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</ SEC- HEADER>

<DOCUMENT>
<TYPE>10- Q A
<SEQUENCE>1
<DESCRI PTI ON>QUARTERLY REPORT
<TEXT>
FORM 10-Q A
SECURI TI ES AND EXCHANGE COWM SSI ON
Washi ngton, D.C. 20549
(Mark One)

| X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 For the quarterly period ended June 30, 1997
OR

| | TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 For the transition period from _to

Conmi ssion file nunber: 333-09789

Al | star Systens, Inc.
(Exact nane of Registrant as specified in its charter)

Del awar e 76- 0062751
(State or other jurisdiction of (I.R S. Enpl oyer
I ncor poration or organization) I dentification No.)

6401 Sout hwest Freeway
Houst on, Texas 77074
(Address of principal executive offices) (Zi p code)

(713) 795-2000
(Registrant's tel ephone nunber including area code)

Not appli cable
(Former nane, forner address, and fornmer fiscal year, if changed
since |last report)

I ndi cate by check nmark whether the registrant (1) has filed al

reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 nonths (or for such
shorter period that the registrant was required to file such reports),
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and (2) has been subject to such filing requirenents 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:

<PAGE>

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

(APPLI CABLE ONLY TO CORPORATE REG STRANTS)

I ndi cate the nunmber of shares outstanding of each of the registrant's
cl asses of common stock, as of the |atest practicable date.

Title CQut st andi ng

Common Stock $.01 par val ue per share As of August 4, 1997, 4,440,125 shares

<PAGE>
Al'l star Systens, Inc.
Tabl e of Contents
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Item 2. Managenent's Discussion and Analysis of Financial .........

Condi tion and Results of Operations

Part Il. OGher Information

[tem 1. Legal Proceedings .......... .. ...

Iltem 2. Report of Sales of Securities and Use of Proceeds ..

<PAGE>

Part 1. Fi nanci al | nformati on
[tem 1. Fi nanci al St atenents
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES

CONSOLI DATED BALANCE SHEETS
(I'n thousands, except share anounts)

December 31
1996
ASSETS
Current Assets:
Cash and Cash Equival ents
Restricted Cash....................... $94
Cash 135
Total cash and cash equival ents.. 229
Accounts receivable - trade, net.......... 16, 517
Accounts receivable - affiliates.......... 140
Inventory. ....... .. 4,862
Deferred TaXxesS. . ...... ... 350
Deferred offering costs................... 412
QG her current assets...................... 174
Total current assets............. 22,684
Property and equipment........... .. ............ 1,644
QG her assets ... .. ... 392
Total $24, 720

LI ABI LI TI ES AND STOCKHOLDERS' EQUI TY
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June 30,
1997
(Unaudi t ed)

$1, 529
867

2, 396
19, 981
601

4, 382
160
512
164
28, 196
1, 517
52
$29, 765
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Current liabilities:

Notes payable.......... ... .. ... ... ... ..... $9, 975
Accounts payable............ ... .. .. .. ..... 7, 157
Accrued EXpenses. ............iiii.. 2,759
I nconme taxes payable...................... 206
Deferred service revenue.................. 296

Total current liabilities........ 20, 393

Comm tment s and conti ngenci es
St ockhol ders' equity:
Preferred stock, $.01 par val ue,
5, 000, 000 aut horized, no shares issued..
Common stock, $.01 par value, 50,000,000
aut hori zed, 2,675,000 issued and

outstanding.................. 27
Additional paid in capital................ 1,479
Retained earnings......................... 2,821

Total stockhol ders' equity....... 4, 327
Total ... $24, 720

$11, 751
9, 266
3,073

421
205
24,716

27
1,479
3,543
5, 049

$29, 765

Three Mont hs Ended June 30,

$
$

1997

32, 239
27,312
4,927
3,839
1, 088
309
779
310
469

0.17

<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)
1996

Total revenue ............ ... $ 32, 202
Cost of sales and services ................. 28,234
Goss profit ... . . . 3,968
Selling, general and admi nistrative expenses 2,992
Qperating INCOME ......... ... 976
| nt erest expense and other ................. 285
| nconme before provision for incone taxes ... 691
Provision for income taxes ................. 223
Net income ........... .. ... $ 468
Net inconme per share ....................... $ 0.17
Wei ght ed average shares outstanding ........ 2,675, 000

2,675,000

Si x Mont hs Ended June 30,
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1996 1997
Total revenue ......... ... ... $ 58, 150 $ 58, 831
Cost of sales and services ................. 50, 960 50, 073
Goss profit ... .. . .. 7,190 8, 758
Selling, general and administrative expenses 5, 666 6, 974
Qperating INCOME .. ... ...t 1,524 1,784
| nterest expense and other ................. 582 597
| ncome before provision for incone taxes ... 942 1,187
Provision for inconme taxes ................. 335 465
Net inCOMB ......... ... ... $ 607 $ 722
Net inconme per share ....................... $ 0.23 % 0. 27
Wi ght ed average shares outstanding ........ 2,675, 000 2,675, 000

<PAGE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARl ES
CONSOL| DATED STATEMENTS OF CASH FLOWS
(I'n thousands,)
(Unaudi t ed)
Si X nont hs Si X nont hs
ended ended
June 30, 1996 June 30, 1997
Net I NCOMB . . . oo e e e e s e, $ 607 $ 722

Adj ustnents to reconcile net incone to net cash
provi ded by (used in) operating activities:
Gain on disposal of assets .................... -- - -
Depreciation and anortization ................. 179 252
Deferred Taxes ........... ... (12) 190
Changes in assets and liabilities that provided
(used) cash:

Accounts receivable - trade, net .............. 768 (3, 464)
Accounts receivable - affiliates .............. 104 (121)
[ NVEeNtOry ... (1,431) 480
Deferred offering costs ......... ... ... ...... -- (100)
O her current assets ........... .. .. ... (23) 10
Accounts payable ...... ... . . ... (765) 2,109
ACCrued eXPeNnSEeS .. ...ttt 583 314
Incone taxes payable .......... ... .. ... ... .... 256 215
Deferred service revenue ...................... (136) (91)
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Net cash provided by (used in)operating
activities 130 516

Cash flow frominvesting activities:
Capital expenditures ........... ... ... ... .. ..... (303) (125)
Proceeds fromsale of fixed assets ............ -- - -

Net cash used in investing activities ....... (303) (125)

Cash flows fromfinancing activities:
Net increase (decrease) in notes payable ...... (375) 1,776

Net cash provided by (used in) financing

activities (375) 1,776
Net increase (decrease) in cash and cash equival ents (548) 2,167
Cash and cash equival ents at beginning of period ... 1, 029 229
Cash and cash equival ents at beginning of period ... $ 481 $ 2,396
Suppl enent al di scl osures of cash flow i nformation:
Cash paid for interest .......... .. ... .. ... $ 355 $ 298
$ 94 $ 115
<PACE>
ALLSTAR SYSTEMS, | NC. AND SUBSI DI ARI ES
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
(I'n thousands, except share and per share anounts)
1. SUMVARY OF SI GNI FI CANT ACCOUNTI NG POLI Cl ES
Al |l star Systens, Inc. and subsidiaries ("Allstar") is engaged in the sale
and service of conputer and tel ecomunications hardware and software products.
During 1995 Allstar formed and incorporated Stratasoft, 1Inc., 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. to
provi de tenporary and pernanent placenment services of technical personnel. All

operations of the business are primarily conducted fromoffices located in
Houst on and Dal | as, Texas.

A substantial portion of Allstar's sales and services are authorized under
arrangenents with product manufacturers and Allstar's operations are dependent
upon nmaintaining its approved status with such manufacturers. As a result of
t hese arrangenents and arrangenents wth its custonmers, gross profit could be
limted by the availability of products or allowance for volunme discounts.
Furthernore, net income before income taxes could be affected by changes in
interest rates which underlie the credit arrangenments which are used for working
capital (see Note 5).
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The consolidated financial statenents presented herein at June 30, 1997 and
for the three-nonth periods ended June 30, 1996 and 1997 are unaudited; however,

all adjustnents which are, in the opinion of managenent, necessary for a fair
presentation of the financial position, results of operations and cash flows for
the periods covered have been nade and are of a nornmal, recurring nature.

Accounting neasurenents at interimdates inherently involve greater reliance on
estimates than at year end. The results of the interim periods are not
necessarily indicative of results for the full year

Al'l star's significant accounting policies are as foll ows:

Principles of Consolidation - The acconpanying consolidated financi al
statenents include the accounts of Allstar Systens, Inc. and its wholly owned
subsidiaries. Al significant interconpany bal ances and transacti ons have been
el i m nat ed.

Inventory - Inventory consists primarily of personal conputers and
conponents and is valued at the |lower of cost or market with cost determ ned on
the first-in first-out nmethod. Managenent provides a reserve for inventory which
may be sl ow noving or obsol ete.

Property and Equipnent - Property and equipnent are recorded at cost.
Expenditures for repairs and naintenance are charged to expense when incurred,
while expenditures for betternents are capitalized. Disposals are renoved at
cost |less accunmul ated depreciation with the resulting gain or loss reflected in
operations in the year of disposal.

| rpai rment of Long-Lived Assets - Effective January 1, 1996 All star adopted
Statenent of Financial Accounting Standards No. 121, "Accounting for the
| mpai rment of Long-Lived Assets and for Long-Lived Assets to Be D sposed O,"
("SFAS No. 121") which requires that long-lived assets be reviewed by an entity
for inpairnment whenever events or changes in circunstances indicate that the
carrying anmount of an asset nmay not be recoverable. The adoption of SFAS No. 121
in 1996 did not result in a charge to earnings in the acconpanying consolidated
financial statenents.

Federal Inconme Taxes - Deferred taxes are provided at enacted rates for the
tenporary di fferences between the financial reporting bases and the tax bases of
assets and liabilities.

Earni ngs per Share - Net earnings per share of common stock are based on
the weighted average nunber of shares of comon stock and common stock
equivalents, if any, outstanding during each period. |In Cctober 1996, the
Conpany conpleted a reincorporation in order to change its state of domcile to
Del aware, to authorize 50,000,000 shares of $.01 par val ue common stock and to
aut hori ze 5,000,000 shares of $.01 par val ue preferred st ock. The
rei ncorporation had the effect of an 8.15-for-1 split of Allstar's comobn stock.
Al applicable share and per share data in the consolidated financial statenents
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and related notes give effect to this reincorporation and resulting stock
conver si on.

Revenue Recognition - Revenue fromthe sale of conputer products is
recogni zed when the product is shipped. Service incone is recognized ratably
over the service contract |life. Revenues resulting from installations of

equi prent for which duration is in excess of three nonths are recognized using
the percentage-of-conpletion nethod. The percentage of revenue recognized on
each contract is based on the nobst recent cost estimate available. Revisions of
estimates are reflected in the period in which the facts necessitating the
revi sion becone known; when a contract indicates a |loss, a provision is made for
the total anticipated loss. At June 30, 1996 and 1997, Allstar had no such
contracts in process.

Research and Devel opnent Costs - Expenditures relating to the devel opnent
of new products and processes, i ncl udi ng significant i nprovenents and
refinenents to existing products, are expensed as incurred.

Fair Value of Financial Instrunents - Allstar's financial instrunents
consi st of cash and cash equival ents, accounts receivable, accounts payable and
notes payable for which the carrying values approximte fair values given the
short-term maturity of the instrunents. It is not practicable to estimate the
fair values of related-party receivables due to the nature of the instrunents.

Cash and Cash Equivalents - Cash and cash equivalents include any highly
liquid debt instrunents with a maturity of three nonths or | ess when purchased.
See Note 5 for discussion of restricted cash.

Use of Estinmates - The preparation of +the financial statenments in
conformty with generally accepted accounting principles requires managenent to
meke estimates and assunptions that affect the reported anmounts of assets and
[iabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported anpbunt of revenues and expenses during
the reporting period. Actual results could differ fromthese estimates.

Accounting Pronouncenents - In Cctober 1995, the Financial Accounting
St andards Board ("FASB") issued Statenent of Financial Accounting Standards No.
123, "Accounting for Stock-Based Conpensation” ("SFAS No. 123") which determ nes
conpensation cost using the fair value nethod of accounting. Allstar has el ected
to continue to follow Accounting Principles Board Opinion No. 25, "Accounting
for Stock Issued to Enpl oyees,” which determ nes conpensation cost using the
intrinsic value based nethod of accounting. At Decenber 31, 1996 and June 30,
1997 Allstar had no stock options or simlar equity instrunents outstanding (see
Note 9); accordingly, SFAS No. 123 had no effect on Allstar's consolidated
financial statements or Notes thereto.

In February 1997, the Financial Accounting Standards Board ("FASB") issued

St at ement of Financial Accounting Standards No. 128, Earnings Per Share ("SFAS
128"), which is effective for periods ending after Decenber 15, 1997, specifies
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the conmputation, presentation and disclosure requirenents of earnings per share
("EPS"') and supersedes Accounting Principles Board Opinion No. 15 ("APB No.
15"). SFAS 128 requires a dual presentation of basic and diluted EPS. Basic EPS,
whi ch excludes the inpact of commobn stock equivalents, replaces primary EPS.
Diluted EPS, which utilizes the average nmarket price per share as opposed to the
greater of the average market price per share or ending narket price per share
when applying the treasury stock nmethod in determ ning common stock equival ents,
replaces fully diluted EPS. Pro forma basic and diluted EPS for all historical
peri ods presented, assum ng SFAS No. 128 was effective at the begi nning of each
such historical period, would not be nmaterially different than the presentations
usi ng APE No. 15.

In June 1997, the FASB i ssued SFAS No. 130, Reporting Conprehensive |Incone,
and SFAS No. 131, Disclosures About Segnments of an Enterprise and Rel ated
I nformati on. SFAS No. 130 establishes standards for reporting and displaying of
conpr ehensive incone and its conponents. SFAS No. 131 establishes standards for
the way that public business enterprises report information about operating
segnents and related information in interimand annual financial statenents.
SFAS No. 130 and 131 are effective for periods beginning after Decenber 15,
1997. These three statenents w Il not have any effect on the Conpany's 1997
financial statenents, however, managenent is evaluating what, if any additional
di scl osures may be required when these three statenents are inpl enented.

2. ACCOUNTS RECEI VABLE

Accounts receivable consisted of the follow ng at Decenber 31, 1996 and
June 30, 1997:

1996 1997
Trade ....... . ... $ 16, 736 $ 20, 219
Al | onances for doubtful accounts (219) (238)
Total ................. $ 16,517 $ 19,981

3. DEFERRED OFFERI NG COSTS

Deferred offering costs represent anmounts incurred by Allstar through
Decenber 31, 1996 in preparation of filing an offering docunent. |If Allstar
determ nes not to go forward with the offering, these anmounts will be charged to
expense at that tine. (see Note 10)

4. PROPERTY AND EQUI PMENT

Property and equi pnent consisted of the follow ng at Decenber 31, 1996 and
June 30, 1997

1996 1997
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Equi pment . ... .. $ 282 $ 286
Conputer equipment ...................... 1, 964 2,086
Furniture and fixtures .................. 294 293
Leasehol d inmprovenents .................. 47 47
Vehicles ... ... . . . 105 105
2,692 2,817

Accumul at ed depreciation and anorti zation (1, 048) (1, 300)
Total ........ ... .. . .. . . ... ..., $ 1,644 $ 1,517

5. CREDI T ARRANGEMENT

Allstar has two revolving lines of <credit with a comrercial finance
conmpany. This agreenent, which continues in full force and effect for successive
13 nmonth periods wuntil termnated by 60 day witten notice fromeither the
| ender or Allstar, 1is <collateralized by substantially all of Allstar's assets

and a personal guarantee of the principal stockholder of Allstar. The agreenent
contains restrictive covenants which, anong other things, require specific
rati os of revenue to working capital, total Iliabilities to tangible net worth
and net profit after tax to revenue. The terns of the agreenent also prohibit
t he paynent of dividends, the purchase of Allstar commopbn stock and other simlar
expenditures, including advances to related parties. During 1996, Allstar was
not in conpliance with certain of these covenants; however, the finance conpany
wai ved such nonconpliance through Decenber 31, 1996 and executed anendnents to

the agreenment to liberalize certain financial covenants. Throughout 1997,
Al'l star was in conpliance with these less restrictive financial covenants. In
April 1996 the aggregate maximum conbined Ilines of credit were increased from

$15.0 million to $20.0 mllion and in Septenber 1996 were tenporarily increased
to $30.0 nmillion for the period from Septenber 1996 through February 1997, to
$28.0 million during March 1997 and to $25.0 million in April 1997, thereafter
returning to the stated credit line of $20.0 million. The rmaxi num conbined
credit limt is subject to borrowng base limtations which are generally
conputed as a percentage of various classes of eligible accounts receivable and
gqualifying inventory (as defined). Allstar pays an annual facility fee of
$18, 000.

Under the first revolving Iine of credit (the "Accounts Line"), outstanding
principal and interest are due upon termnation of the agreenent. Transactions
on the Accounts Line are reflected as Notes Payable in the consolidated
financial statenents. The Accounts Line accrues interest at the prine rate plus
2% (10. 25% at Decenber 31, 1996 and 10.50% at June 30, 1997). The agreenent
requires that all paynents received from custoners on pledged accounts
receivable be applied to the outstanding balance on the Accounts Line.
Accordingly, accounts receivable paynents received in the amount of $94 and
$1,529 at Decenber 31, 1996 and June 30, 1997, respectively, but not yet applied
to the line of credit, are shown as restricted cash in the acconpanying bal ance
sheet s.

The second revolving line of credit (the "lnventory Line") is used by
Al lstar to floor plan inventory purchases. At Decenmber 31, 1996 and June 30,
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1997, aggregate borrowings on the Inventory Line were $6,134 and $4, 806,
respectively. Interest accrues at the prine rate plus 6% (14.50% at June 30,
1997) for all outstandi ng bal ances over 30 days.

In addition, Allstar nmaintains a $3.0 million credit Iine wth another
financi ng conpany to be used to floor plan inventory purchases. At Decenber 31,
1996 and June 30, 1997, aggregate borrowings on this line were $993 and $941,
respectively. Interest accrues at the prinme rate, which for purposes of this
agreenent wll not fall below 6.5% plus 6% (14.50% at June 30, 1997) for al
out st andi ng bal ances over 30 days. This agreenent contains restrictive covenants
whi ch, anong other things, require a specific ratio of total Iiabilities to
tangi ble net worth and a mninmum tangible net worth (as defined). The terns of
this agreenment also prohibit the paynent of dividends, the purchase of Allstar
common stock and other simlar expenditures, including advances to related
parties. During 1996, Allstar was not in conpliance wth certain of these
covenants; however, the finance conpany waived such nonconpliance through
Decenber 31, 1996. Throughout 1997, Allstar was in conpliance wth the
restrictive financial covenants provided in the agreenent.

Amounts borrowed under the Inventory Line and the $3.0 mllion |ine of
credit (collectively the "Floor Plan Agreenents") are included in accounts
payable in the consolidated financial statenents. Under the Floor Plan
Agreenents the financing conpanies pay Allstar's suppliers directly and maintain
a purchase noney security interest in the related inventory.

The conmbi ned borrow ng base under all credit arrangenents was $18, 841 and
$18, 273 at Decenber 31, 1996 and June 30, 1997, respectively.

6. I NCOVE TAXES

Deferred tax assets conputed at the statutory rate related to tenporary
di fferences at Decenber 31, 1996 and June 30, 1997 were as follows:

1996 1997
Deferred tax assets:
Accounts receivable .. ...... . . . . $142 $ 85
Deferred Service revenuUEe. . .......c ittt e 69 21
I NVENt OrY .. e e 139 54
Tot al ... $350 $160

7. ACCRUED EXPENSES

Accrued liabilities consisted of the follow ng as of Decenber 31, 1996 and
June 30, 1997:
1996 1997

Sales tax payable ......... . . . . . $1,309 $1,418
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Accrued enpl oyee benefits, payroll and other related costs . 996 1,332
Accrued i nterest . ... .. . .. e 209 120
O her 245 203

Total . $2,759  $3,073

8. FRANCHI SE FEES

Al l star entered into an agreenent in May 1989 whereby it becane a franchise
of Inacom Corp. ("lnaconmt'). Annual fees, anounting to 0.05% of certain gross
sal es, were expensed in the period incurred. Allstar obtained a waiver effective
January 1, 1995 which elimnated the paynment of franchise fees.

Al star entered into an agreenent in August 1996 in which Allstar is
required to purchase at | east 80% of its conmputer products fromlnacomif such
are available wthin a reasonable period of tine at reasonably conpetitive
prices. The agreenent expires on Decenber 31, 2001 and automatically renews for
successive one-year periods. A cancellation fee of $571 will be payable by
Al lstar in the event of non-renewal or early termnation of the agreenent by
either party; however, Allstar does not anticipate termnation to occur by
either party prior to the initial termnation date. Allstar is accruing this
cancel l ation fee over the initial agreement period by an approximate $9 nonthly
charge to earnings.

9. COMM TMENTS AND CONTI NGENCI ES

Qperating Leases - Allstar subleases office space fromAllstar Equities,
Inc. ("Equities"), a conpany wholly owned by the principal stockholder of
Allstar. In 1996, Allstar renewed its office sublease wth nonthly rental
payments of $31.5 in 1997 and $32 in 1998, plus certain operating expenses
t hrough Decenber 1998.

Additionally, mninmm annual rentals at Decenber 31, 1996 on other
operating | eases anount to approximately $101 for 1997, $23 in 1998, $16 in 1999
and $8 in 2000. Anmounts paid during the three nonths ended June 30, 1996 and
1997 under such agreenents total ed approxi mately $52 and $33, respectively.

Benefit Plans - Allstar maintains a group nedical and hospitalization
i nsurance program under which Allstar pays enpl oyees' covered health care costs.
Any clains exceeding $30 per enployee or a curulative maxi mum of approxi nately
$180 per year are insured by an outside insurance conpany. Allstar's claimand
prem um expense for this self-insurance programtotaled approximtely $16, 949
for the 2nd quarter 1996 and $106, 713 for the 2nd quarter 1997.

Al'l star maintains a 401(k) savings plan. Al full-tine enployees who have
conpl eted one year of service with Allstar are eligible to participate in the
plan. Allstar also has the option of making additional contributions based on
net profitability. Declaration of such contributions is at the discretion of
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Allstar's Board of Directors. Allstar nade no additi onal contributions to the
plan for the years ended Decenber, 1994 and 1995. In 1996 Allstar contributed
$71 to the plan.

Allstar has filed wunder the Internal Revenue Service Wlk-in d osing
Agreenent Program (the "Program') to negotiate a settlenent regarding the
gualified status of the 401(k) savings plan in order to neet the requirenents of
Section 401(a) of the Internal Revenue Code. Under the Program any sanction
anount negotiated is based upon the total tax liability which could be assessed
if the plan were to be disqualified. At June 30, 1997 the Conpany has accrued
$50 for the estimated settl ement cost.

In Septenber 1996 Allstar adopted the 1996 Incentive Stock Plan (the
“Incentive Plan") and the 1996 Non-Enployee Director Stock Option Plan (the
"Director Plan"). Under the Incentive Plan, Allstar's Conpensation Conmttee nay
grant up to 417,500 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 commobn stock, subject to certain antidilution
adjustnments. The Director Plan provides for a one-tinme option by newy elected
directors to purchase up to 5,000 conmmon shares, after which each director is
entitled to receive an option to purchase wup to 2,000 common shares upon each
date of re-election to Allstar's Board of Directors. Options granted under the
Director Plan have an exercise price equal to the fair market value on the date
of grant and generally expire ten years after the grant date. No incentive
awar ds or stock options have been granted under these plans at June 30, 1997.

On July 13, 1996, a forner custoner brought suit against the Conpany in the
152nd Judicial D strict Court of Harris County, Texas. The plaintiff alleges
that the Conpany failed to provide and conplete promsed installation and
configuration of certain conputer equipnent wthin the tine promsed by the
Conmpany. Based on these allegations, the plaintiff 1is suing for breach of
contract and other statutory violations and is seeking actual nonetary danages

of approximately $3 nmillion and treble damages under the Texas Deceptive Trade
Practices Act. The Conpany is unable to estimate the range of possible recovery
by the plaintiff because the suit is still in the early stages of discovery.

However, the Conpany is vigorously defending the action.

Allstar is party to other litigation and clains 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
out cone of such matters will not have a materially adverse effect on its results
of operations or financial position.

10. RELATED- PARTY TRANSACTI ONS
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Effective Decenber 31, 1993, Allstar entered into a stock sal e agreenent
wher eby 65, 625 shares of Allstar no par val ue common stock (535,000 shares of
$.01 par value common stock after effect of reincorporation and conversion - see
Note 1) were sold for $1.5 mllion. The proceeds fromthe stock subscription
agreenment were recorded as Accounts receivable - affiliates and Additional
paid-in capital at Decenber 31, 1993. In May 1994 the subscription price was
received and the shares of comon stock were issued. The principal stockhol der
of Allstar and this mnority stockholder have entered into an agreenent under
which the mnority stockholder has the option to require the principal
st ockhol der to repurchase these shares at an established price dependent upon
t he nunber of nonths held. In addition, the principal stockholder may offer to
have Allstar purchase these shares; however, any such offer will not obligate
Al'l star to purchase such shares. Upon conpletion of a public offering of Allstar
common stock the option to require the principal shareholder to purchase the
shares becones inoperative. In addition Allstar is obligated, under a consulting
agreenent with the mnority shareholder, to pay consulting fees of $75,000 per
annum until such tinme as Allstar conpletes a public offering of its comon
stock. (see Note 11.)

Allstar has fromtinme to tinme nmade paynents on behalf of Equities and the
Conpany's princi pal stockholders for taxes, property and equipnent. Effective
July 1, 1996, Allstar and its principal stockholder entered into a prom ssory
note to repay certain advances, which were approxinmately $173 at July 1, 1996,
in equal annual installnents of principal and interest, from August 1997 through
2001. This note bears interest at 9% per year. Also effective July 1, 1996,
Al l star and Equities entered into a prom ssory note whereby Equities would repay
t he bal ance of anopunts advanced, which were approximately $387 at July 1, 1996,
in mnthly installnments of $6.5, including interest, fromJuly 1996 through
Novenber 1998 with a final paynment of $275 due on Decenber 1, 1998. This note
bears interest at 9% per year. The principal anmounts as of Decenber 31, 1996 are
classified as Accounts receivable - affiliates and Qther assets - affiliates
based on the repaynent terns of the prom ssory notes. The principal anobunts as
of June 30, 1997 are classified as Accounts receivable - affiliates based on the
expectation of repaynent wthin one year. At Decenber 31, 1996 and June 30,
1997, Allstar receivables fromthese affiliates anmpounted to approximtely $501
and $549, respectively.

11. EVENTS SUBSEQUENT TO JUNE 30, 1997:

On July 7, 1997, the Conpany successfully conpleted an Initial Public Ofering
of 1,767,500 shares of common stock and received net proceeds of $8,190 before
deducting estimated offering expenses of $850. On July 29, 1997, the Company
sold an additional 265,005 shares of comobn stock wunder option wth the
Underwiters to cover over-allotments and received proceeds of $1,448. The
conpany used all of the proceeds to reduce short-term debt. In addition, the
Conmpany agreed to sell to the wunderwiters of the public offering warrants to
purchase 176,750 at an exercise price of the greater of 120% of the public
offering price or $9.60 per share. The purchase price of the warrants was $.01
per warrant and the purchase price was paid on July 29, 1997.
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Item 2. Managenent's Discussion and Analysis of Financial Condition and
Results of Operation

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 qualifiedinits entirety by, and should be
read in conjunction wth, the Conpany's Consolidated Financial Statenents,
i ncl udi ng the Notes thereto.

OVERVI EW

The Conpany is engaged in the business of reselling conputer hardware and
software products and providing related services. |In addition, the Conpany
derives revenue from providing IT Services to purchasers of Conputer Products
and other custoners. The Conpany operates fromoffices in Houston and Dall as,
Texas. In 1994, the Conpany began offering Tel ecom Systens in its Houston office
and during the quarter ended June 30, 1997 commenced offering Tel ecom Systens in
its Dallas office. In the fourth quarter of 1995, the Conpany acquired and began
mar keting CTlI Software. To date, nost of its revenue has been derived from
Conmputer Products sales. During the quarter ended June 30, 1997, Conputer
Products totaled 85.5% of revenues while IT Services, Telecom Systens and CTI
Software totaled 8.7% 4.0% and 1.8% of revenues, respectively.

The Conpany's Conputer Products division sells a wde variety of
conputer hardware and software products available fromover 600 manufacturers
and suppliers. The Conpany's products include desktop and |laptop conputers,
nonitors, printers and other peripheral devi ces, operating system and
application software, network products and m d-range host and server systens.
The Conpany is an authorized reseller of products froma nunber of | eading
manuf acturers of conputer hardware, software and networ ki ng equi pnent.

Cenerally, Conputer Products sales are made on a purchase order basis,
wth few on-going commtnents to purchase fromits custoners. On certain
occasions, large "roll-out” orders are received with delivery scheduled over a
| onger term such as six to nine nonths, while normal orders are received and
delivered to the custoners wusually wthin approximately thirty days of the
recei pt of the order. Because of this pattern of sales and delivery, the Conpany
normal |y does not have a significant backlog of conputer product sales.

| T Services are provided by the Conpany both in conjunction wth and
separately fromits Conputer Products sales. The Conpany typically prices its IT
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Services on a tinme and materials basis or under fixed fee service contracts,
dependi ng on custoner preference and the |evel of service commtnent required.
In markets where the Conpany does not nmaintain branch offices, it often
subcontracts for necessary technical personnel, particularly where required for
| arger scope or prolonged duration contracts. The Conpany's |IT Services include
i nformati on systens support, authorized warranty service, hardware repair and
mai nt enance services, conplex network diagnostic services, end user support
services and software diagnostic services. The Conpany also offers conplete
outsourcing of a custoner's conputer and network rmanagenent and technical
support needs on a contract basis. In addition, the Conpany provides tenporary
and permanent staffing services.

To support and maintain the quality of these services and to naintain
vendor accreditation necessary to resell and service its significant product
lines, the Conpany's technical staff participate in various certification and
aut hori zation prograns sponsored by hardware manuf acturers and software
suppliers. The Conpany's ability to attract and retain qualified professional
and technical personnel is critical to the success of its IT Services business.
The nost significant portion of the costs associated wth the delivery of IT

Services are of personnel <costs. Therefore, in order to be successful, the
Conpany's billable rates nust be in excess of the personnel costs and its nmargin
I s dependent upon maintaining high wutilization of its service personnel. In

addition, the conpetition for high quality personnel has generally intensified
causi ng the Conpany's, along with other IT Service providers, personnel costs to
i ncrease. The Conpany's costs of goods and services includes the personnel costs
of its billable technical staff.

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

Thr ough the Tel ecom Systens division, the Conpany markets, installs and
services business telephone systens, including |arge PBX systens and snall er
"key systens"', along with a variety of related products including hardware and
software products for data and voice integration, wde area connectivity and
t el ephone system networking, w reless comuni cations and vi deo conferencing. The
Conmpany has historically operated Tel ecom Systens only fromits Houston office.
During the second quarter of 1997, the Conpany comrenced operations of Tel ecom
Systens in its Dallas office.

The Conpany develops and markets proprietary CTlI Software, which
i nt egrates busi ness tel ephone systens and networked conmputer systens, under the
trade nane "Stratasoft."” Basic products offered by the Conpany are typically
custom zed to suit a custoner's particular needs and are often bundled wth
conput er hardware supplied by the Conpany at the custoner's request. Stratasoft
products include software for <call <center nmanagenent, both in-bound and
out - bound, as well as interactive voice response software.

The Conpany believes that each of its four separate businesses are
conpl enentary to each other and allow the Conpany to offer a broader range of
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i ntegrated products and services in order to satisfy its custonmers' information
and conmunication technology requirenents than many of its conpetitors. The
Conmpany's strategy is to mintain and expand its relationships wth its
custoners by satisfying a greater portion of these requirenents.

The Conpany's gross nargin varies substantially between each of its
busi nesses. The Conpany's Conputer Products sales produced a gross nargin
ranging from 10.3%to 10. 4% over the three year period ended Decenber 31, 1996,
due to the commodity nature of Conputer Products market. The gross margin for IT
Services, which reflects direct |abor costs, has ranged from 30.4%to 40. 9% over
the sanme period. This variation is primarily attributable to the pricing and the
m x of services provided, and to the level of direct |[|abor as a conponent of
cost during any given period. The gross mnargin for Telecom Systens, which
i ncludes both product sales and services, has varied between 23.0% and 42. 7%
since the Conpany entered the Tel ecom Systens narket in 1994. The gross margin
for CTlI Software was 40.2%in 1996.

The Company's overall gross margin has ranged between 12.3% and 13. 3%
for the three year period ended Decenber 31, 1996. During any period, overal
gross margin may vary significantly because of the mx of the various products
and services revenues realized by the Conpany during any such period. Wile the
Conpany endeavors to strengthen its conputer products sales on a continuing
basis, the Conpany is endeavoring to growits higher margin products and
services at a higher rate than Conputer Products thereby increasing its overal
gr oss margi ns.

Manuf acturers of many of the conputer products resold by the Conpany have
consistently reduced unit prices near the end of a product's |life cycle, nost
frequently follow ng the introduction of newer, nore advanced nodels. Wile the
maj or manufacturers of conputer products have a policy of providing price
protection to resellers when prices are reduced, on occasion, and particularly
during 1994, manufacturers introduced new nodels of their products and then
reduced the price of, or discontinued, the older nodels wthout price
protection. |In these instances, the Conpany often sells the older nodels at
reduced prices, which adversely affects gross nargin.

A significant portion of Conmpany's selling, general and adm nistrative
expenses relate to personnel costs, sone of which are variable and ot hers of
which are relatively fixed. The Conpany's vari able personnel <costs are
substantially conprised of sales conm ssions, which are typically calcul ated
based upon the Conpany's gross profit on a particular sales transaction and thus
generally fluctuate with the Conpany's overall gross profit. The remai nder of
t he Conpany's selling, general and adm nistrative expenses are relatively nore
fixed and, while still sonmewhat variable, do not vary with increases in revenue
as directly as do sal es conm ssi ons.

I nacom Corp. ("lnacom') is the |largest supplier of products sold by the

Conpany. Purchases fromlnacom accounted for approxinmately 46.4% 36.6% and
57.0% of the Conpany's total product purchases in 1994, 1995 and 1996,
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respectively. In August 1996, the Conpany renewed its long-term supply
arrangenent wth Inacomand agreed to purchase at |east 80%of its Conputer
Products from Inacom but only to the extent that such products are nade
avail able within a reasonable period of tine at reasonably conpetitive pricing.
| nacom does not carry certain product |lines sold by the Conpany and | nacom may
be unable to offer reasonable product availability and reasonably conpetitive
pricing fromtinme to tine on those product Ilines that it carries. The Conpany
t hus expects that |less than 80% of its total purchases will be nade from | nacom
and that any increase or decrease over historical Ilevels in the percentage of
products it purchases fromlnacom under the new I nacom agreenent wll not have
any material inpact on the Conpany's results of operations.

The Conmpany nmnages its inventory in order to mnimze the anount of
inventory held for resale and the risk of inventory obsolescence and decreases
in market value. The Conpany attenpts to maintain a | evel of inventory required
to reach only its near term delivery requirenents by relying on the ready
availability of products fromits principal suppliers. Mnufacturers of the
Conpany's maj or products generally provide price protection, which reduces the
Conmpany's exposure to decreases in prices. In addition, its suppliers generally
allow for returns of excess inventory, which, on alimted basis, are nmade
W t hout material restocking fees.

This Form 10-Q contains forward | ooki ng statenents that involve risks and
uncertainties. The Conpany's actual results may differ significantly fromthe
results discussed in the forward |ooking statenents. Such forward | ooking
statenments include risks and uncertainties. Such risks and uncertainties, many
of which are not within the control of the Conpany, may cause the actual results
to differ materially from the results discussed in the forward | ooking
statenents, including, but not limted to, the Conpany's ability to execute and
inplement its plans and strategies and /or control the econom c environnment in
whi ch the Conpany it operates.

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

Three npnt hs ended June 30, Si x nonths ended June 30,
1996 1997 1996 1997
Anmount % Anount % Anount % Anount %
Revenue( 1)
Conmputer Products ..$ 29,044 90.2 $ 27,567 85.5 $ 52,425 90.1 $ 50,713 86.2
| T Services ........ 1, 800 5.6 2,791 8.7 3,819 6.6 4,857 8.3
Tel ecom systens . ... 1, 009 3.1 1, 284 4.0 1, 398 2.4 2,237 3.8
CTl Software ....... 349 1.1 597 1.8 508 0.9 1, 023 1.7
Total revenue .... 32,202 100.0 32,239 100.0 58, 150 100.0 58,831 100.0
Gross Profit
Conput er Products .. 2,706 9.3 3,001 10.9 5,134 9.8 5,452 10.8
| T Services ........ 641 35.6 1,268 45.4 1,235 32.3 2,153 44.3
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Tel ecom Systens . ... 435 43. 333 26. 554 39.6 637 28.5
CTl Software ....... 186 53. 325 54.4 267 52. 516 50.4
Total G oss Profit 3,968 12.3 4,927 15.3 7,190 12.3 8,758 14.9

[EEN
o

w
»

Selling, general and

adm ni strative

expense ............ 2,992 3,839 11.9 5, 666 6,974 11.9
Qperating incone .... 976 3.0 1, 088 3.4 1,524 2.6 1,784 3.0
| nt er est expense

(net of other

incone) ............ 285 0.9 309 1.0 582 1.0 597 1.0
| ncone before

provision for

©
w
©
\‘

income taxes ....... 691 2.1 779 2.4 942 1.6 1,187 2.0
Provi si on (benefit)

for incone taxes.... 223 0.7 310 1.0 335 0.6 465 0.8
Net Income .......... $ 468 1.4 $ 469 1.4 $ 607 1.0 $ 722 1.2
Earni ngs per share ..$ 0.17 $ 0.17 $ 0.23 $ 0.27
Wei ght ed aver age

shar es out st andi ng. . $2, 675, 000 2,675, 000 2,675, 000 2,675, 000

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

<PAGE>

THREE MONTHS ENDED JUNE 30, 1997 COVPARED TO THREE MONTHS ENDED JUNE 30, 1996

TOTAL REVENUE. All of the Conpany's business wunits, except Conputer
Products, increased revenues over the prior year's conparable period. Total
revenue increased by $37,000 (.1% and remai ned substantially unchanged at $32.2
mllion in 1996 conpared to $32.2 mllion in 1997. The absence of growth from
the prior period results fromthe Conmpany not fully replacing a large "roll-out"
sal e which occurred during 1996. This Conputer Products sale was approximately
$6 million or 19% of 1996 revenues. Excluding the inpact of this order, total
revenues woul d have increased by approximately 18.8% over 1996. Revenue from
Conmput er Products decreased by $1.5 mllion (5.1% from$29.0 mllion in 1996 to
$27.6 mllion in 1997. Revenue from Conputer Products as a percentage of total
revenue decreased 4.7%from 90.2%in 1996 to 85.5%in 1997. Revenue fromIT
Services increased $991,000 (55.1% from$1.8 million in 1996 to $2.8 million in
1997 because of the expansion of its sale force and billable technical staff,
together wi th an enphasis on higher level service offerings to the Conpany's
custoners. Revenue fromIT Services as a percentage of total revenue increased
from 5.6%in 1996 to 8. 7% of total revenues in 1997. Revenue from Tel ecom
Systens increased by $275,000 (27.3% from$1.0 mllion in 1996 to $1.3 mllion
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in 1997. The increase in Telecom Systens revenue was primarily the result of
hiring additional sales personnel and expanding marketing efforts, which
resulted in the addition of new custoners. Revenue from Telecom Systens as a
percentage of total revenue increased from3.1%in 1996 to 4.0%in 1997. CTI
Sof t war e revenue increased by $248,000 (71.1% from $349,000 in 1996 to $597, 000
in 1997. The growh in CTl Software revenues was primarily due to increased
mar keting efforts which resulted in the addition of new custoners. Revenue from
CTl Software, as a percentage of total revenue, increased from1.1%in 1996 to
1.8 %in 1997.

GROSS PROFIT. Goss profit increased by $959,000 (24.29% from$4.0
mllion in 1996 to $4.9 million in 1997, while gross margin increased from 12. 3%
in 1996 to 15.3%in 1997. The gross margin for Conputer Products increased from
9.3%in 1996 to 10.9% in 1997, which was primarily the result of the absence of
large "roll-out” type transactions, which typically produce |ower gross nargin,
in 1997. The gross profit fromIT Services increased 97.8% from $641, 000 in 1996
to $1.3 million in 1997. Goss margin increased from35.6%in 1996 to 45.4%in
1997. This increase in gross margin was primrily attributable to the
replacenment of less profitable |IT Services business with nore profitable
business fromnew and existing |T Services custoners. 1In 1996 the Conpany
comenced the inplenentation of a programto replace |ess profitable hardware
mai nt enance and repair services wth a variety of services that were expected to
generate higher gross margins. This program resulted in the elimnation of
certain I T Services custonmer relationships which had been producing | ower than
average gross margin. The loss of this lower nmargin revenue was offset by
revenues fromnew I T Services custoners and fromexisting custoners at higher
gross nmargins. The gross margin for Tel ecom Systens sal es decreased from 43. 1%
in 1996 to 26.0% in 1997, reflecting the comencenent of Telecom Systens
operations in the Conpany's Dallas office, [|ower product margins and hi gher
installation costs than are normally incurred. |In addition, the Conpany
installed a | arge conplex systemin 1996 which had an unusually high margin as
conpared to the Conpany's normalized business. The gross margin for CTlI Software
increased from53.3%in 1996 to 54.4 %in the 1997.

SELLING GENERAL AND ADM NI STRATIVE EXPENSES . Selling, general and
admi ni strative expenses increased by $847,000 (28.3% from$3.0 mllion in 1996
to $3.8 million in 1997. As a percentage of total revenue, selling, general and
adm ni strative expenses increased from9.3%in 1996 to 11.9% in 1997. A portion
of the increase, expressed as a percentage of total revenue, resulted prinmarily
fromthe hiring of new enployees in sales and sal es support functions, as well
as additional personnel hired for IT Services admnistration and financial
adm ni stration functions. In addi ti on, t he Conmpany i ncurred hi gher
non-capitalized professional service fees as it prepared for a public offering
of its common stock.

OPERATI NG | NCOME. Qperating inconme increased by $112,000 (11.5% from

$976,000 in 1996 to $1.1 mllion in 1997. Operating incone increased as a
percentage of total revenue from3.0%in 1996 to 3.4%in 1997.
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| NTEREST EXPENSE (NET OF OTHER I NCOME). Interest expense (net of other
income) increased $24,000 from $285,000 during 1996 to $309,000 during 1997.
This reflects a small increase in the effective interest rate paid by the
Conmpany during 1997 and higher average borrow ngs on the Conpany's |ines of
credit during such period. The weighted average interest rate on the Accounts
Line for the three nonths ended June 30, 1996 and 1997 was 10.25% and 10. 50%
respectively.

NET I NCOVE. Net incone, after a provision for incone taxes totaling
$310, 000 (reflecting an effective tax rate of 39.8% in 1997 conpared to 32.3%in
1996), increased nonmnally by $1,000 from $468,000 in 1996 to $469, 000 in 1997.
The wunusually low effective tax rate in 1996 was the result of an adjustnent of
an excessive provision in a period prior to the quarter ended June 30, 1996.

SI X MONTHS ENDED JUNE 30, 1997 COMPARED TO THE SI X MONTHS ENDED JUNE 30, 1996

TOTAL REVENUE. Total revenue increased by $681,000 (1.1% from $58.2
mllion in the six nonths ended June 30, 1996 to $58.8 mllion in the 1997
period. Revenue from Conputer Products, which conprised 86.2% of total revenue,
decreased by $1.7 mllion (3.3%. Revenue from Conputer Products for the 1996
period was favorably inpacted by the delivery and acceptance of approxinmately
$9.0 mllion (17.2% of Conputer Products revenue in the 1996 period) of |arge
“roll-out" installations. No conparable large "roll-out" installations were made
during the 1997 period. Revenue fromIT Services increased by $1.0 mllion
(26.3%9 from $3.8 mllion in 1996 to $4.8 mllion in 1997 because of the
Conpany's inplenmentation of a programat the beginning of 1996 to replace |ess
profitable hardware nmintenance and repair services with a variety of services
that were expected to generate higher gross margins. This program resulted in
the elimnation of certain IT Services custoner relationships which had been
produci ng | ower than average gross margin. The loss of this |ower margin revenue
has been offset, however, by sales to new IT Services custoners and to existing
custoners in the 1997 period, generally at higher gross margins than those
earned on sales to the fornmer custoners. |T Services revenues also increased
because of the expansion of its sale force and billable technical staff,
together wi th an enphasis on higher level service offerings to the Conpany's
custoners. Revenue fromIT Services as a percentage of total revenue increased
from6.6%in 1996 to 8.3%in 1997. Revenue from Telecom Systens increased by
$838, 000 (59.9% from$l.4 million in the six nmonths ended June 30, 1996 to $2.2
mllion in the 1997 period. The increase in Telecom Systens revenue was
primarily the result of hiring additional sales personnel and expanding
mar keting efforts, which resulted in the addition of new custonmers. Revenue from
Tel ecom Systens as a percentage of total revenue increased from2.4%in the 1996
period to 3.8%in the 1997 period. CTlI Software revenue increased by $515, 000
(101.49% from $508,000 in the six nonths ended June 30, 1996 to $1.0 million in
the 1997 period. The growth in CTl Software revenues was primarily due to
increased marketing efforts which resulted in the addition of new custoners.
Revenue from CTI Software, as a percentage of total revenue, increased fromO0.9%
in the 1996 period to 1.7 %in the 1997 peri od.
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GRCSS PROFIT. Goss profit increased by $1.6 mllion (22.2% from $7.2
mllion in the six nonths ended June 30, 1996 to $8.8 mllion in the six nonths
ended June 30, 1997, while gross margin increased from12.4%in the 1996 period
to 14.9%in the 1997 period. The gross margin for Conputer Products increased
from9.7%in the six nonths ended June 30, 1996 to 10.8% in the 1997 period,
which was primarily a result of a large "roll-out” type transaction, which
usually produces |ower gross margin, which occurred during the 1996 peri od.
G oss profit fromIT Services increased $918,000 (74.3% from$1.2 million in
the 1996 period to $2.2 nmillion in the 1997 period. The gross margin fromIT
Services increased from32.3%in the six nonths ended June 30, 1996 to 44.3%
during the 1997 period. As noted above, this increase was primarily attributable
to the replacenent of less profitable IT Services business with nore profitable
busi ness fromnew and existing IT Services custoners. Goss profit from Tel ecom
Systenms increased by $83,000 (15.0% from $554,000 in 1996 to $637,000 in 1997.
The gross margin for Tel ecom Systens sales decreased from39.6%in the 1996
period to 28.5%in the 1997 period, reflecting the comencenent of Telecom
Systens operations in the Conpany's Dallas office, |ower product nargins and
hi gher installation costs than are nornmally incurred. Goss profit from CTI
Software increased $249,000 (93.3% from $267,000 in 1996 to $516,000 in 1997.
The gross margin for CTl Software decreased from52.6%in the six nonths ended
June 30, 1996 to 50.4%in the 1997 period, which was primarily a result of
i ncreased spending on technical staff related to new product devel opnent.

SELLING GENERAL AND ADM NI STRATIVE EXPENSES. Selling, general and
adm nistrative expenses increased by $1.3 million (23.1% from$5.7 mllion in
the six nmonths ended June 30, 1996 to $7.0 mnmillion in the 1997 period. As a
percentage of total revenue, selling, general and admnistrative expenses
increased from9.7%in the 1996 period to 11.9% in the 1997 period. The increase
as a percentage of total revenue resulted prinmarily fromthe hiring of new
enpl oyees in sales and sal es support functions, as well as additional personnel
hired for IT Services adm nistration and other general adm nistration functions.

OPERATI NG | NCOVE. Operating income increased by $260,000 ( 17.0% from
$1.5 mllion in the six nonths ended June 30, 1996 to $1.8 mllion in the 1997
period. Qperating inconme increased as a percentage of total revenue from2.6%in
the 1996 period to 3.0%in the 1997 peri od.

| NTEREST EXPENSE (NET OF OTHER INCOVE). Interest expense (net of other
income) increased slightly from $582,000 during the six nonths ended June 30,
1996 to $597,000 during the 1997 period. Despite a snmall increase in the
effective interest rate paid by the Conpany during the six nonths ended June 30,
1997, due to |lower average borrow ngs on the Conpany's lines of credit during
such period, interest expense (net of other inconme) increased only slightly.

NET I NCOVE. Net inconme, after a provision for incone taxes totaling
$465,000 (reflecting an effective tax rate of 39.1% conpared to 35.5%in the
1996 period), increased by $115,000 (19.0% from $607,000 in the six nonths
ended June 30, 1996 to $722,000 in the 1997 period. Net inconme increased as a
percentage of revenues from1.0%in the 1996 period to 1.2%in the 1997 peri od.

file:///Y])/1997/08_15_10Q_A.htm (23 of 32)8/18/2004 6:57:52 AM



file/Y|/1997/08 15 10Q _A.htm

LI QUI DI TY AND CAPI TAL RESOURCES

The Conpany's working capital was $2.3 mllion and $3.5 mllion at
Decenber 31, 1996 and June 30, 1997, respectively. As of June 30, 1997, the
Conpany had borrowing capacity wunder the Conpany's credit facility of $3.2
mllion.

CASH FLOW

Qperating activities wused net cash totaling $645,000 and provi ded cash
totaling $516,000 during the three nonths and the six nonths ended June 30,
1997, respectively. During the three nonths ended June 30, 1997, net cash was
used in operations due primarily to increased levels of trade accounts
recei vables which nore than offset net incone, |esser decreases in inventory
| evel s and | esser increases in trade accounts payable. Operating activities
provi ded net cash during the six nonths ended June 30, 1997 because the increase
in trade accounts receivable was offset by net incone and depreciation,
i ncreases in accounts payable and increases in other liabilities.

Trade accounts receivable increased $2.8 million during the three nonth
period ended June 30, 1997 and by $3.5 million during the six nonths ended June
30, 1997. Inventory decreased by $752, 000 and $481, 000 during the sane peri ods,
respectively. The increase in trade accounts receivable resulted from slower
paynments by the Conpany's custoners during the second quarter of 1997. Inventory
decreased because of inproved inventory turnover, particularly during the second
quarter of 1997. Accounts payable increased by $213, 000 during the three nonths
ended June 30, 1997 and by $2.2 nillion during the six nonths ended June 30,
1997, due principally to extension of nore liberal terns fromcertain of the
Conpany's suppliers and the slower paynent by the Conpany of trade accounts
payabl e.

Investing activities used cash totaling $17,000 and $125, 000 during the
three nonths and six nonths ended June 30, 1997, respectively. The Conpany's
investing activities that used cash during these periods were primarily rel ated
to capital expenditures. During the next twelve nonths, the Conpany expects to
incur an estimated $1.0 million for capital expenditures, a magjority of which is
expected to be incurred for | easehol d i nprovenent s and other capital
expenditures in connection wth the planned consolidation of its warehouse
facilities into a single facility in the Dallas-Fort Wrth area, the relocation
of its Dallas branch office and the opening of two branch offices in Austin and
San Antonio, Texas. The actual anpbunt and tim ng of such capital expenditures
may vary substantially dependi ng upon, anong other things, the actual facilities
sel ected, the level of expenditures required to render the facilities suitable
for the Conpany's purposes and the terns of |ease arrangenents pertaining to the
facilities.

Fi nancing activities provided cash totaling $1.3 million and $1.8 mllion
during the three nonths and six nonth ended June 30, 1997, respectively. The
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pri mary source of cash fromfinancing activities each period has been borrow ngs
on the Conpany's lines of credit. The lines of credit have been used principally
to finance accounts receivabl e bal ances.

ASSET MANAGEMENT

The Conmpany had trade accounts receivable, net of allowance for doubtful
accounts, of $20.0 mllion at June 30, 1997. The nunber of days' sales
outstanding in trade accounts receivable was 52 days, which reflects the sl ow ng
of paynment by the Conpany's custonmers during the three nonths ended June 30,
1997. Bad debt expense as a percentage of total revenue for the three nonths
ended June 30, 1997 was 0.3% which was equal to bad debt expense for the three
nont hs ended June 30, 1996. The Conpany's all owance for doubtful accounts, as a
percent age of trade accounts receivable, was 1.3% at Decenber 31, 1996, and 1.1%
at June 30, 1997. Inventory turnover for the three nonths and si x nonths ended
June 30, 1997 was 21.3 tinmes, and 20.1 tinmes, respectively.

CURRENT DEBT OBLI GATI ONS

Hi storically, the Conpany has satisfied its cash requirenents principally
t hrough borrowi ngs under its lines of credit and through operations. The Conpany
mai ntai ns a cash position sufficient to pay only its imedi ately due obligations
and expenses. Wen the anmount of cash available falls belowits i medi ate needs,
t he Conpany requests advances under a credit facility provided by IBM Credit
Corporation ("IBMCC Facility")

The total credit available wunder the IBMCC Facility is currently $20.0
mllion, subject to borrowing base limtations which are generally conputed as a
percentage of various classes of eligible accounts receivable and qualifying
inventory. Borrowings are available wunder the IBMCC Facility for floor plan
financing of inventory from approved manufacturers (the "Inventory Line"").
Avail able credit under the IBMCC Facility, net of Inventory Line advances, 1isS
used by the Conpany primarily to carry accounts receivable and for other working
capital and general corporate purposes (the "Accounts Line"). Borrow ngs under
the Accounts Line bear interest at the fluctuating prine rate plus 2.0% per
annum (10.5% at June 30, 1997). Under the Inventory Line, [|IBMCC pays the
Conpany's inventory vendors directly, generally in exchange for negotiated
financial incentives. Typically, the financial incentives received are such that
| BMCC does not charge interest to the Conpany until approximtely 30 days after
the transaction is financed, at which tine the Conpany is required to either pay
the full invoice anbunt of the inventory purchased fromcorporate funds or to
borrow under the Accounts Line for the anount due to IBMCC. Inventory Line
advances not paid within 30 days after the financing date bear interest at the
fluctuating prime rate plus 6.0% IBMCC is permtted to fix a mninumprinme rate
for the IBMCC Facility of not Iess than the average prine rate in effect at the
time the mnimum prime rate is set but has not done so. IBMCC is authorized to
change, on 30 days notice, the conputation of the borrowing base and to
di squalify accounts receivable upon which advances have been nade and require
repaynment of such advances to the extent such disqualifications cause the

filex///Y])/1997/08_15_10Q_A.htm (25 of 32)8/18/2004 6:57:52 AM



file/Y|/1997/08 15 10Q _A.htm

Conpany's borrow ngs to exceed the reduced borrowing base. The IBMCC Facility
renews for successive periods of 13 nonths wunless either party chooses to
term nate the arrangenent on 60 days noti ce.

The [IBMCC Facility is collateralized by a security interest in
substantially all of the Conmpany's assets, including its accounts receivable,
i nventory, equi pnent and bank accounts. The Conpany's Chief Executive Oficer
and princi pal stockhol der has personally guaranteed the Conpany's i ndebtedness
to IBMCC. Collections of the Conpany's accounts receivable are required to be
applied through a | ockbox arrangenent to repay indebtedness to | BMCC, however,
| BMCC customarily releases a portion of the Conpany's daily collections to the

extent that they exceed the daily estimated borrowing base. |IBMCC is not
obligated to continue this accomodation. |If in the future IBMCC insists that
all lockbox paynents be applied to reduce the Conpany's indebtedness, the

Conmpany would be required to seek funding from|IBMCC or other sources to neet
substantially all of its cash needs.

At June 30, 1997, the total indebtedness of the Conpany under the |BMCC
Facility was $16.6 million of which $11.8 nillion was outstanding under the
Accounts Line and $4.8 million was outstanding under the Inventory Line. The
Conpany's remaining available credit at June 30, 1997, based on its borrow ng
base was approximately $3.2 mllion.

The Conpany has a $3.0 million «credit facility with Deutsche Financial
Services (the "DFS Facility") for the purchase of inventory from certain
suppliers. As in the case of the IBMCC Inventory Line, advances under the DFS
Facility are typically interest free for 30 days after the financing date for
transactions in which adequate financial incentives are received by DFS fromthe
vendor. Wthin 30 days after the financing date, the full invoice anount for
inventory financed through DFS is required to be paid by the Conpany. Anobunts
remai ning outstanding thereafter bear interest at the fluctuating prine rate
(but not less than 6.5% plus 6.0% DFS retains a security interest in the
inventory financed. The DFS Facility is imediately term nable by either party
by witten notice to the other. At June 30, 1997, the anount outstanding under
the DFS Facility was $940, 000.

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

SUBSEQUENT EVENT

On July 7, 1997, the Conpany successfully conpleted an Initial Public Ofering
of 1,767,500 shares of common stock and received net proceeds of $8,190 before
deducting estimated offering expenses of $850. On July 29, 1997, the Company
sold an additional 265,005 shares of common stock wunder option wth the
Underwiters to cover over-allotnments and received proceeds of $1,448. The
conmpany used all of the proceeds to reduce short-term debt. |In addition, the
Conpany agreed to sell to the underwiters of the public offering warrants to
purchase 176,750 at an exercise price of the greater of 120% of the public
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offering price or $9.60 per share. The purchase price of the warrants was $.01
per warrant and the purchase price was paid on July 29, 1997.

Part Il. Oher Information
Item 1. Legal Proceedings

As previously reported, on July 13, 1996, a forner custoner brought suit
against the Conpany in the 152nd Judicial District Court of Harris County,
Texas. The plaintiff alleges that the Conpany failed to provide and conplete
prom sed installation and configuration of certain conputer equipnment within the
time prom sed by the Conpany. Based on these allegations, the plaintiff is suing
for breach of contract and other statutory violations and is seeking actual

nonetary danages of approximately $3 million and trebl e danages under the Texas
Deceptive Trade Practices Act. The Conpany is unable to estimte the range of
possi bl e recovery by the plaintiff because the suit is still in the early stages

of discovery. However, the Conpany is vigorously defending the action.

Allstar is party to other litigation and clains whi ch managenent believes
are normal in the course of its operations; while the results of such litigation
and clainms cannot be predicted wth certainty, Allstar believes the final
out cone of such matters will not have a materially adverse effect on its results
of operations or financial position.

Item 2. Report of Sales of Securities and Use of Proceeds

For Period ending : 07 31 97

I ndicate whether the report is an initial report _ , an amendnent =, or a
final report X .

If the report is an anendnent, indicate the nunber of such anmendnent
1. (a) State the nane of the issuer or successor issuer filing the report.
Al | star Systens, Inc.

(b) If a successor issuer is filing the report wth respect to the
registration statenent of its predecessor, state the nane of such
predecessor issuer.

N A
2. (a) Indicate the effective date of the registration statenent for which this
formis filed.

MO DAY YEAR

07 07 97
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(b) Provide the SEC file nunber assigned to the registration.

2 - 333- 09789

(c) If the issuer has been assigned a CUSIP nunber, specify the first (6)

digits.
019892
3. (a) Has the offering commenced? YES
(b) If yes, indicate the date the offering commenced.

MO DAY YEAR

07 07 97

If no, explain briefly:
4. Did the offering term nate before any securities were sol d?

NO

If yes, explain briefly

Note: if the offering term nated before any securities were sold, see Rule

477

under Requlation C (17 CFR 230.477) regarding wthdrawal of the

registration

5. Did the offering termnate prior to the sale of all securities registered?

NO

If yes, explain briefly

6. Furnish the nane(s) of the managi ng underwriter(s) if any.

(1) Sutro & Co., |ncorporated
(2) Cruttenden Roth | ncorporated

(a) Indicate the title and code of each class of securities registered
and, where a class of convertible securities is being registered,
indicate the title and code of any class of securities into which such
securities may be convert ed.

Title of Security Code

Conmon Stock $.01 par val ue per share EQ
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(b) Describe briefly any class of securities categorized as "other."

N A
8. I ndicate on the followi ng table the anmount and aggregate offering price of
securities registered and sold to date for the account of the issuer and
for the account (s) of any selling security holder (s).
For the account of the issuer For the account (s) of any selling
security hol ders (5s)
1, 765, 125 267, 500
<PAGE>
Title Anmount Aggr egat e Anmpunt Aggr egat e Anmount
of regi stered price of sol d of fering regi stered
security of fering price of
anmount anmount
regi stered sol d
(1) 1, 765,125 $10,590,950 1,765,125 $10,590, 750 267, 500
Aggr egat e Anmount Aggr egat e
of fering sold of fering
price of price of
anmount anmount
regi stered sol d
$1, 605, 000 267, 500 $1, 605, 000
9. State, if known, or furnish a reasonable estinmate of, the anount of
expenses incurred for the issuer's account in connection with the issuance
and distribution of the securities registered for each category |isted

below. Place an "X" in the box to the left of any anpbunt given that is an
esti mat e.

Direct or indirect paynments to Direct or indirect
directors, officers, general partners paynents to others
or the issuer or their associates; to

persons owni ng ten percent or nore

of any class of equity securities of the

issuer; and to affiliates of the issuer
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(A) (B)
(01) Underwiting
di scounts and
conmi ssi ons 0 $ 794, 306
(02) Fi nders' Fees 0 - 0-
(03) Expenses paid to or
for underwiters 158, 861
(04) O her expenses X 770, 000
(05) Total Expenses $ ,723,167
10. Indicate the net offering proceeds to the issuer after the total expenses
in ltem9 above.
$ 8,867,583
<PACE>
11. State, if known, or furnish a reasonable estinate of, the anount of net

of fering proceeds to the issuer used for each of the purposes listed bel ow.
Do not include any anount in "working capital™ to which a nore specific
category 1is applicable. Place an "X" | the box to the left of any anount
given that is an estimate.

Direct of indirect paynments to Direct or indirect
directors, officers, general partners paynments to others
or the issuer or their associates; to

persons owni ng ten percent or nore

of any class of equity securities of the

issuer; and to affiliates of the issuer

(A) (B)
(01) Construction of plant,
bui | di ng and
facilities $ O
(02) Purchase and installation of
machi nery and equi pnent 0
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(03) Purchase of real estate 0
(04) Acqui sition of other business (es) 0
(05) Repaynent of i ndebtedness $8, 867, 583
(06) Wor ki ng capi t al 0

12. Do the use (s) of proceeds in ltem1l1 represent a material change in the
use (s) of proceeds described |I the prospectus?
NO

If yes, explain briefly

<PAGE>

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

Al | star Systens, Inc.

August 6, 1997 By: /sl James H. Long

Dat e Janes H. Long, Chief Executive Oficer
August 6, 1997 By: /s/ Donald R Chadw ck

Dat e Donal d R Chadw ck, Chief Financial Oficer
</ TEXT>
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<ARTI CLE> 5
<MULTI PLI ER> 1, 000

<S>

<PERI OD- TYPE>

<F| SCAL- YEAR- END>
<PERI OD- END>

<CASH>

<SECURI Tl ES>

<RECEI VABLES>
<ALLOWANCES>

<| NVENTORY>

<CURRENT- ASSETS>
<PP&E>

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

<PREFERRED- MANDATORY>
<PREFERRED>

<COMMON>

<OTHER- SE>

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

<SALES>

<TOTAL- REVENUES>
<CGS>

<TOTAL- COSTS>
<OTHER- EXPENSES>
<LGSS- PROVI SI ON>
<| NTEREST- EXPENSE>
<| NCOVE- PRETAX>

<| NCOVE- TAX>

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

<EPS- PRI VARY>
<EPS- DI LUTED>

</ TABLE>

</ TEXT>
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2396
0
20582
0
4382
164
2830
(1313)
29765
24716
0
0
07
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0
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58831
58831
50073
50073
6974
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1187
465
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7122
.27
.27
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