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PART |
ITEM 1. BUSINESS
GENERAL

PFSweb is a leading provider of outsourcing sesviddese services include web-site developmenhasting, order management, call
center, product kitting and assembly, order fulféint, warehousing, credit and collections, techyplmapabilities and more. Collectively we
define this group of services as Business Processolrcing because we offer our clients infrastrreeand technology capabilities that
address an entire business transaction cycle, demmand generation to product delivery.

PFSweb serves as the "brand behind the brand'bfopanies seeking to increase their supply chaicieficies. As a business process
outsourcer, we offer scalable and cost-effectivatEms for manufacturers, distributors, retailargl direct marketing organizations. We
provide our clients with seamless and transpam@ntiens to support their business strategieswaitlg them to focus on their core
competencies while we provide cost effective cdjias for areas of their business that are no¢ @ammpetencies. Leveraging PFSweb's
technology, expertise and proven methodology, vablenclient organizations to develop and deploy pavducts quickly and implement n
business strategies or address new distributionréia rapidly and efficiently through our optimizealutions. Our clients engage us both
consulting partner to assist them in the desiga lofisiness solution as well as a virtual and playsifrastructure partner providing the
mission critical operations required to build anadnage that business solution. Together, we nothully our clients define new ways of
doing business, but also provide them the techiyodogl physical infrastructure necessary to quigklglement this new business model. We
allow our clients to quickly and dramatically changpw they 'go-to-market.'

Each client has a unique business model and usimategic objectives that require highly customigefllitions. Clients in a wide array of
industries, from computer products to cosmetiosotassumer goods to collectibles, turn to PFSweltnéhp in addressing a variety of business
issues, such as customer satisfaction, productipadity requirements, vendor integration, suppbircicompression, cost model realignment
and international expansion, among others. Weadsas an agent of change, providing clients thiléyato alter their current distribution
model, establish direct relationships with end-oosrs, and reduce the overall time and costs agedowvith existing distribution channel
strategies. Our clients are seeking solutionswiilaprovide them with dynamic supply chain and ohal marketing efficiencies, while
ultimately delivering a world-class customer seevéxperience.

Our technology and business infrastructures arptatlee, changeable and reliable. This flexibililpas us to design custom, variable cost
solutions to fit the business requirements of dients strategies. Our revenue is primarily eariteth product revenue earned through our
master distribution relationship with certain cieand service fees charged to process individusihbess transactions on our client's behalf
through our technology and infrastructure capaégditThese business transactions may include theeaimg of a phone call or an e-mail, the
design and hosting of a client web-site, the prsiogsof an electronic credit card authorizatiom tlceipt and storage of our client's
inventory, the assembly of a kit of products to trme customers specifications, the shipping ofipats to our client's customer, the
management of a complex set of electronic data#éetions designed to keep our client's suppliedscastomers accounting records in
balance, or the processing of a returned package.

Our capabilities are expansive. In an ongoing gteestfer the most necessary and resourceful pitsdocour clients, we are continually
developing capabilities to meet the most pressuminess issues in the marketplace. Our businesstolg is to focus on "Leading the
Evolution of Outsourcing." As our tagline suggests,will continue to evolve our master distributetationships and service offerings to
meet the needs of the marketplace and the demémmhéquie client requirements. We are most succéssfan we develop a new capability
enable a client to pursue a new initiative and reetlaen able to leverage that revolutionary devalept across other client or prospect
solutions as it becomes "best practice" in the mtpitkice. Our team of experts design and build deveplutions for Fortune 1000, Global
2000 and brand name clients around a flexible obtechnology and physical infrastructure that irlels:

o Technology collaboration provided by our suiteéemthnology services, called the Entente Suite(3i\i, are e-commerce and collaboration
services that enable buyers and suppliers to &utpmate their business
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transactions within their supply chain. Ententepsufs industry standard collaboration techniquesiging XML based protocols such as
Biztalk and RosettaNet, real-time application ifaees, text file exchanges via secured FTP, anlitivaal electronic data interchange
('EDP);

o0 Managed hosting and internet application devekrgraervices, including web site design, creafimiegration and ongoing maintenance,
support and enhancement of web site;

o Order management, including order processing fagnsource of entry, back order processing anddutrder processing, tracking and
tracing, credit management, electronic paymentgssing, calculation and collection of sales tax\@Ad comprehensive freight calculation
and email notification, all with multiple curreneynd language options;

o Customer Relationship Management ("CRM"), inahgdinteractive voice response ("IVR") technology aveb-enabled customer contact
services through world-class call centers utilizinogce, e-mail, voice over internet protocol ("VOJRNd internet chat communications that
are fully integrated with real-time systems anddrisal data archives to provide complete custoliferycle management;

o International fulfillment and distribution seres, including warehouse management, inventory n&anagt, inventory postponement,
product warehousing, order picking and packingygpartation management and reverse logistics;

o Kitting and assembly services, including lightermbly, procurement services, Supplier Relationstapagement, specialized kitting, and
supplier consigned inventory hubbing in PFSwelsgrithution facilities or co-located in other fatidis;

o Information management, including real-time datarfaces, data exchange services and data mining;

o Financial services, including secure on-line itregkd processing, fraud protection, invoicinggdit management and collection, and
working capital solutions; and

o Professional consulting services, including asattative team of experts that customize solutionsach client and continuously seeks out
ways to increase efficiencies and produce benfgfitthe client.

We are headquartered in Plano, Texas where ountixe@nd administrative offices are located ad aglur primary technology
laboratories and hosting facilities. We operatéestd-the-art call centers from our U.S. facilitiesated in Plano, Texas, and Memphis,
Tennessee, and from our international facility tedan Liege, Belgium. We have approximately on#éiom square feet of warehouse floor
space located across our facilities in Memphisphty and Liege allowing us to provide global distition solutions. These distribution
facilities are highly automated and contain stédtiée art material handling and communications popgnt. We provide solutions to clients
that are often regarded as market leaders in atyasf different industries. Those industries imgitechnology manufacturing,
telecommunications, computer consumables, diredtetiag, apparel, retailing, collectibles, consumgeods, personal care/cosmetics,
pharmaceuticals, housewares and consumer ele’r@mmong others.

Prior to December 1999, we were a wholly-owned slidny of Daisytek International Corporation ("Dyiisk"), one of the world's largest
wholesale distributors of computer supplies, officeducts, and film and tape media. Our busine#saas formed in 1991 to leverage
Daisytek's core competencies in customer serviderananagement, product fulfillment and distribatiFrom 1996 to 1999, the operations
of our business unit were primarily focused in selBaisytek subsidiaries operating collectivelyPamrity Fulfilment Services, Inc.
("PFS"). In June 1999, Daisytek created a separatdly owned subsidiary named PFSweb, Inc., a Dataveorporation, to become a holc
company for PFS in contemplation of an initial palgffering (the "Offering") of PFSweb. In Decemi#999, we sold 3,565,000 shares of
common stock in the Offering and Daisytek contrdolito us all the assets, liabilities and equity posing PFS. PFSweb and Daisytek
completed their separation on July 6, 2000 thraaugho rata distribution to Daisytek's common staittlrs of all of the shares of our
common stock that Daisytek then held (the "spirfoff



Upon completion of the Offering, we entered intousnber of agreements with Daisytek relating tolmusiness and our proposed spin-off
from Daisytek. See "Spin-off of PFSweb from Daigytdn May 2001, certain of these agreements wem@inated as part of a transaction in
which we sold to Daisytek certain assets useddmige transaction management services to Daisfelart of this sale transaction, we also
entered into a short term transition services agess with Daisytek which expired in November 2001.

Although we continue to be party to certain agressevith Daisytek relating to the spin-off, we dat currently generate any service fee
revenues or incur any expenses related to serfoc&aisytek. However, through our master distrdsuelationship operated by our
subsidiary, Supplies Distributors, we sell cerfainducts to Daisytek and also purchase certainymtsdrom them.

INDUSTRY OVERVIEW

Business activities in the public and private sextmntinue to operate in an environment of rapahnhological advancement, increasing
competition and continuous pressure to improveatper and supply chain efficiency while decreasingts. We continue to see the
following trends within the industry:

o Manufacturers look to restructure their supplgiok to maximize efficiency and reduce costs ifhliisiness-to-business and business-to-
consumer markets and to create a variable-costysappin that is able to support the multiple uqueeds of each of their initiatives,
including traditional and electronic commerce.

o0 Government agencies are increasingly focusedhpnaved citizen usability and interaction, as veallthe need to manage government
initiatives from an efficiency perspective.

o Companies in a variety of industries seek outsngras a method to address one or more businestdns that are either not within their
core business competencies, to reduce operatirtg @o improve the speed or cost of implementatio

SUPPLY CHAIN MANAGEMENT TREND

As companies maintain focus on improving their besses and balance sheet financial ratios, signifiefforts and investments continue to
be made identifying ways to maximize supply chdfitiency and extend supply chain processes. Warkiapital financing, vendor managed
inventory, supply chain visibility software solutis, distribution channel skipping, direct to consur®-commerce sales initiatives, and
complex upstream supply chain collaborative teabgylare products that manufacturers seek to help tiichieve greater supply chain
efficiency. Forrester Research predicts that UrBisfwill spend a total of $35 billion over the nhéixe years to improve business processes,
which we believe includes the type of products dbsd above, that monitor, manage, and optimize théended supply chains.

A key business challenge facing many manufactaedsretailers as they evaluate their supply chificiency is in determining how the tre
for consumers to shop via the Internet in an ed@dtrcommerce fashion will affect their traditiomalmmerce business model. According to
the International Data Corporation's ("IDC") eWoslarvey, eBusiness grew more than 20% in 2001 taedpredict this growth will continue
as companies make ebusiness one of their top m&riDC further reports that companies will cang to invest in eBusiness initiatives to
reduce costs, improve customer service and ent@nwdination with customers and suppliers. We belithat companies will continue to
strategically plan for the impact that e-commence ather new technology advancements will haveheir traditional commerce business
models and their existing technology and infragtiecapabilities. eMarketer predicts that by 20fi&iness to business e-commerce
worldwide will reach $2.8 trillion up from $448 hdn in 2001. While the majority of online transiacts currently occur in the United States
and North America, in the coming years we belidwat tertain Asian and European nations will expeeesignificant growth in e-commerce
transactions as well.

Manufacturers, as buyers of materials, are als@#&mg new business practices and policies on sugiplier partners in order to shift the
normal supply chain costs and risks associatedimitentory ownership away from their own balanceeth. Through techniques like Vendor
Managed Inventory ("VMI") or Consigned Inventory



Programs ("CIP"), manufacturers are asking thgip8ars, as a part of the supplier selection precesprovide capabilities where the
manufacturer need not own, or even possess, inyeptior to the exact moment that unit of invent@yequired as a raw material compol
or for shipping to a customer. To be successfulfioparties, business models such as these adtprire a sophisticated collection of
technological capabilities that allow for completeegration and collaboration of the informationhieology environments of both the buyer
and supplier. For example, in order for an inventarit to arrive at the precise required momenhamanufacturing facility, it is necessary
for the Manufacturing Resource Planning ("MRP")tegss of the manufacturer to integrate with the C&Mtems of the supplier. When
hundreds of supplier partners are involved, thiess can become quite complex and technologich#lifenging. Buyers and suppliers are
seeking solutions that utilize XML based protodids Biztalk, RosettaNet and other traditional Edddndards in order to ensure an open
systems platform that promotes easier technologgration in these collaborative solutions.

GOVERNMENT OUTSOURCING TREND

The United States government has increased itsfooistreamlining work efforts and reducing ovegallernmental costs, which has led to
further evaluation of outsourcing as a possiblemaedo achieve these goals. The federal governfoemtlated an E-Government strategy in
2002, which was created to support multi-agencyegts that improve citizen services and yield penfance gains. Also, recent revisions to
government mandate A-76 state that Government agenwst conduct thorough audits to determinedhes$t cost and most efficient
method of doing business, and to outsource to tldiqsector when in-house operations are unabbenapete.

As stated in the February 2002 E-Government Styategument developed by the U.S. Office of Manageraed Budget (OMB) E-
Government task force, the primary goals for thigative are to:

0 Make it easy for citizens to obtain service ameract with the federal government;
o Improve government efficiency and effectiveness]
o Improve the government's responsiveness to ngize

According to the Budget of the United States Gor®nt, fiscal year 2004, the federal governmentestment in information technology
(IT) is estimated to be increased to $59 billionZ604 versus the 2003 budget request of $53 billltis increased level of IT spending
provides enormous opportunities for the governnemtansform itself into a citizen-centered E-Gawraent and provides additional
opportunities for the government to work with thébfic sector to develop more user friendly methoidisiteraction. Past agency-centered IT
approaches have limited the government's prodtietigins and ability to serve citizens. With tmgiative, the federal government is poised
to transform the way it does business with citiziémsugh the use of E-Government.

The 2002 E-Government strategy document goes state, "E-Government provides many opportunitiégenjgrove the quality of service to
citizens. Citizens should be able to get servic@fmrmation in minutes or hours, versus todaysdard of days or weeks. Citizens,
businesses and state and local governments shewtlé to file required reports without having tehaccountants and lawyers. Government
employees should be able to do their work as eadfligiently and effectively as their counterparteshe commercial world. Effective
execution of this strategy are targeted to:

o Simplify delivery of services to citizens;
o Eliminate layers of government management;

0 Make it possible for citizens, businesses, ofingls of government and federal employees toyefisill information and get service from
the federal government;

o Simplify agencies' business processes and remhsts through integrating and eliminating redundgstems;
o Enable achievement of the other elements of tasident's Management Agenda; and
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o Streamline government operations to guarantdd rapponse to citizen needs."
E-Government Strategy activities are centered an ddizen-centered groups, including:
o Individuals/Citizens: Government-to-Citizens (Q2C

0 Businesses: Government-to-Business (G2B);

o Intergovernmental: Government-to-Government (G2G)

o Intra-governmental: Internal Efficiency and Etieeness (IEE);

Through the E-Government Strategy, Government agem@ee currently faced with pressure to upgradentelogy capabilities and to better
interface with their audiences. Combined with th@®initiative that directs Government agenciepucsue the most cost-effective method of
doing business, current federal strategy now erfogovernment's need to better understand pubdimatives, submit to extensive requests
for proposals to an array of government and noreguwent providers, and to perform complex evaluatiof existing operations and
functions. These initiatives will continue to drigevernment usage of outside sources.

OUTSOURCING TREND

In response to the current economic situation, grgwompetitive pressures and technological innonat we believe many companies, both
large and small, are focusing their critical resesron the core competencies of their businessitiizing business process outsourcing to
accelerate their business plans in a cost-effeatiener and perform non-core business functiontssadcing provides many key benefits,
including the ability to:

o Capitalize on skills, expertise and technolodyaistructure that would otherwise be unavailablexgensive given the scale of the business;
o Reduce capital and personnel investments andecbfixed investments to variable costs;

o Increase flexibility to meet changing businessditions and demand for products and services;

o Enhance customer satisfaction and gain competitilvantage;

o Improve operating performance and efficiency; and

o Enter new business markets or geographic arpatiya

As a result, the market for business process outswuservices continues to grow. IDC predicts thatldwide logistics business process
outsourcing trends will continue to evolve and gitoweach $308.7 billion in 2006.

Typically, outsourcing service providers are foclisa a single function, such as information tecbgeg| call center management, credit card
processing, warehousing or package delivery. Tdusg creates several challenges for companiesnga&ioutsource more than one of these
functions, including the need to manage multiplesourcing service providers, to share informatiathwervice providers and to integrate
that information into their internal systems. Adldlially, the delivery of these multiple servicessnibe transparent to the customer and er
the client to maintain brand recognition and cusphayalty.

Furthermore, traditional commerce outsourcers r@guiently providers of domestic-only services veiigiternational solutions. As a result,
companies requiring global solutions must estaldidditional relationships with other outsourcingties.

Another vital point for major brand name comparsiesking to outsource is the protection of theindraVhen looking for an outsourcing
partner to provide infrastructure solutions, braathe companies must find a company that can ettseisame quality performance and
superior experience that their customers expent fieir brands.



Working with an outsourcing partner requires firglanpartner that can maintain the consistencyeif irand image, which is one of the m
valuable intangible assets that recognized branter@ompanies possess.

THE PFSWEB SOLUTION
PFSweb serves as the "brand behind the brand'bfopanies seeking to increase the efficienciesl afsplects of their supply chain.

Our value proposition is to become an extensioouofclients' businesses by delivering a superipegence that increases and enhances
and market growth, customer satisfaction and custagtention. We act as both a virtual and a playsndrastructure for our clients'
businesses. By utilizing our services, our cliarsable to:

Quickly Capitalize on Market Opportunities. Ouriggns empower clients to rapidly implement theipgly chain and eemmerce strategit
and to take advantage of opportunities without flepdntegration and implementation efforts. We hes@&dy built technology and physical
infrastructure that is flexible in its design, whifacilitates quick integration and implementati@urrently, PFSweb operates with substantial
capacity in its call center, technology and disttibn areas further aiding our clients' speed toketa The PFSweb solution is designed to
allow our clients to deliver consistent quality\dee as transaction volumes grow and also to hasaily and seasonal peak periods. Through
our international locations, our clients can usehitoad reach of the internet and e-commerce kéhsdt products almost anywhere in the
world.

Improve the Customer Experience. We enable ountsli® provide their customers with a positive Ingyéxperience thereby maintaining ¢
promoting brand loyalty. Through our use of advahntezhnology, we can respond directly to customeuiries by e-mail, voice or data
communication and assist them with on-line ordeand product information. We offer our clients aofld- class" level of service, including
24-hour, seven-day-a-week, Web-enabled customersgawice centers, detailed CRM reporting and eiaegd order accuracy. We have
significant experience in the development of Iné¢nweb sites that allows us to recommend featurdgunctions that are easily navigated
understood by our client's customers. Our techryopdgtform is designed to ensure high levels afkglity and fast response times for our
clients' customers. Because our technology is 'tvolidss," our clients benefit from being able tfeothe latest in customer communication
and response conveniences to their customers.

Minimize Investment and Improve Operating Efficigzsc One of the most significant benefits that outsing to PFSweb provides is the
ability to transform fixed costs into variable gy eliminating the need to invest in a fixeditapnfrastructure, our clients' costs typically
become directly correlated with volume increasedamlines. Further, as volume increases drive émeashd for greater infrastructure or
capacity, PFSweb is able to quickly deploy addaiaesources. We provide services to multiple ttiwhich enables us to offer our clients
economies of scale, and resulting cost efficietitgt they may not have been able to obtain on twir. Additionally, because of the large
number of daily transactions we process, PFSwelbdas able to justify investments in levels of awdtion, security surveillance, quality
control processes and transportation carrier iated that are typically outside the scale of imaest that our clients might be able to cost
justify on their own. These additional capabilit@m provide our clients the benefits of enhangeetating efficiency, reduced inventc
shrinkage, and expanded customer service options.

Access a Sophisticated Technology Infrastructure.pidvide our clients with ready access to a stiphied technology infrastructure
through our Entente Suite, which is designed terfate seamlessly with their systems. We providechents with vital product and custon
information that can be immediately available terthon their own systems or through web based graar interfaces for use in data
mining, analyzing sales and marketing trends, neoini¢j inventory levels and performing other managetriunctions.

THE PFSWEB STRATEGY

As we look to 2003, we have adopted a simple Hettfe strategy statement to drive our actionglieryear, QGP. This acronym stands for
Quality, Growth and Profit. We believe that if wencachieve outstanding performance on these tlagie blements, they will provide for a
stable foundation for the future of PFSweb. As #hislution of our business model continues, we keithain focused on these three
fundamentals:



Quality: To meet our client's service level reqoients and enhance the value of their "brand" wiritwiding their customers a positive,
memorable and efficient experience.

Growth: To increase our company's revenue and gnadi from its current levels. To expand our puotloffering and to add new clients that
drive revenue and profit growth. To become a laggenpany in order to create career and additiompl@/ment opportunities.

Profit: To increase the value of our company fbo#its stake holders while rewarding our team rbers with challenging, fun and
memorable life experiences.

The successful balance of the execution of theseafimental strategies over the next year is tardgetegsult in the formation of a solid
strategic and financial foundation for PFSweb arayijlle PFSweb a sustainable and profitable busimestel for the future.

See "Risk Factors" for a complete discussion éffiastors related to our ability to achieve ouramtives and fulfill our business strategies.
PFSWEB SERVICES

We offer a comprehensive and integrated set oflessiinfrastructure solutions that are tailoreduoclients' specific needs and enable them
to quickly and efficiently implement their supplian strategies. Our services include:

Technology Collaboration. Specifically for e-commeeeinitiatives, PFSweb has created the Entente Suftich illustrates the level of
electronic cooperation that is possible when westrat solutions with our clients using this teclagy service offering. This set of
technology services enables everything from ordecgssing and inventory reporting to total e-commaefesign and implementation. The
Entente Suite comprises four key services-- Eniginget(SM), EntenteMessage(SM), EntenteWeb(SM) EntnteReport(SM).

EntenteDirect provides clients with a real-timegmafiendly interface between their system and P&tSarder processing, warehouse
management and related functions. Using real-tinteatch processes, EntenteMessage is a file exelsargice for clients using our
warehousing and distribution facilities. EntenteVi&h one-stop shop for the entire e-commerce peygarticularly for companies with
unusual needs or specific requests that are nily @t by the typical e-commerce development pgekaEntenteWeb is a service
particularly focused to enable global commerceetyias with its extensive currency and languagetfanality. EntenteReport is a real-time,
user-friendly data mining service particularly sdito companies that need to put key e-commeroeniaition into the hands of business
users, but do not have the IT resources to faiglitae necessary data extraction, manipulatiorpagsientation. EntenteReport is web browser-
based and simplifies even the most complex datexXtaction and analysis.

The Entente Suite operates in an open systemsoanvént and features the use of industry-standard Yéviabling customized e-commerce
solutions with minimal changes to a clients' syst@mour Enterprise Resource Planning ("ERP") syst&he result is a faster
implementation process. Additionally, by using XMhe Entente Suite offers companies a more robestrenic information transfer option
than text file FTP or EDI.

Managed Hosting and Internet Application Developm&/e offer a highly available and secure managesdig solution that encompasses
complete creation and maintenance of client wedssf®perating with an in-house creative staff, us@mize commerce enabled client sites
to their exact specifications and requirementswik all major brand name companies, consistendiiwthe brand image is vital; therefore,
our design engineers create sites that seamledstyrate and mirror the exact brand image of dents. By operating on IBM enterprise
systems and utilizing our state of the art Entéhtite technology along with Microsoft.Net technaésy we can maintain a robust hosting
environment for client sites to reside.

Specifically through the EntenteWeb package, ddieain build an e-commerce offering with relatiiely investment and in a time efficient
manner. EntenteWeb is a complete front-to-backmerserce solution that
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incorporates components ranging from the look efuber interface to specific business purchasiagelmousing and shipping needs, enak
companies to define in exact terms their desiredramerce site functionality.

Order Management. Our order management solutiandd® clients with interfaces that allow for resh information retrieval, including
information on inventory, product orders, shipmeldjvery and customer history. These solutionssagemlessly integrated with our web-
enabled customer contact centers, allowing foptieeessing of orders through shopping cart, phiaxe mail, email, web chat, and other
order receipt methods. As the information backbfene@ur total supply chain solution, order managethservices can be used on a stand
alone basis or in conjunction with our other bustimfrastructure offerings, including customertegty financial or distribution services. In
addition, for the business-to-business markettechinology platform provides a variety of orderaipt methods that facilitate commerce
within various stages of the supply chain. Ourexyst provide the ability for both our clients' ahdit customers to track the status of orders
at any time. Our services are transparent to eents! customers and are seamlessly integratedowiticlients' internal systems platforms and
web sites. By synchronizing these activities, we capture and provide critical customer informatimcluding:

o Statistical measurements critical to creatingiality customer experience, containing real-timgeoistatus, order exceptions, back order
tracking, allocation of product based on timingpafine purchase and business rules, the ratiogtbower inquiries to purchases, average
order sizes and order response time;

0 Business-tdausiness supply chain management information atit@ evaluating inventory positioning, for the pase of reducing inventa
turns, product flow through and end-consumer demand

o Reverse logistics information including customesponse and reason for the return or rotatiomadyrt and desired customer action;
o Detailed marketing information about what wasisaoid to whom it was sold, by location and prefeegand
0 Web traffic reporting showing the number of \&gthits") received, areas visited, and productsiaformation requested.

Customer Relationship Management. We offer a compleustomized CRM solution for clients. Our CRMwtion encompasses a full-scale
customer contact management service offering, dsawe fully integrated customer analysis progrAthcustomer contacts are captured and
customer purchases are documented. $adle reporting on all customer transactions idava for evaluation purposes. Through each of
customer touch-points, information can be analyasd processed for current or future use in busieealiation, product effectiveness and
positioning, and supply chain planning.

An important feature of evolving commerce remahes ability for the customer to speak with a livetoumer service representative. Our
experience has been that a majority of consumkinsstéhey visited the web location for informatjdout only a fraction of those consumers
chose to place their order online. Our customes sarvices utilize features that integrate voiemad, standard mail, data and internet chat
communications to respond to and handle custonggtiries. Our customer care representatives ansarésus questions, acting as virtual
representatives of our client's organization, reégay order status, shipping, billing, returns andduct information and availability as well as
a variety of other questions. Our web-enabled eustaare technology identifies each customer comigtomatically and routes it to the
available customer care representative who is iddally certified in the client's business and prad. Our web-enabled customer care
centers are designed so that our customer careseqatives can handle several different cliemdspgaducts in a shared environment,
thereby creating economy of scale benefits foratients as well as highly customized dedicated stppodels that provide the ultimate
customer experience and brand reinforcement. Owaratd technology also enables our representdativgs-sell, cross-sell and inform
customers of other products and sales opportunifies web-enabled customer care center is fullgrgted into the data management and
order processing system, allowing full visibilitytd customer history and customer trends. Throbghftlly integrated system, we are able to
provide a complete CRM solution.



With the need for efficiency and cost optimizationmany of our clients, we have integrated IVRaasther option for customer contacts.

IVR creates an "electronic workforce" with virtiadents that can assist customers with vital inféionaat any time of the day or night. IVR
allows for our clients' customers to deal interaati with our system to handle basic customer ingsj such as account balance, order status,
shipment status, catalog requests, product and prigiiries, and routine order entry for establisbestomers. The inclusion of IVR to our
service offering allows us to offer a cost effeetivay to handle high volume, low complexity calls.

International Fulfillment and Distribution Serviceén integral part of our business process outsngrsolutions is the warehousing and
distribution of inventory either owned by our clisor owned by us through our master distribut@tienships. We currently have
approximately one million square feet of warehogisgce domestically and internationally to store pradess our clients' inventory. We
receive client inventory in our distribution cersteverify shipment accuracy, unpack, audit (a pgedbat includes spot-checking a small
percentage of the clients inventory to validatepieounts and check for damages that may haveredcduring loading and unloading),
inspect for other damages (which may include chrerckabric, stitching and zippers, for soft goods'testing' power-up capabilities for
electronic items) and stock for sale the same @aybehalf of our clients, we pick, pack and shigirtisustomer orders and can provide
customized packaging, inserts and promotionalditee for distribution with customer orders.

We will also work with clients to re-sequence cirtsupply to aid in an inventory postponement stggit We can build clients assembly flow
lines and create thousands of units daily to stockJIT environment. This service, for example eatail the procurement of packaging
materials including retail boxes, foam inserts antl-static bags. These raw material componentddimelshipped to PFSweb from overseas
manufacturers, and PFSweb will build the finish&dJSunits to stock for the client. This strategyoals manufacturers to make a smaller
investment in inventory while meeting changing oustr demand.

Based upon our clients' needs, we are able toadkantage of a variety of shipping and deliveryang, including next day service. Our
facilities are equipped with multi-carrier functadity, allowing us to integrate with all major shipg carriers and provide a comprehensive
transportation management offering. In additionirmneasingly important function that we provide éar clients is reverse logistics
management. We offer a wide array of product res@nvices for our clients, including issuing retatrthorizations, receipt of product,
crediting customer accounts, and disposition afrretd product.

Our distribution facilities contain computerizedtitg equipment, highly mobile pick-to-light carfsowered material handling equipment,
scanning and bar-coding systems and automated yorsyén-line scales, x-ray equipment and digitaheras to photograph shipment
contents for automatic accuracy checking. Our iiggonal distribution complexes include severalatbed technology enhancements, such
as radio frequency technology in product receiyimzcessing to ensure accuracy, an automated paokaijeg system and a pick-to-light
paperless order picking system. Our advanced loigioin systems provide us with the capability torently warehouse an extensive number
of stock keeping units (SKUSs) for our clients rarggfrom high-end laser printers to cosmetic conmgaotur facilities are flexibly configured
to process business-to-business and single pidkémssto-consumer orders from the same centralitoca

During 2002, we warehoused, managed and fulfiliggt@ximately $1 billion in client merchandise anahisactions. Much of this does not
represent our revenue, but rather the revenuerdflimnts' transactions for whom we provided e-bess infrastructure solutions. See
"Management's Discussion and Analysis of Finarn€@idition and Results of Operations."

Domestic clients of PFSweb enjoy the benefits eiritheir inventory assets secured by a networtkadfied law enforcement professionals
who have developed and continue to operate a vebaks security network from our security headquaiite Memphis, TN. Because of our
strong relationship with the US Government purstiamatur US Mint contract, our security plans andgadures are under constant evaluation
and evolution to ensure that we employ the latesecurity processes and procedures as eithertmeats are uncovered, or as new
technology is announced that further enhanceswwue#lance and detection capabilities.

Some of the security actions that PFSweb has rgdemtlemented for our U.S. operations include;
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- A continuous and thorough review of local andoagl threats and incidents that might affect foe/fof product to/from our PFSweb
facilities,

- Regular reviews of security processes and praesdu
- Performing ongoing risk assessment,

- Identifying hazard severity and probability,

- Resolution of identified risks and hazards,

- Using available surveillance and detection cdjiads,
- Coordination with Law Enforcement Agencies, and
- Alert levels with predetermined security measures

Kitting and Assembly Services. Our expanded kittimgl assembly services reduce the time and casisiated with managing multiple
suppliers, warehousing hubs, and light manufaagupiartners. As a single source provider, we proelamts with the advantage of
convenience, accountability and speed. Our comps#be kitting and assembly services provide a ¢yahe-stop resource for any
international channel. PFSweb's kitting and assgisdvice includes light assembly, specializedrgteind supplier-consigned inventory
hubbing either in our distribution facilities or-tmcated elsewhere. We also offer customized lighhufacturing and Supplier Relationship
Management ("SRM") for Fortune 1000 and Global 26@hufacturers.

Combining our assembly services with our suppliened inventory hub services allows our clientsetduce cycle times, to compress their
supply chains and to consolidate their operatiomssaupplier management functions. We have supiplientory management, assembly and
fulfillment services all in one place, providingegter flexibility in product line utilization, aselN as rapid response to change orders or
packaging development. Our standard capabilitielside: build-to-order, build-to-stock, expeditedlers, passive and active electrostatic
discharge ("ESD") controls, product labeling, demiamber generation, marking and/or capture, lohber generation, asset tagging, bill of
materials ("BOM") or computer automated design (ICAengineering change processing, SKU-level pgand billing, manufacturing and
metrics reporting, first article approval processesl comprehensive quality controls.

Our kitting and assembly services also include prement. We work directly with client suppliersn@ke Just-in-Time ("JIT") inventory
orders for each component in client packages, blyeeasuring the appropriate inventory quantitievarat just the right time to PFSweb and
then turned around JIT to customers.

Kitting and inventory hubbing services enable dieio collapse supply chains into the minimal stegcessary to prepare product for
distribution to any channel, including wholesal@ss merchant retail, or direct to consumer. Cliantionger have to employ multiple
providers or require suppliers to consign multipkeentory caches for each channel. We offer ot the opportunity to consolidate
operations from a channel standpoint, as well@® fa geographic perspective. Our integrated, gliofatmation systems and international
locations support client business needs worldwide.

Information Management. We have the ability to caminate with and transfer information to and froar olients through a wide variety of
technology services, including real-time data ifstees, file transferring and electronic data intarge. Our systems are designed to capture,
store and electronically forward to our clientgical information regarding customer inquiries amders, product shipments, inventory status
(for example, levels of inventory on hand, on badko, on purchase order and inventory due datest@varehouse), product returns and
other information. We maintain for our clients dieta product databases that can be seamlesslyratéebwith their web sites. Our systems
are capable of providing our clients with custommeentory and order information for use in analggsales and marketing trends and
introducing new products. We also offer customizgubrts and data analyses based upon specifid oksas to assist them in their budge
and business decision process.

Financial Services. Our financial services ared#diinto two major areas:
1) billing and collection services for businesshtsiness and business-to-consumer clients and rRjngocapital solutions. Through our
client financial services, we act as a virtual ghgsical financial management department for aéptal client needs.

We offer secure credit and collections servicedbfith business-to-business and business-to-condwmsaress. Specifically, for business-to-
consumer clients, we offer secure, real-time credlitl processing for orders made via
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a client web site or through our customer contaoter. Additionally, we calculate sales or VAT t&éapplicable, for numerous taxing
authorities and on a variety of products. Usingddmarty leading-edge fraud protection servicesrsidmanagement systems, we can assure
the highest level of security and the lowest l@faisk for client transactions.

For business-to-business clients, we offer fullsgeraccounts receivable management and collectipabilities, including the ability to
generate customized computer-generated invoicegriclients' names. We assist clients in reducowpants receivable and days sales
outstanding, while minimizing costs associated withintaining an in-house collections staff. In aiddi, we offer electronic credit services in
the format of EDI X.12 and XML communications diré@m our clients to their vendors, suppliers agigilers.

PFSweb's subsidiary, Supplies Distributors, Inovjgtes working capital solutions, which enables afaaturers to remove inventory and
receivables from their balance sheets through skeofithird party financing. This service offeriisgavailable to clients operating in North
America and Europe.

While the majority of our clients maintain ownerslaf their own inventory, through Supplies Disttibs we can create and implement client
inventory solutions as well. PFSweb has years péggnce in dealing with the issues related toritmgy ownership, secure inventory
management, replenishment and product distribuBéiSweb and Supplies Distributors can offer prospeclients a management solution
for the entire customer relationship, including enship of inventory and receivables. Through CIB utilize technology resources to time
the replenishment purchase of inventory with tiheutianeous sale of product to the end user. Adirfates are done electronically and all
processes regarding the financial transactiona@@mated, creating significant supply chain adsges.

PFSweb is experienced in the complex legal, ac@ogiaind governmental control issues that can belésiin the successful implementation
of working capital financing programs. Our knowledand experience help clients achieve supply dbeirefits while reducing inventory
carrying costs. Substantial benefits and improverteea company's balance sheet can be achievedgthtbese working capital solutions.

Professional Consulting Services. As part of tlilered solution for our clients, we offer a fullae of experts specifically designated to focus
on our clients' businesses. Team members play suttative role, providing evaluation, analysis aadommendations for the client's
business. This team creates customized soluticthsl@vises plans that will increase efficiencies praiuce benefits for the client when
implemented.

Comprised of industry experts from top-tier conisiglfirms and industry market leaders, our teamrofessional consultants provides client
service focus and logistics and distribution expertThey have built solutions for Fortune 1000 &fobal 2000 market leaders in a wide
range of industries, including apparel, computéates] products, telecommunications, cosmetics, éwaees, highsalue collectibles, sportir
goods, pharmaceuticals and several more. Focusitigeoevolving infrastructure needs of major cogpions and their business initiatives,
our team has a solid track record providing comsgibervices in the areas of supply chain managgrdestribution and fulfillment,
technology interfacing, logistics and customer supp

CLIENTS AND MARKETING

Our target clients include brand name manufactdosigng to quickly and efficiently implement busiss initiatives, to adapt their go-to-
market strategies, or to introduce new productgrograms, without the burden of modifying or expagdheir order processing, customer
service and distribution infrastructure. We alsgéaretailers and direct marketers seeking to edplaeir sales through new channels as well
as government agencies trying to reduce costs aimtiease efficiency, meet customer expectatimsrasponsiveness. Our solutions are
applicable to a multitude of industries and compymes and we have provided solutions for such @nigs as:

International Business Machines ("IBM") (printeipglies in several geographic areas), Adaptec (coen@eccessories), the U.S. Mint (as a
sub-contractor to IBM Global Services), Avaya Conmication, Dell (a computer manufacturer), Emtec Wetees (a manufacturer of BASF-
branded data media and audio visual products),drarqa cosmetics division of L'Oreal InternationXi@rox (printers and printer supplies),
Thomson Multimedia (RCA branded televisions andsconer electronics), Mary Kay Cosmetics (cosmetieegrmacia/Upjohn
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(pharmaceuticals), Nokia USA.com (cell phone aaméass), Roots Canada (apparel), Hewlett-Packaidtgys and computer networking
equipment) and The Smithsonian Business Venturesligctibles cataloger). We target potential disetirough an extensive integrated
marketing program that comprises a variety of dinearketing techniques, high impact direct printextising and a sophisticated tele-sales
model. We target our direct marketing efforts tlested key vertical industry segments where wetfegtl we are able to provide significant
service differentiation and value. We also utilicgde shows, industry conferences, trade journatrtiding, internet search engines, and our
web site www.pfsweb.com. We also pursue strategitkating alliances with consulting firms, softwananufacturers and other logistics
providers to generate referrals and customer leads.

Because of the highly complex nature of the sohgtiwve provide, our clients demand significant cot@pee and experience from a variety of
different business disciplines during the saledecy&s such, we utilize a selected member of onroseexecutive team to lead the design and
proposal development of each potential new cliemthoose to pursue. The senior executive is sugghbst a select group of highly
experienced individuals from our professional sssigroup with specific industry knowledge or eigrere to the solutions development
process. We employ a team of highly trained impletaition managers whose responsibilities includeothegsight and supervision of client
projects and maintaining high levels of clientsi@ittion during the transition process betweersties cycle and steady state operations.

TECHNOLOGY

We maintain advanced management information systamdave automated key business functions usidmpereal-time systems. These
systems enable us to provide our clients infornmationcerning sales, inventory status, customer paysrand other operations that are
essential for our clients to efficiently manageitieéectronic commerce and supply chain businesgnams. Our systems are designed to ¢
rapidly in order to handle the transaction progegsiemands of our clients.

We employ technology from a selected group of magtnmany of whom are also our clients. For exampéedeploy IBM e-servers and
network printers in appropriate models to run wigb feinctions as well as order management andilgigton functions. We utilize Avaya
Communication for telephone switch and call centanagement functions. We employ Avaya Communicdtoour web-enabled customer
care center to interact with customers via voiemad or chat. Avaya Communication technology afiows us to share web pages between
customers and our service representatives. Wethawvability to transmit and receive voice, data wigo simultaneously on a single netw
connection to a customer to more effectively séimad customer for our client. Clients' interestising this technology stems from its ability
to allow shoppers to consult with known experta imay that the customer chooses prior to purcha€lng sophisticated computer-telephony
integration has been accomplished by combiningesystsoftware from IBM and Avaya Communication tbgetwith our own application
development. We use AT&T for our private enterpriséwork and long distance carrier. We use J.D.d&dwas the software provider for the
primary ERP applications that we use in our openradi areas and financial areas. We use Ecometheasoftware provider for the primary
multi-channel direct marketing application we deploydor catalog and direct marketing clients. We usen®ns Dematic/Rapistan Mater
Handling Automation for our automated order setegtautomated conveyor and "pick-to-light” (invawgteetrieval) systems, and Symbol
Technologies/Telxon for our warehouse radio fregyeapplications. Our Warehouse Management SystéfiviS") and Distribution
Requirements Planning ("DRP") system have beenloesé inhouse to meet the varied unique requirements oveuical markets. Both tt
WMS and DRP are tightly integrated to both the Na@kimerican and European deployments of our J.D.d£ds! system.

Many internal infrastructures are not sufficienstgport the explosive growth in e-business, e-gtatices, supply chain compression,
distribution channel realignment and the correspundemand for real-time information necessarysfoategic decision-making and product
fulfillment. To address this need, we have cre#tedEntente Suite, which is a comprehensive sditeahinology services, with supporting
software and hardware infrastructure, that enategpanies with little or no e-commerce infrastroetto speed their time to market and
minimize resource investment and risk, and allolivsanpanies involved to improve the efficiencytbéir supply chain. The Entente Suite is
comprised of four distinct service offerings -- &meDirect, EntenteMessage, EntenteWeb, and EReptet -- which can stand alone or be
combined for a fully customized e-commerce solutiepending on the level of direct involvement a pany wants to maintain in their e-
commerce initiative.
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The components of the Entente Suite provide the ppeform service infrastructure that allows ugteate complete e-commerce solutions
with our customers. Using the various servicehefEntente Suite, we can assist our clients ifyeiaségrating their web sites or ERP
systems to our systems for real-time transactioegssing without regard for their hardware platfamoperating system. This high-level of
systems integration allows our clients to autonadiiiqprocess orders, customer data and other e-ewo@information. We also can track
information sent to us by the client as it movestigh our systems in the same manner a carrierdioatk a package throughout the deli
process. Our systems enable us to track, at detktavel, information received, transmission timiany errors or special processing required
and information sent back to the client. The tratisaal and management information contained withinsystems is made available to the
client quickly and easily through the Entente Suite

The Entente Suite serves as a transparent inteidamé back-office productivity applications inding our customized J.D. Edwards order
management and fulfillment application and our Eetssnmulti-channel direct marketing applicationtthans on IBM e-Servers. It also is
designed to integrate with marketplace technologigssed by major marketplace software companies.

To enhance our service offerings, we have investadivanced telecommunications, computer telephelegtronic mail and messaging,
automated fax technology, IVR technology, barcatbineing, wireless technology, fiber optic netwooknenunications and automated
inventory management systems. We have also dewkkope utilize telecommunications technology thatvates for automatic customer call
recognition and customer profile recall for inbouwnustomer service representatives.

The primary responsibility of our systems developtieam of IT professionals is directed at impletimgncustom solutions for new clients
and maintaining existing client relationships. @awvelopment team can also produce proprietary mygstefrastructure to expand our
capabilities in circumstances where we cannot @msetstandard solutions from commercial providers.af§o utilize temporary resources
when needed for additional capacity.

Our information technology operations and infrastioe are built on the premise of reliability amdlability. We maintain diesel generators
and uninterruptible power supply equipment to provide stant availability to computer rooms, call centangl warehouses. Multiple inter
service providers and redundant web servers prduide high degree of availability to web sitesttimderface with our systems. Capacity
planning and upgrading is performed regularly tovalfor quick implementation of new clients and &lvtme-consuming infrastructure
upgrades that could slow growth rates. We also hadisaster recovery plan for our information syst@nd maintain a "hot site" under
contract with a major provider.

COMPETITION

Many companies offer, on an individual basis, onmore of the same services we do, and we face etiiop from many different sources
depending upon the type and range of services steghby a potential client. Our competitors inclueéetical outsourcers, which are
companies that offer a single function, such alsceaiters, public warehouses or credit card praxses#lany of these companies have greater
capabilities than we do for the single functionytipeovide. We also compete against transportabgistics providers who offer product
management functions as an ancillary service tio ghignary transportation services. In many ins&gour competition is the in-house
operations of our potential clients themselves. ifHeouse operations departments of potential tdieften believe that they can perform the
same services we do, while others are reluctantiteource business functions that involve direstammer contact. We cannot be certain that
we will be able to compete successfully againséeéhmr other competitors in the future.

Although many of our competitors can offer one arenof our services, we believe our primary contpretiadvantage is our ability to offer a
wide array of services that cover a broad spectrfibusiness processes, including web site desidrhasting, kitting and assembly, order
processing and shipment, credit card payment asibeer service, thereby eliminating any need foratients to coordinate these services
from many different providers. We believe we aréque in offering our clients a very broad rangéduo$iness process services that addresses
in many cases, the entire business transactiom, diemand to delivery.
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We also compete on the basis of many other impbatadgitional factors, including:

o operating performance and reliability;

o ease of implementation and integration;

o experience of the people required to successinity efficiently design and implement solutions;
o leading edge technology capabilities;

o global reach; and

o price.

We believe that we compete favorably with respeasch of these factors. However, the market foisewvices is becoming more
competitive and still evolving, and we may not béeao compete successfully against current angdutompetitors.

EMPLOYEES

As of December 31, 2002, we had 437 full-time empés and 113 part-time employees, of which 503 \es@ed in the United States. We
are not a party to any collective bargaining agreis) and we have never suffered an interruptidsusiness as a result of a labor dispute.
We consider our relationship with our employeebdaood.

Our success in recruiting, hiring and training &argmbers of skilled employees and obtaining lawgabers of hourly employees during p
periods for distribution and call center operatieneritical to our ability to provide high qualitiistribution and support services. Call center
representatives and distribution personnel recieigdback on their performance on a regular basisaappropriate, are recognized for
superior performance or given additional traini@gnerally, our clients provide specific productriiag for our customer service
representatives and, in certain instances, orch#nt personnel to provide specific technical supplo maintain good employee relations
and to minimize employee turnover, we offer compatipay, hire primarily full-time employees whaealigible to receive a full range of
employee benefits, and provide employees with clésible career paths.

INTERNET ACCESS TO REPORTS

We maintain an internet website, www.pfsweb.com: @nual reports on Form 10-K, quarterly report&-orm 10-Q, and current reports on
Form 8-K (and amendments, if any, to those refdets or furnished pursuant to Section 13(a) ord)5(f the Securities Exchange Act of
1934) are made available, free of charge, throbgtirtvestor relations section of this website assas reasonably practicable after we
electronically file such material, or furnish itttee Securities and Exchange Commission.

REGULATION

Our business may be affected by current and figavernmental regulation, both foreign and dome#gtic.example, the internet Tax
Freedom Act bars state and local governments froppsing taxes on internet access or that wouldestibuyers and sellers of electronic
commerce to taxation in multiple states. This aéhieffect through November 1, 2003. If legislatto extend this act or similar legislation is
not enacted, internet access and sales acrossténaedt may be subject to additional taxation lagesand local governments, thereby
discouraging purchases over the Internet and aelyeaffecting the market for our services.

14



SPIN-OFF OF PFSWEB FROM DAISYTEK
HISTORY

The PFSweb business unit was formed in 1991 absidsary of Daisytek named "Working Capital of Arioa" whose purpose was to
provide inventory management, direct shipping td-esers, and accounts receivable collections foryBekscustomers and other third part
Until 1996, this business unit was comprised ofraflens both at Working Capital of America and ati€ytek. As the business gradually
developed, this business unit recognized an oppitytto expand its business and capitalize on Delsy strengths in customer service, order
management, product fulfilment and distributionddechnology and provide these services on amordig basis. Since 1996, the
operations of this business unit have been prignéotused in PFS. PFSweb was formed in 1999 tolmding company for PFS and to
facilitate the Offering and spin-off from Daisytdk. December 1999, we completed the Offering aridred into various agreements with
Daisytek relating to the spin-off. Under these agrents, the spin-off was conditioned upon, amohgrahings, the receipt of a ruling by the
Internal Revenue Service ("IRS") that, among certdher tax consequences of the transaction, theo$pqualify as a tax-free distribution
for U.S. federal income tax purposes and not resulie recognition of taxable gain or loss for Lf&leral income tax purposes to Daisytek
or its shareholders (the "IRS Ruling"). On Jun2®)0, Daisytek received the IRS Ruling and the yaalsboard of directors approved the
spin-off and authorized the distribution of 14,3H) shares of PFSweb common stock to the holddbsisfytek common stock. The
distribution was made at the close of businessugn@] 2000 to Daisytek stockholders of record dume 19, 2000.

PFSWEB'S RELATIONSHIP WITH DAISYTEK

At the time of the Offering, PFSweb and Daisyteteesd into various agreements providing for theasation of their respective business
operations. These agreements governed variousnindéerd ongoing relationships between the compairiekiding the transaction
management services that PFSweb provided for Dekisttie transitional services that Daisytek progittiePFSweb and a tax indemnification
and allocation agreement that governed the allocatf tax liabilities and set forth provisions wiespect to other tax matters.

All of the agreements between PFSweb and Daisytzk wiade in the context of a parent-subsidiarioglship and were negotiated in the
overall context of the spin-off. Although we genrréelieve that the terms of these agreements wensistent with fair market values, there
can be no assurance that the prices charged eadh company under these agreements were nartiglower than the prices that may
have been charged by, or to, unaffiliated thirdiparfor similar services.

Although we continue to be party to certain agregsevith Daisytek, such as the Master Separatioré&mgent, the Tax Indemnification and
Allocation Agreement and the Initial Public Offegimand Distribution Agreement, we do not currentypegrate any service revenues or incur
any related expenses related to services for Dedsitowever, through our master distributor relasinips operated by our subsidiary,
Supplies Distributors, we sell certain product®tosytek and also purchase certain products framttsee "Supplies Distributors").

MASTER SEPARATION AGREEMENT

The Master Separation Agreement sets forth thecaggats between PFSweb and Daisytek with respélaetprincipal corporate transactions
required to effect the transfers of assets andhassons of liabilities necessary to separate th8wgb business unit from Daisytek and cel
other agreements governing this relationship thtrea

Transfer of Assets and Liabilities. Following comdbn of the Offering, Daisytek transferred to PlE®vall of the fixed assets in Daisytek's
Memphis distribution facility as well as certairsets associated with providing information techggleervices and the stock of several
subsidiaries of Daisytek representing the busingssations of PFSweb, and PFSweb transferred teyizdi approximately $5 million in ca
and assumed approximately $0.3 million of capgakk obligations, as well as the operating leakgadions related to these assets. PFSweb
also repaid to Daisytek, from the net proceedfefQffering, the aggregate sum of approximately iBillion, representing the outstanding
balance of PFSweb's intercompany payable to Da&isyte

15



Indemnification. PFSweb agreed to indemnify Daikygainst any losses, claims, damages or lialsiléaigsing from the liabilities transferred
to PFSweb and the conduct of the PFSweb busintsstla¢ completion of the Offering. Daisytek agréedetain, and indemnify PFSweb
against, any losses, claims, damages or liabilitiessng from the conduct of the PFSweb business iy the completion of the Offering.

INITIAL PUBLIC OFFERING AND DISTRIBUTION AGREEMENT

General. PFSweb and Daisytek entered into an llfitialic Offering and Distribution Agreement thatvgrns their respective rights and
duties with respect to the Offering and the spiip-arfid sets forth certain covenants to which theybmund for various periods following the
Offering and the spin-off.

Preservation of the Tax-free Status of the Spiné#isytek received a private letter ruling frore fihternal Revenue Service to the effect that
the spin-off qualified as a tax-free distributiomder Section 355 of the Internal Revenue Code isyBek and its stockholders. In connection
with obtaining such ruling, certain representatiand warranties were made regarding Daisytek, PB&nd their respective businesses.
PFSweb has also agreed to certain covenants thatimtended to preserve the tax-free status ofpire-off. These included covenants
whereby PFSweb agreed to restrictions on certajoisition transactions, to continue as an actigddror business and to not have
indebtedness to Daisytek, other than in the orglinaurse of business from the date of spin-offulgioJuly 2002. These covenants did not
prohibit PFSweb from implementing or complying withy transaction permitted by an IRS ruling onadginion.

Other Covenants Regarding Tax Treatment of thesk@ions. The transfer of assets and liabilitiemfDaisytek to PFSweb as provided by
the Master Separation Agreement (the "Contribudievés intended to qualify as a reorganization urgmtion 368(a)(1)(D) of the Code (a
"D Reorganization"). PFSweb agreed not to tak@eomit any of our subsidiaries to take, any actimnsnter into any transaction or series of
transactions that would have been reasonably likejgopardize the tax-free status of the spineofthe qualification of the Contribution as a
D Reorganization, including any action or transacthat would have been reasonably likely to bensistent with any representation made
in connection with Daisytek's request for the IR8ify prior to July 2002. PFSweb also agreed te &y reasonable actions necessary for
the Contribution and the spin-off to qualify as &Borganization.

Indemnification for Tax Liabilities. PFSweb has geally agreed to indemnify Daisytek and its afféis against any and all tax-related losses
incurred by Daisytek in connection with any propbssx assessment or tax controversy with respabetspin-off or the Contribution to the
extent caused by any breach by it of any of itseggntations, warranties or covenants. If PFSwabesathe spin-off to not qualify as a tax-
free distribution, Daisytek would incur federal @amse tax (which currently would be imposed at a 38%) and possibly state income taxes
on the gain inherent in the shares distributedctviaould be based upon the market value of theeshafrPFSweb at the time of the spin-off.
This indemnification does not apply to actions thatsytek permits PFSweb to take as a result @terchination under the tax-related
covenants as described above. Similarly, Daisyéskagreed to indemnify PFSweb and its affiliatesresy any and all tax-related losses
incurred by it in connection with any proposed &asessment or tax controversy with respect togimed§f or the Contribution to the extent
caused by any breach by Daisytek of any of itsasgmtations, warranties or covenants.

Other Indemnification. PFSweb has generally agteeddemnify Daisytek and its affiliates againdtlabilities arising out of any material
untrue statements and omissions in PFSweb's priospaed the registration statement of which it wg@srt and in any and all registration
statements, information statements and/or othemrdeats filed with the SEC in connection with thespff or otherwise. However,
PFSweb's indemnification of Daisytek does not applynformation relating to Daisytek. Daisytek agpleo indemnify PFSweb for this
information.

Expenses. In general, PFSweb agreed to pay subéiiaall costs and expenses relating to the Ofiggrincluding the underwriting discounts
and commissions, and Daisytek agreed to pay sufztamll costs and expenses relating to the sgfn-
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TAX MATTERS

Daisytek and PFSweb entered into a Tax Indemnifinand Allocation Agreement to govern the allogatdf tax liabilities and to set forth
agreements with respect to certain other tax nsatter

Under the Code, PFSweb ceased to be a member Diibgtek consolidated group upon the completiothefspin-off.

Under these agreements, Daisytek has the resplitydibipay all taxes attributable to PFSweb asdsitbsidiaries for tax periods or portions
thereof ending on or before the effective datehef®ffering, except to the extent of any accruadsdof on the books and records of PFSweb
or its subsidiaries for such taxes under geneealbepted accounting principles. Thereafter, forpgapods or portions thereof during which
PFSweb was a member of the Daisytek consolidatedbimed or unitary group, PFSweb was apportioredhiire of the group's income tax
liability based on its taxable income determinggisately from Daisytek's taxable income, and PFSpath its calculated taxes to Daisytek,
which then filed a consolidated, combined or ugitaturn with the appropriate tax authorities. Eherere certain U.S. state or local
jurisdictions in which PFSweb filed separate incdmereturns, not combined or consolidated withsiptk, for such tax periods. In tt
circumstance, PFSweb filed a tax return with therapriate tax authorities, and paid all taxes diyeto the tax authority. PFSweb was
compensated for tax benefits generated by it beéforeleconsolidation and used by the Daisytek dafeted group. PFSweb prepared and
filed all tax returns, and paid all income taxeg dith respect to all tax returns required to bedfby it for all tax periods after it ceased to be
a member of the Daisytek consolidated, combinedh@ary group.

Daisytek was responsible for most U.S. tax adjustmeelated to PFSweb for all periods or portidreseof ending on or before the effective
date of the Offering. In addition, PFSweb and Dikyhave agreed to cooperate in any tax audiigation or appeals that involve, directly or
indirectly, periods prior to the time that PFSwelaged to be a member of the Daisytek consolidataghgPFSweb and Daisytek have agreed
to indemnify each other for tax liabilities resnfjiifrom the failure to cooperate in such auditgydtion or appeals, and for any tax liability
resulting from the failure to maintain adequateords.

Notwithstanding the tax allocation agreement, fbpariods in which Daisytek owned 80% or more &SWweb's capital stock, PFSweb v
included in Daisytek's consolidated group for fedl@xcome tax purposes. If Daisytek or other memloéithe consolidated group failed to
make any federal income tax payments, PFSweb wariléhble for the shortfall since each member obasolidated group is liable for the
group's entire tax obligation.

Under the Tax Indemnification and Allocation Agresmy Daisytek has agreed to indemnify PFSweb agaimnstaxes resulting from the
failure of the spin-off to qualify for tax-free ament, except that PFSweb will be liable for, aillindemnify Daisytek against, any taxes
resulting from the failure of the spin-off to quglfor tax-free treatment if it is the result of ®web engaging in a "Prohibited Action" or the
occurrence of a "Disqualifying Event." Neither PRhanor Daisytek have the option to rescind the-sffiif a tax liability results.

A "Prohibited Action" is defined as:
o if PFSweb takes any action that is inconsistetit the tax treatment of the spin-off as contermgaah the IRS Ruling; or

o if, prior to the spin-off, PFSweb issued sharestack or took any other action that would regulit not being controlled by Daisytek within
the meaning of Section 368(c) of the Code.

A "Disqualifying Event" includes any event involgrthe direct or indirect acquisition of the shase®FSweb's capital stock after the spffi-
that has the effect of disqualifying the spin-afirh tax-free treatment, whether or not the everst tha result of our direct action or within
PFSweb's control.
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TRANSACTION MANAGEMENT SERVICES AGREEMENT

PFSweb and Daisytek entered into a Transaction lEmant Services Agreement that set forth the tcdissamanagement services that
PFSweb provided for Daisytek. Under this agreenfeR§web provided a wide range of transaction manageservices, including
information management, order fulfillment and dimition, product warehousing, inbound call centgriges, product return administration
and other services.

As described in "Sale of Assets to Daisytek," @ffecMay 2001, Daisytek and PFSweb terminated ridwestiction management services
agreement.

TRANSITION SERVICES AGREEMENT

Upon completion of the Offering, Daisytek and PFBwatered into a Transition Services Agreement.ddtitis agreement, Daisytek
provided PFSweb with various services relatingnpleyee payroll and benefits, use of facilities] ather administrative services. Daisytek
is no longer providing services to PFSweb undey tif@insition services agreement.

SUBSTITUTE STOCK OPTIONS

In connection with the completion of the spin-@ffl, outstanding Daisytek stock options were repdagéh substitute stock options as
described below:

Options held by Daisytek employees who were transfieto PFSweb were replaced (at the option halédgction) with either options to
acquire shares of PFSweb common stock or optioasduire shares of both Daisytek common stock &®inreb common stock, which may
be exercised separately (the "Unstapled Optio@yj}ions held by Daisytek employees who remainetl Baisytek were replaced (at the
option holder's election) with either options tguaice shares of Daisytek common stock or Unstaflptions.

In general, the adjustments to the outstandingybalisoptions were established pursuant to a forrdatigned to ensure that: (1) the
aggregate "intrinsic value” (i.e. the differencévmsen the exercise price of the option and the gtgykice of the common stock underlying
option) of the substitute options did not exceexlabgregate intrinsic value of the outstanding Yaalsstock option that was replaced by such
substitute option immediately prior to the spin;@fiid (2) the ratio of the exercise price of egafivo to the market value of the underlying
stock immediately before and after the spin-off wesserved.

Substantially all of the other terms and conditiohsach substitute stock option, including theetion times when, and the manner in which,
each option will be exercisable, the duration ef éixercise period, the permitted method of exersistlement and payment, the rules that
will apply in the event of the termination of emytoent of the employee, the events, if any, that giag rise to an employee's right to
accelerate the vesting or the time or exerciseetifeand the vesting provisions, are the same aetbbthe replaced Daisytek stock option,
except that option holders who are employed bycamepany will be permitted to exercise, and willdabject to all of the terms and
provisions of, options to acquire shares in the@ptdompany as if such holder was an employee df stieer company.

No adjustment or replacement was made to outstgriRliisweb stock options as a result of the-off.
BUSINESS SUPPLIES DISTRIBUTORS

PFSweb, Business Supplies Distributors, (a Daisgtddsidiary -- "BSD"), Daisytek and IBM were pasti® various Master Distributor
Agreements that expired on various dates througieB&®er 2001. Under these agreements, BSD actdnaster distributor of various IBM
products, Daisytek provided financing and credimrt to BSD and PFSweb provided transaction manageand fulfillment services to
BSD. In July 2001, PFSweb and Inventory Financiagrers, LLC ("IFP") formed Business Supplies Dimttors Holdings, LLC

("Holdings"), and Holdings formed a wholly-ownedsidiary, Supplies Distributors. Supplies Distritmgt, PFSweb and IBM entered into
new Master Distributor Agreements to replace ther@greements. Under these new agreements, Ssiifilieributors and its subsidiaries act
as master distributors of various IBM products gndsuant to a transaction management servicesragreg between PFSweb and Supplies
Distributors, PFSweb provides transaction managéarsh fulfillment services to Supplies Distributohs October 2002, PFSweb acquired
the remaining ownership interest in Holdings frdfR land as a result now owns 100% of Holdings. Seeplies Distributors.”
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SALE OF ASSETS TO DAISYTEK

In May 2001, PFSweb sold to Daisytek certain of agsets used to provide transaction managemeitagte Daisytek and its subsidiaries
for a purchase price of $11 million. As part ofsthiansaction, Daisytek and PFSweb terminated#msaction management services
agreement described above. As part of this traimsad®FSweb entered into a six-month transitionises agreement with Daisytek under
which we provided certain information technologgrsition services for a monthly service fee throdgivember 2001. Effective November
2001, we are no longer a party to any agreememtotgide services for Daisytek. Although we continade party to certain agreements with
Daisytek, such as the Master Separation Agreerttenfax Indemnification and Allocation Agreementidhe Initial Public Offering and
Distribution Agreement, we do not currently generay service revenues or incur any related exgeardsted to services for Daisytek.
However, through our master distributor relatiopstoperated by our subsidiary, Supplies Distrilsjtate sell certain products to Daisytek
and also purchase certain products from them @epplies Distributors").

RISK FACTORS

Our business, financial condition and operatingltssould be adversely affected by any of theofwihg factors, in which event the trading
price of our common stock could decline, and youlddose part or all of your investment. The rigksl uncertainties described below are
the only ones that we face. Additional risks andaustainties not presently known to us, or that weently think are immaterial, may also
impair our business operations.

RISKS RELATED TO OUR BUSINESS
OUR HISTORICAL FINANCIAL INFORMATION MAY NOT BE REP RESENTATIVE OF OUR FUTURE RESULTS.

The financial information for periods prior to thiear ended March 31, 2001 included in this FornKIay not reflect what our results of
operations, financial position and cash flows wdwdde been had we been a separate, stand-alotyedentng the periods presented. This is
because we made certain adjustments and allocaiioces Daisytek did not account for us as, and weewot operated as, a single stand-
alone business for the periods presented.

We cannot assure you that the adjustments andatibos we made in preparing our historical consiéd financial statements appropriately
reflect our operations during such periods as ifwad, in fact, operated as a stand-alone entityhatt the actual effect of our separation from
Daisytek would have been. Accordingly, we cannsuas you that our historical results of operatiaresindicative of our future operating or

financial performance.

The financial information for periods prior to Setber 30, 1999, subsequent to October 1, 2002 @mneintly, reflect product revenue earned
from the master distributor agreements with IBM1896 we entered into an agreement with the praupplies division of IBM. Under this
agreement, we served as an IBM master distribdtprinter supply products and purchased produehfiBM and resold them to IBM
customers. We subsequently entered into a sintjli@eanent in Europe and expanded our existing agretsnio include more product lines.
During the quarter ended September 30, 1999, wb, &%l IBM entered into new agreements to conform $ervice fee revenue business
model. Under these agreements, BSD acted as armagtéoutor of various IBM products, Daisytek pited financing and credit support to
BSD and PFSweb provided transaction managemerfulfitlinent services to BSD. As part of this restturing, we transferred to BSD the
IBM product inventory we held as the master distidin, together with our customer accounts rece&vabld our accounts payable owing to
IBM in respect to the product inventory. As a masiistributor under the original agreements, werded product revenue as we sold the
product to IBM customers. Similarly, our gross jitrafas based upon the difference between our rev&nom product sales and the cost of
purchasing the product from IBM. Under the new agrents, whereby BSD acted as the master distriboiorrevenue was service fee
revenue based on a percentage of IBM product sales.
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In July 2001, PFSweb and Inventory Financing Pasirid_C ("IFP") formed Business Supplies Distribigtéloldings, LLC ("Holdings"), and
Holdings formed a wholly-owned subsidiary, SupplBstributors. PFSweb originally had a 49% votinterest and IFP had a 51% voting
interest in Holdings. Supplies Distributors, PFSwael IBM entered into new Master Distributor Agress to replace the prior agreements.
Under these new agreements, Supplies Distributatsta subsidiaries act as master distributorsaoious IBM products and, pursuant to a
transaction management services agreement betvemed and Supplies Distributors, PFSweb providesstaction management and
fulfillment services to Supplies Distributors. Umdkee agreements with Supplies Distributors, PFSeatiinued to recognize service fee
revenue.

In October 2002, we acquired the remaining 51% a@slmip interest in Holdings from IFP and thus nownal®0% of Holdings. As a result of
the purchase, we will now consolidate 100% of Hugdi financial position and results of operatiorie mur consolidated financial statements.
Upon consolidation, effective October 1, 2002, wik eliminate the service fee revenue earned freamsubsidiary, Supplies Distributors.

As a result of reflecting revenue earned undetBihé agreements as product revenue in certain hegtbperiods and as service fee revent
others, our historical results of operations matybmoindicative of our future operating or finangarformance.

WE HAVE EXCESS CAPACITY, ARE INCURRING LOSSES FROM OPERATIONS AND NEED MORE REVENUE TO
ACHIEVE SUSTAINABLE PROFITABILITY.

We currently have unused space in our call cemtedsdistribution centers and excess capacity irsgstems infrastructure. As a result, we
are currently incurring losses from operationspfaperly service our existing clients and attramtrclients, it may be difficult or impractical
to substantially reduce many of the fixed cost®eissed with our unused space and excess cap&adtsequently, we may continue to incur
losses from operations until we have sufficientigreased our revenue to cover our fixed and variebsts. Alternatively, we may incur
restructuring charges to reduce portions of thedigosts associated with the unused space anddagatity. While we believe that as we |
revenue we will be able to cover our existing isfracture costs, there can be no assurance thatliwecrease our revenue or achieve
sustainable profitability.

OUR SERVICE FEE REVENUE IS DEPENDENT UPON OUR CLIESI BUSINESS AND TRANSACTION VOLUMES; ALL OF OUR
CLIENT SERVICE AGREEMENTS ARE TERMINABLE BY THE CIHNT AT WILL.

Our service fee revenue is primarily transactioseloeand fluctuates with the volume of transactmrisvel of sales of the products by our
clients for which we provide transaction managensentices. If we are unable to retain existingntBeor attract new clients or if we dedicate
significant resources to clients whose business doegenerate substantial transactions or whastupts do not generate substantial
customer sales, our business may be materiallyraglyeaffected. In addition, generally all of oengce agreements with our clients are
terminable by the client at will. Therefore, we nahassure you that any of our clients will conéinia use our services for any period of time.

WE ANTICIPATE INCURRING SIGNIFICANT EXPENSES IN THE FORESEEABLE FUTURE, WHICH MAY REDUCE OUR
ABILITY TO ACHIEVE PROFITABILITY.

In order to reach our business growth objectivesewpect to incur significant operating and marigéxpenses, as well as capital
expenditures, during the next several years. |erai@ offset these expenses, we will need to gémsignificant additional profitable busine
If our revenue grows slower than either we antii@pa our clients' projections indicate, or if aymerating and marketing expenses exceet
expectations, we may not generate sufficient reg¢aibe profitable or be able to sustain or increasfitability on a quarterly or an annual
basis in the future. Additionally, if our revenuegs slower than either we anticipate or our cieptojections indicate, we may incur
unnecessary or redundant costs and our operasafjiseould be adversely affected.

OUR OPERATING RESULTS COULD BE MATERIALLY IMPACTED BY OUR CLIENT MIX AND THE SEASONALITY OF
THEIR BUSINESS.

Our business could be materially impacted by dientimix and the seasonality of their businesseBagyon our current client mix, we
anticipate our service fee revenue business actiilt be at its lowest in the first quarter
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and at its highest in the second quarter of tleafigear and that our product revenue businesgitgatill be at its highest in the fourth quar
of our fiscal year. We believe that results of giens for a quarterly period may not be indicatif¢he results for any other quarter or for
full year. We are unable to predict how the sead#ynaf future clients' business may affect our daey revenue.

OUR SYSTEMS MAY NOT ACCOMMODATE SIGNIFICANT GROWTH IN OUR NUMBER OF CLIENTS.

Our success depends on our ability to handle & langnber of transactions for many different cligntgarious product categories. We expect
that the volume of transactions will increase digantly as we expand our operations. If this oscadditional stress will be placed upon the
network hardware and software that manages ouatipes. We cannot assure you of our ability toogffitly manage a large number of
transactions. If we are not able to maintain arr@mpate level of operating performance, we mayeli®y a negative reputation, and impair
existing and prospective client relationships andhusiness would be materially adversely affected.

WE MAY NOT BE ABLE TO RECOVER ALL OR A PORTION OF O UR START-UP COSTS ASSOCIATED WITH ONE OR
MORE OF OUR CLIENTS.

We generally incur start-up costs in connectiorhwliie planning and implementation of business m®selutions for our clients. Although
we generally recover these costs from the clietthénearly stages of the client relationship, themerisk that the client contract may not fully
cover the start-up costs. To the extent start-ugbsoexceed the start-up fees received, excesswitidie expensed as incurred. Additionally,
in connection with new client contracts we gengraidtur capital expenditures associated with assbtse primary use is related to the client
solution. There is a risk that the contract may leefire expected and we may not recover the fullarhof our capital costs.

OUR MARGINS MAY BE MATERIALLY IMPACTED BY CLIENT TR  ANSACTION VOLUMES THAT DIFFER FROM CLIENT
PROJECTIONS AND BUSINESS ASSUMPTIONS.

Our pricing for client transaction services, susttall center and fulfillment, is often based upofume projections and business assumpt
provided by the client. In the event the actuaklef activity is substantially different from tipeojections or assumptions, we may have
insufficient or excess staffing or other assetdaddd for such client that may impact our margind business relationship with such client.
In the event we are unable to meet the servicddesgected by the client, our relationship wita ttient will suffer and may result in the
termination of the client contract.

OUR BUSINESS IS SUBJECT TO THE RISK OF CUSTOMER AND SUPPLIER CONCENTRATION.

For the year ended December 31, 2002, the U.S, Mt subcontract agreement with IBM, Suppliestiibutors (prior to consolidation
effective October 1, 2002) and Xerox Corporatigoresented approximately 35%, 13% and 14%, resmgtiof our total service fee reven
for such period. The loss of either, or both, th&.Wiint or Xerox Corporation as clients would havmaterial adverse effect upon our
business.

Substantially all of our product revenue was geteeray sales of product purchased under masteibdigir agreements with IBM and is
dependent on IBM's business. Sales to two custoatemunted for approximately 13% and 12% of owaltptoduct revenues for the year
ended December 31, 2002. The loss of any one oe ofasuch customers would have a material advéfset @pon our business.

WE OPERATE WITH SIGNIFICANT LEVELS OF INDEBTEDNESSND ARE REQUIRED TO COMPLY WITH CERTAIN
FINANCIAL AND NON FINANCIAL COVENANTS; WE ARE REQURED TO MAINTAIN A MINIMUM LEVEL OF

SUBORDINATED LOANS TO OUR SUBSIDIARY SUPPLIES DISTRUTORS; AND WE ARE OBLIGATED TO REPAY ANY OVER-
ADVANCE MADE TO SUPPLIES DISTRIBUTORS BY ITS LENDER

As of February 28, 2003, our senior indebtednetsdetth $54.3 million. In addition we have providegi@million of subordinated
indebtedness to Supplies Distributors, the minintewel required under certain senior indebtednesitfas and the maximum level that may
be provided without approval from our lenders. Tégrictions on increasing this amount without lemaipproval may limit our ability to
comply with certain loan covenants or further grand develop Supplies Distributors' business. We lymaranteed most of the
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indebtedness of Supplies Distributors. These guaearare secured by a pledge of substantiallyf alloassets. The senior indebtedness have
maturity dates in calendar year 2004 and 2005atmitlassified as current debt in the accomparfyragcial statements. We cannot provide
assurance that such indebtedness will be renewétktsenior lending parties. Additionally, theseiseindebtedness facilities include both
financial and non-financial covenants. We can motjge assurance that we will be able to maintamgliance with these covenants. Any
non-renewal of these senior indebtedness facilitieany default under any of our senior indebtesivesuld have a material adverse impact
upon our business and financial condition. Furttteanwe are obligated to repay any over-advanceerta&upplies Distributors by its

lenders to the extent Supplies Distributors is lm&ibdo so.

WE FACE COMPETITION FROM MANY SOURCES THAT COULD AD VERSELY AFFECT OUR BUSINESS.

Many companies offer, on an individual basis, onmore of the same services we do, and we face etiiop from many different sources
depending upon the type and range of services sty a potential client. Our competitors inclueetical outsourcers, which are
companies that offer a single function, such alsceaiters, public warehouses or credit card praxses#lany of these companies have greater
capabilities than we do for the single functionytipeovide. We also compete against transportabgistics providers who offer product
management functions as an ancillary service tio ghignary transportation services. In many ins&gour competition is the in-house
operations of our potential clients themselves. ifH@ouse operations departments of potential tdieften believe that they can perform the
same services we do, while others are reluctantiteource business functions that involve direstammer contact. We cannot be certain that
we will be able to compete successfully againséeéhmr other competitors in the future.

OUR SALES AND IMPLEMENTATION CYCLES ARE HIGHLY VARI ABLE AND OUR ABILITY TO FINALIZE PENDING
CONTRACTS MAY CAUSE OUR OPERATING RESULTS TO VARY W IDELY.

The sales cycle for our services is variable, @ibjoranging between several months to up to a frean initial contact with the potential

client to the signing of a contract. Occasionatlg sales cycle requires substantially more timéay3en signing and executing client
contracts may affect our revenue and cause ouatipgresults to vary widely. We believe that agodial client's decision to purchase our
services is discretionary, involves a significamenitment of its resources and is influenced bgrise internal and external pricing and
operating comparisons. To successfully sell owises, we generally must educate our potentiahtdieegarding the use and benefit of our
services, which can require significant time arsbreces. Consequently, the period between initiatacct and the purchase of our services is
often long and subject to delays associated wigHghgthy approval and competitive evaluation psses that typically accompany signific
operational decisions. Additionally, the time regdito finalize pending contracts and to implenwmntsystems and integrate a new client
range from several weeks to many months. Delaggimng and integrating new clients may affect mwenue and cause our operating
results to vary widely.

WE ARE DEPENDENT ON OUR KEY PERSONNEL, AND WE NEED TO HIRE AND RETAIN SKILLED PERSONNEL TO
SUSTAIN OUR BUSINESS.

Our performance is highly dependent on the contirservices of our executive officers and other gessonnel, the loss of any of whom
could materially adversely affect our businessaddition, we need to attract and retain other kighilled technical and managerial persot
for whom there is intense competition. We cannstiesyou that we will be able to attract and rethépersonnel necessary for the
continuing growth of our business. Our inabilityaitract and retain qualified technical and managpersonnel would materially adversely
affect our ability to maintain and grow our busifnes

WE ARE SUBJECT TO RISKS ASSOCIATED WITH OUR INTERNA TIONAL OPERATIONS.

We currently operate a 150,000 square foot digiobwenter in Liege, Belgium and a 33,000 squaat dlistribution center in Richmond H
Canada, near Toronto, both of which currently hexeess capacity. We cannot assure you that wéda/gluccessful in expanding in these or
any additional international markets. In additiortiie uncertainty regarding our ability to generateenue from foreign operations and
expand our international presence, there are niglerent in doing business internationally, inchgli

o changing regulatory requirements;
o legal uncertainty regarding foreign laws, tardfed other trade barriers;
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o political instability;

o potentially adverse tax consequences;
o foreign currency fluctuations; and

o cultural differences.

Any one or more of these factors could materiallyeasely affect our business in a number of waysh &s increased costs, operational
difficulties and reductions in revenue.

WE ARE UNCERTAIN ABOUT OUR NEED FOR AND THE AVAILAB ILITY OF ADDITIONAL FUNDS.

Our future capital needs are difficult to predidte may require additional capital in order to takiwantage of unanticipated opportunities,
including strategic alliances and acquisitions &nflind capital expenditures, or to respond to giapbusiness conditions and unanticipated
competitive pressures. In addition, we may reqadditional funds to finance our operating lossémugd these circumstances arise, we may
need to raise additional funds either by borrowmgney or issuing additional equity. Although weeamity entered into a $7.5 million
accounts receivable line of credit, we cannot &sgaou that such financings will be adequate orlakbe for all of our future financing needs.
If we were successful in completing an equity ficiag, this could result in dilution to our stocktets.

WE MAY ENGAGE IN FUTURE STRATEGIC ALLIANCES OR ACQIS$ITIONS THAT COULD DILUTE OUR EXISTING
STOCKHOLDERS, CAUSE US TO INCUR SIGNIFICANT EXPENSEOR HARM OUR BUSINESS.

We may review strategic alliance or acquisition apppnities that would complement our current bussner enhance our technological
capabilities. Integrating any newly acquired busges, technologies or services may be expensivéraaeconsuming. To finance any
acquisitions, it may be necessary for us to raightianal funds through public or private financig\dditional funds may not be available on
terms that are favorable to us and, in the casgoity financings, may result in dilution to ouositholders. We may not be able to operate
any acquired businesses profitably or otherwisdémpnt our growth strategy successfully. If weamable to integrate any newly acquired
entities or technologies effectively, our operatiagults could suffer. Future acquisitions by usl@@lso result in incremental expenses and
the incurrence of debt and contingent liabilitiesamortization of expenses related to goodwill atieger intangibles, any of which could ha
our operating results.

OUR BUSINESS COULD BE ADVERSELY AFFECTED BY A SYSTEMS OR EQUIPMENT FAILURE, WHETHER OUR OWN
OR OF OUR CLIENTS.

Our operations are dependent upon our ability ¢deot our distribution facilities, customer servaanters, computer and telecommunications
equipment and software systems against damagednce§. Damage or failures could result from fpewer loss, equipment malfunctions,
system failures, natural disasters and other caddtt®ugh we believe we have sufficient propenty dusiness interruption insurance, if our
business is interrupted either from accidents eiittkentional acts of others, our business coulchaeerially adversely affected. In addition
the event of widespread damage or failures atailities, our shorterm disaster recovery and contingency plans asurémce coverage m
not be sufficient.

Our clients' businesses may also be harmed fronswstgm or equipment failures we experience. Ihdkant, our relationship with these
clients may be adversely affected, we may losectiosnts, our ability to attract new clients maydulversely affected and we could be
exposed to liability.

Interruptions could also result from the intentibaets of others, like "hackers." If our systems penetrated by computer hackers, or if
computer viruses infect our systems, our computeusd fail or proprietary information could be ngaopriated.

If our clients suffer similar interruptions in tiheiperations, for any of the reasons discussedeabpfor others, our business could also be
adversely affected. Many of our clients' computettams interface with our own. If they suffer imtgations in their systems, the link to our
systems could be severed and sales of their predoald be slowed or stopped.
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A BREACH OF OUR E-COMMERCE SECURITY MEASURES COULD REDUCE DEMAND FOR OUR SERVICES.

A requirement of the continued growth of e-commesdiie secure transmission of confidential infaioraover public networks. A party
who is able to circumvent our security measuresdcolisappropriate proprietary information or intgst our operations. Any compromise or
elimination of our security could reduce demanddor services.

We may be required to expend significant capital atther resources to protect against security besaor to address any problem they may
cause. Because our activities involve the storaget@nsmission of proprietary information, sucttilit card numbers, security breaches
could damage our reputation, cause us to losetslignpact our ability to attract new clients ane @ould be exposed to litigation and
possible liability. Our security measures may netvpnt security breaches, and failure to preverurity breaches may disrupt our operatic

WE MAY BE A PARTY TO LITIGATION INVOLVING OUR E-COM  MERCE INTELLECTUAL PROPERTY RIGHTS.

In recent years, there has been significant litgain the United States involving patent and ofhezllectual property rights. We may be a
party to intellectual property litigation in thetfue to protect our trade secrets or know-how. éthtates patent applications are confidential
until a patent is issued and most technologieslaveloped in secret. Accordingly, we are not, eamthot be, aware of all patents or other
intellectual property rights of which our servigaay pose a risk of infringement. Others asserfiglgts against us could force us to defend
ourselves or our customers against alleged infrivege of intellectual property rights. We could insubstantial costs to prosecute or defend
any such litigation.

RISKS RELATED TO DAISYTEK
WE HAVE POTENTIAL LIABILITY TO DAISYTEK FOR TAXIND  EMNIFICATION OBLIGATIONS.

Under the terms of our tax indemnification and @diion agreement with Daisytek, we will indemnifgiBytek for any tax liability it suffers
arising out of our actions, or certain actions tich we are a party that may exist, before or dfterspin-off that would cause the spin-off to
lose its qualification as a tax-free distributiam federal income tax purposes. These actionsdieciny event involving the acquisition of the
shares of our capital stock after the spin-off ties the effect of disqualifying the spin-off frdax-free treatment, whether or not the event is
the result of our direct action or within our caitif we cause the spin-off to not qualify as &-teee distribution, Daisytek would incur
federal income tax (that currently would be impoaed 35% rate), and possibly state income taxelegain inherent in the shares
distributed, which would be based upon the markéterof the PFSweb shares at the time of the dpimrcthe event that we are required to
indemnify Daisytek in respect of this liability,Wtould have a material adverse effect on our clash dnd business operations.

WE HAVE POTENTIAL LIABILITY FOR DAISYTEK'S TAX OBLI  GATIONS.

For all periods in which Daisytek owned 80% or mofeur capital stock, we were included in Daisygatonsolidated group for federal
income tax purposes. If Daisytek or other membétheconsolidated group fail to make any fedanabime tax payments, we would be lie
for the shortfall since each member of a consatidaroup is liable for the group's entire tax cdutiign.

RISKS RELATED TO OUR INDUSTRY
IF THE TREND TOWARD OUTSOURCING DOES NOT CONTINUE, OUR BUSINESS WILL BE ADVERSELY AFFECTED.

Our business could be materially adversely affeiftdte trend toward outsourcing declines or reger®r if corporations bring previously
outsourced functions back in-house. Particulariyrdugeneral economic downturns, businesses mag lm-house previously outsourced
functions to avoid or delay layoffs. The contindbrkat of terrorism within the United States andbald and the potential for sustained
military action may cause disruption to commerce aconomic conditions, both domestic and foreighnictv could have a material adverse
effect upon our business and new client prospects.
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OUR MARKET IS SUBJECT TO RAPID TECHNOLOGICAL CHANGE AND TO COMPETE WE MUST CONTINUALLY
ENHANCE OUR SYSTEMS TO COMPLY WITH EVOLVING STANDAR DS.

To remain competitive, we must continue to enhamzkimprove the responsiveness, functionality @adures of our services and the
underlying network infrastructure. If we are unatdlexdapt to changing market conditions, clienunemments or emerging industry standa
our business could be adversely affected. Theriateand e-commerce are characterized by rapid témical change, changes in user
requirements and preferences, frequent new prahetservice introductions embodying new technokbgied the emergence of new indu:
standards and practices that could render our tdoty and systems obsolete. Our success will dgpenhrt, on our ability to both

internally develop and license leading technologpesnhance our existing services and develop eewices. We must continue to address
increasingly sophisticated and varied needs otbents and respond to technological advances aratging industry standards and practices
on a cost-effective and timely basis. The develagtroé proprietary technology involves significaathnical and business risks. We may falil
to develop new technologies effectively or to adaptproprietary technology and systems to cliequirements or emerging industry
standards.

RISKS RELATED TO OUR STOCK
OUR COMMON STOCK IS SUBJECT TO POSSIBLE DELISTING F ROM THE NASDAQ SMALLCAP MARKET.

In June 2002, the NASDAQ approved our transitiamfithe NASDAQ National Market System to the NASDA@allCap Market. Our
securities began trading on the NASDAQ SmallCapkdion June 10, 2002.

This transition occurred in response to NASDAQ Mapkace Rule 4450(a)(5), which requires a minimuengoice of $1.00 for continued
listing on the NASDAQ National Market. The SmallOdarket also has a minimum bid price of $1.00 ferrs. However, as compared to
90-day grace period provided by the NASDAQ Natiaviakket, the SmallCap Market currently has a longarimum bid price grace period
of 180 days from receipt of NASDAQ Delisting Notifition (February 14, 2002 for the Company). Thacgrperiod extended us through
August 13, 2002.

Due to our compliance with the initial listing reqements for the NASDAQ SmallCap Market, on Auglét 2002 we were provided an
additional 180 day grace period, or until Februtdy 2003 to regain compliance. In March 2003, weevpzovided an additional 90 day grace
period, or until May 12, 2003, to regain compliané& can, however, provide no assurance as tollitydo maintain compliance with the
core listing standards and our continued listinthinNASDAQ SmallCap Market. If we are unable tgai@a compliance with the minimum

bid price requirement, our common stock would thersubject to a delisting determination from NASDAfpon receipt of such
determination, we plan to appeal the determinaticthe NASDAQ Listing Qualifications Panel. The appwould postpone the delisting u
the appeal is decided. The delisting of our comstonk could have a material adverse effect on theket price of, and the efficiency of the
trading market for, our common stock.

OUR CERTIFICATE OF INCORPORATION, OUR BYLAWS, OURHREHOLDER RIGHTS PLAN AND DELAWARE LAW MAKE
IT DIFFICULT FOR A THIRD PARTY TO ACQUIRE US, DESPE THE POSSIBLE BENEFIT TO OUR STOCKHOLDERS.

Provisions of our certificate of incorporation, dilaws, our shareholder rights plan and Delawanedould make it more difficult for a third
party to acquire us, even if doing so would be fiera to our stockholders. For example, our castife of incorporation provides for a
classified board of directors, meaning that onlgragimately one-third of our directors will be sabj to re-election at each annual
stockholder meeting. Our certificate of incorpasatalso permits our Board of Directors to issue anmore series of preferred stock which
may have rights and preferences superior to thbdea@ommon stock. The ability to issue prefestatk could have the effect of delayinc
preventing a third party from acquiring us. We halso adopted a shareholder rights plan. Thesagioog could discourage takeover
attempts and could materially adversely affectptiee of our stock.
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ITEM 2. PROPERTIES
Our PFSweb business is headquartered in a ceffficd tacility located in Plano, Texas, a Dalladbstb.

In the U.S., we operate an approximately 800,0@@uszfoot central distribution complex in MempHignnessee. This complex is located
approximately four miles from the Memphis Interpatl Airport, where both Federal Express and UniRactel Service operate large hub
facilities.

We operate a 150,000 square foot distribution eénteiege, Belgium, which contains advanced digttion systems and equipment. We also
operate a 33,000 square foot distribution cent&iammond Hill, Canada, near Toronto. We operagtaer service centers in Memphis,
Tennessee; Plano, Texas; and Liege, Belgium. Quearater technology permits the automatic routifigalls to available customer service
representatives in several of our call centers.

All of our facilities are leased and the materégdde agreements contain one or more renewal options
ITEM 3. LEGAL PROCEEDINGS

None.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

26



PART Il
ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND R ELATED STOCKHOLDER MATTERS

Our common stock is listed and currently tradeshenNASDAQ SmallCap Stock Market under the symiH#SW." The following table sets
forth for the period indicated the high and lowesatice for the common stock as reported by NASDAQ:

PRICE

H IGH LOW
Nine Months Ended December 31, 2001
First Quarter.............ccoceeevveenee. $ 145 $ 0.69
Second Quarter............ccccceveennee.. $ 1.06 $ 0.35
Third Quarter........ccccccovvvveeennn, $ 1.00 $ 0.67
Year Ended December 31, 2002
First Quarter.............cccceeevveenee. 0.98 $ 0.76
Second Quarter... 0.90 $ 0.37
Third Quarter....... 0.53 $ 0.28
Fourth Quarter............ccccveeeenn. 0.54 $ 0.25

As of March 15, 2003, there were approximately 5,88areholders of which 127 were record holdeth@tommon stock.

We have never declared or paid cash dividends oea@umon stock and do not anticipate the paymenash dividends on our common
stock in the foreseeable future. We currently idtemretain all earnings to finance the furtherelegment of our business. The payment of
any future cash dividends will be at the discretidboour Board of Directors and will depend upon cag other things, future earnings,
operations, capital requirements, the general &izdicondition of the Company and general busitesslitions. See "Management's
Discussion and Analysis of Financial Condition &websults of Operations -- Liquidity and Capital Reses."

ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA
HISTORICAL PRESENTATION
In June 2001, we announced a change in our fig= gnd from March 31 to December 31.

The selected consolidated historical statemenpefations data for the year ended March 31, 20@lnine months ended December 31,
2001, and the year ended December 31, 2002, arstkbeted consolidated balance sheet data as efhiiber 31, 2001 and 2002 have been
derived from our audited consolidated financiatesteents, and should be read in conjunction witlsétgtatements and notes, which are
included in this Form 10-K. The selected consobdattatement of operations data for the years elidech 31, 1999 and 2000 and the
selected consolidated balance sheet data as 0h\8arc1999, 2000 and 2001 have been derived franawdited consolidated financial
statements, and should be read in conjunction thiike statements, which are not included in thisnF0-K. The selected consolidated
statement of operations data for the nine montde@mecember 31, 2000 and twelve months ended Oewedi, 2001, and the selected
consolidated balance sheet data as of Decemb&08@,have been derived from our unaudited inteomdensed consolidated financial
statements, and should be read in conjunction thidke statements, which are not included in thisnFt0-K.

The financial information for periods prior to thear ended March 31, 2001 herein may not necegsafitct what our results of operations,
financial position and cash flows would have bead Wwe been a separate, stand-alone entity durengdtiods presented. This is because we
made certain adjustments and allocations sinceyiz&islid not account for us as, and we were notaipd as, a single stand-alone business
for the periods presented.

The selected consolidated financial data shouldeld in conjunction with "Management's Discussiod Analysis of Financial Condition
and Results of Operations," "Risks Related to QusiBess - Our historical
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Operations," "Risks Related to Our Business - Qstohical financial information may not be repretsgive of our future results," and the
consolidated financial statements and notes thénatcare included elsewhere in this Form 10-K.

HISTORICAL SELECTED CONSOLIDATED FINANCIAL DATA
(IN THOUSANDS, EXCEPT PER SHARE DATA)

NINE MONTHS ENDED YEAR ENDED
YEAR ENDED MARCH 31, DECEMBER 31, DECEMBER 31,
1999 2000 2001 2000 2001(B) 2 001 2002
CONSOLIDATED STATEMENT OF
OPERATIONS DATA:
Revenues:
Product revenue, net............. $ 94,768 $ 57,044 $ - $ - $ - 3 - $57,492
Net service fee revenue.. 7,547 30,829 48,258 37,017 27,953 3 9,194 35,825
Other net revenue - - 2,097 1,700 100 497 -
Total net revenues............. 102,315 87,873 50,355 38,717 28,053 3 9,691 93,317
Costs of revenues:
Cost of product revenue.......... 89,401 53,905 - -- -- - 54,343
Cost of service fee revenue...... 5,323 23,475 34,421 26,790 18,209 2 5,840 22,660
Cost of other revenue - 2,470 2,411 (627) (568) -
77,380 36,891 29,201 17,582 2 5,572 77,003
Gross profit......ccceeeeeeenns 7,591 10,493 13,464 9,516 10,471 1 4,419 16,314
Percent of revenues................. 7.4% 11.9% 26.7%  24.6% 37.3% 36.3% 17.5%
Selling, general and
Administrative expenses.......... 6,711 17,764 25,286 18,924 16,892 2 3,254 27,012
Severance and other termination
- - - - -- 1,213
- - - - - - 922
- - - (5,141) ( 5,141) -
Income (loss) from operations.... 880 (7,271)  (11,822) (9,408) (1,280) ( 3,694) (12,833)
Percent of revenues................. 0.9% (8.3)% (23.5)% (24.3)% (4.6)% (9.3)% (13.7)%
Equity in earnings of affiliate..... - - - - - -- 1,163
Interest expense (income), net...... 374 459 (1,091) (880) (496) (707) (161)
Income (loss) before income
taxes and extraordinary item.... 506 (7,730)  (10,731) (8,528) (784) ( 2,987) (11,509)
Income tax expense (benefit)........ 214 (1,791) 25 36 (219) (230) 94

Income (loss) before
extraordinary item.............. 292 (5,939) (10,756) (8,564) (565) ( 2,757) (11,603)

Extraordinary item - gain on
purchase of 51% share of Supplies

Distributors...........ccccuee.. - - -- - - -- 203
Net income (loss) (5,939) $(10,756) $(8,564) $ (565) %( 2,757) $(11,400)
PER SHARE DATA:
Net income (loss) per share:
Basic and diluted (a)............ $ 002 $ (0.38) $ (0.60) $(0.48) $ (0.03) $ (0.15) $ (0.63)
Weighted average number of shares
outstanding:
Basic and diluted (a)............ 14,305 15,479 17,879 17,870 18,036 1 8,004 18,229
A S OF MARCH 31, AS OF DECEMBER 31,
1999 2000 2001 2000 2001(b) 2002

(UNAUDITED)

Working capital................... $ 14,636 $ 27,974 $ 19,941 $ 21,055 $ 11,189 $ 15,910
Total assets.... 69,057 60,405 59,089 58,789 51,611 107,026
Long-term obligations............. 29,029 2,407 4,353 4,100 5,873 4,514

Shareholders' equity.............. 581 47,650 37,001 39,010 36,605 26,470

(a) Prior to the Offering, which was consummatethmyear ended March 31, 2000, basic and dilué¢deome (loss) per share was
determined based on net income (loss) divided by1th305,000 shares outstanding. There were natiaite dilutive securities outstanding
prior to the Offering. For the years ended March,Z)00 and 2001, the nine month periods endedeee31, 2000 and 2001, and the y:
ended December 31, 2001 and 2002, outstandingnsptiopurchase common shares of PFSweb were &uttirdiand have been excluded
from the weighted average share computation.

(b) In June 2001, the Company elected to chandsdal year end from March 31 to December
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of our resoftoperations and financial condition should dedrin conjunction with the consolidated
financial statements and related notes theretoaajmgeelsewhere in this Form 10-K.

FORWARD-LOOKING INFORMATION

We have made forward-looking statements in thisdRegn Form 10-K. These statements are subjedsks and uncertainties, and there can
be no guarantee that these statements will protse torrect. Forward-looking statements includeaggions as to how we may perform in
the future. When we use words like "seek," "sttiVbelieve," "expect," "anticipate,” "predict,” "pential,” "continue," "will," "may," "could,"
“intend," "plan," "target" and "estimate" or simiilaxpressions, we are making forward-looking st&tets You should understand that the
following important factors, in addition to thoset $orth above or elsewhere in this Report on Fb0aK, could cause our results to differ
materially from those expressed in our forward-iogkstatements. These factors include:

o our ability to retain and expand relationshipghwveixisting clients and attract new clients;
o our reliance on the fees generated by the tréinsamlume or product sales of our clients;
o our reliance on our clients' projections or tet®n volume or product sales;

o our client mix and the seasonality of their bass

o our ability to finalize pending contracts;

o the impact of strategic alliances and acquisiion

o trends in the market for our services;

o trends in e-commerce;

o whether we can continue and manage growth;

o changes in the trend toward outsourcing;

o0 increased competition;

o our ability to generate more revenue and achsergéainable profitability;

o effects of changes in profit margins;

o the customer concentration of our business;

o the unknown effects of possible system failured mpid changes in technology;

o trends in government regulation both foreign dahestic;

o foreign currency risks and other risks of opagin foreign countries;

o potential litigation involving our e-commerceetiectual property rights;

o our dependency on key personnel;

o our ability to raise additional capital or obtaigditional financing;

o our relationship with and our guarantees of theking capital indebtedness of our subsidiary, $spistributors;
o our ability or the ability of our subsidiariesliorrow under current financing arrangements anithtaia compliance with debt covenants;
and

o the continued listing of our common stock onk#e&SDAQ SmallCap Market.

We have based these statements on our currenttakpas about future events. Although we beliea the expectations reflected in our
forward-looking statements are reasonable, we dagusrantee you that these expectations actuallpeviachieved. In addition, some
forward-looking statements are based upon assungpéie to future events that may not prove to barate. Therefore, actual outcomes and
results may differ materially from what is expectedorecasted in such forward-looking statemeWs.undertake no obligation to update
publicly any forward-looking statement for any reaseven if new information becomes available tieoevents occur in the future. There
may be additional risks that we do not currentBwias material or that are not presently knowrevaluating these statements, you should
consider various factors, including the risks setifin the section entitled "Risk Factors."

OVERVIEW

We are an international outsourcing provider ofégnated business process outsourcing solutiongjorirand name companies seeking to
maximize their supply chain efficiencies and toeext their e-commerce initiatives. We derive oueraxes from a broad range of services,
including professional consulting, technology coteation,
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order management, managed web hosting and webogeweht, customer relationship management, finaseialices including billing and
collection services and working capital solutiomgtions kitting and assembly services, informatimmagement and international fulfillment
and distribution services. We offer our serviceamintegrated solution, which enables our cliémisutsource their complete infrastructure
needs to a single source and to focus on theiramrgetencies. Our distribution services are coredliat our warehouses and include real-
time inventory management and customized pickiagkimg and shipping of our clients' customer ordéfs currently provide infrastructure
and distribution solutions to clients that opeiiata range of vertical markets, including techngloganufacturing, computer products,
printers, cosmetics, fragile goods, high securitfectibles, pharmaceuticals, housewares, appatetommunications and consumer
electronics, among others.

Our service fee revenue is typically charged oeragnt of shipped revenue basis or a per-transebtisis, such as a per-minute basis for
web-enabled customer contact center services ged-igem basis for fulfillment services. Additiorfaks are billed for other services. We
price our services based on a variety of factadutding the depth and complexity of the services/ged, the amount of capital expenditu

or systems customization required, the length ofret and other factors. Many of our contractdweitir clients involve third-party vendors
who provide additional services such as packageaigl The costs we are charged by these thirdypemdors for these services are passed
on to our clients (and, in many cases, our cliantstomers). Our billings for reimbursements ofthand other 'out-of-pocket' expenses, such
as travel, shipping and handling costs and teleconication charges are included in gross servicegieenue. The related reimbursable costs
are reflected as pass-through charges and rediatgtoss service fee revenue in computing neticefee revenue.

For the periods prior to September 30, 1999, submsdo October 1, 2002 and currently, our servigelside purchasing and reselling client
product inventory under our master distributor agrents with IBM and certain other clients. In thasangements, our product revenue is
recognized at the time product is shipped. Durinig time, product revenue includes freight cosliedito customers and is reduced for pass
through customer marketing programs. For the pdrima October 1, 1999, to September 30, 2002, thgeand other agreements were
restructured to provide transaction managementcgonly on a service fee basis based on a pagewot shipped revenue. See "Historical
Financial Presentation."

Our expenses are comprised of:

o prior to September 30, 1999, subsequent to OcthliZ02 and currently, cost of product revenugctv consists of the price of product
sold and freight costs and is reduced by certaintrersable expenses such as pass through custoanketing programs, direct costs incur

in passing on any price decreases offered by IBEBupplies Distributors customers to cover pricegariion and certain special bids, the cost
of products provided to replace defective prodatiinned by customers and certain other expensdsfiaed under the master distributor
agreements;

o0 cost of service fee revenue, which consists piiynaf compensation and related expenses for ogb\habled customer contact center
services, international fulfillment and distributiservices and professional consulting serviced otimer fixed and variable expenses directly
related to providing services under the terms eflfased contracts, including certain occupancyirgfodmation technology costs and
depreciation and amortization expenses; and

o selling, general and administrative expenseschivbonsist primarily of compensation and relateglesses for sales and marketing staff,
executive, management and administrative persamtkebther overhead costs, including certain ocaeypand information technology costs
and depreciation and amortization expenses. Irtiaddfor the periods prior to September 30, 13fhsequent to October 1, 2002 and
currently, certain direct contract costs relateduoIBM and other master distributor agreemengsreflected as selling and administrative
expenses.

HISTORICAL FINANCIAL PRESENTATION

We believe our historical financial statements mayprovide a meaningful comparison to our cureend future financial performance for
reasons described below.
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In 1996, we entered into an agreement with thetgrisupplies division of IBM. Under this agreemem, provided IBM with various
transaction management services, such as callrcgaméces and order fulfillment and distributiéde also served as an IBM master
distributor of printer supply products. Under thiaster distributor arrangement, we purchased tiéepisupply products from IBM and
resold them to IBM customers. Following our init@reement with the printer supplies division, wpanded our agreements to include n
product lines.

During the quarter ended September 30, 1999, wisy2k and IBM entered into new agreements to aonfiis IBM business to our servi
fee business model. Under these new agreementsytBlaiacted as the master distributor of the IBhdpicts and we provided various
transaction management services. As part of tisueturing, we transferred to Daisytek the IBMdurot inventory, which we held as the
master distributor, together with our customer aote receivable and our accounts payable owingkbih respect of the product inventory.
The purpose of the restructuring was to separatentster distributor and transaction managemeponsilities between ourselves and
Daisytek so that each could focus on its core coempées.

As a master distributor under our prior agreememésrecorded revenue as product revenue as wetsofatoduct to IBM customers.
Similarly, our gross profit was based upon theatéhce between our revenue from product saleshencbist of purchasing the product from
IBM. Under the revised agreements, whereby Daisgtt&d as the master distributor, our revenue wsce fee revenue based on a
percentage of IBM product sales.

In July 2001, PFSweb and Inventory Financing Pastrid_C ("IFP") formed Business Supplies Distribigtéioldings, LLC ("Holdings"), and
Holdings formed a whollyswned subsidiary, Supplies Distributors, Inc. ("Bligs Distributors"). PFSweb originally had a 49%iing interes
and IFP had a 51% voting interest in Holdings. épt®mber 2001, Daisytek sold its subsidiariestihdtbeen conducting the IBM master
distributor business to Holdings. Supplies Disttdvg, PFSweb and IBM entered into new Master Digtor Agreements to replace the prior
agreements. Under these new agreements, Suppsg#Diors and its subsidiaries act as masteriloligtrs of various IBM products and,
pursuant to a transaction management servicesragredetween PFSweb and Supplies Distributors, RBSwmovides transaction
management and fulfillment services to Suppliegribistors. Under the agreements with Supplies ibistors, we continued to recognize
service fee revenue.

In October 2002, we acquired the remaining 51% @s8lip interest in Holdings from IFP and, as a resué now own 100% of Holdings. As
the Company initially owned 49% of Holdings, theuks of Holdings were not previously consolidait#d our results. Instead, our equity
interest was presented in the consolidated balsimeet as investment in affiliate and our allocatibhloldings' net income were presented in
the consolidated statement of operations as equagrnings of affiliate. As a result of the pursbaeffective October 1, 2002, we began
consolidating 100% of Holdings' financial positiand results of operations into our consolidatedrfmal statements. Upon consolidation,
eliminate the service fee revenue earned from wisidiary, Supplies Distributors, as well as theesponding expense recorded by Supplies
Distributors in its selling, general and administra expense. In addition, our costs previouslectéd as cost of service fee revenues under
the service fee arrangement are now recorded onsotidated basis as selling, general and admatistr expense. Subsequent to October 1,
2002, and currently our consolidated revenue eaundér the IBM agreements is reflected as prodaetnue. See "Supplies Distributors."

As a result of this purchase, our total revenuissngr under our new IBM agreements will increasec@mpared to the total revenues arising
under the prior IBM agreements. This is becausevil@éow recognize product revenue for this arramget as compared to our previous
recognition of service fees, which equaled a peeggnof the associated product revenue. Howevegrogs profit margin as a percent of
product revenue under the new IBM agreements iel@s compared to our gross profit margin as aepéf net service fee revenue under
the prior IBM service fee agreements.

In addition, upon completion of the Offering on Betber 2, 1999, we entered into a transaction manageservices agreement with
Daisytek. Under this agreement, we received seffeiegevenue based upon a percentage of Daisgtakised product revenue.
Consequently, our historical financial statemeantkect the service fee revenue we received fronsy@ek under this new agreement for the
twelve months ended March 31, 2001, but for onlyr fimonths in the fiscal year ended March 31, 2@3fective May 2001, our transaction
management services agreement with Daisytek wasrtated. Concurrently, we also entered into a s transitional and information
technology services agreement with Daisytek, whéchinated in November 2001. Effective November2@@ are no longer party to any
agreement to provide services for Daisytek, howetheough our
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master distributor relationships operated by olsiliary Supplies Distributors, we sell and purehesrtain products to and from Daisytek.
RESULTS OF OPERATIONS

The following table sets forth certain historicimancial information from our consolidated statetsesf operations expressed as a percent of
net revenues.

NINE MONTHS ENDED YEAR EN DED
DECEMBER 31, DECEMBER 31,
2000 2001 2001 2002
(UNAUDITED) (UNAUDITED)
Product revenue...........ccccoeeeiniiiiennnns --% --% --% 61.6%
Gross service fee revenue............cccceeeennee 110.0 107.3 107.7 37.1
Gross service fee revenue, affiliate............... - 5.6 4.0 5.2
Total gross service fee revenue............. 110.0 112.9 111.7 42.3
Pass-through charges............ccccoeeinnnene. (14.4) (13.3) (13.0) (3.9)
Net service fee revenue...............ccceeeevnnee 95.6 99.6 98.7 38.4
Other revenue..........ccceeeevvieeeniiiieeen. 4.4 0.4 1.3 -
Total net revenues...........cccceveevnnnes 100.0 100.0 100.0 100.0
Cost of product revenue (as % of product
FEVENUE)....ceiiiiiiaeaiiieeeeeaieeea e e - - - 94.5
Cost of service fee revenue (as % of net service fe e
FEVENUE)....uvviiiiiiieeieeeeeeeeesesneinenens 72.4 65.1 65.9 63.3
Cost of other revenue (as % of total revenues)..... 6.2 (2.2) (1.4) -
Total costs of revenues..................... 75.4 62.7 63.7 82.5
Gross profit.......cccccvveveeeeeenennennn. 24.6 37.3 36.3 17.5
Selling, general and administrative expenses....... 48.9 60.2 58.6 28.9
Severance and other termination costs.............. - - - 1.3
Asset impairments...........oeeeevciiiininennns -- -- -- 1.0
Other.....cooiiiiiiicec e - (18.3) (13.0) -
Loss from operations.............ccccco..e. (24.3) (4.6) (9.3) (13.7)
Equity in earnings of affiliate.... -- -- -- 1.2
Interest expense..........ccccvvvenes 0.3 0.9 0.6 0.9
Interest iNCOMe........ccoviuiieiiiiiieeee s (2.6) 2.7) (2.4) (1.1)
Loss before income taxes and extraordinary
AN (22.0) (2.8) (7.5) (12.3)
Income tax expense (benefit)............ccoeueeee. 0.1 (0.8) (0.6) 0.1
Loss before extraordinary gain.............. (22.1) (2.0) (6.9) (12.4)
Extraordinary gain.......c.cccceeevveieicnninnnns -- -- -- 0.2
Net 10SS.....cooveieiiiieieeciieen (22.1)% (2.0)% (6.9)% (12.2)%

YEAR ENDED DECEMBER 31, 2002 COMPARED TO YEAR ENDED DECEMBER 31, 2001

Product Revenue. Product revenue was $57.5 miitinthe year ended December 31, 2002, which reflpaiduct sales for Supplies
Distributors subsequent to its consolidation effecOctober 1, 2002 (see "Supplies DistributorSpplies Distributors had $163.6 million
product revenue for the nine months ended SepteBthe?002 prior to consolidation, or a total of $22million of product revenue for the
year ended December 31, 2002. Based on SuppligsbDisrs' current business plan, we expect tontefpdure product revenue
approximately $240 million in calendar year 2003.

Net Service Fee Revenue (including service feemawgeaffiliate). Net service fee revenue was $8ail8on for the year ended December .
2002 as compared to $39.2 million for the year dridecember 31, 2001, a decrease of $3.4 millid@&¥. The decrease in net service fee
revenue over the prior period was due to the impacertain client terminations in calendar yea@20f $12.6 million, primarily the Daisyt
contracts discussed below, partially offset byramease in net service fee revenue from existiregts of $4.7 million and the impact of new
service contract relationships of $4.5 million. Therease in net service fee revenue from existlignts would have been $6.5 million had
we not consolidated Supplies Distributors, and #liminated service fee revenue, affiliate for theee months ended December 31, 2002.
Net service fee revenue for the year ended DeceBthe2002, include
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$1.3 million of client relationships terminatedtire current fiscal year. For the year ended Dece®be2002, net service fee revenue from
existing clients increased from the prior periqutanarily related to increased service fee revenom of our largest client offset by decrea
in the net service fee revenues earned from thiadss activity with Supplies Distributors versissptedecessor company.

In conjunction with the $10.9 million sale of atdilsution facility to Daisytek in May 2001 (discuestbelow in "Liquidity and Capital
Resources"), we terminated certain of our transagtianagement services agreements entered intedrivg, Daisytek and a Daisytek
subsidiary. Concurrently with the closing of theilidy sale, we entered into a six-month transitg@mvices agreement to provide Daisytek
with certain transitional and information technolagrvices. The net impact of the changes in owices provided to Daisytek, excluding
business activity previously provided to BSD, ameotbBaisytek subsidiary, was a reduction in netiserfee revenue of $11.0 million for the
year ended December 31, 2002 as compared to theydad December 31, 20(

Pursuant to the terms of our transaction managessnices agreement with Supplies Distributorseamned service fees, which are reported
as service fee revenue, affiliate in the accompapgbnsolidated financial statements (prior todtwesolidation of Holdings' results of
operations effective October 1, 2002), of approxetya$4.7 million, net of $0.2 million of pass-thugh charges, for the year ended December
31, 2002. Prior to becoming a related party, serfées earned by PFSweb from BSD (the Daisytekidiag and predecessor to Supplies
Distributors), associated with the same businesgites, were $6.0 million, net of $0.5 million pfss-through charges, for the year ended
December 31, 2001. For the year ended Decemb@0B1, our revenue was negatively impacted by ldhen anticipated IBM related

activity due to the transition to Supplies Disttitms from Daisytek but was benefited by approxitya$€.8 million of service fee adjustments
resulting from the finalization of the Daisytek ti@ct.

Other Revenue. Other revenue of $0.5 million ferykar ended December 31, 2001 represents thelaaged to clients in conjunction with
early contract terminations.

Cost of Product Revenue. Cost of product reveniue®bd.3 million for the year ended December 31220hich reflects cost of product
sales for Supplies Distributors subsequent todtsolidation effective October 1, 2002 ("see Swggpbistributors™). Cost of product revenue
as a percent of product revenue was 94.5% durimgéhr ended December 31, 2002 and zero duringetireended December 31, 2001. The
resulting gross profit margin was 5.5% for the yemded December 31, 2002. Supplies Distributorsfi&d .3 million of cost of product
revenue, prior to consolidation, or a total of $B0&illion of cost of product revenue for the yeaded December 31, 2002. Based on
Supplies Distributors' current business plan, wgeekto report future cost of product revenue girapimately $228 million in calendar year
2003.

Cost of Net Service Fee Revenue. Cost of net sefele revenue was $22.7 million for the year eridedember 31, 2002, as compared to
$25.8 million during the year ended December 3012@ decrease of $3.1 million or 12.3%. The resykervice fee gross profit was $13.2
million or 36.7% of net service fee revenue, dutting year ended December 31, 2002 as comparedtd fillion, or 34.1% of net service
fee revenue for the year ended December 31, 20(rgr@ss profit as a percent of net service feemae increased in the current period
because the gross profit percentage earned onrceoistracts terminated in calendar year 2001 wagt than the contracts we currently
operate. This was partially offset by $0.4 millioicosts in excess of start up fees incurred foew client implementation during the year
ended December 31, 2002. For the year ended Dec&hp2001, our gross profit margin was negativelgacted by lower than anticipated
IBM related activity due to the transition to SupplDistributors from Daisytek but was benefitedapproximately $0.8 million of service f
adjustments resulting from the finalization of taisytek contract for which the related serviceviteds were performed in earlier periods.
we add new service fee revenue in the future, ildavget the underlying contracts to earn a gposdit of 35-40%.

Cost of Other Net Revenue. Cost of other revenuéhfoyear ended December 31, 2001 of ($0.6) miltiomarily reflects the benefit
associated with the reversal of accruals madedpthvious years for estimated client terminatiosig that were determined to be in exce
actual costs incurred.

Selling, General and Administrative Expenses. SG&fenses were $27.0 million for the year ended Déee 31, 2002, or 28.9% of total
net revenues, as compared to $23.3 million, or%&6total revenues, for the year
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ended December 31, 2001. SG&A expenses increasrdtwy prior year due to approximately $2.8 millfonthe year ended December 31,
2002, of technology infrastructure costs that weceirred in both periods but that were recorded esmponent of cost of service fee reve
in the prior year. These technology costs werecjpally dedicated to the activities that generaerice fee revenue under the transaction
management services contract with Daisytek, whiak terminated in November 2001. In addition, SG&feanses for the year ended
December 31, 2001, were benefited by the favonaselution of certain accounts and VAT receivab&S&A expenses as a percentage of
total net revenues decreased from the prior yeatalthe increase in total net revenues, resultomg the inclusion of product sales
subsequent to the consolidation of Holdings efiec@®ctober 1, 2002. In future periods, as a refyersonnel reductions and certain asset
write-offs recorded during the year ended Decer8fie2002, we believe our SG&A expenses will decbgeapproximately $1.2 million
quarterly as compared to the $7.0 million expessellincurred in the March and June quarters afraddr year 2002. However this benefit
will be partially offset, as due to the consolidatof Holdings (see "Supplies Distributors"), welassify certain costs previously
characterized as cost of service fee revenue to/AS®8&e believe that the percentage of SG&A expenséstal net revenues will further
decrease in calendar year 2003 as total net resdauealendar year 2003 will include a full twelw®nths of Supplies Distributors' product
revenue as compared to one quarter in calendar2péay.

Severance and Other Terminations Costs. For theeyeied December 31, 2002, we recorded $1.2 milif@everance and other termination
charges associated with a restructuring plan toaedosts.

Asset Impairments. For the year ended Decembe2(®I2, we recorded $0.9 million of expense for agspairment and abandonment
charges. This charge relates to an older warehmasagement system that was upgraded to a new systémg the year, as well as the
disposition of certain other assets no longer us¢lde business. We did not finalize all restruictgractivities as of December 31, 2002, and
thus expect to incur an additional amount tota$0gs million to $1.0 million of restructuring chag during calendar year 2003.

Equity in Earnings of Affiliate. For the year endedcember 31, 2002, we recorded $1.2 million ofitggn earnings of affiliate that
represents our allocation of Holdings earningsrgnaOctober 1, 2002. Due to the consolidation ofdihgs (see "Supplies Distributors™),
effective October 1, 2002, we will not report eguit earnings of affiliate for our ownership of Holgs in the future.

Interest Expense. Interest expense was $0.8 mittiothe year ended December 31, 2002 as compar@@.3 million for the year ended
December 31, 2001. The increase in interest exgeriiee to the consolidation of Holdings (see "SiagDistributors”). In the future we will
report a higher consolidated interest expensetieguitom interest paid under Holdings' credit féigis and higher interest expense due to an
increase in our long-term debt and capital leasigations. Interest expense, without the consailitaof Holdings, would have been $0.4
million for the year ended December 31, 2002, ancase compared to the year ended December 31, @0®10 an increase in our lotgrm
debt and capital lease obligations.

Interest Income. Interest income was $1.0 milliad &1.0 million for the year ended December 31228@d 2001, respectively. In the future
we will report lower consolidated interest inconesulting from the elimination of interest incomerfr the Subordinated Note due to PFS
from Holdings upon consolidating Holdings (see "Sligs Distributors"). Interest income, without tb@nsolidation of Holdings, would have
been $1.2 million for the year ended December B022Interest income increased as compared toghegnded December 31, 2001,
attributable to the interest charged on our sulbaited loan to Supplies Distributors, which wasemtftd in our consolidated results for nine
months during the year ended December 31, 200@ugtrthe October 1, 2002 acquisition date) as costip@ approximately four months
during the prior year, offset by lower interesesaéarned by our cash and cash equivalents and balsnces of cash and cash equivalents.

Income Taxes. For the year ended December 31, 280 corded a tax provision of $0.1 million primhaassociated with Holdings'
Canadian and European operations. We did not remoidcome tax benefit associated with our conatdid net loss in our U.S. operations
valuation allowance has been provided for our eftmled tax assets as of December 31, 2002, whicphramarily related to our net operati
loss carryforwards. For the year ended Decembe?2@®11, we recorded an income tax benefit of $0l2anj which primarily related to a pre-
tax loss from our Canadian operations that careled back to prior tax years. We did not recardreeome tax benefit for our European
pre-tax losses in the current or prior period. Buthe consolidation of Holdings (see
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"Supplies Distributors"), in the future we antidipahat we will record an income tax provision a&ssted with Holdings' Canadian and
European results of operations.

NINE MONTHS ENDED DECEMBER 31, 2001 COMPARED TO NINE MONTHS ENDED DECEMBER 31,
2000

Service Fee Revenue (including service fee revedftibate). Service fee revenue was $28.0 millfonthe nine months ended December 31,
2001 as compared to $37.0 million for the nine hemnded December 31, 2000, a decrease of $9i6mul 24.5%. The decrease in sen
fee revenue over the prior period was due to thgaonof certain contract terminations, primarilg haisytek contract, as well as certain o
lower margin producing contracts. This reductiors\wartially offset by the impact of new service ttaat relationships and growth in exist
client relationships. In conjunction with the $1@n8llion sale of a distribution facility to Daisykten May 2001 (discussed below in "Liquidity
and Capital Resources"), we terminated certairuot@nsaction management services agreement®dritéo between us and Daisytek ar
Daisytek subsidiary. Concurrently with the closofghe facility sale, we entered into a six-montinsition services agreement to provide
Daisytek with certain transitional and informati@chnology services, under which we earned $2.BomilThe net impact of the changes in
our services provided to Daisytek was a reductiorevenue of $10.6 million for the nine months ehBecember 31, 2001. The reduction in
revenue attributed to the termination of lower nraproducing contracts was $8.2 million for theenmonths ended December 31, 2001. For
the nine months ended December 31, 2001, the meieaevenue attributed to new client contractiehships was $7.2 million. For the n
months ended December 31, 2001, the increase éamuevirom existing contracts was $2.6 million. Véidve this increase was negatively
impacted by a slowdown in the U.S. economy.

Pursuant to the terms of our transaction managesgnices agreement with Supplies Distributorseamned service fees, which are reported
as service fee revenue -- affiliate in the accorgpanconsolidated financial statements, of appratety $1.4 million, net of $0.3 million of
pass-through charges, for the nine months endedrbleer 31, 2001. For the nine months ended DeceBih@001, the fees we earned from
BSD (the Daisytek subsidiary and predecessor t@l&gDistributors) were $3.6 million. For the nimonths ended December 31, 2000,
prior to becoming a related party, service feesedby PFSweb from BSD, associated with the saraméss activities, were $4.6 million.

For the nine months ended December 31, 2001, sante was negatively impacted by lower than ardteig IBM related activity due to the
transition to Supplies Distributors from Daisytakt lvas benefited by approximately $0.8 million ef\dce fee adjustments resulting from the
termination of the Daisytek transaction managersentice agreements. Service fee revenue earnedffiofBM business for the nine

months ended December 31, 2000 were reduced byn#illi@ foreign currency transaction losses apgbie to the devaluation of the Euro
that were required, under the terms of the arramgesrbetween us and BSD, to be included as pénedfervice fee billings.

Other Revenue. Other revenue of $0.1 million fer tine months ended December 31, 2001 and $1.ibmifidr the nine months December
31, 2000, respectively, represents the fees chaogelients in conjunction with early contract ténations.

Cost of Service Fee Revenue. Cost of service fesntee was $18.2 million for the nine months endeddnber 31, 2001, as compared to
$26.8 million during the nine months ended Decen®ier2000, a decrease of $8.6 million or 32.0%. iHsellting service fee gross profit w
$9.8 million or 34.9% of service fee revenue, dgrihe nine months ended December 31, 2001 as cethpaf10.2 million, or 27.6% of
service fee revenue for the nine months ended DieeeB1, 2000. For the nine months ended Decemh&RD, the service fee gross profit
was negatively impacted by a $1.3 million reduciiomevenue applicable to foreign currency trarisadbsses discussed above, for which
there was no reduction in costs. In addition, tresg profit earned on certain contracts termindtethg the nine months ended December 31,
2000 was lower than other contracts we continugperate. Additionally, by leveraging our existimfrastructure and by reducing the direct
operating costs associated with the terminatedractst such as personnel costs, warehousing amibdion costs, lower depreciation costs
resulting from the sale of assets, and other exggemge were able to reduce our operating costinangilase our gross profit percentage. For
the nine months ended December 31, 2001, our gro§is margin was negatively impacted by lower tlznticipated IBM related activity di
to the transition to Supplies Distributors from Bdek but was benefited by approximately $0.8 onillof service fees adjustments resulting
from the termination of the Daisytek transactiomagement services agreements for which the retadce activities were performed in
earlier periods. Furthermore, the revenue genetatexiir transition services agreement with Daisytelder which we provided certain
transitional and information technology servicegnarily utilized infrastructure, which existed fine prior periods and will continue to exist
in future periods.
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Cost of Other Revenue. Cost of other revenue ®mnthe months ended December 31, 2001 reflecietrersal of $0.6 million of accruals
made in the prior year for estimated client terrfioracosts that were determined this period tonbexicess of the actual costs. Cost of other
revenue for the nine months ended December 31, @0@es costs from certain terminated contractsare primarily comprised of
approximately $0.4 million of employee severancgtgoapproximately $0.5 million of asset impairnsefinom fixed assets which were
specific to terminated contracts and produced nihéu value to PFSweb, and approximately $1.6 amlbf certain uncollectible amounts
receivable from, and accrued expenses applicaptdi¢nts who terminated contracts.

Selling, General and Administrative Expenses. SG&penses were $16.9 million for the nine monthsdridecember 31, 2001, or 60.2%
revenues, as compared to $18.9 million, or 48.9%ewénues, for the nine months ended December®®D. I'he decrease in SG&A exper
are due to costs incurred in the prior nine mormttiqals for which there are no or lower comparabktsincurred in the current year periods.
These relate to approximately $1.4 million of imoental costs primarily applicable to provisions doubtful accounts, a $0.5 million foreign
currency transaction loss, due to a devaluatiche@Euro, and the $0.3 million favorable resolutidraccounts and Value Added Tax
("VAT") receivables in the quarter ended Septen8ikr2001, offset by an increase in stand aloneipubmpany expenses, consisting
primarily of taxes and insurance, incremental gsienal services fees for audit and tax servicesdated with the change in our fiscal year
end and increases in personnel compensation agsla@all marketing costs.

Other. Other primarily reflects the sale of a disition facility previously used by PFSweb to preioutsourcing services to Daisytek. Foi
nine months ended December 31, 2001, cash prooé&d$.9 million, net of approximately $0.6 milli@f closing costs, were received for
assets with an approximately $4.5 million net bealue with a resulting $5.8 million gain. The nefrgwas offset by a $0.7 million non-cash
stock compensation charge associated with our meatidn of certain PFSweb stock options held by leyges of our former parent compe
Daisytek.

Interest Expense. Interest expense was $0.2 mittiothe nine months ended December 31, 2001 apad to interest expense of $0.1
million for the nine months ended December 31, 200@ increase is due to an increase in our long-tkebt and capital lease obligations.

Interest Income. Interest income was $0.7 millionthe nine months ended December 31, 2001 as cechpainterest income of $1.1
million for the nine months ended December 31, 200@ reduction in interest income is attributabléower interest rates earned by our «
and cash equivalents partially offset by the imdidtigher interest rates charged on our suborddhbtan to Supplies Distributors establis|
in September 2001.

Income Taxes. For the nine months ended Decemh&0B1, we recorded an income tax benefit of $aIkom which primarily relates to a
pre-tax loss from our Canadian operations thateacarried back to prior tax years. For the ninatimended December 31, 2001, we did
not record an income tax benefit associated withnetiloss in our U.S. or European operations.&wme have not established a sufficient
history of earnings for our U.S. and European djarg, a valuation allowance has been providedfwmet deferred tax assets as of
December 31, 2001, which are primarily relateduoreet operating loss carryforwards. Although wd hare-tax loss for the nine months
ended December 31, 2000, we recorded an incon@rdaision associated with a pre-tax income from @anadian operations.

SUPPLIES DISTRIBUTORS

Business Supplies Distributors (a Daisytek subgydia"BSD"), Daisytek, IBM and us were partiesviarious Master Distributor Agreements
that had various scheduled expiration dates thr@egtember 2001. Under these agreements, BSDsaafliliates Business Supplies
Distributors Europe B.V. ("BSD Europe"), a Daisywlbsidiary, and BSD (Canada) Inc., a Daisytekididry ("BSD Canada" and together
with BSD and BSD Europe, the "BSD Companies"), dete master distributors of various IBM productiscfunder these agreements,
Daisytek provided financing and credit supportiie BSD Companies and we provided transaction mamagteand fulfillment services to tl
BSD Companies. In June 2001, Daisytek notifiedngsI8M that it did not intend to renew these agreata upon their scheduled expiration
dates.
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In July 2001, we and Inventory Financing Partnets ("IFP") formed Business Supplies Distributorsldings, LLC ("Holdings"), and
Holdings formed a wholly-owned subsidiary, SupplBstributors ("Supplies Distributors"). ConcurrgntSupplies Distributors formed its
wholly-owned subsidiaries, Supplies DistributorsGafnada, Inc. ("SDC") and Supplies Distributors. §'SDSA"), a Belgium corporation.
Supplies Distributors, SDSA, IBM and us entered imtw Master Distributor Agreements to replaceptier agreements. Under the new
agreements, Supplies Distributors and SDSA actastendistributors of various IBM products and,quant to a transaction management
services agreement between us and Supplies Digrifhuve provide transaction management and foléifit services to Supplies Distributc
We made an initial equity investment of $0.75 raillin Holdings for a 49% voting interest, and IFBd®a an initial equity investment of
$0.25 million in Holdings for a 51% voting intere€tertain officers and directors of PFSweb ownedividually, a 9.8% non-voting interest,
and, collectively, a 49% non-voting interest, ifPIF

On September 26, 2001, Supplies Distributors puethall of the stock of the BSD Companies for apase price of $923,000. In
conjunction with the purchase, BSD and Suppliesrbistors were merged with Supplies Distributorgnbgethe surviving corporation.
Effective December 31, 2001, BSD Canada and SD@ asralgamated, with SDC being the surviving corfianaOn September 27, 2001,
Supplies Distributors entered into short-term dréadiilities with IBM Credit Corporation ("IBM Creatl) and IBM Belgium Financial

Services S.A. ("IBM Belgium") for the purpose afidincing its distribution of IBM products. The fatiés, which at inception included $40
million for the U.S. operations and 20 million Esr@pproximately $21 million) for the European atems, were subsequently increased to
$45 million and 27 million Euros (approximately $28llion), respectively, and extended through Ma2& 2002. The Company provided a
collaterialized guaranty to secure the repaymetthede credit facilities.

On March 29, 2002, Supplies Distributors enteréd amended credit facilities with IBM Credit and S®and BSD Europe entered into
amended credit facilities with IBM Belgium. The aesbased credit facility with IBM Credit provideisdincing for purchasing IBM inventory
and certain other receivables up to $30.5 milllmetgh its expiration on March 29, 2003. The abastd credit facility with IBM Belgium
provides up to 19 million Euros (approximately ®Laillion) in financing for purchasing IBM inventpand certain other receivables. The
IBM Belgium facility remains in force until not leshan 60 days written notice by any party, busooner than March 29, 2003. These credit
facilities contain cross default provisions, vagaestrictions upon the ability of Holdings, SupplDistributors, SDSA and BSD Europe to,
among other things, merge, consolidate, sell agsetsr indebtedness, make loans and paymentsaiedeparties, provide guarantees, make
investments and loans, pledge assets, make chngagital stock ownership structure and pay divitie as well as financial covenants, s
as annualized revenue to working capital, net padfer tax to revenue, and total liabilities tadile net worth, as defined, and are secure
all of the assets of Supplies Distributors, as wasltollateralized guaranties of Holdings and PESWeditionally, we are required to
maintain a subordinated loan to Supplies Distritaitsf no less than $8.0 million, and sharehold=gsity of at least $20.0 million as of
December 31, 2002 and $18.0 million thereaftertfarmore, we are obligated to repay any over-advamade to Supplies Distributors or
SDSA under these facilities to the extent Supglietributors or SDSA are unable to do so. An owdvaace would arise in the event
borrowings exceeded the maximum amount availabdeuthe eligible borrowing base, as defined.

Concurrent with these amended agreements, Suppbé$butors entered into a loan and security agrer with Congress Financial
Corporation (Southwest) ("Congress") to providafioing for up to $25 million of eligible accoun&eivables in the U.S. and Canada. The
Congress facility expires on the earlier of threarg or the date on which the parties to the IBMtetaDistributor Agreement shall no longer
operate under the terms of such agreement andikdmidBlonger supplies products pursuant to sucheageat. Borrowings under the
Congress facility accrue interest at prime rate @25% or Eurodollar rate plus 3.0% or on an ddglubasis, as defined. In Europe, SDSA
entered into a two year factoring agreement withif@ommercial Finance N.V. ("Fortis") to provitkctoring for up to 7.5 million Euros
(approximately $7.9 million) (originally 10 millioeuros, amended in October 2002) of eligible actoreteivables. Borrowings under this
agreement can be either cash advances or stra@ig,las defined. Cash advances accrue intel@&9at or on an adjusted basis as defined,
and straight loans accrue interest at Euribor pld%o for the agreement's first year (4.45% as afebeer 31, 2002) and Euribor plus 1.3%
for the agreement's second year. These credittfagitontain cross default provisions, varioudriesons upon the ability of Holdings,
Supplies Distributors and SDSA to, among othergbjmerge, consolidate, sell assets, incur indebt=)j make loans and payments to re
parties, provide guarantees, make investmentsaams) pledge assets, make changes to capitalswowrship structure and pay dividends,
as well as financial covenants, such as minimunwoeth, as defined, and are secured by all of Hsets of Supplies Distributors, as well as
collateralized guaranties of Holdings and PFSwaldi#tonally, we are required to maintain a suboatknl loan of no less than $6.5 million
Supplies Distributors and restricted cash of lbas 155.0 million,
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and are restricted with regard to transactions vethted parties, indebtedness and changes tatafuitk ownership structure. Furthermore,
we are obligated to repay any over-advance ma&eipplies Distributors under the Congress facifitgupplies Distributors is unable to do
so. An over-advance would arise in the event bamgsvexceeded the maximum amount available undeeltbible borrowing base, as
defined. We have also provided a guarantee oflttigations of Supplies Distributors and SDSA to IB&4cluding the trade payables that
financed by IBM credit.

Effective October 1, 2002, we purchased the remgibil% interest in Holdings from IFP for $0.3 naifii In addition to our equity
investment in Holdings, we have also provided SiggfDistributors with a subordinated loan thatpBecember 31, 2002, had an
outstanding balance of $8.0 million and accrueergst at a rate of approximately 10%. The balanest ime maintained at a minimum of $
million to ensure Supplies Distributors' compliangéh the covenants of its senior loan facilitias,amended.

On March 28, 2003, Supplies Distributors and SD8#ered into amended credit facilities with IBM Citezhd IBM Belgium, respectively.
The amendments extend the termination dates thrilaghbh 29, 2004, reduce Supplies Distributors' @B$A's maximum financing amoui
to $27.5 million and 12.5 million Euros (approxirelgt$13.1 million), respectively, restrict Holdingbility to declare and pay a dividend
without the prior approval of IBM Credit and IBM Bgum and expand and modify certain financial camss.

Pursuant to the terms of our transaction managessnices agreement with Supplies Distributorseamned service fees, which are reported
as service fee revenue, affiliate in the accompapgbnsolidated financial statements (prior todtwesolidation of Holdings' results of
operations effective October 1, 2002), of approxetya$l.4 million, net of $0.3 million of pass-thugh charges, for the nine months ended
December 31, 2001 and $4.7 million, net of $0.2iomlof pass-through charges, for the year endezeBer 31, 2002. For the nine months
ended December 31, 2001, our fees earned from B&D@isytek subsidiary and predecessor to Suppi&sibutors) were $3.7 million, net
of $0.3 million of pass-through charges. For tharyended March 31, 2001, prior to becoming a rdlptaty, we earned service fees from
BSD, associated with the same business activife®7.1 million, net of $0.7 million of pass-thrdugharges.

Prior to the consolidation of Holdings' operatiegults effective October 1, 2002, we recorded ot@rést in Holdings' net income, which v
allocated and distributed to the owners pursuatitederms of Holdings' operating agreement, utfttemodified equity method, which
resulted in us recording our allocated earningdatiings or 100% of Holdings' losses. Pursuant addithgs' operating agreement, Holdings
allocated its earning and distributed its cash flag/defined, in the following order of priorityrdt, to IFP until it received a one-time amount
equal to its capital contribution of $0.25 millicsecond, to IFP until it received an amount equa 85% cumulative annual return on its
capital contribution; third, to us until we receiva one-time amount equal to our capital contrdsutf $0.75 million; fourth, to us until we
received an amount equal to a 35% cumulative ametiin on our capital contribution; and fifth,us and IFP, pro rata, in accordance with
our respective capital accounts. As a result ofl@@% ownership of Holdings, future earnings anddéinds will be allocated and paid 100%
to PFSweb. In May 2002, Holdings paid a $0.2 millévidend to IFP. In December 2002, Holdings pad $0.4 million dividend. Pursuant
to the terms of its amended credit agreements, iftgdds currently restricted from paying cash dérids without the prior approval of its
lenders. Notwithstanding the foregoing, no distiitmu may be made if, after giving effect theretwe het worth of Holdings could be less than
$1.0 million.

Summarized financial information for Holdings ashscember 31, 2002 is as follows (in thousands):

Current assets .......cceeeeeeiveeiiieeennn. $ 76,730
Total asSets .....ccocvvveviieiiiieiieeeen. $ 77,018
Current liabilities (including $56.1 million

guaranteed by PFSweb ...........cc.......... $ 66,094
Subordinated debt due to PFSweb ................ $ 8,005
Members' capital ............ccceeiiieiinnne $ 2919



Summarized operating results for Holdings for tearyended December 31, 2002 is as follows (in tnods):

Net revenues ............ $ 221,145
Gross profit ............ $ 12,528
Income before taxes ..... $ 2421
Net income .............. $ 1,492

LIQUIDITY AND CAPITAL RESOURCES

On May 25, 2001, we completed the sale of certagets to Daisytek pursuant to an Asset Purchaseefrgant (the "Purchase Agreement").
Under the Purchase Agreement, we transferred ddds®aisytek certain distribution and fulfilmeassets, including equipment and
fixtures, that were previously used by us to prewaditsourcing services to Daisytek. Daisytek agsmmed certain related equipment leases
and a warehouse lease and hired certain employe@svere associated with the warehouse facility. ddmesideration payable under the
Purchase Agreement of $11.0 million included a teation by us and Daisytek of certain transacti@anagement services agreements
previously entered into between us and DaisyteksabDdisytek subsidiary. Proceeds of $10.9 milli@reweceived for assets with an
approximately $4.5 million net book value with auking $5.8 million gain, after closing costs @.& million. Concurrently with the closing
of the asset sale, we and Daisytek also enterediistx-month transition services agreement, wtecminated in November 2001, under
which we provided Daisytek with certain transitibaad information technology services.

Net cash used in operating activities was $9.9anilfor the year ended December 31, 2002, and pitynasulted from cash used to fu
operating losses and the net impact of increask®lidings' inventories of $8.1 million from Octobkr2002 to December 31, 2002, partially
offset by decreases in accounts receivable of $2libn and prepaid expenses and other currentee§&1.8 million. Net cash used in
operating activities was $4.6 million for the nimenths ended December 31, 2001, and primarily teséilom cash used to fund operating
losses and the net impact of decreases in accpapéble and accrued expenses of $9.0 million,grffset by a decrease in prepaid
expenses and other current assets of $5.2 milliba.decrease in accounts payable and accrued egisnmimarily attributable to the
remittance of the VAT monies due to the predecest8upplies Distributors and the reversal of dli'mmination reserves, recorded as
expense in prior year, and the reversal of defeapplicable to the termination of the Daisyteks@ction management services agreements,
for which the related activities occurred in earperiods. The decrease in other current assetsply relates to the collection of a note
receivable, a governmental grant and VAT receiv@bisociated with our European operations. Netmamtided by operating activities was
$0.6 million for the year ended March 31, 2001, pricharily resulted from an increase in accountgaiée and accrued expenses of $8.2
million partially offset by cash used to fund oférg losses and an increase to prepaid expensesti@dcurrent assets of $5.4 million. The
increase in other current assets primarily reladesceivables associated with our European operatncluding a $1.1 million note receiva
from a terminated client, a $1.6 million receivat#ated to an asset based governmental grant Afidréteivables of $2.3 million. The
increase in accounts payable was primarily attaiblet to $7.2 million of VAT collections that waselto the predecessor of Supplies
Distributors.

Net cash provided by investing activities for tleayended December 31, 2002 totaled $1.5 milligorasenting the net repayment of ¢
million by Supplies Distributors of our subordindtean, which totaled $8.8 million at September 302, but which is now eliminated due
to the consolidation of Holdings, (see "SuppliestBibutors") and net cash acquired in our acquoisitf the remaining 51% interest of
Holdings from IFP, offset by capital expendituré$b.8 million. Net cash used by investing actastifor the nine months ended December
31, 2001 totaled $8.1 million. The net proceed$dd.3 million from the sale of one of our distritout facilities to Daisytek were offset by
capital expenditures of $3.2 million, the estabfigimt of a restricted cash balance of $2.7 millmsupport our long-term debt and lease
financing, and a subordinated loan of approxima$dly.7 million to Supplies Distributors and an aguivestment of $0.8 million in
Holdings. Cash used in investing activities dutiing year ended March 31, 2001 totaled $2.9 milliepresenting capital expenditures of ¢
million partially offset by the full collection afther receivables. Capital expenditures have hdstly consisted primarily of additions to
upgrade our management information systems, inogudur internet-based customer tools, other metbbdscommerce and general
expansion of our facilities, both domestic and iigmeWe expect to incur capital expenditures ineotttd support new contracts and anticip:
future growth opportunities. We anticipate that tnial investment in upgrades and additions tdifees and information technology services
for the upcoming twelve months will be approximat®? to $4 million, although additional capital exglitures may be necessary to support
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the infrastructure requirements of new clients.oftipn of these expenditures may be financed thnagerating or capital leases. We may
elect to modify or defer a portion of such anti¢gzhinvestments in the event that we do not achies@evenue necessary to support such
investments.

Net cash provided by financing activities was $&iBion for the year ended December 31, 2002, pritpaepresenting $6.3 million ¢
proceeds from debt. Net cash provided by finaneitgities was $1.0 million for the nine months eddecember 31, 2001, representing the
proceeds from debt and from the issuance of constark pursuant to our employee stock purchaseqgifaat by payments on our capital
lease obligations and payments to acquire treagook. Net cash used in financing activities wa $6illion during the year ended March

31, 2001, representing payments on our capitaélehgations partially offset by the proceeds frigsuance of common stock.

During the year ended December 31, 2002, our wgrgapital increased to $15.9 million from $11.2lioil at December 31, 2001, primarily
due to the consolidation of Holdings (see "SuppDéesributors”) offset by the funding of operaticaisd capital expenditures. To enhance our
financing of future working capital needs, in Ma2®03, we entered into a two year credit faciliyhva bank. This credit facility provides
financing for up to $7.5 million of eligible accasnIn addition to our current cash position and tiew credit facility, we will continue to
evaluate alternatives including utilizing capitaloperating leases, or transferring a portion afsubordinated loan balances, due from
Supplies Distributors, to third-parties. In conjtioo with these alternatives we may be requiregrtvide certain letters of credit to secure
these arrangements. No assurances can be givemehvitl be successful in obtaining any additiofiahncing or the terms thereof. We
currently believe that our cash position, the needit facility and funds generated from operatiai$ satisfy our presently known operating
cash needs, our working capital and capital experelrequirements and our lease obligations, addtiadal subordinated loans to Supplies
Distributors, if necessary, through at least Ap€iD4.

The following is a schedule of our total contratizesh obligations, which is comprised of operategagses, other obligations, which
represents $0.1 million of contingent obligatiors believe will be paid in the next twelve montlmdterm debt and capital leases (incluc
interest), as of December 31, 2002 (in millions):

TOTAL
LONG-TERM CONTRACTUAL
DEBT AND CONTRACTUAL CASH AND
OPERATING CAPITAL OTHER
LEASES LEASES  OBLIGATIONS

Fiscal Year Ended December 31,

2003 oo $ 65812 $ 1,373 $ 67,185
2004 ..o 4,619 918 5,537
2005 .o 3,164 507 3,671
2006 ..o 2,942 451 3,393
2007 e 1,481 425 1,906
Thereafter ..o, 976 177 1,153
Total contractual cash obligations ... $ 78994 $ 3851 $ 82,845

In support of certain debt instruments and leasesf December 31, 2002, we had $2.9 million ohaastricted as collateral for letters of
credit. The letters of credit currently expire atious dates through July 2004, but require renéwaligh the related debt and lease
obligations termination dates. In addition, as desd above, we have provided collateralized guaemto secure the repayment of certain
Supplies Distributors' credit facilities. As of Bmuber 31, 2002, the outstanding balance of ounsengdit facilities was approximately $6
million. As of February 28, 2003, the outstandiradgmce of our senior credit facilities was apprcadaty $54.3 million. To the extent we falil
to comply with our debt covenants, including thentindy financial covenant requirements and our nemflilevel of stockholders' equity, and
the lenders accelerate the repayment of the dieddiity obligations, we would be required to replamounts outstanding thereunder, either
through Supplies Distributors or under our relajedrantees, to the extent Supplies Distributoits@ubsidiaries was unable to do so. Any
requirement to accelerate the repayment of thdtdiedlity obligations would have a material adselimpact on our financial condition and
results of operations. We can provide no assurdrateve will have the financial ability to repay af such obligations. As of December 31,
2002, we were in compliance with all debt covenanid we believe that we will maintain such compathroughout calendar year 2003.
Furthermore, we are obligated to repay any oveaade made to Supplies
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Distributors or its subsidiaries by its lendersttia event that Supplies Distributors or its suilasids are unable to do so. An over-advance
would arise in the event borrowings exceeded thdmman amount available under the eligible borrowiage, as defined. We are also
required to maintain a minimum subordinated loa8upplies Distributors of $8.0 million. We havestek lender approval to increase or
decrease this amount. We do not have any otherislatemmercial commitments.

In September 2002, we implemented a restructuriag and terminated approximately 10% of our wor&éorn conjunction with the
terminations and certain asset write-offs recomdiatihg the year ended December 31, 2002, we believeeduced our annual operating
expenses by approximately $5.0 to $6.0 milliong@®pared to our annual run-rate incurred in thet ix months of the year ended
December 31, 2002. We did not finalize all restutia activities as of December 31, 2002, and #xect to incur an additional amount
aggregating $0.5 million to $1.0 million of resttudng charges during calendar year 2003. We astirtue to seek out other non-payroll
related operating expense reductions that coul@atniis amount further.

We currently believe that we are still operatinghwand incurring costs applicable to excess capactibur North American and European
warehouse operations and our information technolofygstructure. We believe that based on our actrzest structure, as we add revenue,
we will be able to cover our reduced infrastructtwsts and reach profitability. We currently estienthat the net service fee revenue needed
to leverage our infrastructure and cost structadkraach profitability is approximately between $ialion to $13 million per quarter. No
assurance can be given that we can achieve suchtimgdevels, or that, if achieved, we will be fit@ble in any particular fiscal period. We
will reevaluate the carrying value of certain of #xcess long-lived warehouse operation and infiom#&echnology infrastructure assets for
impairment in 2003, in conjunction with our futwperating plans, and determine if additional agspairment costs should be recognized.

In the future, we may attempt to acquire other fesses to expand our services or capabilitiesnnextion with our efforts to grow our
business. We currently have no binding agreemerdsduire any such businesses. Should we be sfdesacquiring other businesses, we
may require additional financing. Acquisitions it certain risks and uncertainties. Therefore ceue give no assurance with respect to
whether we will be successful in identifying busises to acquire, whether we will be able to olfiaemcing to complete an acquisition, or
whether we will be successful in operating the &regubusiness.

On March 28, 2003, Priority Fulfilment Serviceag¢l and Priority Fulfillment Services of Canada;.|r{both wholly-owned subsidiaries of
PFSweb and collectively the "Borrowers") entered mtwo year Loan and Security Agreement with GacaeBank ("Comerica") to provide
financing for up to $7.5 million of eligible accasrreceivable in the U.S. and Canada. Borrowingeuthe Comerica facility will accrue
interest at prime rate plus 1%. The agreement gmntaoss default provisions, various restrictiapsn the Borrowers' ability to, among ot
things, merge, consolidate, sell assets, incuthtediness, make loans and payments to related qartake investments and loans, pledge
assets, make changes to capital stock ownershigtste, as well as financial covenants of a minimangible net worth, as defined, and a
minimum liquidity ratio, as defined. The agreemalsb limits our ability to increase the subordiklizan to Supplies Distributors without t
lender's approval. The agreement is secured lof #ile assets of the Borrowers, as well as a gteeast PFSweb.

INVENTORY MANAGEMENT

Prior to September 30, 1999, our agreements wilth #8d certain other clients were structured as enalistributor agreements. The
transaction management services we provided for UBiler these agreements included purchasing aallimgdBM product inventory to
IBM customers. During the quarter ended Septem@el 399, we restructured our agreements with IBNhabwe no longer purchased or
resold the IBM product inventory. In addition, wartsferred to Daisytek the IBM-related customeoaaots receivables, inventory and
accounts payable. As such, we did not own prodwaritory while Daisytek, through its subsidiary B$Drchased and resold the product
inventory and we provided transaction managementicss and fulfilment services to BSD. In Septem®@01, us, our then affiliate Suppl
Distributors and IBM entered into new agreementenghy Supplies Distributors became the masteilligar of IBM product inventory.
Effective October 1, 2002, we purchased the remginivnership interest in Supplies Distributors asduch now consolidate their financial
position with our own.

We manage our inventories held for sale by maimgisufficient quantities of product to achievehmyder fill rates while at the same time

maximizing inventory turnover rates. Inventory lradas will fluctuate as we add new product linesrddauce the risk of loss due to supplier
price reductions, our master distributor agreerpeowides for price protection under which we reeaivedits if the supplier lowers prices on
previously purchased inventory.
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SEASONALITY

The seasonality of our business is dependent upmoedasonality of our clients' business and treeafaheir products. Accordingly, our
management must rely upon the projections of dantd in assessing quarterly variability. We bedi¢vat with our current client mix our
service fee business activity will be at its lowiesthe quarter ended March 31 and at its highre#iieé quarter ended June 30. We anticipate
that our product revenue will be highest duringdbarter ended December 31.

We believe that results of operations for a qubrigeriod may not be indicative of the resultsdor other quarter or for the full year.
INFLATION

Management believes that inflation has not had &@mah effect on our operations.

IMPACT OF RECENTLY ISSUED ACCOUNTING STANDARDS

In 2001, the Financial Accounting Standards BoaFd\EB") issued Statement of Financial Accountingristards ("SFAS") No.'s 141 and
142, "Business Combinations" and "Goodwill and ®@tnéangibles.” SFAS 141 requires all business doations initiated after June 30,
2001 to be accounted for using the purchase me8AS 142 requires that ratable amortization ofdyath be replaced with annual fair-
value based tests of the goodwill's impairment, thiadl intangible assets other than goodwill be dimext over their useful lives. Additionally,
under the provision of the new accounting standandacquired intangible asset should be sepanatebgnized if the benefit of the intangible
asset is obtained through contractual or othed legjats, or if the intangible asset can be satansferred, licensed, rented, or exchanged,
regardless of the acquirer's intent to do so. SEABIs effective for all business combinationsiatéd after June 30, 2001 and for all business
combinations accounted for by the purchase mettioaitiich the date of acquisition is after JuneZm1. The adoption of SFAS 141 as of
July 1, 2001 did not have a material impact onfmancial statements and related disclosures. Toeigions of SFAS 142 were effective for
fiscal years beginning after December 15, 2001. &di@ption of SFAS 142 on January 1, 2002 did neélsamaterial impact on our
consolidated financial statements and related alsces.

In June 2001, the FASB issued SFAS No. 143, "Actingrfor Asset Retirement Obligations," which adses the accounting and reporting
for obligations associated with the retirementasfdible long-lived assets and the associated estsetment costs. We do not believe the
adoption of this standard will have a material ictgan the consolidated financial statements anaviledopt the provisions of this standard
by the first quarter of 2003.

In June 2002, the FASB issued SFAS No. 146, "Actingrfor Costs Associated with Exit or Disposal Kittes," which addresses the
financial accounting and reporting for costs assed with exit or disposal activities and nullifiémerging Issues Task Force (EITF) issue
No. 94-3, "Liability Recognition for Certain Employee Teination Benefits and Other Costs to Exit an Atyiincluding Certain Costs
Incurred in a Restructuring).” We do not believe #&arly adoption of SFAS No. 146 would have hadagenal impact on our consolidated
financial statements for the year ended Decembe2@12 and we will adopt the provisions of thisvskard in the first quarter of 2003.

In December 2002, the FASB issued SFAS No. 148¢8Anting for Stock-Based Compensation - Transiéiod Disclosure." SFAS 148
amends SFAS 123, "Accounting for StoBksed Compensation," to provide alternative metloddisnsition for a voluntary change to the
value method of accounting for stock-based emplapsepensation. In addition, SFAS 148 amends theigioms of SFAS 123 to require
more prominent disclosure in both annual and intdimancial statements about the method of accogritr stock-based employee
compensation and the effect of the method use@ported results of operations. We adopted theatiscé requirements of SFAS 148 as of
December 31, 2002.

On January 1, 2002, we adopted the provisions BFE)-103 "Income Characterization of Reimbursem&aseived for ‘Out-of-Pocket'
Expenses Incurred.” Our billings for reimbursemarit®eut-of-pocket' expenses,
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such as travel, and certain third-party vendor agpe such as shipping and handling costs and tefeaaication charges are included in
gross service fee revenue. The related reimbursalsks are reflected as pass-through charges dnde¢otal gross service fee revenue in
computing net service fee revenue.

In January 2003, the FASB issued FIN No. 45, "Guinés Accounting and Disclosure Requirements foai@ntees, Including Guarantees of
Indebtedness of Others." FIN No. 45 requires a @mo recognize a liability for the obligationdds undertaken in issuing a guarantee.
This liability would be recorded at the inceptidraoguarantee and would be measured at fair valwe measurement provisions of this
statement apply prospectively to guarantees issuetbdified after December 31, 2002. The discloguowisions of the statement apply to
financial statements for periods ending after Ddoeni5, 2002. We adopted the disclosure provisidiise statement as of December 31,
2002 and will adopt the measurement provisiondisfstatement in the first quarter of 2003 and dibexpect the measurement adoption to
have a material effect on the consolidated findrst&@ements when adopted.

In January 2003, the FASB issued FIN No. 46, "Cbdation of Variable Interest Entities." FIN 46 rgges a company to consolidate a
variable interest entity if it is designated as phienary beneficiary of that entity even if the qoamy does not have a majority of voting
interests. A variable interest entity is generdifined as an entity where its equity is unablfin@nce its activities or where the owners of
entity lack the risk and rewards of ownership. Phavisions of this statement apply at inceptiondoy entity created after January 31, 2003.
For an entity created before February 1, 2003ptbeisions of this interpretation must be applietha beginning of the first interim or ann
period beginning after June 15, 2003. We will adbptprovisions of FIN No. 46 in the first quart#r2003 and do not expect the adoption to
have a material effect on the financial statements.

The FASB Emerging Issues Task Force issued EITEIQUAccounting for Revenue Arrangements with Mal#iDeliverables," to address
certain revenue recognition issues. The guidanoeiged from EITF 00-21 addresses both the timind @assification in accounting for
different earnings processes. We do not expecthleaadoption of EITF 00-21 will have a materiapiat on our consolidated financial
condition or operations.

CRITICAL ACCOUNTING POLICIES
REVENUE AND COST RECOGNITION

We recognize product revenue upon shipment of mtoducustomers. We permit our customers to rediefiective products (that we then
return to the manufacturer) and incorrect shipméortsredit against other purchases and provide$timated returns and allowances. We
offer terms to our customers that we believe ardsrd for our industry.

We reflect freight costs billed to customers as ponents of product revenues. We record freightscasta component of cost of goods sold.
We record our product costs as they are incurred.

Under the Master Distributor Agreements, we bilMBor reimbursements of certain expenses, includiags through customer marketing
programs; certain freight costs; direct costs inethin passing on any price decreases offered byttBSupplies Distributors customers to
cover price protection and certain special bids;dbst of products provided to replace defectivalpct returned by customers; and certain
other expenses as defined. We record a receivabthdse reimbursable amounts as they are incuithca corresponding reduction in either
inventory or cost of product revenue. We also ptffmss through customer marketing programs aduectien of product revenue.

Our service fee revenues primarily relate to olid{gtribution services,
(2) order management/customer care services antdg3gimbursement of out-of-pocket and third pastpenses.

Distribution services relate primarily to inventananagement, product receiving, warehousing arfitifugnt (i.e., picking, packing and
shipping). Service fee revenue for these activiiesrecognized as earned, which is, either (& per transaction basis or (ii) at the time of
product fulfillment, which occurs at the completiohthe distribution services.
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Order management/customer care services relataplyno taking customer orders for our client'sgucts via various channels such as
telephone call-center, electronic or facsimile. §theervices also entail addressing customer questtated to orders, as well as cross-
selling/up-selling activities. The service fee mnewe is recognized as the services are rendered.dhaeged to the client are on a per
transaction basis based on either (i) a pre-deteuiee per order or fee per telephone minutegriaduor (ii) are included in the product
fulfillment service fees which are recognized oaduct shipment.

Our billings for reimbursement of out-of-pocket erges, such as travel, and certain third-party aeexpenses such as shipping and
handling costs and telecommunication charges atadad in gross service fee revenue. The relaietbtgsable costs are reflected as pass-
through charges and reduce total gross serviceefemue in computing net service fee revenue.

Our cost of service fee revenue, representing dlseto provide the services described above, mgrEized as incurred. Cost of service fee
revenue also includes costs associated with teogpaollaboration and ongoing technology suppohiciv consist of creative website
development and maintenance, web hosting, techpahtgrfacing, and other ongoing programming atitgi. These activities are primarily
performed to support the distribution and order aggament/customer care services and are recogrszedwared.

We also perform billing services and informationmagement services for its clients. Billing serviees information management services
are typically not billed separately to clients hesmthe activities are continually performed, dreldosts are insignificant and are generally
covered by other fees described above. Therefayerevenue attributable to these services is dfteluded in the distribution or order
management fees that we recognize as servicegdogmped. The service fee revenue associated hétbet activities are currently not
significant and are incidental to the above-memtbservices.

We primarily perform our services under two to thyear contracts that can be terminated by eithgy pln conjunction with these long-term
contracts we generally receive start-up fees t@icour implementation costs, including certain testbgy infrastructure and development
costs. We defer the fees received, and the retatsts, and amortize them over the life of the @mitrThe amortization of deferred revenue is
included as a component of service fee revenueafimtization of deferred implementation costsi@uded as a cost of service fee revenue.
To the extent implementation costs exceed therf@sved, excess costs are expensed as incurred.

We recognize revenue, and record trade accourgs/adxtes, pursuant to the methods described abbea wollectibility is reasonably
assured. Collectibility is evaluated on an indiatloustomer basis taking into consideration hisedmpayment trends, current financial
position, results of independent credit evaluatiand payment terms.

INVENTORIES

Inventories (merchandise, held for resale, all biclv are finished goods) are stated at the loweveifihted average cost or market. Supplies
Distributors assumes responsibility for slow-movingentory under the Master Distributor Agreemelkite review inventory for impairment
on a periodic basis, but at a minimum, annuallycd®erability of the inventory on hand is measurga&bmparison of the carrying value of
the inventory to the fair value of the inventorypplies Distributors is able to return product remsd! obsolete by IBM engineering changes
after customer demand for the product ceaseselevibnt we, Supplies Distributors and IBM do nokese the Master Distributor Agreemet
the parties shall mutually agree on a plan of digfum of Supplies Distributors' then existing imvery.

FOREIGN CURRENCY TRANSLATION AND TRANSACTIONS

For our Canadian operations, the local currentlggsunctional currency. All assets and liabiliteas translated at exchange rates in effect at
the end of the period, and income and expense ieeganslated at the average exchange ratelsefqretriod.

For our European operations, the U.S. dollar waduhctional currency through March 31, 2001. Tigtothat date, monetary assets and
liabilities were translated at the rates of excleaog the balance sheet date and certain
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assets (notably property and equipment) were tgadlat historical rates. Income and expense iveens translated at average rates of
exchange for the period except for those itemspérse, which related to asset amortization, wiviele translated at historical rates. The
gains and losses from translation related to tbhpseations were included in net income through M&t, 2001.

Effective April 1, 2001, in response to a changth®Euro for transaction activity previously conthd in the U.S. dollar by our largest
European client, we adopted the Euro as our funatiourrency for our European operations. As altdseginning April 1, 2001, all assets
and liabilities are translated at exchange ratedfect at the end of the period, and income anqpge items are translated at the average
exchange rates for the period.

Historically, we deemed intercompany transactioith wur foreign subsidiaries as long-term investtagrart of our net investment.
Accordingly, we recorded transaction gains or lessethese intercompany transactions in other cehgmsive income (loss). Effective
September 30, 2002, due to changes in the opesatiathe subsidiaries whereby we no longer bel@aréain of these transactions to be long-
term in nature, we will include certain future irtempany transaction gains and losses in the detation of net income. We will continue
report gains or losses on intercompany foreignenay transactions that are of a long-term investmature as a separate component of
members' capital.

A description of other significant accounting p@gis included in footnote 2 to the accompanyiogsolidated financial statements.
ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE AB  OUT MARKET RISK

We are exposed to various market risks includingrest rates on our financial instruments and fpreixchange rates.

INTEREST RATE RISK

Our interest rate risk is limited to our outstardbalances on our inventory and working capitedficing agreements, loan and security
agreement and factoring agreement for the finanafrigventory, accounts receivable and certain rotbeeivables, which amounted to $59.3
million at December 31, 2002. A 100 basis point eroent in interest rates would result in approxitya$@.3 million annualized increase or
decrease in interest expense based on the outstidnalance of these agreements at December 31, 2002

FOREIGN EXCHANGE RISK

Currently, our foreign currency exchange rate issgrimarily limited to the Canadian Dollar and t&ero. In the future, our foreign currency
exchange risk may also include other currenciefiGgtye to certain of our international operationge may, from time to time, employ
derivative financial instruments to manage our axpe to fluctuations in foreign currency rates.hEdge our net investment and
intercompany payable or receivable balances irndoreperations, we may enter into forward curreexghange contracts. We do not hold or
issue derivative financial instruments for tradmgposes or for speculative purposes.

Effective April 1, 2001, in response to a changth®Euro for transaction activity previously conthd in the U.S. dollar by our largest
European client, we adopted the Euro as our funatiourrency for our European operations.

Historically, we deemed intercompany transactioith wur foreign subsidiaries as long-term investtaemd thus part of our net investment.
Accordingly, we recorded transaction gains or legsethese intercompany transactions in other cehgmsive income (loss). Effective
September 30, 2002, due to changes in the opesatfoour subsidiaries whereby we no longer beleantain of these transactions to be long-
term in nature, we will include certain future irdempany transaction gains and losses in the detaetion of net income or loss.
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INDEPENDENT AUDITORS' REPORT
To the Board of Directors and Shareholders of PFSwe Inc.:

We have audited the accompanying consolidated balsineets of PFSweb, Inc. and subsidiaries asadrbiger 31, 2002 and 2001, and the
related consolidated statements of operationsebbéters' equity and comprehensive loss and casls fior the year ended December 31,
2002, the nine-month period ended December 31, 28@l1he year ended March 31, 2001. In connectitmaur audits of the consolidated
financial statements, we also have audited themapaaying financial statement schedule as of Dece®he2002 and 2001 and for the year
ended December 31, 2002, the nine-month perioddeDdeember 31, 2001 and the year ended March 81,. Zhese consolidated financial
statements and financial statement schedule aresipensibility of the Company's management. Ospaoasibility is to express an opinion
these consolidated financial statements based oaumlits.

We conducted our audits in accordance with audiiagdards generally accepted in the United StdtAmerica. Those standards require
that we plan and perform the audits to obtain neakle assurance about whether the financial statisnaee free of material misstatement.
audit includes examining, on a test basis, evidesnpporting the amounts and disclosures in then6igh statements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management, as well agatirg the overall financial statement
presentation. We believe that our audits providesgonable basis for our opinion.

In our opinion, the consolidated financial statetageferred to above present fairly, in all matenéspects, the financial position of PFSweb,
Inc. and subsidiaries as of December 31, 2002 80d,2and the results of their operations and esh flows for the year ended December
31, 2002, the nine-month period ended Decembe2@11 and the year ended March 31, 2001 in confgrwith accounting principles
generally accepted in the United States of Ame#dso, in our opinion, the related financial stagsrhschedule as of December 31, 2002 and
2001 and for the year ended December 31, 2002itieemonth period ended December 31, 2001 andg¢hegnded March 31, 2001 when
considered in relation to the basic consolidatedritial statements taken as a whole, presentg, fairall material respects, the information
set forth therein.

KPMG LLP

Dallas, Texas
February 14, 2003, except for Notes 3 and 15 ashtoh the date is March 28, 2003
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS, EXCEPT SHARE DATA)

December 31, De cember 31,
2001 2002
ASSETS
CURRENT ASSETS:
Cash and cash equivalents ..........cceeeee.. e $ 10,669 $ 8,595
Restricted Cash .....ccccvcvevviceeenee e - 800
Accounts receivable, net of allowance for doubt ful accounts of $254
and $411 at December 31, 2001 and 2002, re spectively ........cccee... 6,915 29,961
Inventories, Net .........cccoeveeeeriiennn. - 46,291
Other receivables ............cccccooneenn. 92 3,417
Prepaid expenses and other current assets ..... 2,646 2,888
Total current assets ............. 20,322 91,952
PROPERTY AND EQUIPMENT, net ......c.ccceevveennnn. 15,329 11,695
NOTE RECEIVABLE FROM AFFILIATE .......ccoueennee. 11,655 -
RESTRICTED CASH ....ooiiiiiiiiieiee e 2,722 3,094
INVESTMENT IN AFFILIATE ..oooiiiiieciieees 750 --
OTHER ASSETS ..ot e 833 285
Total @SSEtS wovvvvvvevceees s $ 51611 $ 107,026
LIABILITIES AND SHAREHOLDERS' EQUI TY
CURRENT LIABILITIES:
Current portion of long-term debt and capital | ease obligations ............ $ 995 $ 60,863
Trade accounts payable .............. 2,641 7,317
Accrued compensation payable .................. 608 527
Marketing funds payable ............. -- 880
Deferred revenue ............ 1,486 1,707
Accrued eXpPenSses .........cocceeeeeinivieeenn 3,403 4,748
Total current liabilities ....... 9,133 76,042
LONG-TERM DEBT AND CAPITAL LEASE OBLIGATIONS, less current
00 1T o 3,663 3,094
OTHER LIABILITIES ..ooiiiiiiiiiiiiieviieeiees e 2,210 1,420
COMMITMENTS AND CONTINGENCIES
SHAREHOLDERS' EQUITY:
Preferred stock, $1.00 par value; 1,000,000 sha res authorized; none

issued and outstanding ......cccccceeeeeeee e - -
Common stock, $0.001 par value; 40,000,000 shar es authorized;

18,143,409 and 18,397,983 shares issued at De cember 31, 2001 and 2002,

respectively; and 18,057,109 and 18,311,683 o utstanding at December 31,

2001 and 2002, respectively 18
Additional paid-in capital .......... 52,094
Accumulated deficit ............cooeiinnnnnns (25,557)
Accumulated other comprehensive income (loss) . -
Treasury stock at cost, 86,300 shares at Decemb (85)

Total shareholders' equity ...... 26,470
Total liabilities and shareholder 107,026

The accompanying notes are an integral part oktheasolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(IN THOUSANDS, EXCEPT PER SHARE DATA)

NINE

YEAR ENDED MONTHS ENDED YEAR ENDED

MARCH 31, DECEMBER 31, DECEMBER 31,
2001 2001 2002
REVENUES:
Product revenue, Net ......cccoecvvccvevceeee e $ - % - $ 57,492
Gross service fee revenue .......ccccceeeeeee. e 55,210 29,955 34,655
Gross service fee revenue, affiliate .......... L -- 1,719 4,862
Total gross service fee revenue .............. e 55,210 31,674 39,517
Less pass-through charges .......ccccoeeeeeeeee. 6,952 3,721 3,692
Net service fee revenues .........eeeeeeee. e 48,258 27,953 35,825
Other revenue .......cccccveeevvcenenneceee e 2,097 100 -
Total Net reVeNUES ......ccccccveevvvceeeees s 50,355 28,053 93,317
COSTS OF REVENUES:
Cost of product revenue ............cccee.... -- -- 54,343
Cost of net service fee revenue 34,421 18,209 22,660
Cost of other revenue .........cccccceveeeen... 2,470 (627) -
Total costs of revenues ........ccceeeeeeeee. s 36,891 17,582 77,003
Gross Profit v e, 13,464 10,471 16,314
SELLING, GENERAL AND ADMINISTRATIVE EXPENSES ...... 25,286 16,892 27,012
SEVERANCE AND OTHER TERMINATION COSTS ............. - - 1,213
ASSET IMPAIRMENTS .....cooiiiiiiiiiiiienicee - - 922
OTHER ..oiiiiiiiiceeeee e - (5,141) --
Loss from operations ......ccccccceveveeeee s (11,822) (1,280) (12,833)
EQUITY IN EARNINGS OF AFFILIATE .....ccccecvene - - 1,163
INTEREST EXPENSE .....cocoviiiiiiiiieeiieee. 145 243 816
INTEREST INCOME ....covviiiiiiiiiciieeieee (1,236) (739) (977)
Loss before income taxes and extraordinary it em ..o, (10,731) (784) (11,509)
INCOME TAX EXPENSE (BENEFIT) occcoiiiiiieiicee e 25 (219) 94
Loss before extraordinary item ......c....... . e (10,756) (565) (11,603)
EXTRAORDINARY ITEM - gain on purchase of 51% share of Supplies
DIiStriDULOrS ovvvieeiiiiiiceiieeeeeeee s -- -- 203
NET LOSS .o e, $ (10,756) $ (565) $ (11,400)
BASIC AND DILUTED EARNINGS (LOSS) PER SHARE:
Loss before extraordinary item ................ . L $ (0.60) $ (0.03) $ (0.64)
Extraordinary item - gain on purchase of 51% sh are of Supplies
DIStribULOrS .o e -- -- 0.01
NEtIOSS v e $ (0.60) $ (0.03) $ (0.63)
WEIGHTED AVERAGE NUMBER OF SHARES OUTSTANDING:
Basic and diluted .........cccoocveenieeeees 17,879 18,036 18,229

The accompanying notes are an integral part oktheasolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY AND COMPREHENSIVE LOSS
(IN THOUSANDS, EXCEPT SHARE DATA)

ACCUMULATED
COMMON STOCK ADDITIONAL OTHER
---------------------------- PAID-IN ACCUMULATED COMPREHENSIVE
SHARES AMOUNT CAPITAL DEFICIT INCOME (LOSS)
Balance, March 31, 2000 ..........c.ccccceennee. .. 17,870,000 $ 18 $ 50,673 $ (2,836) $ (205)
NEet10SS ..oovvviiiiiiiiei e - - - (10,756) -
Reduction in costs of initial public offering .. - - 148 - -
Stock based compensation expense ............... - - 38 - -
Employee stock purchase plan .................. 37,378 -- 25 - -
Other comprehensive loss --
foreign currency translation adjustment ... - - - - (104)
Comprehensive 10SS ........c.ccccovvecniiencne
Balance, March 31, 2001 ..........ccccccevinnee. .. 17,907,378 $ 18 $ 50,884 $ (13,592) $ (309)
NEt 0SS ..o - - - (565) -
Reduction in costs of initial public offering .. -- -- 175 -- --
Purchases of treasury stock .................... -- -- -- -- --
Stock based compensation expense ............... -- -- 704 -- --
Tax benefit from exercise of Daisytek stock opti ons -- -- 26 -- --
Employee stock purchase plan ................... 236,031 -- 153 -- --
Other comprehensive loss --
foreign currency translation adjustment ..... -- -- -- -- (804)
Comprehensive 10SS .........ccoceeveeeinenne
Balance, December 31, 2001 .........ccccevueennes ... 18,143,409 $ 18 $ 51,942 $ (14,157) $ (1,113)
NEet10SS ..o - - - (11,400) -
Stock based compensation expense ............... - - 28 - -
Employee stock purchase plan .................. 254,574 -- 124 - -
Other comprehensive income --
foreign currency translation adjustment ..... - - - - 1,113
Comprehensive 10SS ..........ccccovvveniienne
Balance, December 31, 2002 ..........cc.ceceeneee .. 18,397,983 $ 18 $ 52,094 $ (25,557) $ -
TREASURY STOCK TOTAL COMPREHENSIVE
--------------------------- SHAREHOLDERS' INCOME
SHARES AMOUNT EQUITY (LOSS)
Balance, March 31, 2000 ...........ccccceeueennns - $ - $ 47,650
NEIOSS oo - - (10,756) $ (10,756)
Reduction in costs of initial public offering .. - -- 148
Stock based compensation expense ............... - -- 38
Employee stock purchase plan ................... - -- 25
Other comprehensive loss --
foreign currency translation adjustment ... - - (104) (104)
Comprehensive 10SS ........c.ccccovveviiienne $ (10,860)
Balance, March 31, 2001 ..........c.ccccevrnnnne. - 3 - $ 37,001
Nt 0SS ..ooivviiiiiiiiciic e - - (565) $ (565)
Reduction in costs of initial public offering .. - - 175
Purchases of treasury stock .................... 86,300 (85) (85)
Stock based compensation expense ............... - - 704
Tax benefit from exercise of Daisytek stock opti ons - - 26
Employee stock purchase plan ................... - - 153
Other comprehensive loss --
foreign currency translation adjustment ..... - -- (804) (804)

Comprehensive 10Ss .........c..cccceeerieneene. $ (1,369)



Balance, December 31, 2001 ...........cccocvernenne 86,300 $ (85) $ 36,605

NEet10SS ..oovvviiiiiiiieie e - (11,400)
Stock based compensation expense ............... - -- 28
Employee stock purchase plan ................... - -- 124

Other comprehensive income --
foreign currency translation adjustment ..... - -- 1,113

Comprehensive 10SS .........ccoceeveeiinene

Balance, December 31, 2002 .........cccccevveennns 86,300 $ 85 $ 26,470

The accompanying notes are an integral part oktheasolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(IN THOUSANDS)

YEAR ENDED NINE MONTHS ENDED YEAR ENDED
MARCH 31, DECEMBER 31, DECEMBER 31,
2001 2001 2002
CASH FLOWS FROM OPERATING ACTIVITIES:
NEtIOSS .o e, $ (10,756) $ (565) $ (11,400)
Adjustments to reconcile net loss to net cash pro vided by
(used in) operating activities:
Depreciation and amortization ................ . ... 6,803 4,605 5,851
Asset impairments - - 922
Extraordinary gain - - (203)
Provision for doubtful accounts ............. ... 2,203 17 38

Deferred income taxes ............... 109 -- (54)
Equity in earnings of affiliate . - - (1,163)
Non-cash compensation expense ........c...... . e 38 704 28
Gain on sale of distribution facility ........ . ... -- (5,837) --
Changes in operating assets and liabilities:
Accounts receivables .........cccceeeeeeeee. (607) 389 2,087
Inventories, Net ....cccccevvvcveveeveeeeee e - - (8,120)
Prepaid expenses and other currentassets.. ... (5,423) 5,152 1,824
Accounts payable, accrued expenses and other current and
long-term liabilities ..........ccceeeec. L 8,223 (9,043) 302
Net cash provided by (used in) operating activ ities ......... 590 (4,578) (9,888)
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment .............. ... (6,309) (3,237) (1,762)
(Increase) decrease in restricted cash and other assets ........ 3,417 (2,722) (156)
Cash acquired in acquisition of affiliate, net ca sh paid ....... -- - 501
Equity investment in affiliate .................. - (750) -
Proceeds from sale of distribution facility, net - 10,298 -
Proceeds from sale of distribution equipment .... -- -- 85
Proceeds from (loans to) affiliate, net ......... -- (11,655) 2,855
Net cash provided by (used in) investing activ ities ......... (2,892) (8,066) 1,523

CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from issuance of common stock ...... ... 25 153 124

Restricted cash ........cccccocveiniineeinnns -- -- 780
Payments on capital lease obligations ........... (242) (558) (862)
Proceeds fromdebt, net ........ccocoeeeeveeeeee. - 1,529 6,257
Purchases of treasury stock ........ccceeeeeeee. - (85) -
Net cash provided by (used in) financing activ ities ......... (217) 1,039 6,299
EFFECT OF EXCHANGE RATES ON CASH ...ccocoovvveveee v (1112) 8 (8)
NET DECREASE IN CASH ...cooooviviiiiiiieeiieeeee e (2,630) (11,597) (2,074)
CASH AND CASH EQUIVALENTS, beginning of period .... ... 24,896 22,266 10,669
CASH AND CASH EQUIVALENTS, end of period ........... e $ 22,266 $ 10,669 $ 8,595
SUPPLEMENTAL CASH FLOW INFORMATION
Non-cash investing and financing activities:
Fixed assets acquired under capital leases.. ... $ - $ 2,777 $ 848

Governmental grant receivable for capital exp enditures ..... $ 1564 $ - $ -

The accompanying notes are an integral part oktheasolidated financial statements.
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PFSWEB, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. OVERVIEW AND BASIS OF PRESENTATION
PFSWEB, INC. OVERVIEW

In June 1999, Daisytek International Corporatidda(sytek”) created a separate wholly-owned subsidiamed PFSweb, Inc. (the
"Company" or "PFSweb"), a Delaware corporatiorhéocome a holding company for certain of Daisytekislly-owned subsidiaries ("PFS")
in contemplation of an initial public offering oFBweb. Daisytek contributed $20,000 for 14,305 8iéres of common stock of PFSweb. In
December 1999, PFSweb sold 3,565,000 shares of oarstack at a price of $17 per share in an intidllic offering (the "Offering"). Net
proceeds from the Offering aggregated approxim&iB8.0 million and were used to repay the Compamgysble to Daisytek and to acquire
from Daisytek all fixed assets in its Memphis disition facility as well as certain assets provginformation technology services for
approximately $5 million (see Note

6). Simultaneous with the completion of the OffgriDaisytek contributed to PFSweb all the assketisilities and equity comprising PFS.

On June 8, 2000, the Daisytek Board of Directorgayed the separation of PFSweb from Daisytek bgmaef a tax-free dividend of
Daisytek's remaining ownership of PFSweb afterivéug a favorable ruling from the IRS to the efféeat the distribution by Daisytek of its
shares of PFSweb stock would be tax-free to Daisytel to Daisytek's shareholders for U.S. feda@dine tax purposes. The distribution of
Daisytek's 14,305,000 shares of PFSweb (the "Sffihaxcurred at the close of business on July@®, to Daisytek shareholders of record
as of June 19, 2000.

PFSweb is an international provider of integratasifiess process outsourcing services to major branmgt companies seeking to maximize
their supply chain efficiencies and to extend thiditional and e-commerce initiatives in the @diStates, Canada, and Europe. The
Company offers such services as professional ctimgutechnology collaboration, managed hosting iaternet application development,
order management, web-enabled customer contaarsentistomer relationship management, financiaies including billing and
collection services and working capital solutiangprmation management, option kitting and assensklyices, and international fulfillment
and distribution services.

SUPPLIES DISTRIBUTORS OVERVIEW

The Company, Daisytek, Business Supplies Distrifsitmc., (a Daisytek subsidiary -- "BSD"), andeimtational Business Machines
Corporation ("IBM") were parties to various MasEistributor Agreements that had various schedulgiration dates through September
2001. Under these agreements, BSD and its affiliBtesiness Supplies Distributors Europe B.V. ("BRDope"), a Daisytek subsidiary, and
BSD (Canada) Inc., a Daisytek subsidiary ("BSD Gariand together with BSD and BSD Europe, the "ERInpanies"), acted as master
distributors of various IBM and other products. 8aek provided financing and credit support toBi8D Companies and PFSweb provided
transaction management and fulfillment servicehéoBSD Companies. On June 8, 2001, Daisytek rdtfiFSweb and IBM that it did not
intend to renew these agreements upon their sob@@uxbpiration dates.

On July 3, 2001, the Company and Inventory Finaméiartners, LLC ("IFP") formed Business Suppliestiithutors Holdings, LLC
("Holdings"), and Holdings formed a wholly-ownedosidiary, Supplies Distributors, Inc. ("SuppliesBibutors"). Concurrently, Supplies
Distributors formed its wholly-owned subsidiariagpplies Distributors of Canada, Inc. ("SDC") angflies Distributors S.A. ("SDSA"), a
Belgium corporation. Supplies Distributors, SDS#e Company and IBM entered into new Master Distobgreements to replace the pi
agreements. Under the new agreements, SupplieshDists and SDSA act as master distributors offovarproducts, primarily IBM product,
and, pursuant to a transaction management seggesment between the Company and Supplies Disirdjihe Company provides
transaction management and fulfillment serviceSupplies Distributors. On September 26, 2001, Sep@istributors purchased all of the
stock of the BSD Companies for a purchase prick9@8,000 and incurred $140,000 of acquisition cdstsonjunction with the purchase,
BSD and Supplies Distributors were merged with $ispDistributors being the surviving corporati@ifective December 31, 2001, BSD
Canada and SDC were amalgamated, with SDC beinguifvé/ing corporation.
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PFSWEB, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)

Supplies Distributors and SDSA have obtained aefiaancing (see Note 3) that allows them to fumelworking capital requirements for the
sale of primarily IBM products. Pursuant to thensaction management services agreements, the Cgrppandes to Supplies Distributors,
SDC and SDSA such services as managed web hostihgnaintenance, procurement support, web-enabktdmer contact center services,
customer relationship management, financial sesviiceluding billing and collection services, infaation management, and international
distribution services. Additionally, IBM and Holdja have outsourced the product demand generatiGiotzal Marketing Services, Inc.
("GMS"). Holdings, via its arrangements with GMSlahe Company, sells its products in the UnitedeStaCanada and Europe.

All of the agreements between the Company and Hodivere made in the context of a related pargtiogiship and were negotiated in the
overall context of the Company's and Holdings' paisangement with IBM. Although management gemgiadlieves that the terms of these
agreements are consistent with fair market valilese can be no assurance that the prices chargedy each company under these
arrangements are not higher or lower than the pticat may be charged by, or to, unaffiliated tipiadties for similar services.

BASIS OF PRESENTATION

For all periods prior to the Spin-off, the accomyiag consolidated financial statements are presenitea carve-out basis and reflect the
consolidated historical results of operations,ficial position and cash flows of the Company. keryear ended March 31, 2001, certain
expenses reflected in the consolidated financééstents include an allocation of certain Daisyi®iporate expenses and infrastructure costs
(see Note 6). Management believes that the methests to allocate expenses were reasonable, althbagiost of services could have been
higher if obtained from other sources. In additiBRSweb has reflected certain service fee revendeast of service fee revenue for services
subcontracted to PFSweb by Daisytek. The servieedeenue, cost of service fee revenue and alldeateenses have been reflected on the
basis that Daisytek and PFSweb consider to besmmehle reflection of the services provided anémere earned by PFSweb and the
utilization of services provided by Daisytek and tienefit received by PFSweb. The financial infdiomaincluded herein may not reflect

what the consolidated financial position, operatiesults, shareholders' equity and cash flows wbaig been had PFSweb been a separate,
stand-alone entity during the year ended Marci280]1.

For the period from July 2001 to September 2002 Gbmpany owned 49% of Holdings and as such thdtsesf Holdings were not
consolidated into the Company's results. The Conipaquity interest in Holdings was presented endbnsolidated balance sheet as
investment in affiliate at December 31, 2001 ared@ompany's allocation of Holdings' net income (dete 9) was presented in the
consolidated statement of operations as equitpiniegs of affiliate for the nine months ended Deber 31, 2001 and the year ended
December 31, 2002 (through September 30, 2002 cfe October 1, 2002, the Company purchasedeti@ining 51% interest in Holdings
from IFP for $0.3 million. As a result of the puedte, effective October 1, 2002, the Company begasatidating 100% of Holdings'
financial position and results of operations ifte Company's consolidated financial statements.

In June 2001, the Company changed its fiscal yean March 31 to December 31.
2. SIGNIFICANT ACCOUNTING POLICIES
PRINCIPLES OF CONSOLIDATION

All intercompany accounts and transactions have leéiminated in consolidation. Accounts and tratisas between the Company and its
now consolidated subsidiary, Holdings, have beeniehted as of and for the three months ended Deeefil, 2002 (see Note 1).
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PFSWEB, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)
INVESTMENT IN AFFILIATE

In July 2001, the Company made a 49% investmeHRbidings (see Note 9). Effective October 1, 2002, Company purchased the
remaining 51% ownership interest of Holdings. Pticonsolidating Holdings' financial position aresults of operations, the Company
recorded its interest in Holdings' net income, wahi@s allocated and distributed to the owners fantsio the terms of Holdings' operating
agreement, under the modified equity method, whaslilted in the Company recording its allocatedieas of Holdings or 100% of
Holdings' losses.

In addition to the equity investment, the Comparanked Supplies Distributors monies in the form 8udordinated Demand Note (the
"Note"). Under certain new and amended terms cfétgor debt facilities, the outstanding balancthefNote cannot be increased or
decreased without prior approval of the Compamyislérs (see Notes 3 and 15). As of December 31, 2080 2002, the outstanding balance
of the Note was $11.7 million and $8.0 million,pestively.

USE OF ESTIMATES

The preparation of consolidated financial states@ntonformity with accounting principles geneyalccepted in the U.S. requires
management to make estimates and assumptiondfiztttae reported amounts of assets and liakslitiksclosure of contingent assets and
liabilities, and the reported amounts of revenuasexpenses, including allowances for the collditiof accounts and other receivable and
the recoverability of inventory. The recognitiordaadlocation of certain operating expenses, resiring costs (see Note 8) and the
determination of costs applicable to client terrtiores (see Notes 1 and 6) in these consolidateshfiilal statements also required
management estimates and assumptions.

REVENUE AND COST RECOGNITION

The Company recognizes product revenue and prasstiupon shipment of product to customers. The @2om permits its customers to
return defective products (that the Company théurme to the manufacturer) and incorrect shipmfantsredit against other purchases and
provides a reserve for estimated returns and alices The Company offers terms to its custometsttbalieves are standard for its indus

Freight costs billed to customers are reflectedomsponents of product revenues. Freight costs iaduyy the Company are recorded as a
component of cost of goods sold.

Under the Master Distributor Agreements (see Nytehe® Company bills IBM for reimbursements of e@rtexpenses, including: pass
through customer marketing programs; certain frietgists; direct costs incurred in passing on amgepiecreases offered by IBM to Supplies
Distributors customers to cover price protectiod aertain special bids; the cost of products preditb replace defective product returned by
customers; and certain other expenses as defifedCdmpany records a receivable for these reimblgrsanounts as they are incurred wi
corresponding reduction in either inventory or aafgproduct revenue. The Company also reflects flassigh customer marketing programs
as a reduction of product revenue.

The Company's service fee revenues primarily retatts (1) distribution services, (2) order managat/customer care services and (3) the
reimbursement of out-of-pocket and third party eqms.

Distribution services relate primarily to inventananagement, product receiving, warehousing arfitifuént (i.e., picking, packing and
shipping). Service fee revenue for these activisagcognized as earned, which is either (i) peratransaction basis or (ii) at the time of
product fulfillment, which occurs at the completiohthe distribution services.

Order management/customer care services relataplyno taking customer orders for the Companifent's products via various channels
such as telephone call-center, electronic or fatsimhese services also entail addressing custgonestions related to orders, as well as
cross-selling/up-selling activities. Service feearue for this activity is recognized as the sawviare rendered. Fees charged to the client are
on a per transaction basis based on either (ig-a@etermined fee per order or fee per telephonetesrincurred, or (ii) are included in the
product fulfillment service fees that are recogdipa product shipment.

The Company's billings for reimbursement of oupotket expenses, such as travel, and certain plairy-vendor expenses such as shipping
and handling costs and telecommunication chargesaluded in gross service fee revenue. The iklaienbursable costs are reflected as
pass-through charges and reduce total gross séed@aevenue in computing net service fee revenue.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)

The Company's cost of service fee revenue, reptiagahe cost to provide the services described/@bis recognized as incurred. Cost of
service fee revenue also includes costs associatedechnology collaboration and ongoing technglsgpport that consist of creative
internet application development and maintenaned, osting, technology interfacing, and other onggirogramming activities. These
activities are primarily performed to support thstiibution and order management/customer carécgsnand are recognized as incurred.

The Company also performs billing services andrinfition management services for certain of itswtdieBilling services and information
management services are typically not billed sepbr#o clients because the activities are contlgymrformed, and the costs are
insignificant and are generally covered by othesfdescribed above. Therefore, any revenue atiblito these services is often included in
the distribution or order management fees thateregnized as services are performed. The sers&esvenue associated with these
activities are currently not significant and areidental to the above-mentioned services.

The Company recognizes revenue, and records tcteiats receivables, pursuant to the methods tesceabove, when collectibility is
reasonably assured. Collectibility is evaluatedinnindividual customer basis taking into considerahistorical payment trends, current
financial position, results of independent credilaations and payment terms.

Other revenue of $2.1 million and $0.1 million fbe year ended March 31, 2001 and the nine momithsceDecember 31, 2001, respectiv
represents the fees charged to clients in conjmetith the early termination of certain contra@sst of other revenue for the year ended
March 31, 2001 includes approximately $0.4 millafremployee severance costs, approximately $0ltomibf asset impairments from fixed
assets that were specific to terminated contrastpaovided no further value to PFSweb, and appnately $1.6 million of certain
uncollectible amounts receivable from, and lialgiitapplicable to, clients who terminated contraCtsst of other revenue for the nine months
ended December 31, 2001 of $0.6 million refleceshiinefit associated with the reversal of accmmade in the previous year for estimated
client terminations costs that were determinedetinkexcess of actual costs incurred.

The Company primarily performs its services under to three year contracts that can be terminatesither party. In conjunction with these
long-term contracts the Company generally recestag-up fees to cover its implementation costuiting certain technology infrastructure
and development costs. The Company defers theadees/ed, and the related costs, and amortizes tvemthe life of the contract. The
amortization of deferred revenue is included agsraponent of service fee revenue. The amortizatfateferred implementation costs is
included as a cost of service fee revenue. Toxteneimplementation costs exceed the fees receasantss costs are expensed as incurred.
The following summarizes the deferred implementatosts and revenues (in thousands):

DECEMBER 31, 2001 DECEMBER 31, 2002
Deferred implementation costs
Current ......ooceeeeieeennnn. $ 857 $ 843
Non-current ........cccooceveeee. 655 112
$ 1 512 $ 955
Deferred implementation revenues
Current .....occeveveniiinneenne 1, 486 1,707
Non-current .........cccccceeen. 988 241
$ 2 474 $ 1,948

Current and non-current deferred implementatioriscae a component of prepaid expenses and otbetsasespectively. Implementation
costs associated with technology infrastructuredawklopment costs are a component of propertyegnghment and are not included in the
above analysis. Current and non-current deferrgiementation revenues are a component of defeerezhue and other liabilities,
respectively.

CONCENTRATION OF BUSINESS AND CREDIT RISK

Service fee revenue from Daisytek accounted for@apmately 55% and 34% of the Company's total eeenues for the year ended March
31, 2001 and the nine months ended December 31, P8pectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)

For the nine months ended December 31, 2001, erguhisytek, two clients accounted for approxirha#t8% of the Company's revenue.
As of December 31, 2001, two clients accountedfiproximately 34% of accounts receivable, of wHi2hb was due from Supplies
Distributors (see Note 9).

The Company's product revenue was primarily geadriay sales of product purchased under masteitdigir agreements with one supplier.
Sales to two customers accounted for approximai@¥ and 12% of the Company's total product revefarehe year ended December 31,
2002. Service fee revenue from two clients accalifieapproximately 35% and 14% of net servicere@nue for the year ended December
31, 2002. In addition, service fee revenue earnat Supplies Distributors prior to the October Q02 acquisition date approximated 13% of
net service fee revenue for the year ended DeceBihe002. On a consolidated basis, one clientiatted for approximately 22% of the
Company's total revenues for the year ended DeaeBih002. As of December 31, 2002, three custsitie@nts accounted for
approximately 39% of accounts receivable.

In conjunction with Supplies Distributors' finangirthe Company has provided certain collateralggarantees on behalf of Supplies
Distributors. Supplies Distributors' ability to alot financing on similar terms would be signifidgrimpacted without these guarantees.
Additionally, since Holdings has limited personaal physical resources, its ability to conduct bess could be materially impacted by
contract terminations by GMS.

CASH AND CASH EQUIVALENTS
Cash equivalents are defined as short-term higtplyd investments with original maturities of thnewnths or less.
RESTRICTED CASH

Restricted cash includes the following items (iousands):

DECEMBER 31, DECEMBER 31,
2001 2002
Current:
VAT collateral deposit ........ $ - $ 800
Long term:
Letters of credit security .... 2,722 2,878
Customer remittances .......... -- 216
Total long term ............ 2,722 3,094
Total restricted cash ...... $ 2,722 $ 3,894

The Company has cash restricted as collaterakfters of credit that secure certain debt and lebkgations (see Note 3). The letters of
credit currently expire at various dates throudly 2004, but require renewal through the relatelot dad lease obligations termination dates.

In conjunction with certain of its financing agreemts, Supplies Distributors has entered into ages¢snwith its banks and lenders whereby a
security interest was granted to the lender focadtomer remittances received in specified backaats (see Note 3). At December 31, 2
these bank accounts held $0.2 million, which watricted for payment to the lender against thetantiing long term debt.

To facilitate Value Added Tax ("VAT") processing dg inventory transactions, BSD Europe providdzhak guarantee to the Belgium
government. To secure the guarantee, the bankreghBSD Europe to maintain cash balances as ca@lldte the guarantee. The Company's
maximum exposure under this guarantee was $0.8&mat December 31, 2002. The Company expectetilateral to be released in 2003.

OTHER RECEIVABLES AND LIABILITIES

Other receivables include the following items tiotsands):

DECEMBER 31, DECEMBER 31,
2001 2002
Amounts due from IBM ................ $ - % 3,318
Other ....ooveeiiiiiiiiiiiiiis 92 99

Total other receivables ......... $ 92 $ 3,417
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The amounts due from IBM represent billings untterMaster Distributor Agreements (see Note 5).

During 2001, the Company received a governmentaitgor investments made in fixed assets in itgBeh operations. At establishment,
total grant of approximately $1.6 million was deéet and is being recognized as a reduction in degifen expense over the same period
which the related fixed assets are being depretidte of December 31, 2001 and 2002, a deferretitas€$0.2 million at each year end and
$1.0 million at each year end is included in acdreepenses and other liabilities, respectivelyhenaccompanying consolidated balance
sheets and represents the unamortized portioreafrdmt. For the year ended March 31, 2001, the mionths ended December 31, 2001, and
the year ended December 31, 2002, approximateB/ilion, $0.1 million, and $0.2 million, respeatly, was recognized as a reduction of
depreciation expense. The grant was earned bydhg@ny upon the achievement of certain minimumtabpkpenditure requirements.
Realization of the entire gain requires the Companyaintain a certain minimum workforce throughcBeber 2004. The Company's
management believes that the likelihood that it dae required to refund this grant is remote.

INVENTORIES

Inventories (merchandise, held for resale, all biclr are finished goods) are stated at the lowevesfihted average cost or market. Supplies
Distributors assumes responsibility for slow-movingentory under the Master Distributor Agreemgste Note 5). The Company reviews
inventory for impairment on a periodic basis, bud aninimum, annually. Recoverability of the invarnyt on hand is measured by comparison
of the carrying value of the inventory to the faaue of the inventory. As of December 31, 2002, @mmpany's allowance for slow-moving
inventory was approximately $0.1 million. Suppli2istributors is able to return product renderedotdte by IBM engineering changes after
customer demand for the product ceases. In thet éveiCompany, Supplies Distributors and IBM do mestew the Master Distributor
Agreements, the parties shall mutually agree olaia @f disposition of Supplies Distributors' thedisting inventory.

Inventories include merchandise in-transit thatiatsbeen received by the Company but that has $l@eped and invoiced by Supplies
Distributors' vendors. The corresponding payabtérfeentories in-transit is included in debt in thecompanying consolidated financial
statements.

PROPERTY AND EQUIPMENT

The components of property and equipment as of bee 31, 2001 and 2002 are as follows (in thougands

DECEMBER 31, DECEMBER 31,
2001 2002 DEPRECIABLE LIFE
Furniture and fixtures ................. $ 7 725 $ 8,293 5-9 years
Computer equipment ...........ccc...... 5 ,638 5,259 3-7 years
Leasehold improvements ................. 3 , 761 4,720 2-9 years
Purchased and capitalized software costs 8 ,482 7,143 1-3 years
Other .....cooevvviiiiiiieeeee, 206 164 3-7 years
25 ,812 25,579

Less-accumulated depreciation and

amortization ...........cccceee.... (10 ,483) (13,884)

Property and equipment, net ....... $ 15 329 $ 11,695

Property and equipment are stated at cost andepreciated using the straight-line method overetitanated useful lives of the respective
assets. Leasehold improvements are amortized beeshiorter of the useful life of the related assdéhe remaining lease term.

The Company reviews long-lived assets for impairtmérenever events or changes in circumstancesateltbat the carrying amount of an
asset may not be recoverable. Recoverability aftage be held and used is measured by a comparigbe carrying amount of an asset to
future net cash flows expected to be generatetidwnsset. If such assets are considered to bergdptie impairment to be recognized is
measured as the amount by which the carrying amafuthe assets exceeds the fair value of the adsgitsvalue would be determined using
appraisals, discounted cash flow analysis or siméduation techniques. Assets to be disposedefeported at the lower of the carrying
amount or fair value less costs to sell.
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The Company's property held under capital leasesiatrto approximately $5.5 million and $4.3 milljoret of accumulated amortization of
approximately $2.4 million and $3.5 million, at Eacber 31, 2001 and 2002, respectively.

FOREIGN CURRENCY TRANSLATION AND TRANSACTIONS

For the Company's Canadian operations, the locatieay is the functional currency. All assets aadilities are translated at exchange rates
in effect at the end of the period, and income exjztense items are translated at the average exehares for the period.

For the Company's European operations, the U.&ardeés the functional currency through March 3102 Through that date, monetary
assets and liabilities were translated at the i@ftexchange on the balance sheet date and cedséts (notably property and equipment) \
translated at historical rates. Income and expiease were translated at average rates of exchiangiee period except for those items of
expense, which related to asset amortization, wiviete translated at historical rates. The gainsl@ssks from translation related to this
subsidiary were included in net income through Mast, 2001.

Effective April 1, 2001, in response to a changthEuro for transaction activity previously conthd in the U.S. dollar by the Company's
largest European client, the Company adopted the &siits functional currency for its European agiens. As a result, beginning April 1,
2001, all assets and liabilities are translategkahange rates in effect at the end of the peand,income and expense items are translated at
the average exchange rates for the period.

Historically, the Company deemed intercompany tatisns with its foreign subsidiaries as long-témrestments and part of its net
investment. Accordingly, the Company recorded awyegains or losses on these intercompany trasacin other comprehensive income
(loss). Effective September 30, 2002, due to chaungéhe operations of the subsidiaries wherebyOibpany no longer believes certain of
these transactions to be long-term in nature, tragany will include certain future intercompanyreumcy gains and losses in the
determination of net income. Intercompany transaajains and losses included in net loss were abd¢nial for the year ended December 31,
2002. The Company will continue to report gainéosses on intercompany foreign currency transastibat are of a long-term investment
nature as a separate component of members' capital.

STOCK BASED COMPENSATION

The Company accounts for stock options using ttrengic-value method as outlined under Accountingdples Board Opinion No. 25,
Accounting for Stock Issued to Employees ("APB RB5") and related interpretations, including FASEetpretation No. 44, Accounting for
Certain Transactions Involving Stock Compensatia laterpretation of APB No. 25, issued in Marcl®@@see Note

4). Under this method, compensation expense igdedmn the date of the grant only if the curreatket price of the underlying stock
exceeds the exercise price. The exercise pricak options granted during the year ended March280,1, the nine months ended December
31, 2001 and the year ended December 31, 2002eged to the market price of the Company's comncksat the date of grant. As such,
no compensation cost was recognized during thoses yer stock options granted to employees (see HptThe following table shows the
pro forma effect on the Company's net loss andpgesshare as if compensation cost had been rezafjfor stock options based on their fair
value at the date of the grant. The pro forma éfiéstock options on the Company's net loss fos¢hyears may not be representative of the
pro forma effect for future years due to the impEotesting and potential future awards. Optiossiéxl under the Daisytek Plans (see Note 4)
prior to April 1, 1995, were excluded from the cartgdion.
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NINE MONTHS
YEAR ENDED ENDED YEAR ENDED
MARCH 31, DECEMBER 31, DECEMBER 31,
2001 2001 2002
(IN THOUSANDS, EXCEPT PER SHAR E AMOUNTS)
Netloss asreported ......cccovevvvvevvveeeees e $ (10,756) $ (565) $  (11,400)
Add: Stock-based non-employee compensation expense included
inreported NEt10SS ...ocovvvvvevevices 38 704 28
Deduct: total stock-based employee and non-employee
compensation benefit (expense) determined under fair
value based method ........ccoeoveveveeeeee. (3,804) 1,946 (1,569)
Pro forma net income (loss), applicable to common s tock for
basic and diluted computations ............... ... $ (14522) $ 2,085 $  (12,941)
Loss per common share - basic and diluted
Asreported ...cccoooviiiiieiieeeeeee e, $ (0.60) $ (0.03) $ (0.63)
Proforma ....ccccccvveiviiieviiecieeeeees e, $ (0.81) $ 0.12 $ (0.71)

INCOME TAXES

Deferred tax assets and liabilities are recognfaethe future tax consequences attributable tiedihces between the financial statement
carrying amounts of existing assets and liabiliiad their respective tax bases. Deferred taxsaaset liabilities are measured using enacted
tax rates expected to apply to taxable incomeerytars in which those temporary differences apeeted to be recovered or settled. The
effect on deferred tax assets and liabilities ohange in tax rates is recognized in income irp#éréod that includes the enactment date.

FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying value of our financial instruments,jethinclude cash and cash equivalents, accoung$viaale, accounts payable and debt and
capital lease obligations, approximate their failues based on short terms to maturity or currexrket prices and interest rates.

COMPREHENSIVE LOSS

Comprehensive loss is defined as the change inyengt assets) of a business enterprise durirgriagpfrom transactions and other events
and circumstances from non-owner sources. Comps@leloss consists of net losses and foreign cayrénanslation adjustments.

NET LOSS PER COMMON SHARE

For the year ended March 31, 2001, the nine-moetlog ended December 31, 2001, and the year endeeniber 31, 2002, outstanding
options to purchase common shares of PFSweb wérdikrtive and have been excluded from the weidtdagerage share computation (see
Note 4). There are no other potentially dilutivewsities outstanding

CASH PAID DURING YEAR

The Company made payments for interest of appraein&0.2 million, $0.2 million and $0.8 million drincome taxes of approximately $
million, $0.1 million and $0.8 million during theewr ended March 31, 2001, the nine-month perioéemcember 31, 2001, and the year
ended December 31, 2002, respectively (see Naaes 30).

IMPACT OF RECENTLY ISSUED ACCOUNTING STANDARDS

In 2001, the Financial Accounting Standards Bo&Fd\EB") issued Statement of Financial Accountingristards ("SFAS") No.'s 141 and
142, "Business Combinations" and "Goodwill and ®@théangibles.” SFAS 141 requires all business doatipns initiated after June 30,
2001 to be accounted for using the purchase me8eAS 142 requires that ratable amortization ofdyath be replaced with annual fair-
value based tests of the
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goodwill's impairment, and that intangible assétepthan goodwill be amortized over their usefed$. Additionally, under the provision of
the new accounting standard, an acquired intangsdet should be separately recognized if the harie¢he intangible asset is obtained
through contractual or other legal rights, or & thtangible asset can be sold, transferred, le@gnented, or exchanged, regardless of the
acquirer's intent to do so. SFAS 141 is effectivedll business combinations initiated after Jube2®01 and for all business combinations
accounted for by the purchase method for whicldtte of acquisition is after June 30, 2001. Thepidn of SFAS 141 as of July 1, 2001
not have a material impact on the Company's firerstatements and related disclosures. The prowisib SFAS 142 was effective for fiscal
years beginning after December 15, 2001. The Cogpadoption of SFAS 142 on January 1, 2002 dichage a material impact on
consolidated financial statements and related alseces.

In June 2001, the FASB issued SFAS No. 143, "Actingrfor Asset Retirement Obligations," which adsies the accounting and reporting
for obligations associated with the retirementasfdible long-lived assets and the associated estseiment costs. The Company does not
believe the adoption of this standard will haveaterial impact on the consolidated financial staets and will adopt the provisions of this
standard by the first quarter of 2003.

In June 2002, the FASB issued SFAS No. 146, "Actingrfor Costs Associated with Exit or Disposal kittes," which addresses the
financial accounting and reporting for costs assed with exit or disposal activities and nullifEserging Issues Task Force (EITF) issue
No. 94-3, "Liability Recognition for Certain Employee Teination Benefits and Other Costs to Exit an Atfiincluding Certain Costs
Incurred in a Restructuring)." The Company doeshatieve the early adoption of SFAS No. 146 woudsidhhad a material impact on our
consolidated financial statements for the year dridlecember 31, 2002 and will adopt the provisidrthis standard in the first quarter of
2003.

In December 2002, the FASB issued SFAS No. 148¢8Anting for Stock-Based Compensation - Transiéiod Disclosure." SFAS 148
amends SFAS 123, "Accounting for StoBksed Compensation," to provide alternative metloddisnsition for a voluntary change to the
value method of accounting for stock-based emplapsepensation. In addition, SFAS 148 amends theigioms of SFAS 123 to require
more prominent disclosure in both annual and intdimancial statements about the method of accogritr stock-based employee
compensation and the effect of the method use@ported results of operations. The Company addptedisclosure requirements of SFAS
148 as of December 31, 2002.

On January 1, 2002, the Company adopted the pomgsif EITF D-103 "Income Characterization of Reurgements Received for 'Out-of-
Pocket' Expenses Incurred." For all periods prestrdur billings for reimbursements of 'out-of-petlexpenses, such as travel, and certain
third-party vendor expenses such as shipping andlimg costs and telecommunication charges aredied in gross service fee revenue. The
related reimbursable costs are reflected as passgh charges and reduce total gross service femue in computing net service fee
revenue.

In January 2003, the FASB issued FIN No. 45, "Guianés Accounting and Disclosure Requirements foai@ntees, Including Guarantees of
Indebtedness of Others." FIN No. 45 requires a @mo recognize a liability for the obligationdds undertaken in issuing a guarantee.
This liability would be recorded at the inceptidnaoguarantee and would be measured at fair valwe measurement provisions of this
statement apply prospectively to guarantees issuetbdified after December 31, 2002. The discloguowisions of the statement apply to
financial statements for periods ending after Ddweni5, 2002. The Company adopted the disclosunégions of the statement as of
December 31, 2002 and will adopt the measurememwigions of this statement in the first quarte2803. The Company does not expect the
adoption to have a material effect on the finansiatements when adopted.

In January 2003, the FASB issued FIN No. 46, "Cbdation of Variable Interest Entities." FIN 46 rgges a company to consolidate a
variable interest entity if it is designated as phienary beneficiary of that entity even if the qoamy does not have a majority of voting
interests. A variable interest entity is generdifined as an entity where its equity is unablfnance its activities or where the owners of
entity lack the risk and rewards of ownership. Phavisions of this statement apply at inceptiondoy entity created after January 31, 2003.
For an entity created before February 1, 2003ptbeisions of this interpretation must be applietha beginning of the
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first interim or annual period beginning after Jurie 2003. The Company will adopt the provision&N No. 46 in the first quarter of 2003
and does not expect the adoption of the staterndrdte a material effect on the financial statesient

The FASB Emerging Issues Task Force issued EITEIQ0OAccounting for Revenue Arrangements with Mal#iDeliverables,” to address
certain revenue recognition issues. The guidanoeiged from EITF 00-21 addresses both the timind @assification in accounting for

different earnings processes. The Company doesxpeaict that the adoption of EITF 00-21 will havaaterial impact on our consolidated
financial condition or operations.

RECLASSIFICATIONS

Certain prior year data have been reclassifiedtdorm to the current period presentation. Theskassifications had no effect on previously
reported net income or shareholders' equity.

3. DEBT AND CAPITAL LEASE OBLIGATIONS:

Debt and capital lease obligations consist of thieding (in thousands):

DECEMBER 31, DECEMBER 31,

2001 2002

Term master lease agreement .............ccc...... ... $ 4658 $ 4,627
Inventory and working capital financing agreements:

United States ............cccevveiiiinens - 28,147

EUrOpe .. -- 15,219
Loan and security agreement, United States ....... - 12,552
Factoring agreement, Europe ..............cc.ce.... -- 3,202
Other .....coovviiiiiie - 210

Total covveeieeee e 4,658 63,957

Less current portion of long-term debt ............ 995 60,863

Long-term debt, less current portion ......... ... $ 3663 $ 3,094

TERM MASTER LEASE AGREEMENT

During the nine months ended December 31, 2001Ctmpany entered into a Term Lease Master AgreemiémiBM Credit Corporation
("Master Lease Agreement”) that provides for legginfinancing transactions of equipment with tewh8 to 5 years. The leasing
transactions are secured by the related equipnmelietters of credit (see Note 2). The financirmmsactions are secured by a letter of credit

(see Note 2). Leasing and financing transactionleuthe Master Lease Agreement during the nine hsoernded December 31, 2001, and the
year ended December 31, 2002, totaled $1.5 mi#limoh $0.3 million, respectivel

The Company has certain non-cancelable capitat lageeements including those under the Master Légssement, primarily involving
warehouse and computer equipment.

The following is a schedule of future minimum le@sgments under the capital leases together wétlptesent value of the net minimum
lease payments as of December 31, 2002 (in thoakand

Fiscal year ended December 31,

2003, .ot e $ 1,373
2004 ..o 918
2005. .. s 507
2006.....cccoiiiiiiiiie e s 451
2007 it e 425
Thereafter.....coovvviiiiiiiiiceeeee s 177

Total minimum lease paymentS......ccccceeeeee. e $ 3,851
Less amount representing interest at rates ranging from 5.75%

10 16.29%0..ccuiiiiiiiiie e e, (622)
Present value of net minimum lease payments........ e 3,229
Less: Current portion........cccceevevvicieeeene . (1,119)

Long-term capital lease obligations........... $ 2,110
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INVENTORY AND WORKING CAPITAL FINANCING AGREEMENT, UNITED STATES

On September 27, 2001, Supplies Distributors edtete a short-term credit facility with IBM CredRorporation ("IBM Credit") to finance
its distribution of IBM products in the United Stéat On March 29, 2002, Supplies Distributors eut@reo an amended credit facility with
IBM Credit that was subsequently further amendét: dsset based credit facility provides financmgpfurchasing IBM inventory and for
certain other receivables up to $30.5 million tlglouts expiration on March 29, 2003. The crediflfgccontains cross default provisions,
various restrictions upon the ability of HoldingedaSupplies Distributors to, among others, mergasaolidate, sell assets, incur indebtedness,
make loans and payments to related parties, prgudeantees, make investments and loans, pledgesasske changes to capital stock
ownership structure and pay dividends, as wellr@ntial covenants, such as annualized revenuetking capital, net profit after tax to
revenue, and total liabilities to tangible net vipis defined, and are secured by all of the ae§&spplies Distributors, as well as
collateralized guaranties of Holdings and PFSwatditonally, PFSweb is required to maintain a miaimsubordinated note receivable
balance from Supplies Distributors of $8.0 milliand a minimum shareholders' equity, as modifieg28%.0 million as of December 31, 2C
and $18.0 million thereafter. Borrowings under ¢hedit facility accrue interest, after a definegleffinancing period, at prime rate plus 1%,
which was 5.25% as of December 31, 2002. The faatlicrues a quarterly commitment fee of 0.375%herunused portion of the
commitment, and a monthly service fee.

On March 28, 2003, Supplies Distributors entere¢d @an amended credit facility with IBM Credit LL@&¢merly IBM Credit Corporation).
The amendment extends the termination date thrMagch 29, 2004, reduces the maximum financing armtmw$i27.5 million, restricts
Holdings' ability to declare and pay a dividendhaitit the prior approval of IBM Credit and expandd anodifies certain financial covenants.
The Company has classified the outstanding amauwtenithis facility as current at December 31, 2002.

INVENTORY AND WORKING CAPITAL FINANCING AGREEMENT, EUROPE

On September 27, 2001, SDSA entered into a shart-teedit facility with IBM Belgium Financial Sersgs S.A. ("IBM Belgium") to finance
its distribution of IBM products in Europe. On Mar29, 2002, SDSA and BSD Europe entered into amdetkcredit facility with IBM
Belgium that was subsequently further amended.aBlset based credit facility with IBM Belgium prog&lup to 19 million Euros
(approximately $19.9 million) in financing for pinasing IBM inventory and for certain other receieabThe IBM Belgium facility remains
in force until not less than 60 days written notigeany party, but no sooner than March 29, 200@ dredit facility contains cross default
provisions, various restrictions upon the abilifyHoldings and Supplies Distributors to, among odhenerge, consolidate, sell assets, incur
indebtedness, make loans and payments to relatédgpgrovide guarantees, make investments amd)qgdedge assets, make changes to
capital stock ownership structure and pay divideadsvell as financial covenants, such as annubtizeenue to working capital, net profit
after tax to revenue, and total liabilities to ténhg net worth, as defined, and are secured bgfalie assets of Supplies Distributors, as we
collateralized guaranties of Holdings and PFSwaldi#tonally, PFSweb is required to maintain a miaimsubordinated note receivable
balance from Supplies Distributors of $8.0 milliand a minimum shareholders' equity, as modifieh28%.0 million as of December 31,
2002, and $18.0 million thereafter. Borrowings uritie credit facility accrue interest, after a defi free financing period, at euribor plus -
which was 6.93% as of December 31, 2002. SDSA paysnthly service fee on the commitment.

On March 28, 2003, SDSA entered into an amendaditdeility with IBM Belgium. The amendment extenthe termination date through
March 29, 2004, reduces the maximum financing armtmuh2.5 million Euros (approximately $13.1 mitiip restricts SDSA's ability to
declare and pay a dividend without the prior appt@f IBM Belgium and modifies certain financiah@mants. The Company has classified
the outstanding amount under this facility as aure¢ December 31, 2002.

LOAN AND SECURITY AGREEMENT

On March 29, 2002, Supplies Distributors enterad &nloan and security agreement with Congressi€iabCorporation (Southwest)
("Congress") to provide financing for up to $25Imit of eligible accounts receivable in the U.Sd &@anada. The Congress facility expire:
the earlier of three years or the date on whictptmties to the IBM Master Distributor Agreemenalsino longer operate under the terms of
such agreement and/or IBM no
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longer supplies products pursuant to such agreefseatNote 5). Borrowings under the Congress facilicrue interest at prime rate plus
0.25% (4.5% at December 31, 2002) or Eurodollar pais 3.0% or on an adjusted basis, as defindd.agnieement contains cross default
provisions, various restrictions upon the abilifyHoldings and Supplies Distributors to, among othéngs, merge, consolidate, sell assets,
incur indebtedness, make loans and payments tedgbarties, provide guarantees, make investmeuitéoans, pledge assets, make changes
to capital stock ownership structure and pay divit as well as financial covenants, such as mimimet worth, as defined, and is secured
by all of the assets of Supplies Distributors, &} as collateralized guaranties of Holdings an&Wweb. Additionally, PFSweb is required to
maintain a subordinated loan to Supplies Distritgitd no less than $6.5 million and restricted aafsless than $5.0 million, and is restricted
with regard to transactions with related partisdebtedness and changes to capital stock ownesshigure. Supplies Distributors and SDC
entered into Blocked Account Agreements with th@inks and Congress whereby a security interesgveaed to Congress for all customer
remittances received in specified bank account®ddember 31, 2002, these bank accounts held $0i@rnwhich was restricted for
payment to Congress. The Company has classifiedutstanding amount under this facility as curarDecember 31, 2002.

FACTORING AGREEMENT

On March 29, 2002, SDSA entered into a two yeaofaty agreement with Fortis Commercial Finance N:¥ortis") to provide factoring

for up to 7.5 million euros (approximately $7.9 lioih) (originally 10 million euros, amended in Ob&y 2002) of eligible accounts
receivables. Borrowings under this agreement cagither cash advances or straight loans, as defidash advances accrue interest at 8.5%,
or on an adjusted basis as defined, and straighslaccrue interest at Euribor plus 1.4% for threement's first year (4.45% as of December
31, 2002) and Euribor plus 1.3% for the agreemset®nd year. This agreement contains variousagstis upon the ability of SDSA to,
among other things, merge, consolidate, incur itethiess, as well as financial covenants, such aisnum net worth. This agreement is
secured by a guarantee of Supplies Distributor$o @pmaximum of 200,000 euros. The Company hasiflad the outstanding amount un
this facility as current at December 31, 2002.

DEBT COVENANTS

To the extent the Company fails to comply withcdsrenants, including the monthly financial covenauuirements and required level of
stockholders' equity ($20.0 million as of Decem®&r2002 and $18.0 million thereafter), and theléga accelerate the repayment of the
credit facility obligations, the Company would legjuired to repay all amounts outstanding thereyradidrer through Supplies Distributors or
under PFSweb's related guarantees, to the extppliSsi Distributors or its subsidiaries was unabldo so. Any requirement to accelerate
repayment of the credit facilities obligations wabhlave a material adverse impact on the Compaimgadial condition and results of
operations and no assurance can be given thatamp&hy would have the financial ability to repalyodisuch obligations. At December 31,
2002, the Company was in compliance with all delyenants. Furthermore, PFSweb is obligated to rapgyover-advance made to Supplies
Distributors by its lenders, if Supplies Distribtgas unable to do so. An over-advance would anigke event borrowings exceeded the
maximum amount available under the eligible borrapbase, as defined.

PFSweb has also provided a guarantee of the ololigadf Supplies Distributors and SDSA to IBM, axdihg the trade payables that are
financed by IBM credit.

The Company's aggregate maturities of long-ternt sigisequent to December 31, 2002 are as follows:

Fiscal year ended December 31,

2003....cieiii e $ 59,744
2004.....cciiieiieee e 438
2005.....c et 369
20086......ccuiiiieieiiie e 177
2007 ..ot -
Thereafter........ocooceeiiiieiiniieee

Total long-term debt payments.................. $ 60,728
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4. STOCK AND STOCK OPTIONS
TREASURY STOCK

On August 13, 2001, the Company announced th8oigsd of Directors had authorized the repurchasedb two million shares of the
Company's common stock. As of December 31, 2001280&, the Company had repurchased 86,300 shaoesmwfion stock.

PREFERRED STOCK PURCHASE RIGHTS

On June 8, 2000 the Company's Board of Directoctaded a dividend distribution of one preferreccktpurchase right (a "Right") for each
share of the Company's common stock outstandintutyn6, 2000. Each Right entitles the registerettedolders to purchase from the
Company one one-thousandth of a share of prefstomit at an exercise price of $67, subject to aajest. The Rights are not currently
exercisable, but would become exercisable if ceaents occurred relating to a person or groupigog or attempting to acquire 15 perc
or more of the Company's outstanding shares of aamstock. The Rights expire on July 6, 2010, untedeemed or exchanged by the
Company earlier.

EMPLOYEE STOCK PURCHASE PLAN

On September 15, 2000, PFSweb shareholders adiygt&FSweb Employee Stock Purchase Plan (the "$®woathase Plan”) that is
qualified under Section 423 of the Internal Reve@ode of 1986, to provide employees of PFSweb aopnity to acquire a proprietary
interest in the Company. The Stock Purchase Plaviges for acquisition of PFSweb common stock B5% discount to the market value.
The Stock Purchase Plan permits each U.S. empleliedhas completed ninety days of service to etepatticipate in the plan. Eligible
employees may elect to contribute up to 10 peraktiteir compensation with after-tax dollars umtmaximum annual contribution of
$21,250. The Company has reserved 2,000,000 sbhitsscommon stock under the Stock Purchase Bamended. The Stock Purchase
Plan became effective for eligible employees int&mber 2000. During the year ended March 31, 20@lnine months ended December 31,
2001, and the year ended December 31, 2002, 37236331 and 254,574 shares were issued undetdbk Burchase Plan, respectively.

STOCK OPTIONS AND STOCK OPTION PLANS
Spin-off

Prior to the Offering and Spin-off transaction désed in Note 1, certain of the Company's employeese granted Daisytek stock options
under Daisytek's stock option compensation plares'Daisytek Plans"). The stock options generadigt\over a three to fivgear period fron
the date of grant and expire 10 years after the ofagrant.

In connection with the completion of the Spin-@fil, outstanding Daisytek stock options were repdaséh substitute stock options as
described below:

Options held by PFSweb employees were replacati€aiption holder's election made prior to the Sgfhwith either options to acquire
shares of PFSweb common stock or options to acghaees of both Daisytek common stock and PFSwetmom stock (which may be
exercised separately) (the "Unstapled Options"}YidDp held by Daisytek employees were replaceth@bption holder's election made prior
to the Spin-off) with either options to acquire swof Daisytek common stock or Unstapled Options.

In general, the adjustments to the outstandingyBekisoptions were established pursuant to a forrdatigned to ensure that: (1) the
aggregate "intrinsic value" (i.e. the differencévilmen the exercise price of the option and the etgrkice of the common stock underlying
option) of the substitute options did not exceadabgregate intrinsic value of the outstanding Yaealsstock options which were replaced by
such substitute options immediately prior to thanSyf, and (2) the ratio of the exercise pricelod options to the market value of the
underlying stock immediately before and after thnSff was preserved.
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Substantially all of the other terms and conditiohsach substitute stock option, including theetion times when, and the manner in which,
each option is exercisable, the duration of thease period, the permitted method of exercisdleseent and payment, the rules that will
apply in the event of the termination of employmefithe employee, the events, if any, that may gise to an employee's right to accelerate
the vesting or the time or exercise thereof and/ésting provisions, are the same as those ofgghlaced Daisytek stock option, except that
option holders who are employed by one companyheilpermitted to exercise, and will be subjectltofahe terms and provisions of,
options to acquire shares in the other companfsagh holder was an employee of such other company

As a result of the stock option replacement prodessribed above, in conjunction with the Spinasffiuly 6, 2000, 3,479,697 non-plan
PFSweb stock options (the "PFSweb Non-plan") wesead to PFSweb and Daisytek officers, directotdseamployees.

Offer to Exchange

On April 30, 2001, the Company filed a Tender Ofi¢gsitement on Schedule TO (the "Schedule TO")inglab the Company's offer to
exchange certain PFSweb Plan and Non-plan optoparchase shares of its common stock held byind?PaSweb officers, directors and
employees for new options to purchase shares obitamon stock at a per share price equal to therfaiket value of one share of its
common stock on the date of issuance, which ocdwneDecember 5, 2001, upon the terms and sulgebetconditions in the Offer to
Exchange (the "Offer") dated April 30, 2001. On Mg 2001, the Offer expired and the Company aecefotr exchange options to purchase
3,753,044 shares of common stock, 2,663,544 oftwiviere PFSweb Noplan options and 1,089,500 were PFSweb Plan opt@nday 29
2001, the Company also repriced and fully vestes]@D options issued under the PFSweb Plans an8@®8FSweb Non-plan options held
by Daisytek officers, directors and employees amat@mployees which resulted in a non-cash stockpemsation charge of approximately
$0.7 million.

Pursuant to the terms of the Offer, on Decemb@08], the Company granted 3,184,963 options teefi directors and employees of
PFSweb, 2,462,614 of which were issued as PFSvagbdptions and 722,349 were issued as plan-options. At issuance, pursuant to te
of the Offer, 658,000 of the PFSweb Plan optiorts 298,000 of the Non-plan options were 75% vestethe date of issuance with the
remaining 25% vesting quarterly over one year gB804,614 of the PFSweb Plan options and 429,348e0Non-plan options vest quarterly
OVver one year.

PFSweb Plan Options

PFSweb has authorized 6,000,000 shares of comrok fair issuance under two 1999 stock option piant 35,000 shares for issuance
under a stock option agreement (the "PFSweb Plank® PFSweb Plans provide for the granting ofritiwe awards in the form of stock
options to directors, executive management, keyl@yeps, and outside consultants of PFSweb. Thé tagburchase shares under the
employee stock option agreements typically vest awliree-year period. Stock options must be egedcwithin 10 years from the date of
grant. Stock options are generally issued at fairket value. The Company recorded stock based amsapien expense of $38,000, $7,000
and $28,000 in the year ended March 31, 2001, itteemonth period ended December 31, 2001, andahegnded December 31, 2002
respectively, in connection with stock options toghase an aggregate of 124,200 shares issued thed@FSweb Plans to non-employees.

As of December 31, 2002, there were 2,429,331 sharailable for future options under the PFSweb$la
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The following table summarizes stock option acgivinder the PFSweb Plans:

WEIGHTED AVERAGE

SHARES PRICE PER SHARE EXERCISE PRICE
......... 1,361,500 $10.45-$17.00 $ 10.69
1,238,700 $1.16-$11.75 $ 201
- $ - $ -
(240,850 ) $1.44-$17.00 $ 6.73
Outstanding, March 31, 2001......... 2,359,350 $1.16-$17.00 $ 6.54
Granted.............oeeeevvnnnns 2,507,819 $0.60-$1.20 $ 091
Exercised - $ - $ -
Canceled.......cccccvvvevenennn. (1,270,800 ) $1.92-$17.00 $ 984
Outstanding, December 31, 2001...... 3,596,369 $ 0.60-$16.00 $ 1.27
Granted...........ooeevenvnnnne 1,090,000 $0.44-$0.84 $ 0381
Exercised - $ - $ -
Canceled.........ccvvvveeenenn... (1,080,700 ) $0.80-$10.45 $ 129

3,605,669 $ 0.44-$16.00 $ 112

PFSweb Plan options granted prior to the Spin-odf mot included in the Offer, referred to abovestvanethird on the anniversary of the di
of grant and one-twelfth each quarter thereafteEweb Plan options granted after the Spin-off, kiclg those issued pursuant to the Offer,
vest one-twelfth each quarter. As of December B012and 2002, 1,092,419 and 2,797,077 options werecisable, respectively. The
weighted average fair value of options grantedrduthe year ended March 31, 2001, the nine monibgended December 31, 2001 and
year ended December 31, 2002 were $1.67, $0.76@6d, respectively

The following table summarizes information concegncurrently outstanding and exercisable PFSwedkiptions issued under the PFSweb
Plans to PFSweb officers, directors and employses Becember 31, 2002:

OPTIONS OUTSTANDING OPTIONS EXERCISABLE
WEIGHTED
AVERAGE WEIGHTED WEIGHT ED
RANGE OF OUTSTANDING AS OF REMAININ G AVERAGE EXERCISABLE AS OF AVERA GE
EXERCISE PRICES DECEMBER 31, 2002 CONTRACTUAL LIFE EXERCISE PRICE DECEMBER 31, 2002 EXERCISE PRICE
$0.44-$ 2.69 3,596,419 8.7 $ 1.10 2,787,910 $11 2
$10.45-$16.00 9,250 6.6 $11.05 9,167 $11.0 1
3,605,669 8.7 $ 1.12 2,797,077 $1.1 5

PFSweb Non-plan Options

As of December 31, 2002, 1,184,807 PFSweb Non-ghions were outstanding, of which 610,624 werel hgl PFSweb officers, directors
and employees and 574,183 were held by Daisytééeos! directors and employees.

The following table summarizes stock option acgivinder the PFSweb Non-plan:

WEIGHTED AVERAGE

SHARES PRICE PER SHARE EXERCISE PRICE

Outstanding, March 31, 2000 ....... - - % - $ -

Granted .......ccccevvernenne. 7 $4.22--$10.58 $ 7.26

Exercised ... - $ - $ -

Canceled .........ccoeeuvenee. 2) $4.51--$10.58 $ 7091
Outstanding, March 31, 2001 ....... 3,396,84 5 $4.22--$10.58 $ 7.25

Granted ............cceeeeenne 757,34 9 $0.91-%$1.17 $ 0.92

Exercised - $ - $ -

Canceled (2,722,69 1) $1.17--$10.58 $ 6.87



Outstanding, December 31, 2001 .... 1,431,50

Granted ........ccccoeeveeeenne -

Exercised .... -

Canceled ..........cccoeueeeee. (246,69
Outstanding, December 31, 2002 .... 1,184,80
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The weighted average fair values of options gradtethg the year ended March 31, 2001 and nine hsoemnded December 31, 2001 were
$5.95 and $0.77, respectively. As of December 8012and 2002, 918,106 and 1,184,807 of optiongandsg were exercisable,
respectively.

The following table summarizes information conceghPFSweb Non-plan options outstanding and exdneises of December 31, 2002:

OPTIONS OUTSTANDING OPTIONS EXERCISA BLE
WEIGHTE D
OUTSTANDING AS OF AVERAGE WEIGHTED EXERCISABLE AS OF WE IGHTED
RANGE OF DECEMBER 31, REMAINI NG AVERAGE DECEMBER 31, A VERAGE
EXERCISE PRICES 2002 CONTRACTUAL LIFE EXERCISE PRICE 2002 EXER CISE PRICE

$0.91-$1.17 1,182,008 7.3 $1.04 1,182,008 $1.04
$5.78-$10.58 2,799 4.9 $8.35 2,799 $8.35
1,184,807 7.3 $1.05 1,184,807 $1.05

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidaispy model with the following
assumptions used for grants of PFSweb options 8wk officers, directors, and employees under B@web Plans:

YEAR END ED NINE MONTHS ENDED  YEAR ENDED
MARCH 31, 2001 DECEMBER 31,2001 DECEMBER 31, 2002
Expected dividend yield ............... - - -
Expected stock price volatility........ 98% - 1 28% 117% - 126% 112% - 114%
Risk-free interest rate................ 5.8% -6 .3% 4.6% - 5.3% 5.1%
Expected life of options (years)....... 5 5 5

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidaispy model with the following
assumptions used for grants of PFSweb options 8wleb and Daisytek officers, directors, and emplsyewler the PFSweb Non-Plans
during the year ended March 31, 2001: no divideeslppcted volatility of 112%, risk-free interesteraf 6.1% and expected life of 5 years.

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidaispy model with the following
assumptions used for grants of PFSweb options 8wk officers, directors, and employees and a Bekgyirector under the PFSweb Non-
Plan during the nine months ended December 31,:2@0dividends; expected volatility between 117% 484%, risk-free interest rate
ranging between 4.9% and 5.5% and expected lifeyafars.

No options were granted to PFSweb officers, dimscte employees under the Daisytek Plans duringitie-month period ended December
31, 2001 or the year ended December 31, 2002. Honspwere granted to PFSweb officers, directorgnoployees under the PFSweb Non-
Plan during the year ended December 31, 2002.

5. MASTER DISTRIBUTOR AGREEMENTS:

In August 2001, Supplies Distributors, SDSA, tharipany and IBM entered into Master Distributor Agrnesats whereby Supplies
Distributors and SDSA act as master distributorgasfous IBM products and PFSweb provides transagtianagement and fulfillment
services to Supplies Distributors. The Master hstor Agreements expire in March 2004 and canmxtergled for additional one-year terms
upon mutual agreement by all parties. Under thetdtd3istributor Agreements, IBM sells product topplies Distributors and reimburses
Supplies Distributors for certain freight costgedt costs incurred in passing on any price deeseaffered by IBM to Supplies Distributors
customers to cover price protection and certaircigpbids, the cost of products provided to repldetective product returned by customers
and other certain expenses as defined. Suppligsiiitors can return to IBM product rendered obtoley IBM engineering changes after
customer demand ends. IBM determines when a praslotisolete. IBM, Supplies Distributors and SD3goahave verbal agreements under
which IBM reimburses or collects from Supplies Btmitors or SDSA amounts calculated in certain mwey cost adjustments and amounts
applicable to certain favorable or unfavorable gnmsrgin performance versus targeted objectives.

Supplies Distributors, SDC and SDSA pass througtustomers marketing programs specified by IBM adhahinister, along with GMS, such
programs according to IBM guidelines.
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6. TRANSACTIONS WITH DAISYTEK

During the year ended March 31, 2001, the Compamgts and expenses include allocations from Delisigtr certain general administrative
services including information technology, finadcteeasury, legal, insurance and other corponatetions as well as certain costs of
operations including facility charges. These altaes were estimated on the basis that Daisyteklam@ompany consider to be a reasonable
reflection of the utilization of services providedthe benefit received by the Company. The metlusésl for allocation of expenses from
Daisytek were either (i) percentage of: revenumpsd orders, or number of employees, or (i) managnt's best estimate. However, these
allocations of costs and expenses do not necessatitate the costs and expenses that would hege mcurred by the Company on a stand-
alone basis. Management estimates that incremsgitadg, general and administrative expenses aat®ativith PFSweb operating as a stand-
alone publicly traded company, including executivenagement, overhead and public company costsaimseiand risk management costs,
and other costs would have been approximately $@l®n for the year ended March 31, 2001.

In conjunction with the successful completion of tffering, PFSweb entered into agreements witlsydak, including a tax sharing
agreement, a transaction management services agmgenansition services agreement and a mastara&m agreement. In addition, on a
going forward basis, Daisytek will continue to breabligor and guarantor for certain of the Compaffigtility and equipment leases.

On May 25, 2001, the Company completed the satethin assets to Daisytek pursuant to an AssehBse Agreement (the "Purchase
Agreement") (See Note 7). The Purchase Agreemehtdad a termination by the Company and Daisyteteofain transaction management
services agreements previously entered into bettvee@ompany and Daisytek and a Daisytek subsid@opcurrently with the closing of
the asset sale, the Company and Daisytek alsoeehiteio a six-month transition services agreemadeuwhich the Company provided
Daisytek with certain transitional and informati@echnology services that expired in November 2001.

Through September 2001, the consolidated finastééments include service fee revenues and castrate fee revenues for certain
services subcontracted to PFSweb by Daisytek ubdesytek's contractual agreements.

Service fee revenues charged to Daisytek undee(inin IBM master distributor agreements, (iiysrof the transaction management
services agreement with Daisytek, (iii) for certairbcontracted services, and (iv) for certain matisn and information technology services,
were $27.6 million and $9.6 million for the yeaded March 31, 2001, and the nine months ended De®e®i, 2001, respectively.

As of December 31, 2001, the Company was no lopgdy to any agreement to provide services for ydaks however, through its master
distributor relationships operated by Supplies fiistors, the Company continues to buy and sethaeproduct from Daisytek.

7. DISPOSITION AND IMPAIRMENT OF ASSETS

On May 25, 2001, the Company completed the sateéin assets to Daisytek pursuant to the Purchgseement. Under the Purchase
Agreement, the Company transferred and sold toyeéscertain distribution and fulfillment assets;luding equipment and fixtures, that
were previously used by the Company to provideautsng services to Daisytek. Daisytek also assuceethin related equipment leases and
a warehouse lease and hired certain employees whmagsociated with the warehouse facility. Thesictamation payable under the Purchase
Agreement of $11.0 million included a terminationthe Company and Daisytek of certain transactiamagement services agreements
previously entered into between the Company andyek and a Daisytek subsidiary. Proceeds of $tlllibn were received for assets with
an approximately $4.5 million net book value witheaulting $5.8 million gain, after closing cosfs$0.6 million. Concurrently with the
closing of the asset sale, the Company and Daigytekentered into a six-month transition servag®ement under which the Company
provided Daisytek with certain transitional andoimhation technology services.

Pro forma revenues and pro forma loss from oparstior the year ended March 31, 2001, assumingrdinsaction had occurred in April
2000, would have been $29.5 million and ($18.9Jiam| respectively. Pro forma revenues and pro #tass from operations for the nine
months ended December 31, 2001, had the transamt@nred in April 2000, would have been $22.0igmlland ($10.4) million,
respectively. The pro forma data do not give effecny fees earned by PFSweb for services provim&hisytek under a six-month
transition services
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agreement entered into on May 25, 2001 or the effieihe $5.8 million gain on the sale of the assAdditionally, these pro forma
adjustments do not consider certain infrastructosgs, such as operating costs associated witihfitrenation technology function, salaries
certain management and personnel, telephone asel ¢eats, and depreciation expense which suppiitedusiness but that will continue in
the future. Because these ongoing costs were msidgred, the pro forma adjustments to the loga fiperations are not indicative of the
overall margin earned under these transaction neanegt services agreements.

In September 2002, the Company changed the mammérich certain warehouse and order managemersacéions are processed. These
changes eliminated the future service potentiaketécted software applications to the Company. Atingly, the Company recorded a $0.7
million asset impairment charge during the yeareenidecember 31, 2002. The Company also abandomidnhcdistribution center assets and
recorded a $0.2 million asset impairment chargénduthe year ended December 31, 2002. The Compamjncies to operate with excess
physical infrastructure in its warehouse operatiamd information technology systems. The Companigveed the carrying amount of cert:

of these excess long-lived assets for impairmedtdetermined no further impairment charges werairedq at December 31, 2002. The
Company will reevaluate such assets in calendar3@@3, in conjunction with its future operatingps, to determine if any additional asset
impairment charges should be recognized.

8. RESTRUCTURING

In September 2002, the Company implemented a s#gting plan that resulted in the termination opagpximately 60 employees, of which
20 were hourly employees. The Company recorded i&ilidn for severance and other termination costsyhich $0.8 million was paid
during the year ended December 31, 2002. The rénga$®.4 million is included in accrued expensed @rexpected to be paid by March
2004. The Company did not finalize all restructgractivities as of December 31, 2002, and expedtscur an additional amount totaling
$0.5 million to $1.0 million of restructuring chag during calendar year 2003.

9. SUPPLIES DISTRIBUTORS AND OTHER RELATED PARTIES
SUPPLIES DISTRIBUTORS

In September 2001, the Company made an equity imezd of $0.75 million in Holdings, for a 49% vagimterest, and IFP made an equity
investment of $0.25 million in Holdings for a 51%ting interest. Certain officers and directorshe# Company owned, individually, a 9.8%
non-voting interest, and, collectively, a 49% nanting interest, in IFP. Effective October 1, 206 Company purchased the remaining !
interest in Holdings from IFP for $0.3 million. Alse acquired proportionate share of the fair valudoldings' net assets was greater than the
purchase price, the Company recognized an extr@mdgain on the purchase of $0.2 million in aceoake with SFAS No. 141.

Pursuant to the terms of the Company's transantemagement services agreement with Supplies Distrig, the Company earned service
fees, which, prior to the consolidation effectivet@er 1, 2002 are reported as service fee revafiil@te in the accompanying consolidated
financial statements, of approximately $1.4 millioet of $0.3 million of pass-through charges, $Ad million, net of $0.2 million of pass-
through charges, for the nine months ended DeceB1het001, and the year ended December 31, 20§f&ectvely. For the nine months
ended December 31, 2001, PFSweb fees earned fr@n(tB8 Daisytek subsidiary and predecessor to $Segpplistributors) were $3.7

million, net of $0.3 million of pass-through chasgé&or the year ended March 31, 2001, prior to bwég a related party, service fees earned
by PFSweb from BSD, associated with the same bssiaetivities, were $7.1 million, net of $0.7 naitli of pass-through charges. As of
December 31, 2001, the Company had trade accoergs/ables of $0.9 million due from Supplies Disiitors.

Pursuant to Holdings' operating agreement, pridhéoOctober 1, 2002 acquisition date, Holdingscalted its earning and distributed its cash
flow, as defined, in the following order of prigiffirst, to IFP until it received a one-time améo®qual to its capital contribution of $0.25
million; second, to IFP until it received an amoaqtal to a 35% cumulative annual return on itstahpontribution; third, to PFSweb until it
received a one-time amount equal to its capitatrdmution of $0.75 million; fourth, to PFSweb unitireceived an amount equal to a 35%
cumulative annual return on its capital contribatiand fifth, to PFSweb and IFP, pro rata, in adaace with their
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respective capital accounts. As a result of the @omg's 100% ownership of Holdings, future earniaugg dividends will be allocated and
paid 100% to the Company. Notwithstanding the foheg, no distribution could be made if, after giyieffect thereto, the net worth of
Holdings would be less than $1.0 million. At Dece&mnB1, 2002, Holdings' net worth was $2.9 milliaimder the terms of its amended credit
agreements, Holdings is currently restricted fraagipg annual cash dividends without the prior applof its lenders (see Note

3). In May 2002, Holdings paid a $0.2 million dieitd to IFP. In December 2002, Holdings paid a #tlldon dividend to the Company. The
Company recorded $1.2 million of equity in the éags of Holdings, prior to the October 1, 2002 astjon, for the year ended December

31, 2002.

The following summarizes the purchase price aliocabf the Company's purchase of the remaining §itesest in Holdings from IFP (in
thousands):

Cash and cash equivalents (including

restricted cash of $1,745) ............ $ 2,578
Accounts receivable ........................ 28,110
INVENLONIeS ...oovveiiiiieiiiieee s 37,193
Prepaid expenses ..........ccccceeevvnenn. 684
Other assets, net .........cccoeeveeeeene 284

Total assets acquired ............... $ 68,849
Trade accounts payable ..................... $ 3,611
Accrued exXpenses .........coeeevvvvninnns 1,901
Debt (guaranteed by the Company) ........... 48,823
Other debt ......cceveviiiiiiieiiiee, 3,070
Note payable to affiliate .................. 8,800

Total liabilities assumed ........... 66,205

Net assets ......cccccvevveveeennnnn. 2,644
Less PFS' prior investment 2,109

Net assets acquired ................. 535
Less cash purchase price ................... 332

Extraordinary gain on purchase ...... $ 203

As a result of the Company's purchase of the rem@Bil% interest in Holdings from IFP, effectivet@mer 1, 2002, the Company began
consolidating 100% of Holdings' financial positiand results of operations into the Company's cahsigld financial statements. Following
(1) an unaudited, pro forma, condensed consoligatioome statement for the full calendar year 2@84f the acquisition had occurred as of
January 1, 2002, and (2) an unaudited, pro formagensed consolidated income statement for themorghs ended December 31, 2001
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(including Supplies Distributors' results of opéras for the period from July 3, 2001, inceptiamPtecember 31, 2001), as if the acquisition
had occurred as of April 1, 2001, (in thousands):

Nine Months
Ended
December 31,
Calendar Year 2002 2001
Pro Forma Pro Forma Pro Forma
PFSweb Holdings  Adjustments Consol idated Consolidated
Revenues:
Gross product revenue .................... $ - $ 221,145 $ - $ 2 21,145 $ 73,052
Gross service fee revenue ................ 34,655 - -- 34,655 29,955
Gross service fee revenue, affiliate ..... 6,676 - (6,676) - -
Other ....coovvviiieciciieeee - - - - 100
Total gross revenues ................. 41,331 221,145 (6,676) 2 55,800 103,107
Less pass-through charges ................ 3,714 - (151) 3,563 3,386
Net revenues ..........cccceeeeeeenn. 37,617 221,145 (6,525) 2 52,237 99,721
Costs of Revenues:
Cost of product revenue .................. - 208,617 - 2 08,617 69,478
Cost of service fee revenue .............. 23,252 - (2,258) 20,994 17,216
Other ....coovveeiieciciieeei - - - - (627)
Total costs of revenues .............. 23,252 208,617 (2,258) 2 29,611 86,067
Gross profit ......ccceeeevveeeinennnn 14,365 12,528 (4,267) 22,626 13,654
Selling, general and administrative
expenses 26,206 6,997 (4,319) 28,884 18,573
Other ... 2,135 - - 2,135 (5,141)
Income (loss) from operations ........ (13,976) 5,531 52 (8,393) 222
Equity in earnings of affiliate .............. 1,429 - (1,429) - -
Interest expense (income), net ............... (847) 3,110 - 2,263 307
Income (loss) before income
taxes and extraordinary item ...... (11,700) 2,421 (1,377) ( 10,656) (85)
Income tax expense (benefit) ................ (81) 929 (343) 505 (48)
Income (loss) before
extraordinary item .................. (11,619) 1,492 (1,034) ( 11,161) 37)
Extraordinary gain on purchase of 51%
share of Supplies Distributors .......... 203 -- - 203
Net income (I0SS) ..ocovvevvveiienieannenn $ (11,416) $ 1,492 $ (1,034) $ ( 10,958) $ 37)

Net loss per share:
Basic and diluted ........................ $ (0.63) $ (0.60) $ (0.00)

Weighted average number of shares
outstanding
Basic and diluted ........................ 18,229 18,229 18,036

The unaudited pro forma data are not necessadigative of the consolidated results of operatifamguture periods or the results of
operations that would have been realized had thepaay consolidated Holdings during the periods qurtesd.

In September 2001, Supplies Distributors issued\ibiee to PFSweb in exchange for proceeds of $8ll&miAs of December 31, 2001 and
2002, the Note had an outstanding balance of $tilion and $8.0 million, respectively. Under centmew and amended terms of its senior
debt facilities, the Note cannot be increased oreised without the prior approval of the Compaleylders (see Notes 3 and 15). The Note
accrues interest at a fluctuating rate per annwmaleg PFSweb's cost of funds as determined by RBSapproximately 10% as of December
31, 2001 and 2002. During the period from July@)2(inception) through December 31, 2001, and/éfze ended December 31, 2002,
excluding the period from October 1, 2002 througit@nber 31, 2002, the Company earned $0.3 milloh$®.8 million, respectively, of
interest associated with the Note.

OTHER RELATED PARTIES

In May 1999, the Company entered into an agreetogmovide services to a certain company. Durirgytbar ended March 31, 2001, an
executive officer of PFSweb served on the BoarDioéctors of this company. PFSweb no longer provistervices to this company. Service
fee revenue earned from this company was approgignd®.0 million for the year ended March 31, 208dd other revenue was $1.7 milli



for the year ended March 31, 2001.
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In August 2001, Supplies Distributors entered BmoAgreement for Sales Forces Services ("ASFS' iBM, whereby Supplies Distributo

is to actively generate demand for and promotedbhayalty for IBM products. The ASFS expires on dalier of December 31, 2003 or the
termination of the Master Distributor AgreementeeTASFS automatically renews for successive yma-periods unless either party provi
prior written notice. Pursuant to the ASFS, IBM pa&y Supplies Distributors a quarterly servicedseagreed to by both parties. Supplies
Distributors has subcontracted with GMS to prouiue sales force activities for an amount equathéofées received by Supplies Distributors.
The principal officer of GMS owned 46% of IFP, prio PFSweb's purchase of IFP's interest in Hoklidg of December 31, 2002, the
Company had no amounts due from IBM under the taritise ASFS included in accounts receivable arm@pmately $1.7 million of

unpaid service fees due to GMS.

10. INCOME TAXES

Prior to the Spin-off, the Company's operationsenacluded in consolidated income tax returns filgdaisytek. The provision for income
taxes reflected in the consolidated statementpefations and the deferred tax assets reflectétbinonsolidated balance sheets were
prepared as computed on a separate return bafasti# with the completion of the Spin-off, PFSwadased to be included in Daisytek's
consolidated tax return.

A reconciliation of the difference between the eotpd income tax expense at the U.S. federal stgtatwporate tax rate of 34%, and the
Company's effective tax rate is as follows (in themds):

NINE MONTHS
YEAR ENDED ENDED YEAR ENDED
MARCH 31, DECEMBER 31, DECEMBER 31,

2001 2001 2002
Income tax benefit computed at statutory rate ..... $ (3,649 $ (267) $ (3,844
Impact of foreign taxation at different rate ...... (28) (35) (230)
Expenses not deductible for tax purposes .......... 9 54 30
Change in valuation reserve ...........cc..c....... 3,567 125 4,224
Other ..ooieiceeeeeee e 126 (96) (86)
Provision (benefit) for income taxes ....... $ 25 % (219) $ 94

The consolidated income (loss) before income taxgslomestic and foreign entities, is as followsttiousands):

NINE MONTH S
YEAR ENDED ENDED YEAR ENDED
MARCH 31, DECEMBER 3 1, DECEMBER 31,
2001 2001 2002
Domestic ............. $ (6,188) $ 9 88 $ (7,983)
FOreign .............. (4,543) (1,7 72) (3,526)
Total ...... $ (10,731) $ 7 84) $ (11,509)

Current and deferred income tax expense (bensf#iiinmarized as follows (in thousands):

N INE MONTHS
YEAR ENDED ENDED YEAR ENDED
MARCH 31, D ECEMBER 31, DECEMBER 31,
2001 2001 2002
Current
DOMEStC ....ccovverenees $ 57 $ (68) $
State ..o - - -
Foreign .......cccoceeeens 77 (151) 148
Total current ....... 134 (219) 148
Deferred
DomestiC .......cccueeeennee (109) - (17)
State .ooooeveeeiiiiei, - - -
Foreign .....cccccvvveeeennn. (37)
Total deferred ........... (109) (54)

Total vevvereeen, $ 25 $ (219) $ 94
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The components of the deferred tax asset (liab#itg as follows (in thousands):

DECEMBER 31, DECEMBER 31,
2001 2002
Deferred tax asset:
Allowance for doubtful accounts ..... $ 63 $ 180
Net operating loss carryforwards .... 5, 411 10,127
Other ..o 127 345
5, 601 10,652
Less -- Valuation reserve ........... 5, 429 10,207
Total deferred tax asset .... 172 445
Deferred tax liability:
Property and equipment .............. ( 360) (540)
Other .....cooovieieiiiiiee e - (111)
Total deferred liability .... ( 360) (651)
Deferred tax liability, net ........... $ ( 188) $ (206)

Management believes a sufficient history of earsihgs not been established by PFSweb, on a stand-adsis, to support the more likely
than not realization of deferred tax assets in &xoé existing taxable temporary differences. Aiatibn allowance has been provided for the
net deferred income tax asset as of December 81, 20d 2002. At December 31, 2002, net operatisg ¢tarryforwards relate to taxable
losses of the Company's Europe subsidiary totapmoximately $9.8 million and the Company's Uithsidiary, totaling approximately
$12.9 million that expire through 2018. Approximgt$l.4 million of the valuation allowance recordeghinst deferred tax assets relates to
tax benefits of stock option exercises and, ifizgil, will be recorded against additional paid-apital upon utilization rather that as an
adjustment to income tax expense from continuirgyaions.

11. COMMITMENTS AND CONTINGENCIES

The Company leases facilities, warehouse, offiegsportation and other equipment under operagiages expiring in various years through
the year ended December 31, 2009. In most casesmgement expects that, in the normal course ofibasj leases will be renewed or
replaced by other leases. Minimum future annuabfgrayments under non-cancelable operating ld@péng original terms in excess of one
year are as follows (in thousand

Fiscal year ended December 31,
2003....cciiiiiiieee $ 5,968
2004.....cciiiiiiieiee 4,181
2,795
2,765
1,481
976

Total rental expense under operating leases, ratldéase rental income, approximated $7.7 milli#h4 million and $5.8 million for the
year ended March 31, 2001, the nine months endedrbeer 31, 2001, and the year ended December 82, Bfspectively

For all periods prior to the Spin-off, Daisytek a#h80% of more of our capital stock, the Company imaluded in Daisytek's consolidated
group for federal income tax purposes. If Daisydekther members of the consolidated group faihédke any federal income tax payments,
the Company would be liable for the shortfall sieeeh member of a consolidated group is liabléHfergroup's entire tax obligation.

In June 2002, the NASDAQ approved our transitiamfithe NASDAQ National Market System to the NASDA®allCap Market. Our
securities began trading on the NASDAQ SmallCapkéion June 10, 2002.

This transition occurred in response to NASDAQ Mapkace Rule 4450(a)(5), which requires a minimuengoice of $1.00 for continued
listing on the NASDAQ National Market. The SmallOdarket also has a minimum bid price of $1.00 ferrs. However, as compared to
90-day grace period provided by the NASDAQ National
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Market, the SmallCap Market currently has a lonmgarimum bid price grace period of 180 days fromeiptof NASDAQ Delisting
Noatification (February 14, 2002 for the Companyhisigrace period extended us through August 1322

Due to our compliance with the initial listing reqgments for the NASDAQ SmallCap Market, on Augi#t 2002 we were provided an
additional 180 day grace period, or until Februt®dy 2003 to regain compliance. In March 2003, wesevpeovided an additional 90 day grace
period, or until May 12, 2003, to regain complianéée can, however, provide no assurance as tollitydo maintain compliance with the
core listing standards and our continued listinthienNASDAQ SmallCap Market. If we are unable tgaia compliance with the minimum

bid price requirement, our common stock would thersubject to a delisting determination from NASDAon receipt of such
determination, we plan to appeal the determinaticthe NASDAQ Listing Qualifications Panel. The appwould postpone the delisting u
the appeal is decided. The delisting of our comstook could have a material adverse effect on theket price of, and the efficiency of the
trading market for, our common stock.

The Company is involved in certain litigation anigiin the ordinary course of business. Managemeli@\es that such litigation will be
resolved without material effect on the Companiyiaricial position or results of operations.

12. SEGMENT AND GEOGRAPHIC INFORMATION

The Company is organized into two operating segmétfS, is an international provider of integraiaediness process outsourcing solutions
and operates as a service fee business; SuppB&#bDiors is a master distributor of primarily IBModucts, and recognizes revenues and
costs when product is shipped.

YEAR NINE MONTHS YEAR
ENDED OR AT ENDED OR AT ENDED OR AT
MARCH 31 , DECEMBER 31, DECEMBER 31,
2001 2001 2002
Revenues (in thousands):
PFES $ 50,3 55 $ 28,053 $ 37,617
Supplies Distributors .............. -- -- 57,492
Eliminations ...........cccccvvvees -- -- (1,792)
$ 50,3 55 $ 28,0563 $ 93,317

Long-lived assets (in thousands):

PFS oo $ 20,9
Supplies Distributors ..............

Geographic areas in which the Company operatesdadhe United States, Europe (primarily Belgiuamd Canada.

79 $ 15384 $ 11,710
- 35

79 $ 15384 $ 11,745

The following is geographic information by areavBeues are attributed based on the Company's demici

YEAR
ENDED OR A
MARCH 31,
2001
Revenues (in thousands):
United States .........ccceeeeene. $ 4335
Europe 5,86
Canada 1,14
Inter-segment Eliminations ........
$ 50,35
Long-lived assets (in thousands):
United States .........ccceeeeee. $ 14,39
({0 o] o] 6,44
Canada .......c.coecuveveeininnen. 13
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NINE MONTHS YEAR
T ENDED OR AT ENDED OR AT
DECEMBER 31, DECEMBER 31,

2001 2002
2 $ 25325 $ 70,965
3 2,274 21,627
0 454 4,828
- - (4,103)
5 $ 28053 $ 93,317
7 $ 10233 $ 6,973
8 4,961 4,501
4 190 271

©
©

15,384 $ 11,745
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13. EMPLOYEE SAVINGS PLAN

The Company has a defined contribution employeigawplan under Section 401(k) of the Internal RexeCode. Substantially all full-time
and part-time U.S. employees are eligible to pigie in the plan. The Company, at is discretioay match employee contributions to the
plan and also make an additional matching contigbun the form of profit sharing in recognition thfe Company performance. During the
year ended March 31, 2001, the Company matcheddf@nployee contributions totaling approximatehd D0, and provided an additior
discretionary match of approximately $38,000. Dgttine nine months ended December 31, 2001, arngetireended December 31, 2002, the
Company matched 10% of employee contributionsitaja@pproximately $34,000 each period.

14. QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

Unaudited quarterly results of operations for nineath period ended December 31, 2001 and the yeldeDecember 31, 2002 were as
follows (amounts in thousands except per share:data

NINE-MONTH PERIOD ENDED
DECEMBER 31, 2001

1ST QTR. 2ND QTR. 3RD QTR.

Total reVeNUES .......ccvevvvveeeieeeieanenns $ 9517 $ 9,289 $ 9,247
Total cost of revenues ... 6,162 5,128 6,292

Gross profit ....cceeeeeiiieieiniiieeeees 3,355 4,161 2,955
Selling, general and administrative expenses ... 5,903 5,226 5,763

Other ..o (4,280) (500) (361)
Income (loss) from operations .................. 1,732 (565) (2,447)

Net income (I0SS) ......ccvveveriiiiieeeininns 1,903 (453) (2,015)

Basic and diluted income (loss) per share ...... 0.11 (0.03) (0.11)

YEAR ENDED DECEMBER 31, 2002

1ST QTR. 2ND QTR. 3RD QTR. 4TH QTR.

Total reVeNUES ......ccovvveerieiieieeiene $ 8318 $ 10,338 $ 9,522 $ 65,139
Total cost of revenues ............ccccocuveeee. 5,304 6,451 5,797 59,451
Gross Profit ....cceeeeeeiiieeeeniiiieeee 3,014 3,887 3,725 5,688
Selling, general and administrative expenses .... 7,018 6,949 6,669 6,376
Severance and other termination costs ........... -- - 1,248 (35)
Asset impairments ............cooeeeeiiiinnnns -- - 922 --
Loss from operations ...........ccccceevuveeenn. (4,004) (3,062) (5,114) (653)
Net loss before extraordinary gain .............. (3,227) (2,408) (4,694) (1,274)
Extraordinary gain on purchase of 51% share of

Supplies Distributors ...........cccceveeeeen -- - -- 203
NEt 10SS ..ooiiiiiiiiieiiie e (3,227) (2,408) (4,694) (1,071)
Basic and diluted loss per share

Loss before extraordinary item ............... (0.18) (0.13) (0.26) (0.07)

NEet10SS ...ovvviiiiiieiiieerieecees (0.18) (0.13) (0.26) (0.06)

The seasonality of the Company's business is depengon the seasonality of its clients' businesstheir sale of products. Management
believes that with the Company's current client,rttie Company's service fee revenue business tgdtvexpected to be at its lowest in the
guarter ended March 31 and at its highest in tlatquended June 30. The Company's product revemsieess activity is expected to be at
its highest in the quarter ended December 31.

15. SUBSEQUENT EVENTS

On March 28, 2003, Priority Fulfilment Serviceag¢l and Priority Fulfillment Services of Canada;.|r{both wholly-owned subsidiaries of
PFSweb and collectively the "Borrowers") entered mtwo year Loan and Security Agreement with GacaeBank ("Comerica") to provide
financing for up to $7.5 million of eligible accasrreceivable in the U.S. and Canada. Borrowingeuthe Comerica facility will accrue
interest at prime rate plus 1%. The agreement guntaioss default provisions, various restrictiapsn the Borrowers' ability to, among otl
things, merge, consolidate, sell assets, incuthitedimess, make loans and payments to related qartake
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investments and loans, pledge assets, make changapital stock ownership structure, as well aaricial covenants of a minimum tangible
net worth, as defined, and a minimum liquidity oatis defined. The agreement restricts the amduhedNote to a maximum of $8.0 million.
The agreement is secured by all of the assetedBtinrowers, as well as a guarantee of PFSweb.
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INDEPENDENT AUDITORS' REPORT

To the Members of
Business Supplies Distributors Holdings, LLC:

We have audited the accompanying consolidated balsineets of Business Supplies Distributors Hoklih§C and subsidiaries as of
December 31, 2002 and 2001, and the related cdasedl statements of operations, members' capitat@mprehensive income, and cash
flows for the year ended December 31, 2002 ang¢hnied from July 3, 2001 (inception) to December&101. These consolidated financial
statements are the responsibility of the Compangisagement. Our responsibility is to express aniopion these consolidated financial
statements based on our audits.

We conducted our audits in accordance with audiitagdards generally accepted in the United StdtAmerica. Those standards require
that we plan and perform the audits to obtain neakle assurance about whether the financial statisnaee free of material misstatement.
audit includes examining, on a test basis, evidsnpporting the amounts and disclosures in then6ig statements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management, as well agatirg the overall financial statement
presentation. We believe that our audits providesgonable basis for our opinion.

In our opinion, the consolidated financial statetagrferred to above present fairly, in all matenégpects, the financial position of Business
Supplies Distributors Holdings, LLC and subsidiarés of December 31, 2002 and 2001, and the reguheir operations and their cash
flows for the year ended December 31, 2002 angéhied from July 3, 2001 (inception) to December Z101, in conformity with accountil
principles generally accepted in the United StafeSmerica.

KPMG LLP

Dallas, Texas
February 14, 2003, except for Note 6 as to whiehdéte is March 28, 2003
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS)

December 31, December 31,

2001 2002
ASSETS
CURRENT ASSETS:
Cash and cash equivalents .........cccceeeeeeeee. L $ 578 $ 715
Restricted cash ........cocoevevvcccevnneeeee - 800
Accounts receivable, net of allowance for doubtfu |
accounts of $616 and $224, as of December 31, 2001
and 2002, respectively .....ccoccevvvcceees 23,231 24,225
Inventories, Net .....ccccceevvccvecviccees 32,847 43,022
Inventories in-transit .........cc.cccoecveeenn. 10,544 3,269
Other receivables ...........ccccoceieiinnnes 12,364 3,417
Prepaid expenses and other current assets ....... 683 1,282
Total current assets .......cceeeeeeeeee L. 80,247 76,730
OTHER ASSETS, net (including restricted cash of $9 82 and
$216 at December 31, 2001 and 2002, respectivel Y) e 1,307 288
Total @sSets ...coocvevevevcieeieeeee e, $ 81554 $ 77,018
LIABILITIES AND MEMBERS' CAPITAL
CURRENT LIABILITIES:
Current portion of long-term debt ............... $ - $ 59,120
Trade accounts payable ...........ccccceeeene 4,205 2,719
Trade accounts payable -- related parties ....... 2,403 2,269
Value added tax payable ......................... 1,424 -
Marketing funds payable ..... 493 880
Accrued expenses ........... . 717 720
Income taxes payable ...........ccccceevineeen. 409 176
Other .....oooiiiiiiieieiee e - 210
Total current liabilities ............. ... 9,651 66,094
LONG-TERM DEBT, less current portion ...............  eens 59,038 --
NOTE PAYABLE TO RELATED PARTY ..ccocoeviieiiieee e 11,655 8,005
COMMITMENTS AND CONTINGENCIES
MEMBERS' CAPITAL:
Capital contributions 1,000 1,000
Retained earnings .........ccccocvveeeeninennn. 401 1,293
Accumulated other comprehensive income (loss) ... (191) 626
Total members' capital .......ceeeeee. 1,210 2,919
Total liabilities and members' capital .. $ 81554 $ 77,018

The accompanying notes are an integral part oktheasolidated financial statements.
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES

NET REVENUES ..........

CONSOLIDATED STATEMENTS OF OPERATIONS

COST OF GOODS SOLD .....cccoeeiviiiiiciiiiiee

Gross profit .......cceeeeees

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES (inclu
party expenses of $1,384 and $6,437, for the pe

December 31, 2001 and 2002, respectively)

Income from operations

INTEREST EXPENSE, net .........cccccooeviiinnns

Income before income taxes ............ccccvvveees

INCOME TAX EXPENSE .........cooviiiiiiiiinn,

NET INCOME ...............

(IN THOUSANDS)

July 3, 2001
(Inception)
through  Year Ended
December 31, December 31,
2001 2002

ding related
riod ending

................ 1,476 5,531
................ 803 3,110
.................... 673 2421
................ 272 929

The accompanying notes are an integral part oktheasolidated financial statements.



BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF MEMBERS' CAPITAL AND COM PREHENSIVE INCOME
(IN THOUSANDS)

ACCUMULATED
MEMBERS' OTHER TOTAL
CAPITAL RETAINED COMPREHENSIVE MEMBERS' COMPRE HENSIVE
CONTRIBUTIONS EARNINGS INCOME (LOSS) CAPITAL INCOME (LOSS)
Balance, at inception......... $ - $ -- $ - $ -
Net income.........cccoe.. - 401 - 401 $ 401
Capital contributions....... 1,000 -- - 1,000 -
Other comprehensive loss --
foreign currency translation
adjustment................ - - (191) (291) ( 191)
Comprehensive income........ $ 210
Balance, December 31, 2001.... $1,000 $ 401 $(191) $1,210
Net income.................. -- 1,492 -- 1,492 $1, 492
Capital contributions....... - - - - -
Dividends................... - (600) - (600) -
Other comprehensive income --
foreign currency translation
adjustment................ - - 817 817 817
Comprehensive income........ $2, 309
Balance, December 31, 2002.... $ 1,000 $1,293 $ 626 $2,919

The accompanying notes are an integral part oktheasolidated financial statements.
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(IN THOUSANDS)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net iNCOMe .......coocvvveiiiiieieeieeee
Adjustments to reconcile net income to net cash u
operating activities:
AmOortization .........ccccceeviieeeeennnnn.
Provision for doubtful accounts ..............
Provision for inventory obsolescence
Deferred income taxes .........ccccocuveeenn.
Changes in operating assets and liabilities, n
effect of acquisition:
Accounts receivables
INVeNntories ........ccooceeeeiiiiiieeenne

Prepaid expenses and other current assets an
receivables ...,

Accounts payable, accrued expenses and other
liabilities

Net cash provided by (used in) operating

CASH FLOWS FROM INVESTING ACTIVITIES:
Cash acquired in acquisition of BSD Companies, ne

Net cash provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Capital contributions ...........cccceeveeeenn.
Proceeds from (payments on) debt, net ...........
Proceeds from (payments on) related party loan, n
Dividends paid
Restricted cash

Net cash provided by (used in) financing

EFFECT OF EXCHANGE RATES ON CASH

NET INCREASE IN CASH

CASH AND CASH EQUIVALENTS, beginning of period ....

CASH AND CASH EQUIVALENTS, end of period

SUPPLEMENTAL CASH FLOW INFORMATION
Cash paid for interest

Cash paid for taxes

July 3, 2001
(Inception)
through

December 31,

Year Ended
December 31,

2001 2002
.......... $ 401 $ 1,492
sed in
.......... 51 103
.......... 353 (243)
.......... 13 79
.......... (300) 61
et of
.......... (20,480) 376
.......... (30,154) (398)
d other
.......... (7,229) 9,136
current
.......... (20,625) (2,990)
activities (77,970) 7,616
ton 7,555 -
......... 7,555 -
.......... 1,000 -
.......... 59,352 (3,059)
et....... 11,655 (3,650)
.......... - (600)
.......... (982) 44
activities 71,025 (7,265)
.......... (32) (214)
.......... 578 137
.......... - 578
.......... $ 578 $ 715
.......... $ 463 $ 2,849
.......... $ - $ 1,298

The accompanying notes are an integral part oktheasolidated financial statements.
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. OVERVIEW AND BASIS OF PRESENTATION:

PFSweb, Inc. ("PFSweb"), Daisytek Internationat, ifiDaisytek"), Business Supplies Distributors;.|r(@a Daisytek subsidiary -- "BSD"),
and International Business Machines CorporatioBN!'l) were parties to various Master Distributor Agments that had various scheduled
expiration dates through September 2001. Undeetageeements, BSD and its affiliates Business $egplistributors Europe B.V. ("BSD
Europe"), a Daisytek subsidiary, and BSD (Canade) b Daisytek subsidiary ("BSD Canada" and togrettith BSD and BSD Europe, the
"BSD Companies"), acted as master distributorsaoious IBM and other products. Daisytek providethficing and credit support to the B
Companies and PFSweb provided transaction managemetulfilment services to the BSD Companies.Jone 8, 2001, Daisytek notified
PFSweb and IBM that it did not intend to renew ghagreements upon their scheduled expiration dates.

On July 3, 2001, PFSweb and Inventory Financingnss, LLC ("IFP") formed Business Supplies Diatiitrs Holdings, LLC ("Holdings"),
and Holdings formed a wholly-owned subsidiary, SigspDistributors, Inc. ("Supplies DistributorsGoncurrently, Supplies Distributors
formed its wholly-owned subsidiaries Supplies Dimttors of Canada, Inc. ("SDC") and Supplies Disttors S.A. ("SDSA"), a Belgium
corporation. Supplies Distributors, SDSA, PFSweth @M entered into new Master Distributor Agreensettt replace the prior agreements.
Under the new agreements, Supplies DistributorsSin8A act as master distributors of various IBM atiter products and, pursuant to a
transaction management services agreement betvwndb and Supplies Distributors, PFSweb providesstiction management and
fulfillment services to Supplies Distributors. Oafsember 26, 2001, Supplies Distributors purchadleaf the stock of the BSD Companies
for a purchase price of $923,000 and incurred ¥IBMof acquisition costs. In conjunction with theghase, BSD and Supplies Distributors
were merged with Supplies Distributors being thevising corporation. Effective December 31, 2005BCanada and SDC were
amalgamated, with SDC being the surviving corporati

PFSweb made an equity investment of $0.75 millioHoldings for a 49% voting interest, and IFP madequity investment of $0.25 milli
in Holdings for a 51% voting interest (see NoteEjective October 1, 2002, PFSweb purchased tmairdng 51% interest in Holdings from
IFP for $0.3 million. The consolidated financigtements presented herein do not reflect any psecpdce adjustments related to the
acquisition of the Holdings by PFSweb.

All references to the "Company" include Holdingsl &upplies Distributors and its subsidiaries.

The Company, through its subsidiaries, is primaailpaster distributor of various IBM products. SliggDistributors and SDSA have
obtained certain financing (see Notes 6 and 7)ahaivs them to fund the working capital requirensefior the sale of IBM products. Pursu
to the transaction management services agreememtdre PFSweb and Supplies Distributors, PFSwehiggevto Supplies Distributors, SL
and SDSA such services as managed web hosting aimemance, procurement support, web-enabled cestoomtact center services,
customer relationship management, financial sesviiceluding billing and collection services, infaation management, selected financial
services and international distribution serviceddifionally, IBM and Holdings have outsourced tleguct demand generation to Global
Marketing Services, Inc. ("GMS"). The Company, garrangements with GMS and PFSweb, sells itdyrts in the United States, Canada
and Europe.

All of the agreements between PFSweb and the Coypare made in the context of a related party i@tahip and were negotiated in the
overall context of PFSweb's and the Company's ari@gngement with IBM. Although management gengtadlieves that the terms of these
agreements are consistent with fair market valilese can be no assurance that the prices chavgedy each company under these
arrangements are not higher or lower than the pticat may be charged by, or to, unaffiliated tipiadties for similar services.

Certain prior period data has been reclassifiezbtdorm to the current period presentation. Thestssifications had no effect on previously
reported net income or members' capital.
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)
2. SIGNIFICANT ACCOUNTING POLICIES:
PRINCIPLES OF CONSOLIDATION

The consolidated financial statements include te®ants of the Company and its wholly-owned subsiés. All significant intercompany
accounts and transactions have been eliminateohisotidation.

USE OF ESTIMATES

The preparation of consolidated financial statesi@ntonformity with accounting principles geneyalccepted in the U.S. requires
management to make estimates and assumptiondfiztttae amounts reported in the consolidatedniife statements and accompanying
notes, primarily related to the collectibility cd@unts receivable and the recoverability of ineentActual results could differ from those
estimates.

REVENUE AND COST RECOGNITION

The Company recognizes revenue upon shipment diuptdo customers. The Company permits its custstivereturn defective products
(that the Company then returns to the manufactamd)incorrect shipments for credit against otheclpases and provides for estimated
returns and allowances. The Company offers ternits tustomers that it believes are standard $ondustry.

The Company records trade accounts receivablesygot to methods described above, when collegilisireasonably assured. Collectibi
is evaluated on an individual customer basis takitg consideration historical payment trends, entifinancial position, results of
independent credit evaluations and payment terms.

Freight costs billed to customers are reflectedamsponents of net revenues. Freight costs incloygtie Company are recorded as a
component of cost of goods sold. The Company recibsccosts as they are incurred by the Compaiitg service providers.

Under the Master Distributor Agreements (see Nt¢ehé Company bills IBM for reimbursements of e@rtexpenses, including: pass
through customer marketing programs; certain frieggists; direct costs incurred in passing on argepiecreases offered by IBM to Supplies
Distributors customers to cover price protectiod aertain special bids; the cost of products preditb replace defective product returned by
customers; and certain other expenses as defitledCdmpany records a receivable for these reimblgrsemounts as they are incurred. The
Company reflects pass through customer marketiagrams as a reduction of both product revenue astlaf product revenue.

CONCENTRATION OF BUSINESS AND CREDIT RISK

In conjunction with the Company's financing, PFSwetivided certain collateralized guarantees on lbefithe Company. Supplies
Distributors' ability to obtain financing on simileerms would be significantly impacted withoutskeguarantees. Additionally, since Holdi
has limited personnel and physical resourceshitiyato conduct business could be materially ircigal by contract terminations by either
PFSweb or GMS.

The Company's revenue was primarily generated leg d product purchased under master distribuigogements with one supplier. Sales to
two customers accounted for approximately 14% dr¥d af the Company's total revenues for the peniochfJuly 3, 2001 (inception) throu
December 31, 2001. No other client accounted fé& d® more of the Company's revenue for the periated July 3, 2001 (inception)
through December 31, 2001. As of December 31, 2001 customers accounted for over 37% of trade @ttsoreceivable on an aggregate
basis. Sales to two customers accounted for appaigly 12% and 10% of the Company's total revefarethe year ended December 31,
2002. No other client accounted for 10% or morthefCompany's revenue for the year ended Decenh@082. As of December 31, 2002,
three customers accounted for over 42% of tradewaxts receivable on an aggregate basis.
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CASH AND CASH EQUIVALENTS
Cash equivalents are defined as short-term higiplyd investments with original maturities of thne®nths or less.
RESTRICTED CASH

Restricted cash includes the following items (iousands):

DECEMBE R 31, DECEMBER 31,
200 1 2002
Current:
Value Added Tax collateral deposit .... $ - $ 800
Long term:
Customer remittances .................. 982 216
Total restricted cash .............. $ 982 $ 1,016

In conjunction with certain of its financing agreemts, Supplies Distributors has entered into ages¢snwith its banks and the lenders
whereby a security interest was granted to thedefat all customer remittances received in spedifiank accounts (see Note 6). At
December 31, 2001 and 2002, these bank account$he&l and $0.2 million, respectively, which wastrieted for payment to the lenders
against the outstanding long-term debt and isetftbas a component of other assets.

To facilitate Value Added Tax ("VAT") processing dg inventory transactions, BSD Europe providdzhak guarantee to the Belgium
government. To secure the guarantee, the bankreghBSD Europe to maintain cash balances as ca@lldte the guarantee. The Company's
maximum exposure under this guarantee was $0.8&maét December 31, 2002. The Company expectetilateral to be released in 2003.

INVENTORIES

Inventories (merchandise, held for resale, all biok are finished goods) are stated at the lowevedfhted average cost or market. The
Company assumes responsibility for slow-moving meey under the Master Distributor Agreements (dete 4). The Company reviews
inventory for impairment on a periodic basis, bud aninimum, annually. Recoverability of the invarnton hand is measured by comparison
of the carrying value of the inventory to the faaue of the inventory. As of December 31, 2001 2002, the Company's allowance for slow-
moving inventory was approximately $0.01 milliord®0.1 million, respectively. The Company is aloledturn product rendered obsolete by
IBM engineering changes after customer demandhfoptoduct ceases. In the event the Company, PF&melBM do not renew the Master
Distributor Agreements, the parties shall mutuallyee on a plan of disposition of Supplies Distbs! then existing inventory.

INVENTORIES IN-TRANSIT

Inventories in-transit represents merchandisetthatnot been received by the Company but that és hipped and invoiced by the
Company's vendors. The corresponding payable f@nitories in-transit is included in debt in the@opanying consolidated financial
statements.

OTHER RECEIVABLES

Other receivables include the following items titsands):

DECEMBER 31, DECEM BER 31,
2001 2002
VAT i $ 7,080 $ 99
Amounts due from IBM ....... 5,284 3,318
Other receivables ..... $ 12,364 $ 3,417
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VAT represents amounts due from European goverrsrfentefundable VAT payments made in the ordirayrse of business. The amot
due from IBM represent billings under the MastestBbutor Agreements (see Note 4).

OTHER ASSETS

Other assets includes restricted cash (see "Resti@ash") and an identifiable intangible ass&8 million and $0.1 million as of
December 31, 2001 and 2002, respectively. Theiftsie intangible asset represents the valuebattable to the Master Distributor
Agreements and is being amortized on a straiglethimsis over the length of the Master Distributgréements. The Company assesses the
recoverability of this intangible asset by deterimgnwhether the amortization of the remaining beéaaver its remaining life can be
recovered through undiscounted future operating @aw/s of the associated contracts.

FOREIGN CURRENCY TRANSLATION AND TRANSACTIONS

For the Company's Canadian and European operatf@ical currency is the functional currency. adkets and liabilities are translated at
exchange rates in effect at the end of the pednd,income and expense items are translated avdrage exchange rates for the period.

Historically, the Company deemed intercompany tatisns with its foreign subsidiaries as long-ténwestments and part of its net
investment. Accordingly, the Company recorded awyegains or losses on these intercompany trasacin other comprehensive income
(loss). Effective September 30, 2002, due to chaungéhe operations of the subsidiaries wherebyCihipany no longer believes certain of
these transactions to be long-term in nature, tragany will include certain future intercompanyreumcy gains and losses in the
determination of net income. Intercompany transactjains and losses included in the determinatiorebincome for the year ended
December 31, 2002 were $0.1 million. The Comparlyosintinue to report gains or losses on interconyp@reign currency transactions that
are of a long-term investment nature as a sepaoatponent of members' capital.

INCOME TAXES

Although Holdings is an LLC, it historically elect¢o be taxed, for federal income tax purposes, @xorporation. Accordingly, deferred tax
assets and liabilities are recognized for the futax consequences attributable to differencesdmtwhe financial statement carrying amo

of existing assets and liabilities and their resipedax bases. Deferred tax assets and liabiltiesneasured using enacted tax rates expectec
to apply to taxable income in the years in whiabsthtemporary differences are expected to be reedwe settled. The effect on deferred tax
assets and liabilities of a change in tax ratesdsgnized in income in the period that includesdhactment date. Beginning October 1, 2002,
the Company's domestic operations will be incluidetthe U.S. federal income tax return filed by PleBw

FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying value of financial instruments, whioblude cash and cash equivalents, accounts rdiej\accounts payable and debt,
approximate their fair values based on short tdomsaturity or current market prices and rates.

COMPREHENSIVE INCOME

Comprehensive income represents the change in miehehital available for distribution to the pamts pursuant to the Operating
Agreements (see Note 5). Comprehensive income stsradi net income and foreign currency translasidjustments.
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RECENTLY ISSUED ACCOUNTING PRINCIPLES

In 2001, the Financial Accounting Standards BoaFd\GEB") issued Statement of Financial Accountingristards ("SFAS") No.'s 141 and
142, "Business Combinations" and "Goodwill and ®@théangibles." SFAS 141 requires all business doatipns initiated after June 30,
2001 to be accounted for using the purchase me8eAS 142 requires that ratable amortization ofdyath be replaced with annual fair-
value based tests of the goodwill's impairment, thiadl intangible assets other than goodwill be dgimext over their useful lives. Additionally,
under the provision of the new accounting standandacquired intangible asset should be sepanatebgnized if the benefit of the intangible
asset is obtained through contractual other laghts, or if the intangible asset can be sold,sfamed, licensed, rented, or exchanged,
regardless of the acquirer's intent to do so. SEABIs effective for all business combinationsiatéd after June 30, 2001 and for all business
combinations accounted for by the purchase mettoditiich the date of acquisition is after JuneZm1. The adoption of SFAS 141 did not
have a material impact on the Company's finantééments and related disclosures. The provisibS$AS 142 was effective for fiscal
years beginning after December 15, 2001. The Cogpadoption of SFAS 142 on January 1, 2002 dichage a material impact on
consolidated financial statements and related alscks.

On January 1, 2002, the Company adopted the pomgsf EITF D-103 "Income Characterization of Reimgements Received for 'Out-of-
Pocket' Expenses Incurred." The Company's billfoggertain reimbursable expenses, such as custoraieting programs, are deducted
from cost of goods sold under the EITF. Prior pg@onounts reclassified as a result of the adomtidhe EITF were not material to the
Company's consolidated financial statements.

In January 2003, the FASB issued FIN No. 45, "Gutags Accounting and Disclosure Requirements foai@ntees, Including Guarantees of
Indebtedness of Others." FIN No. 45 requires a @mio recognize a liability for the obligationds undertaken in issuing a guarantee.
This liability would be recorded at the inceptidraoguarantee and would be measured at fair valwe measurement provisions of this
statement apply prospectively to guarantees issuetwbdified after December 31, 2002. The discloguovisions of the statement apply to
financial statements for periods ending after Ddweni5, 2002. The Company adopted the disclosunégions of the statement as of
December 31, 2002 and will adopt the measuremewigions of this statement in the first quarte20603. The Company does not expect the
adoption to have a material effect on the finansiatements when adopted.

In January 2003, the FASB issued FIN No. 46, "Cbdation of Variable Interest Entities." FIN 46 réges a company to consolidate a
variable interest entity if it is designated as phienary beneficiary of that entity even if the qoamy does not have a majority of voting
interests. A variable interest entity is generdifined as an entity where its equity is unablfin@nce its activities or where the owners of
entity lack the risk and rewards of ownership. Phavisions of this statement apply at inceptiondoy entity created after January 31, 2003.
For an entity created before February 1, 2003ptbeisions of this interpretation must be applietha beginning of the first interim or ann
period beginning after June 15, 2003. The Compaitiyadopt the provisions of FIN No. 46 in the figarter of 2003 and does not expect
adoption of the statement to have a material efiadhe financial statements.

The FASB Emerging Issues Task Force issued EITEIQUAccounting for Revenue Arrangements with Mal#iDeliverables," to address
certain revenue recognition issues. The guidaneeiged from EITF 00-21 addresses both the timing) @assification in accounting for
different earnings processes. The Company doesxpaict that the adoption of EITF 00-21 will havaaterial impact on our consolidated
financial condition or operations.
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3. ACQUISITION OF THE BSD COMPANIES:

The following table summarizes the fair value af tissets acquired and liabilities assumed as dé®épr 26, 2001, the acquisition date of
the BSD Companies (unaudited, in thousands):

CaSh oo $ 8,529
Accounts receivable, net ........cccccceeveceeeeee. L 3,271
Receivable from Daisytek ........cccoocvveeeeeeeee. L 5,715
Receivable from Supplies Distributors ......cc..... . ... 5,877
Other receivables ........ccccccvcvvvcvviiveeeee. L 6,022
Inventories, Net .....cccoovvvveviviiiieeeeeeeee L 13,547
Other assets -- identifiable intangible (see Note 2 ) e 243

Total assets acquired ......ccccccvvveveeeeeeeeeeees L 43,204
Trade accounts payable ........cccooceeevvceeeeee. L 40,557
Accrued expenses ....... . 1,527
Other current liabilities ........c.cccceeveeeeee.. L 57

Total liabilities assumed ........coccceevveeeeee. L 42,141
Net assets acquired ........ccccoevvvevveeeveeeee $ 1,063

The receivable from Daisytek was repaid concuryentth the acquisition. The results of the BSD Camies' operations have been included
in the consolidated financial statements sinceatttpuisition date. The purchase price adjustmentfivakzed during the year ended
December 31, 2002 for additional acquisition expsrend certain adjustments to other receivablepayables resulting in a decrease to the
identifiable intangible of $0.1 million. For thenad from inception through December 31, 2001, tedyear ended December 31, 2002, the
Company recorded approximately $0.1 million eadtiogeof amortization expense associated with tleatifiable intangible.

Pro forma revenues and pro forma income from ofmersifor the period from inception through Decem®®r 2001, assuming the transaction
had occurred on July 3, 2001, would have been $®dli®n and $2.1 million, respectively. Becausetlod negative impact to revenue as a
result of the transition of the master distribtagreements from Daisytek to the Company, the prodcadjustments to the operating resul
the business may not be indicative of future result

4. MASTER DISTRIBUTOR AGREEMENTS:

In August 2001, Supplies Distributors, SDSA, PFSwaet IBM entered into Master Distributor Agreementereby Supplies Distributors
and SDSA act as master distributors of various I@bducts and PFSweb provides transaction managendrfulfillment services to
Supplies Distributors. The Master Distributor Agrents expire in March 2004 and can be extendeddditional one-year terms upon
mutual agreement by all parties. Under the Maststributor Agreements, IBM reimburses the Compasryckrtain freight costs, direct costs
incurred in passing on any price decreases offeyd@®M to the Company's customers to cover priaggmtion and certain special bids, the
cost of products provided to replace defective pobdeturned by customers and other certain exgarséefined. The Company can retur
IBM product rendered obsolete by IBM engineeringraes after customer demand ends. IBM determines walproduct is obsolete. IBM,
Supplies Distributors and SDSA also have verbatagents under which IBM reimburses or collects fRupplies Distributors or SDSA
amounts calculated in certain inventory cost adjestts and amounts applicable to certain favorabimfavorable gross margin performance
versus targeted objectives.

Supplies Distributors, SDC and SDSA pass througtugtomers marketing programs specified by IBM adchinister, along with GMS, such
programs according to IBM guidelines.

5. MEMBERS' CAPITAL:

PFSweb made an equity investment of $0.75 millioRoldings for a 49% voting interest, and IFP madesquity investment of $0.25 milli
in Holdings for a 51% voting interest. Certain offis and directors of PFSweb owned, individuall9,826 non-voting interest, and,
collectively, a 49% non-voting interest, in IFP.€Ttontributions do not accrue interest. No memdxgely by reason of being a member, has
any obligation to make
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any additional capital contribution or loan to Halgls or guaranty any indebtedness or obligatioHaltlings. Effective October 1, 2002,
PFSweb purchased the remaining 51% interest iniagddrom IFP for $0.3 million.

Prior to October 1, 2002, Holdings' comprehensis®ime was allocated and distributed to the menfhamuant to the terms of its operating
agreement, which expires on December 31, 2050uBnt$o the operating agreement, Holdings allocéiseelrning and distributed its cash
flow, as defined, in the following order of prigrit

o to IFP until it had received a one-time amountaddo its capital contribution of $0.25 million;

o to IFP until it had received an amount equal 85% cumulative annual return on its capital cdition;

o to PFSweb until it had received a one-time ameqanial to its capital contribution of $0.75 milljon

0 to PFSweb until it had received an amount equal35% cumulative annual return on its capitakigoution; and
o to PFSweb and IFP, pro rata, in accordance Wéh tespective capital accounts.

In May 2002, the Company paid a $0.2 million dividdo IFP. In December 2002, the Company paid 4 8dllion dividend to PFSweb.
Pursuant to the terms of its amended credit agretsnidoldings is currently restricted from payintaal cash dividends without the prior
approval of its lenders (see Note 6). Notwithstagdhe foregoing, no distribution could be madeaffer giving effect thereto, the net worth
of Holdings would be less than $1.0 million. Aseault of PFSweb's ownership of 100% of Holding®feing PFSweb's purchase of the
remaining 51% ownership interest from IFP, futuaenings and dividends will be allocated 100% to WEIS

Following the earnings allocation priority, the mwns' capital accounts were as follows (in thousand

DECEMBER 31, DECE MBER 31,
2001 2002
PFSweb ......cccceeiien. $ 750 $ 2,919
IFP e 460 -
Total members' capital ...... $ 1210 $ 2,919

6. DEBT:
Debt consists of the following (in thousands):

DECEMBER 31, DECEMBER 31,

2001 2002

Inventory and working capital financing agreement:

United States .....cccoevvevevviieiceenee L $ 39,292 $ 28,147

BUIOPE oo 19,746 15,219
Loan and security agreement, United States ....... ... -- 12,552
Factoring agreement, Europe ......ccccccoeveeeee. L -- 3,202

Total v 59,038 59,120
Less current portion of long-term debt ............ . ... -- 59,120

Long-term debt, less current portion ......... .. $ 59,038 $

INVENTORY AND WORKING CAPITAL FINANCING AGREEMENT,  UNITED STATES

On September 27, 2001, Supplies Distributors edtiet® a short-term credit facility with IBM CredRorporation ("IBM Credit"), to finance
its distribution of IBM products in the United Stat At inception, the facility provided for a $40lran credit line and expired on January 25,
2002. Prior to expiration, the credit line was gased to $45 million and extended through March2282. Availability under the credit
facility was subject to certain borrowing base tations, including eligible receivables and invept@s defined. Supplies Distributors ente
into a Blocked Account Agreement with its bank #BM Credit whereby a security interest was graritetBM Credit for all customer
remittances received in specified bank account®dédember 31, 2001, these bank accounts held $lli@mmwhich was restricted for
payment to IBM Credit. Borrowings under the crédditility accrued interest, after a defined freafining period, at prime rate plus 1



which was 6.0% as of December 31, 2001. The fa@litrued a quarterly commitment fee of 0.375%henunused portion of the
commitment, and a monthly service fee.
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On March 29, 2002, Supplies Distributors enter¢d @amn amended credit facility with IBM Credit thas subsequently amended. The asset
based credit facility provides financing for purshey IBM inventory and certain other receivablesa$30.5 million through its expiration
on March 29, 2003. The credit facility containsssaefault provisions, various restrictions upanability of Holdings and Supplies
Distributors to, among others, merge, consolids# ,assets, incur indebtedness, make loans amdgrdy to related parties, provide
guarantees, make investments and loans, pledges asske changes to capital stock ownership streetnd pay dividends; as well as
financial covenants, such as annualized revenustking capital, net profit after tax to revenuaddotal liabilities to tangible net worth, as
defined, and are secured by all of the assets jgbl#&s Distributors, as well as collateralized gumies of Holdings and PFSweb.
Additionally, PFSweb is required to maintain a miom subordinated receivable balance from SupplissiButors of $8.0 million and a
minimum shareholders' equity, as modified, of $20illion as of December 31, 2002 and $18.0 millibareafter. Borrowings under the
credit facility accrue interest, after a definegffinancing period, at prime rate plus 1%, whics\w.25% as of December 31, 2002. The
facility accrues a quarterly commitment fee of ®%ron the unused portion of the commitment and athtp service fee.

On March 28, 2003, Supplies Distributors entere¢d @an amended credit facility with IBM Credit LL@rmerly IBM Credit Corporation. Tt
amendment extends the termination date through iM29¢ 2004, reduces the maximum financing amou2i5 million, restricts Holdings'
ability to declare and pay a dividend without thipapproval of IBM Credit and modifies certaimdincial covenants. The Company has
classified the outstanding amount under this figcls current at December 31, 2002.

INVENTORY AND WORKING CAPITAL FINANCING AGREEMENT, EUROPE

On September 27, 2001, SDSA and BSD Europe entet@d short-term credit facility with IBM BelgiufRinancial Services S.A. ("IBM
Belgium") to finance its distribution of IBM prodtgcin Europe. At inception, the facility providear fa 20 million euro credit line
(approximately $21.0 million) and expired on Jayua, 2002. Prior to expiration, the credit linesnmacreased to 27 million euros
(approximately $28.3 million) and extended throddgrch 25, 2002. Availability under the credit fagilwas subject to certain borrowing
base limitations, including eligible receivableslanventory, as defined. SDSA entered into a Blockecount Agreement with its bank and
IBM Belgium whereby a security interest was grarttetBM Belgium for all customer remittances reaavin specified bank accounts.
Borrowings under the credit facility accrued intrafter a defined free financing period, at enriblus 4%, which was 7.43% as of
December 31, 2001. SDSA paid a monthly serviceofethe commitment.

On March 29, 2002, SDSA and BSD Europe enteredantamended credit facility with IBM Belgium thaasvsubsequently amended. The
asset based credit facility with IBM Belgium proeglup to 19 million Euros (approximately $19.9 ioil) in financing for purchasing IBM
inventory and certain other receivables. The IBNgigem facility remains in force until not less théf days written notice by any party, but
no sooner than March 29, 2003. The credit facdiptains cross default provisions, various restms upon the ability of the Company to,
among others, merge, consolidate, sell assets; indabtedness, make loans and payments to redattids, provide guarantees, make
investments and loans, pledge assets, make changapital stock ownership structure and pay divite as well as financial covenants, s
as annualized revenue to working capital, net pedfer tax to revenue, and total liabilities tad#le net worth, as defined, and are secure
all of the assets of SDSA and BSD Europe, as vgaticflateralized guaranties of Holdings, Suppliéstiibutors and PFSweb. Additionally,
PFSweb is required to maintain a minimum suboreihagceivable balance from the Company of $8.0anikhnd a minimum shareholders'
equity, as modified, of $20.0 million as of DecemB#, 2002 and $18.0 million thereafter. Borrowingsgler the credit facility accrue intere
after a defined free financing period, at euribloispt%, which was 6.93% as of December 31, 2005/4paid a monthly service fee on the
commitment.

On March 28, 2003, SDSA entered into an amendaitdeeility with IBM Belgium. The amendment extenthe termination date through
March 29, 2004, reduces the maximum financing armtuh2.5 million Euros (approximately $13.1 mihip restricts SDSA's ability to
declare and pay a dividend without the prior appt@f IBM Belgium and modifies certain financiah@nants. The Company has classified
the outstanding amount under this facility as aure¢ December 31, 2002.
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LOAN AND SECURITY AGREEMENT

On March 29, 2002, Supplies Distributors enteréd @loan and security agreement with CongressnEiaCorporation (Southwest)
("Congress") to provide financing for up to $25Iioih of eligible accounts receivables in the U.&d £anada. The Congress facility expires
on the earlier of three years or the date on witietparties to the IBM Master Distributor Agreemshall no longer operate under the terms
of such agreement and/or IBM no longer supplieslpcts pursuant to such agreement (see Note 4)oBimgs under the Congress facility
accrue interest at prime rate plus 0.25% (4.5%eatehber 31, 2002) or Eurodollar rate plus 3.0%oam adjusted basis as defined. This
agreement contains cross default provisions, vaniestrictions upon the ability of the Companyamong other things, merge, consolidate,
sell assets, incur indebtedness, make loans andgrdy to related parties, provide guarantees, nmakestments and loans, pledge assets,
make changes to capital stock ownership structudepay dividends, as well as financial covenantshsas minimum net worth, as defined,
and are secured by all of the assets of Supplissibutors, as well as collateralized guarantiesl@iflings and PFSweb. Additionally,
PFSweb is required to maintain a subordinated fodhe Company of no less than $6.5 million andrieied cash of less than $5.0 million,
and is restricted with regard to transactions wélated parties, indebtedness and changes to kcsipitk ownership structure. Supplies
Distributors and SDC entered into Blocked Accougtéements with their banks and Congress wherebgwity interest was granted to
Congress for all customer remittances receivegatisied bank accounts. At December 31, 2002, thas& accounts held $0.2 million,
which was restricted for payment to Congress. Thm@any has classified the outstanding amount uthilefacility as current at December
31, 2002.

FACTORING AGREEMENT

On March 29, 2002, SDSA entered into a two yeaofaty agreement with Fortis Commercial Finance N:¥ortis") to provide factoring

for up to 7.5 million euros (approximately $7.9 lioih) (originally 10 million euros, amended in Ob&y 2002) of eligible accounts
receivables. Borrowings under this agreement cagither cash advances or straight loans, as defibash advances accrue interest at 8.5%,
or on an adjusted basis as defined, and straighslaccrue interest at Euribor plus 1.4% for threement's first year (4.45% as of December
31, 2002) and Euribor plus 1.3% for the agreementend year. This agreement contains variousagsiis upon the ability of SDSA to,
among other things, merge, consolidate, incur itethiess, as well as financial covenants, such aisnum net worth. This agreement is
secured by a guarantee of Supplies Distributor$o @pmaximum of 200,000 euros. The Company hasiflad the outstanding amount un
this facility as current at December 31, 2002.

DEBT COVENANTS AND GUARANTEES

PFSweb has provided collateralized guaranteesciraséhe repayment of certain of the Company'sitcfacilities. As of December 31, 2002
the outstanding balance of the credit facilitiearguteed by PFSweb was approximately $56.1 millidrese guarantees expire concurrently
with the expiration of the underlying credit agrets. To the extent the Company and PFSweb faibnaply with its covenants, including
monthly financial covenant requirements, and tinelées accelerate the repayment of the credit fiacbligations, the Company would be
required to repay all amounts outstanding thereuwtiéech would have a material adverse impact onGbmpany's financial condition. In
such event, PFSweb would be obligated to perfordeuthose guarantees and repay, to the extentigafpbtributors was unable to,
Supplies Distributors' credit facility obligation&ny requirement to perform under PFSweb's guaesnteould have a material adverse impact
on PFSweb's financial condition and results of apiens and no assurance can be given that PFSvildawe the financial ability to repay i
of such guaranteed obligations. At December 31220 Company and PFSweb were in compliance wlitf the Company's debt
covenants. Furthermore, PFSweb is obligated toyrapg over-advance made to Supplies Distributordslenders, in the event Supplies
Distributors is unable to do so. An over-advancella@rise in the event borrowings exceeded the maxi amount available under the
eligible borrowing base, as defined.

PFSweb has also provided a guarantee of the oibligadf Supplies Distributors and SDSA to IBM, exdihg the trade payables that are
financed by IBM credit.
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7. TRANSACTIONS WITH RELATED PARTIES:

In August 2001, the Company entered into an Agredifoe Sales Forces Services ("ASFS") with IBM, wétey the Company is to actively
generate demand for and promote brand loyaltyBt products. The ASFS expires on the earlier ofdédelger 31, 2003 or the termination of
the Master Distributor Agreements. The ASFS autarally renews for successive one-year periods grié@her party provides prior written
notice. Pursuant to the ASFS, IBM pays to Supissributors a quarterly service fee as agreedytbdih parties. Supplies Distributors has
subcontracted with GMS to provide the sales foataigies for an amount equal to the fees receivgthe Company. The principal officer of
GMS owned 46% of IFP, prior to its sale to PFSwas®(Note 5). As of December 31, 2002 and 2001Ctmepany had zero and $1.1 milli
respectively, due from IBM under the terms of tH&HS included in accounts receivable and approxign&ie7 million and $1.5 million,
respectively, of unpaid service fees due to GMS.

In August 2001, PFSweb and the Company enteredlirsiosaction Management Services Agreements ("TNI8A&ereby PFSweb provides
transaction management and fulfillment servicehéoCompany. Under terms of the TMSA, PFSweb isired to conduct its services witt
certain performance levels, as defined, and idditdindemnify Supplies Distributors for inventdosses, as defined. The TMSA has terms
corresponding with the Master Distributor Agreensesrnong Supplies Distributors, SDSA, PFSweb, ahd, Bhereby Supplies Distributors
and SDSA act as master distributors of various btucts. The Master Distributor Agreements expir®larch 2004 and can be extended
for additional one year terms upon mutual agreerngratl parties (see Note 4).

Under the terms of the TMSA, PFSweb charges thegaomfor its services based on a percentage ofli@spistributors' shipped revenue.
Percentages vary by geographic location and bath@unt of shipped revenue. Dependent on changbs type and levels of transactions,
percentages charged by PFSweb can be amended bglmomsent of PFSweb and Supplies DistributorssuiRunt to the TMSA, the
Company incurred service expenses, reported asgaleneral and administrative expenses in therapanying consolidated financial
statement, of approximately $6.4 million and $1ifliom to PFSweb for the year ended December 30224nd the period from July 3, 2001
(inception) to December 31, 2001, respectivelyoABecember 31, 2002 and 2001, the Company owew€t-$0.6 million and $0.9 millio
respectively.

In September 2001, the Company issued a Subordifemand Note (the "Note") to PFSweb in exchangeifoceeds of $8.8 million. As of
December 31, 2002 and 2001, the Note had an oditstabalance of $8.0 million and $11.7 million, pestively, which is classified as note
payable to affiliate. The Note cannot be increasedecreased without the prior approval of the Canyfs and PFSweb's lenders (see Noi
The Note accrues interest at a fluctuating rateapaum equal to PFSweb's cost of funds as detednhipn@FSweb, approximately 10% as of
December 31, 2002 and 2001. During the year enageamber 31, 2002 and the period from July 3, 206Gk ption) through December 31,
2001, the Company recorded $1.0 million and $0.8anj respectively, of interest associated with #tmount due to PFSweb.

PFSweb issued 12,500 and 21,000 stock option®t€@timpany's President in December 2001 and Ja2088; respectively. These options
were immediately vested and have an exercise pfi$8.91 and $0.84, respectively.

8. INCOME TAXES:

The Company has elected to be taxed as a C coigpofat U.S. tax reporting. Beginning October 1020the Company's domestic operati
will be included in the domestic income tax retfiled by PFSweb. A reconciliation of the differertoetween the expected income tax
expense at the U.S. federal statutory corporateat@xof 34%, and the Company's effective tax iatas follows (in thousands):
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)

JULY 3, 2001
(INCEPTION)

THROUGH ~ YEAR ENDED
DECEMBER 31, DECEMBER 31,

2001 2002
Income tax expense computed at statutory rate ..... $ 228 $ 823
Impact of foreign taxation at different rate ...... 27 87
Expenses not deductible for tax purposes .......... 17 36
Other ..o -- a7)
Provision for income taxes ...........ccc........ $ 272 % 929

The consolidated income before income taxes, byedtimand foreign entities, is as follows (in thands):

JULY 3, 2001

(INCEPTION)
THROUGH YEAR END ED
DECEMBER 31, DECEMBER 31,

2001 2002

Domestic ............... $ 243 $ 1, 129
Foreign 430 1, 292
Total c.cccvveeneee. $ 673 $ 2, 421

Current and deferred income tax expense is sumathag follows (in thousands):

JULY 3, 2001
(INCEPTI ON)
THROUG H YEAR ENDED
DECEMBER 31, DECEMBER 31,
2001 2002
Current
Domestic $ 156 $ 295
Foreign ......cccevveveveveeeeennnnnn. 416 573
Total current ................ 572 868
Deferred
DomestiC ....cccvvvveeeeiiiiieeenn, (55) 125
Foreign .......cccooeeiiiienens (245) (64)
Total deferred ............... (300) 61
Total coeeiieiiieiiis $ 272 $ 929

The components of the deferred tax asset (liabéitg as follows (in thousands):

JULY 3, 2001
(INCEP TION)
THRO UGH YEAR ENDED
DECEMBE R 31, DECEMBER 31,
200 1 2002
Deferred tax asset:
Allowance for doubtful accounts ....... $ 300 $ 117
Other .. 31 92
Total deferred tax asset ...... 331 209
Deferred tax liability:
Total deferred liability ...... (89) (96)

Deferred tax asset, net ................. $ 242  $ 113




9. SEGMENT AND GEOGRAPHIC INFORMATION:

The Company is organized as a single operating eegwhich is international distribution of compuseipplies. Geographic areas in which
the Company operates include the United Stategpeujprimarily Belgium), and Canada.

The following is geographic information by areavBeues are attributed based on the Company's derfiirtithousands):
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BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (CONTI NUED)

JULY 3, 2001
(INCEPTION)
THROUGH YEAR ENDED
DECEMBER 31, DECEMBER 31,
2001 2002
Revenues:
United States ................. $ 51,152 $ 153,700
Europe .....ccccoeiiieieennnns 41,649 76,260
Canada .........ccceuvvveeeenns 4,073 10,452
Inter-segment eliminations .... (23,822) (19,267)
$ 73,052 $ 221,145

The eliminations amount for the period July 3, 2@@teption) through December 31, 2001 above piilsneglates to intercompany sales in
Europe from BSD Europe to SDSA. The eliminationstfe year ended December 31, 2002 primarily reétatetercompany sales from
Supplies Distributors to SDC, from SDSA to Suppligstributors and in Europe from BSD Europe to SDSA

The Company has $0.3 million and $0.1 million a®etember 31, 2001 and 2002, respectively, of lorggt assets in the United States
associated with the acquisition of the BSD companie

10. COMMITMENTS AND CONTINGENCIES

The Company is involved in certain litigation anigiin the ordinary course of business. Managemelig\es that such litigation will be
resolved without material effect on the Companiyiaricial position or results of operations.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE
None.

PART IlI
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE RE GISTRANT

Reference is made to the information to be sehfiorthe section entitled "Election of Directorg"the definitive proxy statement involving
the election of directors in connection with therdial Meeting of Stockholders of the Company to élel fin June 2003 (the "Proxy
Statement"), which section is incorporated hergimndberence. The Proxy Statement (or an amendroehid Form 10-K containing the
relevant information) will be filed with the Secties and Exchange Commission not later than 126 détgr the last day of the Company's
fiscal year ended December 31, 2002.

ITEM 11. EXECUTIVE COMPENSATION

Information required by Part Ill, Item 11, will ecluded in the section entitled "Election of Ditexs" of the Company's Proxy Statement
relating to the Company's annual meeting of stoltldrs to be held in June 2003, and is incorporherdin by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT

Information required by Part Ill, Item 12, will iecluded in the Sections entitled "Election of Ri@s" and "Security Ownership of Certain
Beneficial Owners and Management" of the CompaProsy Statement relating to the Company's annueatimg of stockholders to be held
in June 2003, and is incorporated herein by refaren

The following table summarizes information withpest to equity compensation plans under which gcaturities of the registrant are
authorized for issuance as of December 31, 2002:

NUM BER OF WEIGHTED-
SECUR ITIES TO AVERAGE NUMBER OF
BE IS SUED UPON  EXERCISE SECURITIES
EXER CISE OF PRICE OF REMAINING
OUTS TANDING  OUTSTANDING AVAILABLE FOR
PLAN CATEGORY(1) OoP TIONS OPTIONS FUTURE ISSUANCE

Equity compensation plans approved by

security holders.............cccooenne 3,6 05,669 $ 1.12 2,429,331
Equity compensation plans not approved by

security holders...........ccceeeenne 11 84,807 $ 1.05

Total..oooeieecccee e 4,7 90,476 $ 111 2,429,331

(1) See Note 4 to the Consolidated Financial Statgsifor more detailed information regarding thgiseant's equity compensation plans.
ITEM 13. CERTAIN RELATIONSHIP AND RELATED TRANSACTI ONS

Information regarding certain of the Company'stieteships and related transactions will be inclugtethe section entitled "Certain
Relationship and Related Transactions" of the CawigaProxy Statement relating to the Company's alnmeeting of stockholders to be h
in June 2003, and is incorporated herein by refaren

ITEM 14. CONTROLS AND PROCEDURES

We maintain a system of controls and procedureigaed to provide reasonable assurance as to tlabifigy of the financial statements and
other disclosures included in this report, as aslto safeguard assets from unauthorized use modiion. We evaluated the effectiveness of
the design and operation of our disclosure conaants procedures under the supervision and witlpéingcipation of management, including
our Chief Executive Officer and Principal Finanaald Accounting Officer, within 90 days prior teetfiling date of this report. Based upon
the evaluation, our Chief Executive Officer andneipal Financial and Accounting Officer
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concluded that our disclosure controls and procesiare effective in timely alerting them to materérmation required to be included in
our periodic Securities and Exchange Commissiamgfil. No significant changes were made to our ir@lecontrols or other factors that could
significantly affect these controls subsequenhtodate of their evaluation.

PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AN D REPORTS ON FORM 8-K

(a) The following documents are filed as part @ tieport:

1. Financial Statements

Independent Auditors' Report

Consolidated Balance Sheets

Consolidated Statements of Operations Consolidatattments of Shareholders' Equity and Comprehehsiss Consolidated Statements of

PFSweb, Inc. and Subsidiaries

Cash Flows Notes to Consolidated Financial Statésnen

All other schedules are omitted because the redjinfermation is not present in amounts sufficientequire submission of the schedule or

Financial Statement Schedules

Schedule Il -- Valuation and Qualifying Accounts

because the information required is included infith@ncial statements or notes thereto.

2. Exhibits
EXHIBIT
NUMBER DESCRIPTION OF EXHIBITS
21(1) Tax Indemnification and Allocat ion Agreement between
Daisytek, International Corpora tion and PFSweb, Inc.
3.1(2) Amended and Restated Certificat e of Incorporation
3.2(1) Amended and Restated Bylaws
10.1 (1) Non-Employee Director Stock Opt ion and Retainer Plan
10.2 (1) Employee Stock Option Plan
10.3 (1) Employee Annual Incentive Plan
10.4 (1) Industrial Lease Agreement betw een Shelby Drive Corporation
and Priority Fulfillment Servic es, Inc.
10.5 (1) Lease Contract between Transpor ts Weerts and Priority
Fulfillment Services Europe B.V
10.6 (2) Form of Change of Control Agree ment between the Company and
each of its executive officers
10.7 (3) Operating Agreement of Business Supplies Distributors
Holdings, LLC
10.8 (4) Ninth Amendment to Lease Agreem ent by and between AGBRI
ATRIUM, L.P., and Priority Fulf illment Services, Inc.
10.9 (4) Stock Option Agreement
10.10 (5) Agreement for Inventory Financi ng by and among Business
Supplies Distributors Holdings, LLC, Supplies Distributors,
Inc., Priority Fulfillment Serv ices, Inc., PFSweb, Inc.,
Inventory Financing Partners, L LC and IBM Credit Corporation
10.11 (5) Amended and Restated Collateral ized Guaranty by and between

Priority Fulfillment Services,
Corporation

Inc. and IBM Credit
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10.12 (5)

10.13 (5)

10.14 (5)

10.15 (5)

10.16 (5)

10.17 (5)

10.18 (5)

10.19 (5)

10.20 (5)

10.21 (5)

10.22 (6)

10.23 (7)

10.24 (7)

10.25 (8)

10.26 (9)

10.27 (9)

10.28 (9)

10.29 (9)

23.1 (9)

99.1 (9)

99.2 (9)

Amended and Restated Guaranty to
PFSweb, Inc.

Amended and Restated Notes Payab
by and between Priority Fulfillm
Distributors, Inc. and IBM Credi

Amended and Restated Platinum Pl
Discounting) by and among Suppli
Business Supplies Distributors E
IBM Belgium Financial Services S

Amended and Restated Collaterali
Priority Fulfillment Services, |
Financial Services S.A.

Amended and Restated Guaranty to
Services S.A. by PFSweb, Inc.

Subordinated Demand Note by and
Distributors, Inc. and Priority

Notes Payable Subordination Agre
Financial Corporation (Southwest
Services, Inc.

Guarantee in favor of Congress F
(Southwest) by Business Supplies
Priority Fulfillment Services, |

General Security Agreement by Pr
Inc. in favor of Congress Financ

Inducement Letter by Priority Fu
PFSweb, Inc. in favor of Congres
(Southwest).

Form of Executive Severance Agre
and each of its executive office

Option Purchase Agreement betwee
Defee

Form of Severance Agreement betw
Medlin, Martin Anderson and Vala

Assignment of Membership Interes
Company and Inventory Financing

Amendment to Agreement for Inven
Business Supplies Distributors H
Distributors, Inc., Priority Ful
PFSweb, Inc., Inventory Financin
Credit Corporation

Amendment to Amended and Restate
(with Invoice Discounting) by an
Distributors, S.A., Business Sup
B.V., PFSweb B.V., and IBM Belgi

Amended and Restated Notes Payab
by and between Priority Fulfillm
Distributors, Inc. and IBM Credi

Amendment to Factoring agreement
between Supplies Distributors S.
Finance N.V.

Consent of KPMG LLP

Certification of Chief Executive
U.S.C. Section 1350, as Adopted
the Sarbanes-Oxley Act of 2002

Certification of Chief Financial
U.S.C. Section 1350, as Adopted
the Sarbanes-Oxley Act of 2002
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(1) Incorporated by reference from PFSweb, Inc.iRegion Statement on Form S-1 (Commission File 388-87657).
(2) Incorporated by reference from PFSweb, Incn260-K for the fiscal year ended March 31, 2001

(3) Incorporated by reference from PFSweb, Incni00-Q/A for the quarterly period ended Septemifer2801

(4) Incorporated by reference from PFSweb, IncnF280-K for the transition period ended December2D1

(5) Incorporated by reference from PFSweb, Incni20-Q for the quarterly period ended March 31,200

(6) Incorporated by reference from PFSweb, Incn280-Q for the quarterly period ended June 30, 2002

(7) Incorporated by reference from PFSweb, Incni20-Q for the quarterly period ended SeptembeB02

(8) Incorporated by reference from PFSweb, Inc.drepn Form 8-K filed on November 12, 2002

(9) Filed herewith

(b) Reports on Form 8-K:

Form 8-K filed on May 20, 2002 reporting Item 5h@t Events, that on May 16, 2002 PFSweb, Inc."@wmpany") received a letter from
The NASDAQ Stock Market indicating that the Compawylonger complied with the $1.00 minimum bid prrequirement for continued
listing set forth in Marketplace Rule 4450 (c)@&pd that the Company's stock is, therefore, subjetelisting from the Nasdaq National
Market. The Company announced that it had requesteshring from Nasdaq to appeal the Nasdaq stetekrdination.

Form 8-K filed on November 11, 2002 reporting It2mAcquisition or Disposition of Assets, that ont@mer 25, 2002, Priority Fulfillment
Services, Inc. (the "Company") acquired the renmgril% ownership interest in Business Suppliesribigbrs Holdings, LLC ("Holdings")
for $331,758. Also reporting ltem 7, Financial 8taents, Pro Forma Financial Information and Exhijltfiat the financial statements of
Holdings and Pro forma financial statements ofGeenpany would be filed by amendment within 60 daysequired.

Form 8-K/A filed on January 8, 2003 reporting It@mAcquisition or Disposition of Assets, that ont@aer 25, 2002, Priority Fulfillment
Services, Inc. (the "Company") acquired the renmgril% ownership interest in Business Suppliesribigbrs Holdings, LLC ("Holdings")
for $331,758. Also reporting ltem 7, Financial 8taents of Holdings and the Pro Forma Financialrm&dion of the Company.
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SCHEDULE II
PFSWEB, INC. AND SUBSIDIARIES

VALUATION AND QUALIFYING ACCOUNTS
FOR THE YEAR ENDED MARCH 31, 2001, THE
NINE MONTH PERIOD ENDED DECEMBER 31, 2001 AND THE YEAR ENDED DECEMBER 31, 2002
(AMOUNTS IN THOUSANDS)

ADDITIONS
BALANCE AT CHARGES TO CHARGES TO BALAN CE AT
BEGINN ING COST AND OTHER END OF
OF PER IOD EXPENSES ACCOUNTS DEDUCTIONS PER 10D
Year Ended March 31, 2001:
Allowance for doubtful accounts ....... $ 690 2,203 - (2,614) $ 279
Income tax valuation allowance ........ $ 915 3,567 - - $ 4,482
Nine Months Ended December 31, 2001:
Allowance for doubtful accounts ....... $ 279 17 - 42) $ 254
Income tax valuation allowance ........ $ 4, 482 125 822 - $ 5,429
Year Ended December 31, 2002:
Allowance for doubtful accounts ....... $ 254 38 152 (33) % 411
Income tax valuation allowance ........ $ 5 429 4,224 554 - $1 0,207
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Act of 1934, the Registrant thaly caused this report to be signed on its
behalf by the undersigned, thereunto duly authdrize

By: /s/ THOVAS J. MADDEN

Thomas J. Madden,
Executive Vice President and
Chi ef Financial and Accounting Oficer

Pursuant to the requirements of the SecuritiesoAtB34, this report has been signed below by dheviing persons on behalf of the
Registrant and in the capacities and on the datisated.

SIGNATURE TITLE DATE
/sl MARK C. LAYTON Chairman of the Board, Pre sident and March 31, 2003
--------------------- Chief Executive Officer (P rincipal
Mark C. Layton Executive Officer)
/sl THOMAS J. MADDEN  Executive Vice President a nd Chief March 31, 2003
--------------------- Financial and Accounting O fficer
Thomas J. Madden (Principal Financial and A ccounting

Officer)

/sl DR. NEIL JACOBS Director March 31, 2003

Dr. Neil Jacobs

/sl TIMOTHY M. MURRAY Director March 31, 2003

Timothy M. Murray

/sl JAMES F. REILLY Director March 31, 2003

James F. Reilly
/s/ DAVID |. BEATSON Director March 31, 2003

David I. Beatson
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CERTIFICATIONS OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

I, Mark Layton, certify that:
1. I have reviewed this annual report on Form 16fRFSweb, Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dacimit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisletding with respect to the periods
covered by this annual report;

3. Based on my knowledge, the financial statememd,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operaénd cash flows of the registrant as of, andtfte periods presented in this annual report;

4. The registrant's other certifying officer anaré responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and we have:

a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period inieh this annual report is being prepared;

b) evaluated the effectiveness of the registraligdosure controls and procedures as of a datena®0 days prior to the filing date of this
annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusaimut the effectiveness of the disclosure conatnts procedures based on our evaluation as
of the Evaluation Date;

5. The registrant's other certifying officer anaalve disclosed, based on our most recent evalyatidghe registrant's auditors and the audit
committee of registrant's board of directors (aspas performing the equivalent function):

a) all significant deficiencies in the design oemgion of internal controls which could adversaffect the registrant's ability to record,
process, summarize, and report financial data and fdentified for the registrant's auditors anyerial weaknesses in internal controls; and

b) any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
controls; and

6. The registrant's other certifying officer anablve indicated in this annual report whether orthete were significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: March 31, 2003

By: /sl Mark C. Layton

Chi ef Executive O ficer
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CERTIFICATIONS OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

I, Tom Madden, certify that:
1. I have reviewed this annual report on Form 16fRFSweb, Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dacimit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisletding with respect to the periods
covered by this annual report;

3. Based on my knowledge, the financial statememd,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operaénd cash flows of the registrant as of, andtfte periods presented in this annual report;

4. The registrant's other certifying officer anaré responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and we have:

a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period inieh this annual report is being prepared;

b) evaluated the effectiveness of the registraligdosure controls and procedures as of a datena®0 days prior to the filing date of this
annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusaimut the effectiveness of the disclosure conatnts procedures based on our evaluation as
of the Evaluation Date;

5. The registrant's other certifying officer anaalve disclosed, based on our most recent evalyatidghe registrant's auditors and the audit
committee of registrant's board of directors (aspas performing the equivalent function):

a) all significant deficiencies in the design oemgion of internal controls which could adversaffect the registrant's ability to record,
process, summarize, and report financial data and fdentified for the registrant's auditors anyerial weaknesses in internal controls; and

b) any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
controls; and

6. The registrant's other certifying officer anablve indicated in this annual report whether orthete were significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: March 31, 2003

By: /'s/ Thomas J. Madden

Chief Financial Oficer and Chief Accounting Oficer
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EXHIBIT 10.26

AMENDMENT
TO
AGREEMENT FOR INVENTORY FINANCING

This Amendment ("Amendment") to the Agreement fordntory Financing is made as of November 11, 2802nd among IBM CREDIT
CORPORATION, a Delaware corporation ("IBM CreditBlJSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC, mnited liability
company duly organized under the laws of the sithi@elaware ("Holdings"), INVENTORY FINANCING PARTERS, LLC, a limited
liability company duly organized under the lawstwd state of Delaware ("IFP"), SUPPLIES DISTRIBUT®RNC. (formerly known as BS
Acquisition Corp.), a corporation duly organizedlanthe laws of the state of Delaware ("BorrowePRIORITY FULFILLMENT
SERVICES, INC., a corporation duly organized urttierlaws of the state of Delaware ("PFS") and PF8WEc., a corporation duly
organized under the laws of the state of Delawd&E%web") (Borrower, Holdings, IFP, PFS, PFSweld, amy other entity that executes this
Agreement or any Other Document, including withiguttation all Guarantors, are each individuallyereed to as a "Loan Party" and
collectively referred to as "Loan Parties").

RECITALS:

A. Borrower and IBM Credit have entered into thattain Agreement for Inventory financing ("AIF")téa as of March 29, 2002 (the
"Agreement");

B. PFS has expressed its desire to acquire fronit$Hity one percent (51%) share of Holdings @posed Acquisition™);
C. IBM Credit consents to the Proposed Acquisiabject to the terms and conditions set forth ineieaid

D. The parties have agreed to modify the Agreerasmhore specifically set forth below, upon and aciidjo the terms and conditions set fi
herein.

AGREEMENT

NOW THEREFORE, in consideration of the premises athér good and valuable consideration, the re@gigtsufficiency of which i
hereby acknowledged, Borrower and IBM Credit heragpsee as follows:

SECTION 1. DEFINITIONS. All capitalized terms naherwise defined herein shall have the respectieanimgs set forth in the Agreement.
SECTION 2. AMENDMENT. Subject to Section 4 herebf Agreement is hereby amended as follows:

A. The AIF is hereby amended as follows:

(a) The AIF is hereby amended by deleting all efiees to IFP from the caption paragraph therein;

(b) Section 1.1 is hereby amended by (i) amendiagiefinition of "Holdings" to read in its entiredg follows:

""Holdings": as defined in the caption." and (igldting the definition of "IFP";



(c) Section 6.1 is hereby amended by deletingakedentence in its entirety and substitutingiein thereof, the following:

"PFS directly owns One Hundred Percent (100%) efnlembership interests of Holdings and Holdingsadiy owns One Hundred Percent
(100%) of the capital stock of Borrower."

(d) Section 6.5 is hereby amended by deletingéir #ntirety the two references to "(other than)'FP

(e) Section 9.1(R)(b) is hereby amended in itsretytito read as follows:

"(b PFS ceases to directly own One Hundred Pe(@®@6) of the membership interests of Holdings or"
(f) Section 10.13(v) is hereby deleted in its eatyir

(9) Section 10.13 "Recipient Information for Intettransmissions:" is hereby amended by deletiaditkt sentence in its entirety and
substituting, in lieu thereof, the following:

"Name of Borrower's and Holdings' Designated Cé@mmtact Authorized to Receive IDs and Passwords:"

B. Attachment A to the AIF is hereby amended byetieg such Attachment A in its entirety and sulbitiiy, in lieu thereof, the Attachment
attached hereto. Such new Attachment A shall tectéle as of the date specified in the new Attaaltnde The changes contained in the new
Attachment A include, without limitation, the follong:

(a) The following definitions of "Total Assets" afitiotal Net Worth" in Section IV of Attachment Aeeamended in their entirety to read as
follows:

"Total Assets" shall mean the total of Current Asssd Long Term Assets. For the purpose of cdiogld otal Assets for Borrower, the
accumulated earnings of Borrower's Canadian andf&an subsidiaries should be excluded.

"Total Net Worth" (the amount of owner's or stockies's ownership in an enterprise) is equal to TAszets minus Total Liabilities. For the
purpose of calculating Total Net Worth of Borrowidre accumulated earnings of Borrower's CanadidrEamopean subsidiaries should be
excluded.

(b) Borrower will be required to maintain the follimg financial ratios, percentages and amounts #sedast day of the fiscal period under
review (monthly, quarterly, annually) by IBM Credit

Covenant

Covenant Requirement

(i)  Revenue on an Annual Basis* (i.e. the curr ent fiscal  Greater than Zero and
year-to-date Revenue annualized) to Workin g Capital Equal to or Less than 43.0:1.0
*ANNUALIZED REVENUE FROM INTERCOMPANY SALE S ARE
EXCLUDED FROM THIS CALCULATION.

(i)  Net Profit** after Tax to Revenue Equal to or Greater than
**Excluding all income and losses applicab leto 100%  0.20 percent

ownership in Canadian and European subsidi aries.



(iii) Total Liabilities to Tangible Net Worth*** Greater than Zero and
Equal to or Less than 7.0:1.0

***Accumulated earnings of Borrower's Cana dian
and European subsidiaries are excluded fro m
calculation of Borrower's Total Assets and

Total Net Worth.

(c) Business Supplies Distributors Holdings, LLGIwe required to maintain the following financraltios, percentages and amounts as of the
last day of the fiscal period under review (montlgjyarterly, annually) by IBM Credit:

Covenant
Covenant Requirement
(i)  Revenue on an Annual Basis (i.e. Greater than Zero and Equal
the current fiscal year-to-date Revenue to or Less than 43.0:1.0
annualized) to Working Capital
(i)  Net Profit after Tax to Revenue Equal to or Greater than 0.15
percent
(i) Total Liabilities to Tangible Net Worth Greater than Zero and Equal to

or Less than 8.0:1.0

(d) PFSweb, Inc. will be required to maintain tbdwing financial ratios, percentages and amoastsf the last day of the fiscal period
under review (monthly, quarterly, annually) by I1BBfedit:

COVENANT COVENANT REQUIR EMENT AS OF DATE
(i) Minimum Tangible Net Worth ~ $24,000,000.00 09/30/02
$20,000,000.00 10/31/02
$20,000,000.00 11/30/02
$20,000,000.00 12/31/02
$18,000,000.00 01/31/03
$18,000,000.00 02/28/03
$18,000,000.00 03/31/03

(e) Section Il is amended by deleting in its egtiirthe reference to Inventory Financing Partnadsits Accounts.

C. Attachment B to the AIF is amended by deletinghsAttachment B in its entirety and substitutimglieu thereof, the Attachment B
attached hereto.

D. Attachment C-1 to the AIF is hereby amended d&igtihg such Attachment C-1 in its entirety andssitilting, in lieu thereof, the
Attachment C-1 attached hereto. Such new Attachi@ehtshall be effective as of the date specifiethénnew Attachment C-1. The changes
contained in the new Attachment C-1 include, withauitation, the following:

Section | of Attachment C-1 is amended and restiatéd entirety to read as follows:

"I. FINANCIAL COVENANTS:



SUPPLIES DISTRIBUTORS, INC.

COVENANT

COVEN

(i) Annualized Revenue* to Working Capital Great
Equal
43.0:

*Annualized Revenue from intercompany
sales are excluded from this
calculation.

(i) Net Profit** after Tax to Revenue Equal
0.20

**Excluding all income and losses
applicable to 100% ownership in Canadian
and European subsidiaries.

(i) Total Liabilities to Tangible Net Great
Worth*** Equal
7.0:1

***Accumulated earnings of Borrower's
Canadian and European subsidiaries
are excluded from calculation of
Borrower's Total Assets and Total Net
Worth.

BUSINESS SUPPLIES DISTRIBUTORS HOLDINGS, LLC

COVENANT

COVENAN

Greater than
or Less than

(i) Annualized Revenue to
Working Capital

(ii) Net Profit after Tax to
Revenue

Equal to or G
percent

(i) Total Liabilities to Tangible Greater than
Net Worth or Less than

E. Attachment C-2 to the AlF is hereby amendedddgtihg such Attachment C-2 in its entirety andssitilting, in lieu thereof, the
Attachment C-2 attached hereto. Such new Attachi@edshall be effective as of the date specifiethénnew Attachment C-1. The changes

ANT REQUIREMENT

COVENANT ACTUAL

er than Zero and
to or Less than
1.0

to or Greater than
percent

er than Zero and
to or Less than
.0

T REQUIREMENT

COVENANT ACTUAL

Zero and Equal to
43.0:1.0

reater than 0.15

Zero and Equal to
8.0:1.0

contained in the new Attachment C-2 include, witheuitation, the following:

"I. FINANCIAL COVENANTS:
PFSweb, Inc.

Covenant
Requirement Dat

Covenant

(i) Minimum Tangible Net $24,000,000.00
Worth $20,000,000.00 10/
$20,000,000.00 11/
$20,000,000.00 12/
$18,000,000.00 01/
$18,000,000.00 02/
$18,000,000.00 03/

09/

e as of

30/02
31/02
30/02
31/02
31/03
28/03
31/03

Covenant Actual



SECTION 3. CONSENT. IBM Credit consents to the Bs®d Acquisition subject to the terms and condétibareof (including, without
limitation, Section 4 hereof).

SECTION 4. CONDITIONS OF EFFECTIVENESS OF CONSENNBAAMENDMENT.

(&) This Amendment shall have been authorized,ggdcand delivered by each of the parties hereddBi Credit shall have received a
copy of a fully executed Agreement.

(b) IBM Credit shall have received a certified cagithe acquisition agreement pursuant to which RHSacquire all of IFP's interest in
Holdings for $332,000 and such agreement shalhlberm and substance satisfactory to IBM Credit.

(c) IBM Credit shall have received an amended asthted Notes Payable Subordination Agreement tectby PFS and the Borrower wh
agreement shall not allow payment in respect ofritlebtedness of the Borrower to PFS ("Secondatig@tinns”) if such payment would
cause the total amount of Secondary Obligatiortiess than eight million dollars ($8,000,000) andh agreement shall otherwise be in
form and substance satisfactory to IBM Credit.

SECTION 5. REPRESENTATIONS AND WARRANTIES. Each InoRarty makes to IBM Credit the following represions and
warranties all of which are material and are madeduce IBM Credit to enter into this Amendment.

SECTION 5.1 ACCURACY AND COMPLETENESS OF WARRANTIESND REPRESENTATIONS. All representations made Hogy t
Loan Party in the Agreement were true and accuanadecomplete in every respect as of the date nzemk,as amended by this Amendment,
all representations made by the Loan Party in theedment are true, accurate and complete in evatgrial respect as of the date hereof,
do not fail to disclose any material fact necessanyake representations not misleading.

SECTION 5.2 VIOLATION OF OTHER AGREEMENTS. The ex#ion and delivery of this Amendment and the perfance and
observance of the covenants to be performed arehadx$ hereunder do not violate or cause any Loaly Rat to be in compliance with the
terms of any agreement to which such Loan Parayparty.

SECTION 5.3 LITIGATION. Except as has been disctbbg the Loan Party to IBM Credit in writing, theeeno litigation, proceeding,
investigation or labor dispute pending or threatkagainst any Loan Party, which, if adversely dateed, would materially adversely affect
the Loan Party's ability to perform such Loan Partpligations under the Agreement and the otheuhents, instruments and agreements
executed in connection therewith or pursuant hereto

SECTION 5.4 ENFORCEABILITY OF AMENDMENT. This Amemnaent has been duly authorized, executed and detivey each Loan
Party and is enforceable against each Loan Padagdordance with its terms.

SECTION 6. RATIFICATION OF AGREEMENT. Except as sffically amended hereby, all of the provisiongtod Agreement shall remain
unamended and in full force and effect. Each LoaryFhereby ratifies, confirms and agrees thatgeeement, as amended hereby,
represents a valid and enforceable obligation ofidioan Party, and is not subject to any claimiset$ or defenses.

SECTION 7. RATIFICATION OF GUARANTY. Each of Holdgs, PFSweb and PFS hereby ratify and confirm tiesjpective guaranties in
favor of IBM Credit and agree that such guaramesain in full force and effect and that the tetmabilities”, as used therein include,
without limitation the indebtedness liabilities amlligations of the Borrower under the Agreemeramgnded hereby.

SECTION 8. GOVERNING LAW. This Amendment shall bevgrned by and interpreted in accordance withahes lwhich govern the
Agreement.



SECTION 9. COUNTERPARTS. This Amendment may be atextin any number of counterparts, each of whinail e an original and all
of which shall constitute one agreement.

IN WITNESS WHEREOF, each Loan Party has read thiseeAmendment, and has caused its authorize@septatives to execute this
Amendment and has caused its corporate seal, jtame affixed hereto as of the date first writtdrove.

IBM CREDIT CORPORATION SUPPLIE S DISTRIBUTORS, INC.
By: By:

Print Name: Print N ame:

TITLE: TITLE:

Business Supplies Distributors Priority Fulfillme®rvices, Inc. Holdings, LLC

By: as Managing Member

By: By:

Print Name: Print N ame:
Title: Title:

Inventory Financing Partners, LLC PFSweb, Inc.
By: as Managing Member

By: By:

Print Name: Print N ame:

Title: Title:




EXHIBIT 10.27

AMENDMENT
TO
AMENDED AND RESTATED PLATINUM PLAN AGREEMENT (WITH INVOICE DISCOUNTING)

This Amendment ("Amendment") to the AMENDED AND RESTED PLATINUM PLAN

AGREEMENT (WITH INVOICE DISCOUNTING) by and amon®M BELGIUM FINANCIAL SERVICES S.A., with a registed number
of R.C. Brussels451.673 with an address of Squa®ia Regina 1,BE-1210 Brussels VAT BE 424300486BM GF" or "US"),
SUPPLIERS DISTRIBUTORS S.A. with a registered numifeRC Liege 208795 with an address of Rue Loué&iBt 5, B-4460 Grace-
Hologne, Belgium ("SDSA"), and BUSINESS SUPPLIESSDRIBUTORS EUROPE BV a Netherlands company registér Maastricht
with a Netherlands trade registration number of M&astricht 14062763 with an address of Dalderh& @136 Sittard, The Netherlands
("BSDE") (SDSA and BSDE COLLECTIVELY, "YOU"), PFS BB B.V a Netherlands company registered in Madsttader the number
17109541 with a Belgian trade registration numbeR.€. Liege 204162 ("PFS WEB B.V.") (SDSA, BSDHEaPFS Web B.V. collectively,
the "LOAN PARTIES") is effective as of 13 NovemI&002.

RECITALS:

A. The Loan Parties and IBM GF have entered in&t tertain AMENDED AND RESTATED PLATINUM PLAN AGRE®ENT (WITH
INVOICE DISCOUNTING) dated as of
March 29, 2002 (the "Agreement");

B. PFS, as defined in the Agreement, has expratsddsire to acquire from IFP, as defined in tlgge®ment, its fifty one percent (51%)
share of Holdings, as defined in the Agreement,gfiBsed Acquisition™);

C. IBM GF consents to the Proposed Acquisition scijo the terms and conditions set forth heraid; a

D. The parties have agreed to modify the Agreerasmhore specifically set forth below, upon and aciidjo the terms and conditions set fi
herein.

AGREEMENT

NOW THEREFORE, in consideration of the premises athér good and valuable consideration, the reegigtsufficiency of which i
hereby acknowledged, IBM GF and the Loan Partiestiyeagree as follows:

SECTION 1. DEFINITIONS. All capitalized terms naherwise defined herein shall have the respectieanimgs set forth in the Agreement.
SECTION 2. AMENDMENT. Subject to Section 4 herabf Agreement is hereby amended as follows:

A. The Agreement is hereby amended as follows:

(a) Section 1.1 is hereby amended by (i) deletiegréference to IFP within the definition of "AlRd(ii) deleting the definition of "IFP";

(b) Section 9.1.12(b) and b are hereby amendeclefidg it in its entirety and substituting, indi¢hereof, the following:



"PFS ceases to directly owns One Hundred Perc@084) of the membership interests of Holdings oHo)dings ceases to directly own C
Hundred Percent (100%) of the capital stock of SDI"

B. The Schedule to the Agreement is hereby amehgeileting such Schedule in its entirety and stuhistg, in lieu thereof, the Schedule
attached hereto. Such new Schedule shall be eféeasi of the date specified in the new Schedule.chHanges contained in the new Schedule
include, without limitation, the following:

FINANCIAL COVENANTS

SDSA and BSDE will be required, on a consolidatasidy to maintain the following financial ratiogrpentages and amounts on a year to
date basis as of the last day of the fiscal pauinder review (monthly, quarterly and annually) lsyamd IBM Credit:

Covenant Covenant Requirement
@ Debt to Tangible Net Worth Greater than Zero and
Less than 7.0:1.0
(i) Net Profit after Tax to Revenue Greater than 0.10 percent
(iii) Working Capital Turnover (WCTO) Greater than Zero and

Less than 43.0:1.0

PFSweb, Inc. will be required to maintain the fallog financial ratios, percentages and amountd #sedast day of the fiscal period under
review (monthly, quarterly and annually) by IBM @ite

Covenant
Covenant Requiremen t Date as of
@ Minimum Tangible Net ~ $24,000,000. 00 09/30/02
Worth $20,000,000. 00 10/31/02
$20,000,000. 00 11/30/02
$20,000,000. 00 12/31/02
$18,000,000. 00 01/31/03
$18,000,000. 00 02/28/03
$18,000,000. 00 03/31/03

SECTION 3. CONSENT. IBM GF consents to the Propdseglisition subject to the terms and conditionsebé (including, without
limitation, Section 4 hereof).

SECTION 4. CONDITIONS OF EFFECTIVENESS OF CONSENNIAAMENDMENT.

(a) This Amendment shall have been authorized, ggdcand delivered by each of the parties hereddBi GF shall have received a copy
of a fully executed Amendment.

(b) IBM Credit shall have received a certified cagithe acquisition agreement pursuant to which RHSacquire all of IFP's interest in
Holdings for $332.000 and such agreement shaklberm and substance satisfactory to IBM Credit.

SECTION 5. REPRESENTATIONS AND WARRANTIES. Each InoBarty makes to IBM GF the following representagiand warranties
all of which are material and are made to indudd IBF to enter into this Amendment.

SECTION 5.1 ACCURACY AND COMPLETENESS OF WARRANTIEZSND REPRESENTATIONS. All representations made foy t
Loan Party in the Agreement were true and accuanadecomplete in every respect as of the date nzemk,as amended by this Amendment,
all representations made by the Loan



Party in the Agreement are true, accurate and campi every material respect as of the date heamof do not fail to disclose any material
fact necessary to make representations not misigadi

SECTION 5.2 VIOLATION OF OTHER AGREEMENTS. The ex#ion and delivery of this Amendment and the perfance and
observance of the covenants to be performed arehadxs hereunder do not violate or cause any Loaty Rat to be in compliance with the
terms of any agreement to which such Loan Parayparty.

SECTION 5.3 LITIGATION. Except as has been disctbbg the Loan Party to IBM GF in writing, therenig litigation, proceeding,
investigation or labor dispute pending or threatkagainst any Loan Party, which, if adversely dateed, would materially adversely affect
the Loan Party's ability to perform such Loan Parppligations under the Agreement and the otheuhents, instruments and agreements
executed in connection therewith or pursuant hereto

SECTION 5.4 ENFORCEABILITY OF AMENDMENT. This Amemntent has been duly authorized, executed and detivey each Loan
Party and is enforceable against each Loan Paagdordance with its terms.

SECTION 6. RATIFICATION OF AGREEMENT. Except as sffecally amended hereby, all of the provisionglodé Agreement shall remain
unamended and in full force and effect. Each LoamyFhereby ratifies, confirms and agrees thatpeeement, as amended hereby,
represents a valid and enforceable obligation ofidwoan Party, and is not subject to any claimfset$ or defenses.

SECTION 7. RATIFICATION OF GUARANTY. Each of Holdgs, SDI, PFSweb and PFS hereby ratify and configir respective
guaranties in favor of IBM GF and agree that sughrgnties remain in full force and effect and thatterm "Liabilities", as used therein
include, without limitation the indebtedness lidek and obligations of SDSA and BSDE under theeggient as amended hereby.

SECTION 8. GOVERNING LAW. This Amendment shall bevgrned by and interpreted in accordance withahes lwhich govern the
Agreement.

SECTION 9. COUNTERPARTS. This Amendment may be atettin any number of counterparts, each of whirail e an original and all
of which shall constitute one agreement.

IN WITNESS WHEREOF, each Loan Party has read thiseeAmendment, and has caused its authorize@septatives to execute this
Amendment and has caused its corporate seal, jftame affixed hereto as of the date first writtdrove.

IBM BELGIUM FINANCIAL SERVICES S.A. SUPP LIERS DISTRIBUTORS S.A.
By: By:

Print Name: Prin t Name:

Title: Titl e:

BUSINESS SUPPLIES DISTRIBUTORS EUROPE BV PFS WEB B.V.

By: By:

Print Name: Prin t Name:

Title: Titl e:




EXHIBIT 10.28
IBM CREDIT CORPORATION

AMENDED AND RESTATED
NOTES PAYABLE SUBORDINATION AGREEMENT

IBM CREDIT CORPORATION
4000 Executive Parkway, Third Floor
San Ramon, CA 94583

Ladies and/or Gentlemen:

Supplies Distributors, Inc. (formerly BSD Acquisiti Corp.), with its principal place of busines$@0 North Central Expressway, Plano, TX
75074 ("SDI"), is/may become further indebted tm#ty Fulfilment Services, Inc. ("PFS"). PFS repents that no part of said indebtedness
has been assigned to or subordinated in favorybé#rer person, firm or corporation, other thanspiant to the Notes Payable Subordination
Agreement, dated as of March 29, 2002 by and betwes and Congress Financial Corporation (Southw&sbngress") ("Notes Payable
Subordination Agreement") and that PFS does nat &oy security therefor. Capitalized terms useéinewrithout definition shall have the
meaning ascribed thereto in the Financing Agreemefatred to below.

To induce IBM Credit to enter into a financing agmeent with SDI (as amended, modified, and suppléeaeinom time to time, the
"Financing Agreement") and in consideration of &mgns, advances, payments, extensions or creditifimg the extension or renewal, in
whole or in part, of any antecedent or other ddd®hefits or financial accommodations heretoforeayeafter made, granted or extended by
IBM Credit or which IBM Credit has or will becomél@mated to make, grant or extend to or for theoact of SDI whether under the
Financing Agreement or otherwise, and in considemaif any obligations heretofore or hereafter imed by SDI to IBM Credit, whether
under the Financing Agreement or otherwise, PF8eagio make the payment of the indebtedness réferie the first paragraph hereof and
any and all other present or future indebtedne&Didfto PFS together with any and all interest aedrthereon (collectively the "Secondary
Obligations") subject and subordinate to the pndefeasible payment in full of any and all delbtsljgations and liabilities of SDI to IBM
Credit, whether absolute or contingent, due oreoolne due, now existing or hereafter arising anettiadr direct or acquired by IBM Credit
by transfer, assignment or otherwise (collectihly "Primary Obligations") and that SDI shall makepayments to PFS until the Primary
Obligations have been indefeasibly paid in fulaaknowledged in writing by IBM Credit. Notwithstaind the foregoing, SDI may make
payments in respect of the Secondary Obligatioasiged that (i) no Default or Event of Default @gsismmediately prior to the payment of
the Secondary Obligations and that no Default @riEwf Default will occur after any payment in respof the Secondary Obligations (ii) ¢
such payment shall not cause the total amounteoSttondary Obligations to be less than eightaniliollars ($8,000,000), and (iii) such
payment would be permitted under the Notes Payabordination Agreement. Except as provided abBi agrees not to ask, demand,
for, take or receive payment or security for albay part of the Secondary Obligations until antsm all of the Primary Obligations shall
have been fully paid and discharged.

Upon any distribution of any assets of SDI whethereason of sale, reorganization, liquidationsdistion, arrangement, bankruptcy,
receivership, assignment for the benefit of credjtoreclosure or otherwise, IBM Credit shall Ingithed to receive payment in full of the
Primary Obligations prior to the payment of anytdithe Secondary Obligations. To enable IBM Créalienforce its rights hereunder in ¢
such proceeding or upon the happening of any suehtelBM Credit or any person whom IBM Credit nfagm time to time designate is
hereby irrevocably appointed attorney-in-fact f&iSPwith full power to act in the place and stea®BS including the right to make, present,
file and vote proofs of claim against SDI on acdarfrall or any part of said Secondary ObligatiassBM Credit may deem advisable and to
receive and collect any and all payments made t¢neaed to apply the same on account of the Prit@tigations. PFS will execute and
deliver to such instruments as IBM Credit may regd enforce each of the Secondary Obligationsffertuate said power of attorney an
effect collection of any and all dividends or otpayments which may be made at any time on acdbentof.



While this instrument remains in effect, PFS widt mssign to or subordinate in favor of any otrenspn, firm or corporation, (except for
Congress subject to terms of the Intercreditor Agrent dated the date hereof between Congress am€iBdit) any right, claim or interest
in or to the Secondary Obligations or commenceior\vith any other creditor in commencing any baitcy, reorganization or insolvency
proceeding against SDI. IBM Credit may at any timdts discretion, renew or extend the time ofpawyt of all or any portion of the Primary
Obligations or waive or release any collateral whitay be held therefor and IBM Credit may entes miich agreements with SDI as IBM
Credit may deem desirable without notice to ortfertassent from PFS and without adversely affedBid Credit's rights hereunder in any
manner whatsoever.

In furtherance of the foregoing and as collateealsity for the payment and discharge in full of amd all of the Primary Obligations, PFS
hereby transfers and assigns to IBM Credit the Saay Obligations and all collateral security tHereo which PFS now is or may at any
time be entitled and all rights under all guarastiereof and agrees to deliver to IBM Credit esddrin blank all notes or other instruments
now or hereafter evidencing said Secondary ObbgatiIBM Credit may file one or more financing staents concerning any security
interest hereby created without the signature & Bjpearing thereon.

The within instrument is and shall be deemed ta bentinuing subordination and shall be and rermafall force and effect until all Primary
Obligations have been performed and paid in full BBM Credit's commitment, if any, under the FingmgcAgreement has been terminated.

This Agreement amends and restates the AmendeRestdted Notes Payable Subordination Agreemend diéaech 29, 2002 among the
parties hereto.

Dated
PRIORITY FULFIL LMENT SERVICES, INC.
By:
Name: Thomas J. Madden
Title: CFO
500 North Centr al Expressway

Plano, TX 75074



To: IBM Credit Corporation

SDI hereby acknowledge notice of the within anafming subordination and agree to be bound byaltdrms, provisions and conditions
thereof. SDI further agrees not to repay all or past of the Secondary Obligations, or to issuerastg or other instrument evidencing the
same or to grant any collateral security therefidhout IBM Credit's prior written consent.

SUPPLIES DISTRIBUTORS, INC.
By:
Name: Joseph Farre
Title: President / CEO
ACCEPTED:
IBM CREDIT CORPORATION
By:
Name: Salvatore F. Gras
Title: Manager, North America Commercial Financing

ACKNOWLEDGMENT OF SUBORDINATION

On the ___th day of November, 2002, appeared befiere to me known to be theidual described in and who
executed the foregoing instrument, and who ackndged to me that the same was executed as his éneleeaind voluntary act for the uses
and purposes therein set forth.

(Notary Public)

My Commission Expires:



EXHIBIT 10.29
Post Address:

SUPPLIES DISTRIBUTORS SA
Rue Louis Bleriot 5 (FORTIS LETTERHEAD)

4460 GRACE-HOLOGNE

Date 23rd October 2002
Our Ref. Legal Department JC/kc 337500

Dear Madam, Dear Sir,

Re: Factoring agreement of 31st March 2002 Modificaof the Particular Conditions: Section 7 and 13
Our board has decided to modify the particular @iorts.

We therefore send you enclosed the relative endaseto the agreement.

We kindly request you to sign both copies and tarrethem to us.

The original document, signed by our company, khéllreturned to you afterwards.

Looking forward to a further pleasant cooperatiod always at your service, we remain.

yours sincerely

/'s/ TH ERRY LI BERVAN

Thi erry Li berman
Legal Departnment

/sl JULIEN Cl QLS

Head Legal Depart nment

Encl.: endorsement IV



(FORTIS LOGO)
(FORTIS COMMERCIAL FINANCE WATERMARK)
ENDORSEMENT IV TO THE FACTORING AGREEMENT OF MARCH ~ 31st, 2002

Between,
Fortis Commercial Finance N.V.
located at Turnhout, Steenweg op Tielen 51

and Supplies Distributors S.A.
located at Grace Hologne, rue Louis Bleriot 5

has been agreed to modify Section 7 and 13 of éinicBlar Conditions as follows:
Section 7. MAXIMUM CREDIT FACILITY: 7.500.000 EUR

Within this credit facility, the client is grantelde facility to take out straight loans with a nmmim of 125.000 EUR at the interest conditions
stipulated hereafter.

Section 13. RESOLUTORY CONDITION:
If the tangible net worth of the Company Suppligstiibutors S.A., calculated as follows:

Equity

- goodwiill

- bad debt not provided for

- intercompany debt

- current account shareholders

+ intercompany credit

+ subordinated long term debt

+ current account shareholders credit is less 20@00.000 EUR or less than 10% of the total astetsfactor has the right to take over the
dunning of the debtors.

Made out in duplicate at Turnhout on October 23602.

Supplies Distributors SA N. V. Fortis Commercial Finance
/'s/ MARTI N BLANEY /'s/ WALTER ELMORE
Martin Bl aney Walter Elnore

Managi ng Director Di rector



EXHIBIT 23.1
INDEPENDENT AUDITORS' CONSENT
The Board of Directors and Shareholders
of PFSweb, Inc.:

We consent to the incorporation by reference irrdgéstration statements (Nos. 333-77764, 333-75332-40020, 333-42186 and 333-
46096) on Form S-8 of PFSweb, Inc. of our repotéddebruary 14, 2003, except for Notes 3 and 4% avhich the date is March 28, 2003,
with respect to the consolidated balance shed®§8fveb, Inc. and subsidiaries as of December 32 aAd 2001, and the related
consolidated statements of operations, sharehoktgugty and comprehensive loss and cash flowthyear ended December 31, 2002, the
nine-month period ended December 31, 2001 anddghegnded March 31, 2001, and all related finarstétement schedules, which report
appears in the December 31, 2002 annual reporbom EO-K of PFSweb, Inc.

/sl KPMG LLP

Dal | as, Texas
March 31, 2003



EXHIBIT 99.1
CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO SECTION
906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of PFSweb, [itice "Company") on Form 10-K for the year endat®nber 31, 2002 as filed with the
Securities and Exchange Commission on the date@h@he "Report"), I, Mark C. Layton, Chief Execgi Officer of the Company, certify,
pursuant to 18 U.S.C. section 1350, as adoptediantdo Section 906 of the Sarbanes-Oxley Act @22@hat:

(1) The Report fully complies with the requiremeotsSection 13(a) or 15(d) of the Securities ExajeAct of 1934; and

(2) The information contained in the Report faphgsents, in all material respects, the finanaaldition and results of operations of the
Company.

/sl Mark C. Layton
Mark C. Layton

Chi ef Executive O ficer
March 31, 2003



EXHIBIT 99.2
CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO SECTION
906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of PFSweb, [itice "Company") on Form 10-K for the year endat®nber 31, 2002 as filed with the
Securities and Exchange Commission on the date@h@he "Report"), I, Thomas J. Madden, Chief FiciahOfficer of the Company, certif
pursuant to 18 U.S.C. section 1350, as adoptediantdo Section 906 of the Sarbanes-Oxley Act 622@hat:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities ExajeAct of 1934; and

(2) The information contained in the Report faphlgsents, in all material respects, the finanaaldition and results of operations of the
Company.

/sl Thomas J. Madden

Thomas J. Madden
Chi ef Financial Oficer
March 31, 2003



