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A MESSAGE FROM OUR CEO  
 
To Our Shareholders 
 

It is our mission to be the premier provider of high-quality, outsourced product development, manufacturing and after-the-sale 
support services to original equipment manufacturers (OEMs) and independent service providers with: 
 

• a broad array of value-rich service programs delivered by customer–centric sales teams, 
 

• a world-class operations function that provides the highest levels of quality and customer satisfaction with an industry-
leading cost structure, 

 
• a corporate culture that promotes excellence, discipline, productivity, people development and compassion, 

 
• a drive to provide consistent and growing earnings for our shareholders, and 

 
• an organization that benefits our customers, suppliers, employees and the communities in which we live. 

 
We made significant progress towards achieving the objectives of our mission statement in 2003, which culminated in total sales 

growth of 46%, the extension of our string of profitable quarters to six and the achievement of the second most profitable year in our 
company’s history. 
 

In 2003, we focused our product development efforts on products with the highest potential for profitable sales during the 
economic recovery period (predominantly customer-specific products) and cultivated long-term business relationships to provide 
product opportunities well into the future. In recognition of our technical expertise with Intel Corporation (Intel) products, we were 
awarded Intel Premier Provider status in 2003. This immediately led to new product opportunities; some leveraging our Sun SPARC 
expertise by requiring the integration of the two companies’ technologies. Our broad engineering capabilities also landed us an 
agreement to be the North American Reseller for Agilent’s Remote Management Diagnostics products; a relationship that resulted in 
significant revenues in 2003 and that we expect to take to new levels in 2004 and beyond. As the economy expands and capital 
spending increases, sales of products we design and manufacture represent our largest opportunity for growth. 
 

We continued to devote significant effort to growing our service base by expanding the number of active programs with both 
current and new Fortune Global 500 technology OEM customers. For example, successful repair programs for Hewlett-Packard (H-P) 
servers and tape library equipment over the past two years led to the award of additional business in 2003, including the assembling 
and testing of new tape library units for H-P. We were also awarded a 2003 Sun Microsystems (Sun) Supplier Award for Meritorious 
Performance based on the repair service levels we provide Sun, raising our status as a preferred supplier for additional Sun repair 
programs. This award already helped win additional Sun repair work in 2004. 
 

We exited 2003 with improved top and bottom lines and entered 2004 with: 
 

• more large customers actively ordering products than at any other time in our history, 
 

• more direct referrals from Fortune Global 500 stalwarts in the computer industry than at any time in our history, 
 

• more in-house experience selling and closing business through these kinds of partnerships, and 
 

• more award-winning technical capabilities than at any time in our history. 
 

In 2004, we expect increased sales in both products and services and continued profitability to result from our rather modest, but 
very fruitful, spending in marketing and sales of the past few years. To fuel additional growth in 2004 and beyond, our plans include 
increasing our visibility in the marketplace by increasing the size of our marketing and sales team and making investments in our 
delivery infrastructure as required. Our past efforts have only begun to tap into the large markets for our products and services. 
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On the product side of the business, our marketing and sales efforts will continue to be on original equipment manufacturers 
(OEMs) in the medical diagnostic, commercial imaging, process control and telecommunications equipment industries; all very large 
markets that show definite signs of recovery. In addition, we will aggressively market Agilent’s remote diagnostics products, which 
are generating interest in new “design and build” programs with both current and prospective OEM customers. 
 

On the service side, we will expand our efforts to market and sell our depot repair, logistics, upgrade and other custom services 
for both electronic and electro-mechanical equipment to leading computer and computer peripheral OEMs and to independent service 
providers that maintain equipment for very large organizations, such as the federal government. Our track record with Fortune Global 
500 technology companies serves us well in pursuing new business in these markets and continues to win us new opportunities for 
ever-larger programs. We will also continue our efforts to sell our repair and logistics services deeper into current service accounts 
and to cross-sell those services into current product accounts. 
 

In the past two years, we’ve seen a number of competitors, as well as other similar-sized businesses, fall upon hard times; many 
are no longer in business. We are very pleased with what we have been able to accomplish over the past two years and are confident in 
our ability to continue increasing shareholder value. 
 

Thank you for your interest, investment and support. Our gratitude also extends to our customers, suppliers, board of directors, 
bank and employees for their continued partnership, dedication and hard work to build this company. 
 

We hope you will join us for our Annual Shareholders Meeting on April 29, 2004 at our facility near Columbus, Ohio. 
 
Respectfully, 
 

 
John D. Bair 
Chairman, CEO and President 
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THE COMPANY  
 

Pinnacle Data Systems, Inc., herein referred to as the “Company”, is located at 6600 Port Road, Groveport, Ohio 43125. The 
Company provides products and technical services, encompassing the development and production of embedded (built-in) computer 
systems and components, and the testing and repair of computer systems, components and peripherals, to Original Equipment 
Manufacturers (OEMs) in, among others, the computer, computer peripheral, data storage, digital-imaging, medical diagnostic, 
process-control, and telecommunications equipment industries. For the fiscal year ended December 31, 2003, the Company’s 
operations are reported in two business segments: Product and Service. 
 
Product 
 

The Company’s products are custom-designed to meet specific customer or niche-industry requirements that generally cannot be 
met by off-the-shelf products. Our products are sold to OEMs and are typically resold by those OEMs to end-users as components 
integrated into the OEMs’ final products. Our products are usually developed as a result of our helping OEMs design, engineer, 
manufacture, assemble, modify, and/or integrate computer systems or components to fit their specific application needs. Initially, or 
when we go into production, we get paid for the development of our products. Then, we get paid to produce and ship our products to 
the OEM, followed by payment for servicing our products after their initial warranty expires. Many of our products are based on the 
high performance computer processing technologies of Sun Microsystems, Inc. (Sun) and Intel Corporation (Intel), two of the world’s 
largest producers of computer components and systems. We combine their products and other vendor off-the-shelf computer 
components or peripherals with technologies that we engineer and develop, such as customized circuit boards, enclosures, power 
supplies and other engineered components and software, into our finished products. The composition of one of our products may 
include 50% Sun or Intel content, combined with 20% other vendor off-the-shelf peripheral products such as power supplies and disk 
storage, with the other 30% made up of products we design, develop and produce, or purchase and modify. These percentages vary 
from product to product. By leveraging our expertise and experience in engineering and integrating our internally developed products 
with Sun, Intel and other vendors’ technologies, we are able to offer product solutions with minimal product design and engineering 
costs to our customers. 
 

The Company is a SunSoft Master Distributor authorized to provide our customers with the right to use Solaris, Sun 
Microsystem’s UNIX operating system. We are an authorized Intel Product Dealer and have earned Intel Premier Provider status for 
our distinct level of competency with Intel technologies. We are the North American reseller of Agilent remote diagnostic solutions, 
selected for our engineering and design capabilities. We are also licensed by Microsoft to distribute embedded Microsoft operating 
systems. 
 
Service 
 

The Company offers complete service and support for several OEMs’ products, as well as our own, including testing, repair, 
logistics, and product end-of-life management services. We provide depot testing and repair services for advanced technology 
systems, printed circuit board assemblies, and other computer peripherals and components, where the damaged or malfunctioning 
equipment is sent to our designated “depot” location for testing and repair. We also manage “advanced-exchange” repair programs, 
where we send out a replacement part from the OEM’s inventory stocked at our facility, over-night when necessary, and receive the 
damaged or malfunctioning part back for testing, repair and replacement in inventory, all usually accomplished within a few days. Our 
highest volume testing and repair is performed on complex printed circuit boards and electro-mechanical data storage devices for Sun 
and Hewlett-Packard Company (H-P). Our repair capabilities are extensive. For our largest OEM customers, including Sun and H-P, 
we maintain and share online information management systems that seamlessly connect our two companies and give us the 
appearance of being “just another location” of the OEM. Additional revenue is generated from the sale of spare parts and components. 
Our end-of-life product management service allows our customers to maximize their investment in technology by providing continued 
support for products no longer supported by the original manufacturer. This allows our  
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customers to eliminate or delay the engineering, software development and re-certification charges required to integrate new 
technology into their products. For example, many of our customers’ products include Sun or Intel components. When Sun or Intel 
stop manufacturing those components, OEMs are left with few alternative sources for parts needed to continue building or repairing 
their products. We can provide the parts, purchased from a number of available sources, either new or refurbished. 
 

Our product and service segments are complementary. The new product development we offer keeps our engineers and service 
technicians on the forefront of technologies that generate new service opportunities. The services we offer provide a competitive 
advantage in selling our products since the entire infrastructure is already in place to provide service and support after the sale. 
 

FIVE YEAR SELECTED FINANCIAL INFORMATION  
(in thousands, except earnings per share)  

 
  2003 2002 2001 2000 1999 

FINANCIAL RESULTS        
Sales Total  $ 22,884  $ 15,674  $ 22,672  $ 25,316  $ 12,203 
  Products   15,595   8,367   18,261   21,048   9,058 
  Services   7,288   7,307   4,411   4,268   3,145 
Gross profit Total  $ 6,038  $ 4,609  $ 4,420  $ 6,388  $ 3,121 
  Products   3,594   1,610   3,419   4,603   1,807 
  Services   2,444   2,999   1,001   1,785   1,314 
Gross profit margin % Total   29.4%  29.4%  19.5%  25.2%  25.6%
  Products   23.0%  19.2%  18.7%  21.9%  19.9%
  Services   33.5%  41.0%  22.7%  41.8%  41.8%
Operating expenses    $ 5,147  $ 4,500  $ 5,191  $ 4,541  $ 2,470 
Income (loss) from operations    $ 891  $ 109  $ (771)  $ 1,847  $ 651 
Interest expense    $ 85  $ 128  $ 351  $ 229  $ 92 
Net income (loss)    $ 806  $ (19)  $ (690)  $ 1,014  $ 351 
Basic earnings (loss) per share    $ 0.09  $ (— )  $ (0.13)  $ 0.20  $ 0.07 
Diluted earnings (loss) per share    $ 0.08  $ (— )  $ (0.13)  $ 0.18  $ 0.07 

FINANCIAL POSITION        
Current assets    $ 7,824  $ 5,708  $ 7,776  $ 14,309  $ 5,450 
Net fixed assets    $ 1,086  $ 1,334  $ 1,446  $ 1,174  $ 856 
Current liabilities    $ 4,849  $ 3,443  $ 5,630  $ 11,170  $ 3,765 
Long-term liabilities    $ 55  $ 93  $ 98  $ 208  $ 145 
Stockholders’ equity    $ 4,036  $ 3,552  $ 3,546  $ 4,124  $ 2,414 

Current ratio     1.6   1.6   1.3   1.4   1.4 
Long-term debt to equity ratio     0.0   0.0   0.1   0.1   0.1 
Return on equity     12.5%  -18.0%  -31.0%  15.8%  15.8%
 



 

5 

MANAGEMENT’S DISCUSSION AND ANALYSIS OF  
FINANCIAL CONDITION AND RESULTS OF OPERATIONS  

 
The following discussion should be read in conjunction with the Financial Statements and Notes contained herein. 

 
This annual report, including the following sections, contain forward-looking statements within the meaning of the Private 

Securities Litigation Reform Act of 1995. The words “believe,” “expect,” “anticipate,” “estimate,” “project,” and similar expressions 
identify forward-looking statements that speak only as of the date thereof. Investors are cautioned that such statements involve risks 
and uncertainties that could cause actual results to differ materially from historical or anticipated results due to many factors. Such 
factors include, but are not limited to, adverse changes in general economic conditions, including adverse changes in the specific 
markets for our products and services, adverse business conditions, decreased or lack of growth in the computing industry, adverse 
changes in customer order patterns, including any decline or change in product orders from large customers like the four customers 
that made up approximately 59% of our revenue during 2003, increased competition, any adverse change in our business or our 
relationship with major technology partners around whose computing platforms large portions of our business are based, lack of 
acceptance of new products, pricing pressures, lack of adequate financing to take advantage of business opportunities that may arise, 
lack of success in technological advancements, risks associated with our new business practices, processes and information systems, 
and other factors, including those discussed under “Risk Factors” on page 11 of this report. 
 
OVERVIEW 
 

Pinnacle Data Systems, Inc. (dba PDSi) (the Company) provides products and technical services, encompassing the 
development and production of embedded (built-in) computer systems and components, and the testing and repair of computer 
systems, components and peripherals, to Original Equipment Manufacturers (OEMs) in, among others, the computer, computer 
peripheral, data storage, digital-imaging, medical diagnostic, process-control, and telecommunications equipment industries. PDSi 
offers a full range of services to increase product speed to market and engineered product life, and to provide service and support to 
units in the field through comprehensive product lifecycle management programs encompassing depot repair, advanced exchange, 
contact center support and end-of-life control. Our business model is a foundation of electronics repair and logistics programs 
(“Services”) that provide resources for the development and sale of high-potential PDSi-engineered and manufactured embedded 
hardware solutions for specific customers and niche-industry applications (“Products”). 
 

After six years of profitable and accelerating growth (1995-2000), in 2001, capital spending in our customer’s markets virtually 
came to a standstill and we reported the worst results in the history of our company. In 2002, we shifted our focus from the product 
development to the services side of our business model and redeployed the majority of our resources to work on repair programs. By 
emphasizing the services side and only working on the product development projects that had the very highest probability for success, 
we returned to quarterly profitability. In 2003, the strength of the services business continued; the successful development projects of 
2002 and the improving economy combined to increase product sales 86% and total sales 46%; and the Company achieved its second 
highest annual earnings in its history. 
 

In 2003, we focused our product development efforts on products with the highest potential for profitable sales during the 
economic recovery period (predominantly customer-specific products) and cultivated long-term business relationships to provide 
product opportunities well into the future. In recognition of our technical expertise with Intel Corporation (Intel) products, we were 
awarded Intel Premier Provider status in 2003. This immediately led to new product opportunities; some leveraging our Sun SPARC 
expertise by requiring the integration of the two companies’ technologies. Our broad engineering capabilities also landed us an 
agreement to be the North American Reseller for Agilent’s Remote Management Diagnostics products; a relationship that resulted in 
significant revenues in 2003 and that we expect to take to new levels in 2004 and beyond. As the economy expands and capital 
spending increases, sales of products we design and manufacture represent our largest opportunity for growth. 
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We continued to devote significant effort to growing our service base by expanding the number of active programs with both 
current and new Fortune Global 500 technology OEM customers. For example, successful repair programs for Hewlett-Packard (H-P) 
servers and tape library equipment over the past two years led to the award of additional business in 2003, including the assembling 
and testing of new tape library units for H-P. We were also awarded a 2003 Sun Microsystems (Sun) Supplier Award for Meritorious 
Performance based on the repair service levels we provide Sun, raising our status as a preferred supplier for additional Sun repair 
programs. This award already helped win additional Sun repair work in 2004. 
 

We exited 2003 with improved top and bottom lines and entered 2004 with: 
 

• more large customers actively ordering products than at any other time in our history, 
 

• more direct referrals from Fortune Global 500 stalwarts in the computer industry than at any time in our history, 
 

• more in-house experience selling and closing business through these kinds of partnerships, and 
 

• more award-winning technical capabilities than at any time in our history. 
 

In 2004, we expect increased sales in both products and services and continued profitability to result from our rather modest, but 
very fruitful, spending in marketing and sales of the past few years. To fuel additional growth in 2004 and beyond, our plans include 
increasing our visibility in the marketplace by increasing the size of our marketing and sales team and making investments in our 
delivery infrastructure as required. Our past efforts have only begun to tap into the large markets for our services and products. 
 

On the product side of the business, our marketing and sales efforts will continue to be on original equipment manufacturers 
(OEMs) in the medical diagnostic, commercial imaging, process control and telecommunications equipment industries-all very large 
markets that show definite signs of recovery. In addition, we will aggressively market Agilent’s remote diagnostics products, which 
are generating interest in new “design and build” programs with both current and prospective OEM customers. 
 

On the service side, we will expand our efforts to market and sell our depot repair, logistics, upgrade and other custom services 
for both electronic and electro-mechanical equipment to leading computer and computer peripheral OEMs and to third-party 
maintenance providers (TPMs) that maintain equipment for very large organizations such as the federal government. Our track record 
with Fortune Global 500 technology companies serves us well in pursuing new business in these markets and continues to win us new 
opportunities for ever-larger programs. We will also continue our efforts to sell our repair and logistics services deeper into current 
service accounts and to cross-sell those services into current product accounts. 
 

The following discussions and analyses are for the year ended December 31, 2003 compared to the year ended December 
31, 2002. 
 
SALES 
 

Sales for 2003 and 2002 were as follows: 
 

Year 
 2003 2002 

% 
Change 

 ($ thousands)  

Total company  $ 22,884  $ 15,674   46% 
Product   15,595   8,367   86% 
Service   7,289   7,307   0% 
 

The increase in product sales for 2003 was due to the addition of new product customers, for whom we began new build 
programs in late 2002 and 2003. The sales from these new programs comprised slightly more than half of total product sales. We 
believe that the increase in our customer base and in overall product sales reflects successful 2002 customer trials and the recent 
improvement in the economy and capital spending in general. 
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During the first quarter of 2003, H-P informed us that in the second quarter of 2003, the H-P-UNIX workstation repair program 
would be consolidated into printed circuit assembly repair operations in California. However, H-P expanded its tape library programs 
with us to include additional repair volume that substantially replaced the lost workstation repair sales. In 2003, other service sales 
also included $410,000 of engineering services, compared to $32,000 in 2002. As was the case in 2002, H-P service sales represented 
slightly more than half of all service sales in 2003. 
 

For 2003, the Company had four customers that generated revenues of approximately $5,986,000, $3,048,000, $2,337,000, and 
$2,242,000 or 26%, 13%, 10%, and 10% respectively, of total revenue. In the statements of operations, approximately $4,531,000 of 
the revenues from these customers is included in service sales and $9,082,000 is included in product sales. In addition, these 
customers represented 11%, 23%, 16%, and 24%, respectively, of accounts receivable at December 31, 2003. 
 
GROSS PROFIT 
 

Gross profits for 2003 and 2002 were as follows: 
 

 Year 
 2003 2002 

% 
Change 

 ($ thousands)  
Total company  $ 6,038  $ 4,609   31% 
Product   3,594   1,610   123% 
Service   2,444   2,999   -19% 
 

The gross profits margin percentage for 2003 and 2002 were as follows: 
 
 Year 

 2003 2002 

Total company   26%   29% 
Product   23%   19% 
Service   34%   41% 
 

Product sales to new customers generally were lower value-added sales and, therefore, had lower margins on materials than the 
product sales to existing customers, but their additional contribution to overhead costs resulted in a slightly higher gross profit margin 
percentage for product sales in 2003, compared to 2002. 
 

The decline in the service gross profit margin percentage in 2003 was attributable to component sales at cost and some 
additional expenses associated with the transfer of the H-P board business in the second quarter, as well as a lower margin mix of 
service program work in 2003. 
 
SELLING, GENERAL AND ADMINISTRATIVE (SG&A) AND INTEREST EXPENSES 
 

SG&A and interest expenses for 2003 and 2002 were as follows: 
 
 Year 
 2003 2002 

% 
Change 

 ($ thousands)  
SG&A expense  $ 5,147  $ 4,500   14% 
Interest expense   85   128   -34% 
Total expense   5,232   4,628   13% 
 

The increase in SG&A expenses in 2003, which include R&D expense, was mostly attributable to incentive programs which 
helped lead to increases in sales and the return to profitability in 2003. The 14% increase in SG&A expenses was significantly less 
than the 46% increase in sales. 
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In 2003, a decreased use of the credit line due to the accumulation of six quarters of profits resulted in lower interest expense 
compared to 2002. Interest rates paid on the line of credit ranged from 4.00% to 4.50% in 2003, and from 3.90% to 5.00% in 2002. 
The average daily balance on the line of credit declined to $1.9 million in 2003 from $2.4 million in 2002. 
 
INCOME TAXES AND NET INCOME/(LOSS) 
 

The effective tax rate used for both 2003 and 2002 was 39%. 
 

Income/(loss) before taxes, income taxes and net income/(loss) for 2003 and 2002 were as follows: 
 
 Year 
 2003 2002 

 ($ thousands) 

Income/(loss) before income taxes  $ 806  $ (19) 
Income tax expense   333   —  
Net income/(loss)   473   (19) 
 

Earnings/(loss) per share for 2003 and 2002 were as follows: 
 
 Year 
 2003 2002 

EPS:    
Basic  $ 0.09  $ (0.00) 
Fully diluted  $ 0.08  $ (0.00) 
Weighted average number of shares outstanding:   
Basic   5,526,978   5,503,984 
Fully diluted   5,834,551   5,503,984 
 

The improvement to net profits in 2003 from the near-breakeven losses in 2002 resulted primarily from an increase in product 
sales, and maintaining tight control of overall operating expenses. 
 
LIQUIDITY AND CAPITAL RESOURCES 
 

A summary of changes in current assets for 2003 and 2002 follows: 
 

 12/31/03 12/31/02 
% 

Change 

 ($ thousands)  
Accounts receivable  $ 5,127  $ 2,087   146%
Inventory   2,023   2,750   -26%
Other current assets   674   871   -23%
Total   7,824   5,708   37%
 

A summary of changes in current liabilities for 2003 and 2002 follows: 
 

 12/31/03 12/31/02 
% 

Change 

 ($ thousands)  
Line of credit  $ 2,487  $ 2,102   18%
Accounts payable   1,902   779   144%
Other current liab.   460   562   -18%
Total   4,849   3,443   41%
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During 2003, $202,000 of cash was used by operating activities. Net income before depreciation and amortization, provision for 
doubtful accounts, inventory reserves, provision for deferred taxes and disposal of assets was $1,367,000. Additional cash was 
generated by reductions in inventory of $273,000, and prepaid expense and other current assets of $125,000, and by an increase in 
accounts payable and other current liabilities of $1,077,000. The amount of cash otherwise generated by operating activities was 
reduced by a net increase in accounts receivable of $3,044,000. The reduction in inventory was primarily attributable to sales to a 
large product customer in the first quarter of 2003 that consumed components that were on hand at December 31, 2002. Accounts 
receivable increased because sales in the two months prior to December 31, 2003 totaled approximately $6.5 million, compared to 
only approximately $2.5 million in the two months prior to December 31, 2002. The increase in accounts payable was also due to the 
higher sales and purchasing activity near the end of 2003 compared to the end of 2002. 
 

In 2003, we used $152,000 of cash to purchase equipment, including computers and software, primarily to support new product 
customers and a new service program for the aerospace industry. We used $33,000 to pay off the balance of a three-year bank term 
note and we used $23,000 to retire a capital lease. The 46% increase in sales, the investment in assets and the retirement of the long-
term debt were funded by net draws of $385,000 on our line of credit, representing an 18% increase in the line balance in 2003. 
 

The line of credit, which is our primary source of operational and non-operational funding, is maintained with KeyBank 
National Association (KeyBank) and is payable on demand and collateralized by a “Blanket Lien” on all of our assets. The amount 
available under the line of credit is subject to borrowing base restrictions and other financial covenants as outlined in the agreement. 
 

The aforementioned borrowing base on the line of credit is calculated as 85% of eligible accounts receivable and 50% of 
inventory value, net of reserves. The line has an overall limit of $5,000,000 as well as a sub-limit of $2,500,000 that can be 
collateralized by inventory. That calculation represents the maximum amount that can be drawn on the line of credit. The balance on 
the line of credit at December 31, 2003 was $2,487,000. The borrowing base calculation on that date was the $5,000,000 maximum, 
resulting in an unused capacity of $2,513,000. We are not currently, and do not expect at this time to be, constrained by our credit 
limits. We were in compliance with all covenants of the line for the entire year of 2003. 
 

On November 26, 2003, the line of credit was renewed until May 15, 2005. The maximum limit of the line was increased to 
$5,000,000 from $4,000,000, and the variable interest rate was decreased to prime from prime plus 0.25%. The terms of the line of 
credit were also made less restrictive. As the line of credit is our primary source of financing, it is critical to our short-term liquidity. 
To maintain a sufficient borrowing base to meet our needs and meet the covenant requirements of the line, we must maintain sales and 
gross profit levels with minimum inventory on hand, and effectively manage cash flow from collections to payments. Significant 
delays or loss of customer orders, or delayed customer payments, could impact our ability to meet our short-term financial obligations. 
Inventory reductions also reduce our borrowing base, thereby limiting our capacity for short-term borrowing. This would include 
reductions in inventory due to changes in the valuation of our inventory and the setting of appropriate inventory reserves to reflect 
changes in technology or reduced customer requirements. 
 

Additional financing may be needed to support the future growth plans of the company. The company is evaluating an 
acquisition strategy that may be financed by the issuance of additional common or preferred stock that has already been authorized by 
the shareholders. Those shares may be issued by approval of the Board of Directors. Acquisitions being evaluated provide services 
similar to those of the Company that are, or can be made, accretive in a short period of time; that bring large OEM customer 
relationships with potential additional business for the combined company (that neither company would get on their own); and that 
bring resources, in terms of people, processes and systems, that increase the scalability of the combined businesses. 
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OFF-BALANCE SHEET ARRANGEMENTS 
 

We have no off-balance sheet arrangements with any obligation under a guarantee contract, or a retained or contingent interest 
in assets or similar arrangement that serves as credit, liquidity or market risk support for such assets, or any other obligation, including 
a contingent obligation, under a contract that would be accounted for as a derivative instrument. 
 

At any given point in time in the normal course of business, we have numerous outstanding purchase orders with our vendors to 
purchase inventory for use in the products that we sell to our customers or to use in performing repair services for our customers. Such 
orders are not recorded as liabilities in our balance sheet until the material is physically received from the vendors. We have no 
minimum purchase quantity requirements with any of our vendors. 
 

We lease our operating facility under an operating lease in which we have an obligation to pay rent through 2009. See Note 6 to 
the financial statements contained in our Form 10-KSB for the year ended December 31, 2003. Except for that operating lease, we 
have not entered into any off-balance sheet transactions in 2003 and 2002. 
 

Total rent charged to operations for operating leases and other month-to-month rental obligations for the years ended December 
31, 2003 and 2002 amounted to $616,230 and $601,817, respectively. 
 
CRITICAL ACCOUNTING POLICIES 
 

The preparation of financial statements and related disclosures in conformity with accounting principles generally accepted in 
the United States requires management to make judgments, assumptions and estimates that affect the amounts reported in the 
Financial Statements and accompanying notes. Note 1 to the Financial Statements in the Annual Report on our Form 10-KSB for the 
year ended December 31, 2003 describes the significant accounting policies and methods used in the preparation of the Financial 
Statements. Estimates are used for, but not limited to, the accounting for allowance for doubtful accounts and inventory reserves. 
Actual results could differ from these estimates. The following critical accounting policies are impacted significantly by judgments, 
assumptions and estimates used in the preparation of the Financial Statements. 
 

For product sales, we recognize revenue upon transference of the title to the products to the customer. For repair sales, we 
recognize revenue upon completion of the repair work and either shipment of the item back to the customer or, in the programs in 
which we also manage the customer’s inventory on our site, when we return the repaired item to the customer’s finished goods 
inventory. For some repair and maintenance programs, the customer pays a flat fee that covers multiple fiscal periods. In those 
instances, we recognize revenue over the fiscal periods covered by the billing on a pro-rata basis. Our inventory and logistics 
management programs are billed monthly, with revenue recognized upon billing. For non-recurring engineering projects, we recognize 
revenue on a percentage-of-completion basis. 
 

The allowance for doubtful accounts is based on our assessment of the collectibility of specific customer accounts and the aging 
of the accounts receivable. If there is a deterioration of a major customer’s credit worthiness or actual defaults are higher than our 
historical experience, our estimates of the recoverability of amounts due to us could be adversely affected. 
 

Inventory purchases and commitments are based upon future demand forecasts. If there is a sudden and significant decrease in 
demand for our products or there is a higher risk of inventory obsolescence because of rapidly changing technology and customer 
requirements, we may be required to increase our inventory allowances and our gross margin would be adversely affected. 
 



 

11 

RISK FACTORS 
 

If we are unable to compete effectively with existing or new competitors, the loss of our competitive position could result in 
price reductions, fewer customer orders, reduced revenues, reduced margins, reduced levels of profitability, and loss of market share. 
If we are unable to manage our inventory, will not be able to satisfy customer demand. Our reliance on one or a few suppliers for 
inventory components could delay shipments and increase our costs. Our future operating results depend on our ability to purchase a 
sufficient amount of components to meet the demands of our customers. Since we may order components from suppliers in advance of 
receipt of customer orders for our products that include these components, we could face a material inventory risk. Our products may 
have quality issues that could adversely affect our sales and reputation. We are dependent on significant customers, as noted in the 
“SALES” section above. 
 

We depend on key employees and face competition in hiring and retaining qualified employees. Recent and proposed 
regulations related to equity compensation could adversely affect our ability to attract and retain key personnel. 
 

We expect our quarterly revenues, cash flows and operating results to fluctuate due to the fact that our quarterly sales have 
historically reflected a pattern in which a disproportionate percentage of such quarter’s total sales occur in the last month and weeks 
and days of the quarter. This pattern makes prediction of revenues, earnings and working capital for each financial period especially 
difficult and uncertain and increases the risk of unanticipated variations in quarterly results and financial condition. 
 

Business interruptions could adversely affect our business. Environmental regulations and costs could result in significant 
liabilities for us. Our credit rating is subject to downgrade. Our business may suffer if it is alleged or found that we have infringed the 
intellectual property rights of others. 
 

Our stock price, like that of other technology companies, can be volatile. Our stock price can be affected by many factors such 
as quarterly increases or decreases in our earnings, speculation in the investment community about our financial condition or results of 
operations, technological developments, or the loss of key management or technical personnel. In addition, general macroeconomic 
and market conditions unrelated to our financial performance may also affect our stock price. 
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ASSETS  
 

 2003 2002 

CURRENT ASSETS     
Cash  $ 48,345  $ 35,705 
Accounts receivable, net of allowance for doubtful accounts of $20,000 and $15,000, 

respectively   5,126,632   2,087,692 
Inventory   2,023,434   2,750,059 
Prepaid expenses   197,270   320,700 
Deferred income taxes   428,000   514,000 

    7,823,681   5,708,156 
PROPERTY AND EQUIPMENT   

Leasehold improvements   226,693   218,844 
Furniture and fixtures   331,991   329,921 
Computer equipment and related software   2,264,719   2,125,297 
Shop equipment   494,857   462,803 

    3,318,260   3,136,865 
Less accumulated depreciation and amortization   2,232,379   1,802,371 

    1,085,881   1,334,494 
OTHER ASSETS   

Deposits   20,385   21,885 
License agreement, less accumulated amortization of $32,595 and $18,528, respectively   9,606   23,672 

    29,991   45,557 
   $ 8,939,553  $ 7,088,207 
 

The accompanying notes are an integral part of these financial statements.  
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LIABILITIES AND STOCKHOLDERS’ EQUITY  
 
 2003 2002 

CURRENT LIABILITIES     
Line of credit  $ 2,486,566  $ 2,101,869 
Current portion of long-term debt   —    33,333 
Current portion of capital lease obligation   —    22,759 
Accounts payable   1,902,047   778,922 
Accrued expenses:   

Wages, payroll taxes and benefits   351,778   325,106 
Income taxes   7,379   76,443 
Other   100,953   104,697 

    4,848,723   3,443,129 
LONG-TERM LIABILITIES   

Deferred income taxes   55,000   93,000 
    4,903,723   3,536,129 
COMMITMENTS AND CONTINGENCIES   —    —  
STOCKHOLDERS’ EQUITY   

Preferred stock; no par value; 4,000,000 shares authorized; no shares issued or outstanding   —    —  
Common stock; no par value; 25,000,000 shares authorized; 5,539,796 and 5,518,870 shares 

issued and outstanding, respectively   2,172,281   2,161,656 
Additional paid-in capital   502,095   501,506 
Retained earnings   1,361,454   888,916 

    4,035,830   3,552,078 
   $ 8,939,553  $ 7,088,207 
 

The accompanying notes are an integral part of these financial statements.  
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STATEMENTS OF OPERATIONS  
 

Years Ended December 31, 2003 and 2002  
 
 2003 2002 

SALES     
Product sales  $ 15,595,152  $ 8,367,236 
Service sales   7,288,866   7,306,493 

    22,884,018   15,673,729 
COST OF SALES   

Product sales   12,000,903   6,757,011 
Service sales   4,845,075   4,307,980 

    16,845,978   11,064,991 
GROSS PROFIT   6,038,040   4,608,738 
OPERATING EXPENSES   5,147,325   4,500,109 
INCOME FROM OPERATIONS   890,715   108,629 
OTHER EXPENSE   

Interest expense   85,177   127,686 
INCOME/(LOSS) BEFORE INCOME TAXES   805,538   (19,057) 
INCOME TAX EXPENSE   333,000   —  
NET INCOME/(LOSS)  $ 472,538  $ (19,057) 
BASIC EARNINGS/(LOSS) PER COMMON SHARE  $ 0.09  $ (0.00) 
DILUTED EARNINGS/(LOSS) PER COMMON SHARE  $ 0.08  $ (0.00) 
 
 

The accompanying notes are an integral part of these financial statements.  
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STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY  
 

Years Ended December 31, 2003 and 2002  
 
 Common Stock 

 
Outstanding 

Shares Amount 

Additional 
Paid-In 
Capital 

Retained 
Earnings 

Total 
Stockholders’ 

Equity 

BALANCE— December 31, 2001   5,483,204  $ 2,136,249  $ 501,506  $ 907,973  $ 3,545,728 
Options and warrants exercised   35,666   25,407   —    —    25,407 
Net loss   —    —    —    (19,057)   (19,057) 

BALANCE— December 31, 2002   5,518,870   2,161,656   501,506   888,916   3,552,078 
Options and warrants exercised   32,000   10,625   —    —    10,625 
Treasury stock redeemed   (11,074)   —    —    —    —  
Other proceeds from shareholders   —    —    589   —    589 
Net income   —    —    —    472,538   472,538 

BALANCE— December 31, 2003   5,539,796  $ 2,172,281  $ 502,095  $ 1,361,454  $ 4,035,830 
 
 

The accompanying notes are an integral part of these financial statements.  
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STATEMENTS OF CASH FLOWS  
 

Years Ended December 31, 2003 and 2002  
 
 2003 2002 

CASH FLOWS FROM OPERATING ACTIVITIES     
Net income/(loss)  $ 472,538  $ (19,057) 

Adjustments to reconcile net income/(loss) to net cash provided by/(used in) operating 
activities:   
Depreciation and amortization   575,173   542,389 
Provision for doubtful accounts   5,000   —  
Inventory reserves   264,221   603,333 
Provision for deferred taxes   48,000   (15,000) 
Gain/(loss) on disposal of property and equipment   2,296   (8,000) 

(Increase)/decrease in assets:   
Accounts receivable   (3,043,940)   1,178,724 
Inventory   272,858   (82,565) 
Prepaid expenses and other assets   124,930   (191,913) 
Refundable income taxes   —    393,649 
Increase/(decrease) in liabilities:   

Accounts payable   1,123,125   104,743 
Accrued expenses and taxes   (46,136)   12,005 
Unearned revenues   —    (7,991) 
Total adjustments   (674,473)   2,529,374 

Net cash provided by/(used in) operating activities   (201,935)   2,510,317 
CASH FLOWS FROM INVESTING ACTIVITIES   

Purchases of property and equipment   (152,244)   (152,276) 
Proceeds from sale of property and equipment   27,000   8,000 

Net cash used in investing activities   (125,244)   (144,276) 
CASH FLOWS FROM FINANCING ACTIVITIES   

Net change in line of credit   384,697   (2,269,819) 
Principal payments on long-term debt   (33,333)   (133,334) 
Principal payments on capital lease obligation   (22,759)   (24,827) 
Proceeds from stock options exercised   10,625   —  
Other proceeds from shareholders   589   25,407 

Net cash provided by/(used) in financing activities   339,819   (2,402,573) 
 

The accompanying notes are an integral part of these financial statements.  
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STATEMENTS OF CASH FLOWS (CONTINUED)  
 

Years Ended December 31, 2003 and 2002  
 

 
 2003 2002 

INCREASE/(DECREASE) IN CASH   12,640   (36,532) 
CASH— Beginning of year   35,705   72,237 
CASH— End of year  $ 48,345  $ 35,705 
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION   

Interest paid  $ 81,880  $ 128,072 
Income taxes paid, net of refunds  $ 355,063  $ —  

SUPPLEMENTAL DISCLOSURE OF NONCASH INVESTING AND FINANCING 
TRANSACTIONS   
During 2003, the Company capitalized $189,545 of inventory as computer equipment.   
During 2002, the Company capitalized $264,952 of inventory as computer equipment.   

 
 

The accompanying notes are an integral part of these financial statements.  
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NOTES TO FINANCIAL STATEMENTS  
 
Note 1.    Summary of Significant Accounting Policies 
 

A. Nature of Business— Pinnacle Data Systems, Inc. (dba PDSi) (the Company) provides products and technical 
services, encompassing the development and production of embedded (built-in) computer systems and components, 
and the testing and repair of computer systems, components and peripherals, to Original Equipment Manufacturers 
(OEMs) in, among others, the computer, computer peripheral, data storage, digital-imaging, medical diagnostic, 
process-control, and telecommunications equipment industries. PDSi offers a full range of services to increase 
product speed to market and engineered product life, and to provide service and support to units in the field through 
comprehensive product lifecycle management programs encompassing depot repair, advanced exchange, contact 
center support and end-of-life control. 

 
B. Use of Estimates— The preparation of financial statements in conformity with accounting principles generally 

accepted in the United States of America requires management to make estimates and assumptions that affect the 
reported amounts of 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. 

 
C. Concentration of Credit Risk— Financial instruments, which potentially subject the Company to a concentration of 

credit risk, principally consist of accounts receivable. The Company grants credit to its customers, which are varied in 
terms of size, geographic location and financial strength. Customer balances are continually monitored to minimize 
the risk of loss. 

 
For 2003, the Company had four customers that generated revenues of approximately $5,986,000, $3,048,000, 
$2,337,000, and $2,242,000 or 26%, 13%, 10%, and 10% respectively, of total revenue. In the statements of 
operations, approximately $4,531,000 of the revenues from these customers is included in service sales and 
$9,082,000 is included in product sales. In addition, these customers represented 11%, 23%, 16%, and 24%, 
respectively, of accounts receivable at December 31, 2003. 
 
For 2002, the Company had four customers that generated revenues of approximately $3,937,000, $2,859,000, 
$2,540,000, and $1,723,000 or 25%, 18%, 16% and 11%, respectively, of total revenue. In the statements of 
operations, approximately $6,477,000 of the revenues from these customers is included in service sales and 
$4,582,000 is included in product sales. In addition, these customers represented 54%, 6%, 6%, and 1%, respectively, 
of accounts receivable at December 31, 2002. 

 
D. Revenue Recognition— For product sales, we recognize revenue upon transference of the title to the products to the 

customer. For repair sales, we recognize revenue upon completion of the repair work and either shipment of the item 
back to the customer or, in the programs in which we also manage the customer’s inventory on our site, when we 
return the repaired item to the customer’s finished goods inventory. For some repair and maintenance programs, the 
customer pays a flat fee that covers multiple fiscal periods. In those instances, we recognize revenue over the fiscal 
periods covered by the billing on a pro-rata basis. Our inventory and logistics management programs are billed 
monthly, with revenue recognized upon billing. For non-recurring engineering projects, we recognize revenue on a 
percentage-of-completion basis. 

 
E. Inventories— Inventories are valued at average cost, not in excess of market. 

 
Inventory at December 31, 2003 and 2002 was comprised of the following (net of inventory reserves): 

 
 2003 2002 

Component parts (raw materials)  $ 1,501,213  $ 1,901,167 
Work-in-process   129,088   269,916 
Finished goods   393,133   578,976 
   $ 2,023,434  $ 2,750,059 
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The carrying values of component parts and finished goods represent average cost or management’s estimate of its net 
realizable value. Such value is based on forecasts of product orders and repair/trade-in activity in the ensuing years. 
Such forecasts are based on historical information, known contracts, and management’s expertise in computer 
hardware life cycles. Should demand for the Company’s products and repair/trade-in hardware prove to be 
significantly less than anticipated, the ultimate realizable value of such products could be substantially less than the 
amount shown in the balance sheet. At December 31, 2003 and 2002, the Company provided reserves of 
approximately $799,000 and $874,000, respectively, to reduce the carrying value of inventory. 

 
F. Statement of Cash Flows— For purposes of the statement of cash flows, the Company considers all short-term 

instruments purchased with a maturity of three months or less to be cash equivalents. There were no cash equivalents 
at December 31, 2003 or 2002. 

 
G. Property and Equipment— Property and equipment are recorded at cost. Depreciation and amortization are provided 

on the straight-line method for financial reporting purposes over the estimated useful lives of the respective assets. 
Expenditures for maintenance and repairs are charged to operations as incurred, while expenditures for additions and 
improvements are capitalized. Furniture and fixtures, computer equipment and related software, and shop equipment 
are depreciated over useful lives ranging from 3 to 7 years. Leasehold improvements are being amortized over the 
shorter of useful life or remaining lease term. Depreciation and amortization expense amounted to $561,107 and 
$528,722 for the years ended December 31, 2003 and 2002, respectively. 

 
Annually, or more frequently if events or circumstances change, a determination is made by management to ascertain 
whether property and equipment have been impaired based on the sum of expected future undiscounted cash flows 
from operating activities. If the estimated net cash flows are less than the carrying amount of such assets, the 
Company will recognize an impairment loss in an amount necessary to write down the assets to a fair value. 

 
H. Advertising— All of the Company’s advertising costs are of the nondirect-response type. The Company expenses all 

advertising costs as incurred or at the time the advertising takes place. The Company incurred approximately $14,000 
and $12,000 in advertising costs in 2003 and 2002, respectively. 

 
I. Life Insurance— The Company has purchased, and is the beneficiary, of four term life insurance policies on key 

employees of the Company. The total amount of coverage at both December 31, 2003 and 2002 was $12,250,000. 
 

J. Stock-Based Compensation— The Company has implemented Statement of Financial Accounting Standards (SFAS) 
No. 123, “Accounting for Stock-Based Compensation”. This standard encourages the adoption of the fair value-based 
method of accounting for employee stock options or similar equity instruments, but continues to allow the Company 
to measure compensation cost for those equity instruments using the intrinsic value-based method of accounting 
prescribed by Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees.” Under the 
fair value-based method, compensation cost is measured at the grant date based on the estimated fair value of the 
award. Under the intrinsic value-based method, compensation cost is the excess, if any, of the quoted market price of 
the stock at the grant date or other measurement date over the amount the employee must pay to acquire the stock. 
The Company intends to continue the use of the intrinsic value-based method. 

 
Pro forma information regarding net income (loss) and earnings (loss) per share is required by SFAS No. 123, and has 
been determined as if the Company had accounted for its employee stock options under the fair value method of that 
Statement. The Company is continuing to utilize the intrinsic value-based method for accounting for employee stock 
options or similar equity instruments; therefore, the Company has not recorded any compensation cost in the 
statements of operations for stock-based employee compensation awards. 
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For purposes of pro forma disclosures, the estimated fair value of the options is amortized to expense over the 
options’ vesting period. The Company’s pro forma income and earnings/(loss) per share are as follows for the year 
ended: 

 
 2003 2002 

Net income/(loss)— as reported  $ 472,538  $ (19,057) 
Stock-based employee compensation expense— pro forma   112,020   202,523 
Net income/(loss)— pro forma  $ 360,518  $ (221,580) 
Basic earnings/(loss) per common share-as reported  $ .09  $ (.00) 
Diluted earnings/(loss) per common share-as reported   .08   (.00) 
Basic earnings/(loss) per common share-pro forma  $ .07  $ (.04) 
Diluted earnings/(loss) per common share-pro forma   .06   (.04) 
Weighted-average fair value of options granted during the year  $ 1.85  $ 0.87 

 
K. Research and Development— Research and development costs are charged to operations when incurred. The amounts 

of research and development expense were $205,842 and $681,468 for 2003 and 2002, respectively. 
 

L. Product Warranty Policy— The Company provides a limited warranty for defects in material or workmanship on its 
products and its repair services. The warranty periods currently in effect range from one to two years. The warranty 
involves repairing or replacing any defective component returned within the warranty period. The warranty is limited 
to the original customer. The historical warranty cost of material has been nominal, as most components used in the 
Company’s products are warranted by the component supplier. In 2003, the Company experienced higher warranty 
costs than the historical levels, due to defects in components used in one customer product for a limited period of 
time. Engineering changes eliminated the problem for units built and sold after the changes. A limited number of 
units with those known defects remained under warranty at December 31, 2003. 

 
The following summarizes the Company’s warranty liability for 2003: 

 
Beginning balance  $ 0 
Liability accrued   33,793 
Expenditures made   12,500 
Ending balance  $ 21,293 

 
M. RECENTLY ISSUED FINANCIAL ACCOUNTING STANDARDS— SFAS No. 145, Rescission of FASB 

Statements No 4, 44 and 64, Amendment of FASB Statement No. 13, and Technical Corrections was effective for 
fiscal year 2003. The standard rescinds Financial Accounting Standards Board (“FASB”) Statements No. 4 and 64 
that deal with issues relating to the extinguishment of debt. The standard also rescinds FASB Statement No. 44 that 
deals with intangible assets of motor carriers. The standard modifies SFAS No. 13, Accounting for Leases, so that 
certain capital lease modifications must be accounted for by lessees as sale-leaseback transactions. Additionally, 
SFAS No. 145 the standard identifies amendments that should have been made to previously existing 
pronouncements and formally amends the appropriate pronouncements. The adoption of SFAS No. 145 did not have a 
significant effect on the Company’s results of operations or its financial position. 

 
In June 2002, SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, was issued. SFAS 
No. 146 changes the timing of when companies recognize costs associated with exit or disposal activities, so that the 
costs would generally be recognized when they are incurred rather than at the date of a commitment to an exit or 
disposal plan. SFAS No. 146 is effective for exit or disposal activities initiated after December 31, 2002, and could 
result in the Company recognizing the costs of future exit or disposal activities over a period of time as opposed to a  
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single event. The adoption of SFAS No. 146 did not have a significant effect on the Company’s results of operations 
or its financial position. 

 
In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation— Transition and 
Disclosure. SFAS No. 148 amends FASB Statement No. 123, Accounting for Stock-Based Compensation to provide 
alternative methods for an entity that voluntarily changes to the fair value based method of accounting for stock-based 
compensation, amends the disclosure provisions of SFAS No. 123 and amends APB Opinion No. 28, Interim 
Financial Reporting, to require disclosure about those effects in interim financial information. The transition guidance 
and annual disclosure provisions of SFAS No. 148 are effective for fiscal years ending after December 15, 2002. The 
Company has not elected to adopt the fair value method for stock options. In addition, SFAS No. 148 amends the 
disclosure requirements of SFAS No. 123 to require prominent disclosures in both annual and interim financial 
statements. Certain of the disclosure modifications are required for fiscal years ending after December 15, 2002 and 
are included in the notes to these consolidated financial statements. 

 
SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity, 
requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset in some 
circumstances), many of which were previously classified as equity. SFAS No. 150 is effective for interim periods 
beginning after June 15, 2003. In its October 2003 meeting, the FASB decided to defer the effective date of certain 
provisions of SFAS No. 150. Management does not expect the adoption of this accounting pronouncement will have a 
material impact on the Company’s consolidated financial statements. 

 
In November 2002, the FASB issued FASB Interpretation (“FIN”) No. 45, Guarantor’s Accounting and Disclosure 
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation of FASB 
Statements No. 5, 57 and 107 and Rescission of FASB Interpretation No. 34. FIN 45 clarifies the requirements of 
SFAS No. 5, Accounting for Contingencies, relating to the guarantor’s accounting for, and disclosure of, the issuance 
of certain types of guarantees. FIN 45 is effective for guarantees issued or modified starting January 1, 2003 and 
requires the additional disclosures for the periods ended after December 15, 2002. The adoption of FIN 45 did not 
have a material impact on the Company’s financial condition or results of operations. 

 
In December 2003, the FASB issued FIN 46 (Revised), Consolidation of Variable Interest Entities. FIN 46 clarifies 
the application of Accounting Research Bulletin No. 51, Consolidated Financial Statements, to certain entities in 
which equity investors do not have the characteristics of a controlling financial interest or do not have sufficient 
equity at risk for the entity to finance its activities without additional subordinated financial support from other 
parties. FIN 46 requires a variable interest entity to be consolidated by a company, if that company is subject to a 
majority of the risk of loss from the variable interest entity’s activities or entitled to receive a majority of the entity’s 
residual returns or both. FIN 46 also requires disclosures about variable interest entities that a company is not required 
to consolidate but in which it has a significant variable interest. The consolidation requirements of FIN 46 apply in the 
first fiscal year or interim period ending after December 15, 2004. The adoption of FIN 46 is not expected to have a 
material impact on the Company’s consolidated financial statements. 

 
N. Reclassifications— Certain insignificant amounts for the year 2002 have been reclassified to conform with the 2003 

presentation. 
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Note 2.    Line of Credit 
 

At December 31, 2003, the Company had a bank line of credit with a limit of $5,000,000 and monthly interest 
payments at prime. The effective rate was 4.00%. The Company was obligated for funds drawn against this line of 
credit in the amount of $2,486,566 and $2,101,869 at December 31, 2003 and 2002, respectively. 

 
The line is payable on demand and is collateralized by a “Blanket Lien” on all assets of the Company. The amount 
available under the line of credit is subject to borrowing base restrictions as outlined in the agreement. On November 
26, 2003, the terms of the bank line of credit with KeyBank were amended to reflect the Company’s near term 
borrowing needs and the Company’s credit risk as rated by KeyBank. The amount available under the line was 
increased to $5,000,000 from $4,000,000 and is due and renewable by May 15, 2005. The unused capacity at 
December 31, 2003 was approximately $2,500,000. 

 
Note 3.    Stock Options and Warrants 
 

The Company adopted the Pinnacle Data Systems, Inc., 1995 Stock Option Plan (the Plan) on December 19, 1995. 
Any employee who is granted a discretionary option upon vesting, may purchase Company common stock over a ten-
year period, at the fair market value at time of grant. (If the grantee owns more than 10% of the Company’s stock at 
the time of the grant, the purchase price shall be at least 110% of the fair market value and the options expire five 
years from the date of grant.) The aggregate number of common shares of the Company, which could have been 
granted under the plan, was 1,200,000 shares. Incentive options available under the plan must be granted by 
December 19, 2005. On February 16, 2000, the Board of Directors amended the Pinnacle Data Systems, Inc., 1995 
Stock Option Plan, which was subsequently approved by the shareholders on June 24, 2000, to increase the number of 
shares reserved for issuance pursuant to options to 2,400,000 common shares. Under the 1995 Stock Option Plan, 
547,700 shares were reserved for future grants at December 31, 2003. 

 
On March 22, 2000, the Company adopted the Pinnacle Data Systems, Inc., 2000 Director Stock Option Plan 
(Director Plan), which was subsequently approved by the shareholders on June 24, 2000. Under the Director Plan, 
500,000 shares are reserved for issuance to Directors who are not employees of the Company (Outside Director). Any 
Outside Director who has been granted a discretionary option may upon vesting, purchase Company common stock 
over a ten-year period, at the fair market value at time of grant. Before the adoption of the Director Plan, previous 
issuance of stock options to Outside Directors was made by entering into individual stock option agreements. Under 
the 2000 Director Stock Option Plan, 324,000 shares were reserved for future grants at December 31, 2003. 

 
Although the Board of Directors has the authority to set other terms, the options are generally exercisable one year 
from the date of grant. 
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The following table is a summary of option activity: 
 

Stock Option Plan 2003 2002 

 
Number of 

Options 

Weighted 
Average 
Exercise 

Price 
Number of 

Options 

Weighted 
Average 
Exercise 

Price 

Employee Stock Option Agreements                      
Outstanding, beginning of year  1,038,650  $ 1.84  1,158,650  $ 1.77 
Granted   178,000   2.26   8,550   0.99 
Exercised   32,000   0.85   109,000   0.84 
Forfeited   14,150   2.83   19,550   3.08 
Outstanding, end of year  1,170,500  $ 1.92  1,038,650  $ 1.84 

Exercise price range of options outstanding $0.63 to $5.25 $0.63 to $5.25 
Director Stock Option Agreements                      

Outstanding, beginning of year   230,000  $ 1.81   230,000  $ 1.81 
Granted   60,000   2.11   —    —  
Exercised   —    —    —    —  
Forfeited   —    —    —    —  
Outstanding, end of year   290,000  $ 1.88   230,000  $ 1.81 

Exercise price range of options outstanding $0.75 to $3.88 $0.75 to $3.88 
 

The following table summarizes information concerning outstanding and exercisable options at December 31, 2003: 
 

 Options Outstanding 

Range of Exercise Price 
Number 

Outstanding 

Weighted-average 
Remaining Contractual 

Life (in years) 

Weighted-average 
Exercise Price 

Per Share 

$0.63-0.83   432,200   3.82  $ 0.75 
$0.97-1.38   204,550   5.03   1.04 
$1.82-2.59   589,250   7.79   2.26 
$3.07-4.26   231,500   6.14   3.89 
$4.69-5.25   3,000   6.80   4.88 
Total   1,460,500   5.97  $ 1.91 

 
 Options Exercisable 

Range of Exercise Price 
Number 

Exercisable 

Weighted-average 
Exercise Price 

Per Share 

$0.63-0.83   432,200    $ 0.75   
$0.97-1.38   204,550     1.04   
$1.82-2.59   326,250     2.32   
$3.07-4.26   231,500     3.89   
$4.69-5.25   3,000     4.88   
Total   1,197,500    $ 1.85   

 
At December 31, 2002, 1,095,350 outstanding options were exercisable. The weighted-average exercise price for 
outstanding options was $1.75 at December 31, 2002. 

 
The options outstanding at December 31, 2003 are exercisable through periods ranging from January 2004 through 
November 2013. 
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The fair value of each option grant disclosed in Note 1.K. is estimated on the grant date using the Black-Scholes 
option pricing model with the following weighted average assumptions for the year ended: 

 
 2003 2002 

Risk-free interest rate   4.5%   5.5% 
Dividend yield   0%   0% 
Volatility factor   84.29%   93.62% 
Weighted average expected life in years   9   9 

 
The Black-Scholes option pricing model was developed for use in estimating the fair value of traded options that have 
no vesting restrictions and are fully transferable. In addition, option pricing models require input of highly subjective 
assumptions including the expected stock price volatility. The Company uses projected volatility rates that are based 
upon historical volatility rates trended into the future. Because the Company’s stock options have characteristics 
significantly different from those traded options, and because changes in the subjective input assumptions can 
materially affect the fair value estimate, in management’s opinion, the existing models do not necessarily provide an 
accurate measure of the fair value of the Company’s options. 

 
Note 4.    Operating Leases 
 

The Company leases its operating facility under an operating lease that expires in 2009. 
 

Minimum future lease payments under the operating lease as of December 31, 2003 are as follows: 
 

2004  $ 568,274 
2005   589,216 
2006   589,216 
2007   589,216 
2008   589,216 

Thereafter   196,406 
   $ 3,121,544 

 
Total rent charged to operations for operating leases and other month-to-month rental obligations for the years ended 
December 31, 2003 and 2002 amounted to $616,230 and $601,817, respectively. 

 
Note 5.    Profit Sharing and 401(k) Savings Plan 
 

The Company maintains a qualified cash or deferred compensation plan under section 401(k) of the Internal Revenue 
Code. The plan covers all employees age 21 or over with three months of service. Under the plan, employees may 
elect to defer a portion of their salary, subject to Internal Revenue Code limits. 

 
The Company, at its discretion, may match up to 100% of employee contributions up to 6% of wages deferred with an 
annual maximum contribution $4,500 per employee. The Company elected not to make a matching contribution for 
2003 or 2002. 

 
Note 6.    Income Taxes 
 

Deferred income taxes arise from temporary differences resulting from income and expense items reported for 
financial accounting and tax reporting purposes in different periods. Deferred taxes are classified as current or long-
term, depending on the classification of the assets and liabilities to  
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which they relate. Deferred taxes arising from temporary differences that are not related to an asset or liability are 
classified as current or long-term depending on the periods in which the temporary differences are expected to 
reverse. 

 
Net deferred tax assets in the accompanying balance sheets include the following components: 

 
 2003 2002 

Assets     
Inventory reserves  $ 316,000  $ 400,000 
Allowance for doubtful accounts   8,000   6,000 
Alternative minimum tax carryforward   —    7,000 
State net operating loss carryforward   —    13,000 
Uniform capitalization   32,000   63,000 
Bonus accrual   72,000   1,000 
Vacation accrual   —    26,000 
Other   —    5,000 

   $ 428,000  $ 521,000 
Liabilities   

Depreciation  $ 55,000  $ 93,000 
Other   —    7,000 

   $ 55,000  $ 100,000 
 

The components of the tax expense (benefit) for the year ended December 31, were as follows: 
 

 2003 2002 
Current:     

Federal  $ 254,000  $ 15,000 
State and local   31,000   —  

    285,000   15,000 
Deferred:   

Federal   30,000   (12,000) 
State and local   18,000   (3,000) 

    48,000   (15,000) 
Total  $ 333,000  $ —  

 
The following sets forth the differences between the provision for income taxes computed at the federal statutory rate 
of 34% and that reported for financial statement purposes: 

 
 2003 2002 

Income tax provision at statutory rate  $ 274,000  $ (6,000) 
Add:   
Tax effect of permanent differences   9,000   7,000 
State income taxes, net of federal income tax provision   33,000   (2,000) 
Other, net   1,000   1,000 
Total income tax provision  $ 317,000  $ 0 

 
The Company’s income tax payable for federal, state, and local purposes has been reduced by the tax benefits 
associated with the exercise of employee stock options. The Company receives an income tax benefit calculated as the 
difference between the fair market value of the stock at the  
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time of exercise and the option price, tax effected. These tax benefits were credited directly to additional paid-in 
capital, reduced taxes payable, and amounted to $0 and $4,000 for the years ended December 31, 2003 and 2002, 
respectively. 

 
Note 7.    Earnings/(loss) Per Common and Common Equivalent Share 
 

Earnings/(loss) per common and common equivalent share were computed by dividing net earnings/(loss) by the 
weighted average number of shares of common stock outstanding during the year. At December 31, 2002, all 
potential common stock is considered anti-dilutive due to the net loss. 

 
 For the Year Ended 2003 

 
Income 

(Numerator) 
Shares 

(Denominator) 
Per-Share 
Amount 

Basic EPS       
Income available to common stockholders  $ 472,538   5,526,978  $ 0.09 
Effect of Dilutive Securities    
Options   0   307,573  
Diluted EPS    
Income available to common stockholders and 

assumed conversions  $ 472,538   5,834,551  $ 0.08 
 
Note 8.    Operating Segments 
 

The Company’s reportable segments are Product and Service and are described in Item 1 of the Company’s form 
10KSB, including a discussion of principle markets and distribution. The “Other” column listed below reflects 
working groups of the Company that are not allocated to segments, such as engineering, finance, human resources, 
quality systems, and executive management. These items primarily represent assets and expenses for various 
administrative functions within the Company. The Company evaluates performance based on operating earnings of 
the product and service segments and its coverage of the other administrative expenses of the Company. 

 
Segment information for the years ended December 31, 2003 and 2002, was as follows: 

 
 2003 

 Product Service Other Total 

Sales  $ 15,595,152  $ 7,288,866  $ —   $ 22,884,018 
Gross profit   3,594,249   2,443,791   —    6,038,040 
Operating earnings (loss)   1,653,883   1,274,128   (2,037,296)   890,715 
Depreciation and amortization   260,479   121,813   192,881   575,173 
Interest expense   —    —    85,177   85,177 
Total assets   5,723,996   1,123,461   2,092,096   8,939,553 
Capital expenditures   255,840   66,588   19,361   341,789 

 
 2002 

 Product Service Other Total 

Sales  $ 8,367,236  $ 7,306,493  $ —   $ 15,673,729 
Gross profit   1,610,225   2,998,513   —    4,608,738 
Operating earnings (loss)   135,652   1,830,254   (1,857,277)   108,629 
Depreciation and amortization   222,839   131,615   187,935   542,389 
Interest expense   —    —    127,686   127,686 
Total assets   2,298,309   2,508,852   2,281,046   7,088,207 
Capital expenditures   28,204   89,645   299,379   417,228 
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INDEPENDENT AUDITORS’ REPORT  
 
To the Board of Directors and Stockholders 
Pinnacle Data Systems, Inc. (dba PDSi) 
Groveport, Ohio 
 

We have audited the accompanying balance sheets of Pinnacle Data Systems, Inc. as of December 31, 2003 and 2002, and the 
related statements of operations, shareholders’ equity, and cash flows for the years then ended. These financial statements are the 
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based on our 
audits. 
 

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. 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 overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion. 
 

In our opinion, such financial statements present fairly, in all material respects, the financial position of the Company at 
December 31, 2003 and 2002, and the results of its operations and its cash flows for the years then ended in conformity with 
accounting principles generally accepted in the United States of America. 
 
/s/ DELOITTE & TOUCHE LLP 
 
Columbus, Ohio 
February 13, 2004 
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MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER MATTERS  
 
(a) Market Information. Since September 7, 2000, our common stock has traded on the American Stock Exchange under the stock 

symbol “PNS.” Set forth below is the range of high and low sales prices of the common shares on the American Stock Exchange 
during 2003 and 2002. 

 

 
Range of Sales 

Prices 

 High Low 

Fiscal Year 2003     
Fourth quarter (ended December 31)  $ 3.16  $ 1.75 
Third quarter (ended September 30)   2.55   1.02 
Second quarter (ended June 30)   1.30   1.00 
First quarter (ended March 31)   1.70   0.95 

Fiscal Year 2002   
Fourth quarter (ended December 31)  $ 1.80  $ 0.60 
Third quarter (ended September 30)   1.29   0.50 
Second quarter (ended June 30)   1.50   0.51 
First quarter (ended March 31)   1.85   1.00 

 
(b) Holders. On March 5, 2004, there were 93 holders of record of the Shares. Most of the Shares not held by officers and directors 

are held in street name. 
 
(c) Dividends. During the past five years, we have not paid cash dividends. Payments of dividends are within the discretion of our 

board of directors. 
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