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<TEXT>
FORM 10-Q
SECURI TI ES AND EXCHANGE COWM SSI ON
WASHI NGTON, D. C. 20549
(Mark One)

[ X] QUARTERLY REPORT PURSUANT TO SECTI ON 13 OR 15(d) OF THE SECURI TI ES EXCHANGE
ACT OF 1934

For the quarterly period ended March 31, 2000
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

Comm ssion file nunber: 0-21479

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
HOUSTON, TEXAS 77074
Address of principal executive offices) (Zi p code)

REG STRANT' S TELEPHONE NUMBER | NCLUDI NG AREA CCODE: (713) 795-2000

NOT APPLI CABLE
(Former nane, fornmer address, and fornmer fiscal year,if changed since |ast
report)

I 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
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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 requirements for the past 90 days. Yes [X] No[ _]

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 all docunments 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 ndi cate the nunber of shares outstanding of each of the registrant's
cl asses of common stock, as of the latest practicable date.

Title Qut st andi ng
Conmon Stock $.01 par val ue per share As of May 19, 2000
4,050, 525 shares out st andi ng
<PACE>
PART 1. FI NANCI AL | NFORVATI ON

| TEM 1. FI NANCI AL STATEMENTS

ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
CONSOLI DATED BALANCE SHEETS
(I'n thousands, except share and par val ue anounts)

MARCH 31, DECEMBER 31,
2000 1999

(Unaudi t ed)

ASSETS

Current assets:
Cash and cash equivalents .................... $ 4,045 $ 4,647
Accounts receivable, net ......... .. ... . ... ... 26, 764 37,726
Accounts receivable - affiliates ............. 420 423
Inventory . ... ... . . e 4,995 7,442
Deferred taxes .......... ... 723 836
Sal e Proceeds Receivable ..................... 14, 250
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O her current assets ........... ...

Total current assets ...........c.co.o...
Property and equipnment .............. ... ...,
Gt her asset s .. ... e

LI ABI LI TIES AND STOCKHOLDERS' EQUI TY

Current liabilities:

Notes payable ........ ... ... .. . . . .. .. .. .. ..
Accounts payable ...... ... ... .. .. L
Accrued exXpPenSeS ... ...
Net liabilities related to

di scontinued operations ....................
Incone taxes payable ......... ... ... ... .. ...
Deferred service revenue .................o...

Total current liabilities ................
Deferred credit - stock warrants .............

Commi tments and conti ngenci es
St ockhol ders' equity:
Preferred stock, $.01 par val ue,
5, 000, 000 shares authori zed,
no shares issued
Conmon st ock:
$.01 par val ue, 15,000, 000
shares aut horized, 4,442,325
and 4, 442, 325 shares issued at
March 31, 2000 and Decenber 31, 1999 ...
Additional paid in capital ...................
Unearned equity conpensation .................
Treasury stock (391,800 and 381, 800
shares, at cost) at March 31, 2000
and Decenber 31, 1999 ......................
Retained earnings ............. ...

Total stockholders' equity ...............
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Total ... $ 53,596 $ 53,916

See notes to consolidated financial statenents

THREE MONTHS ENDED MARCH 31,

<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)
<TABLE>
<CAPTI ON\>
2000

<S> <C
Total revenue . ... ... .. ... $ 5, 984
Cost of sales and services ............. .. 3,599
G 0SS Profit ... 2, 385
Sel ling, general and adm nistrative expenses ............... 2,309
Operating income (1 0SS) .. ... e 76
I nterest expense, net of other inconme ...................... 15
I ncome (loss) from continuing operations before

provision (benefit) for inconme taxes ................... 61
Provision (benefit) for incone taxes ...................... 19
Net income (loss) fromcontinuing operations ............... 42
Di sconti nued QOperati ons:

Net inconme from discontinued operations, net of taxes .. 302

Gain on disposal, net of taxes ............ ... ... . ...... 4,872
Net income (1 0SS) ... i e e $ 5, 216
Net inconme (loss) per share:

Basi c:

Net income (loss) fromcontinuing operations ....... $ 0.01
Net income on discontinued operations .............. 0. 08
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Gain on disposal, net of taxes ..................... 1.20
Net income (loss) per share ..................... $ 1.29 $ (0.01)
Di | ut ed:
Net income (loss) fromcontinuing operations ...... $ 0.01 $ (0.03)
Net income on discontinued operations .............. 0. 07 0.02
Gain on disposal, net of taxes ..................... 1.14
Net income (loss) per share ........................ $ 1.22 $ (0.01)

Wei ght ed average shares outstandi ng:

BaSi C .o 4,048, 964 4,168, 925
Diluted ... 4,287, 201 4,168, 925
</ TABLE>
<PACGE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(I'n thousands)
(Unaudi t ed)
<TABLE>
<CAPTI ON>
THREE MONTHS ENDED MARCH 31
2000 1999
<S> <C <C
Net income (loss) fromcontinuing operations................. $ 42 $ (136)
Adj ustnents to reconcile net inconme (loss) to net cash
provi ded by (used in) operating activities:
Depreciation and anortization ........................... 103 265
Deferred tax provisSion ........ .. ... ... 113
Changes in assets and liabilities that provided (used) cash:
Accounts receivable, net ....... .. . . .. ... ... 9, 066 2,613
Accounts receivable - affiliates ........................ (1) (122)
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I NVENt Oy

O her current assets ......... ..

O her asSet S ... .
Accounts payable ....... .. .. e
ACCrued EXPEeNSES . ..ttt
Income taxes payable ....... ... .. . . . ..
Deferred ServicCe revenuUe .............uuiuniennnnennn.

Net cash provided by continuing operating activities ........
Net operating activities fromdiscontinued activities .......
Net cash provided by operating activities ...........

Cash flows frominvesting activities:

Capi t al

expendi tures . ... ..

Net cash used in investing activities: ..............

Cash flows fromfinancing activities:

Net

Purchase of treasury stock ............ ... .. ... ... ... ....
Net decrease in notes payable ...........................

Net cash (used in) financing activities: ............

i ncrease (decrease) in cash and cash
Equi val ent s
Cash and cash equival ents at beginning of period ............

Cash and cash equivalents at end of period ..................

Suppl enent al

di scl osures of cash flow information:

Cash paid for interest ........ ... . . . . ..

Cash paid for taxes ......... e
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</ TABLE>
See notes to consolidated financial statenents
<PAGE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS

(I'N THOUSANDS, EXCEPT SHARE AND PER SHARE AMOUNTYS)
1. DESCRI PTI ON OF BUSI NESS AND SUMVARY OF SI GNI FI CANT ACCQOUNTI NG POLI CI ES

Al |l star Systens, Inc. and subsidiaries ("Allstar") is engaged in the sale
and service of conputer and tel ecommunication software products in the United
States. During 1995 Allstar forned and i ncorporated Stratasoft, Inc., a wholly
owned subsidiary, to create and market software related to the integration of
conput er and tel ephone technol ogies. In January 1997, Allstar formed IT Staffing
Inc., a wholly owned subsidiary, to provide tenporary and pernanent placenent
services of technical personnel. In March 1998, Allstar forned Al star Systens
Rio G ande, 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
arrangenents with product manufacturers. Allstar's operations are dependent upon
mai ntaining its approved status with such manufacturers. As a result of these
arrangenents and arrangenents with its customers, gross profit could be limted
by the availability of products or allowance for volunme discounts. Furthernore,
net income before incone taxes could be affected by changes in interest rates
that underlie the credit arrangenents that are used for working capital.

The condensed consolidated financial statenents presented herein as of and
for the three nonths ended March 31, 2000 are unaudited; however, all
adj ustments which are, in the opinion of managenent, necessary for a fair
presentation of the financial position, results of operations and cash flows for
t he periods covered have been nade and are of a normal, recurring nature.
Accounting measurenments at interimdates inherently involve greater reliance on
estimates than at year-end. The results of the interimperiods are not
necessarily indicative of results for the full year. The consoli dated bal ance
sheet at Decenber 31, 1999 is derived fromaudited consolidated financia
statenments but does not include all disclosures required by generally accepted
accounting principles. A though managenent believes the disclosures are
adequate, certain information and disclosures normally included in the notes to
the financial statenents has been condensed or onitted as pernmtted by the rules
and regul ations of the Securities and Exchange Conm ssi on.
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RECLASSI FI CATIONS - Certain anounts in the consolidated financial statenents
presented herein have been reclassified to conformto current year presentation.

USE OF ESTI MATES - The preparation of the financial statenents in conformty
with generally accepted accounting principles requires managenent to neke
estimates and assunptions that affect the reported anounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of
the financial statenents and the reported anount of revenues and expenses during
the reporting period. Actual results could differ fromthese estimates.

ACCOUNTI NG PRONOUNCEMENTS - I n June 1998, the Financial Accounting Standards
Board issued Statenent of Financial Accounting Standards No. 133, "Accounting
for Derivative Instruments and Hedgi ng Activities- ("SFAS No. 133"). SFAS No.
133, as anended by SFAS No. 137, is effective for all fiscal quarters of fiscal
years begi nning after June 15, 2000. Managenent is eval uating what inpact the
pronouncenent m ght have, if any, and additional adjustnent or disclosures nmay
be required when this statenent is inplenented.
<PAGE>
2. DI SCONTI NUED OPERATI ONS

On March 16, 2000 Allstar entered into an agreenent to sell certain assets
of and the ongoing operations of its Conputer Products division. The sale
transaction closed on May 19, 2000 after stockhol der approval was obtai ned and
other required conditions of closing were satisfied. Under the terns of the
agreenent, Allstar received a cash purchase price at closing of approximtely
$16, 440, including $1,600 attributable to inventory and $279 attributable to
equi pment, plus the contingent right to receive up to $500 in proceeds from an
escrow account established to satisfy the Conpany's liability for any breaches
of the Conpany's representations and warranties under the agreenent. The cash
purchase price is subject to certain post-closing adjustnment which, nmanagenent
estimates will result in a credit to the purchaser of approxi mately $350. Pretax
i ncome fromthe discontinued operations of the Conputer Products Division (net
of taxes of $156) was $302 for the quarter ended March 31, 2000 and (net of
taxes of $58) $112 for the same quarter of 1999. A gain on disposal of $5,091
(net of taxes of $2,625) which included an estimted | oss of $604 (net of taxes
of $ 311) for the operating results fromthe neasurenent date, March 16, 2000 to
the closing date of the sale, as well as a |loss on the equi pnent sold of $352
(net of taxes of $181) and estimates for the inpairnment of assets caused by the
di sposal decision of $2,593 (net of taxes of $1,336) were recogni zed at March
31, 2000. Allstar retained accounts receivable attributable to the Conputer
Products Division which, at March 31, 2000, were approximtely $21, 608, net of

files///Y /2000/05_22_10Q.htm (9 of 29)8/18/2004 5:42:48 AM



SEC EDGAR Submission 0000890566-00-000878

reserves. Allstar also retained fixed assets of $255 and liabilities related to
t he Conputer Products Division. Fixed assets which were not sold are being
redepl oyed in the continuing operations. The bal ance sheet caption "Net
liabilities related to discontinued operations” includes $ 915 of estinmated
operating |losses for the period from March 31, 2000 through the date of cl osing.
Revenue for the Conputer Products Division for the quarters ended March 31, 1999
and 2000 were $42, 254 and $29, 323 (net of $5,772 after the neasurenent date and
included in the gain on sale), respectively. The Conpany allocates interest
expense to its various divisions on a proportional basis based on accounts

recei vabl e. Interest expense allocated to the Conputer Products Division for the
quarters ended March 31, 1999 and 2000 and for the period fromApril 1, 2000 to
May 19, 2000 was $206, $174 and $34. In connection with the sale of the Conputer
Products Division, Allstar also sold the El Paso portion of the IT Services

busi ness. The EI Paso branch office portion of the IT Services business
accounted for revenues of $424 and $712 and operating | oss of $(14) and $ (173)
in the quarters ended March 31, 1999 and 2000, respectively. The El Paso

servi ces business has been included in the continuing operations for the quarter
ended March 31, 2000 and will be in the quarter ended June 30, 2000 through the
cl ose date of May 19, 2000.

On Novenber 2, 1999, Allstar approved a plan to sell or close its Tel ecom
division. This was the neasurenent date. The sale was finalized on March 16,
2000. Under the terns of the sale Allstar received $250 cash and the ability to
obtain restricted stock in the purchaser contingent upon the performance of the
acqui red operations during a period ending six nonths after the closing date.
Addi tionally, the purchaser assuned all tel ephone equi pnent warranty obligations
of Allstar up to a maxi num of $30. Any excess warranty costs incurred by the
purchaser will be billed to Allstar at an agreed upon rate. Pretax | oss from
di sconti nued operations (net of tax savings of $15) was $30 for the quarter
ended March 31, 1999. A disposal loss, including an estimate of the operating
results fromthe neasurenent date, Novenmber 2, 1999 to the closing date of the
sale, as well as estimates for inpairnent of assets caused by the disposal
deci sion were recogni zed at Decenber 31, 1999. During the quarter ended March
31, 2000 Allstar revised its estimate of the | oss on disposal and recorded an
addi tional loss (net of tax savings of $113) of $219. Allstar has retained
accounts receivabl e of approximately $1,342, net of reserves, at March 31, 2000
related to the Tel ecom Di vi si on.

3. I NCENTI VE STOCK PLANS

In Septenber 1996 All star adopted the 1996 Incentive Stock Plan (the
“Incentive Plan"') and the 1996 Non- Enpl oyee Director Stock Option Plan (the

file:///Y /2000/05_22_10Q.htm (10 of 29)8/18/2004 5:42:48 AM



SEC EDGAR Submission 0000890566-00-000878

"Director Plan"). Under the Incentive Plan, Allstar's Conpensation Conmttee may
grant up to 442,500 shares of conmon 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 comon stock, subject to certain antidilution
adjustnments. The Director Plan provides for a one-tinme option by newWy el ected
directors to purchase up to 5,000 conmon 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 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

<PACE>

after the grant date. The Incentive Plan stock option grants will vest ratably
over the five year period fromthe date of issuance.

The nunber of options outstanding and the exercise price under each of the
two Plans were as follows at March 31, 2000:

EXERCI SE PRI CE DI RECTOR PLAN I NCENTI VE PLAN
$6. 0000 8, 000
$1. 7500 9, 000 2,300
$1. 5000 28, 000 213, 780
$1. 5625 18, 000
$1. 3750 5, 200
$1. 0630 190, 972

TOTAL GRANTED 37,000 438, 252

In addition, incentive awards in the formof restricted stock were granted
for 14,286 shares that woul d have vested ratably over the two-year period ending
July 7, 1999 and 50, 000 shares, which would have vested ratably over the
five-year period ending May 20, 2004. During the quarter ended June 30, 1999
Al'l star exchanged restricted stock awards for 62,086 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 sane period as the exchanged restricted stock
awards. As of March 31, 2000, Allstar had restricted stock awards outstanding
for 1,200 shares.
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4. LI'TI GATI ON

On February 1, 2000, a conpetitor brought a suit against Allstar Systens,
Inc.'s wholly owned subsidiary Stratasoft, Inc. in the United States District
Court for the Northern District of Georgia. The plaintiff alleges infringenment
of certain patents owned by the conpetitor and is seeking unspecified nonetary
damages. Managenent of Allstar believes that this suit is without nerit and
intends to vigorously defend such action

On May 16, 2000, Jack B. Corey ("Corey") filed suit against the Conmpany in
JACK B. COREY V. ALLSTAR SYSTEMS, INC., Cause No. 2000-24796; in the District
Court of Harris County, Texas, 113th Judicial District, seeking to enjoin the
sale of its conputer product division and certain other assets to Anherst
Technol ogi es, and for unspecified damages. On Wdnesday, May 17, 2000, a state
court denied Corey's Application for Tenporary Restraining Order and on Monday,
May 22, 2000, a second state court denied his Application for a Tenporary
Injunction and for Expedited Discovery as noot. The present pleadings |ack
specificity as to Corey's claimfor damages and it is unclear at this tine
whet her Corey will pursue such a claim However, the Conpany strongly denies
that it engaged in any inproper conduct with regard to the sale of its assets
and intends to vigorously defend any clai mwhich m ght be pursued by Corey.

Allstar is party to litigation and cl ai mns whi ch nmanagenent believes are
normal in the course of its operations; while the results of such litigation and
claims cannot be predicted with certainty, Allstar believes the final outcone of

such matters will not have a materially adverse effect on its results of
operations or financial position.
<PACE>

5. EARNINGS PER SHARE

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

<TABLE>
<CAPTI ON>
THREE MONTHS ENDED MARCH 31

(Amounts in thousands except share and per share data)
<S> <C <C

files///Y /2000/05_22_10Q.htm (12 of 29)8/18/2004 5:42:48 AM



SEC EDGAR Submission 0000890566-00-000878

Nurner at or :
Net inconme (loss) fromcontinuing operations ......
Di sconti nued Operations:
Net income from di scontinued operations,
Net of taxes .......... .. ... . ...
Gain on disposal, net of taxes .............

Net income (10SS) ... ... i

Denomi nat or :
Denoni nat or for basic earnings per

share - wei ghted-average shares
outstanding ......... ...

Ef fect of dilutive securities:
Shares issuable from assuned conversi on
of conmon stock options, warrants and
restricted stock ....... .. . . .. . . ... ...

Denom nator for diluted earnings per share ............

Basi c:
Net income (loss) fromcontinuing operations ......
Net income from discontinued operations ...........
Gain on disposal ... ..

Net income (loss) per share ..........................

Di | uted:
Net income (loss) fromcontinuing operations ..........

Net income from discontinued operations ...............
Gain on disposal ...... ...
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Net income (loss) per share ......... ... ... ... ...... $ 1.22

</ TABLE>

The potentially dilutive options totaling 68,082 shares, cal cul ated under the
treasury stock nethod, were not used in the calculation of diluted earnings per
share for the three nonths ended March 31, 1999 since the effect of potentially
dilutive securities in conputing a | oss per share is antidilutive

There were warrants to purchase 176, 750 shares of common stock for the three
nont hs ended March 31, 2000 and 1999 which were not included in conputing the
effect of dilutive securities because the inclusion would have been
antidilutive.

<PAGE>

6. SEGVENT | NFORMATI ON

Al l star has two reportable segnents: IT Services and CTI Software. |IT
Services includes various services relating to conputer products and managenent
i nformati on systens. CTlI Software includes software products that facilitate
t el ephony and conmputer integration primarily for telemarketing and call center
applications. The accounting policies of the business segnents are the sane as
those for Allstar. Allstar eval uates performance of each segnent based on
operating incone. Managenent only views accounts receivable, and not total
assets, by segnent in their decision nmaking. Intersegnent sales and transfers
are not significant. The tables bel ow show the results of the three reportable
segnent s:

<TABLE>
<CAPTI ON\>
I T

SERVI CES
CONSOLI DATED
<S> <C
For the quarter ended March 31, 2000:
Total Trevenue .. ... ... .. .. $ 3,511
Cost of sales and Services ............ ... 2, 447
G oSS pProfit ... 1, 064

Selling, general and
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adm ni strati ve eXpPenses .. ... ..t
Operating income (10SS) ...
I nterest expense (net of other inconme) ................
I ncone before provision for income tax ................
Provision for income tax ............. ...
Net income fromcontinuing operations .................
Net income from di scontinued operations, net of tax ...
Net gain on disposal, net of taxes ....................
Net I NCOIMB .. ..o e e e e e e
Accounts receivable, net ......... .. .. . .. .. .. L.

Accounts receivabl e retai ned from di sconti nued
operations, nNet ........ ... ... e

Total accounts receivable, net ............ ... . . ... ...

For the quarter ended March 31, 1999:

Tot al FEVENUES . . it e e e e e e e e
Cost of sales and ServicCes . ........ ... ..

Gross profit ... e
Selling, general and
adm nistrati ve eXpPenses .. ... ..t

Operating 0SS ...
(177)

I nterest expense (net of other incone) ................

Loss before benefit for incone tax ....................
(194)

Benefit for inconme tax ........ ... .. ...
(58)
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Net [ oss fromcontinuing operations ...................

(136)

Net income from discontinued operations, net of tax ... 82
Net | 0SS .. i $

(54)

Accounts receivable, net ....... ... . . .. .. ... $ 2,647 $ 618 $ 3,265

Accounts receivabl e retai ned from di sconti nued

operations, Net . ...... ... .. 29, 015
Total accounts receivable, net ............ .. ... .. .... $ 32,280
</ TABLE>
<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 foll ow ng discussion is qualified inits entirety by, and should be read
in conjunction with, the conpany's consolidated financial statenents, including
the notes thereto included el sewhere in this Form 10-Q and the conpany's Form
10-K, previously filed with the Securities and Exchange Comm ssi on.

OVERVI EW

Al |l star Systens, Inc. is engaged in the business of providing its custoners
with solutions to their information and comruni cati ons technol ogy needs. W
mar ket our products and services in Texas fromfive |locations in the Houston,
Dal | as-Fort Wbrth, Austin, El Paso and San Antonio nmetropolitan areas. CQur
revenue has been derived through four primary areas of business, |IT Services,
CTl Software, Conputer Products and Tel ecom Systens.

Recent Devel opnents

On March 16, 2000 we entered into separate agreenents whereby we sold
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certain key assets of, and the ongoi ng business operations of, our Tel ecom
Systens business and we agreed to sell certain key assets of our |IT Services
busi ness | ocated in El Paso, Texas, and the ongoi ng busi ness operations of, our
Comput er Products business. W retained accounts receivable attributable to the
Conput er Products Division. The sale of the Conputer Products Division closed on
May 19, 2000. A disposal loss (net of taxes), including an estinmate of the
operating results fromthe nmeasurenent date, Novenber 2, 1999 to the closing
date of the sale of Tel ecom Systens was recogni zed at Decenber 31, 1999. A gain
on di sposal of the Conputer Products Division has been recogni zed as of Mrch
31, 2000. W retained the other assets of our IT Service business, which
provides a variety of services related to the use of information technol ogy. W
al so retained our CTlI Software business which devel ops and markets software

t hrough our wholly owned subsidiary Stratasoft, Inc. To date, nost of our
revenue of our continuing operations has been derived fromproprietary CT
software sales and rel ated services. During the quarter ended March 31, 2000, IT
Services total ed 58. 7% of revenues while CTl Software total ed 41.3% of revenues,
respectively.

We believe the proposed sal e of our Conputer Products Division provides
sufficient cash to initiate a fundanental change in our business strategy that
will allow us to deploy our liquid capital in endeavors that we believe wll
ultimately result in inproved stockhol der value. W believe we can produce nore
rapid growth, and better financial performance, by segregating the various IT
Servi ces operations into focused, specialized conpanies. W intend to organize
our existing IT Services operations into wholly owned subsidiary conpani es, each
branded to pursue a specialized mssion and each | ed by a separate managenent
teamwi th personal financial incentives tied to their conpany's financia
performance. Additionally, we plan to continue to expand our CTl Software
busi ness through our wholly owned subsidiary, Stratasoft, Inc.

After the conpletion of the sale of Conputer Products, we also intend to
pursue starting, acquiring or investing in, including taking significant stakes
i n other conpanies that we expect to benefit fromthe manner in which the
Internet is changing commerce and conmmuni cati ons. Targeted busi nesses are
expected to include B2B e-comerce product or services sal es conpanies,
conpani es providing IT services related to network and Web devel opnent and
conmpani es involved in the enabling of e-Commerce and E-Busi ness.

Qur I T Services division has marketed a variety of service offerings rel ated
to the service and support of information technology systens. |IT Services
i nclude consulting and project nanagenent services related to networking,
suppl emental |IT technical staffing and conputer equi pnment repair services and
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desktop conputer and application support. To support and maintain the quality of
these services and to maintain vendor accreditati on necessary to service their
significant product lines, our technical staff participates in various
certification and authorization prograns sponsored by hardware manufacturers and
software suppliers. In markets where we do not maintain branch offices, we often
subcontract for necessary technical personnel

<PAGE>

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 nmust be in
excess of the personnel costs and our margin i s dependent upon maintaining high
utilization of our service personnel. In addition, the conpetition for high

qual ity personnel has generally intensified causing our and other service

provi ders personnel costs to increase.

Qur I T Service cost of services is primarily conprised of |abor. Labor has a
nore fixed nature such that higher |evels of service revenues produce nore gross
margin while | ower |evels of service revenues produce | ess gross margin.
Managenent of | abor cost is inportant in order to prevent erosion of gross
mar gi ns.

A significant portion of our selling, general and adm nistrative expenses
rel ate 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 conm ssions, which are typically cal cul ated based upon our gross profit on
a particular sales transaction and thus generally fluctuate with our overall
gross profit. The remai nder of selling, general and admi 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.

We devel op and narket proprietary CTlI Software, which integrates business
t el 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 conmputer hardware supplied by us at
the custonmer'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.

SALE OF COMPUTER PRODUCTS DI VI SI ON
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As di scussed above we entered into an agreement on March 16, 2000 whereby we
proposed to sell certain key assets of, and the ongoi ng busi ness operations of,
our Conputer Products business. The sale transaction closed on May 19, 2000
after stockhol der approval was obtai ned and other conditions to closing were
satisfied. The terns of the agreement included cash consideration of $14.6
mllion, plus the possibility of receiving a future paynent of up to $500, 000
froman escrow account. The cash we recieved at closing is subject to certain
post closing adjustnents which we estimate will result in a reduction of the
amount we ultimately receive of approximately $350,000. The terns of the
agreenent al so i nclude possible future cash paynents conti ngent upon future
performance of the operations being sold. W recogni zed a gain of approximtely
$5.1 million, net of taxes, on the sale. The cash we received at closing is
subject to a pure closing adjustnent which we estimate will result in an
approxi mately $350, 000 credit to the buyer.

SPECI AL NOTI CE REGARDI NG FORWARD- LOOKI NG STATEMENTS

This quarterly report on Form 10-Q contai ns forward-| ooking statenents
within the nmeaning of the private securities litigation reformact of 1995
relating to future events or our future financial performance including, but not
limted to, statenents contained in item1 "financial statenents" and item 2. -
"managenent' s di scussion and anal ysis of financial condition and results of
operations."” Readers are cautioned that any statenment that is not a statenent of
hi storical fact, including but not limted to, statements which my be

identified by words including, but not limted to, "anticipate," "appear,"
"believe," "could," "estimate," "expect," "hope," "indicate," "intend,"
“l'ikely," "may," "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.
Nurer ous

<PAGE>

factors, including factors which we have little or no control over, may affect
the conpany's actual results and may cause actual results to differ materially
fromthose expressed in the forward-I| ooking statenments contained herein. In
eval uating such statenents, readers should consider the various factors
identified in our annual report on Form 10-K, as filed with the Securities and
Exchange Conmi ssion including matters set forth in Item 1.- "Factors Which My
Affect The Future Results O Operations,” which could cause actual events,
performance or results to differ materially fromthose indicated by such

stat enents.

THREE MONTHS ENDED MARCH 31, 2000 COVPARED TO THREE MONTHS ENDED MARCH 31, 1999
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(Dol l'ars in thousands)

The followi ng table sets forth,

for the periods indicated,

certain financial

data derived fromour unaudited consolidated statenents of operations for the
t hree nonths ended March 31, 2000 and 1999. Likew se the discussion bel ow

relates only to our continuing operations,

<TABLE>
<CAPTI ON>

<S>

Revenue

| T ServiCesS ... e e
CTl SOftWar € .. e e e e e e e

Tot al
G oss profit:
| T SErVIiCeS i e e e e e e e
CTl Software ......... ... e e e

Total gross profit
Sel ling, general and adm nistrative expenses:
I T Services
CTl Software . ..... .. e

Total selling, and adm nistrative

expenses
Operating incone (loss):
I T Services

CTl Software . ... ... .. .. e

gener al

Total operating inconme (| oss)
I nterest expense, net of other income ..............

I ncone (loss) before provision
(benefit) for incone taxes
Provi sion (benefit) for incone taxes
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unl ess ot herw se not ed.

THREE MONTHS ENDED MARCH 31,

2000 1999

AMOUNT % AMOUNT %

<C <C <C <C
$ 3,511 58.7 $ 3,548 82.2
2,473 41. 3 770 17. 8
5,984 100. 0 4,318 100.0
1, 064 30. 3 1, 017 28. 7
1, 321 53.4 439 57.0
2, 385 39.9 1, 456 33.7
1, 248 35.5 1, 136 32.0
1, 061 42.9 497 64.5
2, 309 38.6 1, 633 37.8
(184) (5.2 (119) (3.4
260 10.5 (58) (7.5)
76 1.3 (177) (4.0
15 0.3 17 0.4
61 1.0 (194) (4.5)
19 0.3 (58) (1.3
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Net income (loss) fromcontinuing operations ....... 42 0.7 (136)
Di sconti nued operati ons:
Net income from discontinued operations .......... 302 5.0 82
Gain on disposal ........ . ... 4,872 81.4 0
Net income (10SS) ... ... $ 5,216 87.2 $ (54)
</ TABLE>

Per cent ages shown are percentages of total revenue, except gross profit
per cent ages, which represent gross profit for each business unit as a percentage
of revenue for each such unit.

TOTAL REVENUE. Total revenue increased by $1,666 (38.6% to $5,984 in 2000
from $4,318 in 1999.

| T Services revenue decreased by $37 (1.0% to $3,511 in 2000 from $3,548 in
1999. As a percentage of total revenue, |IT Services revenue decreased to 58. 7%
in 2000 from82.2% in 1999. The 1.0% decrease in | T Services revenues was
attributable to the closing of one of our newer offices in 1999. In connection
with the sale of the Computer Products business discussed above, we sold the E
Paso branch of fice service business which had revenues of $712 and $424 in the
quarters ended March 31, 2000 and 1999. The El Paso service business has been
i ncluded in

<PACE>

the continuing operations for the quarter ended March 31, 2000 and will be in
the quarter ended June 30, 2000 through the sale of these assets occurred on My
19, 2000.

CTl Software revenue increased by $1,703 (221.2% to $2,473 in 2000 from
$770 in 1999. The increase in CTl Software revenues was due to both better
recognition of CTlI Software products in the market place, to the expansion of
the sales staff and to increased marketing efforts. CIl Software, as a
percentage of total revenue, increased to 41.3%in 2000 from17.8% in 1999.

GRCOSS PROFIT. Goss profit increased by $929 (63.8% to $2,385 in 2000 from
$1,456 in 1999. Goss margin increased to 39.9%in 2000 from 33. 7% in 1999.

| T Services gross profit increased by $47 (4.6% to $1,064 in 2000 from
$1,017 in 2000 even though revenues decreased by 1.0% due to the increase in
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gross margin in 2000. I T Services gross margin increased to 30.3%in 2000 from
28. 7% in 1999. The increase in gross margin was the result increased
manuf act urer subsi di es of service support, and inproved technical staff
utilization.

CTl Software gross profit increased by $882 (200.9% to $1,321 in 2000 from
$439 in 1999. Goss nargin for CTl Software decreased slightly to 53.4%in 2000
from57.0%in 2000 but were in line with expectations for this business. The
decreased gross nmargins were primarily due to higher product cost on sales
because of upgrading the quality of hardware product used.

SELLI NG GENERAL AND ADM NI STRATI VE EXPENSES. Selling, general and
adm ni strative expenses increased by $676 (41.4% to $2,309 in 2000 from $1, 633
in 1999. As a percentage of revenue, these expenses increased by 0.8% to 38.6%
of revenue in 2000 from 37.8% of revenue in 1999. The increase in selling,
general and admi ni strative expenses as a percentage of revenue was due to
i ncreased | egal expenses relating to litigation, higher sales conpensation due
to increased sales staff, increased travel expenses and increased adm nistrative
conpensation for CTlI software. |IT Services selling, general and adm nistrative
expenses are higher in 2000 than in the sane quarter of 1999 primarily due to
i ncreased corporate overhead al |l ocations.

During the quarters ended March 31, 2000 and 1999, our |IT Services
busi nesses produced earnings before the allocation of corporate overhead costs.

OPERATI NG | NCOVE FROM CONTI NUI NG OPERATI ONS. Operating i ncome increased by
$253 (142.9% to $76 in 2000 from $(177) in 1999 due, principally, to the
increase in CTl Software revenues and gross profit realized Operating incone
i ncreased as a percentage of total revenue to 1.3%in 2000 from(4.1)%in 1999.
As di scussed above, in connection with the sale of the Conputer Products
division, the El Paso branch office portion of the IT Services busi ness was
sol d. The operating loss for the El Paso service business was $(173) and $(14)
for the quarters ended March 31, 2000 and 1999, respectively.

| NTEREST EXPENSE, NET OF OTHER | NCOVE. Interest expense, net of other
i ncome, decreased by $2 to $15 in 2000 conpared to $17 in 1999.

DI SCONTI NUED OPERATI ONS. On Novenber 2, 1999 we approved a plan to sell or
cl ose our Tel ecom Systens division. A sale of certain assets of the division and
its ongoi ng operations closed on March 16, 2000. As a consequence of these
events, the operations of Telecom Systens are reported as di scontinued
operations. The conpany experienced a | oss on disposal of $219 (net of taxes of
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$113) in the quarter ended March 31, 2000 fromthis discontinued operation. The
| oss on di scontinued operations in the quarter ended March 31, 1999 was $30, net
of a tax benefit of $15.

On March 16, 2000 we entered into an agreenent to sell certain assets of,
and the ongoi ng operation of, our Conputer Products Division. The sale
transaction closed on May 19, 2000. As a consequence of these events, the
operations of Conputer Products are reported as discontinued operations. For the
quarter ended March 31, 2000 the conpany experienced net incone on the
operations of the Conputer Products Division of $302 (net of taxes of $156) In
addition, we experienced a gain on disposal of $5,091 (net of taxes of $2,625)
related to the transaction. The incone on discontinued operations in the quarter
ended March 31, 1999 was $112, net of taxes of $58.
<PAGE>

NET | NCOVE. Net income on continuing operations, after a provision for
incone taxes totaling $19 (reflecting an effective tax rate of 31.1%in 2000
conpared to 29.9%in 1999), increased by $178 to $42 in 2000 conpared to $(136)
in 1999. The Conpany al so had net incone from di sconti nued operations of $302
and $82, net of taxes of $156 and $43, in the quarters ended March 31, 2000 and
1999. Additionally, a gain on disposal of $5,091, net of taxes of $2,625 was
recogni zed in the quarter ended March 31, 2000.

LI QUI DI TY AND CAPI TAL RESOURCES

Qur working capital was $15,174 and $9, 567 at March 31, 2000 and Decenber
31, 1999, respectively. As of March 31, 2000, we had outstandi ng borrow ngs of
$22,566 and we had excess borrow ngs agai nst our avail abl e borrow ng base of
$1, 202. The excess borrowi ngs were repaid in April, 2000. W used the proceeds
fromthe sale of our Computer Products division and certain assets of IT
servi ces business located in El Paso, Texas to repay $9, 300 in secured debt to
Deut sche Financial Services ("DFS'). W expect to satisfy our capital
requirenents, fromour existing cash bal ances, collection of our accounts
recei vabl es and borrow ngs under our credit facilities.

CASH FLOW

Qperating activities provided net cash totaling $2,470 during the three
nont hs ended March 31, 2000. Operating activities provided net cash during the
period primarily because of cash provided by a decrease in accounts receivable
(%$9,066) and a decrease in accounts payable (6,683). The decrease in accounts
payable was primarily the result of normal paynent of payables which had swell ed
due to the higher level of sales in the fourth quarter of 1999. The increase in
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liabilities related to discontinued operations results fromaccruals related to
the sale of the Conmputer Products Division. The decrease in accounts receivable
was primarily the result of |ower sales in our discontinued Conmputer Product

Di vision and inproved col |l ections.

Investing activities used cash totaling $58 during the three nonths ended
March 31, 2000 related entirely to capital expenditures.

Fi nancing activities used cash totaling $3,014 prinmarily because borrow ngs
wer e reduced under our credit facility during the three nonths ended March 31
2000. W& intend to use the $14, 250 proceeds of the Conputer Products Division
sale to pay down our obligations under our existing credit facility.

ASSET MANAGEMENT

We had accounts receivable, net of allowance for doubtful accounts, of
$26, 764 at March 31, 2000. The nunber of days' sales outstanding in accounts
recei vabl e was 71 days, which is higher than the 60 days outstandi ng at Decenber
31, 1999. The nunber of days outstandi ng has increased because of a sl owdown of
collections froma large custoner. Bad debt expense as a percentage of tota
revenue was 0.4% and 0.2% for the three nonths ended March 31, 2000 and 1999.
Qur allowance for doubtful accounts, as a percentage of accounts receivable, was
16. 9% at March 31, 2000 and 1.0% at Decenber 31, 1999. Inventory turnover for
the three nonths ended March 31, 2000 was 21.4 tinmes versus 12.5 tines for the
conparabl e period in 1999. The inprovenent in the inventory turnover primarily
reflects increases in inventory reserves related to the sale of the Conputer
Products Division.

CURRENT DEBT OBLI GATI ONS

Hi storically, we have satisfied our cash requirenents principally through
borrow ngs under our lines of credit and through operations. W maintain a cash
position sufficient to pay only our inmmedi ately due obligations and expenses.
When the anmount of cash available falls belowits i medi ate needs, we request
advances under a credit facility provided by DFS ("DFS Facility")

On May 19, 2000, the day we closed the sale of our Conputer Product
Di vision, we anended our DFS Facility to decrease the total credit avail able
under the facility from $30,000 to $10, 000 subject to borrowi ng base limtations
that are generally conputed as a percentage of various classes of eligible
accounts receivable and qualifying inventory. Credit avail able
<PAGE>
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under the DFS Facility for floor plan financing of inventory from approved
manuf acturers (the "lInventory Line") is $20,000. Available credit under the DFS
Facility, net of Inventory Line advances, is $10,000 mllion, which is used
primarily to carry accounts receivable and for other working capital and general
cor porate purposes (the "Accounts Line"). Borrowi ngs under the Accounts Line
bear interest at the fluctuating prinme rate mnus 1.0% per annum Under the

I nventory 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 nvoi ce anount of the inventory purchased fromcorporate 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
prime rate plus 5.0% For purposes of calculating interest charges the m ni mum
prime rate under the 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, equipnent and
bank accounts. Collections of our accounts receivable are required to be applied
t hrough a | ockbox arrangenment to repay indebtedness to DFS; however, DFS has
amended the | ockbox agreenent to make such arrangenments contingent upon certain
financial ratios. Provided we are in conpliance with its debt to tangi bl e net
worth covenant, we have discretion over the use and application of the funds
collected in the | ockbox. If we exceed that financial ratio, DFS may require
that | ockbox paynents be applied to reduce our indebtedness to DFS. If in the
future DFS requires that all |ockbox paynments be applied to reduce our
i ndebt edness, we woul d be required to seek funding from DFS or other sources to
meet substantially all of our cash needs.

Under the DFS Facility we are required to maintain (i) a tangible net worth
of $10, 000, defined under the agreenent as book val ue of assets (excluding
I ntangi bl es such as receivables fromofficers, directors, enployees,
st ockhol ders and affiliates, net |easehold inprovenents, goodw ll, prepaid
expenses, franchise fees and other simlar itens) less liabilities (ii) a ratio
of debt m nus subordi nated debt to tangible net worth of 4 to 1 and (iii) a
rati o of current tangi ble assets to current liabilities of not |ess than
1.25 to 1.

W 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
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received by IBMCC fromthe vendor. Wthin 30 days after the financing date, the
full anobunt of invoices for inventory financed through IBMCCis required to be
pai d. Anounts remai ni ng outstandi ng thereafter bear interest at the fluctuating
prime rate (but not |less than 6.5% plus 6.0% |IBMCC retains a security interest
in the inventory financed. The IBMCC Facility is inmediately term nable by
either party by witten notice to the other.

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

We intend to use all of the proceeds of the sale of our Conmputer Products
Di vision to pay down our obligations under our DFS credit facility and accounts
payable we owe. In the future we will not require the sanme anount of financing
and intend to nodify our relationship in the second quarter with one of our
exi sting | enders during the quarter ended June 30, 2000.
<PAGE>
PART 11. OTHER | NFORVATI ON

| TEM 1. LEGAL PROCEEDI NGS

During 1998 Allstar filed suit against a forner enployee and said fornmer
enpl oyee has filed a counter-claimagainst Allstar. Allstar intends to
vi gorously defend such counter claim Allstar is unable to estinmate the range of
possi bl e recovery by the former enpl oyee because the suit is still in the early
stages of discovery.

On February 1, 2000, a conpetitor brought a suit against our wholly owned
subsidiary Stratasoft, Inc. in the United States District Court for the Northern
District of Georgia. The plaintiff alleges infringenment of certain patents owned
by the conpetitor and is seeking unspecified nonetary damages. The suit is in
its early stages of discovery, and therefore we are unable to determ ne the
ultimate costs of this matter. We believe that this suit is without nerit and
intend to vigorously defend such action.

On May 16, 2000, Jack B. Corey ("Corey") filed suit against the Conpany in
JACK B. COREY V. ALLSTAR SYSTEMS, INC., Cause No. 2000-24796; in the District
Court of Harris County, Texas, 113th Judicial District, seeking to enjoin the
sale of its conputer product division and certain other assets to Anherst
Technol ogi es, and for unspecified danages. On Wednesday, May 17, 2000, a state
court denied Corey's Application for Tenporary Restraining Order and on Monday,
May 22, 2000, a second state court denied his Application for a Tenporary
Injunction and for Expedited Di scovery as noot. The present pleadings |ack
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specificity as to Corey's claimfor damages and it is unclear at this tine
whet her Corey will pursue such a claim However, the Conpany strongly denies
that it engaged in any inproper conduct with regard to the sale of its assets
and intends to vigorously defend any cl ai mwhich m ght be pursued by Corey.

We are party to other litigation and clains which nanagenent 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 outcome of such
matters will not have a naterially adverse effect on its results of operations
or financial position.

| TEM 6. EXH BI TS AND REPORTS ON FORM 8- K
Form 8- K, dated March 22, 2000
| TEM 7A.  QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK

We incur certain market risks related to interest rate variations because we
hold floating rate debt. Based upon the average anmount of debt outstandi ng
during the quarter ended March 31, 2000, a one-percent increase in interest
rates paid by us on our debt would have resulted in an increase in interest
expense of approximately $34 for the quarter.

SI GNATURES

Pursuant to the requirenments of the Securities Exchange Act of 1934, the
regi strant has duly caused this report to be signed on its behalf by the
under si gned, thereunto duly authorized.

Al | star Systens, Inc.
May 19, 2000 By: /s/ JAMES H LONG

Dat e James H. Long, Chief Executive Oficer, President and Chairman
of the Board (Principal Financial and Accounting Oficer)

May 19, 2000 By: /s/ DONALD R. CHADW CK

Dat e Donal d R Chadwi ck, Secretary and Director
</ TEXT>

</ DOCUMENT>
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1, 879, 000
0

53, 596, 000
36, 369, 000
0

0

0

44, 000

10, 037, 000
53, 596, 000
0

5, 984, 000
3, 599, 000
0

2, 309, 000
0

15, 000

61, 000

19, 000

42, 000
302, 000

0

0
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<NET- | NCOVE> 5, 216, 000
<EPS- BASI C 1.29
<EPS- DI LUTED> 1.22
</ TABLE>

</ TEXT>

</ DOCUVENT>

</ SEC- DOCUMENT>
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