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Founded in 1984 and based in Atlanta, Georgia, Innotrac Corporation
(Nasdag®: INOC) is a full-service provider of sophisticated, customized order

fulfillment and call center services. We provide these services to a broad

range of clients from our geographically diversified facilities located in

Atlanta, Georgia; Chicago, lllinois; Reno, Nevada; and Pueblo, Colorado.

From an international telecommunications company to a major national
retailer to a specialty cataloger, all types of businesses with multi-channel
distribution needs rely on Innotrac to execute their fulfillment and call center
requirements. We process and ship their orders, respond to their customers’
inquiries and provide them with the information they need to monitor,
evaluate and manage their programs. Our clients entrust us with two of their

most valuable assets—their customers and their brands.
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Year ended December 31, 2001 2000
% (dollars in thousands, except per share data)
cE Operating Results
- Revenue $84,793 $174,085
% EBITDA 10,377 2,794
% Operating Income 5,513 (1,374)
Net Income 4,385 (773)
Per Share
Net Income $ 038 $ (0.07)
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to our shareholders

J

Reflecting on 2001 brings one word to mind, success.

In 2001 we generated strong profits and even stronger gross and EBITDA margins. We ended the year with an
extremely solid balance sheet. We are well capitalized with no debt and strong cash flows which will position us

well for growth in the years to come.

2001 was an important transition year for fulfillment and associated call center services. Due to dot-com shut
downs and general economic deterioration, many companies offering fulfilment and customer services exited the
business or closed their doors. Several of the firms that remain have tremendous capacity and weak financial
positions. The shakeout will continue until there are only a few nationally based providers left. We foresee
tremendous opportunity resulting from the closure of many large fulfillment operations. As the economy begins its
recovery we will be in a position to capitalize on some of the new business opportunities created by this contraction.

Innotrac will continue to be a strong national force and will emerge with significant competitive advantages.

We will be uniquely positioned with a highly automated, fully integrated, national solution. That, coupled with an
extremely solid financial position, will differentiate us from the vast majority of industry competitors. Add to this

our goal of being ISO 9001 certified this year and our strategic position is remarkably compelling.

To capitalize on our competitive advantages, in 2001 we bolstered our sales force with a highly focused team of
top-notch sales professionals. David Ellin, a fifteen-year veteran of our business, transitioned into the Senior Vice
President of Sales position. We are committed to driving revenue growth, increasing market share and diversifying
our client base. Our operations are highly leverageable and by attracting new clients, not only will our revenue
numbers be augmented, but our profits will jump as well. David and his team have already produced significant

results with several new client wins and we look forward to their continued success in attracting new clients.
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In keeping with our vision of creating a fully integrated national fulfillment and call center network to broaden our
geographic reach and further diversify our client base, in July of 2001 we acquired the assets of iFulfillment, Inc.,
a highly automated fulfiliment company based in Chicago. RF directed receiving and picking, automated convey-
ers and routers, pick-to-light and zone skipping technologies and web-based inventory management and reporting
are a few of the state-of-the-art systems utilized in this highly automated 354,000 square foot facility. This acquisition
further diversified our client base by adding clients such as Nordstrom.com and Wilsons Leather, amongst others,
to our portfolio. We have benefited from the additional geographic coverage as many of our existing clients
subsequently extended their business with us, taking advantage of our increased reach. We continue to leverage

our national coverage as we amplify efforts to gain new, profitable clients.

Our West Coast fulfillment and call center operation, acquired in December of 2000, is now fully integrated
and working as a seamless extension of our operations. The facility continues to perform at the upper end of our
financial expectations. During 2001, we continued to automate our fulfillment centers with new conveyer systems,

carrousels, box erectors and additional equipment installed to increase efficiency and accuracy.

in a market where many of our competitors commoditize the business of providing fulfillment and call center services,
we recognize that it is increasingly important to provide unique, value-added offerings. We are driven to create a
company that is consistently on the leading-edge of developments to better serve our clients and their customers
and to be viewed as a value-added market leader in fuifiliment and call center operations. Consequently, we wili
continue to make investments to set ourselves apart from the competition. From a quality perspective, we will
become I1SO 9001 certified whereby we will be able to offer clients a proven and measurable quality standard; one
that will be difficult to replicate. We will also continue to invest in our integrated IT platform. We have installed
warehouse and order management systems in our facilities and are finalizing the integration of these systems into
a single interface so that each warehouse can seamlessly exchange data with the other warehouses. We are also
continuing to enhance our customer relationship management systems so that we can offer leading-edge technology
to our current and prospective clients. These upgrades will require significant expenditures in 2002, but we believe
they are necessary to grow our business and supply an important value-added component to our offerings,

thereby differentiating us from our competitors.

Looking strategically at our current position and the existing needs in our industry, our objectives for 2002 and

beyond are clear.

To remain competitive, we must continue to transform and evolve at a rate that exceeds that of our industry and
competition. We are committed to meeting the challenges of an ever-changing business environment and under-
stand that our clients face the same challenges. We intend to form long-lasting partnerships with our clients by
continuing to stay on the forefront of advancements in the services we offer to them. We are increasingly focused
on our vision of creating a fully integrated national fulfillment and call center network capabie of providing signif-
icant freight savings and reduced delivery times for clients. We feel prepared to meet the chalienges that lie ahead
and will continue to ensure that we have a strong business base to grow from. While the investments to be made
this year will impact our 2002 results, those investments combined with new business wins will position us for an

exceptional 2003.

Scott D. Dorfman
Chairman, President and
Chief Executive Officer
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We performed in 2001. We drove earnings per share to a gain of $0.38 for the year and increased earnings before

interest, taxes, depreciation and amortization (EBITDA) above $10 million. Moreover, gross margins skyrocketed to

56.7% while net income rose to $4.4 million for the year.

Additionally, our year end balance sheet remains strong with over $9 million in cash, no debt and a $40 million
credit facility. Furthermore, the inventory we carry on our books, $27.3 million at year end, is on a substantially
risk-free basis with client indemnification. Accounts receivable continue to improve as balances declined from

$31.2 million at the end of 2000 to $13.7 million at the end of 2001.

Our operations are highly leverageable and sensitive to additional revenue. Accordingly, we are extremely dedicated
to increasing our revenue stream through the addition of new clients. We have already added several new clients
including Martha Stewart Living Omnimedia, Inc., Wilsons Leather and BellSouth’s wireless pager business. Our

sales activity is robust and we continue to forge ahead for new business.

Our solid balance sheet exhibits the underlying strength of our Company. We plan to leverage that strength in our
efforts to find additional acquisitions. We may also open new facilities to accommodate new or existing client
demands. We are well capitalized with no debt and strong cash flows. We will dedicate a portion of that capital
to continue to upgrade and integrate our IT platform and invest in quality initiatives, specifically, to become

ISO 9001 certified during 2002.

a0|05




Year end EBITDA margin

097

Earnings per share for 2001

)

O

Net book value at year end

$0.41
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We designed our fulfillment and call center systems with one goal in mind: to make ordering, paying for, receiving,
returning and getting support after the purchase easy, quick, efficient and convenient for our clients’ customers.
We provide complete turnkey solutions whereby we operate as a seamiless extension of our clients’ internat orgaﬁ-
ization. Our investments in technology have created an infrastructure that supports the exchange of information
with our clients’ order processing, shipping, tracking, reporting, customer care and database management systems.
Furthermore, each client is provided with a client service director that manages the clients’ programs front to back

and acts as a consultant by monitoring the program on a daily basis and providing feedback and suggestions.

Throughout 2001 and into 2002, we implemented various new technologies to drive efficiencies and provide
additional value to our clients. We are currently in the process of converting our Atlanta fulfillment center’s legacy
system to Manhattan Associates’ PkKMS® warehouse management system; a best-in-breed, tier one warehouse
management system. The new system will enhance the flexibility of our offerings, resulting in a more robust
warehouse management system designed to meet the ever-changing demands of our clients. Moreover, it provides
increased visibility into inventory and orders whereby an order can be tracked seamlessly from the moment it

arrives to the time it leaves the facility.

In conjunction with the implementation of the new warehouse system, we have adopted radio frequency (RF) tech-
nology to further augment efficiency and accuracy. RF technology enables users to collect and transmit data to our

host computer in real-time. This technology not only increases speed, it improves accuracy.

Additionally, our operations have become increasingly automated. We have added sorters, conveyers, box erectors

and automatic taping machines to increase the efficiency of our warehouse operations.

enlos




Number of DSL and cable modems shipped in 2001

.3 million

Calls handled in 2001

6.3 milion

Total number of products shipped in 2001

4 5 million
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We are dedicated to creating a fully integrated national fulfiiment and call center network. This will nét only
broaden our geographic reach, but it will also further diversify our industry concentration and client base. An
increased scope of operations will allow us to save clients significant freight dollars as we will be able to ship their
products from the facility geographically closest to the product’s final destination. Furthermore, it will provide a
competitive advantage whereby we will have the ability to ship products by ground transportation within two days
to anywhere in the continental United States. We have already been rewarded by many of our existing clients who
subsequently extended their business with us, taking advantage of our increased reach. Additionally, we will leverage

our augmented coverage in our efforts to gain new, nationally-focused clients.

Furthermore, we are striving to stay at the forefront of all backend supply chain and logistics providers. This strategy
serves the purpose of differentiating us from commoditized fulfiilment and call center providers. We have made
significant headway in this area by implementing and integrating new, first tier warehouse and order management
systems in our facilities. These systems provide improved visibility into our supply chain. Moreover, we are
increasing the automation in our facilities to achieve the highest possible level of accuracy. In 2002, we will make
significant expenditures to fully integrate all facilities thusly creating a more efficient and nationally oriented system;
a system that we expect to considerably enhance growth well into the future. From a quality perspective, we will
implement best practices throughout all of our locations and become ISO 9001 certified in 2002. This certification

will provide additional value to our clients that will be difficult to replicate.

We will become the value-added, quality leader in fulfillment and call center operations through a commitment to
the development of robust, best-in-class, IT, fulfillment and call center solutions that are scalable, reliable, integrated,
efficient to maintain and easily deployed to meet the current and future needs of our clients. Working as an advocate

for our clients, we will also save them significant freight dollars as we develop and integrate our national footprint.

erlis
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Operations span over

j

million
square feet

Accuracy rate on same-day shipments
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Pueble, CO

Chicage, IL
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selected financial data

The foliowing table sets forth selected financia!l data for the Company. The selected historical statements of
operations data for each of the years ended December 31, 2001, 2000, 1999, 1998 and 13897 and the selected
historical balance sheet data for the periods then ended have been derived from the Consolidated Financial
Statements that have been audited by Arthur Andersen LLP, independent public accountants.

Results For Year Ended December 31: 2001 ; 2000 1999 1998 1997
{(in 000’s, except per share amounts)
Revenues, net $94,793 | $174,085 $227,011 $139,673 $87,978
Cost of revenues 41,087 | 133,082 175,483 30,195 57,551
Special charges ; — | 16,462 — — —
Gross profit 53,706 24,541 51,528 48,478 30,427
Operating expenses:
Selling, general and administrative 43,329 | 38,209 30,460 31,332 19,296
Special charges r —_ i 17,801 —_ — —
Depreciation and amortization | 4,384 4,168 3,414 3,843 4,342
Total operating expenses 48,193 60,178 33,874 35,175 23,638
Operating income {loss) 5513 | (35,637) 17,654 14,303 6,789
Interest (income) expense, net j (232) 80 1,370 956 1,788
Other (income) expense {20} 141 60 35 118
Total other (income) expense {552) 221 1,430 991 1,808
Income (loss) before income taxes ! :
and minority interest . 5,065 1 (35,858) 16,224 13,312 4,883
Income tax (provision) benefit {2,573} | 14,084 (6,389) (3,743) 77
Net income (loss) before minority interest 34821 (21,774) 9,835 9,569 4,960
Minority interest, net of income taxes {823) )‘ (199) — — —
Net income {loss) fy $ 4,385 | $(21575 $ 9835 $ 9569 $ 4,960
Net income (loss) per share-basic $ 033 % (1920 $ 088 $ 101 S 048
Net income (loss) per share-diluted $ 038 ‘ $ (1929 $ 098 $ 100 $ 046
Vear-End Financizl Position: ] !
Current assets $58,093 | $ 76,150 $ 94,810 $ 66,416 $24,330
Current liabilities 35,717 34,175 24,930 39,563 22,809
Property and equipment, net 14,500 13,717 8,922 7,463 7,609
Total assets 29,333 | 97,145 104,218 73,992 32,497
Long-term obligations ’ 393 | 166 75 135 3,944
Total liabilities 36,110 34,341 25,005 39,698 26,753
Total shareholders’ equity $53,283 | $ 586356 $ 79213 $ 34,284 $ 4827
Common Stocl Information: |
Average number of common shares outstanding \ 11,318 ¢ 11,212 9,211 8,096 8,500
Common stock price per share: ‘
High $ 892 $ 1350 $ 2675 $ 24.38 N/A
Low 3.25 3.13 10.00 5.75 N/A
Year-end ! 6.80 | 3.50 13.75 8.13 N/A

Book value per common share

$ 539 $ 523 $ 793 $ 424 S 074
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management’s discussion and analysis of
financial condition 2nd resuits of operations

Except for historical information contained herein, “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and other parts of this report may contain certain forward-looking state-
ments that are subject to conditions that ere beyond the control of the Company. Actual results may differ
materially from those expressed or implied by such forward-looking statements. Factors that could cause actual
resulis to differ include, but are not limited to, the Company’s reliance on a small number of major clients; risks
associated with the terms of our contracts; reliance on the telecommunications industry; the impact of the trend
toward outsourcing; risks associated with changing technology; risks associated with competition; and other
factors discussed in more detail under "Business” in our Annual Report on Form 10-K.

OVERVIEW

Innotrac, founded in 1284 and headguartered in Atlanta, Georgia, provides customized, technology-based order
fulfillment, call center and total customer relationship management services to large corporations that out-
source these functions. The Company offers inventory management, inbound cail center, pick/pack/ship services,
order tracking, transaction processing and returns of telecommunications products, including Digital
Subscriber Line Modems ("DSL Modems”), to clients such as BellSouth Corporation (“BellSouth”) and Qwest
international, Inc. (“Qwest”) and their customers. As of December 1, 2001, the Company no longer provided
these services to SBC Communications, inc. ("SBC”), Home Depot or Siemens, which represented approxi-
mately 15%, 2% and 1%, respectively, of the Company’s consolidated revenue for the year ended December 31,
2001. However, the Company resumed its fulfillment services of consumer phones and expanded its services to
include wireless pager equipment with BellSouth during the third and fourth quarters of 2001, resnectively. The
Company also provides these services for a significant number of non-telecommunications companies such as
Coca-Cola, NAPA, Tactica, Nordstrom.com, Porsche, Wilsons Leather and Thane international. Approximately
49% of the Company’s revenues in 2007 were generated from its telecommunications clients, 18% from its DSL
equipment clients and 33% from its cther traditional fulfiliment and marketing services clients. The Company
anticipates that the percentage of its revenues atiributable to telecommunications clients will decrease in 2002
due to the loss of SBC and the addition of Martha Stewart Living Omnimedia, Inc. as a fuifillment and call center
client, commencing in February 2002.

With the Company’s conversion of a majority of its clienis to a fee-for-service model during 2838, the Company no
longer purchases and sells Caller ID equipped phones, DSL modems and other telecommunications equipment
from third-party manufacturers for these ciients. Instead, the Company warehouses products on a consignment
basis and fulfills equipment on beha!f of its customers for a fee. The Company purchases and owns inventory
for certain clients, but on a significantly reduced risk basis as a result of client guarantees and contractual
indemnifications. The new model substantially reduces revenues as the pass through cost of purchased
equipment is no longer included in revenues. Gross margins have improved since the Company no longer has
inventory risk or cost of equipment. For the year ended December 31, 2001, operating cash flows, while remain-
ing positive, have declined from the same period in 2300 primarily due to the significant increase in inventory
levels to provide for the initiation of the consumer phone and wireless pager sales programs with BellSouth.
The Company began these new sales programs during the third and fourth quarters of 2001, and the Company
is indemnified by the client for substantially all risks associated with the ownership of this new inventory.

On May 17, 2000, the Company invested in a new venture, Return.com Online, Inc. (“Return.com”} with its
eguity paitner, Mail Boxes Etc. (“MBE") to process product returns for online and catalog retailers. Return.com
was converted to a limited liability corporation on December 28, 2000. As of March 31, 2001, Innotrac owned
80% of this subsidiary with the remaining 40% owned by MBE. However, due to the announcement in March
2001 that United Parcel Service, Inc. had entered into a definitive agreement to purchase MBE, the Company
elected to acquire from MBE the remaining 40% ownership interest in Return.com and terminate its arrangement
with MBE as its exclusive frant-end solution. This hecame effective in April 2001. As a result of the Company’s
ownership interest in Return.com, the Company consolidated the results of operations and financial position of
Return.com in the accompanying consolidated financial statements since the date of inception. During the year
ended December 31, 2001, the Company utilized its $2.8 million impairmant reserve, which was recorded in
the first quarter of 2001 to write off its investment in Return.com. At December 31, 2001, Return.com is no
fonger in operation.

On July 24, 20081, the Company acquired the assets and assumed spacified liabilities of iFulfillment, inc.
(“iFuffillment”) for approximately $5.8 million. iFulfiliment is located in a 354,000 square foot leased facility in
Bolingbrook, lllinois. iFulfillment specializes in fully integrated, automated, order fulfillment services for multi-

channel retailers and catalogers inciuding such clients as Nordstrom.com, Wilsons Leather and Archibald

18(87"
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Candies. The assets and operating results of iFulfillment have been included in the Company’s consolidated
financial statements since the date of acquisition.

As a result of the loss of the SBC contract, the Company elected to close its call center operations in Atlanta,
Georgia in January 2002 and shifted its Atlanta clients to its call center operations in Pueblo, Colorado. The
Company notified approximately 280 employees at the Atlanta and Pueblo call center facilities on October 31,
2001 regarding termination of employment effective January 2002. The Company incurred approximateiy
$1.0 million in severance, write-off of assets, and other expenses related to the closure of the Atlanta call center
operations during the year ended Becember 31, 2001. Management does nof anticipate incurring any additional
costs associated with this closure. The Company continues to operate its call center facilities in Pueblo,
Colorado and Reno, Nevada.

RESULTS OF OPERATIONS

The following table sets forth summary operating data, expressed as a percentage of revenues, for the years
ended December 31, 2001, 2000 and 1999. Operating results for any period are not necessarily indicative of
results for any future period.

The financial information provided below has been rounded in order to simplify its presentation. However, the
percentages below are calculated using the detailed information contained in the consolidated financial state-
ments and notes thereto.

Year Ended December 31, 20381 2000 1993
Revenues, net 100.0% | 100.0% 100.0%
Cost of revenues 43.3 76.4 77.3
Special charges — 9.5 —
Gross profit 56.7 14.1 22.7
Selling, general and administrative 45.7 21.9 13.4
Special charges — | 102 —
Depreciation and amortization 52 | 25 1.5
Operating income {loss) 5.8 (20.5) 7.8
Other {income) expense ! (0.6} 0.1 0.6
Income (loss) before taxes and minority interest 6.4 (20.8) 7.2
Income tax {(provision) benefit 2.7) | 8.1 {2.8)
Net income (loss) before minority interest 3.7 (12.5) 4.4
Minority interest, net of income taxes (0.9) (0.1) —_
Net income (loss) 4.6% | (12.4)% 4.4%
g i————

SPECIAL CHARGES

Special charges are infrequent transactions that may affect comparability between years. The special charges of
$34.3 million for the year ended December 31, 2000 include the following: $24.4 million for inventory, accounts
receivable, and other items primarily related to the Company’s shift to a fee-for-service business model;
$6.2 million for the impairment of long-lived assets primarily due to the abandonment of specified software
development projects; and $3.7 million in costs to exit the e-commerce business related to web development,
maintenance and hosting services. The Company has approximately $4.6 million in accruals remaining related
to the special charges at December 31, 2001, which include $2.8 million for the Company’s shift to a fee-for-service
business model and $1.8 million for e-commerce exit costs. Cash payments during 2001 totaled approximately
$2.3 million. The majority of the remaining accruals either will be utilized or reversed to income during the year
ending December 31, 2002. Any accruals reversed to income will be reported as a special item.

YEAR ENDED DECEMBER 31, 2001 COMPARED TO YEAR ENDED DECEMBER 31, 2000

Revenues The Company's net revenues decreased 45.5% to $94.8 million for the year ended December 31,
2001 from $174.1 million for the year ended December 31, 2000. The decrease in revenue is primarily due to the
Company’s switch to a fee-for-service model and the decline in sales of Caller ID equipment, offset by an
increase in DSL modems fulfilled and increased revenues of $18.8 million from the Company’s acquisition of
Universal Distribution Services (“UDS"), which occurred in December 2000.
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financial condition and results of operations (coatinued)

Cost of Revenues The Company’s cost of revenues decreased 69.1% to $41.1 million for the year ended
December 31, 2001 compared to $133.1 million for the year ended December 31, 2000. Cost of revenues
decreased primarily due to the decrease in equipment units sold, as opposed to fulfilled, by the Company due
to the shift to fee-for-service and the decline in sales of Caller ID equipment offset by increased cost of revenues
of $10.0 million as a resuit of the acquisition of UDS in December 2000.

Special Charges The Company recorded a special charge of $16.5 million for inventory write downs and
write-offs during 2000, associated with its switch to a fee-for-service business model.

Gross Profit  For the year ended December 31, 2001, the Company’s gross profit increased to $53.7 million, or
56.7% of revenues, compared (o $24.5 million, or 14.1% of revenues, for the year ended December 31, 2000.
The increase in gross profit was due primarily to the factors discussed above.

Selling, General and Administrative Expenses S,G&A expenses for the year ended December 31, 2001
increased 13.4% to $43.3 million or 45.7% of revenues compared to $38.2 million or 21.8% of revenues for the
year ended December 31, 2000. This increase in expenses was primarily attributable to the write-off of the
Company’s investiment in Return.com; expenses incurred from the impairment of certain software development
cosis and other long-lived assets associated with the termination of the SBC contract; the closure of the Atlanta
call center operations; and increased costs incurred from the acquisitions of iFulfillment in July 2001 and UDS
in December 2000. The increase in expenses was offset by a reduction in expenditures for technology related to
e-commerce applications and internal systems development during 2001.

Special Charges The Company recorded special charges of $17.8 million for impaired assets, accounts receivable
and other write-offs during the year ended Dacember 31, 2000. These special charges, as previously discussed,
were primarily related to the Company’s shift to a fee-for-service business model, its exit from the e-commerce
business and the abandonment of specified software development projects.

Income Taxes The Company’s effective tax rate for the years endad December 31, 2001 and 2000 was 42.4% and
39.3%, respectively. The increase was principally due to the Company no longer investing in tax-exempt securi-
ties and certain items not deductible for tax purposes representing a greater percentage of taxable income.

YEAR ENDED DECEMBER 31, 2000 COMPARED TO YEAR ENDED DECEMBER 31, 1999

Revenues Net revenues decreased 23.3% to $174.1 million for the year ended December 31, 2000 from $227.0
million for the year ended December 31,1999. The decrease in revenue is primarily due to the Company'’s switch
to a fee-for-service model and the decline in the sales of Caller ID eguipment, ofiset by an increase in DSL
modems fulfilled. Under the fee-for-service model, revenues are recorded net of equipment costs sold or fulfilled.

Cost of Revenues Cost of revenues decreased 24.2% to $133.1 miliion for the year ended December 31, 2000
compared to $175.5 million for the year ended December 31, 1998. Cost of revenues decreased primarily due to
the decrease in equipment units sold, as opposed to fulfilied, by the Company due to the shifi to fee-for-service
and the decline in sales of Caller ID equipment.

Special Charges The Company recorded a special charge of $16.5 million associated with its exit from
inventory ownership.

Gross Profit  For the year ended Recember 31, 2000, the Company’s gross profit decreased 52.4% to $24.5 million
compared to $51.5 million for the year ended December 31, 1998. The decrease in gross margin was due
primarily to special charges of $16.5 million as discussed above. Exclusive of the special charges, gross margins
for the year ended December 31, 2000 remained consistent at approximately 23.5% as compared to 1998.

Selling, General and Administrative Expenses S,G&A expenses for the year ended December 31, 2000
increased 25.2% to $38.2 million or 21.2% of revenues compared to $30.5 million or 13.4% of revenues for the
year ended December 31, 1999. This increase is primarily due to two factors: cost incurred during the year asso-
ciated with the Company’s subsidiary, Return.com, which was founded in February 2000 and a significant
investment, beyond normal levels, being expended on information technology during 2080. These expenditures
returned to normal levels in 2001 due to a reduction in headcount and expenditures as a result of the
Company’s discontinuation of its front-end web site development, maintenance and hosting services.

PAJRON
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Special Charges The Company recorded special charges of $17.8 million for impaired assets, accounts receiv-
able and other write-offs during the year ended December 31, 2000. These special charges, as previously
discussed, were primarily related to the Company’s shift to a fee-for-service business model, its exit from the
e-commarce business and the abandonment of specified software development projects.

Income Taxes The Company’s effective tax rate for the years ended December 31, 2000 and 1992 was 32.3%
and 39.4%, respectively.

LIQUIDITY AND CAPITAL RESOURCES

The Company funds its operations and capital expenditures primarily through cash flow from operations and
borrowings under a credit facility with a bank. The Company had cash and cash equivalents of approximately
$9.4 million at December 31, 2001. During the year ended December 31, 2001, the Company’s prior investment
in Return.com was written off against a $2.8 million impairment reserve recorded during the first quarter of
2001 (see Note 1 to the consolidated financial statements). At December 31, 2001, the Company recorded an
accrual for approximately $15.3 miliion for payment to the sellers of UDS in accordance with the earn-out pro-
visions outlined in the December 8, 2000 Merger Agreement by and among the Company and UDS. in February
2002, the payment was made consisting of $13.7 million of cash and 310,000 shares of the Company's comman
stock valued at $1.6 million. On February 11, 2002, the Board of Directors authorized the repurchase of up to
$10 million of the Company’s outstanding common stock through February 2003. The Company maintains a
$40 million revolving line of credit with a bank, maturing in June 2002. The Company anticipates renewing this
line of credit prior to its expiration date under similar terms and conditions. Borrowings under the line of credit
bear interest at the Company’s option at the bank’s prime rate, as adjusted from time to time, or LIBOR plus up
to 225 basis points. At December 31, 2001, there was no outstanding balance under the line of credit.

During the year ended December 31, 2001, the Company generated $4.5 million in cash flow from operating
activities compared to $39.0 million in cash flow from operating activities in the same period in 2000. This
decline in the generation of cash flow from operating activities for the year ended December 31, 2001 compared
to the same period in 2000 was due primarily to an increase in inventory levels to provide for the start of the
consumer phone and wireless pager sales programs with BellSouth initiated during the third and fourth quarters
of 2001, respectively. The Company is indemnified by the client for substantially all risks associated with the
ownership of this inventory. Management anticipates that these inventory levels will be reduced during 2002.
This decline is also attributed to a higher accounts receivable balance and the timing of payables in 2001 as
compared to the same period in 2000.

During the year ended December 31, 2001, net cash used in investing activities was $13.2 million as compared
to $15.3 million in 2000. This decrease was primarily due to reduced expenditures for technology related to
e-commerce applications and internal systems development during 2001 offset by the acquisition of iFulfillment
in July 2001.

During the year ended December 31, 2001, the net cash used in financing activities was $0.2 million compared
to $6.2 million in the same period in 2000 primarily due to no borrowings and therefore, no repayments made
under the Company's line of credit during 2001.

The Company estimates that its cash and financing needs through 2002 will be met by cash flows from opera-
tions and its fine of credit facility. The Company may need to raise additional funds in order to take advantage
of unanticipated opportunities, such as acquisitions of complementary businesses. There can be no assurance
that the Company will be able to raise any such capital on terms acceptable to the Company or at all.
Additionally, the Company’s line of credit expires in June 2002. While the Company anticipates that the line of
credit will be renewed under similar terms and conditions, there can be no assurances that this will occur.

The Company’s primary long-term contractual commitments consist of capital and operating leases. As previously
discussed, the Company has largely transitioned from an inventory ownership to fee-for-service model, so the
Company’s commitments to purchase inventory have been greatly reduced from historical levels. To the extent
the Company commits to purchase and own inventory for certain clients, the Company now generally seeks
client guarantees and contractual indemnifications to protect it from inventory risk. As of December 31, 2001,
the Company had none of the following: outstanding debt for borrowed funds, material guarantees of other
entities’ obligations, off-balance sheet or structured finance arrangements, synthetic leases, repurchase
obligations or similar commercial or financing commitments. Additionally, the Company does not trade in
commodity contracts.
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management’s discussion and znalysis of
financizal condition and results of operations (continued)

The following table sets forth payments due under the Company’s capital and operating lease commitments by
period. For adaitional information, see Note 5 to the consolidated financial statements.

Payments Due by Period

Total Less than 1year 1-3years 4-Byears  After 5 years
Capital Leases $ 595 $ 302 $ 235 $ 58 $ 0
Operating Leases $19,221 $5,456 $6,630 $4,317 $2,818

QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISKS

Management believes the Company’s exposure to market risks is immaterial. Iinnotrac holds no market risk
sensitive instruments for trading purposes. At present, the Company does not employ any derivative financial
instruments, other financiel instruments or derivative commadity instruments to hedge any merket risks and
does not currently plan to employ them in the future. To the extient that the Company has borrowings out-
standing under its credit facility, the Company will have market risk relating to the amount of borrowings due to
variable interest rates under the credit facility. The Company’s exposure is immaierial due to the short-term
nature of these borrowings. Additionally, all of the Company's lease obligations are fixed in nature as noted in
Note 5 to the consolidated financial statements, and the Company has no long-term purchase commitments.

CRITICAL ACCOUNTING POLICIES
innotrac’s significant accounting policies are described in Note 2 to the consolidated financial staiements.

RECENT ACCOUNTING PRONOUNCEMENTS

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 141, “Business
Combinations,” and SFAS No. 142, “Goodwill and Other intangible Assets.” SFAS 141 prohibits the use of
pooling-of-interest for business combinations initiated after June 30, 2001 and also applies to all business
combinations accounted for by the purchase meathod thet are completed after June 30, 2001. There are also
transition provisions that app'y to business combinations completed before July 1, 2001, that were accounted
for by the purchase method. SFAS 142 is effective for fiscal years beginning after December 15, 2001 for all
goodwill and other intangible assets recognized in an entity’s statement of financial position at that date,
regardiess of when those assets were initially recognized. The statement changes the accounting for goodwill
and other indefinite life intangible assets from an amortization method to an impairment only approach. Upon
adoption of the siatement, which for the Company will be the baginning of fiscal year 2002, amortization of current
goodwill will cease, thereby reducing amortization exoanse for 2002 by approximately $0.9 million after factoring
in the recent earn-out payment. In 20881, amoriization expense associated with goodwill was $0.3 million. The
Company plans to complete its impairment analysis during the first quarier of 2002 and will recognize an
impairment, if any, at that time.

In June 2001, the FASB also issued SFAS No. 143, “Accounting for Asset Retirement Obligations,” effeciive for
fiscal years beginning after June 15, 2002. SFAS 143 addresses financial accounting and reporting for obligations
associated with the retirement of tangible long-lived assets that result from the acquisition, construction, devel-
opment, and/or the normal operation of a long-lived asset, except for certain obligations for leases and the
associated asset retirement costs. The statement recuires that the fair value of a liability for an asset retirement
obligation be recognized in the periocd in which it is incurred if a reasonable estimate of fair value can be made.
The Company does not anticipate that the adoption of SFAS 143 will have a material effect on the Company’s
financial position or results of operations.

In August 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Asseis.” SFAS 144 supercedes SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for
Long Lived Assets to be Disposed of,” and the accounting and reporting orovisions of AP8 Opinion No. 39,
“Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions,” and amends APB No. 51,
“Consolidatec Financial Statements.” SFAS 144 retains many of the requirements of SFAS 121 and the basic
provisions of APB Cpinion 30; however, it establishes a single accounting model for long-lived assets to be dis-
posed of by sale. SFAS 144 furthermore resclves significant implementation issues related to SFAS 121. The
provisions of the statement are effective for financial statements issued for fiscal years beginning after
December 15, 2001 and are to be applied prospectively. The Company does not anticipate that the adoption of
SFAS 144 will have a material effect on the Company’s financial position or results of operations.
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consoclidated balance sheets

December 31, ' 2001 | 2000
{in 00Q's)
ASSETS
Current assats: 4 |
Cash and cash equivalents $ 9413 | $18.334
Accounts receivable, net {Note 3) 13,662 ‘ 31,217
Inventories, net 27,284 15,056
Prepaid expenses and other ., 5018 7559
Deferred income taxes (Note 6) I 2,736 1 3,884
Total current assets 58,093 76,150
Property and equipment: ;
Rental equipment 2,003 | 3,464
Computer, machinery and equipment 19,715 16,362
Furniture, fixtures and leasehold improvements 4,005 3,695
25,723 23,621
Less accumulated depreciation and amortization {11,223) ‘U (9,804)
14,500 | 13,717
Gooduwill, net {Notes 2 and 8) | 28213 | 3466
Deferred income taxes (Note 6) i 438 2,578
Other assets, net (Notes 2 and 8) 1,149 i 1,233
"
Total assets $99,393 | $97,145

LIABILITIES AND SHAREHOLDERS' EQUITY
Current lizbilities:

Y | S

Accounts pavable $ 8581 | $22,104
Accrued earn-out payment {Note 8) 15,275 0
Accrued expenses and other 11,8671 | 12,071
Total current [iabilities 35,717 | 34,175
Total noncurrent iiabilities (Note 3} 393 166
Commitments and contingencies (Note 5) i
Minority interest in subsidiary ‘} ol 4,169
Sharcholders’ equity (Note ) ) !
Common stock 1,136 1,136
Additional paid-in capital 61,023 60,889
Retained earnings 1,207 (3,184)
Accumulated other comprehensive income 178 0
Less: Treasury stock (285} (206)
Total sharcholders” equity B 63,283 | 58,635
Tota! liabilities and sharsholders’ equity | s 93,393 | 97,145

The accompanying notes are an integral part of these consolidated balance sheets.
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consolidated statements of operations

ear Ended December 31, | E
Year Ended D ber 31 2007 2000 1989
{(in 000’s, except per share data)
Revenues, net $24,793 | $174,085 $227,011%
Cost of revenues 41,087 133,082 175,483
Special charges (Note 13) 0| 16462 0
Gross profit 53,706 | 24541 51528
Operating expenses: j
Selling, genera! and administrative S 43,329 1 38,209 30,460
Spacial charges (Note 13) i e 17,801 0
Depreciation and amortization | 4,864 4,168 3,414
Total operating expenses . 48,193 | 80,178 33,874
Operating income ((oss) 5,513 | (35,637) 17,654
Other (income) expenss:
interest (income) expense, net (Note 4) {332} 80 1.370
Other ;, (20) 141 60
Total other (income) expense 1 &52) | 221 1,430
Income (loss) before income taxes and minority interest 8,085 (35,858) 16,224
Income tax (provision) benefit | {2573} | 14,084 (6,389)
Net income (loss) before minority interest i 3,482 [ (21,774) 9,835
Minority interest, net of income taxes (823} 1 (199) 0
Net income (loss) $ 4,385 | $(21,575) $ 9,835
| |
Earnings per share: ‘{ ;
Basic S 033§ (192) $ 089
[ I
Diluted s 03 |s (e s o098
Weighted average shares outstznding: ‘\ ‘1
Basic | 11318 11,212 2,911
Diluted | 190 | 11212 10,033

The accompanying notes are an integral part of these consolidated statements.
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consolidated statements of shareholders’ equity

Accumulated

Other
Common  Paid-in  Retained Comprehensive  Treasury
Stock Capital  Earnings Income Stock Total

{in 000’s)
Ralance, December 31, 1998 $ 900 $24,838 $ 8,556 $ 0 $ 0 $ 34,294
Proceeds from sale of

common stock, net 220 34,694 0 0 0 34,814
Proceeds from exercise of

stockholder’s options

and grants 1 169 0 0 0 170
Net income 0 0 9,835 0 0 9,835
Balance, Decemiber 31, 1939 $1,121 $58,701 $ 18,391 $ 0 $ 0 $79,213
Issuance of common stock 15 1,238 0 0 0 1,253
Purchase of treasury stock 0 0 0 0 (206) (206)
Restricted stock grant, net 0 (50) 0 0 0 (50}
Net loss 0 0 (21,5675) 0 0 (21,675)
Balance, December 31, 2000 $1,136 $60,889 $ (3,184) $ 0 $(206) $ 58,635
Restricted stock grant, net 0 134 0 0 0 134
Purchase of treasury stock 0 0 0 0 (49) (49)
Comprehensive income:

Net income 0 0 4,385 0 0 4,385

Unrealized gain on

available-to-sale securities 0 0 0 178 0 178
Bzlence, Decomber 31,2001 |$1,136  $61.023 § 1,201 $178 80255 63,283
1L

The accompanying notes are an integral part of these consolidated statements.
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consoclidated statements of cash flows

Year Ended December 31, | 2001 | 2000 188
(in 000’s) 5
Cash flows {rom operzting activities: :

Net income (loss) $ 4,385 | $(21575) $ 9,835

Adjustments to reconcile net income (loss) to net
cash provided by (used in) operating activities:

Depreciaiion and amortization 4,884 4,168 3,414
Loss on disposal of fixed assets 3,383 | 8,430 502
Deferred income taxes 338 ¢ (5627) 1,824
Minority interest in subsidiary {893) {129) 0
Amortization of ceferred compensation ‘ 134 38 0
Changes in working capital, net of effect of businesses acquired: j ]
Decrease (increase) in accounts receivable 17,638 i 217,808 {8,077
(Increase) decrease in inventories i (12,208) | 24,447 (25,122)
increase in prepaid expenses and other assets {130) ‘ (2,554) (30)
{Dacrease) increase in accounts payable {13382} ! 9,330 1,143
(Decrease) increase in accrued expanses anag other (2,491} 2,538 (6,867)
Net cash provided by (used in) operating activities 4,482 | 38,9564 (23,378)
Cash flows from investing activities: :
Capital expenditures (6,914} | (13,644) (5,328)
Acauisition of businesses, net of cash acquired {5,329} {1,678) 0
Purchase of available-to-sale securities 1433) | 0 0
Net cash used in investing activities | (13,209), (15,322) (5,328)
Cash flows from financing activities: \
Net repayments under line of credit o (7,008 (8,728)
Repayment of capiial lease obligations ard other 1145} | 12 (65)
Proceeds from equity offerings, net Q 0 34,914
Proceeds from stock options exercised i 0} 0 170
Distributions to partners, members and shareholders e 0 (70)
Proceads {from mincrity interest in subsidiary 2 1,000 0
Purchase of treasury stock ‘ 48) | (208) ]
i i
Net casn (used in) provided by financing activities 1 (1e4)}  (6,202) 26,221
Net (decrease) increase in cash and cash egquivalents (8,921} ‘} 17,440 (2,485)
Casn and cash equivalents, beginning of period 18,334 | 894 3,379
Cash and cash eguivalents, end of period | $ 3,4‘&\ $18334 $ 894
Supplements! cash flow disclosures: “
Cash paid for interest 18 891 % 423 $ 1,388
Cash paid for income taxes, net of refunds received ! 3 0 | $ (5907) $ 7,384

The accompanying notes are an integral part of these consolidated statements.
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notes to consolidated financial statements

1. ORGANIZATION

Innotrac Corporation (“Innotrac” or the “Company”) provides customized, technology-based marketing support,
order fulfillment, call center and total customar relationship management services. The Company offers inventory
management, inbound call center, pick/pack/ship services, order tracking, transaction processing and returns
handling from its leased facilities in Atlanta, Georgia; Pueblo, Colorado; Reno, Nevada; and Bolingbrook,
Illinois. The Company’s facilities represent approximately one million square feet of warehouse space and 600
dedicated call center seats.

On May 17, 2000, the Company invested in a new venture, Return.com Online, Inc. {(“Return.com”} with its
equity partner, Mail Boxes Etc. (“MBE"}, to process product returns for online and catalog retailers. On
December 28, 2000, Return.com was converted to a limited liability company. On April 17, 2001, the Company
agreed to reacquire MIBE's 40% ownership interest in Return.com resulting in 100% ownership by the Company.
The Company wrote off its investment in Return.com during the year ended December 31, 2001 against a
$2.8 million impairment reserve recorded in the first quarter of 2001. Return.com is no longer in operation.

On December 8, 2000, the Company acquired Universal Distribution Services (“UDS”), located in Reno,
Nevada, for approximately $4.3 million in total consideration. The Company’s UDS division provides integrated
order processing, order management, fulfillment, and customer relationship management services. UDS's cus-
tomer base includes traditional direct marketing companies as well as retailers including Thane International,
Tactica and Gateway Learning. At December 31, 2001, the Company recorded an accrual for approximately
$15.3 million for payment to the sellers of UDS in accordance with the earn-out provisions outlined in the
December 8, 2000 Merger Agreement by and among the Company and UDS. In February 2002, the payment
was made consisting of $13.7 million of cash and 310,000 shares of the Company’s common stock valued at
$1.6 million.

On July 24, 2001, the Company acquired for $5.8 million the assets and assumed specified liabilities of
iFulfillment, Inc. {("iFulfillment”), which includes a 354,000 square fooi leased facility located in Bolingbrook,
lllinois. The Company’s iFulfillment subsidiary specializes in fully integrated, automated, order fulfillment
services for multi-channel retailers and catalogers including such clients as Nordstrom.com, Wilsons Leather
and Archibald Candies. The assets and operating results of iFulfillment have been included in the Company’s
consoclidated financial statements since the date of acquisition.

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Financial Statement Presentation The consolidated financial statements include the accounts of the
Company and its subsidiaries. The financial statements have been prepared on the accrual basis of accounting
in conformity with generally accepted accounting principles in the United States. All significant intercompany
transactions and balances have been eliminated in consolidation. Certain prior year amounts have been reclas-
sified to conform with current year financial statement presentation.

Accounting Estimates The preparation of financial statements in conformity with accounting principles generally
accepted in the United States requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and the disclosures of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Concentration of Revenues Revenues earned under the Company's contracts with its telecommunication
clients to provide fulfiliment of telecommunications equipment and related call center support services, includ-
ing DSL mocems, accounted for approximately 67%, 92% and 93% of total revenues for the years ended
December 31, 2001, 2000 and 1999, respectively. Revenues generated from the fulfillment of DSL equipment
accounted for 18%, 22%, and 0% of the aforementioned totals.
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notes to consolidated financial statements (continued)

The following table sets forth the percentage of total net revenues derived from services provided to each of the
Company'’s largest clients for the years ended Becember 31, 2001, 2000 and 1988. Except for the major clients noted
in the following table, no single customer provided more than 10% of consolidated revenues during these years.

Year Ended December 31, { 2001 h 2000 1999
BeliSouth—Telecom equipment | 13% | 11% 3%%
—DSL equipment P10 | 9 0
SBC Communications, Inc. 15| 45 52
Warranty Corporation of America 91 ‘ 4 0
——]

Cash and Cash Equivalents The Company considers all short-term, highly liquid investments with an original
maturity of three months or less to be cash equivalents.

Short-Term Investments Current available-for-sale marlketable securities are carried at their estimated fair
value based cn curreni market quotes. Any unrealized gains or losses are reported in shareholders’ equity as a
component of other accumulaied ccmprehensive income (loss). At December 31, 2001, the Company held
approximately $436,000 in availzble-for-sale securities, which is included in “Prepaid expenses and other” in the
accompanying Consolidated Baiance Sheets. The unrealized gain was not material to the Company’s financial
position. This short-term investment was sald at a gain in January 2002,

Inventories nventories, consisting primarily of telephones, interactive wireless pagers and DSL and cable
modems, are stated at the lower of cost or market, with cost determined by the first-in, first-out method.
Substantially all inventory is for the account of one client who has indemnified the Company from substantially
all risk asscciated with such inventory.

Property and Eguipment Property and eguipmani are siated at cost. Depreciation is determined using
straight-line methods over the following estimated useful lives:

Rental eguipment 3 years
Computers and software 3-5 years
Machinery and equipment 5-7 years
Furniture and fixtures 7 years

Leasehold improvements are amortized using the straight-line method over the shorter of the service lives of
the improvements or the remaining term of the lease. Maintenance and repairs are expensed as incurred.

During the third quarter of 1929, the Comgany openad & call center in Pueblo, Colorado. As part of the estab-
lishment of the facility in Pueblo, the Company received various tax incentives from the city of Pueblo. These
tax incentives have been recorded as a recuction in the basis of property and equipment.

Reniel equipment is written off at its nat book value when it is no fonger generating revenues or is not returned
by the customer. Equipment rental losses were approximately $0, $103,000 and $502,000 for the years ended
December 31, 2001, 2000 and 1999, respectively, and are included in “Depreciation and Amortization” in the
accompeanying Consolidated Steiements of Operaticns.

Long-Lived Assets Statement of Financial Accounting Standards No. 121, “Accounting for the Impairment of
Long-tived Assets and for Long-Lived Assets to be Bisposed of,” requires that long-lived assets, including
certain identifiable intangibles and gcodwili related to those assets, be reviewed for impairment whenever
evenis or changes in circumstznces indicate that the carrying amount of the asset in question may not be
recoverable. Management has reviewad the Company’s long-lived assets and has determined that there are no
long-lived assets requiring impairment loss recognition, other than those included in the Company’s special
charges recorded in the fourth quarter of 2000 (see Note 13) and the Company’s investment in Return.com,
which was written off during tnhe year ended December 31, 2001 (see “Minority Interests”).

Gooawill and Other Acquired Intangibles Goodwill represents the cost of an acquired enterprise in excess of
the fair market value of the net tangible and idantifiable intangible assets acquired. Goodwill and other acquired
intangibles related to business combinations prior to July 1, 2001 were being amortized over 5-20 years on a
straight-line basis, which represented management’s estimation of the related benefit to be derived from the
acquired business. However, goodwill and other acquired intangibles from business combinations occurring
after June 30, 2007 are accounted for under the transiticn provisions for business combinations of SFAS
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No. 141, “Business Combinations” and SFAS No. 142, "Goodwill and Other Intangible Assets” which includes
iFuifillment (see Note 8). The Company will adopt SFAS 142 effective January 1, 2002, which changes the
accounting for goodwill and other indefinite life intangibles from an amortization methed to an impairment
only approach. During the year ended December 31, 20071 and 2000, amortization expense for goodwill and
other acquired intangibles totaled approximately $525,000 and $31,000, respectively (see Note 8).

Stock-Based Compensation Plans The Company accounts for its stock-based compensation plans under
Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25"). The
Company has adopted the disclosure option of Statement of Financial Accounting Standards No. 123,
"Accounting for Stock-Based Compensation.” SFAS 123 requires that companies, which do not choose to
account for stock-based compensation as prescribed by this statement, shall disclose the pro forma effects on
earnings and earnings per share as if SFAS 123 had been adopted. Additionally, certain other disclosures are
required with respect to stock compensation and the assumptions used to determine the pro forma effects of
SFAS 123 (see Note 11).

Income Taxes Innotrac utilizes the liability method of accounting for income taxes. Under the liability method,
deferred taxes are determined based on the difference between the financial and tax bases of assets and liabil-
ities using enacted tax rates in effect in the years in which the differences are expected to reverse.

Minority Interests The minority interest represents the investment in Return.com Online, LLC {(“Return.com”),
a subsidiary of the Company, held by Mail Boxes Etc ("MBE”), including their proportionate share of losses.
Prior to December 29, 2000, when MBE increased its ownership to 40%, this amount was 14%. In March 2001,
United Parcel Services, Inc. (“UPS”) announced a definitive agreement to purchase MBE. As a result of this
agreement, the Company agreed to reacquire MBE's 40% ownership interest in Return.com on April 17, 2001.
The note receivable of $3.4 million due from MBE was forgiven by the Company in exchange for MBE’s ownership
interest in Return.com, resulting in 100% ownership by the Company. All remaining contractual commitments
for additional funding by the Company were also cancelied.

As a result of the Company’s controlling ownership interest in Return.com, the Company consolidated the
results of operations and financial position of Return.com in the accompanying consolidated financial state-
ments from the date of inception. During the year ended December 31, 2001, the Company wrote off its
$2.8 million investment in Return.com against an impairment reserve the Company recorded in the first quarter
of 2001. At December 31, 2001, Return.com was no longer in operation.

Earnings Per Share Basic earnings per share is computed by dividing net income by the weighted average
number of common shares outstanding. In the computation of diluted earnings per share, the weighted average
number of common shares outstanding is adjusted for the effect of all potential common stock equivalent shares.

Revenue Recognition Revenues are recognized on the accrual basis as services are provided to customers or
as units are shipped. Revenues are reduced for freight and an estimate of product returns and allowances.
In 2001 and 2000, revenues have been recorded net of the cost of the equipment for all fee-for-service clients.

Fair Value of Financial Instruments The carrying value of the Company’s financial instruments approximates
fair value.

Recent Accounting Pronouncements In June 2001, the Financial Accounting Standards Board (“FASB”)
issued SFAS No. 141, “Business Combinations,” and FASB No. 142, “Goodwill and Other intangible Assets.”
SFAS 141 prohibits the use of pooling-of-interest for business combinations initiated after June 30, 2001 and
also applies to all business combinations accounted for by the purchase method that are completed after June 30,
2001. There are also transition provisions that apply to business combinations completed before July 1, 2001,
that were accounted for by the purchase method. SFAS 142 is effective for fiscal years beginning after
December 15, 2001 for all goodwill and other intangible assets recognized in an entity’s statement of financial
position at that date, regardless of when those assets were initially recognized. The statement changes the
accounting for goodwill and other indefinite life intangible assets from an amortization method to an impairment
only approach. Upon adoption of the statement, which for the Company will be the beginning of fiscal year
2002, amoriization of current goodwill will cease, thereby reducing amortization expense for 2002 by approxi-
mately $0.9 million after factoring in the recent earn-out payment. In 2001, amortization expense associated
with goodwill was $0.3 million. The Company plans to complete its impairment analysis during the first quarter
of 2002 and will recognize an impairment, if any, at that time.
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notes to consolidated financial statements (continued)

In June 2001, the FASB zlso issued SFAS No. 143, “Accounting for Asset Retirement Obligations,” effective for
fiscal years beginning after June 15, 2002. SFAS 143 addresses financial accounting and reporting for obliga-
tions associated with the retirement of tangib'e long-lived assets that resuit from the acquisition, construction,
development, and/or the normal operation of a long-lived asset, except for certain obligations for leases and the
associated asset retirement costs. The statement required that the fair value of a liability for an asset retirement
obligation be recognized in the period in whaich it is incurred if a reasonable estimate of fair value can be made.
The Compeany does not anticipate that the adoption of SFAS 143 will have a material effect on the Company’s
financial position or results of operations.

in August 2001, the FASB issued SFAS No. 144, "Accounting for the impairment or Disposal of Long-Lived
Assets.” SFAS 144 supercedes SFAS Ne. 121, “Accounting for the Impairment of Long-Lived Assets and for
Long Lived Assets to be Disposed of,” and the accounting and reporting provisions of APB Opinion No. 30,
“Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business and
Extreordinary, Unusual end infrequently Cccurring Events and Transactions,” and amends AP3 No. 51,
“Consolidated Financial Statements.” SFAS 144 retains many of the requirements of SFAS 121 and the basic
provisions of APB Opinion 30; howsvery, it estaklishes a single accounting mode! for long-lived assets to be dis-
posed of by sale. SFAS 144 furthermore resolves significant implementation issues related to SFAS 121. The
provisions of the statement are effective for financial statements issued for fiscal years beginning after
December 15, 2001 and are to be applied prosoectively. The Company does not anticipate that the adoption of
SFAS 144 will have a material effect on the Company’s financial position or results of operations.

3. ACCOUNTS RECEIVABLE
Accounts receivable were comprised of the following at December 31, 2001 and 2000 (in 000's):

| 2001 | 2000
Billed receivables | 16,245 $31,933
Unbilled receivables : 79 2,700
16,925 34,633
Less: Allowance for doubtful accounts {3,263} (3,416)
$13,662 $31,217
]

4. FINANCING OBLIGATIONS

The Company has a revolving credit agreement with a bank for borrowings up to $40 million. An amendment
o ihe revolving credit agreement was entered into during 2331 that eliminated borrowings based on specified
advence rates resulting in availability of the entire $40 million line of credit. Interest is payable monthly at rates
equal to the prime rate, or at the Company’s option, LIBOR plus up to 225 hasis points. The line of credii is
secured by all asseis of the Company and expires on June 1, 2002. At December 31, 2001 and 2000, the
Company had no balance outstanding on the line of credit.

The Company incurred unused revolving credit facility fees of approximately $85,000 during the year ended
December 31, 2001. During the years ended Decamber 31, 2000 and 1999, the Company incurred interest
expense related to the line of credit of $0.5 miliion and $1.3 million, respectively, based on weighted average
interest rates of 7.49% and 6.26%, respectively.

The revolving line of credit agreement contains various restrictive financial and change of ownership control
covenants. At December 31, 2001, the Company was in compliance with all covenants.

5. COMMITMENTS AND CONTINGENCIES

Operating Leases Innotrac leases office and warehouse space and equipment under various operating leases.
The primary office and warehouse operating leases provide for escalating payments over the lease term.
innotrac recognizes rent expense on a straight-ling basis over the lease term. The Company also has capital lease
obligations that expire over the next three years primarily for warehouse equipment and computer hardware.

30]oe




Innotrac | 2001

Aggregate future minimum lease payments under noncancellable operating and capita! leases with original
periods in excess of one year as of December 31, 2001 are as follows (in 000's):

Capital Operating
Leases Leases
2002 $ 302 $ 5,456
2003 138 3,542
2004 97 3,088
2005 58 2,147
2008 0 2,170
Thereafter 0 2,818
Total minimum lease payments $595 $19,221
Amount related to interest (75)
Capital lease obligations 520
Current portion (302)
Long-term portion $218

Rent expense under all operating leases totaled approximately $4.2 miilion, $3.1 million and $2.0 million during
the years ended December 31, 2001, 2000 and 1998, respectively.

Legal Proceedings The Company is subject to various legal proceedings and claims that arise in the ordinary
course of business. There are no material pending legal proceedings to which the Company is a party.

6. INCOME TAXES

Details of the income tax (provision) benefit for the years ended December 31, 2001, 2000 and 1999 are as
follows (in 000's):

2001 2000 1999
Current $ 815 $ 8,457 $(4,565)
Deferred (3,388} 5,627 (1,824)
‘ $€2,573)\ $14,084 $(6,389)
———

Deferred income taxes reflect the net effect of the temporary differences between the carrying amounts
of assets and liabilities for financial reporting purposes and the amounts used for income tax purposes. The
significant components of the Company’s deferred tax assets and liabilities as of December 31, 2001 and 2000
are as follows (in 000's}):

2001 2000
Current deferred tax zssets:
Allowance for doubtful accounts $ 1,466 $1,351
Reserve for returns and equipment losses 413 1,512
Other reserves 857 1,121
2,736 3,984
Noncurrent deferred tax assets (liabilities):
Net operating loss carryforwards 1,910 3,428
Depreciation {5.484) (810)
Other (18)| (39)
438 | 2,579
Net deferred tax asset $3,174 $6,563
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Management believes that sufficient income will be earned in the future to realize the net deferred tax assets.

At December 31, 2001, the Company had net operating loss {“NOL") carryforwards of approximately $5.0 million
for income tax purposes, which primarily begin to expire beginning in 2020. Section 382 of the Internal Revenue
Code limits the utilization of net operating loss carryforwards when there are changes in ownership greater
than 50%, as defined. If such a change occurs, the timing of the Company’s utilization of its NOL carryforwards
could be impacied.

A reconciliation of the income tax (provision) benefit computed at statutory rates to the income tax provision
{(benefit) for the years ended December 31, 2001, 2000 and 1999 is as follows:

| 2001 | 2000 1999
Federal statutory rate | (34.00% | 35.0% (35.0)%
(Increase) decrease in taxes resulting from: i
State income taxes, net of federal benefit (4.0) 4.0 (4.0
Items not deductible for tax purposes : {4.3) 0.7 (0.8)
Other @1 {0.4) 0.2
(42.4)% j 39.3% (39.4)%

7. EARNINGS PER SHARE

The following table shows the amounts used in computing earnings per share (“EPS”) in accordance with
Statement of Financial Accounting Standards No. 128 and the effects on income and the weighted average
number of shares of potential diluted common stock. Options outstanding to purchase shares of the Company’s
common stock were not included in the computation of diluted EPS for the year ended December 31, 2000
because their effect would be anti-dilutive if exercised. Shares used to compute diluted earnings per share are
as follows (in 000's):

2001 2000 1999
Diluted earnings per share: :
Weighted average shares outstanding 11,318 11,212 9,211
Employee and director stock options 372 — 122
Weighted average shares assuming dilution 11,680 ! 11,212 10, 033
i t—|

8. ACQUISITIONS

On July 24, 2001, the Company acquired the assets and assumed specified liabilities of iFulfiliment, Inc.
("iFulfillment”) for approximately $5.8 million. iFulfillment is located in a 354,000 square foot leased facility in
Bolingbrogo¥k, Hlinois and specializes in fully integrated, automated ordar fulfillment services for muiti-channel
retailers and catalogers, including such clients as Nordstrom.com, Wilsons Leather and Archibald Candies.
The transaction was accounted for under the purchase method of accounting and, accordingly, the operating
results of iFulfillment have been included since the date of acquisition in the Company’s consolidated resulis of
operations. The Company has accounted for this transaction in accordance with the provisions of SFAS 141 and
SFAS 142. The following table summarizes the assets purchased and liabilities assumed as well as the prelimi-
nary allocation of the purchase price to various intangibles and goodwill (in 000's):

Purchase price $5,813
Current assets 207
Current liabilities (2,004)
Property 1,417
Other liabilities (632)
Customer contract 250
Goodwill 6,685

This allocation represents management’s best estimate of the values acquired. This allocation is subject
to change up to one year from the date of acquisition, but management does not currently anticipate any
material changes.
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On December 8, 2000, the Company acquired UDS, which was accounted for under the purchase method of
accounting. At December 31, 2001, the Company recorded an accrual for approximately $15.3 million for pay-
ment to the sellers of UDS under the terms of an earn-out provision contained in the December 8, 2000 Mierger
Agreement. The earn-out accrual was recorded as additional purchase price consideration. in February 2002,
the payment was made consisting of $13.7 million of cash and 310,000 shares of the Company's common stock
valued at $1.6 million, As a result, goodwill related to UDS amounted to $18.8 miilion, net of accumulated
amortization of $0.3 million.

Neither of the transactions was deemed to be material at the time of the acquisitions; accordingly, no proforma
results are presented herein. However, as according to the transition provisions of SFAS 142, the Company's
consolidated proforma net income and diluted earnings per share for 2001 with non-amortization of goodwill
would have been $4.5 million and $0.39 per share, respectively. There was no material impact for the year
ended December 31, 2000.

9. SHAREHOLDERS' EQUITY

Innotrac has authorized 50,000,000 shares of Common Stock, $0.10 par value, and 10,000,000 shares of
Preferred Stock, $0.10 par value. At December 31, 2001 and 2000, there were 11,674,585 shares of common
stock and no shares of preferred stock outstanding.

In June 2000, the Company’s Board of Directors authorized the repurchase, at the direction of senior manage-
ment, of up to $5.0 million of the Company’s common stock. During the years ended December 31, 2001 and
2000, the Company had repurchased approximately 6,400 and 45,000 shares at a total cost of $48,000 and
$2086,000, respectively. The repurchased shares are recorded at cost as treasury stock and result in a reduction
of shareholder’s equity.

Subsequent to December 31, 2001, the Company’s Board of Directors authorized the repurchase, at the direction
of senior management, of up to an additional $10.0 million of the Company’'s common stock.

10. EMPLOYEE RETIREMENT PLAN

Innotrac employees may participate in a 401(k) defined contribution plan. The plan covers all employees who
have at least six months of service and are 18 years of age or older. Participants may elect to defer up to 15% of
compensation up to a maximum amount determ:ned annually pursuant to IRS regulations. Innotrac has elected
to provide matching employer contributions equal to 15% of contributions for less than five years of service,
25% of contributions for five to nine years of service, and 35% of contributions for over nine years of service.
Total matching contributions made to the plan and charged to expense by Innotrac for the year ended
December 31, 2001 was approximately $108,000. The Company’s matching for the years ended December 31,
2000 and 1922 were not material.

11. STOCK-BASED COMPENSATION

The Company has adopted two stock option plans: the 1897 and 2000 Stock Option and Incentive Award Plans
{“The Plans”). The Plans provide key employees, officers, directors, contractors and consultants an opportunity
to own shares of common stock of the Company and to provide incentives for such persons to promote the
financial success of the Company. Awards under The Plans may be structured in a variety of ways, including as
“incentive stock options” as defined in Section 422 of the Internal Revenue Code, as amended, non-qualified
stock options, restricted stock awards, and stock appreciation rights (“SARs"). Incentive stock options may be
granted only to full-time employees (including officers) of the Company and its subsidiaries. Non-qualified
options, restricted stock awards, SARs, and other permitted forms of awards may be granted to any person
employed by or performing services for the Company, including directors, contractors and consultants. The 1997
Stock Option Plan and 2000 Stock Option Plan, as amended, provide for the issuance of options to purchase up
to an aggregate of 800,000 shares and 2,800,000 shares of common stock, respectively.

Incentive stock options are also subject to certain limitations prescribed by the Code, including the requirement
that such options may not be granted to employees who own more than 10% of the combined voting power of
all classes of voting stock of the Company, unless the option price is at least 110% of the fair market value of the
common stock subject to the option. The Board of Directors of the Company (or a committee designated by the
Board) otherwise generally has discretion to set the terms and conditions of options and other awards, including
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the term, exercise price and vesiing conditions, if any; to select the persons who receive such granis and
awards; and to interpret and administer The Plans.

A summary of the options outstanding and exercisable by price range as of December 31, 2001 is as follows
{shares in 000's):

COptions Outstanding Cpitons Exercisable
Weighted Average Weighted Weighted
Range of As of Remaining Average As of Average
Exercise Prices December 31, 2001 Contractual Life Exercise Price December 31, 2001  Exercise Price
$ 1.77-% 354 440 9.0 $ 3.13 — 5 —
$ 3.564-% 5.31 322 8.4 4.86 — —
$ 5.31-8 7.07 343 8.9 6.53 — —
$ 7.07-% 8.84 345 8.8 7.37 — —
$ 8.84-$10.61 239 5.8 8.10 239 2.10
$10.61-$12.38 30 6.3 12.00 30 12.00
$12.38-$14.15 37 5.1 13.31 25 13.52
$15.92-517.68 35 7.2 16.71 25 17.00
1,791 8.2 $ 6.33 319 $10.34

A summary of the status of the Company’s two stock option plans as of December 31, 2001, 2000 and 1299 is as
follows (shares in 000's):

Shares Weighted Average Price
Qutstanding at December 31, 1998 363 $ 9.42
Granted 208 14.35
Exercised (13) 11.33
Forfeited {(31) 14.11
Qutstanding at December 31, 1989 528 10.98
Granted 1,730 5.01
Forfeited (459) 7.14
Outstanding at December 31, 2000 1,799 6.19
Granted 454 7.35
Forfeited (462) 6.98
Qutstanding at December 31, 2001 1,791 $ 6.33
Options exercisah!e at December 31, 2001 31e $10.34
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The Company accounts for The Plans under APB Ne. 25, under which no compensation cost has been recognized.
Had compensation cost for stock options been determined under SFAS No. 123, the Company’s net income
(loss) and net income (loss) per share would have been the following pro forma amounts (in 000’s, except

per share data):

Year ended December 31, . 2001 2000 1999
Ne? income (loss) | $4,383 $(21,575) $9,835
Pro forma net income (loss) adjusted for the ‘

impact of SFAS No. 123 $3,350 ‘ $(22,347) $9,048
Diiuted net income (loss) per share 3 0.30 | $ (1.92) $ 0.98
Pro forma net income (loss) per share adjusted l

for the impact of SFAS Nao. 123 f/ $ 0.29] $ (1.99) $ 0.90

 ——

The Company has computed for pro forma disclosure purposes the value of all options granted using the Black-
Scholes option-pricing model as prescribed by SFAS No. 123 using the following weighted average assumptions:

2¢01 2000 1999
Risk-free interest rate : 5.45% 5.44% 6.34%
Expected dividend vield 0% 0% 0
Expected lives 2.7 Years 2.7 Years 2.7 Years
Expected volatility 84.3% | 90.4% 80.5%
N
12. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)
First Second Third Fourth
(In 000's, except per share data)
2C01 Quarters:
Revenues, net $24921 $26,025 $22406 $21,441
Operating income (loss) (824) 1,782 1,940 2,615
Net income 500 1,035 1,264 1,586
Net income per share-basic 0.04 0.09 0.1 0.15
Net income per share-diluted $ 004 $ 009 $ 011 $ 014
2000 Quarters:
Revenues, net $4780 $50352 $50,284 $25599
Operating (loss) income (1,614) (15,337) 283 (18,969)
Net {loss) income (1,124) (9,206) 318 (11,564}
Net (loss) income per share-basic (0.10) (0.82) 0.03 (1.03)
Net {loss) income per share-diluted $ (0100 $ (082) $ 003 $ (1.03)
1982 Quarters:
Revenues, net $67,320 $57,496 $51,661 $50,534
Operating income 5,784 5,869 4,075 1,926
Net income 3,286 3,266 2,303 980
Net income per share-basic 0.37 0.36 0.22 0.09
Net income per share-diluted $ 036 $ 036 $ 022 $ 008
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13. SPECIAL CHARGES

During 2000, the Company substantially completed its migration towards a fee-for-service business model,
which eliminates inventory ownership risk and also elected to discontinue its front-end web site development,
maintenance and hosting services to its e-commerce clients. As a result of these significant changes in the
Company's business, a special pre-tax charge of $34.3 million was recognized. The spacial charges of $34.3 million
for the year ended December 31, 2000 includes the following: $24.4 million for inventory, accounts receivable
and other items primarily related to the Company's shift to a fee-for-service business model; $8.2 million for the
impairment of long-lived assets primarily due to the abandonment of specified software development projects;
and $3.7 million in costs to exit the e-commerce husiness related to web development, maintenance and hosting
services. The Company has approximately $4.6 million in remaining accruals related to the special charges at
December 31, 2001, which include $2.8 million for the Company’s shift to a fee-for-service business model and
$1.8 million for e-commerce exit costs. Cash payments during 2001 totaled approximately $2.3 million. The
Company expects that substantially all of the remaining accruals either will be utilized or reversed to income
during the year ended December 31, 2002. Any accruals reversed to income will be reported as a special item.
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To Innotrac Corporation:

We have audited the accompanying consolidated balance sheets of INNOTRAC CORPORATION (a Georgia
corporation) AND SUBSIDIARIES as of December 31, 2001 and 2030 and the related consolicated statements of
operations, shareholders’ equity and cash flows for each of the three years in the period ended December 31,
2001. These consolidated financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overal! financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respecis, the consoli-
dated financial position of Innotrac Corporation and its subsidiaries as of December 31, 2007 and 2000 and the
results of their operations and their cash flows for each of the three years in the period ended December 31,
2001 in conformity with accounting standards generally accepted in the United States.

O A (noleras 2

Arthur Andersen LLP
Atlanta, Georgia
February 8, 2002
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CORPORATE HEADQUARTERS

Innotrac Corporation
8655 Sugarloaf Parkway
Duluth, Georgia 30097
678-584-4000

TRANSFER AGENT
SunTrust Bank

P.O. Box 4625
Atlanta, Georgia 30302

ANNUAL MEETING

Monday, May 20, 2002

2 a.m. Eastern Time

Gwinnett Civic and Cultural Center
8400 Sugarloaf Parkway

Duluth, Georgia 30097

FORM 10K / INVESTOR CONTACT

Interested parties may obtain, without charge, a copy of Innotrac’s

Annual Report on Form 10-K, as filed with the Securities and

Exchange Commission for the year ended December 31, 2001 by

writing to investor relations at the corporate headquarters.

To access the Innotrac Investor Relations homepage on the
Internet use the Uniform Resource Locater (URL):
http://www.innotrac.com/company/investors/index.html

COMMON STOCK

innotrac’s common stock trades on The Nasdag Stock Market®
under the symbol INOC. As of March 18, 2002, the Company
had approximately 2,151 shareholders based on the number of
holders of record and an estimate of the number of individual
participants represented by securities position listings.

The following table sets forth the reported high and low sales
prices for Innotrac’'s common stock as reported by Nasdaq:

2001 High Low
First Quarter $ 6.25 $3.25
Second Quarter $ 7.57 $6.13
Third Quarter $ 8.82 $5.55
Fourth Quarter $ 8.00 $5.00
2000 High Low
First Quarter $13.50 $6.75
Second Quarter $ 8.25 $4.75
Third Quarter $ 6.75 $4.75
Fourth Quarter $ 5.75 $3.13

The Company has never paid a dividend on its common stock.

The Company presently intends to retain its earnings to support

the growth of its business and does not expect to pay any divi-
dends in the foreseeable future.
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Williams, Benator and Libby, LLP
Certified Public Accountants

Martin J. Blanlc®®

Chairman and Chief Operating Officer
Automaobile Protection Corporation

{a subsidiary of Ford Motor Company}

(1) Member of Executive Committee
(2) Member of Audit Committee
(3) Member of Compensation Committee
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