion and analysis of financial condition and
results of operations.” Readers are cautioned that any statenent that is not a
statenment of historical fact, including but not limted to, statements which may
be identified by words including, but not Iinited to, "anticipate," "appear,"
"believe," "could," "estimate," "expect," "hope," "indicate," "intend,"
"likely,” "my," "mght," "plan," "potential," "seek," "should," "wll,k"

"woul d," and other variations or negative expressions thereof, are predictions
or estimations and are subject to known and unknown risks and uncertainties.
Nunmer ous factors, including factors which we have little or no control over, my
affect the conpany's actual results and may cause actual results to differ
materially fromthose expressed in the forward-Iooking statenents contained
herein. In evaluating such statenents, readers should consider the various
factors identified in the conpany's annual report on Form 10-K, as filed with
the Securities and Exchange Conmission including matters set forth initem1.-
"factors which may affect the future results of operations,” which could cause
actual events, performance or results to differ materially fromthose indicated
by such statenents.
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Three Mont hs Ended June 30, 1999 Conpared To Three Mnths Ended June 30, 1998
(Dol lars in thousands)
The following table sets forth, for the periods indicated, certain
financial data derived fromour unaudited consolidated statenments of operations
for the three nmonths ended June 30, 1999 and 1998.

<TABLE>
<CAPTI ON\>
Three nmont hs ended June 30,
1999
<S> <C <G
<G
Anmount %

Amount %
Revenue
Information Technology.......... ... ... .. ... ... ....... $ 48, 302 96. 1
94.1
Tel eCOM SYSt BMB. . . . .ot 1,164 2.3
1,818 4.6
CTl Sof tware. . ... e e e e e 825 1.6
513 1.3

Total revenue. . .........c. i 50, 291 100.0
100.0
Gross profit:
Informati on Technology....... ... ... .. .. .. . .. . .. . ..., 4,822 10.0
13.1
Tel eCOm SySt eNMB. . . . .ot 106 9.1
43. 3
CTl Sof tware. . ... e e e e e 412 49.9
45.8

Total gross profit........ ... .. ... .. ... ..... 5, 340 10.6
14.9
Sel ling, general and adm nistrative expenses......... 5,671 11.3
13.7
Qperating i NCOMB. . ... .t e e et (331) (0.7)
486 1.2
I nterest expense, net of other inconme................ 208 0.4
51 0.1
(Loss) income before (benefit)
provision for income taxes............couiiiiiiina... (539) (1.1)
435 1.1
(Benefit) provision for inconme taxes................. (169) ( 0.3
165 0.4
Net (10SS) iNCOMB. .. ...t e $ (370) (0.8)
270 0.7
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<FN>

Percentages shown are percentages of total revenue, except gross profit
percentages, which represent gross profit by each business unit as a percentage
for each such unit.

</ FN>

</ TABLE>

<PAGE>

TOTAL REVENUE. Total revenue increased by $10,451 (26.2% to $50,291 in
1999 from $39, 840 in 1998.

Information Technol ogy revenue increased by $10, 793 (28.8% to $48,302 in
1999 from $37,509 in 1998. As a percentage of total revenue, Information
Technol ogy revenue increased to 96.1%in 1999 from94.1%in 1998. The increase
in Information Technology revenues was primarily attributable to revenues
derived fromnew custonmer relationships in offices opened in late 1997 and
during 1998, together with significant revenue growh realized fromnew and
exi sting customers in our nore mature offices in Dallas and Houston. Information
Technol ogy revenues from our newer offices, opened in 1997 and 1998, i ncreased
by $3,279 (69.3% while revenues fromour nore mature offices in Dallas and
Houston increased by $7,514 (22.9%.

Tel ecom Systens revenue decreased by $654 (36.0% to $1,164 in 1999 from
$1,818 in 1998. Revenue from Tel ecom Systens as a percentage of total revenue
decreased to 2.3%in 1999 from4.6%in 1998. The decrease in Telecom Systens
revenue was due to increased pricing conpetition from a directly owned
subsidiary of the manufacturer of the tel ephone system product |line that has
accounted for a mpjority of Tel ecom Systens revenues over the past year. Severa
large sales were lost to this conpetitor at far below the pricing levels at

which we were willing to price such systens. In addition, during the 1999
period, we attenpted to make changes to our Tel ecom Systens busi ness, which has
produced unsatisfactory profitability results to date, in an attenpt to

ultimately inprove financial performance in this business unit, and this caused
decreased sales activity as nmnagenent, operational procedure and staffing
changes were nade

CTl Software revenue increased by $312 (60.8% to $825 in 1999 from $513 in
1998. The increase in CTl Software revenues was due to both increased sales and
i ncreased size of sales of its products in 1999. Revenue from CTl Software, as a
percentage of total revenue, increased to 1.6%in 1999 from 1.3%in 1998.

GRCSS PROFIT. Gross profit decreased by $610 (10.3% to $5,340 in 1999 from
$5,950 in 1998. Gross margin decreased to 10.6%in 1999 from 14. 9% in 1998.

Information Technology gross profit decreased $106 to $4,822 in 1999 from
$4,928 in 1998 in spite of the increased revenues described above, due to | ower
gross margin realized in 1999. |Information Technol ogy gross margin decreased to
10.0%in 1999 from13.1%in 1998. The reduction in gross margin was the result
of the conmbined effects of our participation in |ower margin | arge vol une sal es
transactions, |ower average selling prices for conputers realized throughout the
i ndustry, <costs related to elimnating unwanted inventory, excessive freight
costs not passed on to custonmers and wite-offs of vendor accounts receivable.
In addition, Information Technology produced bel ow our expected |evel of gross
mar gi n because we were unable to imediately reassign service technical staff
from conpleted projects to new projects due to custoner needs or to their
| ocations, and due to an effort to change our nix of services business to
i nclude a higher percentage of what is believed to ultimately be nore profitable
services offerings. Overall, the increase in revenue for Information Technol ogy
was slightly greater than expected while the gross margi n was consi derably bel ow
the expected | evel.
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Tel ecom Systens gross profit decreased by $681 (86.5% to $106 in 1999
conpared to $787 in 1998. Gross margin for Telecom Systens decreased
significantly over the prior vyear to 9.1%in 1999 from 43.3%in 1998. Under
normal circunmstances we expect to realize between 25% and 35% gross margins in
Tel ecom Systems. The significant decline in gross profit and gross margin in
Tel ecom Systens as conpared to both the expected normal |evels and 1998 was due
to the factors described above, which significantly decreased gross nmargin due
to a reduction a revenue w thout a corresponding reduction in cost of sales and
servi ces.

CTl Software gross profit increased $177 (75.3% to $412 in 1999 from $235
in 1998. Goss margins for CTl Software increased to 49.9%in 1999 from45.8%in
1998 due to a higher content of software-only sales in 1999, to our ability to
realize higher prices for our CTl software products relative to the hardware
conmponent, and to a reduction in the cost of software developnent costs as
conpared to revenue.

<PAGE>

SELLI NG, GENERAL AND ADM NI STRATIVE  EXPENSES. Selling, general and
adm ni strative expenses increased by $207 (3.8% to $5,671 in 1999 from $5, 464
in 1998. Wile selling, general and admnistrative expenses increased in
absolute dollars, the increase was considerably |less than the increase in
revenue, which resulted in a decrease in these expenses as a percentage of total
revenue of 2.4% to 11.3% of revenue in 1999 from 13. 7% in 1998. The decrease in
selling, general and administrative expenses as a percentage of revenue was the
direct result of our effort to reduce these costs through the «closing of
unprofitable offices, the downsizing of certain branch offices and the reduction
of certain expense structures when expected revenues were insufficient to cover
operating expenses. Additionally, we realigned certain operations to elininate
redundancies and inprove efficiency. During 1998 we increased our spending
relating to opening and staffing new offices and sales operations wth the
expectation of producing a sufficient revenue base to cover those expenses and
turn these new offices into profitable operations. Late in 1998, nanagenent
realized that certain of these new offices and operations would not be able to
rapidly attain sufficient revenues and gross profits to neet those expectations.
Consequently, we began downsizing or closing those operations and this has
resulted in reduced selling, general and admnistrative expenses and |ower
| osses in the conbined new offices. |In spite of the fact that selling, general
and administrative expenses declined as a percentage of revenue, we were not
able to reduce selling, general and adm nistrative expenses as nmuch as desired
due to costs of enployee severance conpensation paid, higher than normal bad
debt expense, higher enployee education expenses related to efforts to nake
busi ness nodel changes and increases in professional fees. W reduced the total
nunber of full-time enployees by 33 (7% from approximately 473 at March 31
1999 to 440 at June 30, 1999, but did not realize the full inpact of expense
reduction in the quarter due to the fact that the termnations occurred
throughout the quarter and because of severance paid to certain terninated
enpl oyees.

OPERATI NG | NCOVE. Qperating i nconme decreased by $817 (168% to an operating
loss of $331 in 1999 from incone of $486 in 1998 due, principally, to |ower
gross nargins realized in Informati on Technol ogy and Tel ecom Syst ens operati ons.
Operating i ncone decreased as a percentage of total revenue to a loss of 0.7%in
1999 fromincone of 1.2%in 1998.

| NTEREST EXPENSE, NET OF OTHER |INCOVE. Interest expense, net of other

i ncome increased $157 to $208 in 1999 conpared to $51 in 1998. This reflects a
hi gher | evel of borrowing on our credit facilities in 1999 as conpared to 1998
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and slightly lower interest rates in 1999 conpared to 1998.

NET | NCOVE. Net incone, after a benefit for incone taxes totaling $169
(reflecting an effective tax rate of 31.4%in 1999 conpared to 37.9%in 1998),
decreased by $640 to a net |oss of $370 in 1999 conpared to net income of $270
in 1998.

<PAGE>

Si x Mont hs Ended June 30, 1999 Conpared To Six Mnths Ended June 30, 1998
(Dol lars in thousands)
The following table sets forth, for the periods indicated, certain
financial data derived fromour unaudited consolidated statenments of operations
for the six nonths ended June 30, 1999 and 1998.

<TABLE>
<CAPTI ON>
Si x nmont hs ended June 30,
1999
<S> <C <C
<C <C
Anmount %

Amount %
Revenue
Information Technology....... ... ... ... .. ... .. ... ..... $ 94,104 95.9
94.2
Tel eCOmM SYSt BB, . . ..o 2,460 2.5
2, 890 4.0
CTl Software. ... ... ... e 1,595 1.6
1, 338 1.8

Total revenue........... . ... .. 98, 159 100.0
100.0
Gross profit:
Informati on Technology........... ... .. ... ... ... ...... 9,674 10. 3
13.6
Tel ecom SystemB. . ... ... 592 24.1
33.2
CTI Software. . ...... ... e 851 53. 4
40. 8

Total gross profit......... .. ... ... ... ...... 11, 117 11.3
14.9
Selling, general and adm nistrative expenses......... 11, 275 11.5
13.9
Operating i NCOMB. . ... e (158) (0.2)
721 1.0
I nterest expense, net of other inconme................ 450 0.4
79 0.1

(Loss) income before (benefit)
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provision for income taxes............oiiiiiiii... (608) (0.6)
642 0.9
(Benefit) provision for income taxes................. (184) (0.2)
249 0.3
Net (10SS) IiNCOMB. . ... ... ... $ (424) (0. 4) $
393 0.6
<FN>

Percentages shown are percentages of total revenue, except gross profit
percentages, which represent gross profit by each business unit as a percentage
for each such unit.

</ FN>

</ TABLE>

TOTAL REVENUE. Total revenue increased by $25,777 (35.6% to $98,159 in
1999 from $72,382 in 1998.

Informati on Technol ogy revenue increased by $25,950 (38.1% to $94,104 in
1999 from $68,154 in 1998. As a percentage of total revenue, Information
Technol ogy revenue increased to 95.9%in 1999 from94.2%in 1998. The increase
in Information Technol ogies revenues was primarily attributable to revenues
derived fromnew custoner relationships in offices opened in |late 1997 and
during 1998, together with significant revenue growth realized fromnew and
exi sting customers in our nore mature offices in Dallas and Houston. |Information
Technol ogy revenues fromthe conpany's newer offices, opened in 1997 and 1998,
i ncreased by $8,309 (130.4% . Revenues fromour nore mature offices in Dallas
and Houston increased by $17,809 (28.9%.

Tel ecom Systens revenue decreased by $430 (14.9% to $2,460 in 1999 from
$2,890 in 1998. Revenue from Tel ecom Systens as a percentage of total revenue
decreased to 2.5%in 1999 from4.0%in 1998. The decrease in Telecom Systens
revenue was due to increased pricing conpetition from a directly owned
subsidiary of the manufacturer of the tel ephone system product |ine that has
accounted for a majority of Tel ecom Systens revenues over the past year. Severa
large sales were lost to this conpetitor at far below the pricing levels at

which we were willing to price such systens. |In addition, during the 1999
period, we attenpted to make changes to our Tel ecom Systens busi ness, which has
produced unsatisfactory profitability results to date, in an attenpt to

ultimately inprove financial performance in this business unit, and this caused
decreased sales activity as managenent, operational procedure and staffing
changes were nade

CTl Software revenue increased by $257 (19.2% to $1,595 in 1999 from
$1,338 in 1998. The increase in CTl Software revenues was due to both increased
sales and increased size of sales of its products in 1999. Revenue from CTI
Software, as a percentage of total revenue, decreased to 1.6%in 1999 from1l. 8%
in 1998 because of the higher |level of revenue growth in Information Technol ogy.

<PAGE>

GRCSS PROFIT. Gross profit increased by $357 (3.3% to $11,117 in 1999 from
$10,760 in 1998. Goss margin percentage decreased to 11.3%in 1999 from 14. 9%
in 1998.

Information Technology gross profit increased $419 to $9,674 in 1999 from
$9,255 in 1998 in spite of the increased revenues described above, due to | ower
gross nargin realized in 1999. Information Technology gross margin percentage
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decreased to 10.3%in 1999 from 13.6% in 1998. The reduction in gross margi n was
the result of the conbined effects of our participation in lower nmargin |arge
volunme sales transactions, of lower average selling prices for conputers
realized throughout the industry, of costs related to elimnating unwanted
inventory, of excessive freight costs not passed on to custoners and of
wite-of fs of vendor accounts receivable. |In addition, the service conponent of
I nformati on Technol ogy produced bel ow our expected |evel of gross margi n because
we experienced lower wutilization of our technical staff during the 1999 period
as we were unable to imediately reassign staff fromconpleted projects to new
projects. and due to an effort by us to change our m x of services business to
i nclude a hi gher percentage of what is believed to ultinmately be nore profitable
servi ces of ferings.

Tel ecom Systens gross profit decreased by $367 (38.3% to $592 in 1999
compared to $959 in 1998. Goss margin for Telecom Systens decr eased
significantly over the prior year to 24.1%in 1999 from 33.2%in 1998. Under
normal circunstances we expect to realize between 25% and 35% gross nmargins in
Tel ecom Systenms. The significant decline in gross profit and gross margin in
Tel ecom Systens as conpared to both the expected normal |evels and 1998 was due
to the factors described above, which significantly decreased gross margin due
to a reduction a revenue w thout a corresponding reduction in cost of sales and
servi ces.

CTl Software gross profit increased $305 (55.9% to $851 in 1999 from $546
in 1998. Goss margin for CTl Software increased to 53.4%in 1999 from 40.8%in
1998 due to a higher content of software-only sales in 1999, our ability to
realize higher prices for its CTl software products relative to the hardware
conponent and to a reduction in the cost of software developnent costs as
conpared to revenue.

SELLING GENERAL AND ADM NI STRATI VE EXPENSES. Selling, general and
admini strative expenses increased by $1,236 (12.3% to $11,275 in 1999 from
$10,039 in 1998. Wiile selling, general and adnministrative expenses increased in
absolute dollars, the increase was considerably less than the increase in
revenue, which resulted in a decrease in these expenses as a percentage of total
revenue of 2.4% to 11.5% of revenue in 1999 from 13.9% in 1998. The decrease in
selling, general and administrative expenses as a percentage of revenue was the
direct result of our effort to reduce these costs through the «closing of
unprofitable offices, through downsizing of certain branch offices and through
the reduction of certain expense structures when expected revenues were
insufficient to cover operating expenses. Additionally, we realigned certain
operations to elinmnate redundancies and inprove efficiency. During 1998 we
increased our spending relating to opening and staffing new offices and sal es
operations with the expectation of producing a sufficient revenue base to cover
those expenses and turn these new offices into profitable operations. Late in
1998, management realized that certain of these new offices and operati ons would
not be able to rapidly attain sufficient revenues and gross profits to neet
those expectations. Consequent | vy, we began downsizing or closing those
operations and this has resulted in reduced selling, general and adm nistrative
expenses and | ower |osses in the conmbined new offices. In spite of the fact that
selling, general and administrative expenses declined as a percentage of
revenue, we were not able to reduce selling, general and adm nistrative expenses
as nmuch as desired due to costs of enployee severance conpensation paid, to
hi gher than normal bad debt expense, to higher enployee -education expenses
related to efforts to make busi ness nodel changes. The conpany reduced the total
nunber of full-time enployees by 73 (14.2% from approximately 513 at Decenber
31, 1998 to 440 at June 30, 1999, but did not realize the full inpact of expense
reduction in the six nonth period due to the fact that the terninations occurred
t hroughout the quarter and because of severance paid to certain termninated
enpl oyees.

OPERATI NG | NCOVE. Operating inconme decreased by $879 (121.9% to an
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operating loss of $158 in 1999 from operating incone of $721 in 1998 due,
principally, to lower gross margins realized in Information Technology and
Tel ecom Systens operations. Operating inconme decreased as a percentage of tota
revenue to a loss of 0.2%in 1999 fromincone of 1.0%in 1998.

<PAGE>

| NTEREST EXPENSE, NET OF OTHER |INCOMVE. Interest expense, net of other
income increased $371 to $450 in 1999 conpared to $79 in 1998. This reflects a
hi gher | evel of borrowings on our credit facility in 1999 as conpared to 1998
and slightly lower interest rates in 1999 conpared to 1998.

NET | NCOVE. Net incone, after a benefit for incone taxes totaling $184
(reflecting an effective tax rate of 30.3%in 1999 conpared to 38.9%in 1998),
decreased by $817 to a net loss of $424 in 1999 conpared to net inconme of $393
in 1998.

Liquidity and Capital Resources

Qur working capital was $9, 447 and $9, 800 at June 30, 1999 and Decenber 31,
1998, respectively. As of June 30, 1999, we had borrowi ng capacity under our
credit facility of $30,000 of which $28,590 was used under our floor plan and
revolving credit facility. Unused borrow ng capacity at June 30, 1999 was $1, 410

Cash Fl ow

Operating activities provided net cash totaling $5,791 during the six
nmont hs ended June 30, 1999. QOperating activities provided net cash during the
si x months ended June 30, 1999 prinarily because of cash provided by increases
in accounts payable ($6,524), which nore than offset cash used by a increase in
accounts receivable ($670). The increase in accounts payable was primarily the
result of a large transaction which occurred in the |ast week of June, as well
as the timng of the normal paynent on our credit facility which occurred on
July 1, 1999. The increase in accounts receivable was primarily the result of
i ncreased | evel s of sales.

Investing activities used cash totaling $473 during the six nmonths ended
June 30, 1999 related to capital expenditures. During the renainder of 1999, we
expect to incur additional capital expenditures for upgrades and repl acenent of
exi sting equiprment facilities, as well as upgrades of conputing equi pment

Financing activities wused cash totaling $1,122 as borrow ngs were reduced
under our credit facility during the six nmonths ended June 30, 1999.

Asset Managenent

We had accounts receivable, net of allowance for doubtful accounts, of
$35,563 at June 30, 1999. The nunber of days' sales outstanding in accounts
recei vable was 64 days, which is slightly Iower than the 67 days outstanding at
Decenber 31, 1998. The nunber of days outstanding continues to reflect inproved
but still slower than nornmal paynent by our custonmers during the six nonths
ended June 30, 1999. Bad debt expense as a percentage of total revenue for the
si x months ended June 30, 1999 was 0.3% the sane as during the six nonths ended
June 30, 1998. CQur allowance for doubtful accounts, as a percentage of accounts
receivable, was 2.6% at June 30,1999 and 1.0% at Decenber 31, 1998, a
significant portion of the increase reflects a change in the nethod of providing
for returns and all owances. |Inventory turnover for the six nonths ended June 30,

file:///Y/1999/08_11_10Q A.htm (21 of 26)8/18/2004 6:48:25 AM



SEC EDGAR Submission 0001020017-99-000007

1999 was 20.5 tinmes versus 17.0 tines for the conparable period in 1998. The
i mprovenment in inventory turnover for the six nonths ended June 30, 1999 was the
result of our efforts to decrease the levels of inventory.

<PAGE>
Current Debt Cbligations

Historically, we have satisfied our cash requirenents principally through
borrow ngs under our lines of credit and through operations. W nmmintain a cash
position sufficient to pay only our imediately due obligations and expenses.
When the anount of cash available falls belowits imediate needs, we request
advances under a credit facility provided by Deutsche Financial Services ("DFS
Facility")

The total credit available under the DFS Facility is $30,000 subject to
borrowing base limtations which are generally conputed as a percentage of
various classes of eligible accounts receivable and qualifying inventory. Credit
avail able under the DFS Facility for floor plan financing of inventory from
approved nmanufacturers (the "Inventory Line") is $20,000. Available credit under
the DFS Facility, net of Inventory Line advances, is $10,000 mllion, whichis
used prinarily to carry accounts receivable and for other working capital and
general corporate purposes (the "Accounts Line"). Borrow ngs under the Accounts
Li ne bear interest at the fluctuating prine rate minus 1.0% per annum Under the
Inventory Line, DFS pays our inventory vendors directly, generally in exchange
for negotiated financial incentives. Typically, the financial incentives
received are such that DFS does not charge us interest until 40 days after the
transaction is financed, at which tine we are required to either pay the full
i nvoice anount of the inventory purchased from corporate funds or to borrow
under the Accounts Line for the anbunt due to DFS. Inventory Line advances not
paid within 40 days after the financing date bear interest at the fluctuating
prime rate plus 5.0% For purposes of calculating interest charges the m nimum
prime rate under the New DFS Facility is 7.0%

The DFS Facility is collateralized by a security interest in substantially
all of our assets, including our accounts receivable, inventory, equipnment and
bank accounts. Collections of our accounts receivable are required to be applied
through a | ockbox arrangement to repay indebtedness to DFS; however, DFS has
anended the | ockbox agreenent to make such arrangenments contingent upon certain
financial ratios. Provided we are in conpliance wth its debt to tangi ble net
worth covenant, we have discretion over the use and application of the funds

collected in the lockbox. |[If we exceed that financial ratio, DFS may require
that | ockbox paynments be applied to reduce our indebtedness to DFS. If in the
future DFS requires that all |ockbox paynents be applied to reduce our

i ndebt edness, we would be required to seek funding from DFS or other sources to
meet substantially all of our cash needs.

<PAGE>

We have a $2,000 credit facility with IBMCredit Corporation (the "IBMCC
Facility") for the purchase of IBM branded inventory fromcertain suppliers.
Advances under the IBMCC Facility are typically interest free for 30 days after
the financing date for transactions in which adequate financial incentives are
received by IBMCC fromthe vendor. Wthin 30 days after the financing date, the
full amount of invoices for inventory financed through IBMCCis required to be
pai d. Ampbunts remaining outstanding thereafter bear interest at the fluctuating
prime rate (but not less than 6.5% plus 6.0% |IBMCC retains a security interest
inthe inventory financed. The IBMCC Facility is imediately terninable by

file:///Y /1999/08_11_10Q A.htm (22 of 26)8/18/2004 6:48:25 AM



SEC EDGAR Submission 0001020017-99-000007
either party by witten notice to the other

Under the DFS Facility we are required to maintain (i) a tangible net worth
of $10,000, defined under the agreement as book val ue of assets (excluding
i nt angi bl es such as recei vabl es from officers, directors, enpl oyees,
stockholders and affiliates, net |leasehold inprovenents, goodwll, ©prepaid
expenses, franchise fees and other simlar itens) less liabilities (ii) a ratio
of debt mnus subordinated debt to tangible net worth of 4 to 1 and (iii) a
ratio of current tangible assets to current liabilities of not less than 1.25 to
1. W did not maintain the required ratio of current assets to current
liabilities for the quarter ended June 30, 1999; however, we subsequently
received a waiver fromthe conmmrercial finance conpany for this non-conpliance.

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

Year 2000 | ssue

The Year 2000 problem generally results fromthe use in conputer hardware
and software of two digits rather than four digits to define the applicable
year. \When conputers nust process dates both before and after January 1, 2000,
two-digit year "fields" may create processing anbiguities that can cause errors

and system failures. The Year 2000 problem including some of the identified
ri sks, has been nore fully described in our previous periodic reports filed with
the Securities and Exchange Conmi ssion, including our nost recent annual report
on form 10K

<PAGE>

State of Readi ness:

Qur board of directors has been briefed about the Year 2000 problem The
board of directors has adopted a Year 2000 project (the "Y2K Plan") ained at
preventing our mission-critical functions from being inpaired due to the year
2000 probl em

Qur Vice President of Information Systenms is supervising the inplenentation
of the Y2K Plan. W are actively inmplementing the Y2K Plan, which wll be
nodi fied as events warrant. Under the plan, we have inventoried all of the
computer systens and the tel ephone systemat its corporate offices. During the
second quarter of 1999 we substantially conpleted a conplete inventory of all
conputers, software and tel ephone systens used in our branch offices, replaced
many items that were deternined to not be Year 2000 conpliant, and are currently
in the process of establishing a tine table for upgrading or replacing any ot her
systenms that cannot be verified as warranted by the systems manufacturer to be
Year 2000 conpl i ant. In addi tion, in June, 1999, we performed a
total -system shut-down, the purpose of which was to change the conputer dates
forward to past January 1, 2000 in an attenpt to evaluate the system perfornmance
usi ng test transactions. The test was successful and it was determ ned that our
primary conmputer systens perforned correctly.

Qur Y2K Plan recognizes that the conputer, teleconmunications and other
systenms of outside entities have the potential for mgjor, mission-critical
adverse effects on the conduct of conpany business. W do not have control of
these outside entities or outside systens; however, our Y2K Plan includes
attenpting to verify the readi ness of those outside entities or outside systens
which mght possibly have a material adverse effect on our business by
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contacting those outside entities to determ ne their readi ness and to coordinate
with those outside entities to nmitigate the possibility of an interruption of
any mssion-critical process.

Costs to Address Year 2000 |ssues:

We have incurred expenditures, as part of an overall upgrading of its
comput er and tel ecommuni cations systens, during 1998 and through 1999 to date.
We have al so recognized higher expenditures in nmanaging our information and
tel ecommuni cations systens as staff nmenbers have expended tinme and resources
eval uating the conpany's Year 2000 readi ness and inplenented required changes.
It is difficult to assess the additional expenditures over and above what woul d
have been expended under normal circunstances, but we estimate that we have
incurred expenditures in the formof additional expenses of approxi mately $350
over and above that which would have been incurred were it not for the Year 2000
issue. In addition, we estimate that we have nmade capital expenditures in the
amount of approximately $225 to $350 over an above the anpbunt of capital
expenditures that would have been required if it were not for the Year 2000
i ssue. Although inpossible to accurately predict, we currently believe that the
additional expenditures specifically related to preparing for the Year 2000
issue will not be significant. Although we believe that our estimates are
reasonabl e, there can be no assurance that the costs of inplementing the Y2K
Plan will not differ materially fromthe estimated costs or that we will not be
materially adversely affected by year 2000 issues.

PART 11. OTHER | NFORVATI ON
ITEM 1. LEGAL PROCEEDI NG5S

During 1998 Allstar filed suit against a former enployee and said forner

enpl oyee has filed a counter-claim against Allstar. Allstar intends to
vi gorously defend such counter claim Allstar is unable to estimte the range of
possi ble recovery by the former enpl oyee because the suit is still in the early

stages of discovery.

<PAGE>

W are party to other litigation and clainms which mnmanagenent believes are
normal in the course of its operations; while the results of such litigation and
clainms cannot be predicted with certainty, W believe the final outconme of such
matters will not have a materially adverse effect on its results of operations
or financial position.

I TEM 4. SUBM SSI ON OF MATTERS TO THE VOTE OF SECURI TY HOLDERS

During the three nonths endi ng June 30, 1999, the election of directors to
serve until the next annual neeting of stockholders or until their successors
are elected and qualified was subnitted to shareholders at the regular annua
meeting of shareholder. The below listed persons were elected to serve as
directors with listed voting therefore as set forth in the table bel ow

A total of 4,168,925 shares of the conpany's common stock, $0.01 per share
par value, were entitled to vote at the neeting. O these shares, 4,054,768 or
97.3% were present and voted as set forth in the table bel ow

Director Shar es Vot ed Shar es Vot ed Shar es Vot ed Vot es
For Agai nst W t hhel d
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James H Long 4,049, 768 4, 006, 918 42,850 0

Donal d R Chadw ck 4,048, 368 4, 005, 518 42,850 1, 400

Richard D. Darrell 4,048, 368 4, 005, 518 42,850 1, 400

Jack M Johnson, Jr. 4,048, 368 4, 005, 518 42,850 1, 400

Mark T. Hlz 4,048, 368 4, 005, 518 42,850 1, 400
S| 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 authorized.

Al'l star Systems, Inc.

August 12, 1999 By: /sl JAMES H. LONG
Dat e James H. Long, Chief Executive Oficer

August 12, 1999 By: /s/ DONALD R CHADW CK
Dat e Donal d R Chadw ck, Chief Financial Oficer
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