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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K

A ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the fiscal year ended December 31, 2007

or

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

Commission file number 000-28275

PFSWEB, INC.

(Exact name of registrant as specified in its cégrt

Delaware 75-283705¢
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization Identification Number
500 North Central Expressway, Plano, Texa 75074
(Address of principal executive offict (Zip code)

Registrant’s telephone number, including area code:
972-881-2900

Securities registered pursuant to Section 12(b) dfie Act: None

Securities registered pursuant to Section 12(g) tie Act:
Common Stock, par value $.001 per share

Indicate by check mark if the registrant isell-known seasoned issuer, as defined in Rulec4@®5e Securities Act. YeEl No M
Indicate by check mark if the registrant i$ remuired to file reports pursuant to Section £3%(d) of the Act. Ye§&l No M

Indicate by a check mark whether the registfanhas filed all reports required to be filed ®gction 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was redquodile such reports), and (2) has been
subject to such filing requirements for the past@@s. Yesd NoO

Indicate by check mark if disclosure of delieqt filers pursuant to Item 405 of Regulation kot contained herein, and will not be
contained, to the best of registrant’s knowledgeldfinitive proxy or information statements incorgted by reference in Part IIl of this Form
10-K or any amendment to this Form 108.

Indicate by check mark whether the registrantler@e accelerated filer an accelerated filer, aaorelerated filer, or a smaller reporting

company. See the definitions of “large acceleréited” “accelerated filer” and “smaller reportirgpmpany” in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated fildd Accelerated filefd Non-accelerated fileid Smaller Reporting Compari
(Do not check if a smaller reporting compe

Indicated by check mark whether the registimatshell company (as defined in Rule 12b-2 efAlt). Yesd No M

The aggregate market value of the voting stalkl by non-affiliates of the registrant as of d@0, 2007 (based on the closing price as
reported by the National Association of Securibeslers Automated Quotation System) was $32,274,635

As of March 26, 2008, there were 46,579,5GFeh of the registrant’'s Common Stock, $.001 phreyautstanding.
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PART |

Item 1. Business
General

PFSweb is an international provider of intéggabusiness process outsourcing solutions to nbagord name companies seeking to
maximize their supply chain efficiencies and toeext their traditional business and e-commerceatinés as well as a leading multi-category
online discount retailer of new, “close-out” andedified brand-name merchandise. We derive ougmags from three business segments:
business process outsourcing, a master distrilauntian online discount retailer.

First, in our business process outsourcingniess segment operated by our Priority Fulfillm8atvices subsidiaries (“PFS”), we derive our
revenues from a broad range of services as we ggaedividual business transactions on our clidmialf. These business transactions may
include the answering of a phone call or an e-ntfadl design and hosting of a client web-site, dueipt and storage of a client’s inventory, the
kitting and assembly of products to meet a cliespscifications, the shipping of products to ougritfs customer base, the management of a
complex set of electronic data transactions desigo&eep our cliens’ suppliers and customers accounting records anba| or the processi
of a returned package. In the business processwuatsag segment, we do not own the inventory omdseilting accounts receivable, but
provide management services for these client-ovassets.

In our second business segment operated b@upplies Distributors’ subsidiaries we act as ateradistributor of product for InfoPrint
Solutions Company (“IPS”), a joint venture companyned by Ricoh and International Business Mach{ti&M”), and certain other clients.
In this capacity, we purchase and resell for oun eacount, IPS and other manufacturers’ inventacgordingly, in this business segment, we
recognize product revenue and own the accounts/edate and inventory.

Our third business segment is eCOST.com (“€eCP&nN online discount retailer of new, “close-band recertified brand-name
merchandise. This web-commerce product revenue Inefteeused on the sale of products to a broadeaf consumer and business
customers. We currently offer approximately 170,p66ducts in several primary merchandise categanebiding computer hardware and
software, home electronics, digital imaging, watchad jewelry, housewares, DVD movies, video gaamelscellular/wireless.

We are headquartered in Plano, Texas wherexagautive and administrative offices, and our piriyrtechnology operations and hosting
facilities are located. We have an office in El @egp, CA which consists of sales, marketing andipasing operations for our online discount
retailer segment. We operate state-of-the-artoeaiters from our U.S. facilities located in Plafiexas, and Memphis, Tennessee, and from oul
international facilities located in Markham, Canaldi@ge, Belgium and Manila, Philippines. We leasenanage warehouse facilities of
approximately 2.0 million square feet of warehosgace, many containing highly automated and sfateecart material handling and
communications equipment, in Memphis, TN, Southal®, Grapevine, TX, Markham, Canada and LiegegiBet, allowing us to provide
global distribution solutions.

BUSINESS PROCESS OUTSOURCING SEGMENT

PFS is a global provider of web commerce amlrtess process outsourcing solutions. PFS’ sebviadth includes logistics and
fulfilment, freight and transportation managemeagl-time order management, kitting and assenaolgtomer care, facility operations and
management, turn-key web-commerce infrastructumgment processing and financial services and n@obectively, we define our offering
as Business Process Outsourcing because we exiertiemts’ infrastructure and technology capaiai$if addressing an entire business
transaction cycle from demand generation to prodativery. Our solutions support both business4sitess (“B2B”) and business-to-
consumer (“B2C") sales channels.

PFS serves as the “brand behind the brand®dompanies seeking to increase their operatiefficiencies. As a business process outsot
we offer scalable and cost-effective solutionsmanufacturers, distributors, online retailers aindad marketing organizations across a wide
range of industry segments, from consumer goods to




Table of Contents

aviation. We provide our clients with seamless @adsparent solutions to support their businesgesiies, allowing them to focus on their c
competencies. Leveraging PFS’ technology, expeatigbproven methodologies, we enable client orgaioizs to develop and deploy new
products and implement new business strategieddreas new distribution channels rapidly and effitdy through our optimized solutions.
Our clients engage us both as a consulting partnassist them in the design of a business solatsowell as a virtual and physical
infrastructure partner providing the mission catioperations required to build and manage thesinass solution. Together, we not only help
our clients define new ways of doing business atet provide them the technology, physical infiadtire and professional resources
necessary to quickly implement this new businesgeh®/e allow our clients to quickly and dramatigalhange how they “go-to-market”.

Each client has a unique business model aipl@rstrategic objectives that require highly costed solutions. PFS supports clients in a
wide array of industries including technology proti consumer goods, aviation, collectibles, luxympds, food and beverage, apparel and
home furnishings. These clients turn to PFS fop lireladdressing a variety of business issues tichide customer satisfaction and retention,
time-definite logistics, vendor managed inventand antegration, supply chain compression, cost rhaelignments, transportation
management and international expansion, amongtiié also act as a constructive agent of chamgeiding clients the ability to alter their
current distribution model, establish direct redaships with end-customers, and reduce the oviradl and costs associated with existing
distribution channel strategies. Our clients aeks®y solutions that will provide them with dynansigpply chain and multi-channel marketing
efficiencies, while ultimately delivering a worldass customer service experience.

Our technology and business infrastructurerof is flexible, reliable and fully scalable. $Hiexibility allows us to design custom, varig
cost solutions to fit the business requirementsunfclients’ strategies.

Our capabilities are expansive. To offer trestmecessary and resourceful solutions to ountslieve are continually developing capabili
to meet the pressing business issues in the méaketpOur business objective is to focus on “Legdire Evolution of Outsourcing”.” As
our tagline suggests, we will continue to evolve service offering to meet the needs of the matketpand the demands of unique client
requirements. We are most successful when we peavitew capability to enable a client to pursuewa imitiative and we are then able to
leverage that revolutionary development acrossratlient or prospect solutions, as it becomes “peattice” in the marketplace. Our team of
experts design and build diverse solutions forranhetailers, technology and consumer goods matwiéas, aviation brands as well as other
major brand name clients around a flexible corezofinology and physical infrastructure that inckide

. Technology collaboration provided by our suiteexfitnology services, called the Entente Suite(SiMY, &re -commerce an
collaboration services that enable buyers and gergpb fully automate their business transactisitkin their supply chain. Entente
supports industry standard collaboration techniduelsding XML based protocols such as BizTalk &ukettaNet, real-time
application interfaces, text file exchanges viaused FTP, and traditional electronic data intergea“EDI");

. Managed hosting and Internet application develogrservices, including web site design, creatiotegnation and ongoin
maintenance, support and enhancement of web

. Order management, including order processing fagnsource of entry, back order processing anddutrder processing, tracking
and tracing, credit management, electronic paymeressing, calculation and collection of salesatack VAT, comprehensive freight
calculation and email natification, all with mulgpcurrency and language optio

. Customer Relationship Management (“CRM"), inchglinteractive voice response (“IVR”) technologydameb-enabled customer
contact services through world-class call centélizing voice, e-mail, voice over internet protd¢vOIP”) and internet chat
communications that are fully integrated with réale systems and historical data archives to peemmplete customer lifecycle
managemen

. International fulfillment and distribution sereis, including warehouse management, inventory neanegt, vendor managed
inventory, inventory postponement, product warehraysorder picking and packing, freight and tramsgiion management and
reverse logistics
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. Facility Operations and Manageme"FOM”) that includes process reengineering, facility desigd engineering and employ
administration

. Kitting and assembly services, including lightexsbly, procurement services, supplier relationsfpagement, specialized kitting,
and supplier consigned inventory hub in our distifn facilities or c-located in other facilities

. Product management and inspection services, imguaianagement of coupon programs-kitting and salvage operations &
inspection, testing and repackaging servi

. Information management, including r-time data interfaces, data exchange services aadmaing;

. Financial services, including secure online credid processing related services, fraud protectinojcing, credit management a
collection, and working capital solutions; &

. Professional consulting services, including ascdtative team of experts that customize solutiorsach client and continuously seek
out ways to increase efficiencies and produce lisrfef the client

Industry Overview

Business activities in the public and priveg¢etors continue to operate in an environmentmitireechnological advancement, increasing
competition and continuous pressure to improveatpey and supply chain efficiency while decreagingts. We currently see the following
trends within the industry:

. Manufacturers strive to restructure their supgigins to maximize efficiency and reduce costsihiB2B and B2C markets and to
create a variable-cost supply chain able to sughertultiple, unique needs of each of their itii@s, including traditional and
electronic commerc

. Companies in a variety of industries seek outsogras a method to address one or more busines8dns that are not within their
core business competencies, to reduce operatitig @oto improve the speed or cost of implementa

Supply Chain Management Trend

As companies maintain focus on improving theisinesses and balance sheet financial ratiasfisent efforts 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 solutig, distribution channel skipping, direct to consucommerce sales initiatives, and comj
upstream supply chain collaborative technologypaeoglucts that manufacturers seek to help them eelyeeater supply chain efficiency.

A key business challenge facing many manufacsitand retailers as they evaluate their suppyncéifficiency is in determining how the
trend toward increased direct-to-customer busiaessity will impact their traditional B2B and B2 mmerce business models. Order
management and small package fulfillment and digtidon capabilities are becoming increasingly intpor processes as this trend evolves. We
believe manufacturers will look to outsource thr&in-core competency functions to support this miedibusiness model. We believe that
companies will continue to strategically plan foe impact that e-commerce and other new techn@ddggncements will have on their
traditional commerce business models and theitiagisechnology and infrastructure capabilities.

Manufacturers, as buyers of materials, are ialposing new business practices and policiesiem supplier partners in order to shift the
normal supply chain costs and risks associated imwithntory ownership away from their own balanceeth. Through techniques like Vendor
Managed Inventory or Consigned Inventory Prograi@_"), manufacturers are asking their suppliesagart of the supplier selection
process, to provide capabilities where the manufactneed not own, or even possess, inventory twitire exact moment that unit of invent
is required as a raw material component or forgihgpto a customer. To be successful for all partieisiness models
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such as these often require a sophisticated ciolieof technological capabilities that allow fomaplete integration and collaboration of the
information technology environments of both the érugnd supplier. For example, for an inventory tmérrive at the precise required moment
in the manufacturing facility, it is necessary foe Manufacturing Resource Planning systems ofrthieufacturer to integrate with the CRM
systems of the supplier. When hundreds of suppleiners are involved, this process can become gaihplex and technologically
challenging. Buyers and suppliers are seeking isoisithat utilize XML based protocols like BizTaRpsettaNet and other traditional EDI
standards in order to ensure an open systems mphatf@t promotes easier technology integratiomésé collaborative solutions.

Outsourcing Trend

In response to growing competitive pressurestachnological innovations, we believe many conigxs both large and small, are focusing
their critical resources on the core competendi¢kair business and utilizing business processaurting to accelerate their business plans in
a cost-effective manner and perform non-core bgsifignctions. Outsourcing can provide many key fisnéncluding the ability to:

. Enter new business markets or geographic areadlya

. Increase flexibility to meet changing business dors and demand for products and servi
. Enhance customer satisfaction and gain competiilantage

. Reduce capital and personnel investments and cofixed investments to variable cos

. Improve operating performance and efficiency;

. Capitalize on skills, expertise and technolodyaistructure that would otherwise be unavailablexgensive given the scale of the
business

Typically, many outsourcing service providare focused on a single function, such as infownatchnology, call center management,
credit card processing, warehousing or packageetgli This focus creates several challenges forpamies looking to outsource more than
of these functions, including the need to managkiphel outsourcing service providers, to share infation with service providers and to
integrate that information into their internal srsis. Additionally, the delivery of these multipergces must be transparent to the customer
and enable the client to maintain brand recognitind customer loyalty. Furthermore, traditional aoence outsourcers are frequently
providers of domestic-only services versus intéoma solutions. As a result, companies requiritapgl solutions must establish additional
relationships with other outsourcing parties.

Another vital point for major brand name comiga seeking to outsource is the protection of theind. When looking for an outsourcing
partner to provide infrastructure solutions, braathe companies must find a company that can etiseisame quality performance and
superior experience that their customers expent fteir brands. Working with an outsourcing partregyuires finding a partner that can
maintain the consistency of their brand image, Wligscone of the most valuable intangible assetsrdwognized brand name companies
possess.

The PFS Solution

PFS serves as the “brand behind the brand?dorpanies seeking to increase the efficienciedl @lspects of their supply chain.

Our value proposition is to become an extansioour clients’ businesses by delivering a supegkperience that increases and enhances
sales and market growth, customer satisfactioncastbmer retention. We act as both a virtual aptyeical infrastructure for our clients’
businesses. By utilizing our services, our cliersable to:

Quickly Capitalize on Market Opportunitiedur solutions empower clients to rapidly implemttir supply chain and e-commerce
strategies and to take advantage of opportunitifeut lengthy integration and implementation effoiVe have ready built technology and a
physical infrastructure that is flexible in its dgg which facilitates quick integration and implentation. The PFS solution is designed to a
our clients to deliver consistent quality servisgmnsaction volumes grow and also to handle daityseasonal peak periods. Through our
international locations, our clients can sell th@wducts throughout the world.

Improve the Customer Experient®e enable our clients to provide their custometb wihigh-touch, positive

4
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buying experience thereby maintaining and promobiramd loyalty. Through our use of advanced teatmglwe can respond directly to
customer inquiries by e-mail, voice or data comroatibn and assist them with online ordering andipeb information. We offer our clients a
“world-class” level of service, including 24-hogeven-days-a-week, Web-enabled customer care sarsitders, detailed CRM reporting and
exceptional order accuracy. We have significaneemce in the development of Internet web sitas @allows us to recommend features and
functions that are easily navigated and undersibgoour client’s customers. Our technology platfasndesigned to ensure high levels of
reliability and fast response times for our clieéstsstomers. Because our technology is “world-glassr clients benefit from being able to
offer the latest in customer communication and @asp conveniences to their customers.

Minimize Investment and Improve Operating EfficieagOne of the most significant benefits that outsaugaian provide is the ability to
transform fixed costs into variable costs. By efiating the need to invest in a fixed capital infinasture, our clients’ costs typically become
directly correlated with volume increases or desdinFurther, as volume increases drive the demargtéater infrastructure or capacity, we
able to quickly deploy additional resources. Wevjtte services to multiple clients, which enablesausffer our clients economies of scale,
resulting cost efficiency, that they may not haeerbable to obtain on their own. Additionally, besa of the large number of daily transacti
we process, we have been able to justify investsianevels of automation, security surveillancgality control processes and transportation
carrier interfaces that are typically outside thales of investment that our clients might be abledst justify on their own. These additional
capabilities can provide our clients the benefitsrthanced operating performance and efficienaueed inventory shrinkage, and expanded
customer service options.

Access a Sophisticated Technology Infrastructdfe.provide our clients with ready access to a stated technology infrastructure
through our Entente Suite(SM), which is designemhterface seamlessly with their systems. We pm@wadr clients with vital product and
customer information that can be immediately avdddo them on their own systems or through weletb@saphic user interfaces for use in
data mining, analyzing sales and marketing tremagyitoring inventory levels and performing othermagement functions.

PFS Services

We offer a comprehensive and integrated sbtisiness infrastructure solutions that are taidldoeour clients’ specific needs and enable
them to quickly and efficiently implement their @y chain strategies. Our services include:

Technology CollaborationVe have created the Entente Suite(SM), which iiédet the level of electronic cooperation thatoissible whe!
we construct solutions with our clients using tieishnology service offering. This set of technolegyvices encompasses a wide range of
business functions from order processing and irrgneporting to total e-commerce design and imgletation. The Entente Suite(SM)
comprises five key services— EntenteWetEntenteDirec® , EntenteMessadg®, EntenteRepof® and EntentePartnerConnect™.

EntenteWeR is a one-stop shop for the entire e-commerce psogesticularly for companies with unusual needsparific requests that
are not easily met by the typical e-commerce dgraknt packages. EntenteWels a service utilizing our revolutionary GlobalMbeant
Commerceware™ e-commerce software platform thgaiiticularly focused to enable global commerceetyias with its extensive currency
and language functionality. EntenteDir€qirovides clients with a real-time, web service éedluser-friendly interface between their system
and our order processing, warehouse managememekateld functions. Using real-time or batch proess&ntenteMessagés a file exchang
service for clients using our warehousing and ithistion facilities. EntenteRepoftis a reporting and inquiry service particularlytedito
companies that need to put key e-commerce infoamatito the hands of business users, but do nat thevIT resources to facilitate the
necessary data extraction, manipulation and prasent EntenteRepoftconsists of an industry-standard browser-basedtepder and a
client-customized data warehouse configuration.

EntentePartnerConnect™ is a data repositadyretnieval service for providing our clients wilbcess to comprehensive product and service
information across a wide variety of product and/ise categories. This information is aggregatednfimultiple sources including PFS
business partners such as Etilize that specializesiating product content in certain categories.alg¢o rely on other relationships and public-
domain information
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sources to supply raw data for this service. Acteskis information will be provided through thther Entente Suite(SM) components
including web sites created using EntenteWelnd real-time or batch interfaces available throgtenteDirec® and EntenteMessage We
provide the EntentePartnerConnect™ service to dwllyrowned subsidiary eCOST via the eCOST.com webBite.content available for ti
wide-range of products offered on eCOST.com is igiexv by EntentePartnerConnect™. The informationlalvke from
EntentePartnerConnect™ for additional product aaieg offers eCOST the opportunity to increase maes through an expanded product
offering and potential future product category exgpan. We use EntentePartnerConnect™ when we kiosients’ web sites using our
EntenteWel® hosted web service and GlobalMerchant Commerceplatiorm.

The Entente Suite(SM) operates in an operesysenvironment and features the use of indusarnydsird XML and SOA web services,
enabling customized e-commerce solutions with mahiohanges to a client’s systems or our Enterfissource Planning (“ERP”) systems.
The result is a faster implementation process.Hittente Suite(SM) offers companies a more robestnic information transfer option over
the traditional methods. FTP or EDI, MQ Series, AEHTP, and HTTPS transfer methods are also supgort

EntenteWel® Managed Hosting and Internet Application Developm@ur EntenteWeR service provides a complete e-commerce website
solution for our clients. We engage collaboratiwelth our clients to design, build, host, and mangdly branded, fully customized and fully
integrated e-commerce web applications for B2CB®2#@ channels. As with all major brand name comp&rgensistency within the brand
image is vital; therefore, our web designers creatme stores that seamlessly integrate and miheexact brand image of our clients.

We offer a broad range of hosting and supplarts that can be tailored to fit the needs of edielnt. Utilizing IBM’s eServer xSeries
servers, Microsoft's.NET Technologies and our pietary GlobalMerchant Commerceware platform, wentan a robust hosting
environment for our hosted client web site progsrtiddditionally, our EntenteWebservice includes state-of-the-art web analyticsWigb
Trends OnDemand — Enterprise Edition. This higldyanced and flexible analytics tool delivers thiaal e-business information that our
clients need to maximize the effectiveness of theline store.

EntenteWeB is a complete front-to-back e-commerce serviceiti@rporates components ranging from the lookefuser interface to
specific business purchasing, warehousing and stgpgeeds, enabling companies to define in exaotdeheir desired e-commerce site
functionality.

Order ManagemenOur order management solutions provide clients witkrfaces that allow for real-time informatioririeval, including
information on inventory, sales orders, shipmethtdivery, purchase orders, warehouse receiptspeigsthistory, accounts receivable and
credit lines. These solutions are seamlessly iatedrwith our web-enabled customer contact ceraéiasying for the processing of orders
through shopping cart, phone, fax, mail, email, wkat, and other order receipt methods. As thanmition backbone for our total supply
chain solution, order management services can é@ @s a stand-alone basis or in conjunction withathier business infrastructure offerings,
including customer contact, financial or distrilmtiservices. In addition, for the B2B market, @atinology platform provides a variety of
order receipt methods that facilitate commerce iwitlarious stages of the supply chain. Our systeragide the ability for both our clients and
their customers to track the status of orders watiame. Our services are transparent to our clientstomers and are seamlessly integrated with
our clients’ internal systems platforms and webssiBy synchronizing these activities, we can aapaind provide critical customer
information, including:

. Statistical measurements critical to creating dityueustomer experience, containing -time order status, order exceptions, b
order tracking, allocation of product based on ttigndof online purchase and business rules, the eatastomer inquiries to purchases,
average order sizes and order response

. B2B supply chain management information criticagét@luating inventory positioning, for the purpa$eeducing inventory turns, ar
assessing product flow through and -consumer demani

. Reverse logistics information including customesp@nse and reason for the return or rotation adyeband desired customer acti
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. Detailed marketing information about what was swoid to whom it was sold, by location and prefereaod
. Web traffic reporting showing the number of vig*hits”) received, areas visited, and products and infoonatquestec

Customer Relationship Managemeéme offer a completely customized CRM solution fiemts. Our CRM solution encompasses a full-
scale customer contact management service offeaBgiell as a fully integrated customer analysigm. All customer contacts are captured
and customer purchases are documented. Full-sgadeting on all customer transactions is availédteevaluation purposes. Through each of
our customer touch-points, information can be axedyand processed for current or future use imlessievaluation, product effectiveness and
positioning, and supply chain planning.

An important feature of evolving commerce rémahe ability for the customer to speak withwve Icustomer service representative. Our
experience has been that a majority of consumgnsst¢hey visited the web location for informatjdout not all of those consumers chose to
place their order online. Our customer care sesvitiize features that integrate voice, e-maiélndard mail, data and Internet chat
communications to respond to and handle custonggiiries. Our customer care representatives ansargus questions, acting as virtual
representatives of our client’s organization, regeg order status, shipping, billing, returns amoduct information and availability as well as a
variety of other questions. For certain clients,haadle Level | and Level Il technical support. EeMtechnical support involves assisting
clients’ customers with basic technical issues cicenputer application issues. Level Il support rimaplve a more in-depth question and
answer session with the customer. Our web-enahismer care technology identifies each custometact automatically and routes it to the
available customer care representative who is iddally certified in the client’s business and puots.

Our web-enabled customer care centers argrigsiso that our customer care representativekaradie several different clients and
products in a shared environment, thereby crea&timpomy of scale benefits for our clients as wehighly customized dedicated support
models that provide the ultimate customer expegeard brand reinforcement. Our advanced technalsgyenables our representatives to up-
sell, cross-sell and inform customers of other potsland sales opportunities. The web-enabled mgstoare center is fully integrated into the
data management and order processing system, agdull visibility into customer history and custemtrends. Through this fully integrated
system, we are able to provide a complete CRM iswiut

With the need for efficiency and cost optintiza for many of our clients, we have integratedrRl®(s another option for customer contacts.
IVR creates an “electronic workforce” with virtuadients that can assist customers with vital inféionaat any time of the day or night. IVR
allows for our clients’ customers to deal intereely with our system to handle basic customer irigsij such as account balance, order status,
shipment status, catalog requests, product and pripiiries, 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 Service&n integral part of our solution is the warehousamgl distribution of inventory either
owned by our clients or owned by us. We currentlyehapproximately 2 million square feet of leasethanaged warehouse space
domestically and internationally to store and pssceur and our clients’ inventory. We receive dlienentory in our distribution centers,
verify shipment accuracy, unpack and audit packé@gsocess that includes spot-checking a smatigmeage of the client’s inventory to
validate piece counts and check for damages thathanae occurred during shipping, loading and uritogdd Upon request, we inspect for ot
damages or defects, which may include checkingdastitching and zippers for soft goods, or ‘tegtipower-up capabilities for electronic
items. We generally stock for sale within one basgday of unloading. On behalf of our clients pigk, pack and ship their customer orders
and can provide customized packaging, inserts ammqtional literature for distribution with customarders. For many clients, we provide
gift-wrapping services including customized giftapping paper, ribbon, gift-box and gift-messaging.

Our distribution facilities contain computer@zsortation equipment, highly mobile pick-to-ligiairts, powered material handling equipment,
scanning and bar-coding systems and automated gorsyén-line scales and x-ray equipment usedgpest shipment contents for automatic
accuracy checking. Our international distributiamplexes include several advanced technology eenaats, such as radio frequency
technology in product
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receiving processing to ensure accuracy, as walhasitomated package routing and a pick-to-ligipepless order fulfillment system. Our
advanced distribution systems provide us with tigability to warehouse an extensive number of skeaping units (SKUs) for our clients,
ranging from large high-end laser printers to sroaimetic compacts. Our facilities are flexibly figured to process B2B and single pick B2C
orders from the same central location.

In addition to our advanced distribution sys$e our pick-to-light carts and conveyor systemtias provide real time productivity
reporting, thereby providing our management teath thie tools to implement productivity standardar @eet of pick-to-light carts also fully
integrates with our Vertical Lift Module (VLM), wbh is capable of stocking more than two thousand$SK his combination of computer-
controlled equipment provides the seamless integratf our pick-to-light and mass storage capabgit This unique combination of
technologies ensures high order accuracy for eadleaery customer order.

Our primary B2B facility is in Southaven, M&ntaining approximately 366,000 square feet otsp@he Southaven facility has clear
height added cubic space utilization, state-ofahdighting that increases the quality and voluhéght while reducing energy costs, and
certain long-term tax incentives offered by thet&t Mississippi. Southaven maintains the samaipnity to all modes of transportation
compared with our Memphis facilities.

During 2006 we added an additional facilityMemphis, TN consisting of more than 160,000 sqfeeethat was retrofitted for new client
additions and became operational during the seqaader of 2007. This space allows for additiorraigh.

During 2007, we warehoused, managed andladfiinore than $2.9 billion in merchandise and taatisns. Much of this does not represent
our revenue, but rather the revenue of our cligiotsivhom we provided business process outsoursihgfions. See “ManagemesitDiscussio
and Analysis of Financial Condition and Result©gplerations.”

Based upon our clients’ needs, we are ablek® advantage of a variety of shipping and dejivgrtions, which range from next day service
to zone skipping to optimize transportation coésr facilities and systems are equipped with medtisier functionality, allowing us to
integrate with all leading package carriers and/ig®a comprehensive freight and transportationagament offering. In addition, an
increasingly important function that we provide &wr clients is reverse logistics management. Viler af wide array of product return servic
including issuing return authorizations, receippodduct, crediting customer accounts, and disjposdf returned product.

Our domestic clients enjoy the benefits ofihg\their inventory assets secured by a netwotkadfied law enforcement professionals, who
have developed and continue to operate a world-clasurity network from our security headquarterdslemphis, TN and Southaven, MS. As
part of our services for one of our clients, certafi our security plans and procedures are revieamedapproved by a U.S. federal agency.
Continual validation ensures that we employ thedain security processes and procedures to fuettitesnce our surveillance and detection
capabilities. Our security program continues todgaist and confidence from our clients as we midteeir product and assets.

Facility Operations and Manageme@ur FOM service offering includes distribution figtgi design and optimization, business process
reengineering and ongoing staffing and managenddorg with our operations in Mississippi and Tersess we also manage an aircraft parts
distribution center in Grapevine, TX on behalf afwker Beechcraft Corp. Our expertise in supply mimaanagement, logistics and customer-
centric fulfillment operations extends through cuanagement of clierawned facilities, resulting in cost reductions, @ss improvements al
technology-driven efficiencies.

Kitting and Assembly Servicg3ur expanded kitting and assembly services enableli@nts to reduce the time and costs associaitbd
managing multiple suppliers, warehousing hubs,ligid manufacturing partners. As a single souraevjoler, we provide clients with the
advantage of convenience, accountability and sp@adcomprehensive kitting and assembly servicesige a quality one-stop resource for
any international channel. Our kitting and assensblyices include light assembly, specializedngtiind supplier-consigned inventory hub
either
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in our distribution facilities or co-located elseavh. We also offer customized light manufacturind upplier Relationship Management.

We will work with clients to re-sequence cartaupply chain activities to aid in an inventorysgponement strategy. We can provide kitting
and assembly services and build-to-stock thousahdsits daily to stock in a Just-in-Time (“JIT"heironment. This service, for example, can
entail the procurement of packaging materials idicig retail boxes, foam inserts and anti-staticsbddnese raw material components would be
shipped to us from domestic or overseas manufastuaad we will build the finished SKUs to stock the client. Also included is the custom
configuration of high-end printers and serverssTtrategy allows manufacturers to make a smallegstment in base unit inventory while
meeting changing customer demand for highly custabie product.

Combining our assembly services with our sigegiwned inventory hub services allows our cligntseduce cycle times, to compress their
supply chains and to consolidate their operationssaupplier management functions. We have supiphentory 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, expeditediers, passive and active electrostatic
discharge (“ESD”) controls, product labeling, seniamber generation, marking and/or capture, lohber generation, asset tagging, bill of
materials (“BOM”") or computer automated design (‘@A engineering change processing, SKU-level pgcamd billing, manufacturing and
metrics reporting, first article approval processesl comprehensive quality controls.

Our kitting and assembly services also inclpEurement. We work directly with client suppsieo make JIT inventory orders for each
component in client packages, thereby ensuringawseive the appropriate inventory quantities atffustright time and we then turn them
around JIT to customers.

Kitting and inventory hub services enablerdieto collapse supply chains into the minimal stepcessary to prepare product for distribt
to any channel, including wholesale, mass mercteatil, or direct to consumer. Clients no longevénto employ multiple providers or require
suppliers to consign multiple inventory cachesdach channel. We offer our clients the opportutdtgonsolidate operations from a channel
standpoint, as well as from a geographic perspac@wur integrated, global information systems anérhational locations support client
business needs worldwide.

Product Management and Inspection Servitks.also operate a coupon management system andgprodnagement program. Coupons
are managed and activated by a unique serial nutheties the coupon to the individual sales otllas significantly reducing fraudulent
activity. Our capabilities also extend into deikigt and salvage operations, allowing our clienteetdaim valuable raw materials and
components from discontinued or obsolete inventory.

We operate a test and repair center whereisualy inspect items for cosmetic defects. Thésas$ are put through rigorous testing that
includes: functionality, durability, accessory iesfion and packaging. Items that pass the testmgepackaged and resold with a noted
exception of “open-box” merchandise. ltems thdttfa inspection are disassembled and working gparts are saved for future use in repairs.

Information ManagementWe have the ability to communicate with and transformation to and from our clients through a widariety
of technology services, including real-time webvgar enabled data interfaces, file transfer metlaubelectronic data interchange. Our
systems are designed to capture, store and elehyrforward to our clients critical informatiaiegarding customer inquiries and orders,
product shipments, inventory status (for examgheells of inventory on hand, on backorder, on pwet@der and inventory due dates to our
warehouse), product returns and other informatfda.maintain for our clients detailed product dat#sathat can be seamlessly integrated with
their web sites utilizing the capabilities of theténte Suite(SM). Our systems are capable of piayidur clients with customer inventory and
order information for use in analyzing sales andksténg trends and introducing new products. We alfer customized reports and data
analyses based upon specific client needs to dlsistin their budgeting and business decisiongs®c

Financial ServicesOur financial services are divided into two majogas: 1) billing, credit and collection services B2B and B2C clients
and 2) working capital solutions, where we act astaal and physical financial

9




Table of Contents

management department to fulfill our clients’ needs

We offer secure credit and collections sewviiwe both B2B and B2C businesses. SpecificallyBBC clients, we offer secure credit card
processing related services for orders made vigat eveb site or through our customer contactee/e offer manual credit card order
review as an additional level of fraud protectidve also calculate sales taxes, goods and seréxes br value added taxes, if applicable, for
numerous taxing authorities and on a variety ofipots. Using third-party leadingdge fraud protection services and risk managesystéms
we can offer high levels of security and reducelével of risk for client transactions.

For B2B clients, we offer full-service accosinéceivable management and collection capabilitietuding the ability to generate
customized computer-generated invoices in our @isrames. We assist clients in reducing accowgtsivable and days sales outstanding,
while minimizing costs associated with maintainargin-house collections staff. We offer electromiedit services in the format of EDI X.12
and XML communications direct from our clients beir vendors, suppliers and retailers.

Professional Consulting Servicess part of the tailored solution for our clientsg wffer a full team of experts specifically desitgthto
focus on our clients’ businesses. Team membersgtansultative role, providing constructive evéilua analysis and recommendations for
the client’s business. This team creates custonsinfdions and devises plans that will increaskeieficies and produce benefits for the client
when implemented.

Comprised of industry experts from togr consulting firms and industry market leaders, team of professional consultants provides t
service focus and logistics and distribution exipertThey have built solutions for Fortune 1000 &tobal 2000 market leaders in a wide ra
of industries, including apparel, technology, telamunications, cosmetics, aviation, houseware-iédue collectibles, sporting goods,
pharmaceuticals and several more. Focusing onvblgirg infrastructure needs of major corporatians! their business initiatives, our team
has a solid track record providing consulting seggiin the areas of supply chain management, laisivn and fulfillment, technology
interfacing, logistics and customer support.

Clients and Marketing

Our target clients include online retailersieedl as leading technology, consumer goods anatiavi brands looking to quickly and
efficiently implement or enhance business initiasivadapt their go-to-market strategies, or intcechew products or programs, without the
burden of modifying or expanding their technologystomer care, supply chain and logistics infrastme. Our solutions are applicable to a
multitude of industries and company types and weemovided solutions for such companies as:

IBM (printer supplies in several geographieas), Adaptec (computer accessories), the Unitgg@SGovernment as a sub-contractor (high-
value collectibles), CHIASSO (a contemporary home furnishings and decolocatar), Xerox (printers and printer supplies), kofcell phons
accessories), Roots Canada LTD. (apparel), HeWktkard (printers and computer networking equipin®ARS Drinks North America
(formerly FLAVIA ® Beverage Systems), Hawker Beechcraft Corp. (fognfeadytheon Aircraft Company) (FOM and time-defirigistics
supporting parts distribution), Fathead (a consugeeds manufacturer), Riverbed Technologies (aai@a data services provider) and LE
Brand Retail (a toy manufacturer) amongst manyrsthe

We target potential clients through an extem@itegrated marketing program that is comprideal\ariety of direct marketing techniques,
trade event participation, search engine markepinglic relations and a sophisticated outboundseles lead generation model. We have also
developed an intricate messaging matrix that defowe various business process outsourcing sokiiod products, the vehicles we utilize to
deliver marketing communication on these solutipriucts and the target audience segments thdagiaglemand for these
solutions/products. This messaging matrix allowsougeploy highly targeted solution messages tectet! key vertical industry segments
where we feel that we are able to provide significeervice differentiation and value. We also parstrategic marketing alliances with
consulting firms, software manufacturers and olbgistics providers to increase market awarenedgjanerate referrals and customer leads.

Because of the highly complex nature of tHat&ms we provide, our clients demand significaminpetence and experience from a variety
of different business disciplines during the salgde. As such, we utilize a selected
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member of our senior executive team to lead thegdesnd proposal development of each potential cleat we choose to pursue. The senior
executive is supported by a select group of highiyerienced individuals from our professional seegigroup with specific industry knowlec
or experience to the solutions development prod&ssemploy a team of highly trained implementatioenagers whose responsibilities
include the oversight and supervision of clientgects and maintaining high levels of client satisifan during the transition process between
the various stages of the sales cycle and steatly gperations.

Competition

We face competition from many different sosrdepending upon the type and range of serviceested by a potential client. Many other
companies offer one or more of the same servicegraxdde on an individual basis. Our competitordude vertical outsourcers, which are
companies that offer a single function solutiorgrsas call centers, public warehouses or credit paycessors. We occasionally compete with
transportation logistics providers, known in thdustry as 3PL’s and 4PL’s (third or fourth partgiktics providers), who offer product
management functions as an ancillary service to fiignary transportation services. We also compgt@inst other business process
outsourcing providers, who perform various serviieslar to our solution offerings.

In many instances, we compete with the in-eaygerations of our potential clients themselvexalionally, the operations departments of
potential clients believe that they can performghme services we do, at similar quality levels @vgts, while others are reluctant to outsource
business functions that involve direct customertaon We cannot be certain that we will be ableampete successfully against these or other
competitors in the future.

Although many of our competitors offer onenaore of our services, we believe our primary coritipetadvantage is our ability to offer a
wide array of customized services that cover adspgectrum of business processes, including webdsisign and hosting, kitting and
assembly, order processing and shipment, creditgayment processing and customer service, thedl@hinating any need for our clients to
coordinate these services from many different glerd. We believe we can differentiate ourselvesfisring our clients a very broad range of
business process services that address, in maey,¢he entire value chain, from demand to delivery

We also compete on the basis of many otheoitapt additional factors, including:
. operating performance and reliabili
. ease of implementation and integrati
. experience of the people required to successfulliyedficiently design and implement solutio
. experience operating similar solutions dynamic
. leading edge technology capabilitir
. global reach; an
. price.

We believe that we can compete favorably wepect to many of these factors. However, the etddk our services is competitive and ¢
evolving, and we may not be able to compete sutidsagainst current and future competitors.

MASTER DISTRIBUTOR SEGMENT

Our Supplies Distributors subsidiaries ach asaster distributor of product for IPS and certalrer clients. In this capacity, we purchase
resell for our own account IPS and other manufactiinventory.

Through Supplies Distributors, we can creai immplement client inventory solutions, which nenable manufacturers to remove inven
and receivables from their balance sheets througluse of third party financing. We have yearsxplegience in dealing with the issues related
to inventory ownership, secure inventory managenreptenishment and product distribution. We cdergfrospective clients a management
solution for the entire customer relationship, irdthg ownership of inventory and receivables. ThloCIP, we utilize technology resources to
time the replenishment purchase of inventory with simultaneous sale of product to the end usém#rfaces are done electronically and
almost all processes regarding the financial tretitsas are automated, creating significant supphirc advantages.
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We are experienced in the complex legal, acttog and governmental control issues that canupélés in the successful implementation of
working capital financing programs. Our knowledgel &xperience help clients achieve supply chairfitsnwhile reducing inventorgarrying
costs. Substantial benefits and improvement tonapamy’s balance sheet can be achieved through thakéng capital solutions.

While we recognize product revenue as a resudur inventory ownership through these relatiops, operationally this segment is virtue
the same as our Business Process Outsourcing Seddeerthe preceding discussion for an overviethatf segment.

ONLINE DISCOUNT RETAILER SEGMENT

Through eCOST.com, we operate a leading neatiéggory online discount retailer of high qualigin close-out and recertified brand-name
merchandise. We currently offer approximately 180,products in several primary merchandise categpimcluding computer hardware and
software, home electronics, digital imaging, watchad jewelry, housewares, DVD movies, video gaamelscellular/wireless. Additionally,
we offer several other categories of products amndices, to consumer and small business customesgh what we believe is a unique and
convenient buying experience, offering two shopgimgnats: every day low price and our proprietagrdain Countdowf® . This combination
of shopping formats helps attract value-consciastaners to our eCOST.com website who are loolongpigh quality products at low prices.
Additionally, we offer a fee-based membership pangto develop customer loyalty by providing sulisers exclusive access to preferential
offers. We also provide rapid response customeiceutilizing a strategically located distributicanter and third-party fulfillment providers,
as well as customer support from online and onszd#s representatives. We offer suppliers aniefficales channel for merchandise in all
stages of the product life cycle. We carry prodticisn leading manufacturers such as Sony, JVC, Gardewlett-Packard, Denon, Onkyo,
Garmin, Panasonic, Toshiba and Microsoft and haeess to a broad and deep selection of merchamaiseding new and deeply discounted
close-out and recertified brand-name merchandise.

Our Strengths

We have developed a differentiated businesgetevhich provides our customers and vendors wittmerous benefits. We provide
consumers and businesses with quick and convemierss to high quality, new, close-out and rededtibrand-name merchandise at discount
prices similar to a traditional discount retaileéth@ut the stocking limitations and store locat@mnstraints. We believe we are unlike many
online retailers because we market multiple merdisgncategories and product types, serve both smsihesses and consumers and offer two
ways to purchase products: every day low priceandroprietary Bargain Countdown

We offer the following key benefits to custamshopping on our website:

. Broad and deep product selecticWe sell high quality products across a broad selecf merchandise categories. Most of the
products offered on our website are from well-knptwand-name manufacturers. We currently offer axiprately 170,000 different
products in several categories. Our product ofgriare updated continually to reflect new prodrestds, keeping our merchandise
selection relevant for our customers so they comtiio visit our website

. Compelling pric-to-value propositionAs part of our strategy to appeal to the high fezgry valu-oriented shopper, we offer lo
prices on new products and deeper discounts oasaartment of close-out and recertified merchantlissemploy aggressive
promotional strategies to provide incentives for customers to purchase merchandise on our wedsitduild customer loyalty. We
also offer a fee-based membership program to reaastbmer loyalty by providing exclusive accespreferential offers to
subscribers
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. Two shopping formats on our websWe appeal to a broad customer base by offeringstvapping formats designed to attr
frequent visits to our website: every day low prcel our proprietary Bargain Countdo®nFor the shopper who wants new and
recently released products from leading manufarsumee offer discounted merchandise in an everylaayprice format. For the
bargain shopper interested in close-out and rdieertinerchandise, we market products using our &arGountdowr® format which
features tim- and quantit-limited offers of selected merchandise that areentgreply discounte

. Rapid response order fulfillmerwe ship a majority of customer orders from inveptar our distribution facility located in Memph
Tennessee. Substantially all orders in stock aMémphis facility placed before 4:00 p.m. Easteimd ship the same day and can be
delivered at the customer’s request by 10:30 eamnext day for most domestic locations. We algzetvirtual warehouse
technology to access merchandise that is not okstbour distribution facility

. Responsive customer service and positive shoppinerience We believe that our customer service differentisttesbuying
experience for our customers. Our experienced t#anbound sales representatives and customercgergpresentatives assist our
consumer customers by telephone and e-mail. Wehalee relationship managers who are assigned tg ofaour small business
customers to service their needs and increasesfgales opportunities. Our website contains hefpfatures such as in-depth product
information, inventory levels and order statusaditlition, we continually monitor website trafficcaarder activity and periodically
update our website to enhance the shopping experien our customer:

. Appealing features for small business custonWe offer our small business customers dedicatedioelship managers to provi
personalized service to their unique business ni

We provide manufacturers and other vendors aitonvenient channel to sell both large and squalhtities of new, close-out and
recertified inventory. We offer manufacturers aeddors the following key benefits:

. Single point of distributiorManufacturers and other vendors often use sepehatenels to sell new, recertified and close-outipcts
because most retailers offer products in only aagesof the product life cycle. Through our two gbiog formats, we offer
manufacturers and other vendors the flexibilityse eCOST.com to sell products in a brand sensitasner in any stage of the
product life cycle. For example, our Bargain Cowmtd ® capabilities allow our vendors to liquidate smaltessidual quantities of
merchandise without disappointing customers dubedimited availability of such product

. Efficient distribution and sales channOur centralized distribution capability reducesd@ncosts in shipping product to us. (
ability to rapidly sell inventory is a benefit todse vendors that offer us protection against giosion. Our centralized product
management and feedback to vendors on produdtseligh and inventory position allow vendors taciintly monitor product
movement and placement, eliminating the need &ayufent visits by vendor representatives to physetall locations

. Customized manufacturer storWith our ir-house design and merchandising team, we providefacturers the opportunity
showcase their full assortment of products andssmées by establishing virtual stores on our welibiat are specific to individual
manufacturers. We believe this allows manufactuersaximize sales and branding of their produats.promote these manufacturer
stores to our customer base through our integratatieting strategy, including targeted e-mails higtiing a specific manufacturer
and its products and directing customers to thatufeecturer store on our websi

. Speed to market for newly released prodiWe respond rapidly to new product releases fromufeaturers through our ability |
quickly post and market new products on our welssite satisfy immediate customer demand throughrapid response order
fulfillment capabilities.

Our Customers

We focus on consumers and business custoliVerbelieve our consumer customers are savvy, oslinppers, who are brand and price
conscious, and interested in new technology. Osiness customers include
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small and medium sized businesses that we believeusrently underserved by other multi-categoriin@nretailers. While our business
customer relationship managers focus on sales &l amd medium sized businesses who are seekipgrthase products for use in their
business, they also service certain resellersobint@ogy products. We offer these small and mediizad business customers superior and
personalized customer service and new and cuclase-out and recertified merchandise at competjpiices.

Our Website

Our website is comprehensive, easy to usegpemddes an exciting shopping experience that eragms customer loyalty and repeat visits.
We strive to add hundreds of new products to olinemproduct mix weekly. Our website features hggrality product images, detailed prod
information and manufacturer specifications, ad aehighlights of bestelling products and suggested accessories. Waaalty incorporat
new technologies to improve the ease of use ofvalnsite.

Currently, the products available on the exday low price portion of our website are organized several primary product categories:
computer hardware and software, home electroniggatimaging, watches and jewelry, housewaresPD¥ovies, video games and
cellular/wireless. Additionally, we offer severdher categories of products and services througlbws affiliate relationships. We also offer
the same products, if they meet certain critemethe proprietary Bargain Countdo®rsection of our website where we feature more ti¥h 1
limited time and limited quantity product “dealstrass our broad merchandise categories. In addititxeing able to use keyword searches to
locate specific products on our website, custornamsbrowse or search the products available oevbey day low price portion of our website
by navigating the subcategories contained in oumgmy product categories and our featured manufecfproduct showcases. Products that fall
within more than one subcategory on our websiteo#ien posted on more than one web page, whichelievie increases the visibility of the
products and assists the customer in finding deésirerchandise.

Every day low priceOur multi-category merchandise assortment is abigilen an every day low price retail format. Produgre organized
by subcategory under each major category tab. Eegbr category includes informative and shoppeflly “showcases” organized by
manufacturer, new technology, best sellers, sedgifbiguides, and new products. This shopping fatrfieatures discounted new products and
recently released products from leading manufacsure

Bargain Countdowr® . Our proprietary Bargain Countdowrshopping format offers more than 100 close-ougntifeed and highly
allocated “deal” products in limited quantities fotimited time. The Bargain CountdowWrieature is designed as a purchasing marketplace for
consumers that creates purchase urgency by unigodigating the quantity of items remaining focw@rent offer and the time remaining to
purchase the product. Based on the popularity afffem, an animated graphic icon will appear tatallee customer of the item’s current sales
velocity. After the offer has expired, the prodisctemoved from Bargain Countdowrand may no longer be available at the previousgptie
discounted price. Our Bargain Countdo®shopping format encourages repeat visits to ousitedue to the rapidly changing mix of
merchandise deals, the animated graphics, the emigilection of close-out deals and the searclbéogains. We also have theme-based
Bargain Countdowf® tabs throughout the year, including Holiday CoumtdpWatches and Jewelry Countdown, Game of the Ceantdown
Our Clearance Countdown tab is primarily useddaitiate overstocked and excess inventory acrogsadlict categories. Our Bargain
Countdown Platinum CluB format is a version of Bargain Countdo®and offers exclusive pricing on select merchanttiseur fee-based
members.

Other key features of our website include:aambed search, online order status retrieval, omaynent, shipping alternatives, online
registration for promotions and catalogs and ondixiended service agreement recommendations.

As a commitment to our small and medium sizaesiness customers, we offer them; access to aindss customer relationship
management team, up to net 30-day credit termgtfalified customers, software licensing, compuystem configurations and extended
payment term alternatives.
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Our Merchandise

We strive to offer our customers an expanselection of varied types of merchandise and ctigreffer approximately 170,000 products
several primary merchandise categories. While ooalyct offerings change on a regular basis dueddyzt availability and customer dema
we continually offer a wide variety of merchandise.

Computer hardware and softwai®@ur computer hardware and software product categamyains subcategories for computer systems,
computer hardware and computer software. In thelseategories customers can find products suchsigafe notebook and handheld
computers; servers; personal digital assistantgpws hardware including CD and DVD drives and leusn flat screen monitors, color laser
printers, scanners and networking equipment anohéss, education and entertainment software.

Home electronicOur home electronics product category containsagigories for camcorders, DVD players, audio systepeakers, big
screen and plasma televisions, VCR and digitalovigeorders, portables and accessories. Withiretbelscategories, customers can find
products such as video cameras in popular fornieIVD players; surround sound audio systems; sudf@rs, center channel and bookshelf
speakers; LCD, plasma and projection screen tétegsdigital video recorders that pause, rewind @aplay live television; digital music
players and a variety of accessories such as ¢ablaste controls and headphones.

Digital imaging.Our digital imaging product category contains praduncluding digital still cameras; video cameaasl camcorders in
MiniDV format; drawing tablets for digital photo #idg; digital photo and image editing software gito printers.

Watches and jewelrypur watches and jewelry product category offersdausrs the ability to shop in subcategories dedit#& watches,
jewelry and pens. Within these subcategories, austs can find brand name n’'s and women'’s watches; gold, silver, platinum draimond
jewelry such as rings, necklaces, pendants, eareng bracelets and fountain and ballpoint p

HousewaresOur housewares product category is dedicated tedimid appliances, kitchenware, personal careapys, home decor and
luggage. Within this portion of our website consusngan find products such as traditional housebplgliances including blenders, toasters
and vacuum cleaners; professional quality cookwarkgourmet kitchen appliances such as coffee grénd

DVD moviesOur DVD movies product category offers consumeraraay of new release and classic DVDs in a widge=of genres,
including action and adventure; animated; comedgudentary; drama; family; horror; music video aodcerts; musicals and performing
arts; mystery and suspense; sci-fi and fantasytspod fitness and television.

Video gamesOur video game product category includes hardwadesaftware products based on popular gaming ptagfoWithin
subcategories dedicated to Sony PlayStation, Maétothox, Nintendo GameCube and PC gaming, custsro@n find hardware products and
accessories, as well as action and adventureplayéng, simulation, sports, strategy and otheetypf video games.

Cellular/WirelessWithin our cellular/wireless category, we offer taraers select cellular phones and service andiatyanf
cellular/wireless accessories including battetiesdsets, vehicle adaptors and battery chargersh&acellular phones and service portion of
this category, we have an arrangement with a frartly cellular service provider under which we reeecommissions for service plans and
phones purchased by linking through our eCOST.cainsite.

We continually evaluate expanding into additéibcategories in order to attract new customedsadfer a broader variety of merchandise to
our existing customers. Categories currently udesideration include books, music, sporting gdeelsth and fithess and luggage. We also
plan to increase our depth in our current categdrjeadding new subcategories, brands and prodadtsontinuing to develop and increase
number of affiliate categories.
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Sales and Marketing

We currently focus our advertising effortsedficient and effective marketing campaigns aimedcguiring new customers, encouraging
repeat purchases and establishing the eCOST.camd.l®aur online prospecting activities may includsteper-click arrangements that include
displaying our products within various price comgan sites and search engines such as CNET, Pdbbér, Shopping.com and Google,
strategic online banner advertising, affinity e-hpgograms and participation in various onlinelaffe marketing programs. From time to time
we test other prospecting vehicles including radid magazine advertising. We send our current swstotargeted e-mails focused on new
product and category launches, special promotems product-related add-on and accessory offemsglsas cooperative manufacturer
branding campaigns. We also mail an eCOST.com ledhndtalog to selected customers.

We intend to continue to develop our small aretlium sized business customer base. We seekvapmpersonalized service for these
customers and build deeper relationships, whichleald to a growing share of the customer’s ovgratthases. We believe small and medium
sized business customers respond favorably to -@more relationship model with personalized, viedined, relationship managers. By
contacting existing business customers on a sysiebsis, we believe we have the opportunity twéase overall sales to those customers.
We also offer our business customers multiple payroptions including leasing and up to netdy credit terms for qualified customers. H
volume customers may also qualify for special vaypnicing.

Vendors

We purchase products for resale both dirdotig;n manufacturers and indirectly through distrirstand other sources, all of whom we
consider our vendors. We provide vendors with azeaient channel to sell both large and small gtiastof new, closeout and recertified
inventory. We offer significant advantages for vers] including a single point of distribution, efént channel relationships, customized
manufacturer stores and speedy release of theiestanerchandise. Our vendors provide us with bremmde new and current products, close-
out models and manufacturer recertified products.algo have arrangements with third-party provitlemsugh which we receive commissions
for products in certain categories, such as celptte@nes and service, as well as other marketidgoammotional services generated through
eCOST.com website.

We offer products on our website from appradety 600 third-party vendors. In general, we adoeeffer products on our website and the
manufacturers agree to provide us with informatibout their products and honor our customer sepatieies. We have established direct
vendor relationships with many key suppliers aridnid to continue to seek direct relationships wéhdors and suppliers.

Competition

The market for our products is intensely cotitipe, rapidly evolving and has relatively low biars to entry. New competitors can launch
new websites at relatively low cost. We believe ttranpetition in our market is based predominaatly

. price;

. product selection, quality and availabili

. shopping convenienc

. customer service; ar

. brand recognition

We currently or potentially compete with aiesyr of companies that can be divided into sevierahd categories:
. other mult-category online retailers and liquidatic-tailers;

. online discount retailers of computer and consuehettronics merchandise such as Buy.com, NewEgg ey&tDirect;
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. consumer electronics and office supply superstanel as Best Buy, Circuit City, CompUSA, Office DepOfficeMax and Staple
and

. manufacturers such as Apple, Dell, Gateway, He-Packard and IBM, who sell directly to custom

Our largest manufacturers have sold, and coatio intensify their efforts to sell, their prats directly to customers. To the extent
additional manufacturers adopt this selling forwrathis trend becomes more prevalent, it could exbhg affect our sales growth and
profitability.

Intellectual Property

We rely on a combination of laws and contrakttestrictions with our employees, customers, Bapyp affiliates and others to establish and
protect our proprietary rights. Despite these pudoas, it is possible that third parties may copytherwise obtain and use our intellectual
property, including our domain names, without atittadion. Although we regularly assert our intellead property rights when we learn that
they are being infringed, these claims can be tioresuming and may require litigation and/or adntiats/e proceedings to be successful. We
have five trademarks and/or service marks thatamsider to be material to the successful operatfaur business: eCOST, eCOST.con?®,
eCOST.com Your Online Discount Superstore!™, Bargzountdowrf and Bargain Countdown Platinum CI&ib We currently use these
marks in connection with telephone, mail orderalmg, and online retail services. We have regisinatin the United States for eCO8Tand
eCOST.con® for telephone, mail order, catalog, and onlineiretaler services and a registration for Bargairu@down® for online retail
order services. We also have a registration irlthiged States for Bargain Countdown Platinum Cdbr business services, namely,
promoting the goods and services of others by mehasustomer loyalty program featuring informationcentives, discounts and rewards.
We have pending United States applications for eEC®SeCOST.com™, eCOST.com and Your Online Disc@ugerstore!™. We have
registrations in Canada and in the United KingdomeiCOST®, eCOST.con?®, and Bargain Countdowh. We own an additional registration
in the United Kingdom for eCOST.com Your Online &isnt Superstoré® . Additionally, we own two pending applications@anada for
Bargain Countdown Platinum Club™, and eCOST.comrY@uline Discount Superstore!™. In the event thatapplications are not granted,
we may not be able to obtain protection for oudéraarks and/or service marks with the Trademaric€dfin the United States and in Canada.
We would still potentially have common law rightsand to our trademarks and/or service marks basece of the marks in these respective
territories.

We have filed an application with the U.S.dpéitand Trademark Office seeking patent protedtoiour proprietary Bargain Countdovn
technology. We cannot provide any assurance thatent will issue from this patent applicationabidition, effective patent and trademark
protection may not be available or may not be sbbgtus in every country in which our products aedvices are made available online,
including the United States.

From time to time, we may be subject to lggakeedings and claims in the ordinary course oboginess, including claims of alleged
infringement of the patents, trademarks and otftetlectual property rights of third parties by @ampany. Third parties have asserted, and
may in the future assert, that our business otetienologies we use infringe their intellectualgenay rights. We may be subject to intellectual
property legal proceedings and claims in the omgicaurse of our business. We cannot predict whethied parties will assert additional
claims of infringement against us in the futurewtiether any future claims will prevent us fromesffig popular products or operating our
business as planned.

ALL BUSINESS SEGMENTS

Technology

We maintain advanced management informatistesys and have automated key business functiong asline, reatime or batch systerr
These systems enable us to provide informationermireg sales, inventory status, customer paymerdother operations that are essential for
us and our clients to efficiently manage electraammerce and supply chain business programs. 3terss are designed to scale rapidly to
handle the transaction processing demands of @mntsland our growth.

We employ technology from a selected groupastners, some of whom are also our clients. Famgte, we
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deploy IBM e-servers and network printers in appiatp models to run web site functions as well @&eomanagement and distribution
functions. We utilize Avaya Communication for teheme switch and call center management functiodg@interact with customers via voi
e-mail or chat. Avaya Communication technology @Bows us to share web pages between customersuarsgrvice representatives. We
have the ability to transmit and receive voiceadaid video simultaneously on a single network eotion to a customer to more effectively
serve that customer for our client. Clients’ ingri@ using this technology stems from its abitiyallow shoppers to consult with known
experts in a way that the customer chooses priputohasing. Our sophisticated computer-telephotggration has been accomplished by
combining systems software from IBM and Avaya Comiuation together with our own application develamn We use AT&T for our
private enterprise network and long distance carvige use Oracle’s J.D. Edwards as the softwareigeo for the primary ERP applications
that we use in our operational areas and finamceds. We use Escalate Retail as the softwaredanofar the primary multi-channel direct
marketing application we deploy for our catalog divéct marketing clients. We use Dematic/Rapidfaterials Handling Automation for our
automated order selection, automated conveyor piti-to-light” (inventory retrieval) systems, angiBbol Technologies/Telxon for our
warehouse radio frequency applications. Our Warsddianagement System (“WMS”) and Distribution Regmients Planning (“DRP”)
system have been developed in-house to meet thevamique requirements of our vertical marketshBbhe WMS and DRP are tightly
integrated to both the North American and Europdgmioyments of our J.D. Edwards’ system.

Many internal infrastructures are not suffitieo support the explosive growth in e-businessagketplaces, supply chain compression,
distribution channel realignment and the correspandemand for real-time information necessarystoategic decision-making and product
fulfillment. To address this need, we have cre#itedEntente Suite(SM), which is a comprehensiveesafitechnology services, with support
software and hardware infrastructure, that enatdegpanies with little or no e-commerce infrastroetto speed their time to market and
minimize resource investment and risk, and allolivsampanies involved to improve the efficiencytbéir supply chain. The Entente Suite
(SM) is comprised of five distinct service offering- EntenteWeB , EntenteDirec® , EntenteMessag&and, and EntenteRep&rand
EntentePartnerConnect™ — that can stand alone ocofnéined for a fully customized e-commerce sotlutiepending on the level of direct
involvement a company wants to maintain in thedoaimerce initiative.

The components of the Entente Suite(SM) pmtid open platform service infrastructure thaivedl us to create complete e-commerce
solutions. Using the various services of the Emté&htite(SM), we can assist our clients in eastiggrating their web sites or ERP systems to
our systems for real-time web service enabled #etign processing without regard for their hardwalegform or operating system. This high-
level of systems integration allows our clientatdomatically process orders, customer data arer etttommerce information. We also can
track information sent to us by the client as itve®through our systems in the same manner aicewsidd track a package throughout the
delivery process. Our systems enable us to trackdatailed level, information received, transmaisgiming, any errors or special processing
required and information sent back to the cliete Transactional and management information coadiavithin our systems is made available
to the client quickly and easily through the EngeBtiite(SM).

The Entente Suite(SM) serves as a transparentace to our back-office productivity appliaais including our customized J.D. Edwards
order management and fulfillment application andBcometry multi-channel direct marketing applioatthat runs on IBM’s e-Server xSeries
servers. It also is designed to integrate with reflace technologies offered by major marketpladevare companies. We utilize Gentran
Integration Suite™ (“GIS”) as our technology platfofor Enterprise Application Integration with otlients and client’s trading partners. With
GIS, we have greatly increased our ability to glyicdesign and deploy customized B2B e-commercetisols for our clients by utilizing a
robust business process modeling tool and a higddlable operating infrastructure. This platforrilfeates the efficient and secure exchange
of electronic business transactions/documentsaide variety of formats (i.e. XML, X.12 EDI, deliteid text, IDOCS, RosettaNet) and
communication protocols (i.e. FTP/SFTP, AS2/HTTPIHB, AS1 SMTP, MQ Series and Web Services).

We have invested in advanced telecommunicsitioomputer telephony, electronic mail and messggintomated fax technology, IVR
technology, barcode scanning, wireless technolfiggr optic network communications and automateimory management systems. We
have also developed and utilize telecommunicatieasnology that provides for automatic customelrrealognition and customer profile rec
for inbound customer service representatives.
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The primary responsibility of our systems depenent team of IT professionals is directed atlengenting custom solutions for new clients
and maintaining existing client relationships. @awelopment team can also produce proprietary sysiefrastructure to expand our
capabilities in circumstances where we cannot @gelstandard solutions from commercial providers.algo utilize temporary resources
when needed for additional capacity.

Our information technology operations andasfructure are built on the premise of reliabifityd scalability. We maintain diesel generators
and un-interruptible power supply equipment to jewconstant availability to computer rooms, calhters and warehouses. Multiple Internet
service providers and redundant web servers prdueide high degree of availability to web sitesttimerface with our systems. Capacity
planning and upgrading is performed regularly tovalfor quick implementation of new clients and &l/tme-consuming infrastructure
upgrades that could slow growth rates. We also hab&saster Recovery Plan that provides geograjhsaparated and comparably equipped
data centers, in the event of a disastrous situatim be able to recover in a reasonable and e#etianner.

Strategy

We continue to maintain our simple but effeetstrategy statement to drive our actions forytker, QGP. This acronym stands for Quality,
Growth and Profit. We believe that if we can ackieutstanding performance on these three basiceeksithey will provide for a stable
foundation for our future. As the evolution of dausiness model continues, we will remain focusethese three fundamentals:

Quality : To exceed our client’s service level requirememtd enhance the value of their “bramdiile providing their customers a positi
memorable and efficient experience.

Growth: To increase our revenue and gross profit fronsutsent levels. To aggressively market simplifigdduct messages to drive new
clients and revenue and profit growth. To becortegger company and create career and additionaloyiment opportunitiesEmbrace
strategic partnering to accentuate strengths andmnizie weaknesses.

Profit: To generate positive cash flow and continue toatior consistent profitable results. To incredsevalue of our company for all of
its stakeholders while rewarding our team membéifs ehallenging, fun and memorable life experiences

In alignment with these strategies, we congglet merger with eCOST on February 1, 2006. Thgengrovided substantial strategic
benefits by combining eCOST's supplier relationshipustomer base and e-commerce platform with dwareced technology and operational
infrastructure thereby providing our combined compwith the enhanced ability to expand its marketrs in the fast growing web commerce
market.

The successful balance of the execution cfdtiendamental strategies is targeted to restiidrformation of a solid strategic and financial
foundation and provide us a sustainable and phdéitausiness model for the future.

See “Risk Factors” for a complete discussibrigk factors related to our ability to achiever abjectives and fulfill our business strategies.

Employees

As of December 31, 2007, we had approximated0 employees, of which approximately 1,200 wecated in the United States. We hi
never suffered an interruption of business as @trea labor dispute. We consider our relatiopshith our employees to be good. In the U.S.,
Canada and Philippines, we are not a party to aligative bargaining agreements and while our Eeappsubsidiaries are not a party to a
collective-bargaining agreement, they are requioecbmply with the rules mentioned in collectivedrining agreements agreed upon by
representatives of their industry (logistics) amibas.

Our success in recruiting, hiring and trainiaigge numbers of skilled employees and obtainémgd numbers of
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hourly employees during peak periods for distributand call center operations is critical to outitgtto provide high quality distribution and
support services. Call center representatives etdbaition personnel receive feedback on theifgrerance on a regular basis and, as
appropriate, are recognized for superior perforraamagiven additional training. Generally, our oli provide specific product training for our
customer service representatives and, in certatanmges, on-site client personnel to provide speta€hnical support. To maintain good
employee relations and to minimize employee turnowe offer competitive pay, hire primarily fullaie employees who are eligible to receive
a full range of employee benefits, and provide eygés with clear, visible career paths.

Internet Access to Reports

We maintain an Internet website, www.pfswetnc@ur annual reports on Form 10-K, quarterly report Form 10-Q, and current reports
on Form 8-K (and amendments, if any, to those tsfdided or furnished pursuant to Section 13(a)®fd) of the Securities Exchange Act of
1934) are made available, free of charge, throbghrnvestor relations section of this website assas reasonably practicable after we
electronically file such material, or furnish itttee Securities and Exchange Commission. The irdtion on this website is not incorporated in
this report. We also maintain an Internet websiteolur online discount retailer, www.ecost.com.

Government Regulation

We are subject to federal, state, local amelim consumer protection laws, including laws gecting the privacy of our customers’
personally identifiable information and other naubfic information and regulations prohibiting unfand deceptive trade practices.
Furthermore, the growth and demand for online commmbas and may continue to result in more stringensumer protection laws that
impose additional compliance burdens and greatealpes on online companies. Moreover, there reiadt toward regulations requiring
companies to provide consumers with greater inftiomaegarding, and greater control over, how tpeirsonal data is used, and requiring
notification where unauthorized access to such detars. For example, many states currently reaqusr® notify each of our customers who is
affected by any data security breach in which aautimorized person, such as a computer hacker nsbdach customes’name and one or mc
of the customer’s social security number, drivéicense number, credit or debit card number orrosivailar personal information. In addition,
several jurisdictions, including foreign countrieaye adopted privacy-related laws that restrigirohibit unsolicited email promotions,
commonly known as “spam,” and that impose significaonetary and other penalties for violations. Gueh law, the “CAN-SPAM” Act of
2003, became effective in the United States onalgrl, 2004 and imposes complex, burdensome agad afibiguous requirements in
connection with our sending commercial email to customers and potential customers. Moreover, ieffamt to comply with these laws,
Internet service providers may increasingly blaagitimate marketing emails. These consumer pratedsiws may become more stringent in
the future and could result in substantial commléoosts and could interfere with the conduct oftusiness.

We collect sales or other similar taxes fdpstents of goods in certain states. One or moral |atate or foreign jurisdictions may seek to
impose sales tax collection obligations on us ahdroout-of-state companies that engage in onlimencerce. If sales tax obligations are
successfully imposed upon us by a state or othisdjation, we could be exposed to substantialitbilities for past sales and fines and
penalties for failure to collect sales taxes anccaueld suffer decreased sales in that state adiation as the effective cost of purchasing gt
from us increases for those residing in that stajarisdiction. In addition, new legislation orgation, the application of laws and regulations
from jurisdictions whose laws do not currently apg our business or the application of existingdand regulations to the Internet and
commercial online services could result in sigrifitadditional taxes or regulatory restrictionson business. These taxes could have an
adverse effect on our cash flows and results ofatjpss. Furthermore, there is a possibility thatmay be subject to significant fines or other
payments for any past failures to comply with thesglirements.

RISK FACTORS

Our business, financial condition and operatinguies could be adversely affected by any or alheffollowing factors, in which event the
trading price of our common stock could declined gou could lose part or all of your investment.
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Risks Related to All Our Business Segments
Certain of our historical financial information maynot be representative of our future results.

Effective February 1, 2006, we consolidate 8C@om'’s financial position and results of our @giems into our consolidated financial
statements. As a result of our acquisition of eCO®IF historical results of operations may notrmtidative of our future operating or financial
performance.

We anticipate incurring significant expenses in tliereseeable future, which may reduce our abilitydchieve or maintain profitability.

To reach our business growth objectives, wg imerease our operating and marketing expensesekhss capital expenditures. To offset
these expenses, we will need to generate additponéitable business. If our revenue grows slowanteither we anticipate or our clients’
projections indicate, or if our operating and mérigeexpenses exceed our expectations, we mayemetrgte sufficient revenue to be profite
or be able to sustain or increase profitabilityaoguarterly or an annual basis in the future. Adddlly, if our revenue grows slower than either
we anticipate or our clients’ projections indicates may incur unnecessary or redundant costs andpauating results could be adversely
affected.

Changes to financial accounting standards may affexr reported results of operations.

We prepare our financial statements to confarigenerally accepted accounting principles, oABAGAAP is subject to interpretation by
the American Institute of Certified Public Accounts, the SEC and various bodies formed to intergmétcreate appropriate accounting
policies. A change in those policies can have aisignt effect on our reported results and mayneaffect our reporting of transactions that
were completed before a change is announced. Atioguniles affecting many aspects of our businesdiding rules relating to accounting
for asset impairments, revenue recognition, arnargges involving multiple deliverables, employeecktpurchase plans and stock option
grants, have recently been revised or are currenier review. Changes to those rules or curréatpretation of those rules may have a
material adverse effect on our reported finan@altts or on the way we conduct our business.

We operate with significant levels of indebtednessl are required to comply with certain financiaha non-financial covenants; we are
required to maintain a minimum level of subordinatdoans to our subsidiary Supplies Distributors; dmve have guaranteed certain
indebtedness and obligations of our subsidiariegp$lies Distributors and eCOST.

As of December 31, 2007, our total creditlfdes outstanding, including debt, capital leabégations and our vendor accounts payable
related to financing of IPS product inventory, veaproximately $65.6 million. Certain of the crefitilities have maturity dates in calendar
year 2009 or after, but are classified as curiiabilities in our consolidated financial statemem& cannot provide assurance that our ci
facilities will be renewed by the lending partigslditionally, these credit facilities include bdihancial and non-financial covenants, many of
which also include cross default provisions apfiedo other agreements. These covenants alsictesir ability to transfer funds among our
various subsidiaries, which may adversely affeetahility of our subsidiaries to operate their besses or comply with their respective loan
covenants. We cannot provide assurance that wéevible to maintain compliance with these covenakity non-renewal or any default
under any of our credit facilities would have a en&l adverse impact upon our business and finkogoiaition. In addition we have provided
$6.0 million of subordinated indebtedness to SgspDistributors, the minimum level required undertain credit facilities as of December 31,
2007. The maximum level of this subordinated inddhess to Supplies Distributors that may be praligighout approval from our lenders is
$6.5 million. The restrictions on increasing thisaunt without lender approval may limit our abilttycomply with certain loan covenants or
further grow and develop Supplies Distributors’ibess. We have guaranteed most of the indebtedfi@spplies Distributors. Furthermore,
we are obligated to repay any over-advance ma8applies Distributors by its lenders to the ex@mpplies Distributors is unable to do so.
We have also guaranteed eCOST’s $7.5 million ciledtitwith Wachovia, as well as certain of its venttade payables. We currently expect
that it may be necessary to provide additional guotes of certain eCOST vendor trade payablesifutare.
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We are dependent on our key personnel, and we rteddre and retain skilled personnel to sustain obusiness.

Our performance is highly dependent on theisaed services of our executive officers and ottesr personnel, the loss of any of whom
could materially adversely affect our businessaddition, we need to attract and retain other lyigghilled, technical and managerial personnel
for whom there is intense competition. We cannstiesyou that we will be able to attract and retagpersonnel necessary for the continuing
growth of our business. Our inability to attractiaetain qualified technical and managerial perebmould materially adversely affect our
ability to maintain and grow our business.

We are subject to risks associated with our intetinaal operations.

We currently operate a 150,000 square fodtidigion center in Liege, Belgium and a 22,000aguoot distribution center in Markham,
Canada, near Eastern Toronto, both of which cugrératve excess capacity. We also operate a 6,508rasdoot facility in the Philippines to
provide primarily call center and customer senfigections. We cannot assure you that we will becessful in expanding in these or any
additional international markets. In addition te tmcertainty regarding our ability to generateeraie from foreign operations and expand our
international presence, there are risks inheredbing business internationally, including:

. changing regulatory requiremen

. legal uncertainty regarding foreign laws, tariffelaother trade barrier
. political instability;

. potentially adverse tax consequenc

. foreign currency fluctuations; ar

. cultural differences

Any one or more of these factors could maligreadversely affect our business in a number ofsyauch as increased costs, operational
difficulties and reductions in revenue.

We are uncertain about our need for and the avaiility of additional funds.

Our future capital needs are difficult to gotdWe may require additional capital to take attege of unanticipated opportunities, including
strategic alliances and acquisitions and to furpitabexpenditures, or to respond to changing kessirconditions and unanticipated compet
pressures. We may also require additional fundimémce operating losses, including continuing afieg losses currently anticipated to be
incurred by eCOST. Should these circumstances, aniseexisting cash balance and credit facilities/rbe insufficient and we may need to
raise additional funds either by borrowing moneyssuing additional equity. We cannot assure yeai sich resources will be adequate or
available for all of our future financing needs.r@ability to finance our growth, either internathr externally, may limit our growth potential
and our ability to execute our business stratefgyelare successful in completing an additionalitgdinancing, this could result in further
dilution to our shareholders or reduce the markéter of our common stock.

We may engage in future strategic alliances or agitions that could dilute our existing shareholdgrcause us to incur significant
expenses or harm our business.

We may review strategic alliance or acquisitipportunities that would complement our currargibess or enhance our technological
capabilities. Integrating any newly acquired busses, technologies or services may be expensivéraeeconsuming. To finance any
acquisitions, it may be necessary for us to raisiti@nal funds through borrowing money or compigtpublic or private financings.
Additional funds may not be available on terms tatfavorable to us and, in the case of equitgnfiings, may result in dilution to our
shareholders. We may not be able to operate anyradgpusinesses profitably or otherwise implenwemtgrowth strategy successfully. If we
are unable to integrate any newly acquired enté@rgechnologies effectively, our operating resatisld suffer. Future acquisitions could also
result in incremental expenses and the incurrehdelat and contingent liabilities, any of which &bharm our operating results.

If we fail to maintain an effective system of inteal controls, we may not be able to accurately retpmur financial results or prevent fraud
As a result, current and potential shareholders dduose confidence in ou
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financial reporting, which could harm our businessind the trading price of our common stoc

Based on the current requirements, and ouectipublic float, we were not required to complgtwSection 404 of the Sarbanes-Oxley Act
as of December 31, 2007, as it relates to the repgint to obtain a report by our independent atgliipining on managemegatassessments
the effectiveness of our internal controls oveafioial reporting. Under current law, and our curparblic float, we will be subject to the
independent auditor requirement for the year enBiagember 31, 2009. If we fail to correct any issuethe design or operating effectiveness
of internal controls over financial reporting oil f@ prevent fraud, current and potential shardbd could lose confidence in our financial
reporting, which could harm our business and thditig price of our common stock.

Delivery of our and our client’ products could be delayed or disrupted by factbesyond our control, and we could lose customersian
clients as a result.

We rely upon third party carriers for timelglivery of our and our clients’ product shipmemts.a result, we are subject to carrier
disruptions and increased costs due to factorsatieabeyond our control, including employee strilkleslement weather and increased fuel
costs. Any failure to deliver products to our annl dients’ customers in a timely and accurate neamnay damage our reputation and brand
and could cause us to lose customers and clieraanot be sure that our relationships with thady carriers will continue on terms
favorable to us, if at all. If our relationship Wwiany of these third party carriers is terminatedrgaired or if any of these third parties is ule:
to deliver products, we would be required to userahtive carriers for the shipment of our anddignts’ products to customers. We may be
unable to engage alternative carriers on a timagisor on favorable terms, if at all. Potentialexde consequences include:

. reduced visibility of order status and packagekiray;

. delays in order processing and product deliv

. increased cost of delivery, resulting in reducedgins; anc

. reduced shipment quality, which may result in daatbgroducts and customer dissatisfact

Our profitability could be adversely affected iféhoperation of our distribution or call center faldies were interrupted or shut down as the
result of a natural disaster.

We operate a majority of our distribution faigs in or around the Memphis, Tennessee areabandall center operations are centered in
Plano, Texas. Any natural disaster or other seritigrsiption to these facilities due to fire, tornaflood or any other cause would substantially
disrupt our operations and would impair our abitdtyadequately service our customers. In additiancould incur significantly higher costs
during the time it takes for us to reopen or replany one or more of these facilities, which maynay not be reimbursed by insurance. As a
result, disruption at one or more of these fae#ittould adversely affect our profitability.

We may be a party to litigation involving our e-comerce intellectual property rights. If third parteeclaim we are infringing their
intellectual property rights, we could incur signdant litigation costs, be required to pay damageschange our business or incur licensing
expenses.

In recent years, there has been significéigation in the United States involving patent atler intellectual property rights. We may be a
party to intellectual property litigation in thetfwe to protect our trade secrets or know-how. &thBtates patent applications are confidential
until a patent is issued and most technologiesiaveloped in secret. Accordingly, we are not, aathot be, aware of all patents or other
intellectual property rights of which our servigeay pose a risk of infringement. Others assertigigts against us could force us to defend
ourselves or our customers against alleged infritege of intellectual property rights. We could insubstantial costs to prosecute or defend
any such litigation.

Third parties such as MercExchange and oth&ve asserted, and may in the future assert, thidiusiness or the technologies we use
infringe on their intellectual property rights. Agesult, we may be subject to intellectual propkegal proceedings and claims in the ordinary
course of business. We cannot predict whether thartles will assert claims of infringement in fiséure or whether any future claims will
prevent us from offering popular
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products or services. If we are found to infringee, may be required to pay monetary damages, witahlénclude treble damages and
attorneys’ fees for any infringement that is fouadbe willful, and either be enjoined or requiredply ongoing royalties with respect to any
technologies found to infringe. Further, as a rtesinfringement claims either against us or agathose who license technology to us, we
be required, or deem it advisable, to develop mérirging technology, which could be costly anddiconsuming, or enter into costly royalty
or licensing agreements. Such royalty or licensiggeements, if required, may be unavailable ondehat are acceptable, or at all. If a third
party successfully asserts an infringement claiairesd us and we are enjoined or required to payetaoy damages or royalties or we are
unable to develop suitable non-infringing altermadi or license the infringed or similar technol@gyreasonable terms on a timely basis, our
business, results of operations and financial ¢@mrcould be materially harmed.

A breach of our -commerce security measures could reduce demandtfoservices. Credit card fraud and other fraududd adversely
affect our business.

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

We may be required to expend significant @@ihd other resources to protect against seduréttches or to address any problem they may
cause. Because our activities involve the storagett@nsmission of proprietary information, suclceedit card numbers, security breaches
could damage our reputation, cause us to losetslienpact our ability to attract new clients ane @ould be exposed to litigation and possible
liability. Our security measures may not preverusity breaches, and failure to prevent securigabhes may disrupt our operations. In cel
circumstances, we do not carry insurance agaiegtisk of credit card fraud and other fraud, softikire to adequately control fraudulent
transactions on either our behalf or our clienggdlf could increase our expenses.

We may be liable for misappropriation of our custens’ and our clients’ customers’ personal informaii.

Data security laws are becoming more stringetite United States and abroad. Third partiegagaging in increased cyber attacks against
companies doing business on the Internet and itails are increasingly subjected to identity amdlitrcard theft on the Internet. If third
parties or unauthorized employees are able to pmreaiur network security or otherwise misapprdpraur or our clients’ customers’ personal
information or credit card information, or if wevgithird parties or our employees improper acaessistomers’ personal information or credit
card information, we could be subject to liabilihis liability could include claims for unauthoeid purchases with credit card information,
impersonation or other similar fraud claims. Thédbility could also include claims for other misas# personal information, including
unauthorized marketing purposes. Liability for npigeopriation of this information could decrease profitability. In such circumstances, we
also could be liable for failing to provide timeiptice of a data security breach affecting cergies of personal information. In addition, the
Federal Trade Commission and state agencies haugltrnumerous enforcement actions against Inteerapanies for alleged deficiencies
those companies’ privacy and data security prastiaed they may continue to bring such actionsc@igd incur additional expenses if new
regulations regarding the collection, use or sterafgpersonal information are introduced or if goweent agencies investigate our privacy or
security practices.

We rely on encryption and authentication tetbgy licensed from third parties to provide theigéty and authentication necessary to effect
secure transmission of sensitive customer infolmnadich as customer credit card numbers. Advancesmputer capabilities, new discove
in the field of cryptography or other events or @lepments may result in a compromise or breacheftgorithms that we use to protect
customer transaction data. If any such compronfisecurity were to occur, it could subject us #llity, damage our reputation and diminish
the value of our brand-name. A party who is ableitoumvent the security measures could misappatgpproprietary information or cause
interruptions in operations. We may be requiredxpend significant capital and other resourcegatept against such security breaches or to
alleviate problems caused by such breaches. Ourisemeasures are designed to prevent securigchies, but our failure to prevent such
security breaches could subject us to liabilitypdge our reputation and diminish the value of aant-name.
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We also may provide non-secured channelsustoeners to communicate. Despite the increasedigedeks, customers may use such
channels to send personal information and othesithem data. In addition, “phishing” incidents are the rise. Phishing involves an online
company'’s customers being tricked into providingititredit card numbers or account informationdmeone pretending to be the online
company’s representative. Such incidents have tiycgiven rise to litigation against online compasifor failing to take sufficient steps to
police against such activities by third parties] amy discourage customers from using online sesvic

We are subject to a dispute with a municipal autitgr which, if not resolved in our favor, may maiatly adversely affect our results of
operations.

We receive municipal tax abatements in celltaiations. During 2004 we received notice fromuniuipal authority that we did not satisfy
certain criteria necessary to maintain the abatésnémDecember 2006 we received notice that theiopal authority planned to make an
adjustment to our tax abatement. We have disphtddjustment, but if the dispute is not resohaaafably, additional taxes of approximately
$1.7 million could be assessed against us.

Risks Related to Our PFS and Supplies Distributor®©perating Segments

Our service fee revenue and gross margin is depemdgon our clients’business and transaction volumes and our costs; mafiour client
service agreements are terminable by the clienvdl, we may incur financial penalties if we faild meet contractual service levels unc
certain client service agreements.

Our service fee revenue is primarily trangactased and fluctuates with the volume of transastor level of sales of the products by our
clients for whom we provide transaction managersentices. If we are unable to retain existing ¢8eor attract new clients or if we dedicate
significant resources to clients whose business doegenerate sufficient revenue or whose prodi@tsot generate substantial customer <
our business may be materially adversely affedtteover, our ability to estimate service fee raxefor future periods is substantially
dependent upon our clients’ and our own projectitims accuracy of which has been, and will contittuee, unpredictable. Therefore, our
planning for client activity and targeted goals $ervice fee revenue and gross margin may be ralyemdversely affected by incomplete,
delayed or inaccurate projections. In addition, ynahour service agreements with our clients armmieable by the client at will. Therefore, we
cannot assure you that any of our clients will carg to use our services for any period of timee Tdss of a significant amount of service fee
revenue due to client terminations could have arra@tadverse effect on our ability to cover oustscand thus on our profitability. Certain of
our client service agreements contain minimum serigvel requirements and impose financial persitiere fail to meet such requirements.
The imposition of a substantial amount of such fiEmsacould have a material adverse effect on asirtess and operations.

Our business is subject to the risk of customer aupplier concentration.

For the year ended December 31, 2007 and 2006me contractor (for whom we were a subcondrd¢b a U.S. government agency, a
consumer products company and Xerox Corporatioresgmted approximately 27%, 12% and 11%, respégtiaed approximately 23%, 19%
and 12%, respectively of our total service fee nexg net of pass-through revenue. The loss ofporpayment of invoices by, any or all of
such clients would have a material adverse effpohwour business. In particular, the agreementmuwtieeh we provide services to such clie
are terminable at will upon notice by such clients.

A substantial portion of our Supplies Disttilms product revenue was generated by sales ofipt@iirchased under master distributor
agreements with the Printing System Division of IBRd was dependent on IBM’s business and the agngmmarket for IBM products.
Supplies Distributors does not have its own salesefand relies upon a third party for sales feme product demand generation services. In
January 2007, IBM and Ricoh announced the planoeddtion of a joint venture company to succeeddtlmness of IBM’s Printing Systems
Division. Upon closing of the agreement in JuneZ2®icoh acquired 51% of the joint venture, whislealled InfoPrint Solutions Company
(“IPS”), and stated its intentions to progressivatguire the remaining 49% over the next threesydBIS is expected to eventually become a
fully owned subsidiary of Ricoh. Although our primaster distributor agreements with IBM have bessigamed to IPS, these agreements are
terminable at will and no assurance can be givahltiioPrint Solutions Company will continue theste distributor agreements with
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Supplies Distributors. A termination of this retatship or a decline in customer demand for thesdymts would have a material adverse effect
on Supplies Distributors’ business and the Compafigancial condition.

Sales by Supplies Distributors to two cust@regrcounted for approximately 28% of Supplies iators’total product revenue for the ye
ended December 31, 2007. Sales to the same twoncerst accounted for approximately 27% of Supplissributors’ product revenue for the
year ended December 31, 2006. The loss of any om®re of such customers, or -payment of any material amount by these or angroth
customer, would have a material adverse effect Gugplies Distributors’ business. Supplies Distidlos also relies upon outsourced sales
force and product demand generation services antethination of such services would have a mdtenipact upon Supplies Distributors’
business.

Our operating results are materially impacted byrazlient mix and the seasonality of their business.

Our business is materially impacted by owrdlimix and the seasonality of their business. 8agpen our current client mix and their
current projected business volumes, we anticipateservice fee revenue business activity will bgsaliowest in the first quarter of our fiscal
year and that our master distributor product reedousiness activity will be at its highest in tberth quarter of our fiscal year. We are une
to predict how the seasonality of future clientssimess may affect our quarterly revenue and whetieeseasonality may change due to
modifications to a client’s business. As such, whdve that results of operations for a quartedyigd may not be indicative of the results for
any other quarter or for the full year.

Our systems may not accommodate significant growtlour number of clients.

Our success depends on our ability to hanthege number of transactions for many differefdndk in various product categories. We
expect that the volume of transactions will inceesignificantly as we expand our operations. K thécurs, additional stress will be placed
upon the network hardware and software that managesperations. We cannot assure you of our glidiefficiently manage a large number
of transactions. If we are not able to maintairappropriate level of operating performance, we aeyelop a negative reputation, and impair
existing and prospective client relationships andlusiness would be materially adversely affected.

We may not be able to recover all or a portion afrstart-up costs associated with one or more of clients.

We generally incur start-up costs in connectidth the planning and implementation of busingsgess solutions for our clients. Although
we generally attempt to recover these costs franclient in the early stages of the client relagiup, or upon contract termination if the client
terminates without cause prior to full amortizatifithese costs, there is a risk that the clientra@t may not fully cover the start-up costs. To
the extent start-up costs exceed the start-upréaesved, excess costs will be expensed as incubdditionally, in connection with new client
contracts we generally incur capital expenditussoaiated with assets whose primary use is retatdw client solution. There is a risk that
contract may end before expected and we may noveecthe full amount of our capital costs.

Our revenue and margins may be materially impactadclient transaction volumes that differ from cli projections and business
assumptions.

Our pricing for client transaction servicesgls as call center and fulfillment, is often baspdn volume projections and business
assumptions provided by the client and our antieip@osts to perform such work. In the event thieadevel of activity or cost is substantia
different from the projections or assumptions, wayrhave insufficient or excess staffing, incremeotats or other assets dedicated for such
client that may negatively impact our margins anodihess relationship with such client. In the eweatare unable to meet the service levels
expected by the client, our relationship with thient will suffer and may result in financial petias and/or the termination of the client
contract.

We face competition from many sources that couldracsely affect our business.
Many companies offer, on an individual basisg or more of the same services we do, and wecfaogetition from many different sources
depending upon the type and range of services s¢ei®y a potential client. Our
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competitors include vertical outsourcers, which@mpanies that offer a single function, such #isceaters, public warehouses or credit card
processors. We compete against transportationtiogigroviders who offer product management fumgias an ancillary service to their
primary transportation services. We also compe&énag other business process outsourcing providdrg,perform many similar services as
us. Many of these companies have greater capabitiian we do for the single or multiple functitimsy provide. In many instances, our
competition is the in-house operations of its pt&telients themselves. The in-house operationgoténtial clients often believe that they can
perform the same services we do, while otherseduetant to outsource business functions that irevdirect customer contact. We cannot be
certain that we will be able to compete successhgainst these or other competitors in the future.

Our sales and implementation cycles are highly \abie and our ability to finalize pending contractsay cause our operating results to vary
widely.

The sales cycle for our services is variatylgically ranging between several months to up year or longer from initial contact with the
potential client to the signing of a contract. Gsioaally the sales cycle requires substantiallyenone. Delays in signing and executing client
contracts may affect our revenue and cause ountipgiresults to vary widely. A potential clientlscision to purchase our services is
discretionary, involves a significant commitmentloé clients resources and is influenced by intense intemglexternal pricing and operati
comparisons. To successfully sell our servicesgamerally must educate our potential clients reiggrthe use and benefit of our services,
which can require significant time and resourcemsgquently, the period between initial contact taedourchase of our services is often long
and subject to delays associated with the lengbipyaval and competitive evaluation processes timtally accompany significant operational
decisions. Additionally, the time required to fiizal pending contracts and to implement our systmdsintegrate a new client can range from
several weeks to many months. Delays in signingitegrating new clients may affect our revenue eaugse our operating results to vary
widely.

Our business could be adversely affected by a syster equipment failure, whether that of us or oalients.

Our operations are dependent upon our abdifyrotect our distribution facilities, customensee centers, computer and
telecommunications equipment and software systgyamst damage and failures. Damage or failuresdoadult from fire, power loss,
equipment malfunctions, system failures, natursdsliers and other causes. If our business isupted either from accidents or the intentional
acts of others, our business could be materialgesly affected. In addition, in the event of véigeead damage or failures at our facilities,
short-term disaster recovery and contingency pemtksinsurance coverage may not be sufficient.

Our clients’ businesses may also be harmed &y system or equipment failures we experiencéhdt event, our relationship with these
clients may be adversely affected, we may losectiobents, our ability to attract new clients mayduversely affected and we could be
exposed to liability.

Interruptions could also result from the iritenal acts of others, like “hackers.” If our syst®are penetrated by computer hackers, or if
computer viruses infect our systems, our computeusd fail or proprietary information could be nmigeopriated.

If our clients suffer similar interruptions tineir operations, for any of the reasons discussede or for others, our business could also be
adversely affected. Many of our clients’ computgstems interface with our systems. If our clientes interruptions in their systems, the link
to our systems could be severed and sales ofidm@’slproducts could be slowed or stopped.

Risks Related to the Business Process Outsourcingdustry
If the trend toward outsourcing does not continueyr business will be adversely affecte

Our business could be materially adverselgaéd if the trend toward outsourcing declinesewerses, or if corporations bring previously
outsourced functions back in-house. Particularlyrdugeneral economic downturns, businesses may limihouse previously outsourced
functions to avoid or delay layoffs. The contindbkreat of terrorism within the United States antbald and the potential for sustained military
action may cause disruption to
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commerce and economic conditions, both domestid@neign, which could have a material adverse éff@on our business and new client
prospects.

Our market is subject to rapid technological changad to compete we must continually enhance ourtsgss to comply with evolving
standards

To remain competitive, we must continue toarde and improve the responsiveness, functioratitiyfeatures of our services and the
underlying network infrastructure. If we are unatdedapt to changing market conditions, clientinements or emerging industry standards,
our business could be adversely affected. Theriateand e-commerce environments are characterizeaplid technological change, changes
in user requirements and preferences, frequentomeduct and service introductions embodying newnetogies and the emergence of new
industry standards and practices that could readetechnology and systems obsolete. Our succéisdepiend, in part, on our ability to both
internally develop and license leading technolotgesnhance our existing services and develop mevices. We must continue to address the
increasingly sophisticated and varied needs otbents and respond to technological advances aretging industry standards and practices
on a coseffective and timely basis. The development of pedpry technology involves significant technicablabusiness risks. We may fail
develop new technologies effectively or to adaptproprietary technology and systems to client negoents or emerging industry standards.

Risks Related to our Merger with eCOST
We may fail to realize the anticipated synergiesstsavings, growth opportunities and other benefitxpected from the merger.

We entered into a merger with eCOST with thgeetation that the merger will result in synergimsst savings, growth opportunities and
other benefits to the combined company. Howevergtitan be no assurance that we will realize thegeipated benefits. The combination of
our businesses may not result in combined finapadiormance that is better than what our compaoyldvhave achieved independently if the
merger had not occurred.

eCOST may be liable to PC Mall for taxes arising asesult of the merger.

In connection with the consummation of the geereCOST received a written opinion from its legaunsel to the effect that the merger
should not cause Section 355(e) of the InternakReg Code to apply to the April 2005 spin-off of&T from its former parent, PC Mall.
Such opinion was based on certain factual reprasens made by PC Mall and eCOST and certain faanulegal assumptions made by
eCOST'’s legal counsel. Such opinion representel kgal counsel’s best judgment regarding the apptin of the U.S. federal income tax
laws, but is not binding on the IRS or the couxs.assurance can be given that the IRS will nagrasscontrary position or that any such
contrary position would not be sustained by a cdtithe merger does cause Section 355(e) to apgiye April 2005 spin-off of eCOST from
PC Mall, eCOST will be liable to PC Mall for anystéting tax-related liabilities.

Risks Related to eCOST, our Online Discount RetaiteSegment
We may not be able to achieve or maintain profitityi

We have incurred continuing operating lossekraay not be able to achieve or maintain profiitglon a quarterly or annual basis. Our
ability to achieve or maintain profitability dependn a number of factors, including our ability to:

. increase sale:

. maintain and expand vendor relationsh

. obtain additional and increase existing trade trsih key suppliers

. generate sufficient gross profit; a

. control costs and generate the expected synergmieable to the merge

We may need additional financing and may not bealbd obtain additional financing on favorable ternt at
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all, which could increase our costs and limit oubaity to grow.

We may need to obtain additional financing #rete can be no assurance that we will be albdétain additional financing on commercie
reasonable terms or at all. Our failure to obtaiditonal financing or our inability to obtain finaing on acceptable terms will materially
adversely affect our ability to achieve profitafyiland grow our business.

Our operating results are difficult to predict.

Our operating results have fluctuated in thstjand are likely to vary significantly in thedtg based upon a number of factors, many of
which we cannot control. We operate in a highlyaityic industry and future results could be subjedignificant fluctuations. Revenue and
expenses in future periods may be greater or legsrevenue and expenses in the immediately preg@diriod or in the comparable period of
the prior year. Therefore, period-to-period comgams of our operating results are not necessaghyoa indication of our future performance.
Some of the factors that could cause our operagsglts to fluctuate include:

. price competition that results in lower sales vadisimower profit margins, or net loss

. our ability to prevent credit card fraud and redobargeback activity

. the amount, timing and impact of advertising andkating costs

. our ability to successfully implement new technéésgor software system

. our ability to obtain sufficient financing

. changes in the number of visitors to our websitewrinability to convert those visitors into custers;
. technical difficulties, including system or Intetriailures;

. fluctuations in the demand for our products or st@rking or unde-stocking of products

. fluctuations in revenues and shipping costs, paeity during the holiday seasc

. economic conditions generally or economic condgispecific to the Internet, online commerce, thairendustry or the mail orde
industry;

. changes in the mix of products that we sell;
. fluctuations in levels of inventory theft, damageobsolescenct
The failure to improve our financial and operatingerformance may result in a failure to comply withur financial covenants.

In the event we are unable to increase owemas and/or gross profit from our present levetsdmnot achieve a sufficient level of
operating efficiencies, we may fail to comply withe or more of the financial covenants requiredenrdir working capital line of credit. In
such event, absent a waiver, the working capitadée would be entitled to accelerate all amountstanding thereunder and exercise all other
rights and remedies, including sale of collaterel payment under the parent guaranty.

If we fail to accurately predict our inventory riskour margins may decline as a result of wi-downs of our inventory due to lower prices
obtained for older or obsolete products.

Some of the products we sell on our websigecharacterized by rapid technological change,lebsence and price erosion (for example,
computer hardware, software and consumer elecspraad because we may sometimes stock large tjaamtf particular types of inventory,
inventory reserves may be required or may subselyuygnove insufficient, and additional inventoryiterdowns may be required.

Increased product returns or a failure to accuragepredict product returns could decrease our revesland impact profitability

We make allowances for product returns basekigtorical return rates. We are responsible éturmns of certain products ordered through
our website from our distribution center as welpasducts that are shipped to our customers dyréatin our vendors. If our actual product
returns significantly exceed our allowances foumnes, especially as we expand into new producgeaies, our revenues and profitability co
decrease. In addition, because our allowancesasedton historical return rates, the introductibnesv merchandise categories, new products,
changes in our product mix, or other factors mayseaactual returns to exceed return allowancebaper
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significantly. In addition, any policies intendedreduce the number of product returns may resutistomer dissatisfaction, increased credit
card chargeback activity and fewer repeat customers

Our ability to offer a broad selection of productd competitive prices is dependent on our abilitynhaintain existing and build new
relationships with manufacturers and vendors. We dot have long-term agreements with our manufacttser vendors and some of our
manufacturers and vendors compete directly with us.

We purchase products for resale both dirdotig;n manufacturers and indirectly through distrirstand other sources, all of whom we
consider our vendors. We do not have any long-sggreements with any of these vendors. Any agreeswettt vendors governing our
purchase of products are generally terminable theeparty upon 30 days’ notice or less. In genevalagree to offer products on our website
and the vendors agree to provide us with infornrmasibout their products and honor our customer sepolicies. If we do not maintain
relationships with vendors on acceptable termdudicg favorable product pricing and vendor consitien, we may not be able to offer a
broad selection of products or continue to offeduicts at competitive prices, and customers mags#aot to shop at our website. In addit
some vendors may decide not to offer particuladpets for sale on the Internet, and others maydaefiering their new products to retailers
like us who offer a mix of close-out and recertfigroducts in addition to new products. From timérme, vendors may terminate our right to
sell some or all of our products, change the appleterms and conditions of sale or reduce oodistue the incentives or vendor
consideration that they offer. Any such terminatiwrihe implementation of such changes could havegative impact on our operating rest
Additionally, some products are subject to manufaator distributor allocation, which limits thember of units of those products that are
available to us and other resellers.

Our business is subject to the risk of supplier cemtration.

Our business is dependent on sales of HeRéetkard (HP) and HP-related products, which reptegeapproximately 49% of eCOST's net
revenues (11% of our consolidated net revenue®)@7, 33% of eCOST’s net revenues (7% of our cadaigd net revenues whereby eCOST
had 11 months of activity) in 2006 and 28% of eCQS3iEt revenues in 2005. If our ability to purchdgect from HP is terminated or
restricted, or if the demand for HP and HP-relggemtiucts declines, our business will be materiatlyersely affected.

We are dependent on the success of our advertisind marketing efforts, which are costly and may raathieve desired results, and on our
ability to attract customers on cost-effective tegm

Our revenues depend on our ability to advedisd market our products effectively. Increasdhéncosts of advertising and marketing,
including costs of online advertising, paper andtage costs, costs and fees of third-party sepriceiders and the costs of complying with
applicable regulations, may limit our ability tovaditise and market our business without impactimgpoofitability. If our advertising and
marketing efforts prove ineffective or do not prodwa sufficient level of sales to cover their costsf we decrease our advertising or
marketing activities due to increased costs, m&giris enacted by regulatory agencies or for ahgrateason, our revenues and profit margins
may decrease. Our success depends on our abilityr&mt customers on cosffective terms. We have relationships with onkeevices, searc
engines, shopping engines, directories and othbsites and e-commerce businesses through whichavép advertising banners and other
links that direct customers to our website. We ekperely on these relationships as significantrses of traffic to our website and to generate
new customers. If we are unable to develop or raairthese relationships on acceptable terms, dlityab attract new customers on a cost-
effective basis could be harmed. In addition, é¢emé our existing online marketing agreements mexjus to pay fixed placement fees or fees
for directing visits to our eCOST website, neitbéwhich may convert into sales.

Because we experience seasonal fluctuations in mwenues, our quarterly results may fluctual

Our business is moderately seasonal, refigttia general pattern of peak sales for the rigtdilstry during the holiday shopping season.
Typically, a larger portion of our revenues occuridg the first and fourth fiscal quarters. We beé that our historical revenue growth makes
it difficult to predict the effect of seasonality our future revenues and results of operationantitipation of increased sales activity during
the first and fourth quarters, we incur additioegbenses, including higher inventory and staffiogts. If sales for the first and fourth quarters
do not meet anticipated levels, then increasedresgsemay not be offset which could decrease otitgdity. If we
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were to experience lower than expected sales dorindrst or fourth quarters, for any reason, @uld decrease our profitability.
Our business may be harmed by fraudulent activit@s our website.

We have received in the past, and anticigeewe will receive in the future, communicationsnfi customers due to purported fraudulent
activities on our eCOST website. Negative publigénerated as a result of fraudulent conduct brd iarties could damage our reputation and
diminish the value of our brand name. Frauduletividies on our eCOST website could also subjedibussses. We expect to continue to
receive requests from customers for reimbursemeaatal purportedly fraudulent activities or threattdegal action if no reimbursement is
made.

If we do not successfully expand our eCOST webaite processing systems to accommodate higher lesaisaffic and changing custome
demands, we could lose customers and our revenaesdcdecline.

To remain competitive, we must continue toarde and improve the functionality and featureswfwebsite. If we fail to upgrade our
website in a timely manner to accommodate high&rmaes of traffic, our website performance couldauénd we may lose customers. The
Internet and the eemmerce industry are subject to rapid technoldgicange. If competitors introduce new featuresaatlsite enhancemer
embodying new technologies, or if new industry deads and practices emerge, our existing eCOSTitgednsd systems may become obsolete
or unattractive. Developing our eCOST website aherosystems entails significant technical andress risks. We may face material delays
in introducing new services, products and enhanaogné# this happens, customers may forgo the fisenoeCOST website and use those of
our competitors. We may use new technologies ingffely, or we may fail to adapt our website, traction processing systems and computer
network to meet customer requirements or emergidgstry standards.

If we fail to successfully expand our merchandise categories anolduct offerings in a cost-effective and timely maer, our reputation and
the value of our new and existing brands could barimed, customer demand for our products could deeland our profit margins could
decrease.

Historically, we have generated the substhntggority of our revenues from the sale of comptigdware, software and accessories and
consumer electronics products. In recent yeard)ave added several new product categories, inautigital imaging, watches and jewelry,
housewares, DVD movies, video games and celluleglesds. While our merchandising platform has beearporated into and tested in the
online computer and consumer electronics retaiketar we cannot predict with certainty whetheraih ©e successfully applied to other pro:
categories. In addition, expansion of our busiséggegy into new product categories may require iiscur significant marketing expenses,
develop relationships with new vendors and compti wew regulations. We may lack the necessaryrtispan a new product category to
realize the expected benefits of that new cateddmgse requirements could strain managerial, filmhaod operational resources. Additional
challenges that may affect our ability to expartd imew product categories include our ability to:

. establish or increase awareness of new brandsraddqi categories

. acquire, attract and retain customers at a reakonoabt;

. achieve and maintain a critical mass of customedsaaders across all product categor

. attract a sufficient number of new customers to mvhmew product categories are targe

. successfully market new product offerings to emrggttustomers

. maintain or improve gross margins and fulfillmeosts;

. attract and retain vendors to provide an expanidedof products to customers on terms that arepabke; anc
. manage inventory in new product categor

We cannot be certain that we will be ableuccgssfully address any or all of these challenmgaesnanner that will enable us to expand our
business into new product categories in a cost#ffe or timely manner. If our new categories adgcts or services are not received
favorably, or if our suppliers fail to meet our tarsers’ expectations, our results of operationsld/suffer and our reputation and the value of
the applicable new brand and other brands couliebgaged. The lack of market acceptance of our medupgt categories or inability to
generate
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satisfactory revenues from any expanded produegosies to offset our cost could harm our business.
Credit card fraud could materially adversely affeatir business.

We do not currently carry insurance againstribk of credit card fraud, so the failure to askggly control fraudulent credit card
transactions could reduce our revenues and groggm&Ve may suffer losses as a result of ordeasaal with fraudulent credit card data even
though the associated financial institution appdopayment of the orders. Under current credit gaadtices, we may be liable for fraudulent
credit card transactions because we did not obtagrdholdes signature. If we are unable to detect or comtradlit card fraud, or if credit ca
companies require more burdensome terms, refusecept credit card charges or assess financialtfgenaur business could be materially
adversely affected.

If we are unable to provide satisfactory customengce, we could lose custome

Our ability to provide satisfactory levelsafstomer service depends, to a large degree, affibient and uninterrupted operation of our
customer service operations. Any material disruptioslowdown in our order processing systems tiegulrom labor disputes, telephone or
Internet failures, power or service outages, natlisasters or other events could make it diffi@slimpossible to provide adequate customer
service and support. If we are unable to contigyaibvide adequate staffing and training for oustomer service operations, our reputation
could be seriously harmed and we could lose custmrBecause our success depends in large parteminigeour customers satisfied, any
failure to provide high levels of customer serwasuld likely impair our reputation and decrease imwenues.

We may not be able to compete successfully agaristing or future competitors.

The market for online sales of the productsffer is intensely competitive and rapidly evolyilWe principally compete with a variety of
online retailers, specialty retailers and otheritesses that offer products similar to or the sameur products. Increased competition is likely
to result in price reductions, reduced revenuegands margins and loss of market share. We expegpetition to intensify in the future
because current and new competitors can enter dhleetrwith little difficulty and can launch new wates at a relatively low cost. In addition,
some of our product vendors have sold, and contmirgensify their efforts to sell, their producisectly to customers. We currently or
potentially compete with a variety of businessesluding:

. other mult-category online retailers and liquidatic-tailers;
. online discount retailers of computer and consuahestronics merchandise such as Buy.com, NewEgd eyatDirect;

. consumer electronics and office supply superstsuel as Best Buy, Circuit City, CompUSA, Office DgpOfficeMax and Staple:
and

. manufacturers such as Apple, Dell, Gateway, He-Packard and IBM, that sell directly to custom:

Many of the current and potential competitdescribed above have longer operating historiegetacustomer bases, greater brand
recognition and significantly greater financial,nkegting and other resources than we do. In addibafine retailers may be acquired by,
receive investments from or enter into other conumaérelationships with larger, well-establishedlarell-financed companies. Some of our
competitors may be able to secure products fromufiaaturers or vendors on more favorable terms, egeater resources to marketing and
promotional campaigns, adopt more aggressive grigirinventory availability policies and devote stantially more resources to website and
systems development than we are able to.

If the protection of our trademarks and proprietamnghts is inadequate, our eCOST brand and reputaticould be impaired and we cou
lose customers.

We have five trademarks and/or service mariswe consider to be material to the successfedaipn of our business: eCOST
eCOST.con®, eCOST.com Your Online Discount Superstore!™, Bar@gCountdowr® and Bargain Countdown Platinum Club™. We
currently use all of these marks in connection wétephone, mail order, catalog, and online resail/ices. We also have several additional
pending trademark applications. We rely on tradé&maad copyright law, trade secret protection anafidentiality agreements with our
employees,
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consultants, suppliers and others to protect oopnpetary rights. Our applications may not be gedntand we may not be able to secure
significant protection for our service marks odganarks. Our competitors or others could adopetradks or service marks similar to our
marks, or try to prevent us from using our markeréby impeding our ability to build brand identiigd possibly leading to customer
confusion. Any claim by another party against uscisstomer confusion caused by use of our tradesmarkervice marks, or our failure to
obtain registrations for our marks, could negagivadfect our competitive position and could causeailose customers.

We have also filed an application with the UP&tent and Trademark Office for patent protectisrour proprietary Bargain Countdown™
technology. We may not be granted a patent fortéiknology and may not be able to enforce oumpaights if our competitors or others use
infringing technology. If this occurs, our compeii position, revenues and profitability could gatively affected.

Effective trademark, service mark, patentycigit and trade secret protection may not be afbélin every country in which we will sell
our products and offer our services. In additibe, telationship between regulations governing damames and laws protecting trademarks
and similar proprietary rights is unclear. Therefove may be unable to prevent third parties frequaing domain names that are similar to,
infringe upon or otherwise decrease the value otm@mademarks and other proprietary rights. If we @nable to protect or preserve the value of
our trademarks, copyrights, trade secrets or gitagrietary rights for any reason, our competiprsition could be negatively affected and we
could lose customers.

We also rely on technologies that we licemeenfrelated and third parties. These licenses noagantinue to be available to us on
commercially reasonable terms, or at all, in thearel As a result, we may be required to developbtain substitute technology of lower
quality or at greater cost, which could negativadgct our competitive position, cause us to laggt@mers and decrease our profitability.

We may be subject to product liability claims thaduld be costly and time consuming.

We sell products manufactured and distribigthird parties, some of which may be defectivenaly not comply with applicable laws or
regulations, such as laws or regulations requiwagning labels. If any product that we sell wereaoise physical injury or damage to property
or otherwise not comply with applicable laws orukegions, we may be subject to claims being assext@inst us as the retailer of the product.
Our insurance coverage may not be available orumtedo cover every claim that could be asserfedsticcessful claim were brought against
us in excess of its insurance coverage, it coupisa us to significant liability. Even unsuccessfalms could result in the expenditure of
funds and management time and could decreaseginitifif.

eCOST may be subject to future impairment chargekated to eCOST'’s intangible assets.

The valuation of intangible assets related@®ST is dependent upon, among other things, tiraaed value of eCOST’s projected cash
flows for its business. In the event eCOST is uaablmeet such projections, or such estimated salue otherwise less than the carrying value
of such intangibles, we may be required under etigecounting rules to record an impairment chamgmnnection with the write-down of
such intangibles.

Risks Related to Our eCOST Online Retailer Operatig Segment’s Industry

Additional sales and use taxes could be imposegast or future sales of our products or other prozts sold on our eCOST website, whi
could adversely affect our revenues and profitatyili

In accordance with current industry practiod aur interpretation of applicable law, we collaot remit sales taxes only with respect to
physical shipments of goods into states where we hghysical presence. If any state or otherdigi®n successfully challenges this practice
and imposes sales taxes on orders on which we tdmtiect and remit sales taxes, we could be expptssubstantial tax liabilities for past
sales and could suffer decreased sales in that@t@drisdiction in the future. In addition, a niben of states, as well as the U.S. Congress, hav:
been considering various legislative initiativeattbould result in the imposition of additionalesabnd use taxes on Internet sales. If any of
these initiatives are enacted, we could be requoemllect sales taxes in states where we do ¢ b physical presence. Future changes i
operation of our business also could result initfgosition of additional sales tax obligations. Thmposition of additional sales and use taxes
on past or future sales could
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adversely affect our revenues and profitability.

Existing or future government regulation could expe us to liabilities and costly changes in our bosss operations, and could redu
customer demand for our products.

We are subject to general business regulatioddaws, as well as regulations and laws spetlifigoverning the Internet and e-commerce.
Such existing and future laws and regulations mgyeide the growth of the Internet or other onlin@ises. These regulations and laws may
cover taxation, user privacy, marketing and proor@l practices, database protection, pricing, eantopyrights, distribution, electronic
contracts, email and other communications, consymraection, product safety, the provision of oalpayment services, intellectual property
rights, unauthorized access (including the Compataud and Abuse Act), and the characteristicsopradity of products and services. It is
unclear how existing laws governing issues sugbraegerty ownership, sales and other taxes, libespiass, data mining and collection, and
personal privacy apply to the Internet and e-conemddnfavorable resolution of these issues may &xpa to liabilities and costly changes in
our business operations, and could reduce custdemeand. The growth and demand for online commegiseahd may continue to result in
more stringent consumer protection laws that im@ak#tional compliance burdens on online comparkies.example, the laws of many states
require notice to customers if certain personailrimiation about them is obtained by an unauthonmdon, such as a computer hacker. These
consumer protection laws could result in substhotenpliance costs and could decrease profitability

Risks Related to Our Stock

The market price of our common stock may be vokatiYou may not be able to sell your shares at ooabthe price at which you purchased
such shares

The trading price of our common stock may ligiect to wide fluctuations in response to quarbequarter fluctuations in operating results,
announcements of material adverse events, geraditions in our industry or the public marketplacel other events or factors. In addition,
stock markets have experienced extreme price addhty volume volatility in recent years. This vdlgt has had a substantial effect on the
market prices of securities of many technologyteslacompanies for reasons frequently unrelatedleémperating performance of the specific
companies. These broad market fluctuations mayradiyeaffect the market price of our common stdoladdition, if our operating results
differ from our announced guidance or the expemtatiof equity research analysts or investors, tloe pf our common stock could decrease
significantly.

Our stock price could decline if a significant nuneb of shares become available for sale.

As of December 31, 2007, we had issued anstanding 0.6 million warrants to purchase commonlsthaving a weighted average
exercise price of $2.29 per share). In additiorgpfd8ecember 31, 2007, we have an aggregate ahiilibn stock options outstanding to
employees, directors and others with a weightedaaeexercise price of $1.23 per share. The slodu@smmon stock that may be issued upon
exercise of these warrants and options may bedésta the public market. Sales of substantial am®wof common stock in the public market
as a result of the exercise of these warrants torog) or the perception that future sales of thefseres could occur, could reduce the market
price of our common stock and make it more diffi¢alsell equity securities in the future.

Our common stock could be delisted from the Nas@apital Market.

Historically, the price of our common stoclkshieaded below $1.00 per share. If the price ofomnmon stock declines below $1.00 per
share for 30 consecutive trading days, we maytdaiheet Nasdag’ maintenance criteria, which may result in théstia of our common stoc
from the Nasdaqg Capital Market.

In the event of such delisting, trading, ifyam our common stock may then continue to be oeotetl in the non-Nasdaq over-the-counter
market in what are commonly referred to as thetedai bulletin board and the “pink sheets.” Asesult, an investor may find it more
difficult to dispose of or obtain accurate quotati@s to the market value of our common stockdtiten, we would be subject to a Rule
promulgated by the SEC that, if we fail to meeteria set forth in such Rule, imposes various [ragequirements on broker-dealers who sell
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securities governed by the Rule to persons otlear éistablished customers and accredited investorshese types of transactions, the broker-
dealer must make a special suitability determimator the purchaser and have received the purclsagdtten consent to the transactions prior
to the sale. Consequently, the Rule may have arrabaelverse effect on the ability of broker-desltr sell our securities, which may
materially affect the ability of shareholders td ser securities in the secondary market.

A delisting from the Nasdaq Capital Markethalso make us ineligible to use Forn83e register the sale of shares of our commorksto
to register the resale of our securities with tB€Sthereby making it more difficult and expensioeus to register our common stock or other
securities and raise additional capital.

Our certificate of incorporation, our bylaws, outhareholder rights plan and Delaware law make it fidult for a third party to acquire us,
despite the possible benefit to our shareholders.

Provisions of our certificate of incorporatjia@ur bylaws, our shareholder rights plan and DataWwaw could make it more difficult for a
third party to acquire us, even if doing so woudddeneficial to our shareholders. For example cettificate of incorporation provides for a
classified board of directors, meaning that onlgragimately one-third of our directors may be sebje re-election at each annual shareholder
meeting. Our certificate of incorporation also pegsnour Board of Directors to issue one or moréesenf preferred stock, which may have
rights and preferences superior to those of thensomstock. The ability to issue preferred stocklddiave the effect of delaying or preventing
a third party from acquiring us. We have also addjat shareholder rights plan. These provisionsdogigtourage takeover attempts and could
materially adversely affect the price of our stdckaddition, because we are incorporated in Dedlaywae are governed by the provisions of
Section 203 of the Delaware General Corporation,alaich may prohibit large shareholders from conswating a merger with, or acquisition
of us. These provisions may prevent a merger auiaitipn that would be attractive to shareholderd eould limit the price that investors
would be willing to pay in the future for our commstock.

There are limitations on the liabilities of our dactors and executive officers.

Pursuant to our bylaws and under Delaware ¢tawdirectors are not liable to us or our shareéud for monetary damages for breach of
fiduciary duty, except for liability for breach afdirector’s duty of loyalty, acts or omissionsagirector not in good faith or which involve
intentional misconduct or a knowing violation oiaor any transaction in which a director has detien improper personal benefit.
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Item 2. Properties

Our general corporate headquarters and thpoate headquarters of our PFS service fee andigsjistributors businesses are located in
Plano, Texas, a Dallas suburb. Our eCOST corpbeddquarters is located in El Segundo, California.

In the U.S., we operate two distribution fiigs in Memphis, Tennessee, with aggregated #omt mezzanine space of more than 800,000
square feet. We also operate approximately 1 miliguare feet of distribution facilities in SoutbayMississippi. Both of these complexes are
located approximately five miles from the Memphigelnational Airport. We also manage a 200,000 sgjfaot distribution facility in
Grapevine, Texas.

We operate a 150,000 square foot distributimter in Liege, Belgium, which contains advancistritiution systems and equipment. We
operate a 22,000 square foot distribution centéfankham, Canada, near Eastern Toronto. We alsatgpa 6,500 square foot facility in the
Philippines to provide call center and customeviserfunctions. We operate customer service cefmefrgnnessee, Texas, Belgium and the
Philippines. Our call center technology permits dlaéomatic routing of calls to available custonmwige representatives in several of our call
centers.

Except for the Grapevine, Texas facility, whige manage on our client’s behalf, all of ourlfties are leased and the material lease
agreements contain one or more renewal options.

Item 3. Legal Proceedings

On May 9, 2005, a lawsuit was filed in thetiled Court of Collin County, Texas, by J. Greggtéhrard, as Trustee of the D.1.C. Creditors
Trust, naming the former directors of Daisytek fntgional Corporation and the Company as defendBatisytek filed for bankruptcy in
May 2003 and the Trust was created pursuant toyl2's Plan of Liquidation. The complaint allegadnong other things, that the spin-off of
the Company from Daisytek in December 1999 wasiadiulent conveyance and that Daisytek was daméageelty in the amount of at least
$38 million. On May 3, 2007, the Court granted @@mpany’s motions for summary judgment and alhef ¢laims against the Company have
been dismissed. In December 2007, the remainingepdo the litigation agreed to a settlement pansto which all of the remaining claims
have been dismissed.

On July 25, 2007 a purported class action léivesntitledDarral Frank and Joseph F. Keeley, Jr. v. PC M#ik;. dba eCOST.com and
eCOST.com, Inavas filed in the Superior Court of California, LAsgeles County. The purported class consists affatlrrent and former
sales representatives who worked for the defendar@alifornia from July 24, 2003 through July 2407. The lawsuit alleges that the
defendants failed to pay overtime compensationiatedest thereon, failed to timely pay compensatmterminated employees and failed to
provide meal and rest periods, all in violatiortted California Labor Code and Business and PrafessCode. The complaint seeks unpaid
overtime, statutory penalties, interest, attorndéges, punitive damages, restitution and injunctalief. We intend to vigorously contest this
action and do not believe the claims have any miEnié matter has been submitted to arbitration.

In February 2008, eCOST and the Company wameed with a Complaint For Civil Penalties and hitive Relief filed by Jamie Te’o in
the Superior Court of California, Alameda Countieging violation of California Proposition 65 ang from the sale by eCOST of certain
computer components. We intend to vigorously cdrités action and do not believe the claims haweraarit. We may also seek
indemnification for these claims from the manufaeta of these products.

Item 4. Submission of Matters to a Vote of Security Holders

None.
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PART Il
Item 5. Market for Registrant’'s Common Equity, Related Skednolder Matters and Issuer Purchases of Equity Setias

Our common stock is listed and currently teade the NASDAQ Capital Market under the symbol SW” The following table sets forth
for the period indicated the high and low sale @fir the common stock as reported by NASDAQ:

Price
High Low
Year Ended December 31, 2C
First Quarte $1.3¢ $0.91
Second Quarte $1.02 $0.81
Third Quartel $1.5C $0.82
Fourth Quarte $1.5¢ $1.04
Year Ended December 31, 2C
First Quarte $1.8( $1.2C
Second Quarte $1.31 $0.9:2
Third Quartel $1.0: $0.67
Fourth Quarte $1.3¢ $0.61

As of March 3, 2008, there were approximate$00 shareholders of which approximately 160 wecerd holders of the common stock.

We have never declared or paid cash dividendsur common stock and do not anticipate the paywfecash dividends on our common
stock in the foreseeable future. We are also ststtifrom paying dividends under our debt agreesavithout the prior approval of our
lenders. We currently intend to retain all earnit@gfinance the further development of our busing@bg payment of any future cash dividends
will be at the discretion of our Board of Direct@nsd will depend upon, among other things, fut@miegs, operations, capital requirements,
the general financial condition of the Company gaderal business conditions and the approval ofemglers. See “Management’s Discussion
and Analysis of Financial Condition and Result©glerations — Liquidity and Capital Resources.”

The following table summarizes informationhwespect to equity compensation plans under widglity securities of the registrant are
authorized for issuance as of December 31, 2007:

Number of securities Weighted-average Number of

to be issued upon exercise price of securities

exercise of outstanding remaining
outstanding options options and available for

Plan category (1) and warrants warrants future issuance

Equity compensation plans approved by securitydrs| 5,680,69: $1.2¢F 2,484,94
Equity compensation plans not approved by sechotgers 429,21¢ $0.94 —
Total 6,109,91 2,484,94

(1) See Note 5 to the Consolidated Financial Statenfentaore detailed information regarding the remis’s equity compensation plar

Item 6. Selected Consolidated Financial Data
Historical Presentation

The selected consolidated historical stateroBoperations data for the years ended Decemhe2)7, 2006, and 2005, and the selected
consolidated balance sheet data as of Decemb@08Z,and 2006 have been derived from our auditedatmated financial statements, and
should be read in conjunction with those statemantsnotes, which are included in this Form 10-Ke Belected consolidated statement of
operations data for the years ended December 84, &0d 2003 and the selected consolidated baldwest data as of December 31, 2005,
2004
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and 2003 have been derived from our audited catestelil financial statements, and should be readrijunction with those statements, which
are not included in this Form 10-K.

The selected consolidated financial data shbalread in conjunction with “Management’s Disémis@nd Analysis of Financial Condition
and Results of Operations,” “Risks Related to OusiBess — Certain of our historical financial im@tion may not be representative of our
future results,” and the consolidated financiatesteents and notes thereto that are included elsevif¢his Form 10-K.
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Historical Selected Condensed Consolidated FinandiBata
(In thousands, except per share data)

Year Ended
December 31,
2007 2006 2005 2004 2003
Condensed Consolidated Statements
Operations Data:
Revenues
Product revenue, n $339,50( $333,31: $252,90: $267,47( $249,23(
Service fee revent 74,48( 67,05¢ 60,78 42,07¢ 33,77:
Pas-through revenu 32,82: 22,88¢ 17,97 12,11¢ 3,43t
Total revenue 446,80: 423,25: 331,65 321,66! 286,43t
Costs of revenue:
Cost of product revent 313,83! 311,41 235,58 251,96¢ 235,31
Cost of service fee reven 53,37¢ 49,27+ 45,59] 28,06 23,15¢
Cost of pas-through revenu 32,82: 22,88¢ 17,97 12,11¢ 3,43t
Total costs of revenue 400,03: 383,57 299,15! 292,15« 261,91
Gross profit 46,77( 39,67¢ 32,50¢ 29,511 24,52°¢
Percent of revenue 10.5% 9.4% 9.8% 9.2% 8.6%
Selling, general and administrative expenses 44,057 45,18¢ 30,52 27,09 25,69¢
Merger integration expens 15C 1,49¢ — — —
Amortization of identifiable intangible 80¢ 74¢ — — —
Goodwill impairment — 3,507 — — —
Total operating expens: 45,01 50,94( 30,52 27,09 25,69¢
Income (loss) from operatiol 1,757 (11,269 1,98: 2,42( (1,179
Percent of revenue 0.4% (2.7)% 0.6% 0.8% (0.9%
Interest expense (income), 1 2,34 2,112 1,72¢ 1,46( 2,00(
Income (loss) before income tax (58E) (23,3796 254 96C (3,174
Income tax expens 79¢ 1,154 1,001 734 572
Net income (loss $ (1,389 $(14,530) $ (747) $ 22€ $ (3,746
Per share data:
Net income (loss) per shal
Basic $ (0.09 $ (0.39 $ (0.09) $ 0.01 $ (0.20
Diluted $ (0.09 $ (039 $ (0.09) $ 0.01 $ (0.20
Weighted average number of shares outstan:
Basic 46,48( 42,76: 22,39 21,33 19,01:
Diluted 46,48( 42,76: 22,39« 23,46¢ 19,01

(A) Includes stock based compensation expen$&®t, $899, $16, $14 and $6 in the years endedrbleee31, 2007, 2006, 2005, 2004 and
2003, respectively

As of December 31,

2007 2006 2005 2004 2003
Consolidated Balance Sheet Datz
Working capital $ 22,507 $ 20,70:¢ $ 23,35¢ $ 22,60¢ $ 21,407
Total asset 158,17: 164,15: 131,72¢ 130,32° 108,35¢
Long-term obligations 7,68( 7,60¢ 8,10z 8,74¢ 3,76(
Shareholde’ equity 48,84: 48,84( 29,93 29,92¢ 28,417
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Item 7. Management’s Discussion and Analysis of Financiab@dition and Results of Operations

We believe the following discussion and analysivigles information that is relevant to an assessraed understanding of our
consolidated results of operations and financiatdition. The discussion and analysis should be ieambnjunction with the consolidated
financial statements and related notes thereto appg elsewhere in thiForm 10-K . This Management’s Discussion and Aniglydl help
you understand

. The impact of forward looking statemer

. Our financial structure, including our historicaldncial presentatior

. Our results of operations for the last three ye

. Our relationship with our subsidiaries Suppliestiiisitors and eCOS1

. Our liquidity and capital resource

. The impact of seasonality, inflation and recerglyuied accounting standards on our financial statesnanc

. Our critical accounting policies and estima

Forward-Looking Information

We have made forward-looking statements is Report on Form 18- These statements are subject to risks and waicsets, and there ¢
be no guarantee that these statements will probe torrect. Forwartboking statements include assumptions as to howneae perform in th
future. When we use words like “seek,” “strive,€leve,” “expect,” “anticipate,” “predict,” “poterdl,” “continue,” “will,” “may,” “could,”
“intend,” “plan,” “target” and “estimate” or simitaexpressions, we are making forward-looking staet® You should understand that the
following important factors, in addition to the RiBactors set forth above or elsewhere in this RepoForm 10-K, could cause our results to
differ materially from those expressed in our ford¢#ooking statements. These factors include:

. our ability to retain and expand relationships ve#isting clients and attract and implement neerds;
. our reliance on the fees generated by the tramsaetlume or product sales of our clier
. our reliance on our clier’ projections or transaction volume or product se

. our dependence upon our agreements with InterradtiBusiness Machines Corporatic*IBM”) and InfoPrint Solutions Compal
(“1PE"), a joint venture company owned by Ricoh and IE

. our dependence upon our agreements with our mégots;

. our client mix, their business volumes and the aealgty of their busines:

. our ability to finalize pending contrac!

. the impact of strategic alliances and acquisitit

. trends in -commerce, outsourcing, government regulation batbign and domestic and the market for our sery
. whether we can continue and manage gro

. increased competitiol

. our ability to generate more revenue and achies&agable profitability

. effects of changes in profit margir

. the customer and supplier concentration of ourr®ss;

. the unknown effects of possible system failuresrapid changes in technoloc

. foreign currency risks and other risks of operatmépreign countries

. potential litigation;

. potential delisting

. our dependency on key persont

. the impact of new accounting standards, and changedsting accounting rules or the interpretasiofi those rules
. our ability to raise additional capital or obtaidétional financing;

. our ability and the ability of our subsidiariestiorrow under current financing arrangements ancdhtaii compliance with del
covenants

. relationship with and our guarantees of certaithefliabilities and indebtedness of our subsid&

. whether outstanding warrants issued in a priorgpeilacement will be exercised in the futt



. our ability to successfully achieve the anticipatedefits of our merger with eCOS

. eCOS”s potential indemnification obligations to its fagnmparent
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. eCOS7's ability to maintain existing and build new reteiships with manufacturers and vendors and theessaaf its advertising ar
marketing efforts

. eCOS™s ability to increase its sales revenue and salegimand improve operating efficiencies; ¢
. eCOS7's ability to generate projected cash flows suffiti® cover the values of its intangible ass

We have based these statements on our cexxpattations about future events. Although we beltbat the expectations reflected in our
forward-looking statements are reasonable, we daguarantee that these expectations actually withéhieved. In addition, some forward-
looking statements are based upon assumptionsfatite events that may not prove to be accurdier&fore, actual outcomes and results
differ materially from what is expected or fore@btn such forward-looking statements. We undertakebligation to update publicly any
forward-looking statement for any reason, evereifrfinformation becomes available or other eventsiom the future. There may be
additional risks that we do not currently view aatemial or that are not presently known. In evahgathese statements, you should consider
various factors, including the risks set forthlie section entitled “Risk Factors.”

Overview

We are an international provider of integrdbediness process outsourcing solutions to magmdname companies seeking to maximize
their supply chain efficiencies and to extend theiditional business and e-commerce initiativeels as a leading multi-category online
discount retailer of new, “close-out” and receetifibrand-name merchandise. We derive our revenomsthree business segments: business
process outsourcing, a master distributor and@odi#t online retailer.

First, in our business process outsourcingness segment, we derive our revenues from a biaragk of services, including professional
consulting, technology collaboration, order managetnmanaged web hosting and web development,mestelationship management,
financial services including billing and collectiservices and working capital solutions, kittinglassembly services, information manager
and international fulfillment and distribution sex@s. We offer our services as an integrated smiutvhich enables our clients to outsource
their complete infrastructure needs to a single@and to focus on their core competencies. Quirildiition services are conducted at
warehouses that we lease or manage and includémesinventory management and customized pickiagking and shipping of our clients’
customer orders. We currently offer the abilityptovide infrastructure and distribution solutionsctients that operate in a range of vertical
markets, including technology manufacturing, corepptroducts, cosmetics, fragile goods, high segantlectibles, contemporary home
furnishings, apparel, aviation, telecommunicatiand consumer electronics, among others.

In this business process outsourcing segmento not own the underlying inventory or the résglaccounts receivable, but provide
management services for these client-owned addfetsypically charge our service fee revenue onst-ptus basis, a percent of shipped
revenue basis or a per-transaction basis, suctpasminute basis for web-enabled customer comtauter services and a per-item basis for
fulfilment services. Additional fees are billedrfother services. We price our services basedvariaty of factors, including the depth and
complexity of the services provided, the amountagital expenditures or systems customization redquihe length of contract and other
factors.

Many of our service fee contracts involvedhirarty vendors who provide additional serviceshsag package delivery. The costs we are
charged by these third-party vendors for theseices\are often passed on to our clients. Our b#lifor reimbursements of these and other
‘out-of-pocket’ expenses include travel, shippimgl dandling costs and telecommunication chargesemthcluded in pass-through revenue.

Our second business segment is a productuevaodel. In this segment, we are a master distritnf product for IPS and certain other
clients. In this capacity, we purchase, and thus,émventory and recognize the corresponding prockwenue. As a result, upon the sale of
inventory, we own the accounts receivable. Fretgists billed to customers are reflected as comgeredrproduct revenue. This business
segment requires significant working capital reguoients, for which we have senior credit faciliteprovide for more than $85 million of
available financing.

Our third business segment is a web-commenmdupt revenue model focused on the sale of predoc broad
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range of consumer and small business custometisisisegment we operate as a multi-category ouliseunt retailer of new, “close-out” and
recertified brand-name merchandise. Our produetdimrrently offers approximately 170,000 produntséveral primary merchandise
categories, primarily including computer hardwaned aoftware, home electronics, digital imaging,chas and jewelry, housewares, DVD
movies, video games and cellular/wireless.

Growth is a key element to us achieving oturelgoals, including achieving and maintainingaungble profitability. Growth in our
business process outsourcing segment is drivewdyrtain elements: new client relationships and miggrowth from existing clients. We
focus our sales efforts on larger contracts winmbdrname companies within two primary target maskenline brands and retailers and
technology manufacturers, which, by nature, reqailenger duration to close but also have the fiatieio be higher quality and longer
duration engagements. Our 2007 results includeoappately $6.6 million of revenue from new servimmntract relationships, including cert
incremental projects, which we estimate is appraxéty 50% of the approximately $12 to $14 millior elieve will ultimately be the fully
operational annual fee revenue under new clieatioglships entered into in late 2006 and during7200

Growth within our product revenue businegsrisarily driven by our ability to attract new mastistributor arrangements with IPS or o
manufacturers and the sales and marketing effétteeamanufacturers and third party sales partners.

Growth within our web-commerce product revemgzel is primarily driven by eCOST’s ability tocirease sales by generating organic
growth, new customers and expanding its produet lin

We continue to monitor and control our costfotus on profitability. While we are targetingrowew service fee contracts to yield increa
gross profit, we also expect to incur incremenmtgestments to implement new contracts, investmaritdrastructure and sales and marketing
to support our targeted growth and increased pabliapany professional fees.

Our expenses comprise primarily four categorlg cost of product revenue, 2) cost of servézerevenue, 3) cost of pass-through revenue
and 4) operating expenses.

Cost of product revenueconsists of the purchase price of product soldfegight costs, which are reduced by certain reirshble
expenses. These reimbursable expenses includehpasgh customer marketing programs, direct costsried in passing on any price
decreases offered by vendors to cover price pioteand certain special bids, the cost of prodpotsided to replace defective product
returned by customers and certain other expensgsfimed under the master distributor agreemengaddr marketing programs, such asogo-
advertising, also reduce cost of product revenue.

Cost of service fee revenaeonsists primarily of compensation and relatgueeses for our web-enabled customer contact cseateices,
international fulfillment and distribution servicaad professional consulting services, and otlxedfiand variable expenses directly related to
providing services under the terms of fee basetracts, including certain occupancy and informatechnology costs and depreciation and
amortization expenses.

Cost of pass-through revenuehe related reimbursable costs for pass-throvgkeritures are reflected as cost of pass-throengénue.

Operating expensesconsist primarily of selling, general and adntigitve (“SG&A”) expenses such as compensationrafated
expenses for sales and marketing staff, advertisiniine marketing and catalog production, disttitnu costs (excluding freight) applicable to
the Supplies Distributors and eCOST businessesuéixe, management and administrative personneb#imel overhead costs, including
certain occupancy and information technology cast$ depreciation and amortization expenses.

Monitoring and controlling our available caslances continues to be a primary focus. Our aadHiquidity positions are important
components of our financing of both current operatiand our targeted growth. In recent years we hdded to our available cash and
liquidity positions through various transactions.
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. Each of our primary operating subsidiaries hasamaore ass-based working capital financing agreements wittiouer lenders
. Between 2003 and 2006, we raised approximately $8llion in net proceeds from the sale of appneedely 7 million shares of
common stock in private placements to certain itorss
Historical Financial Presentation

As a result of our acquisition of eCOST.confrébruary 2006, we believe our historical finanstatements may not provide a meaningful
comparison to our current and future financial perfance.

Results of Operations

Year Ended December 31, 2007 Compared to Year Erdecember 31, 2006

The following table discloses certain finahaidormation for the periods presented, expressadrms of dollars, dollar change, percentage
change and as a percentage of total revenue (liomsi.

% of Total
Change Revenue
2007 2006 $ % 2007 2006
Revenues
Product revenue, n $ 339.t $ 333.c $ 6.2 1.9% 76.(% 78.8%
Service fee revent 74.5 67.1 7.4 11.1% 16.7% 15.£%
Pas-through revenu 32.¢ 22.¢ 9.¢ 43.4% 7.2% 5.4%
Total net revenue 446.¢ 423.% 23.t 5.6% 100.(% 100.(%
Cost of Revenue
Cost of product revent 313.¢ 311. 2.4 0.8% 92.4%(1) 93.4%(1)
Cost of service fee reven 53.2 49.2 4.1 8.2% 71.7%(2) 73.5%(2)
Pas-through cost of revent 32.¢ 22.€ 9.¢ 43.4% 100.(%(3) 100.(%(3)
Total cost of revenue 400.( 383.€ 16.4 4.3% 89.5% 90.€%
Product revenue gross prc 25.7% 21.¢ 3.8 17.2% 7.€%(1) 6.6%(1)
Service fee gross prof 21.1 17.¢ 3.2 18.7% 28.2%(2) 26.59%(2)
Pas-through gross profi — — — —% -%(3) -%(3)
Total gross profi 46.¢ 39.7 7.1 17.%% 10.5% 9.4%
Operating Expense 45.C 50.¢ (5.9 (11.6% 10.1% 12.(%
Income (loss) from operatiol 1.8 (11.2) 13.C 115.6% 0.4% (2.60%
Interest expense, n 2.4 2.1 0.3 10.% 0.5% (0.5%
Income (loss) before income ta (0.9 (13.9) 12.7 (95.9% (0.1)% (3.0)%
Income tax expense, r 0.8 1.2 04 30.8% 0.3% 0.3%
Net income (loss $ (19 $ (145 $ 13.1 90.5% (0.9% (3.9%

(1) Represents the percent of Product revenue
(2) Represents the percent of Service fee reve
(3) Represents the percent of F-through revenue

Product Revenue, netCOST product revenue was $104.1 million in 20077.8% increase as compared to $88.3 million irptier year.
Fiscal 2007 includes a full year of eCOST actidtycompared to eleven months in 2006 followingaitguisition of eCOST in February 2006.
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Supplies Distributors product revenue of $23%illion decreased $9.6 million, or 3.9% in 20&7campared to the prior year. This decrease
was primarily due to the decreased sales voluneeéin products as a result of improvement inptteelucts’ useful lives, which slowed
consumer’s demand for replenishment, the impafareign currency fluctuations which created alt¢ineapurchasing channels for certain
customers, and incremental vendor promotion agtigithe March 2006 quarter, which did not occu2@?.

We currently expect our 2008 annual produe¢mneie for Supplies Distributors to remain the samgrow slightly and for eCOST annual
product revenue to be higher than 2007.

Service Fee Revenud@he increase in service fee revenue for the yeraled December 31, 2007 and 2006 reflects thedbloimpact
from new clients that were added late in calenéar Y006 and increased project activity in 200aaspared to 2006. The change in service
fee revenue, excluding pass-through revenue, isste@low ($ millions):

Year ended December 31, 2C $ 67.1
New service contract relationships, including daertacremental projects under new contr¢ 6.€
Change in existing client service fees and ceitairemental projects with existing clier 34
Terminated clients not included in 2007 reve (2.9

Year ended December 31, 2C $ 74t

Service fee revenue for the year ended DeceB1he2007 included approximately $4.2 million ee§ earned from client contracts
terminated during 2007.

Based on historical activity and current petifn of existing clients, including new clientgised in 2007, we currently anticipate that 2008
service fee revenue will be higher than 2007 serfee revenue.

Cost of Product Revenu€ost of product revenue for year ended Decembe2@17 includes a full year of activity for eCOSTcasnpared
to eleven months in 2006 following the acquisitaireCOST in February 2006. The gross margin for 8C@as $8.9 million or 8.6% of
product revenue in 2007 and $4.2 million or 4.8%mfduct revenue during 2006. Gross margin for eC@&the period ended December 31,
2006 included elevated levels of fraudulent creditd chargeback activity, an increased provisiorekzess and obsolete inventory and the
impact of a loss applicable to a sales transaetitina former eCOST customer. In addition, grossgimafor eCOST increased from the prior
year due to improved product pricing controls,dhgiinitiatives and increased sales of higher nrmapgoduct through virtual warehou
agreements with its vendors.

Supplies Distributors cost of product revedeereased by $8.8 million, or 3.8%, to $218.6 wiillin 2007, primarily as a result of reduced
product sales. The resulting gross profit margis %6.7 million or 7.1% of product revenue for yfear ended December 31, 2007 and
$17.7 million or 7.2% of product revenue for 2006e gross profit margin for the 2007 and 2006 gkrimclude certain incremental inventory
cost reductions.

Cost of Service Fee Revenukhe increase in gross profit as a percentagerofce fees to 28.3% in 2007 from 26.5% in 200@rimarily
due to improved cost controls and productivity entain clients and additional higher margin cliprdject activity compared to 2006. We
expect to earn an average gross profit of 25-30%ewn service fee contracts, but we have and matjreento accept lower gross margin
percentages on certain contracts depending onamrsicope and other factors.

Operating ExpensesOperating expenses for the year ended Decemb@087 include a full year of activity for eCOST @ampared to
only eleven months of activity in the year endead&maber 31, 2006 following the acquisition of eCO8TFebruary 2006. eCOST's operating
expenses declined during 2007 by $8.0 million asgared to the prior year primarily due to the mslon of savings through the reduction of
certain advertising and overhead expenses, redueeger and integration related expenses, changegjorate infrastructure expenses and
operating efficiencies attained as a result ofgd@©ST integration.
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Operating expenses in 2006 also include agildachpairment charge of $3.5 million resultingofn the annual analysis pursuant to
Statement of Financial Accounting Standards No, Btbdwill and Other Intangible Assets. Under dmslysis, we determined that the
carrying value of goodwill exceeded the fair valwhjch resulted in a $3.5 million non-cash writé-@f goodwill.

Excluding eCOST, operating expenses were &3dlion, or 9.5% of total net revenues in the 2@&fiod and $30.6 million, or 9.1% of
total net revenues in the comparable prior yeaogeil he increase in operating expenses is prisndtie to increased facility and personnel
related expenses partially offset by the favoraleact of exchange rates on intercompany accownrtsgithe 2007 period.

In 2008, we anticipate incremental operatixgemses for certain of our facilities to suppont anticipated growth in revenue; however, as a
percentage of net revenues, we expect operatingnegg to remain relatively constant.

Income TaxedNe recorded a tax provision associated primarithwir subsidiary Supplies Distributors’ Canadiad &uropean
operations. We did not record a federal incomebtenefit associated with our consolidated net Inssur U.S. operations or for our PFSweb
Canadian preéax losses in the current or prior periods. A vitraallowance has been provided for the majoritpur net deferred tax assets
of December 31, 2007 and December 31, 2006, whielp@gmarily related to our net operating loss yfamwards, and certain foreign deferred
tax assets. We expect that we will continue tomée@m income tax provision associated with Supf@iessributors’ Canadian and European
results of operations.

Year Ended December 31, 2006 Compared to Year Erdecember 31, 2005

Product Revenue, nd®roduct revenue was $333.3 million for the yeareginBecember 31, 2006, as compared to $252.9 miltiothe
year ended December 31, 2005, an increase of $&0idn, or 31.8%. Excluding the $88.3 million ofqruct revenue of eCOST following
acquisition in February 2006, product revenue desad $7.9 million, or 3.1%, primarily due to lowaiumes and reduced vendor promotional
activity.

Service Fee Revenu&ervice fee revenue was $67.1 million for theryaled December 31, 2006 as compared to $60.@midr the
year ended December 31, 2005, an increase of $ili@mor 10.3%. Service fee revenue includes iasex service fees generated fi
incremental projects with certain client relatioipsh The change in service fee revenue is showowbé$ millions):

Year ended December 31, 2C $ 60.¢
New service contract relationships, including dartacremental projects under new contre 4.7
Change in existing client service fees from orgagmawvth and certain incremental projects with ergstlients 6.7
Terminated clients not included in 2006 reve (5.7

Year ended December 31, 2C $ 67.1

Service fee revenue for the year ended DeceBihe?006 included approximately $2.9 million eé§ earned from client contracts
terminated during 2006.

Cost of Product Revenu€ost of product revenue was $311.4 million for ykar ended December 31, 2006, as compared to $a8%idh
for the year ended December 31, 2005, an increfageb08 million or 32.2%. Excluding the $84.1 nolhi of cost of product revenue of eCOST
following its acquisition in February 2006, costprbduct revenue decreased $8.2 million or 3.5%t Gbproduct revenue, excluding eCOST,
decreased primarily as the result of decreased salames of certain products. Cost of product meree as a percent of product revenue,
excluding the impact of eCOST, was 92.8% duringyter ended December 31, 2006 and 93.2% duringetiieended December 31, 2005.
The resulting gross profit margin was 7.2% forykar ended December 31, 2006 and 6.8% for thegrebled December 31, 2005. The gross
profit margin for the 2006 and 2005 periods inclgdetain incremental inventory cost reductions. 8T@ cost of product revenue, as a
percentage of product revenue was 95.2% duringeheended December 31, 2006, following its actjaisin February 2006. The resulting
gross
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margin for eCOST was 4.8% during the same peridiclwis lower than expected primarily due to unliguzigh levels of credit card
chargeback activity that resulted in approximagly7 million of higher than normal credit card devacks, an increased provision for excess
and obsolete inventory, and the impact of a $0Maniloss applicable to a sales transaction torener eCOST customer.

Cost of Service Fee Revenugost of service fee revenue was $49.3 milliontfieryear ended December 31, 2006, as compared to
$45.6 million during the year ended December 3D52@n increase of $3.7 million or 8.1%. The rasglservice fee gross profit was
$17.8 million, or 26.5% of service fee revenue,miythe year ended December 31, 2006 as compa®tbt@ million, or 25.0% of service fee
revenue, for the year ended December 31, 2005¢gfass profit as a percent of service fees increastte year ended December 31, 2006
primarily due to higher gross margins on certaiartlproject revenue as well as the prior yeariglower gross margins on certain new
contracts, including certain start up costs.

Operating ExpensesOperating expenses were $50.9 million for the yealed December 31, 2006, or 12.0% of total netmees, as
compared to $30.5 million, or 9.2% of total netepues, for the year ended December 31, 2005. Erguke $20.4 million of operating
expenses of eCOST following its acquisition in Feeloy 2006, operating expenses were $30.6 millio®, ¥ of total net revenues, during the
current period. Operating expenses in the yeardeBéeember 31, 2006 included $0.9 million of cegiplicable to stock-based compensation,
which were zero in the prior year. In addition, #8905 period included certain personnel relatedscasd certain incremental costs incurred to
relocate certain of our operations from Memphis,tdM new facility in Southaven, MS, which did metur in 2006.

Operating expenses also include a goodwilkimmpent resulting from our annual analysis purster@tatement of Financial Accounting
Standard No. 142, Goodwill and Other IntangiblegissUnder this analysis, we determined that theyicey value of goodwill exceeded the
fair value, which resulted in a $3.5 million nonshawrite-off of goodwill during the fourth quartef 2006.

Interest Expense, nelNet interest expense was $2.1 million and $1Iiamifor the years ended December 31, 2006 an& 2@ pectively
The increase was primarily related to the increageterest rates.

Income Taxed-or the year ended December 31, 2006 and 2005¢eweded a tax provision of $1.2 million and $1.0lion, respectively,
primarily associated with our subsidiary Suppligstiibutors’ Canadian and European operations. Wedt record an income tax benefit
associated with our consolidated net loss in o&. dperations. A valuation allowance has been gea/for our net U.S. deferred tax assets as
of December 31, 2006 and 2005, which are primaeilgted to our net operating loss carryforwards, @artain foreign deferred tax assets. We
did not record an income tax benefit for our PFSW@abadian pre-tax losses in the current or prioiogs.

Supplies Distributors and its Subsidiaries

Supplies Distributors and its subsidiariesasctaster distributors of various IPS and othedyets and, pursuant to a transaction
management services agreement between us and &upjgiributors, we provide transaction manageraedtfulfilment services to Supplies
Distributors and its subsidiaries. In addition to equity investment in Supplies Distributors, veé also provided Supplies Distributors wi
subordinated loan that, as of December 31, 20a¥ ahaoutstanding balance of $6.0 million.

Supplies Distributors has paid us dividend$2# million, $3.9 million and $1.0 million in 2802006 and 2005, respectively. Supplies
Distributors has received lender approval to pagivglends of $2.8 million in 2008, and to redutsesubordinated debt to us by $0.5 million,
but pursuant to the terms of its amended credéergents, is restricted from paying further casiddivds without the prior approval of its
lenders. In addition, no distribution may be mdgafter giving effect thereto, the net worth ofpgplies Distributors, as defined, would be less
than $1.0 million.

eCOST and its Subsidiaries

eCOST is a multi-category online discountitetaf new, “close-out” and recertified brand-namerchandise, selling products primarily to
customers in the United States. As of Decembe2BQ7, we have advanced $12.6
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million to eCOST to support its operations.

Liquidity and Capital Resources

Net cash provided by operating activities $&s! million for the year ended December 31, 200 @rimarily resulted from cash income
before working capital changes of $8.6 million amatking capital changes consisting of a decreasevientories of $2.3 million, a decrease in
prepaid expenses, other receivables and othersass®?.1 million and a decrease in accounts ratdévof $2.1 million, partially offset by a
decrease in accounts payable, accrued expensedhandiabilities of $9.4 million primarily relatetd the change in vendor financing payables
and an increase in restricted cash of $0.3 million.

Net cash provided by operating activities $a$ million for the year ended December 31, 2006 @ximarily consisted of a decrease in
inventories of $2.9 million, a decrease in accouatgivable of $1.7 million and a decrease in ietsl cash of $0.8 million. These sources of
cash were offset by a $2.6 million decrease in actopayable, accrued expenses and other liabilitiel an increase in net loss, as adjusted fo
non-cash items of $0.2 million.

Net cash used in investing activities for ylear ended December 31, 2007 totaled $3.7 milliimarily resulting from capital expenditures.

Net cash used in investing activities was $dilfon for the year ended December 31, 2006 atbsisted primarily of capital expenditures
of $4.0 million and cash paid to acquire eCOST afieash acquired, of $1.3 million, partially offé®s a decrease in restricted cash of $0.9
million.

Capital expenditures have historically corgigprimarily of additions to upgrade our managenngiormation systems and general
expansion of our facilities, both domestic and ifgne We expect to incur capital expenditures topsupnew contracts and anticipated future
growth opportunities. Based on our current cliamgibess activity and our targeted growth plansamtécipate that our total investment in
upgrades and additions to facilities and infornratiechnology services for the upcoming twelve menitiil be approximately $5 million to
$8 million, although additional capital expenditsiraay be necessary to support the infrastructupginements of new clients as well as the
eCOST infrastructure. To maintain our current ofegacash position, a portion of these expenditanag be financed through debt, operating
or capital leases or additional equity. We maytdieenodify or defer a portion of such anticipatedestments in the event that we do not
achieve the revenue necessary to support suchtingets.

Net cash used in financing activities was apjpnately $3.1 million for the year ended DecemBer2007, primarily representing
$2.2 million of payments on capital leases and $dillion of payments on debt partially offset bylecrease in restricted cash of $0.8 million.

Net cash provided by financing activities §&s3 million for the year ended December 31, 200@grily representing $4.9 million of net
proceeds on issuance of common stock pursuanptivae placement transaction and $1.0 million eif proceeds on debt partially offset by
payments on capital leases of $1.5 million andhanease in restricted cash of $1.1 million.

Our liquidity has been negatively impactecassult of the merger with eCOST. eCOST has egpeed a net usage of cash primarily due
to losses incurred. As a result, during the prooéssansitioning and integrating the eCOST operatj we have had to support eCOST’s cash
needs with the goal of achieving a stabilized openal position. The amount of further cash neetdeslipport eCOST operations will depend
upon the financing available as well as eCOST §tghio improve its financial results.

We initially targeted that eCOST, as part cbanbined Company, would achieve annual recurrogy savings of approximately $4 million
to $5 million, as compared to pre-merger levelsw&shave now completed the integration of eCOS@ @uir infrastructure, we have begun to
realize the expected benefits of these cost sawumitgtives, which resulted from, among other tignthe reduction of advertising expense and
certain overhead expenses, changes in corporagésinfcture and reduced freight costs. eCOST’dteesave improved during 2007 and we
expect continued improvement as a result of efforiacrease sales, improve product mix, gross
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margin and further improve operational efficiencies

During the year ended December 31, 2007, aukiwg capital increased to $22.5 million from & illion at December 31, 2006 primal
as a result of improved cash flows from operatidmsobtain additional financing in the future, iddition to our current cash position, we plan
to evaluate various financing alternatives inclgdine sale of equity, utilizing capital or operatieases, borrowing under our own credit
facilities, expanding our current credit facilitietering into new debt agreements or transfetortgird-parties a portion of our subordinated
loan balance due from Supplies Distributors. Injgonation with certain of these alternatives, we rbayrequired to provide letters of credit to
secure these arrangements. No assurances carebetigi we will be successful in obtaining any &ddal financing or the terms thereof. We
currently believe that our cash position, financinvgilable under our credit facilities and fundsgmted from operations (including our
anticipated revenue growth and/or cost reductioreffset lower than anticipated revenue growth) satisfy our presently known operating
cash needs, our working capital and capital expgerelrequirements, our lease obligations, and mxhdit loans to our subsidiaries Supplies
Distributors and eCOST, if necessary, for at |&asmnext twelve months.

The following is a schedule of our total catual cash obligations, which is comprised of apeg leases, debt, vendor financing and
capital leases (including interest), as of DecenieR007 (in millions):

Contractual Obligation Payments Due By Peric
Less thar 1-3 3-5 More thar
Total 1 Year Years Years 5 Years
Debt and vendor financir $61,47: $57,58¢ $ 2,071 $ 1,81¢ $ =
Capital lease obligatior 5,071 2,08 2,60z 382 —
Operating lease 24,25¢ 8,45¢ 12,68 3,11¢ —
Total $90,79¢ $68,12¢ $17,35¢ $ 5,318 $ —

In support of certain debt instruments anddsaas of December 31, 2007, we had $2.0 millimash restricted for payment of capital
expenditures or repayment to lenders. In addiisrgescribed above, we have provided collaterafjpatlantees to secure the repayment of
certain of our subsidiaries’ credit facilities. Maof these facilities include both financial anchAfinancial covenants, and also include cross
default provisions applicable to other credit féieis and agreements. These covenants include mimikavels of net worth for the individual
borrower subsidiaries and restrictions on the ghilf the borrower subsidiaries to advance fundsth@r borrower subsidiaries. As a result,
possible for one or more of these borrower subsatidao fail to meet their respective covenantsdf/another borrower subsidiary otherwise
has available excess funds which, if not restrictedld be used to cure the default. To the extentail to comply with our debt covenants,
including the monthly financial covenant requirertsesind our required level of shareholders’ equithd the lenders accelerate the repayment
of the credit facility obligations, we would be téed to repay all amounts outstanding thereuridgparticular, in the event eCOST is unable
to increase its revenue and/or gross profit franpiesent levels it may fail to comply with onenwore of the financial covenants required ur
its working capital line of credit. In such eveahsent a waiver, the working capital lender wowdcehtitled to accelerate all amounts
outstanding thereunder and exercise all othersight remedies, including sale of collateral andrgant under our parent guaranty. A
requirement to accelerate the repayment of thdtdiedlity obligations would have a material adsetrimpact on our financial condition and
results of operations. We can provide no assurtirateve will have the financial ability to repay af such obligations. As of December 31,
2007, we were in compliance with all debt covenats do not have any other material financial comrents, although future client contra
may require capital expenditures and lease commifsrte support the services provided to such dient

In the future, we may attempt to acquire othesinesses or seek an equity or strategic paxirggnerate capital or expand our services or
capabilities in connection with our efforts to growr business. Acquisitions involve certain riskdl @ancertainties and may require additional
financing. Therefore, we can give no assurance regpect to whether we will be successful in idgimg businesses to acquire or an equity or
strategic partner, whether we or they will be dblebtain financing to complete a transaction, bether we or they will be successful in
operating the acquired business.

To finance their distribution of IPS producssipplies Distributors and its subsidiaries hawartsterm credit facilities with IBM Credit LLC
(“IBM Credit”) and IBM Belgium Financial Services& (“IBM Belgium”). We
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have provided a collateralized guaranty to secdwegepayment of these credit facilities. Thesetdsased credit facilities provide financing for
up to $30.5 million and up to 12.5 million Europaoximately $18.4 million at December 31, 2007)wBM Credit and IBM Belgium,
respectively. These agreements expire in March 2009

Supplies Distributors also has a loan andrigcagreement with Wachovia Bank, N.A. (“Wachovi&d provide financing for up to
$25 million of eligible accounts receivables in theited States and Canada. The Wachovia facilipires on the earlier of March 29, 2009 or
the date on which the parties to the IPS masténilalisor agreement no longer operate under thederinsuch agreement and/or IPS no longer
supplies products pursuant to such agreement.

Supplies Distributors’ European subsidiary &dactoring agreement with Fortis Commercial FoeaN.V. (“Fortis”) to provide factoring
for up to 7.5 million Euros (approximately $11.0linh at December 31, 2007) of eligible accountseieables through March 2009.

These credit facilities contain cross defaultvisions, various restrictions upon the abilifySoipplies Distributors and its subsidiaries to,
among other things, merge, consolidate, sell assets indebtedness, make loans, investments aph@nts to related parties (including
entities directly or indirectly owned by PFSwebg.)nprovide guarantees, make investments and |péedge assets, make changes to capital
stock ownership structure and pay dividends, asagdiinancial covenants, such as cash flow froerafions, annualized revenue to working
capital, net profit after tax to revenue, minimugt worth and total liabilities to tangible net waras defined, and are secured by all of the
assets of Supplies Distributors, as well as a twoldized guaranty of PFSweb. Additionally, we srguired to maintain a subordinated loan to
Supplies Distributors of no less than $5.5 milliorgintain restricted cash of less than $5.0 milaod are restricted with regard to transactions
with related parties, indebtedness and changesyitat stock ownership structure and a minimumelhalders’ equity of at least $18.0 million.
Furthermore, we are obligated to repay any adrance made to Supplies Distributors or its sudnsés under these facilities if they are un
to do so. We have also provided a guarantee aflitigations of Supplies Distributors and its subzgigs to IBM and IPS, excluding the trade
payables that are financed by IBM credit.

Our PFS subsidiary has entered into a LoanSsdrity Agreement with Comerica Bank (“Comericathich provides for up to
$10.0 million of eligible accounts receivable filcarg through March 2009, provided a $1.5 milliormidoan due in equal monthly instalime
through December 2007, and provided for up to $dlbon of eligible equipment purchases. We entetdd Agreement to supplement our
existing cash position, and provide funding for ourrent and future operations, including our tegdeyrowth. The Agreement contains cross
default provisions, various restrictions upon ohiligy to, among other things, merge, consolidatd] assets, incur indebtedness, make loans
and payments to subsidiaries, affiliates and rdlptaties (including entities directly or indirgciwned by PFSweb, Inc.), make investments
and loans, pledge assets, make changes to cdpitklavnership structure, as well as financial emregs of a minimum tangible net worth of
$20 million, as defined, and a minimum liquidityica as defined. The agreement also limits PFSitalio increase the subordinated loan to
Supplies Distributors to no more than $6.5 milland limits PFS’ ability to advance more than $3iBiom, with certain restrictions, to certain
of its subsidiaries, including eCOST, without Coio&is approval. The agreement is secured by ahefissets of PFS, as well as a guarantee
of PFSweb.

eCOST currently has an asset-based line ditdeeility of up to $7.5 million with Wachovia, lich is collateralized by substantially all of
eCOST'’s assets and expires in May 2009. Borrowumgker the facility are limited to a percentagelafible accounts receivable and letter of
credit availability is limited to a percentage ataunts receivable and inventory. As of DecembeB07, eCOST had $2.1 million of letters
of credit outstanding and $1.1 million of availabhedit under this facility. The credit facilityseicts eCOST’s ability to, among other things,
merge, consolidate, sell assets, incur indebtednesee loans, investments and payments to subigigiaffiliates and related parties, make
investments and loans, pledge assets, make chamgapital stock ownership structure, as well asr@mum tangible net worth of $0, as
defined. PFSweb has guaranteed all current andefatiligations of eCOST under this line of credit.

In 2004, we incurred more than $5 million apital expenditures to support incremental busifress a distribution facility in Southaven,
MS. We financed a significant portion of these exgiures through a Loan Agreement with the MispigsBusiness Finance Corporation (the
“MBFC”) pursuant to which the MBFC issued $5 mitidBFC Taxable Variable Rate Demand Limited ObligatRevenue Bonds,

Series 2004 (Priority
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Fulfillment Services, Inc. Project) (the “BondsThe MBFC loaned us the proceeds of the Bonds ptirpose of financing the acquisition
and installation of equipment, machinery and rela@ssets located in our Southaven, Mississippiildigton facility. The primary source of
repayment of the Bonds is a letter of credit (thetter of Credit”) in the initial face amount of $5million issued by Comerica pursuant to a
Reimbursement Agreement between us and Comerica widch we are obligated to pay to Comerica albanis drawn under the Letter of
Credit. The Letter of Credit has a maturity datépfil 2009 at which time, if not renewed or repdc will result in a draw on the undrawn f.
amount thereof. The amount outstanding on the Basdsf December 31, 2007 is $4.0 million. Our oddiigns under the Reimbursement
Agreement are secured by substantially all of 8s&ts of our PFS subsidiary, including restric@shof $1.5 million and a Company parent
guarantee.

In June 2006, we entered into a Securitiestige Agreement with certain institutional investora private placement transaction pursuant
to which we issued and sold an aggregate of 5.lomihares of our common stock, par value $.001spare, at $1.00 per share, resulting in
gross proceeds of $5.0 million. After deductingenges, the net proceeds were approximately $4l@miVe advanced the net proceeds to
eCOST to support its operating requirements.

To the extent we fail to comply with the varsodebt covenants described above, and the leadeeterate the repayment of the credit
facility obligations, we would be required to replamounts outstanding thereunder. Any requirdrteeaccelerate the repayment of the ci
facility obligations would have a material adveirspact on our financial condition and results oégiions. We can provide no assurance that
we will have the financial ability to repay all sfich obligations. As of December 31, 2007, we virmmpliance with all debt covenants.

Through our merger with eCOST, we have aligthedcore strengths of each company, to leveragemerational infrastructure and
technology expertise with eCOST’s customer basesapglier relationships. We initially targeted thieve $4 to $5 million in annual cost
savings as compared to pre-merger levels. Thegete savings were expected to result from, amémegy things, reductions in the following
costs:

. Certain redundant administrative and public compagtivities;
. Advertising expense

. Excess capacity and other related facility exper

. Technology, telecommunications and operationals;c@std

. Overall outbound freight costs due to additionalght options

As we have completed the integration of eC@®%d our infrastructure, we are realizing a subsgamount of expected benefits of man
these cost saving initiatives.

Additionally, we believe the combined compaman pursue a variety of incremental revenue aossgrofit-related opportunities, such as:
. Increase the number “virtual warehous” partnerships for both electronics and -electronic goods

. Develop higher margin n-product and service categori

. Expand international sales, particularly in Eurape Canada, where we maintain a presence

. Utilize our stronger financial platform to enhares@OS™ s working capital resources to expand access fogxe products and dea

We can provide no assurance that such platieearnderlying financial benefits will be achievédiditionally, even with such plans, we
expect that eCOST will operate at a loss during32&d may require funding to support its operations

eCOST has historically incurred significaneoating losses and used cash to fund its operatfana result, we have been required to invest
cash to fund eCOST'’s operations, which we may eadtie to continue to do without approval from lemders. The amount of further cash
needed to support eCOST operations depends updiméimeing available under its credit line as vadleCOST'’s ability to improve its
financial results. Through March 28, 2008, we hasteanced $13.1 million to eCOST to fund eCOST $dlsv requirements and have lender
approval to advance an additional $3.3 millionhagértain restrictions, to certain of its subsidisrincluding eCOST. In the event we need to
advance further cash to eCOST, we may be requiredek approval from our lenders to provide sudd$uWe can provide no assurance that
we
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will receive such approval from our lenders or #yns or conditions required by our lenders to iobgéach approval. In addition, PFSweb has
provided a guaranty of eCOST'’s bank line of craditl certain of eCOST’s vendor trade payables.

If eCOST is unable to meet its requirementeunrits debt obligations and bank facility, the igueees referred to above could be called
upon.

We receive municipal tax abatements in celtaiations. During 2004 we received notice fromuniuipality that we did not satisfy certain
criteria necessary to maintain the abatements elcelber 2006 we received notice that the munieip#dority planned to make an adjustment
to our tax abatement. We have disputed the adjutroat if the dispute is not resolved favorablydigional taxes of approximately
$1.7 million could be assessed against us.

On May 9, 2005, a lawsuit was filed in thetbgt Court of Collin County, Texas, by J. Gregdtéhard, as Trustee of the D.I.C. Creditors
Trust, naming the former directors of Daisytek tntgional Corporation and the Company as defendBatisytek filed for bankruptcy in
May 2003 and the Trust was created pursuant toyki's Plan of Liquidation. The complaint allegednong other things, that the spin-off of
the Company from Daisytek in December 1999 wasuadinlent conveyance and that Daisytek was dam&geelly in the amount of at least
$38 million. On May 3, 2007, the Court granted @@mpany’s motions for summary judgment and alhef ¢laims against the Company have
been dismissed. In December 2007, the remainirtgepdo the litigation agreed to a settlement pansto which all of the remaining claims
have been dismissed.

On July 25, 2007 a purported class action lgvesntitledDarral Frank and Joseph F. Keeley, Jr. v. PC M#lk. dba eCOST.com and
eCOST.com, Inavas filed in the Superior Court of California, LAsgeles County. The purported class consists affatlrrent and former
sales representatives who worked for the defendia@slifornia from July 24, 2003 through July 2907. The lawsuit alleges that the
defendants failed to pay overtime compensationiatedlest thereon, failed to timely pay compensatoterminated employees and failed to
provide meal and rest periods, all in violatiortted California Labor Code and Business and PrafessCode. The complaint seeks unpaid
overtime, statutory penalties, interest, attorndéges, punitive damages, restitution and injunctalezf. We intend to vigorously contest this
action and do not believe the claims have any miEnié matter has been submitted to arbitration.

In February 2008, eCOST and the Company wemeed with a Complaint For Civil Penalties and mitive Relief filed by Jamie Te’o in
the Superior Court of California, Alameda Countieging violation of California Proposition 65 ang from the sale by eCOST of certain
computer components. We intend to vigorously cdrites action and do not believe the claims haweraarit. We may also seek
indemnification for these claims from the manufaets of these products.

Inventory Management

We manage our inventories held for sale bynta&iing sufficient quantities of product to acheehigh order fill rates while at the same time
maximizing inventory turnover rates. Inventory ledas will fluctuate as we add new product linesrdauce the risk of loss due to supplier
price reductions, our master distributor agreementyell as certain vendor agreements in our eC@fSihess, provide for price protection
under which we receive credits if the supplier losverices on previously purchased inventory.

Seasonality

The seasonality of our service fee businedgjigndent upon the seasonality of our clidmtsiness and sales of their products. Accordit
our management must rely upon the projections othents in assessing quarterly variability. Wdidee that with our current client mix and
their current business volumes, our service fe@leas activity will be at its lowest in the quaregrded March 31. We anticipate that our
Supplies Distributors product revenue will be higthguring the quarter ended December 31. Our edSihess is moderately seasonal,
reflecting the general pattern of peak sales ferr#tail industry during the holiday shopping seaSgypically, a larger portion of our eCOST
revenues occur during the first and fourth fisasgers. We believe that our historical revenuevtinanakes it difficult to predict the effect of
seasonality on our future revenues and resultpefations
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We believe that results of operations for artprly period may not be indicative of the resfdisany other quarter or for the full year.

Inflation

Management believes that inflation has notédathterial effect on our operations.

Impact of Recently Issued Accounting Standards

In 2006, the Financial Accounting Standardaf8q“FASB”) issued FASB Interpretation 48¢ccounting for Uncertainty in Income Taxes —
an interpretation of FASB Statement No. {@9N 48"), which prescribes accounting for andai@sure of uncertainty in tax positions. This
interpretation defines the criteria that must be foethe benefits of a tax position to be recogdiin the financial statements and the measure
of tax benefits recognized. There was no impactiunflanuary 1, 2007 adoption of the provisionsIbf #8. We recognize interest and pena
related to uncertain tax positions in income tapesse.

In December 2007, the FASB issued StatementLKlbR ,Business Combinationsand Statement No. 16Mpncontrolling Interests in
Consolidated Financial Statements, an amendmeAR® No. 51 Statement No. 141R modified the accounting asdldsure requirements
business combinations and broadens the scope pfé@us standard to apply to all transactionsliich one entity obtains control over
another business. Statement No. 160 establisheao@yunting and reporting standards for noncoimiglhterests in subsidiaries. We will be
required to apply the provisions of the new staddgl@n the first quarter of 2009. The impact of stistement on our financial statements is
expected to be insignificant.

In September 2006, the FASB issued StatementLbl7,Fair Value MeasurementsThis new standard defines fair value, establishes
framework for measuring fair value in generally gged accounting principles, and expands disclgsaiteut fair value measurements. We
will adopt this new standard in the first quarté2008 and expect the impact on our financial stetets to be insignificant.

In February 2007, the FASB issued Statementll§8,The Fair Value Option for Financial Assets and Fiogal Liabilities. This new
standard will allow companies to elect to measpeziied financial instruments and warranty andifasce contracts at fair value on a
contract-byeontract basis, with changes in fair value recogghim earnings in each reporting period. We wibtcthis new standard in the fi
guarter of 2008 and expect the impact on our firdstatements to be insignificant.

Critical Accounting Policies and Estimates

Our consolidated financial statements have lpeepared in conformity with accounting principtemerally accepted in the U.S. These
accounting principles require us to make estimatesassumptions that affect the reported amourdsssts and liabilities at the date of our
financial statements and the reported amountsvefnges and expenses during the reporting periode\Wie do not believe the reported
amounts would be materially different, applicatafithese policies involves the exercise of judgnserd the use of assumptions as to future
uncertainties and, as a result, actual resultsdoditfier from these estimates. If there is a siigaifit unfavorable change to current conditions, it
would likely result in a material adverse impacbto business, operating results and financial itimmd We evaluate our estimates and
assumptions on an ongoing basis. We base our ¢stiraa experience and on various other assumgtansve believe to be reasonable under
the circumstances. All of our significant accougtpolicies are disclosed in the notes to our cadatgd financial statements.

We have defined a critical accounting estinzt@ne that is both important to the portrayalwffinancial condition and results of
operations and requires us to make difficult, sttbje or complex judgments or estimates about ettt are uncertain. During the past tt
fiscal years, we have not made any material chaimgascounting methodology used to establish tiiealaccounting estimates discussed
below. The following represent certain critical aenting policies that require us to exercise owgitess judgment or make significant
estimates. In addition, there are other items withir consolidated financial statements that regegtimation but are not

52




Table of Contents

deemed critical as defined above.
Product Revenue Recognition

We adhere to the revised guidelines and plesiof sales recognition described in Staff Ac¢imgnBulletin No. 104, Revenue Recogniti
Under SAB 104, sales are recognized when theatitterisk of loss are passed to the customer, thgrersuasive evidence of an arrangement
for the sale, delivery has occurred and/or service® been rendered, the sales price is fixedterméable and collectability is reasonably
assured. Under these guidelines, we recognize erityapf our sales, including revenue from prodsafes and gross outbound shipping and
handling charges, upon receipt of the product leyctistomer. For all product sales shipped dirdmiyn suppliers to customers, we are the
primary obligor in the transaction, and we takie tit the products sold upon shipment, bear creskit and bear inventory risk for returned
products that are not successfully returned to lgensptherefore, we recognize these revenuesassgales amounts.

Sales are reported net of estimated returdsabowances, credit card fraud and chargebackef alhich are estimated based upon histol
information such as return and redemption rates fiiaud and chargeback experience. Managementatsiders any other current
information and trends in making estimates. If attales returns, allowances, discounts and cradit fraud and chargebacks are greater than
estimated by management, additional expense mayheed.

Cost of Service Fee Revenue

Our service fee revenue primarily relatesuodistribution services and order management/custaare services. Distribution services
relate primarily to inventory management, prodectiving, warehousing and fulfillment (i.e., picfgirpacking and shipping). Order
management/customer care services relate printartking customer orders for our clients’ produdgsvarious channels such as telephone
call-center, electronic or facsimile. These servialso entail addressing customer questions refaterters, as well as cross-selling/up-selling
activities.

Our cost of service fee revenue representsdbeto provide the services described above,griiyncompensation and related expenses and
other fixed and variable expenses directly reléegroviding the services. These include certacupancy and information technology costs
and depreciation and amortization expenses. Cesfdhrese costs are allocated from general andradirdtive expenses. For these allocations,
we estimate the amount of direct expenses basadcbantspecific number of transactions processed. We\rlerr allocation methodology
reasonable, however a change in assumptions wesidtiin a different gross profit in our statemehoperations, yet no change to the resu
net income or loss.

Allowance for Doubtful Accounts

The determination of the collectability of anmés due from our customers requires us to usmatds and make judgments regarding future
events and trends, including monitoring our custemeayment history and current credit worthinesdétermine that collectability is
reasonably assured, as well as consideration afwarll business climate in which our clients andtomers operate. Inherently, these
uncertainties require us to make frequent judgmantsestimates regarding our clients and custonaéibty to pay amounts due us to
determine the appropriate amount of valuation adloges required for doubtful accounts. Provisiomsl@ubtful accounts are recorded when it
becomes evident that the client or customer willmake the required payments at either contractu@ldates or in the future.

With our online discount retail business, waanaintain an allowance for uncollectible vendmseivables, which arise from vendor rebate
programs, price protections and other promotions.détermine the sufficiency of the vendor receigatlowance based upon various factors,
including payment history. Amounts received fronma@lers may vary from amounts recorded because ehfiat non-compliance with certain
elements of vendor programs. If our estimated aloees for uncollectible accounts or vendor recédésmbubsequently prove insufficient,
additional allowance maybe required.

Allowances for doubtful accounts totaled $hilion and $2.3 million at December 31, 2007 a0d&,
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respectively. We believe that our allowances fanttful accounts are adequate to cover anticipatesels under current conditions; however,
uncertainties regarding changes in the financiatld@n of our clients and customers, either advenspositive, could impact the amount and
timing of any additional provisions for doubtfulants that may be required.

Inventory Reserves

Inventories (merchandise, held for resalepfalhich are finished goods) are stated at theeloof weighted average cost or market. Sup
Distributors and its subsidiaries assume respditgifor slow-moving inventory under certain mastistributor agreements, subject to certain
termination rights, but have the right to returndarct rendered obsolete by engineering changetefased. eCOST assumes responsibility for
slow-moving inventory but has limited rights towet product based on specific inventory agreem&kiesreview inventory for impairment on
a periodic basis, but at a minimum, annually. Recalility of the inventory on hand is measured bmparison of the carrying value of the
inventory to the fair value of the inventory. Théjuires us to record provisions and maintain xesefor excess or obsolete inventory. To
determine these reserve amounts, we regularlyweiweentory quantities on hand and compare theestonates of future product demand
market conditions. These estimates and forecaséseéntly include uncertainties and require us t&erjadgments regarding potential
outcomes. At December 31, 2007 and 2006, our alewdor slow moving inventory totaled $2.1 milliand $3.0 million, respectively. We
believe that our reserves are adequate to covieigated losses under current conditions. Significa unanticipated changes to our estimates
and forecasts, either adverse or positive, coufghzththe amount and timing of any additional priovis for excess or obsolete inventory that
may be required.

Income Taxes

The liability method is used for determiningr income taxes, under which current and defemdiabilities and assets are recorded in
accordance with enacted tax laws and rates. Uhientethod, the amounts of deferred tax liabilidesl assets at the end of each period are
determined using the tax rate expected to be &ceffhen taxes are actually paid or recovered. atao allowances are established to reduce
deferred tax assets when it is more likely thanthat some portion or all of the deferred tax asgeil not be realized. In determining the need
for valuation allowances, we have considered andeniadgments and estimates regarding estimateteftaMable income. These estimates
judgments include some degree of uncertainty aad@és in these estimates and assumptions coultleerputo adjust the valuatic
allowances for our deferred tax assets. The ulémaalization of our deferred tax assets dependsegeneration of sufficient taxable income
in the applicable taxing jurisdictions. Although Wwelieve our estimates and judgments are reasqredileal results may differ, which could be
material.

As we operate in multiple countries, we argject to the jurisdiction of multiple domestic afodeign tax authorities. Determination of
taxable income in any jurisdiction requires theiptetation of the related tax laws and regulateams the use of estimates and assumptions
regarding significant future events such as thewarhdiming and character of deductions, permigsiblenue recognition methods under the
tax law and the sources and character of incomeandredits. Changes in tax laws, regulationgifpr currency exchange restrictions or our
level of operations or profitability in each taxipgisdiction could have an impact on the amounhobme taxes that we provide during any
given year.

Long-Lived Assets

Long-lived assets include property, intangésets, goodwill and certain other assets. We rjoakgnents and estimates in conjunction
with the carrying value of these assets, inclu@dingunts to be capitalized, depreciation and anaditiz methods and useful lives.
Additionally, we review long-lived assets for impaent whenever events or changes in circumstandésaite that the carrying amount of an
asset may not be recoverable. We review goodwilifipairment at least annually. We record impairtriesses in the period in which we
determine that the carrying amount is not recoverd®ecoverability of assets to be held and usedkeiasured by a comparison of the carrying
amount of an asset to future net cash flows exgdotbe generated by the asset. This may requite mske judgments regarding long-term
forecasts of our future revenues and costs retatéte assets subject to review. During the fogttarter of 2006, we determined that the
carrying value of the goodwill resulting from owrmuisition of eCOST was impaired, which resulte@ i$3.5 million non-cash write-off of
goodwiill.
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Item 7a. Quantitative and Qualitative Disclosure about MarkRisk

We are exposed to various market risks indgaditerest rates on our financial instruments faneign exchange rates.

Interest Rate Risk

Our interest rate risk relates to the outstanbalances on our inventory and working capitarcing agreements, taxable revenue bonds,
loan and security agreements, and factoring agneefoethe financing of inventory, accounts recéiesand certain other receivables and
certain equipment, which amounted to $65.6 milkd®ecember 31, 2007. A 100 basis point movemeinténest rates would result in
approximately $0.2 million annualized increase ecréase in interest expense based on the outsigalance of these agreements at
December 31, 2007.

Foreign Exchange Risk

Currently, our foreign currency exchange rék is primarily limited to the Canadian Dollarcgathe Euro. In the future, our foreign curre
exchange risk may also include other currenciefiGgipe to certain of our international operationte have and may continue, from time to
time, to employ derivative financial instrumentstanage our exposure to fluctuations in foreigmeney rates. To hedge our net investment
and intercompany payable or receivable balancés@ign operations, we may enter into forward coacseexchange contracts.
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Report of Independent Registered Public AccourtEinm

The Board of Directors and Shareholders
PFSweb, Inc.:

We have audited the accompanying consolidated balgineets of PFSweb, Inc. and subsidiaries asadrblger 31, 2007 and 2006, and the
related consolidated statements of operationsebb#ters’ equity and comprehensive income (losg),aash flows for each of the years in the
three-year period ended December 31, 2007. In abiomewith our audits of the consolidated finanatdtements, we have also audited
financial statement schedules | and Il as of De@amth, 2007 and 2006, and for each of the yeattseithree-year period ended December 31,
2007. These consolidated financial statements iaaddial statement schedules are the responsibilitie Company’s management. Our
responsibility is to express an opinion on thesesobdated financial statements and financial stet® schedules based on our audits.

We conducted our audits in accordance with thedstais of the Public Company Accounting OversighamBlogUnited States). Those standards
require that we plan and perform the audit to obtaasonable assurance about whether the finatataiments are free of material
misstatement. An audit includes examining, on tliasis, evidence supporting the amounts and digids in the financial statements. An a
also includes assessing the accounting princiged and significant estimates made by managemenielhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetaenferred to above present fairly, in all mategapects, the financial position of PFSweb,
Inc. and subsidiaries as of December 31, 2007 808,2and the results of their operations and ttesh flows for each of the years in the three-
year period ended December 31, 2007, in conformitly U.S. generally accepted accounting principfdso, in our opinion, the relate

financial statement schedules as of December 3I7 aAd 2006, and for each of the years in the theae period ended December 31, 2007,
when considered in relation to the basic finansfatements taken as a whole, present fairly, imaterial respects, the information set forth
therein.

As discussed in Note 2 to the consolidated findrstegements, during 2006, the Company adoptee@eit of Financial Accounting
Standards (SFAS) No. 123Bhare-Based Payment.

KPMG LLP

Dallas, Texas
March 31, 2008
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share data)

December 31 December 31
2007 2006
ASSETS
CURRENT ASSETS
Cash and cash equivale $ 14,27 $ 15,06¢
Restricted cas 2,021 2,65¢
Accounts receivable, net of allowance for doub#fttounts of $1,483 and $2,352 at Decembe
2007 and 2006, respective 48,49: 49,18¢
Inventories, net of reserves of $2,080 and $2,9&eaember 31, 2007 and 2006, respecti 46,39: 47,67(
Other receivable 10,372 10,77«
Prepaid expenses and other current a: 2,60¢ 3,531
Total current asse 124,15¢ 128,88(
PROPERTY AND EQUIPMENT, ne 11,91¢ 12,88¢
IDENTIFIABLE INTANGIBLES, net 5,82¢ 6,631
GOODWILL 15,36: 15,36:
OTHER ASSETS 911 864
Total asset $ 158,17: $ 164,62:
LIABILITIES AND SHAREHOLDERS ' EQUITY
CURRENT LIABILITIES:
Current portion of lon-term debt and capital lease obligatit $ 22,23¢ $ 23,80:
Trade accounts payat 56,97¢ 62,44’
Accrued expense 22,43¢ 21,48t
Total current liabilities 101,65 107,72¢
LONG-TERM DEBT AND CAPITAL LEASE OBLIGATIONS, less currg portion 6,37¢ 6,07¢
OTHER LIABILITIES 1,30z 1,977
Total liabilities 109,33: 115,78

COMMITMENTS AND CONTINGENCIES

SHAREHOLDERS EQUITY:
Preferred stock, $1.00 par value; 1,000,000 sheardsrized; none issued and outstant O O
Common stock, $0.001 par value; 75,000,000 shartt®azed; 46,574,189 and 46,553,752 shares i
at December 31, 2007 and 2006, respectively; apBZB89 and 46,467,452 outstanding at

December 31, 2007 and 2006, respecti 47 47
Additional paic-in capital 92,08¢ 91,30:
Accumulated defici (45,739 (44,35
Accumulated other comprehensive inca 2,53¢ 1,93(
Treasury stock at cost, 86,300 she (85) (85)

Total shareholde’ equity 48,84 48,84(

Total liabilities and sharehold¢ equity $ 158,17¢ $ 164,62:

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

CONSOLIDATED STATEMENTS OF OPERATIONS
FOR THE YEARS ENDED DECEMBER 31
(In thousands, except per share data)

2007

REVENUES:
Product revenue, n $339,50(
Service fee revent 74,48(
Pas-through revenu 32,82:
Total revenue: 446,80:
COSTS OF REVENUES
Cost of product revent 313,83!
Cost of service fee reven 53,37¢
Cost of pas-through revenu 32,82:
Total costs of revenu 400,03:
Gross profi 46,77(

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES, inclding stock base
compensation expense of $764, $899 and $16 indaesyended December 31, 2007,

2006 and 2005, respective 44,057
MERGER INTEGRATION EXPENSE: 15C
AMORTIZATION OF IDENTIFIABLE INTANGIBLES 80¢€
GOODWILL IMPAIRMENT —

Total operating expens 45,01
Income (loss) from operatiol 1,757
INTEREST EXPENSE 2,50k
INTEREST INCOME (163
Income (loss) before income tax (58E)
INCOME TAX EXPENSE 79¢
NET LOSS $ (1,389

LOSS PER SHARE
Basic and Dilutet $§ (0.09

WEIGHTED AVERAGE NUMBER OF SHARES OUTSTANDINC
Basic and Dilutec 46,48(

2006

$333,31:
67,05¢
22,88¢
423,25!

311,41
49,27
22,88¢

383,57

39,67¢

45,18¢
1,49¢
T4¢
3,507
50,94(

(11,269
2,171
(59)

(13,376)
1,15¢

$(14,530)
$ (0.39)

42,76:

The accompanying notes are an integral part oktbeasolidated financial statements.
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2005

$252,90:
60,78
17,97:
331,65

235,58
45,59
17,97:

299,15!

32,50«
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PFSWEB, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY AND
COMPREHENSIVE INCOME (LOSS)
(In thousands, except share data)

Accumulated

Additional Other Total Comprehensive
Common Stock Paid-In Accumulated  Comprehensive Treasury Stock Shareholders’ Income
Shares  Amount Capital Deficit Income (Loss) Shares Amount Equity (Loss)
Balance, December 31, 20 21,665,58 $ 22 % 56,64f $ (29,07) $ 2,421 86,30( $ (B5H$ 29,92¢
Net loss — — (747) — — — (747 $ (747)
Stock-based compensation
expense — — 16 — — — — 16
Employee stock purchase pl ~ 401,27( — 613 — — — — 6132
Proceeds from exercised
options 151,77: — 181 — — — — 181
Warrants exercise 394,68! 1 1,281 — — — — 1,282
Other comprehensive loss—
foreign currency translatic
adjustmen — — — — (1,337) — — (1,337%) (1,337%)
Comprehensive los $ (2,089
Balance, December 31,20 22,613,31 $ 23 % 58,73t $ (29,829 $ 1,082 86,30( $ (B5H$ 29,93¢
Net loss — — — (14,530 — — — (14,530 $ (14,530
Stock-based compensation
expense — — 89¢ — — — — 89¢
Employee stock purchase pl 54,43 52 — — — — 52
Proceeds from exercised
options 27,87¢ — 16 — — — — 16
Issuance of common sto 5,000,001 5 4,83¢ — — — — 4,84¢
Shares issued for eCOST
acquisition 18,858,13 19 26,76( — — — — 26,77¢
Other comprehensive
income— foreign currency
translation adjustmel — — — — 84¢€ — — 84€ 84¢€
Comprehensive los $ (13,689
Balance, December 31,
2006 46,553,75 $ 47 $ 91,302 $ (44,359 $ 1,93C 86,30( $ (B85$ 48,84(
Net loss — — — (1,389 — — — (1,38) $ (1,389
Stock-based compensation
expense — — 764 — — — — 764
Employee stock purchase pl 18,10¢ — 18 — — — — 18
Proceeds from exercised
options 2,33 — — — — — — —
Other comprehensive
income— foreign currenc
translation adjustmel — — — — 604 — — 604 604
Comprehensive los $ 780)
Balance, December 31, 20 46,574,18 $ 47 $ 92,08¢ $ (45,739 $ 2,53¢  86,30( $ (85% 48,84:

The accompanying notes are an integral part oktheasolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31
(In thousands)

2007
CASH FLOWS FROM OPERATING ACTIVITIES
Net loss $ (1,389
Adjustments to reconcile net loss to net cash piexviby operating activitie
Depreciation and amortizatic 8,18(
Goodwill impairment —
Loss on disposition of asse —
Provision for doubtful accoun 254
Provision for excess and obsolete invent 665
Deferred income taxe 84
Stoclk-based compensation expel 764
Changes in operating assets and liabilit
Restricted cas (299
Accounts receivable 2,10¢
Inventories, ne 2,261
Prepaid expenses, other receivables and othes:i 2,137
Accounts payable, accrued expenses and otheritied (9,367)
Net cash provided by operating activit 5,39¢

CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of property and equipm (3,862
Payment for purchase of eCOST, net of cash acq —

Decrease in restricted ca 14t
Net cash used in investing activiti (3,719
CASH FLOWS FROM FINANCING ACTIVITIES
Net proceeds from issuance of common s 19
Decrease (increase) in restricted c 78t
Payments on capital lease obligatis (2,225
Proceeds from (payments on) from debt, (1,669)
Net cash provided by (used in) financing activi (3,090
EFFECT OF EXCHANGE RATES ON CASH AND CASH EQUIVALEN 614
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT (799
CASH AND CASH EQUIVALENTS, beginning of peric 15,06¢
CASH AND CASH EQUIVALENTS, end of perio $14,27:

SUPPLEMENTAL CASH FLOW INFORMATION
Non-cash investing and financing activiti¢
Property and equipment acquired under capital & $ 3,01¢

Shares issued to acquire eCC $ —

2006
$(14,530)

7,47¢
3,507
144
96C
1,49t

(14€)
89¢

84t
1,67¢
2,85¢

(66)

(2,627)
2,48¢

(3,979)
(1,299)
892

(4,389

4,912
(1,109
(1,50¢)

1,02¢
3,32¢

(45
1,38
13,68:

3 15,06

$ 2,304
$ 26,77¢

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

PFSweb, Inc. and its subsidiaries, includingies Distributors, Inc, and eCOST.com, Inc.@kectively referred to as the “Company;”
“Supplies Distributors” refers to Supplies Distribts, Inc. and its subsidiaries; “eCOST” refere@OST.com, Inc. and its subsidiaries and
“PFSweb” refers to PFSweb, Inc. and its subsidéaetecluding Supplies Distributors and eCOST.

PFSweb Overviey

PFSweb is an international provider of intégglabusiness process outsourcing services to mhegod name companies seeking to maximize
their supply chain efficiencies and to extend theiditional and e-commerce initiatives in the \@diStates, Canada, and Europe. PFSweb
offers such services as professional consultirdnrtelogy collaboration, managed web hosting anehit application development, order
management, web-enabled customer contact centesteneer relationship management, financial senifegsiding billing and collection
services and working capital solutions, informatioanagement, facilities and operations managerkigting and assembly services, and
international fulfillment and distribution services

Supplies Distributors Overvie

Supplies Distributors, PFSweb and Internati@usiness Machines Corporation (“IBM”) had maddetributor agreements pursuant to
which Supplies Distributors served as a masteribligbr of various products, primarily IBM produd¢t June 2007, IBM and Ricoh created a
joint venture company, InfoPrint Solutior“IPS”), which succeeded the business of IBM’s RnigtSystems Division. Ricoh owns 51% of IPS
and has stated its intentions to progressively isedle remaining 49% over the next 3 years. Agéselt of the formation of IPS, IBM
assigned the Supplies Distributors master distoibagjreements to IPS.

Supplies Distributors has obtained certaiarfiting (see Notes 3 and 4) that allows it to fureworking capital requirements for the sale of
primarily IPS products. Pursuant to transaction agg@ment services agreements between PFSweb anlieSupiptributors, PFSweb provides
various services to Supplies Distributors, sucimasaged web hosting and maintenance, procuremppboduweb-enabled customer contact
center services, customer relationship managerfieancial services, including billing and colleatiservices, information management and
international distribution services. Supplies Disitors does not have its own sales force andsrelmmn a third party for sales force and pro
demand generation services. Supplies Distributalts #s products in the United States, Canadakandpe.

All of the agreements between PFSweb and S&gpistributors were made in the context of ateelgarty relationship and were negotic
in the overall context of PFSweb’s and Suppliedritistors’ arrangements with IBM and IPS. Although managergenerally believes that t
terms of these agreements are consistent with meakeges, there can be no assurance that the mieeged to or by each company under t
arrangements are not higher or lower than the pticat may be charged by, or to, unaffiliated tipiadties for similar services.

eCOST Overview

eCOST is a multi-category online discountitetaf new, “close-out” and recertified brand-namerchandise, selling products primarily to
customers in the United States. eCOST offers pitsdocseveral merchandise categories, includingpuder hardware and software, home
electronics, digital imaging, watches and jewelrgusewares, DVD movies, video games and cellulegless. e COST carries products from
leading manufacturers such as Sony, JVC, Canonld#teRackard, Denon, Onkyo, Garmin, Panasonic, ibaséind Microsoft.

The Company’s liquidity has been negativelpatied as a result of the merger with eCOST. DDy and 2006 eCOST experienced a
net usage of cash primarily due to losses incudsd result, the Company has had to support eCO&EKh needs with the goal of achieving a
stabilized operational position and profitable parfance. The amount of further cash needed to sup@®ST operations will depend upon
the working capital requirements,
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PFSWEB, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (conti nued)

bank financing available as well as eCOST'’s abtlitymprove its financial results. Further advanmesCOST may be limited by the
Company'’s current cash and future cash flow and beasestricted by the Company’s credit facilityightions.

In the event eCOST is unable to increaseeitemue and/or gross profit from its present levielmay fail to comply with one or more of the
financial covenants required under its working tapine of credit. In such event, absent a waittee, working capital lender would be entitled
to accelerate all amounts outstanding thereundtegercise all other rights and remedies, includialg of collateral and demand for payment
under the Company parent guaranty. Any acceleratidhe repayment of the credit facilities wouldrea material adverse impact on the
Company'’s financial condition and results of opera and no assurance can be given that the Compauly have the financial ability to
repay all of such obligations.

Management currently believes eCOST will ieetCompany’s expectations related to improvedaprofitability. The Company has
reported improvement in eCOST'’s financial resuitsrty 2007 and expects continued improvement asaltrof efforts to increase sales,
improve product mix and control operating costt)algh there can be no assurances that these fotprevements will be achieved. If
eCOST does not meet these expectations, the Congpaiicjpates that it would be able to terminatsuslease eCOST'’s facility leases,
liguidate remaining inventory through the eCOST s¥eband reduce certain personnel related costeeded so as to minimize any material
impact upon the Company’s other segments.

Acquisition of eCOS1

Effective February 1, 2006, a wholly-owned sdtary of PFSweb merged with and into eCOST, WiflOST surviving the merger as a
wholly-owned subsidiary of PFSweb. Each of the 18,858id8#d and outstanding shares of common stock ©S8Cwvere converted into o
share of common stock of the Company. In conjunatiith the merger, the Company assumed 36,210 wnigrpeviously issued to a former
eCOST warrant-holder with an exercise price of 8218r share, subject to the terms set forth theAsra result of the merger, effective
February 1, 2006, the Company began consolidafd@§6lof eCOST'’s financial position and results oéigtions into the Company’s
consolidated financial statements. The followingéegresents selected pro forma information, fongarative purposes, assuming the
acquisition had occurred on January 1 for the perresented (unaudited) (in thousands, excesthaee data):

Year Endec
2006 2005
Net revenue $436,18 $506,44¢
Net loss (16,120 (14,459
Basic and diluted loss per shi (0.39) (0.35)

Pro forma adjustments have been made to tefleamortization expense relating to acquiredrigibles, such as trademark name and
customer relationships and the reversal of thenmetax expense recognized by eCOST in the yeadebdeember 31, 2005.

The unaudited pro forma information does efiect operational and administrative cost savimgsch are referred to as synergies, that
management estimates may be achieved as a resluét nferger transaction, or other incremental dbstsmay be incurred as a direct result of
the merger transaction. The unaudited pro formaewsnue and pro forma net loss are not necessadilgative of the consolidated results of
operations for future periods or the results ofrafiens that would have been realized had the Cagnpansolidated eCOST during the periods
noted.

The transaction was accounted for using thiehmse method of accounting for business combinatad, accordingly, the results of
operations of eCOST have been included in the Cagip@onsolidated financial statements since the dhacquisition. For purposes of
computing the purchase price, the value of the @8ln shares of the Company’s common stock idsuas $1.42 per common share, based
on the average closing price of the Company’s comsetock on NASDAQ for the period beginning two dayer to the consummation of the
merger and ending on the consummation of the merflee following table summarizes the estimatedvalue of the assets acquired and
liabilities assumed as of February 1, 2006 (in famas):
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Cash and restricted ca $ 1,05:¢
Accounts receivable, n 5,72%
Inventories 6,89:
Identifiable intangible: 7,38(
Property and equipme 47¢
Other asset 328
Total identifiable assets acquir 21,85!
Trade accounts payat 8,24¢
Accrued expense 3,56(
Other liabilities 834
Total liabilities assume 12,64:
Net identifiable assets acquir 9,20¢
Estimated purchase pri 28,07¢
Goodwill acquirec $18,86¢

Purchase price for eCOST is as follows (irudands):

Number of shares of common stock iss 18,85¢
Multiplied by the Compar’s stock price $ 1.4z
Share consideratic $26,77¢
Transaction cost 1,30(
Purchase pric $ 28,07¢

The above purchase price has been allocasstilmn estimates of the fair values of assets gemtjand liabilities assumed.

The Company acquired eCOST because of thiegitebenefits expected to result from combiningd&T’s e-commerce platform with
PFSweb’s advanced technology and operational infretsire thereby providing the combined companlie enhanced ability to expand its
market share in the fast growing web commerce ntarfRach benefits are the primary factors thatoated to a purchase price that resulted
in the recognition of goodwill.

The excess of the purchase price over thevédire of the net identifiable assets acquiredletiilities assumed was allocated to goodwill
and is included in the eCOST reportable segmernal oodwill of $18.9 million, none of which is dectible for tax purposes, is not being
amortized but is subject to an impairment test gaeh, using a fair-value-based approach purswaBFAS No. 142. The Company is
amortizing the identifiable intangible assets aceghion a straight-line basis over their estimagdaining useful lives.

There are no residual values for any of thangible assets subject to amortization acquirethduhe eCOST acquisition. Definite lived
intangible assets acquired in the eCOST acquisttamsist of (in thousands):

December 31, 200 December 31, 200 Estimatec
Fair Value ¢ Accumulater Net Carrying Accumulate: Net Carrying Useful Life
Acquisition Amortizatior Value Amortizatior Value from Acquisitior
Trademark nam $ 4,63t $ (88¢) $ 3,740 $ (42 $ 4,21( 10 years
Customer relationshir 2,74¢ (66¢€) 2,07 (329 2,421 8 years
Total definite lived intangible asse $ 7,38( $ (1,556 $ 5,824 $ (749 $ 6,631

Amortization expense for intangible asseessiimated to be approximately $0.8 million annuédlyeach year through the period ending
December 31, 2012.

During the Company’s 2006 annual analysisefdarrying value of goodwill, pursuant to Statetr@r-inancial Accounting Standard
No. 142, Goodwill and Other Intangible Assets, @mmpany determined that t
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carrying value of goodwill exceeded the fair valwbjch resulted in a $3.5 million non-cash writé-of goodwill during 2006.

The Company determined fair value using a doatlon of the discounted cash flow, market mudtiphd market capitalization valuation
methods.

The Company incurred costs for operationagration and IT systems conversion activities eeldb the acquisition of $0.2 million and
$1.5 million in the years ended December 31, 20@Vr2006, respectively. The Company incurred nd &xpenses prior to the acquisition.

2. Significant Accounting Policies
Principles of Consolidatior

All intercompany accounts and transactionsehaaen eliminated in consolidation.

Investment in Affiliates

Priority Fulfillment Services, Inc. (“PFS”)veholly-owned subsidiary of PFSweb, has loaned Sepistributors monies in the form of a
Subordinated Demand Note (the “Subordinated Notéfider the terms of certain of the Company’s dabiiifies, the outstanding balance of
the Subordinated Note cannot be increased to rhare®6.5 million or decreased to lower than $5.ianiwithout prior approval of the
Company'’s lenders (see Notes 3 and 4). As of Deeef@ib, 2007 and 2006, the outstanding balanceeoBttbordinated Note, which is
eliminated upon the consolidation of Supplies hsitors’ financial position, was $6.0 million an@.% million, respectively.

PFS has also loaned eCOST monies under cégtaims of the Company’s debt facilities, which riegsi outstanding balances of the eCOST
loan not to be less than $2.0 million without prgproval of eCOST’s lender. The outstanding loalartice owed to PFS is $7.9 million as of
December 31, 2007. The Company has lender appt@ealvance an additional $3.3 million, with certegstrictions, to certain of its
subsidiaries, including eCOST. PFSweb has alsed@&COST $4.7 million as of December 31, 2007.

Use of Estimates

The preparation of consolidated financialestants in conformity with generally accepted actiogrprinciples requires management to
make estimates and assumptions that affect thetegpamounts of assets, liabilities, revenues apéreses and disclosure of contingent assets
and liabilities. The recognition and allocationceftain operating expenses in these consolidatedidial statements also require management
estimates and assumptions. The Company'’s estiraateassumptions are continually evaluated basedaitable information and experience.
Because the use of estimates is inherent in tla@dial reporting process, actual results couldedififom estimates.

Revenue and Cost Recognitic

Depending on the terms of the customer arnaege, Supplies Distributors recognizes product mereeand product cost either upon the
shipment of product to customers or when the custaeceives the product. Supplies Distributors fisrits customers to return product for
credit against other purchases, which include nstéor defective products (that Supplies Distribsitinen returns to the manufacturer) and
incorrect shipments. Supplies Distributors providesserve for estimated returns and allowance®oHears terms to its customers that it
believes are standard for its industry.

Freight costs billed to customers are refi@et® components of product revenue. Freight costgried are recorded as a component of cost
of goods sold.

Under the master distributor agreements (s#te B), Supplies Distributors bills IPS for reimbaiments of certain expenses, including: pass
through customer marketing programs, including treband coop funds; certain
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freight costs; direct costs incurred in passingow price decreases offered by IPS to SuppliesibBigors or its customers to cover price
protection and certain special bids; the cost ofipcts provided to replace defective product retdrioy customers; and certain other expenses
as defined. Supplies Distributors records a retdévtor these reimbursable amounts as they areredtwvith a corresponding reduction in
either inventory or cost of product revenue. Swggpbistributors also reflects pass through custonsketing programs as a reduction of
product revenue and cost of product revenue.

eCOST recognizes product revenue, net of astidnreturns, promotional discounts, credit caaddrand chargebacks, when both title and
risk of loss to the products has transferred tcctigomer, which eCOST has determined to occur ugoeipt of products by the customer.
eCOST generally requires payment by credit carchygacing an order, and to a lesser extent, g@etdit to business customers on normal
credit terms. eCOST permits its customers to retiefiective product for credit against other purelsas

For product sales shipped directly from eCB@%Endors to end customers, eCOST records revendieelated costs at the gross amounts
charged to the customer and paid to the vendodb@asan evaluation of the criteria outlined in EINB. 99-19Reporting Revenue Gross as a
Principal Versus Net as an Age. eCOST'’s evaluation is performed based on a nufiaoéors, including whether eCOST is the primary
obligor in the transaction, has latitude in es&diitig prices and selecting suppliers, takes titkhé products sold upon shipment, bears credit
risk, and bears inventory risk for returned produbht are not successfully returned to third-paugpliers. eCOST recognizes revenue on
extended warranties and other services for whighribt the primary obligor on a net basis.

The Company’s service fee revenue primarilgtes to its (1) distribution services, (2) ordearmagement/customer care services and (3) the
reimbursement of out-of-pocket and third-party exges. The Company typically charges its servicedeenue on a cost-plus basis, a percent
of shipped revenue basis or a per transaction bmsib as a per item basis for fulfilment servioes per minute basis for web-enabled
customer contact center services. Additional feedaled for other services.

Distribution services relate primarily to imtery management, product receiving, warehousimgfalfillment (i.e., picking, packing and
shipping) and facilities and operations managentestvice fee revenue for these activities is retazaghas earned, which is either (i) on a per
transaction basis or (ii) at the time of produdfiftment, which occurs at the completion of thestlibution services.

Order management/customer care services i@igarily to taking customer orders for the Comyparclients’ products via various
channels such as telephone call-center, electmyrficsimile. These services also entail addressiisgomer questions related to orders, as well
as cross-selling/upelling activities. Service fee revenue for thi\aty is recognized as the services are renddfeds charged to the client
on a per transaction basis based on either (ig-aletermined fee per order or fee per telephonetesrincurred, (ii) a per dedicated agent fee,
or (iii) are included in the product fulfillmentséce fees that are recognized on product shipment.

The Company’s billings for reimbursement of-oftpocket expenses, including travel and certhird-party vendor expenses such as
shipping and handling costs and telecommunicatiarges are included in pagsough revenue. The related reimbursable costeeflexted a
cost of pass-through revenue.

The Company’s cost of service fee revenuagesamting the cost to provide the services desti@beve, is recognized as incurred. Cost of
service fee revenue also includes certain costided with technology collaboration and ongoiegiinology support that include
maintenance, web hosting and other ongoing progiamactivities. These activities are primarily garhed to support the distribution and
order management/customer care services and argniged as incurred.

The Company recognizes revenue and records recounts receivables, pursuant to the methasided above, when collectability is
reasonably assured. Collectability is evaluateithénaggregate and on an individual customer bakisg into consideration payment due date,
historical payment trends, current financial positiresults of independent credit evaluations ayanent terms.
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The Company primarily performs its servicesemone to three-year contracts that can gendsaltlgrminated by either party. In
conjunction with these long-term contracts, the @any sometimes receives start-up fees to covenjilementation costs, including certain
technology infrastructure and development coste. Company defers the fees received, and the retatgd, and amortizes them over the life
of the contract. The amortization of deferred rexers included as a component of service fee rexehloe amortization of deferred
implementation costs is included as a cost of serfge revenue. To the extent implementation dostson-technology infrastructure and
development exceed the fees received, the excessam@ expensed as incurred. The following sunaesithe deferred implementation
revenues and costs, excluding technology and deneat costs that are included in property and eqeig (in thousands):

December 31 December 31
2007 2006
Deferred implementation revenu
Current $ 772 $  2,04¢

Non-current 51€ 832

$ 1,28¢ $ 2,87¢

Deferred implementation cos
Current $ 38¢€ $ 1,077
Non-current 29¢ 271

$ 68€ $ 1,34¢

Current and non-current deferred implementatiosts, excluding technology and development castsa component of prepaid expenses
and other assets, respectively. Current and naemudeferred implementation revenues, which maggule the timing of when the related
implementation costs are incurred and thus defemexla component of accrued expenses and otbéitigs, respectively.

Concentration of Business and Credit Risk

The Company’s service fee revenue is generatddr contractual service fee relationships withtiple client relationships. A summary of
the customer and client concentrations is as falow

December 31 December 31 December 31
2007 2006 2005

Product Revenue (as a percentage of Product Re)e

Customer ] 10% 11% 14%

Customer 9% 9% 12%

Customer ¢ 6% 8% 11%
Service Fee Revenue (as a percentage of ServicRdwemue)

Client 1 27% 23% 27%

Client 2 11% 12% 12%

Client 3 12% 19% 16%
Consolidated Revenu

Customer/Client : 8% 9% 10%

Accounts Receivable
Customer/Client : 10% 13% 12%

PFSweb has provided certain collateralizedantaes of its subsidiaries’ financings and craditngements. These subsidiaries’ ability to
obtain financing on similar terms would be sigrafitly impacted without these guarantees.

The Company has multiple arrangements with @i IPS and is dependent upon the continuatisuaf arrangements. Substantially a
the Supplies Distributors’ revenue is generate@tsgale of product purchased
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from IPS. These arrangements, which are criticéthéoCompany’s ongoing operations, include Supissributors’ master distributor
agreements, certain of Supplies Distributors’ woegkeapital financing agreements, product saleBP®Husiness units, and a term master lease
agreement. Supplies Distributors also relies upgeaurced sales force and product demand genessioices and the termination of such
services would have a material impact upon Supplissibutors’ business.

eCOST'’s arrangements with its vendors areitezide by either party at will. Loss of any vendoasild have a material adverse effect on its
financial position, results of operations and céelvs. Sales of HP and HP-related products reptese49% of eCOST’s net revenues in 2007
(11% of consolidated net revenues). Sales of thes#ducts were 33% of eCOST’s net revenues in 2096 df consolidated net revenues).
Cash and Cash Equivalents

Cash equivalents are defined as short-tertmihlguid investments with original maturities, @ acquired, of three months or less.

Restricted Casl

Restricted cash includes the following itemstifousands):

December 31 December 31

2007 2006
Letters of credit securit $ — $ 15C
Customer remittance 1,971 2,457
Bond financing 50 46
Total restricted cas $ 2,021 $ 2,657

In conjunction with certain of its financingr@ements, Supplies Distributors has granted teriders a security interest in certain customer
remittances received in specified bank accounts Ks®e 4). At December 31, 2007 and 2006, thesk datounts held $1.5 million and $2.2
million, respectively, which was restricted and cauty be used to reduce the outstanding debt.

In conjunction with certain of its financingr@ements, eCOST has granted to its lender a semtgrest in certain customer remittances
received in specified bank accounts (see Note #pekember 31, 2007 and 2006 these bank accouldt$0& million and $0.2 million,
respectively, which was restricted and can onlysed to reduce the outstanding debt.

Other Receivables and Liabilities

Other receivables include $10.0 million an@.$1million as of December 31, 2007 and 2006, rethdy, primarily for amounts due from
IBM and IPS for costs incurred by the Company unitlermaster distributor agreements (see Note 6).
Inventories

Inventories (all of which are finished goodsg stated at the lower of weighted average costasket. The Company establishes inventory
reserves based upon estimates of declines in vl inventories that are slow moving or obsglekcess levels of inventory or values
assessed at lower than cost.

Supplies Distributors assumes responsibititysfow-moving inventory under certain master disitor agreements, subject to certain
termination rights, but has the right to returndurct rendered obsolete by engineering changesfared (see Note 6). In the event PFSweb,
Supplies Distributors and IPS terminate the madis#ributor agreements, the agreements providéhioparties to mutually agree on a plan of
disposition of Supplies Distributors’ then existimgentory.

Supplies Distributors’ inventories include mtgndise in-transit that has not been receivedh&ybmpany but
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that has been shipped and invoiced by SuppliesiBuistrs’ vendors. The corresponding payable feeirtories in-transit is included in
accounts payable in the accompanying consolidateddial statements.

eCOST inventories include goods in-transitustomers.

The Company reviews inventory for impairmentsoperiodic basis, but at a minimum, annually.dvecability of the inventory on hand is
measured by comparison of the carrying value ofrtlaentory to the fair value of the inventory.
Property and Equipmen

The components of property and equipment &egember 31, 2007 and 2006 are as follows (inghods):

December 31 December 31
2007 2006 Depreciable Life
Furniture and fixture $ 22,51( $ 19,66¢ 2-10 years
Purchased and capitalized software c 14,59t 12,27¢ 3-7 years
Computer equipmet 10,44: 10,05( 3 years
Leasehold improvemen 7,77¢ 6,501 3-5 years
Other 101 354 3-5 years
55,427 48,84¢
Less-accumulated depreciation and Amortizat (43,509 (35,969
Property and equipment, r $  11,91¢ $ 12,88

Property and equipment are stated at cosaendepreciated using the straight-line method theeestimated useful lives of the respective
assets. Leasehold improvements are amortized bgehiorter of the useful life of the related asse¢he remaining lease term.

The Company property held under capital leases amount tocxpately $4.6 million and $3.7 million, net of asoulated amortization
approximately $10.5 million and $10.0 million, at@mber 31, 2007 and 2006, respectively.

Long-Lived Assets

The Company reviews long-lived assets for iimpant whenever events or changes in circumstaindésate that the carrying amount of an
asset may not be recoverable. The Company revieadvgll for an impairment at least annually. Loliged assets include property, intangi
assets, goodwill and certain other assets. Recoligraf assets is measured by a comparison ot#reying amount of an asset to future net
cash flows expected to be generated by the a$seich assets are considered to be impaired, thaiiment to be recognized is measured as
the amount by which the carrying amount of the zsseceeds the fair value of the assets. Fair Valdetermined using appraisals, discounted
cash flow analysis or similar valuation technigu&® make judgments and estimates in conjunctioh thi¢ carrying value of these assets,
including amounts to be capitalized, depreciatiod amortization methods and useful lives. We reaoghirment losses in the period in wh
we determine that the carrying amount is not re@dde. This may require us to make judgments réggidng-term forecasts of our future
revenues and costs related to the assets subjestiéov.

Foreign Currency Translation and Transactions

For the Company’s Canadian and European dpesatthe local currency is the functional currentl assets and liabilities are translated at
exchange rates in effect at the end of the pednd,income and expense items are translated avérage exchange rates for the period.

The Company includes currency gains and lossehortterm intercompany advances in the determinatiamedincome and loss. Currer
gains and losses, including transaction gains esgkk and those on short-term intercompany advancksled in net loss were a net gain of
approximately $1.0 million, net gain of
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approximately $0.3 million and a net loss of $0.i8iom for the years ended December 31, 2007, 28062005, respectively. The Company
reports gains and losses on intercompany foreigrecay transactions that are of a long-term investnmature as a separate component of
shareholders’ equity.

Stock-Based Compensation

On January 1, 2006, the Company adopted thedhe recognition provisions of Financial Accoimg Standards Board (“FASB”)
Statement No. 123(Rghare-Based Payment‘FAS 123R”). Prior to January 1, 2006, the Compaccounted for share-based employee
compensation plans using the recognition and measamt provisions of APB Opinion No. 2&¢counting for Stock Issued to Employees
(“APB 25”), and related Interpretations. In accarda with APB 25 no compensation was required teebegnized for options granted to
employees that had an exercise price equal toeatgrthan the market value of the underlying comstock on the date of grant.

The following table shows the pro forma effeotthe Company’s net loss and loss per sharecasnpensation cost had been recognized for
stock-based employee compensation plans basecioridin value at the date of the grant. The pronia effect of stock-based employee
compensation plans on the Company’s net loss @yéar prior to the Company’s adoption of FAS 1288/ not be representative of the pro
forma effect for future years due to the impactedting and potential future awards.

Year Ended
December 31,
2005
(In thousands, excer.
per share amounts)

Net loss as reporte $ (747)
Deduct: Stoc-based no-employee compensation expense included in repogetbss 16
Add: total stoc-based employee and r-employee compensation expense determined undesraiaie based methc (1,007)
Pro forma net loss, applicable to common stoclbfmic and diluted computatio $ (1,739
Loss per common sha- as reportet

Basic and dilutes $ (0.09)
Loss per common sha- pro forma

Basic and dilutes $ (0.08)

Impact of Recently Issued Accounting Standar

In 2006, the Financial Accounting Standardaf8q“FASB”) issued FASB Interpretation 48¢ccounting for Uncertainty in Income Taxes —
an interpretation of FASB Statement No. {@9N 48"), which prescribes accounting for andai@sure of uncertainty in tax positions. This
interpretation defines the criteria that must bé foethe benefits of a tax position to be recogdiin the financial statements and the measure
of tax benefits recognized. There was no impathefCompany’s January 1, 2007 adoption of the grons of FIN 48. The Company
recognizes interest and penalties related to usioeidx positions in income tax expense.

For federal income tax purposes, tax yearsrérmain subject to examination include years 2008ugh 2007. However, the utilization of
net operating loss (“NOL") carryforwards that argser to 2003 remain subject to examination thiotlge years such carryforwards are
utilized. For Europe, tax years that remain sulfieetxamination include years 2004 to 2007. Howether utilization of NOL carryforwards
that arose prior to 2004 remain subject to exarianahrough the years such carryforwards are etliZor Canada, tax years that remain
subject to examination include years 1999 to 2d@pending on the subsidiary. For state income taggses, the tax years that remain subject
to examination include years 2002 to 2007, depandpon the jurisdiction in which the Company fitax returns.

In December 2007, the FASB issued StatementLKlbR,Business Combinationsand Statement No. 16Mpncontrolling Interests in
Consolidated Financial Statements, an amendmeARS No. 51 Statement No. 141R
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modified the accounting and disclosure requiremfartbusiness combinations and broadens the sdajpe previous standard to apply to all
transactions in which one entity obtains contraroanother business. Statement No. 160 establsvesiccounting and reporting standards
noncontrolling interests in subsidiaries. The Comypaill be required to apply the provisions of tew standards in the first quarter of 2009.
The impact of this statement on our financial stegets is expected to be insignificant.

In February 2007, the FASB issued Statementll§6,The Fair Value Option for Financial Assets and Fiogal Liabilities. This new
standard will allow companies to elect to measpexiied financial instruments and warranty andirasce contracts at fair value on a
contract-byeontract basis, with changes in fair value recogghiim earnings in each reporting period. The Compat adopt this new standa
in the first quarter of 2008 and expects the impacits financial statements to be insignificant.

In September 2006, the FASB issued StatementLbl7,Fair Value MeasurementsThis new standard defines fair value, establishes
framework for measuring fair value in generally g@ed accounting principles, and expands disclgsaiveut fair value measurements. The
Company will adopt this new standard in the finsaer of 2008 and expects the impact on its firdrstatements to be insignificant.

Income Taxes

Deferred tax assets and liabilities are recaghfor the future tax consequences attributabldifferences between the financial statement
carrying amounts of existing assets and liabilitiad their respective tax bases. Deferred tax saset 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 ofiange in tax rates is recognized in income im#réod that includes the enactment date.
Valuation allowances are established when necessaegduce deferred tax assets to the amount rikedg than not to be realized.

Self Insurance

The Company is self-insured for medical insgebenefits up to certain stop-loss limits. Sua$ts are accrued based on known claims and
an estimate of incurred, but not reported (“IBNRI3ims. IBNR claims are estimated using historiaglinformation and other data provided
by claims administrators.

Fair Value of Financial Instruments
The carrying value of the Company'’s finanaistruments, which include cash and cash equival@ctounts receivable, accounts payable
and debt and capital lease obligations, approxirtinetie fair values based on short terms to maturitgurrent market prices and interest rates.

Comprehensive Income (Loss)

Comprehensive income (loss) is defined aslfamge in equity (net assets) of a business ergenpuring a period from transactions and
other events and circumstances from non-owner ssuf@omprehensive income (loss) consists of netiiec(loss) and foreign currency
translation adjustments.

Net Loss Per Common Shal

Basic and diluted net loss per share is coatphy dividing net loss by the weighted-average memof common shares outstanding for the
reporting period. Stock options not included in daéculation of diluted net loss per share forykars ended December 31, 2007, 2006 and
2005, were 6.1 million, 5.9 million, and 5.4 miliorespectively, as the effect would be anti-diletiWarrants not included in the calculation of
diluted net loss per share for the years endedreee31, 2007, 2006 and 2005, were 0.6 million,miléon and 0.4 million, respectively, as
the effect would be anti-dilutive.
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Cash Paid During Year

The Company made payments for interest ofapprately $2.6 million, $2.8 million and $2.4 mdl and income taxes of approximately
$1.5 million, $0.5 million and $0.7 million durirthe years ended December 31, 2007, 2006, and &fectively (see Notes 3, 4 and 8).
Advertising Cost:

Advertising expenses for eCOST, including thfs catalog, internet and other methods, wer# 8illion and $2.7 million for the years
end December 31, 2007 and 2006, respectively anthaluded in selling, general and administratixpesses. There were no such expenses tc
the Company prior to the acquisition of eCOST.

Reclassifications

Certain prior year data have been reclassiiembnform to the current period presentation.seheclassifications had no effect on
previously reported net income (loss) or sharehsld=uity.
3. Vendor Financing

Outstanding obligations under vendor finan@ngngements consist of the following (in thousnd

December 31 December 31
2007 2006
Inventory and working capital financing agreeme
United State: $ 23,66 $ 28,03
Europe 13,34( 12,71
Total $ 37,00 $  40,75(

Inventory and Working Capital Financing Agreement)nited States

Supplies Distributors has a short-term craditlity with IBM Credit LLC to finance its distrilstion of IPS products in the United States,
providing financing for eligible IPS inventory affmt certain other receivables up to $30.5 millibrough its expiration in March 2008. As of
December 31, 2007, Supplies Distributors had $1l§mof available credit under this facility. Tregedit facility contains cross default
provisions, various restrictions upon the abilifySaipplies Distributors to, among others, mergasotidate, sell assets, incur indebtedness,
make loans and payments to related parties (inodueltities directly or indirectly owned by PFSwéis,.), provide guarantees, make
investments and loans, pledge assets, make chngapital stock ownership structure and pay divide as well as financial covenants, such
as annualized revenue to working capital, net pedter tax to revenue, and total liabilities tagéle net worth, as defined, and are secured by
certain of the assets of Supplies Distributorayel as a collateralized guaranty of PFSweb. Addiily, PFSweb is required to maintain a
minimum Subordinated Note receivable balance frapp8es Distributors of $6.0 million and a minimwhareholders’ equity of
$18.0 million. Borrowings under the credit faciléigcrue interest, after a defined free financingaoge at prime rate plus 0.5% (7.75% and
8.75% as of December 31, 2007 and 2006, respegtividie facility also includes a monthly service fe

On March 27, 2008, Supplies Distributors ezdento an amended credit facility with IBM CretltC, which extends the termination date
through March 2009 and reduces the minimum SubateihNote balance to $5.5 million. Given the suitebf this facility and as outstanding
balances, which represent inventory purchasesgepedd within twelve months, the Company has cliggsthe outstanding amounts under this
facility as accounts payable in the consolidatddrize sheets.

Inventory and Working Capital Financing AgreemeniEurope

Supplies Distributors’ European subsidiariagéha short-term credit facility with IBM Belgiunirfancial Services S.A. (“IBM Belgium”) to
finance their distribution of IPS products in Eueofyhe asset based credit facility with IBM Belgipnovides up to 12.5 million Euros
(approximately $18.4 million at December 31, 20@7jnancing for purchasing IPS inventory and fertain other receivables through its
expiration in March 2008. As
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of December 31, 2007, Supplies Distributors’ Euspsubsidiaries had 2.1 million Euros (approximea$s.1 million at December 31, 2007)
of available credit under this facility. The crefiitility contains cross default provisions, vasaestrictions upon the ability of Supplies
Distributors and its European subsidiaries to, agnathers, merge, consolidate, sell assets, incabiedness, make loans and payments to
related parties (including entities directly orimedtly owned by PFSweb, Inc.), provide guarantegske investments and loans, pledge assets,
make changes to capital stock ownership structudepay dividends, as well as financial covenantshss annualized revenue to working
capital, net profit after tax to revenue, and téitdiilities to tangible net worth, as defined, ard secured by certain of the assets of Supplies
Distributors’ European subsidiaries, as well asatetalized guaranties of Supplies Distributors BRGweb. Additionally, PFSweb is required
to maintain a minimum Subordinated Note receivélaliance from Supplies Distributors of $6.0 milli@nd a minimum shareholders’ equity of
$18.0 million. Borrowings under the credit faciléigcrue interest, after a defined free financingogke at Euribor plus 1.5% as of December
2007 and 2006 (5.8% and 5.1% as of December 3%, 200 2006, respectively). Supplies Distributorgidpean subsidiaries pay a monthly
service fee on the commitment.

On March 27, 2008, Supplies Distributors’ Eperan subsidiaries entered into an amended cradlityfavith IBM Belgium, which increases
the facility from 12.5 million Euros to 16.0 millioEuros (approximately $23.6 million at December&107), extends the termination date
through March 2009 and reduces the minimum SubateihNote balance to $5.5 million. Given the strtesbf this facility and as outstanding
balances, which represent inventory purchasesepedd within twelve months, the Company has cligssthe outstanding amounts under this
facility as accounts payable in the consolidatddrize sheets.

4. Debt and Capital Lease Obligations:

Outstanding obligations under debt and cafetade obligations consist of the following (in elsands):

December 31 December 31
2007 2006

Loan and security agreements, United Stz
Supplies Distributor: $ 10,35 $ 12,10:
PFSwelk 7,22¢ 6,98¢
Credit facility— eCOST — —
Factoring agreement, Euro 1,212 1,03¢
Taxable revenue boni 4,00( 4,50(
Master lease agreemel 5,03: 4,742
Other 792 51C
Total 28,61¢ 29,87¢
Less current portion of loi-term debt 22,23t 23,80:
Long-term debt, less current porti $ 6,37¢ $ 6,07¢

Loan and Security Agreemel— Supplies Distributors

Supplies Distributors has a loan and secagtgement with Wachovia Bank, N.A. (“Wachovia”ytmvide financing for up to $25 million
of eligible accounts receivable in the United Stated Canada. As of December 31, 2007, Supplid¢siitors had $2.0 million of available
credit under this agreement. The Wachovia facditpires on the earlier of March 29, 2009 or the dat which the parties to the IPS master
distributor agreement (see Note 6) no longer oparatier the terms of such agreement and/or IPSngef supplies products pursuant to such
agreement. Borrowings under the Wachovia facilitgrae interest at prime rate or Eurodollar rates @ir5% to 2.25%, dependent on excess
availability, as defined. The interest rate as e€@mber 31, 2007 was 7.25% for $6.4 million of taurtding borrowings and 7.2% for
$4.0 million of outstanding borrowings. This agresmcontains cross default provisions, variougiggins upon the ability of Supplies
Distributors to, among other things, merge, comnlsaé, sell assets, incur indebtedness, make lgehpayments to related parties (including
entities directly or indirectly owned by PFSwelbg.)nprovide guarantees, make investments and |péedge assets, make changes to capital
stock ownership structure and pay dividends, asagdlinancial covenants, such as minimum net washdefined, and is secured by all of the
assets of Supplies Distributors, as well as a teoldized guaranty of PFSweb. Additionally, PFSvgetequired to maintain a Subordinated
Note receivable balance from Supplies Distributifreo less than $5.5 million and restricted castess$ than $5.0 million, and is restrict
with regard to transactions
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with related parties, indebtedness and changeasptitat stock ownership structure. Supplies Distidlosl has entered into blocked account
agreements with its banks and Wachovia pursuamhtoh a security interest was granted to Wachowiafl U.S. and Canadian customer
remittances received in specified bank account®edember 31, 2007 and December 31, 2006, theseazaounts held $1.4 million and

$2.2 million, respectively, which was restricted fmyment to Wachovia.

Loan and Security Agreemer— PFSweb

PFS has a Loan and Security Agreement (“Caragkgreement”) with Comerica Bank (“Comericalhe Comerica Agreement provides
up to $10.0 million of eligible accounts receivabtencing (“Working Capital Advances”) through Ap2008 and $2.5 million of equipment
financing (“Equipment Advances”) through June 180&. Outstanding Working Capital Advances, $7.diamlas of December 31, 2007,
accrue interest at prime rate plus 1% (8.25% d@¥eckmber 31, 2007). Outstanding Equipment Advar(@@smillion as of December 31, 201
accrue interest at prime rate plus 1.5% (8.75%f &eoember 31, 2007). As of December 31, 2007, R&5$2.6 million of available credit
under the Working Capital Advance portion of thasifity and no funds available under the Equiprmfsshtance portion of this facility. In
January 2008, the Company repaid the $7.2 millidoworking Capital Advances outstanding as of Decen8i, 2007. The Comerica
Agreement contains cross default provisions, vari@strictions upon PFS’ ability to, among othéngs, merge, consolidate, sell assets, incur
indebtedness, make loans and payments to relatddsp@ncluding entities directly or indirectly e@d by PFSweb, Inc.), make investments
and loans, pledge assets, make changes to capitkl@vnership structure, as well as financial c@args of a minimum tangible net worth of
$20 million, as defined, a minimum earnings befoterest and taxes, plus depreciation, amortizaditthnon-cash compensation accruals, if
any, as defined, and a minimum liquidity ratioda$ined. The Comerica Agreement restricts the amoitine subordinated note receivable
from Supplies Distributors to a maximum of $8 noitli Comerica has provided approval for PFS to ackv&8.5 million in cash to fund the
cash flow requirements of eCOST. As of Decembe280y7, PFS has advanced $7.9 million to eCOST.Cdraerica Agreement is secured
all of the assets of PFS, as well as a guarante&sfveb, Inc.

On March 28, 2008, PFS entered into an ameagszkment with Comerica, which extends the tertinalate through March 2009,
reduces the maximum amount of the subordinatednectivable from Supplies Distributors to $6.5 foilland provides the approval for PFS
to advance an additional $3.3 million to certaint®fsubsidiaries, including eCOST, with certaistnetions, if needed.

Credit Facility — eCOST

eCOST has an asset-based line of credittffiatfilat provides for borrowings of up to $7.5 naitlifrom Wachovia, through May 2009, which
is collateralized by substantially all of eCOST&sets. Borrowings under the facility are limitecatpercentage of eligible accounts receivable
and inventory. Outstanding amounts under the fgdikear interest at rates ranging from the printe ta the prime rate plus 0.5% (7.75% as of
December 31, 2007), depending on eCGSirancial results. As of December 31, 2007, eC@&d $2.1 million of letters of credit outstand
and $1.1 million of available credit under thisifid¢. In connection with the line of credit, eCO®htered into a cash management arrange
whereby eCOST’s operating amounts are swept arttitosepay outstanding amounts under the lineeditrThe credit facility restricts
eCOST’s ability to, among other things, merge, otidate, sell assets, incur indebtedness, makesjéavestments and payments to
subsidiaries, affiliates and related parties (idiig entities directly or indirectly owned by PFSwiénc.), make investments and loans, pledge
assets, make changes to capital stock ownershigtgte, and requires a minimum tangible net wofthy as defined. PFSweb has guaranteed
all current and future obligations of eCOST undiés tine of credit.

Factoring Agreement

Supplies Distributors’ European subsidiary &dactoring agreement with Fortis Commercial FoeaN.V. (“Fortis”) to provide factoring
for up to 7.5 million Euros (approximately $11.0lh at December 31, 2007) of eligible accountsreables through March 2009. As of
December 31, 2007, Supplies DistributdEsiropean subsidiary had approximately 2.1 milliemds ($3.1 million) of available credit under t
agreement. Borrowings accrue interest at Euribas pl6% (4.9% at December 31, 2007). This agreeomenains various restrictions
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upon the ability of Supplies Distributors’ Europearbsidiary to, among other things, merge, conat@idnd incur indebtedness, as well as
financial covenants, such as minimum net worthsHgreement is secured by a guarantee of SupgkgsbDtors, up to a maximum of
200,000 Euros.

Taxable Revenue Bonds

PFSweb has a Loan Agreement with the Misgis8psiness Finance Corporation (the “MBFC”) in nention with the issuance by the
MBFC of $5 million MBFC Taxable Variable Rate Denddnimited Obligation Revenue Bonds, Series 2004b(Ry Fulfillment Services, Inc.
Project) (the “Bonds”). The MBFC loaned the proceetithe Bonds to PFSweb for the purpose of finamthe acquisition and installation of
equipment, machinery and related assets locatdei€ompany’s Southaven, Mississippi distributiaaility. The Bonds bear interest at a
variable rate (5.1% as of December 31, 2007), teymiéned by Comerica Securities, as RemarketingWideFSweb, at its option, may convert
the Bonds to a fixed rate, to be determined byRémarketing Agent at the time of conversion.

The primary source of repayment of the Bosdss lietter of credit (the “Letter of Credit”) inghnitial face amount of $5.1 million issued by
Comerica pursuant to a Reimbursement Agreementdegt?FSweb and Comerica under which PFSweb isatétigo pay to Comerica all
amounts drawn under the Letter of Credit. The ketfeCredit has a maturity date of April 2009 atigrhtime, if not renewed or replaced, will
result in a draw on the undrawn face amount thetétfe Letter of Credit is renewed or replacdot Bonds require future principal
repayments of $800,000 in each of January 200¢ir@012. The amount outstanding on the Bonds Beoémber 31, 2007 is $4.0 million.
Our obligations under the Reimbursement Agreemensacured by substantially all of the assets ofR#t8 subsidiary and a Company parent
guarantee.

Debt Covenant:

To the extent the Company or any of its subsigs fail to comply with its covenants applicatidts debt or vendor financing obligations,
including the monthly financial covenant requirertseand required level of shareholders’ equity dnmerth, and one or all of the lenders
accelerate the repayment of the credit facilityigdiions, the Company would be required to rephgrabunts outstanding thereunder. In
particular, in the event eCOST is unable to inaeaétssrevenue and/or gross profit from its presevels, it may fail to comply with one or mc
of the financial covenants required under its wagkéapital line of credit. In such event, absewaaser, the working capital lender would be
entitled to accelerate all amounts outstandingetiveder and exercise all other rights and remetfielsiding sale of collateral and demand for
payment under the Company parent guaranty. Anyl@etmsn of the repayment of the credit facilitigsuld have a material adverse impact on
the Company’s financial condition and results céigpions and no assurance can be given that thep&@onwould have the financial ability to
repay all of such obligations.

PFSweb has also provided a guarantee of tiigatibns of Supplies Distributors to IBM, excludithe trade payables that are financed by
IBM Credit.
Master Lease Agreemen

The Company has a Term Lease Master AgreewidntBM Credit (“Master Lease Agreement”) that pides for leasing or financing
transactions of equipment and other assets, whankrmglly have terms of three years. The outstaridagjng transactions ($0.9 million and
$1.0 million as of December 31, 2007 and 2006,eetpely) are secured by the related equipment sge 2).

The Company has two master agreements widiméimg companies that provide for leasing or fimagtransactions of certain equipment.
The amounts outstanding under these agreemenftaesember 31, 2007 and 2006 were $1.8 million$&d million, respectively, and are
secured by the related equipment.

The Company has other leasing and financimgeagents and will continue to enter into thosersyements as needed to finance the
purchasing or leasing of certain equipment or o#issets. Borrowings under these agreements areaffgrsecured by the related equipment.
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Debt and Capital Lease Maturitie
The Company’s aggregate maturities of debssgbent to December 31, 2007 are as follows (ingwods):

Fiscal year ended December

2008 $20,48(
2009 1,027
2010 914
2011 89z
2012 82¢
Thereaftel —

Total $24,14:

The following is a schedule of the Companyife minimum lease payments under the capitabiesmether with the present value of the
net minimum lease payments as of December 31, @d@Fousands):

Fiscal year ended December

2008 $ 2,081
2009 1,751
2010 851
2011 29C
Thereaftel 92

Total minimum lease paymer $ 5,071
Less amount representing interest at rates rarfging 7.25% to 12.49 597
Present value of net minimum lease paym 4,472
Less: Current portio 1,75¢

Long-term capital lease obligatiol $ 2,71¢

5. Stock and Stock Options
Preferred Stock Purchase Righ

On June 8, 2000, the Company’s Board of Dinectleclared a dividend distribution of one prefdrstock purchase right (a “Right”) for
each share of the Company’s common stock outstgratinduly 6, 2000 and each share of common stadiedsthereafter. Each Right entitles
the registered shareholders to purchase from tinegp@oy one onéhousandth of a share of preferred stock at arceseeprice of $67, subject
adjustment. The Rights are not currently exercisatlit would become exercisable if certain eveotsiwed relating to a person or group
acquiring or attempting to acquire 15 percent oravaf the Companyg outstanding shares of common stock. The Righggeern July 6, 201(
unless redeemed or exchanged by the Company earlier

Employee Stock Purchase Ple

The Company offers the PFSweb Employee StocgHase Plan (the “Stock Purchase Plan”) that adifigd under Section 423 of the
Internal Revenue Code of 1986, to provide employééise Company an opportunity to acquire a pragrieinterest in the Company. The
Stock Purchase Plan permits each U.S. employeehaticompleted 90 days of service to elect to ppatie in the plan. Eligible employees
may elect to contribute with after-tax dollars optmaximum annual contribution of $25,000. Theckt®urchase Plan originally provided for
acquisition of the Company’s common stock at a 86ount to the lower of the beginning or end ohkendar quarter’s market value. In
2005, the Company'’s shareholders approved amendretite Purchase Plan and effective January B,280uced the acquisition price
discount to 5% of the market value on the dateuoipase. The Company has reserved 4 million shudries common stock under the Stock
Purchase Plan. During the years ended Decemb@08%, 2006 and 2005, the Company issued 18,1085354nd 401,270 shares under the
Stock Purchase Plan, respectively. As of Decembg2@07, there were 2,153,384 shares availabliiftdrer issuance under the Stock
Purchase Plan.
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Private Placement Transactior

In 2003, the Company entered into a SecuRigshase Agreement with certain institutional stees in a private placement transaction
pursuant to which the Company issued and solditsnecon stock, par value $.001 per share (the “Com&tonk”). In addition to the Common
Stock, the investors received one-year warranpsitohase an aggregate 525,692 shares of Commok &tan exercise price of $3.25 per
share and four-year warrants to purchase an aggre§895,486 shares of Common Stock at an exepcise of $3.30 per share. In
January 2005, 394,685 of the oyar warrants were exercised prior to their exjgratgenerating net proceeds to the Company of &lli®n,
and 131,277 of the one-year warrants expired ucesast. As a result of the merger with eCOST andgtheate placement transaction in
June 2006, the four-year warrants were adjusteh that there were 564,980 warrants outstanding aritexercise price of $2.31 per share as
of December 31, 2007. These four-year warrantsregpunexercised in January 2008.

In June 2006, the Company entered into a Rgegreement and Registration Rights Agreemeit egittain institutional investors in a
private placement transaction pursuant to whichdbmpany issued and sold an aggregate of 5,008/88@s of its common stock, par value
$.001 per share, at $1.00 per share, resultingassgoroceeds of $5.0 million. After deducting enges, the net proceeds were approximately
$4.8 million. The Company has advanced $4.7 milbbthese proceeds to eCOST as of December 31, 2007

Stock Options and Stock Option Plal

On January 1, 2006, the Company adopted thedhe recognition provisions of Financial Accoimg Standards Board (“FASB”)
Statement No. 123(Rghare-Based Paymen{‘FAS 123R”). Prior to January 1, 2006, the Compaccounted for share-based employee
compensation plans using the recognition and measamt provisions of APB Opinion No. 2&¢counting for Stock Issued to Employees
(“APB 25”), and related Interpretations. In accaorda with APB 25 no compensation was required teebegnized for options granted that had
an exercise price equal to or greater than the ebaddue of the underlying common stock on the datgrant.

The Company adopted FAS 123R using the matgiespective transition method. Under that trémsimethod, compensation cost
recognized during the years ended December 31, 2002006 includes: a) compensation cost for alesfvased payments granted prior to,
but not yet vested as of January 1, 2006, baseldeogrant date fair value estimated in accordarittetive original provisions of FAS 123, and
b) compensation cost for all share-based paymeatdey subsequent to January 1, 2006, based gmahedate fair value estimated in
accordance with the provisions of FAS 123R. Comagass cost is recognized on a straight-line bams of estimated forfeitures, over the
requisite service period of each award. Resultpfimr periods have not been restated.

As a result of adoption FAS 123R, stock-basmupensation charged against income was $0.8 malia $0.9 million for the years ended
December 31, 2007 and 2006. As of December 31,,2087 was $0.6 million of total unrecognized cemgation costs related to unvested
stock options, which is expected to be recognizest a weighted average period of approximatelyyg&s. Prior to the adoption of FAS 12
the Company recorded stock-based compensation sguéi$16,000 in the year ended December 31, 20@®nnection with stock options to
purchase an aggregate of 11,000 shares issued-+temployees.

As of December 31, 2007, the Company haddhewing share-based compensation plans:

PFSweb Plan Optior

The Company has an Employee Stock and InaeRti@n and an Outside Director Stock Option anéiRet Plan under which an aggregate
of 8,500,000 shares of common stock were origirelithorized for issuance (the “Stock Options Plaagt an outstanding stock option
agreement under which 35,000 shares were originalligorized for issuance. The Stock Option Plansige for the granting of incentive
awards in the form of stock options to directorg@itive management, key employees, and outsideuttants of the Company. The rights to
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purchase shares under the employee stock optieemgnts typically vest over a three-year perioé;torelfth each quarter. Stock options
must be exercised within 10 years from the datgrant. Stock options are generally issued suchttiea¢xercise price is equal to the market
value of the Company’s common stock at the datgarft.

As of December 31, 2007, there were 2,484shwéires available for future grants under the S@uton Plans.

The following table summarizes stock optiotity under the Stock Option Plans:

Weighted
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Per Share Price Life Value
Outstanding, December 31, 20 5,467,44: $0.3—$16.0( $1.3C
Grantec 612,00( $ 0.94—%$1.04 $0.94
Exercisec — — —
Cancelec (398,750 $ 0.8(—%5.7¢ $1.44
Outstanding, December 31, 20 5,680,69i $0.3—$16.0( $1.2¢
Exercisable, December 31, 20 4,943,60! $0.3—$16.0( $1.2¢ 4.9 $1,396,03:
Exercisable and expected to vest, December 31, 5,560,47! $0.3¢—$16.0( $1.41 4.7 $1,518,43

The weighted average fair value per shargtibos granted during the years ended Decembe2®l7,, 2006 and 2005 was $0.71, $1.13
$2.07, respectively. The total intrinsic value pfions exercised under the Stock Option Plans Wa@2million and $0.2 million during the
years ended December 31, 2006 and 2005, respgc

PFSweb No-plan Options

Prior to the Company’s initial public offeringertain of the Company’s employees were holdestazk options of the Company’s former
parent company, Daisytek International Corporaff@aisytek”), issued under Daisytek’s stock optjgans.

In connection with the completion of the Comyia spin-off from Daisytek on July 6, 2000 (thepiB-off”), all outstanding Daisytek stock
options were replaced with substitute stock opti@raisytek options held by PFSweb employees weraced (at the option holder’s election
made prior to the Spioff) with either options to acquire shares of PFBwemmon stock or options to acquire shares of Datisytek comma
stock and PFSweb common stock (which may be exatc@sparately) (the “Unstapled Options”). Optioakltby Daisytek employees were
replaced (at the option holder’s election madergddhe Spineff) with either options to acquire shares of D&&ycommon stock or Unstapl
Options.

As a result of the stock option replacementpss described above, in conjunction with the -8ffirPFSweb stock options (the “Non-plan
Options”) were issued to PFSweb and Daisytek afficdirectors and employees. These options wenedsas one-time grants and were not
issued under the Stock Option Plans. The termgpemdsions of the Non-plan Options are substantidde same as options issued under the
Stock Option Plans.

The following table summarizes stock optiotivéty under the Non-plan Options:

Weighted
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Per Share Price Life Value
Outstanding, December 31, 2C 433,03( $0.91—$10.5¢ $0.9¢
Grantec — $ — $ —
Exercisec — $ — $ —
Cancelec (3,81) $ 0.91—9%5.7¢ $1.9¢
Outstanding, December 31, 2C 429,01¢ $0.91—$10.5¢ $0.94 3.9 $145,54:
Exercisable, December 31, 20 429,21¢ $0.91—$10.5¢ $0.9¢4 3.9 $145,54.
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Fair Value

The fair value of each option grant is estedadn the date of grant using the Black-Scholemoiricing model with the following
assumptions used for grants of options under tbekSDption Plans:

Year Ended Year Ended Year Ended
December 31, 2007 December 31, 2006 December 31, 2005
Expected dividend yiel — — —
Expected stock price volatilit 87%— 90% 91%— 103% 104%— 105%
Risk-free interest rat 4.4%— 5.0% 4.5%— 5.2% 3.6%— 4.6%
Expected life of options (year 6 0.5-6 5-6

The fair value of each share of common staekigd under the Stock Purchase Plan is estimatéiteodate of grant using the BlaSkhole:
option-pricing model with the following assumptions

Year Ended
December 31, 200!

Expected dividend yiel —

Expected stock price volatilit 102%— 107%
Risk-free interest rat 2.3%— 4.C%
Expected life of options (month 3

The weighted average fair value per shareofraon stock granted under the Stock Purchase Péentegl during the year ended
December 31, 2005 was $0.98.

The Black-Scholes option valuation model reggithe input of highly subjective assumptionsiuding the expected life of the stock-based
award and stock-price volatility. The assumptidstet above represent management’s best estinmatiethese estimates involve inherent
uncertainties and the application of managemergmeht. As a result, if other assumptions had besed,uhe Company’s recorded and pro
forma stock-based compensation expense could reere different. In addition, the Company is requitee@stimate the expected forfeiture rate
and only recognize expense for those shares exptrtest. If the Company’s actual forfeiture rstenaterially different from its estimate, the
share-based compensation expense could be matelifidirent. The expected life of options has beemputed using the simplified method as
prescribed by Staff Accounting Bulletin No. 107.

6. Master Distributor Agreements

Supplies Distributors, PFSweb and IPS haveredtinto master distributor agreements wherebylfpDistributors acts as a master
distributor of various IPS products and PFSweb jples transaction management and fulfillment ses/toeSupplies Distributors. Under the
master distributor agreements, IPS sells produSugaplies Distributors and reimburses Suppliesrbistors for certain freight costs, direct
costs incurred in passing on any price decreasesedfby IPS to Supplies Distributors or its custosnto cover price protection and certain
special bids, the cost of products provided toaepldefective product returned by customers arer airtain expenses as defined. Supplies
Distributors can return to IPS product renderectdie by IPS engineering changes after customeaddrands. IPS determines when a
product is obsolete. IPS and Supplies Distribuédes have agreements under which IPS reimbursesllects from Supplies Distributors
amounts calculated in certain inventory cost adjesits.

Supplies Distributors passes through to custermarketing programs specified by IPS and adieirsisalong with a party performing
product demand generation for the IPS productd) puagrams according to IPS guidelines.

7. Supplies Distributors
Pursuant to a credit agreement, Suppliesibigtrs is restricted from making any distributiansPFSweb if,

79




Table of Contents

PFSWEB, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (conti nued)

after giving affect thereto, Supplies Distributongt worth would be less than $1.0 million. At Dexteer 31, 2007, Supplies Distributors’ net
worth was $10.6 million. Supplies Distributors leseived lender approval to pay $2.8 million ofidénds in 2008 but, under the terms of its
amended credit agreements, is restricted from gdyirther annual cash dividends without the prigpraval of its lenders (see Notes 3 and 4).
Supplies Distributors has paid dividends to PFSafe®.4 million, $3.9 million and $1.0 million ifmé years ended December 31, 2007, 2006

and 2005, respectively.

8. Income Taxes

A reconciliation of the difference between thgpected income tax expense at the U.S. fedexaitsty corporate tax rate of 34%, and the

Company’s effective tax rate is as follows (in teands):

Year Ended Year Ended Year Ended
December 31 December 31 December 31
2007 2006 2005
Income tax provision (benefit) computed at statytate $ (199 $ (4,549 $ 86
Impact of foreign taxatio 3 a7 (16)
Foreign dividends receive 494 85C —
Items not deductible for tax purpos 23C 1,704 337
Change in valuation reser 89¢ 3,28¢ 70€
Other (627) (120 (112
Provision for income taxe $ 79¢ $ 1,15¢ $ 1,001
The consolidated income (loss) before incomxed, by domestic and foreign entities, is as ¥adl¢in thousands):
Year Ended Year Ended Year Ended
December 31 December 31 December 31
2007 2006 2005
Domestic $ (3,389 $ (15,03) $  (1,21)
Foreign 2,80¢ 1,65¢ 1,46¢
Total $ (58E) $ (13,376 $ 254
Current and deferred income tax expense (bdgseesummarized as follows (in thousands):
Year Ended Year Ended Year Ended
December 31 December 31 December 31
2007 2006 2005
Current
Domestic $ 57 $ 10k $ 151
State (70 41¢ 80
Foreign 72¢ 77¢ 77¢
Total current 71E 1,302 1,00¢
Deferred
Domestic — — —
State 21 (59 —
Foreign 63 (89) (8
Total deferrec 84 (14¢) (8
Total $ 79¢ $ 1,15¢ $ 1,001

The components of the deferred tax assetil{tighbare as follows (in thousands):

Deferred tax asset
Allowance for doubtful accoun
Inventory reservi
Property and equipme
Net operating loss carryforwar
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December 31 December 31
2007 2006

Other 1,12¢ 1,282

25,41« 24,75k

Less— Valuation reservi 22,84¢ 21,95(

Total deferred tax ass 2,56¢€ 2,80t
Deferred tax liabilities

Intangible assei (2,980 (2,259

Other (289) (160)

Total deferred tax liabilitie (2,269) (2,419

Deferred tax assets, r $ 297 $ 391

Management believes that PFSweb has not edtalla sufficient history of earnings, on a statahe basis, to support the more likely than
not realization of certain deferred tax assetsxaess of existing taxable temporary differencesafuation allowance has been provided for
these net deferred income tax assets as of Dece8hp2007 and 2006. At December 31, 2007, net tipgrbpss carryforwards relate to
taxable losses of PFSweb’s European subsidiariirtigtapproximately $11.2 million, PFSweb’s Canadsabsidiary totaling approximately
$5.3 million and PFSweb’s U.S. subsidiaries totapproximately $45.7 million that expire at vasadates through 2023. The U.S. NOL
carryforward includes $4.6 million relating to thgnefits of stock option exercises and, if utilizetll be recorded against additional paid-in-
capital upon utilization rather than as an adjustini@ income tax expense from continuing operatidie U.S. NOL also includes
approximately $21.0 million of NOL acquired throutife acquisition of eCOST in February 2006. Thigulred NOL carryforward is subject
to annual limits under IRS Section 382.

9. Commitments and Contingencies

The Company leases facilities, warehouseg®ffiransportation and other equipment under opgrigases expiring in various years thro
December 31, 2012. In most cases, management sxpattin the normal course of business, leaskbavienewed or replaced by other
leases. Minimum future annual rental payments undarcancelable operating leases having origimaidén excess of one year are as follows
(in thousands):

Operating
Lease

Payments
Fiscal year ended December
2008 $ 8,45¢
2009 7,04t
2010 5,63¢
2011 2,44(C
2012 67E
Total $ 24,25¢

Minimum rental payments under operating leasegecognized on a straight-line basis overeha bf the lease including any periods of
free rent. Total rental expense under operatingeleapproximated $10.3 million, $8.7 million and3billion for the years ended
December 31, 2007, 2006 and 2005, respectivelyai@ddandlord required deposits are secured bgretf credit.

The Company receives municipal tax abatemargertain locations. During 2004 the Company reeginotice from a municipality that we
did not satisfy certain criteria necessary to naimthe abatements. In December 2006 the Compaeyvezl notice that the municipal autho
planned to make an adjustment to the Company’altatement. The Company has disputed the adjustimgrif,the dispute is not resolved
favorably, additional taxes of approximately $1.iflion could be assessed against the Company.

On May 9, 2005, a lawsuit was filed in thetbgt Court of Collin County, Texas, by J. Gregdtéhard, as Trustee of the D.I.C. Creditors
Trust, naming the former directors of Daisytek intgional Corporation and the Company as defendaxtisytek filed for bankruptcy in
May 2003 and the Trust was created pursuant toyki's Plan of Liquidation. The complaint allegednong other things, that the spin-off of
the Company from Daisytek in December 1999 wasuadinlent conveyance and that Daisytek was dam&geelly in the amount of at least
$38 million. On May 3, 2007, the Court granted @@mpany’s motions for summary judgment and all of
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the claims against the Company were dismissedeteBber 2007, the remaining parties to the litigaéigreed to a settlement pursuant to
which all of the remaining claims have been disetss

On July 25, 2007 a purported class action lgvesntitledDarral Frank and Joseph F. Keeley, Jr. v. PC M#lk. dba eCOST.com and
eCOST.com, Inavas filed in the Superior Court of California, LAageles County. The purported class consists affailrrent and former
sales representatives who worked for the defendiar@slifornia from July 24, 2003 through July 2907. The lawsuit alleges that the
defendants failed to pay overtime compensationiatetlest thereon, failed to timely pay compensatoterminated employees and failed to
provide meal and rest periods, all in violatiortted California Labor Code and Business and PrajassCode. The complaint seeks unpaid
overtime, statutory penalties, interest, attorndges, punitive damages, restitution and injuncteleef. The Company intends to vigorously
contest this action and does not believe the clhiave any merit. The matter has been submittedbitration.

In February 2008, eCOST and the Company wemeed with a Complaint For Civil Penalties and mjtive Relief filed by Jamie Te’o in
the Superior Court of California, Alameda Countigging violation of California Proposition 65 arig from the sale by eCOST of certain
computer components. The Company intends to vigdyaiontest this action and does not believe thiend have any merit. The Company
may also seek indemnification for these claims ftbenmanufacturers of these products.

The Company is subject to claims in the ordir@urse of business, including claims of alleggdngement by the Company or its
subsidiaries of the patents, trademarks and othelteéctual property rights of third parties. Ietparty asserting such claims commences
litigation, the Company could be required to deféaelf or its customers. Except as disclosed hetbe Company is not aware of any such
litigation.

10. Segment and Geographic Information

The Company is organized into three operatggments: PFSweb is an international providertefirated business process outsourcing
solutions and operates as a service fee businepp]i€s Distributors is a master distributor ofnparily IPS products; and eCOST is a multi-
category online discount retailer of new, “closdé*@nd recertified brand-name merchandise.

Year Ended Year Ended Year Ended
December 31 December 31 December 31
2007 2006 2005
Revenues (in thousand:
PFSwelk $ 115,87¢ $ 98,94¢ $ 87,88
Supplies Distributor 235,35’ 244,97¢ 252,90:
eCOST 104,14 88,33: —
Eliminations (8,576 (9,004 (9,12¢)

$ 446,80: $ 423,25 $ 331,65

Income (loss) from operations (in thousan

PFSwet $ (1,42) $ (2,730 $ (5299
Supplies Distributor: 6,57 7,614 7,27¢
eCOST (3,399 (16,149 —
Eliminations — — —

$ 1757 $ (11269 $  1,98¢

Depreciation and amortization (in thousan:

PFSwelk $  7,14¢ $ 6,42 $ 6,11
Supplies Distributor 19 11 —
eCOST 1,01Z 1,04¢ —
Eliminations — — —

$ 8,18 $ 7,47¢ $ 6,117

Capital expenditures (in thousanc

PFSwelk $ 3,62¢ $ 3,90( $ 3,91¢
Supplies Distributor: — 49 —
eCOST 33¢ 29 —
Eliminations — _ _

$  3,86- $ 3,97¢ $  391¢
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December 31

December 31

2007 _ 2006 _ _
Assets (in thousands
PFSwek $ 102,95( $ 100,22¢
Supplies Distributor 79,44¢ 85,24¢
eCOST 33,61¢ 33,61¢
Eliminations (57,839 (54,479)
$ 158,17 $ 164,62

Geographic areas in which the Company opematésde the United States, Europe (primarily Beig), and Canada. The following is

geographic information by area. Revenues are ati&ibbased on the Company’s domicile.

Year Ended Year Ended Year Ended
December 31 December 31 December 31
2007 2006 2005
Revenues (in thousand:
United State: $ 351,31 $ 334,11¢ $ 249,46
Europe 91,927 88,65¢ 89,60:
Canade 6,054 6,937 8,09(
Inter-segment elimination (2,496 (6,45¢) (15,49))
$ 446,80 $ 423,25: $ 331,65
December 31 December 31
2007 2006
Long-lived assets (in thousand:
United State: $ 32,80( $ 34,04
Europe 1,16( 1,64:
Canade 55 57
$ 34,01 $ 35,74

11. Employee Savings Plan

The Company has a defined contribution empsaerings plan under Section 401(k) of the InteRealenue Code. Substantially all full-
time and part-time U.S. employees are eligibleddipipate in the plan. The Company, at its disoretmay match employee contributions to
the plan and also make an additional matching dartton in the form of profit sharing in recogniti@f the Company’s performance. During
the years ended December 31, 2007, 2006 and 289%&,dmpany contributed approximately $0.1 milliamidg each period to match 20% of
employee contributions.

12. Quarterly Results of Operations (Unaudited)

Unaudited quarterly results of operationsyfears ended December 31, 2007 and 2006 were as/fo{amounts in thousands, except per
share data):

Year Ended December 31, 2007

1stQtr. 2nd Qtr. 3 Qtr. 4t Qtr,
Total revenue $104,40° $108,40( $111,99! $122,00(
Total cost of revenue 94,42 96,50¢ 100,12( 108,98(
Gross profil 9,98¢ 11,89: 11,87 13,02(
Operating expenst 11,55¢ 10,81¢ 10,88: 11,757
Income (loss) from operatiol (1,579 1,072 99:¢ 1,262
Net income (loss (2,367 154 162 661
Basic and diluted net income (loss) per st (0.05) 0.0C 0.0C 0.01
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Year Ended December 31, 2006

1stQtr. 2nd Qtr. 31 Qtr. 4t Qtr.
Total revenue $110,66¢ $109,30:« $94,28: $108,99°
Total cost of revenue 100,24 99,29 84,87 99,16:
Gross profil 10,42: 10,00 9,41: 9,83t
Operating expenst 11,36! 12,53! 11,94« 15,10¢
Loss from operation (940 (2,529 (2,53)) (5,269
Net loss (1,587 (3,189 (3,309 (6,450
Basic and diluted net loss per sh (0.05) (0.07) (0.09) (0.19

The seasonality of the Company’s businesgjgddent upon the seasonality of its clients’ laggrand their sale of products. Management
believes that with the Company’s current client mird their clients’ business volumes, the Compasgisice fee revenue business activity is
generally expected to be at its lowest in the quahded March 31 subject to transactional voluofiesir clients. Supplies Distributors’
product revenue business activity is expected tatlits highest in the quarter ended December GD.ST’s business is moderately seasonal,
reflecting the general pattern of peak sales ferr#tail industry during the holiday shopping seadwypically, a larger portion of eCOST’s
revenues occur during the first and fourth quarters

13. Subsequent Events

On February 5, 2008, one of the Company’sitistion centers in Memphis, TN was partially damags a result of a tornado. The
Company is in the process of assessing the extéhé @lamage, but the distribution center was djmeral within a few days. Based upon the
terms of the Company’s merchandise, property arsthiess interruption insurance and related dedegjlshanagement does not believe that
the ultimate resolution of this event will be m&eéto the Company’s financial position.
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Item 9. Changes in and Disagreements With Accountason Accounting and Financial Disclosure
None.

Item 9a. (T) CONTROLS AND PROCEDURES.

Evaluation of Disclosure Controls and Procedures

Our Chief Executive Officer and our Chief Ric#l Officer, after evaluating the effectivene$®uor disclosure controls and procedures (as
defined in Securities Exchange Act of 1934 (theciiange Act”) Rules 13a-15(e) and 15d-15(e)) ab®find of the period covered by this
report (the “Evaluation Date”), have concluded thabf the Evaluation Date, our disclosure contold procedures are effective, in all
material respects, to ensure that information meguio be disclosed in the reports that we file sugimit under the Exchange Act (i) is
recorded, processed, summarized and reported ast@rdrequired and (ii) is accumulated and comnataitto our management, including
our Chief Executive Officer and Chief Financial iO#fr, as appropriate, to allow timely decisionsareling required disclosure.

Changes in Internal Control Over Financial Reporting

There have been no significant changes irirdarnal control over financial reporting that ooed during the quarter ended December 31,
2007 that have materially affected, or are reaslgriddely to materially affect, our internal controver financial reporting.

Management’'s Report on Internal Control Over Finandal Reporting

Our management is responsible for establisaimmaintaining adequate internal control ovearitial reporting as defined in Rules 13a-15
(f) under the Exchange Act. Our internal controgiofinancial reporting is designed, under the suip&m of our chief executive and chief
financial officers, and effected by our board akdtors, management and other personnel, to progasonable assurance regarding the
reliability of financial reporting and the prepaaat of financial statements for external purposeadcordance with accounting principles
generally accepted in the United States of Amdi@aAP). Our internal control over financial repogiincludes those policies and procedures
that: (i) pertain to the maintenance of records, inareasonable detail, accurately and fairlyeetffithe transactions and dispositions of our
assets; (ii) provide reasonable assurance thaactions are recorded as necessary to permit atépaof financial statements in accordance
with GAAP, and that our receipts and expendituresb@ing made only in accordance with authorizatiminour management and Board of
Directors; and (iii) provide reasonable assuraegarding prevention or timely detection of unauitex acquisition, use or disposition of our
assets that could have a material effect on tlantial statements.

We conducted an evaluation of the effectiver@dur internal control over financial reportiag of December 31, 2007. This evaluation
based on the framework in “Internal Control—Integch
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Framework” issued by the Committee of Sponsoringaizations of the Treadway Commission (COSO)imérnal control systems, no
matter how well designed, have inherent limitatioftserefore, even those systems determined tofeetike can provide only reasonable
assurance regarding the reliability of financigdaging and the preparation of financial statemémt&xternal purposes in accordance with
GAAP. Also, projections of any evaluation of théeetiveness of internal control over financial refpag to future periods are subject to the
that the controls may become inadequate becaudeafjes in conditions, or that the degree of canpé with the policies or procedures may
deteriorate.

Based on our evaluation under the framewothternal Control—Integrated Frameworlour Chief Executive Officer and Chief Financial
Officer concluded that internal control over finaigeporting was effective as of December 31, 2007

This annual report does not include an attiestaeport of our registered public accountingfiregarding internal control over financial
reporting. Management’s report was not subjecttestation by our registered public accounting fiparsuant to temporary rules of the
Securities and Exchange Commission that permib gpsdvide only management’s report in this annapbrt.

Iltem 9b. Other Information

On March 28, 2008, the Compasiompensation Committee adopted a 2008 managdroeas plan pursuant to our 2005 Employee £
and Incentive Plan. Under the terms of the bonas,glash bonuses, if any, will be awarded to thief@&xecutive Officer and other executive
officers, officers and senior management basea@imd subject to, the achievement of a specifiedopmidince goal. The performance goal shall
be for the Company to exceed, on a quarterly bss;orresponding projected quarterly earningereahterest, taxes, depreciation and
amortization (EBITDA) contained in the Company’siaal budget (or, in case of a budgeted operatisg, liw reduce the operating loss below
the budgeted operating loss).

Subject to an aggregate annual maximum ofGR1QDO0, the maximum aggregate amount to be awdeodethy quarter shall be equal to the
sum of the following: (i) the amount of Excess EBA up to
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$275,000, plus (ii) if the Excess EBITDA exceed¥%$200, the amount of such excess, up to the CuivellBecapture Pool, plus (iii) if the
amount of Excess EBITDA exceeds the amounts detexhiinder the preceding clauses (i) and (ii), aowarnequal to ten percent (10%) of
such excess. “Excess EBITDA” means, for any quatteramount by which the EBITDA for such quarteceeeded the budgeted EBITDA for
such quarter, and “Cumulative Recapture Pawdans, as of any date, (i) $275,000 for each caegplEligible Quarter prior to such date, mi
(ii) the aggregate amount of awards issued unae2@®8 Bonus Plan as of such date; and “Eligiblar@u’ means a quarter in which the
Company’s EBITDA was not less than 80% of the bued&BITDA.

Following the end of each quarter, the Conerituill grant cash bonuses in an aggregate amoure tletermined by it, but not to exceed
the above limitations, to the Chief Executive Géfi@nd other executive officers, officers and semianagement based on the Committee’s
determination of the relative contribution of eattth person.

The Company recently renewed and amendediiteapy credit agreements. A description of sucteread and amended agreements is set
forth in Item 7 Management’s Discussion and Anayxfi Financial Condition and Results of Operations.

PART IlI

Item 10. Directors and Executive Officers of the Registrant

Reference is made to the information to bd@ét in the section entitled “Board of Directorafid “Committees of the Board” in the
definitive proxy statement in connection with ounrual Meeting of Shareholders (the “Proxy Stateff)emthich section is incorporated her:
by reference. Our Proxy Statement will be filedhathe Securities and Exchange Commission not fager 120 days after the last day of our
fiscal year ended December 31, 2007.

Item 11. Executive Compensation

Information required by Part Ill, Item 11, idle included in the section entitled “Executiven@ensation” of our Proxy Statement relating
to our annual meeting of shareholders and is iraatpd herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners atdanagement and Related Shareholder Matters

Information required by Part Ill, Item 12, il included in the Sections entitled “ElectiorDifectors” and Security Ownership of Certa
Beneficial Owners and Management” of our Proxy &tagnt relating to our annual meeting of sharehseldad is incorporated herein by
reference.
Item 13. Certain Relationship and Related Transactions

Information regarding certain of our relatibis and related transactions will be includechim $ection entitled “Certain Relationship and
Related Transactions” of our Proxy Statement medptd our annual meeting of shareholders and wrparated herein by reference.
Item 14. Principal Accountant Fees and Services

Information required by Part Ill, Item 14, Wl included in the section entitled “RatificatiohAppointment of Independent Auditors” of
our Proxy Statement relating to our annual meatinghareholders and is incorporated herein by eefss.

PART IV

Item 15. Exhibits and Financial Statement Schedules

(a) The following documents are filed as part of thepart:
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1. Financial Statements
PFSweb, Inc. and Subsidiaries

Report of Independent Registered Public AccourfEimm

Consolidated Balance Sheets

Consolidated Statements of Operations

Consolidated Statements of Shareholders’ EquityGoprehensive Income (Loss)
Consolidated Statements of Cash Flows

Notes to Consolidated Financial Statements

Financial Statement Schedules

Schedule | — Condensed Financial Information ofifeant
Schedule Il — Valuation and Qualifying Accounts

All other schedules are omitted because the redjimfermation is not present in amounts sufficientequire submission of the schedule
or because the information required is includethanfinancial statements or notes thereto.

2. Exhibits

Exhibit

Number Description of Exhibits
2.1 (19) Agreement and Plan of Merger, dated as of Nover®eP005, by and among PFSweb, Inc., Red Dog AitiuisCorp anc

eCOST.com, Inc
3.1(1) Amended and Restated Certificate of IncorporatioRFESweb, Inc
3.1.1 (20) Certificate of Amendment to Amended and Restatetifi@ate of Incorporation of PFSweb, Ir
3.2(1) Amended and Restated Byla
3.2.1 (27) Amendment to the Amended and Restate-Laws of PFSweb, Inc
4.1 (22) Purchase Agreement dated as of June 1, 2006 bef¥egweb, Inc. and the Purchasers named the
4.2 (22) Registration Rights Agreement dated as of Jun®6 between PFSweb, Inc. and the Investors naneedith
10.1 (17) PFSweb, Inc. 2005 Employee Stock and Incentive.l
10.1.1 (25; PFSweb, Inc. 2007 Management Bonus F
10.2 (17) PFSweb, Inc. 2005 Employee Stock Purchase |
10.3 (18) Amendment 3 to Loan and Security Agreem
10.4 (18) Amendment 6 to Agreement for Inventory Financi
10.5 (18) Amendment 1 to First Amended and Restated LoarSawedrity Agreemen
10.6 (16) Amendment 5 to Amended and Restated Platinum Piaaefnent
10.7 (16) Agreement for IBM Global Financing Platinum Plawdice Discounting Schedul
)

10.8 (16 Amendment No. 5 to Agreement for Inventory Finagc
10.9 (1) Industrial Lease Agreement between Shelby DrivepGi@tion and Priority Fulfillment Services, Ir

10.10 (1) Lease Contract between Transports Weert: Priority Fulfillment Services Europe B.'

10.11 (2) Form of Change of Control Agreement between the @om and each of its executive offic

10.12 (4) Ninth Amendment to Lease Agreement by and betwe8BRI ATRIUM. L.P., and Priority Fulfillment Servisg Inc.
10.13 (5) Agreement for Inventory Financing by and among Bess Supplies Distributors Holdings, LLC, Suppléstributors, Inc.

Priority Fulfillment Services, Inc., PFSweb, Inlnyentory Financing Partners, LLC and IBM Creditr@aration
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10.14 (5) Amended and Restated Collateralized Guaranty bybahsleen Priority Fulfillment Services, Inc. andMECredit
Corporation

10.15 (5) Amended and Restated Guaranty to IBM Credit Cotmmdy PFSweb, Inc

10.16 (5) Amended and Restated Notes Payable Subordinatiogeftgent by and between Priority Fulfillment Sersidac., Supplies
Distributors, Inc. and IBM Credit Corporatit

10.17 (5) Amended and Restated Platinum Plan Agreement (mitbice Discounting) by and among Supplies Distidos, S.A.,
Business Supplies Distributors Europe B.V., PFS®ah, and IBM Belgium Financial Services S.

10.18 (5) Amended and Restated Collateralized Guaranty betWweierity Fulfillment Services, Inc. and IBM Belgn Financial
Services S.A

10.19 (5) Amended and Restated Guaranty to IBM Belgium Fii@r8ervices S.A. by PFSweb, Ir

10.20 (5) Subordinated Demand Note by and between Suppl&silitors, Inc. and Priority Fulfillment Servicéac.

10.21 (5) Notes Payable Subordination Agreement between @sadfinancial Corporation (Southwest) and Pridtitifillment
Services, Inc

10.22 (5) Guarantee in favor of Congress Financial Corponaf@outhwest) by Business Supplies Distributorsdithgjs, LLC, Priority
Fulfillment Services, Inc. and PFSweb, |

10.23 (5) General Security Agreement by Priority Fulfilme3grvices, Inc. in favor of Congress Financial Coation (Southwest

10.24 (5) Inducement Letter by Priority Fulfilment Servicésec. and PFSweb, Inc. in favor of Congress Fir@nCorporation
(Southwest)

10.25 (6) Form of Executive Severance Agreement between timepgany and each of its executive office

10.26 (7) Amendment to Agreement for Inventory Financing bg among Business Supplies Distributors HoldindsS LSupplies
Distributors, Inc., Priority Fulfillment Serviceb)c., PFSweb, Inc., Inventory Financing PartnetsCland IBM Credit
Corporation

10.27 (7) Amendment to Amended and Restated Platinum Plaeekgent (with Invoice Discounting) by and among Jieg|
Distributors, S.A., Business Supplies DistributBrtgope B.V., PFSweb B.V., and IBM Belgium Finan@arvices S.A

10.28 (7) Amended and Restated Notes Payable Subordinatiogeftgent by and between Priority Fulfillment Sersidac., Supplies
Distributors, Inc. and IBM Credit Corporatit

10.29 (7) Amendment to Factoring agreement dated March 232 Between Supplies Distributors S.A. and Fortim@ercial
Finance N.V.

10.30 (8) Loan and Security Agreement by and between Com&aek — California (“Bank”) and Priority FulfillmerServices, Inc.
(“Priority”) and Priority Fulfilment Services of Canada, Ir*Priority Canad”)

10.31 (8) Unconditional Guaranty of PFSweb, Inc. to ComeBeak— California

10.32 (8) Security Agreement of PFSweb, Inc. to Comerica E— California

10.33 (8) Intellectual Property Security Agreement betweenrRy Fulfillment Services, Inc. and Comerica Be— California

10.34 (8) Amendment 2 to Amended and Restated Platinum Pgaaeinent (with Invoice Discounting) by and amongSies
Distributors, S.A., Business Supplies DistributBr¥., PFSweb B.V., and IBM Belgium Financial SerscS.A.

10.35 (8) Amendment to Agreement for Inventory Financing hg among Business Supplies Distributors Holdind<; L Supplies
Distributors, Inc., Priority Fulfillment Serviceb)c., PFSweb, Inc., and IBM Credit LL

10.36 (9) Amendment to factoring agreement dated April 3@3Between Supplies Distributors S.A. and Fortism@ercial Financ:

N.V.
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10.37 (9) Loan and Security Agreement by and between Condgiessicial Corporation (Southwest), as Lender amgpfes
Distributors, Inc., as Borrower dated March 29, 2(

10.38 (9) General Security Agreement — Business Suppliegibigbrs Holdings, LLC in favor of Congress FinaaddCorporation
(Southwest

10.39 (9) Stock Pledge Agreement between Supplies Distrisutac. and Congress Financial Corporation (Sousty

10.40 (9) First Amendment to General Security Agreement bgrRy Fulfilment Services, Inc. in favor of Corggs Financie
Corporation (Southwes

10.41 (10) First Amendment to Loan and Security Agreement nesdef September 11, 2003 by and between Priouiffilment
Services, Inc., Priority Fulfillment Services ofi@ala, Inc. and Comerica Bat

10.44 (12) Industrial Lease Agreement between New York Lifeurance Company and Daisytek, |

10.45 (12) First Amendment to Industrial Lease Agreement betwidew York Life Insurance Company, Daisytek, laed Priority
Fulfillment Services, Inc

10.46 (12) Second Amendment to Industrial Lease AgreementdmtviProLogis North Carolina Limited Partnership Bmnidrity
Fulfillment Services, Inc

10.47 (12) Modification, Ratification and Extension of LeasetWween Shelby Drive Corporation and Priority Futiint Services, Inc

10.48 (13) Amendment to Agreement for Inventory Financing bg among Business Supplies Distributors HoldindsS LSupplies
Distributors, Inc., Priority Fulfillment Serviceb)c., PFSweb, Inc., and IBM Credit LL

10.49 (13) Amendment 4 to Amended and Restated Platinum Pgaaeinent (with Invoice Discounting) by and among@ies
Distributors, S.A., Business Supplies DistributBr¥., PFSweb B.V., and IBM Belgium Financial SerscS.A.

10.50 (13) Third Amended and Restated Notes Payable Suboiagreement by and between Priority Fulfillmertr3ces, Inc.
Supplies Distributors, Inc. and IBM Credit Corpaoat

10.51 (13) First Amendment to Loan and Security Agreementrny lzetween Congress Financial Corporation (Southwes Lender
and Supplies Distributors, Inc., as Borrow

10.52 (13) Form of Modification to Executive Severance Agreen

10.53 (14) Industrial Lease Agreement by and between Induddeaelopments International, Inc. and Priority fitihent Services, Inc

10.54 (14) Guaranty by PFSweb, Inc. in favor of Industrial Bl®pments International, In

10.55 (14) Lease between Fleet National Bank and Priorityilraknt Services, Inc

10.56 (14) Guaranty by PFSweb, Inc. in favor of Fleet NatioBahk

10.57 (14) Amendment No. 3 to Lease dated as of March 3, b@@®een Fleet National Bank and Priority Fulfillm&ervices, Inc

10.58 (15) Loan Agreement between Mississippi Business Fin&uarporation and Priority Fulfillment Services, Intated as ¢
November 1, 200

10.59 (15) Placement Agreement between Priority Fulfilmentv&es, Inc., Comerica Securities and MississippsiBess Finance
Corporation

10.60 (15) Reimbursement Agreement between Priority Fulfillingarvices, Inc. and Comerica Be

10.61 (15) First Amended and Restated Loan and Security Ageeéfny and between Comerica Bank and Priority Fuléint Services
Inc.

10.62 (15) Remarketing Agreement between Priority Fulfillm&etrvices, Inc. and Comerica Securi

10.63 (20) Amendment to factoring agreement dated Decembe2@5 between Supplies Distributors S.A. and F@tsmercial
Finance N.V.

10.64 (21) Fourth Amended and Restated Notes Payable Subtiotinrggreement by and between Priority Fulfillm&wsrvices, Inc.

Supplies Distributors, Inc. and IBM Credit Corpaoat
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10.65 (21) Amendment 7 to Agreement for Inventory Financi

10.66 (21) Amendment 6 to Amended and Restated Platinum P¢aaeinent

10.67 (21) Agreement for IBM Global Financing Platinum Plawdite Discounting Schedul

10.68 (21) Second Amendment to Loan and Security Agreemeiatnidybetween eCOST.com, Inc. and Wachovia Capiteiricie
Corporation (Western

10.69 (21) Amendment 4 to Loan and Security Agreem

10.70 (21) Guaranty by PFSweb, Inc., in favor of Wachovia @dptinance Corporation (Wester

10.71 (21) Second Amendment to First Amended and Restated &odrsecurity Agreement by and between Comerick Bad
Priority Fulfillment Services, Inc

10.72 (23) Tenth Amendment to Lease Agreement by and betwkssoRAtrium, LLC and Priority Fulfillment Servicebc.

10.73 (24) Third Amendment to the Loan and Security Agreentgrénd between eCOST.com, Inc. and Wachovia Cdgitance
Corporation (Western

10.74 (25) Fifth Amended and Restated Notes Payable SubordinAggreement by and between Priority Fulfillmemir8ces, Inc.
Supplies Distributors, Inc. and IBM Credit Corpavat

10.75 (25) Amendment 8 to Agreement for Inventory Financi

10.76 (25) Fourth Amendment to the Loan and Security Agreerbgrand between eCOST.com, Inc. and Wachovia Qdpitance
Corporation (Western

10.77 (25) Amendment 5 to Loan and Security Agreem

10.78 (25) Amendment 7 to Amended and Restated Platinum Piaaefent

10.79 (25) Agreement for IBM Global Financing Platinum Plawdice Discounting Schedul

10.80 (26) Fifth Amendment to First Amended and Restated Laxath Security Agreement by and between Comerica BadkPriority
Fulfillment Services, Inc

10.81 (28) Second Amendment to Industrial Lease Agreemennbyb@tween Industrial Property Fund VI, LLC andoRty Fulfillment
Services, Inc

21 (28) Subsidiary Listing

23.1 (28) Consent of KPMG LLP, Independent Registered Pulticounting Firm

31.1 (28) Certifications of Principal Executive Officer Puesu to 18 U.S.C. Section 13!

31.2 (28) Certifications of Principal Financial Officer Puesut to 18 U.S.C. Section 13!

32.1 (28) Certifications Pursuant to 18 U.S.C. Section 12680Adopted Pursuant to Section 906 of the Sarl-Oxley Act of 200z

(1) Incorporated by reference from PFSweb, Inc. Regjistn Statement on Forn-1 (Commission File No. 3:-87657).

(2) Incorporated by reference from PFSweb, Inc. For-K for the fiscal year ended March 31, 2(

(3) Incorporated by reference from PFSweb, Inc. For-Q/A for the quarterly period ended September 30

(4) Incorporated by reference from PFSweb, Inc. For-K for the transition period ended December 31, Z

(5) Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2

(6) Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended June 30, 2

(7) Incorporated by reference from PFSweb, Inc. For-K for the year ended December 31, 2|

(8) Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2

(9) Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended June 30, 2

(10) Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended September 30, .
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Incorporated by reference from PFSweb, Inc. Repoiftorm K filed on November 10, 20C
Incorporated by reference from PFSweb, Inc. For-K for the year ended December 31, 2
Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2
Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended September 30, :
Incorporated by reference from PFSweb, Inc. For-K for the year ended December 31, 2C
Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2(
Incorporated by reference from PFSweb, Inc. Repofform K filed on June 14, 200!

Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended June 30, 2I

Incorporated by reference from PFSweb, Inc. CurRaport on Form-K filed on November 30, 200!

Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2(
Incorporated by reference from PFSweb, Inc. CurRaport on Form-K filed on June 2, 200¢
Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended September 30, 2
Incorporated by reference from PFSweb, Inc. CurRayport on Form-K filed on November 20, 200!
Incorporated by reference from PFSweb, Inc. For-K for the year ended December 31, 2C
Incorporated by reference from PFSweb, Inc. For-Q for the quarterly period ended March 31, 2(
Incorporated by reference from PFSweb, Inc. Repoiftorm K filed on November 13, 200

)
)
)
)
)
)
)
)
)
(20) Incorporated by reference from PFSweb, Inc. For-K for the year ended December 31, 2C
)
)
)
)
)
)
)
) Filed herewitF
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PFSWEB, INC. AND SUBSIDIARIES

CONDENSED FINANCIAL INFORMATION OF REGISTRANT
BALANCE SHEETS — PARENT COMPANY ONLY
(In thousands)

December 31

SCHEDULE |

December 31

2007 2006
ASSETS:
Cash and cash equivale $ 17¢ $ 281
Receivable from Priority Fulfillment Services, It 5,60z 5,47¢
Receivable from eCOST.com, Ir 4,70( 4,70(
Investment in subsidiarie 38,36¢ 38,38
Total asset $ 48,84 $  48,84(
LIABILITIES:
Total liabilities $ — $ —
SHAREHOLDERS EQUITY:
Preferred stoc — —
Common stocl 47 47
Additional paic-in capital 92,08 91,30:
Accumulated defici (45,739 (44,359
Accumulated other comprehensive inca 2,53¢ 1,93(
Treasury stocl (85) (85)
Total shareholde’ equity 48,84: 48,84(
Total liabilities and sharehold¢ equity $ 48,84: $  48,84(

The condensed financial statements should be reeshjunction with the consolidated financial staémts and notes.
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PFSWEB, INC. AND SUBSIDIARIES

CONDENSED FINANCIAL INFORMATION OF REGISTRANT
STATEMENTS OF OPERATIONS — PARENT COMPANY ONLY
FOR THE YEARS ENDED DECEMBER 31
(In thousands)

2007 2006
EQUITY IN NET LOSS OF CONSOLIDATED SUBSIDIARIE $ (1,389 $(14,530)
NET LOSS $ (1,389 $(14,530)

The condensed financial statements should be reegnjunction with the consolidated financial stagsts and notes.
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SCHEDULE |
PFSWEB, INC. AND SUBSIDIARIES
CONDENSED FINANCIAL INFORMATION OF REGISTRANT
STATEMENTS OF CASH FLOWS — PARENT COMPANY ONLY
FOR THE YEARS ENDED DECEMBER 31
(In thousands)
2007 2006 2005

CASH FLOWS FROM OPERATING ACTIVITIES

Net loss $ (1,389 $(14,53() $ (747)
Adjustments to reconcile net loss to net cash piexviby operating activitie

Equity in net loss of consolidated subsidia 1,38¢ 14,53( 747
Net cash provided by operating activit — — —

CASH FLOWS FROM INVESTING ACTIVITIES
Payment for purchase of eCOST.com, Inc., net di eaguirec — (1,299 —
Net cash used in investing activiti — 1,29¢ —

CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from issuance of common st 18 4,91: 2,07t
Increase in receivable from eCOST.com, — (4,700 —
Decrease (increase) in receivable from Priorityfifimlent Services, Inc., n¢ (129 1,36¢ 2,07%)
Net cash provided by (used in) financing activi (106 1,58( —
NET INCREASE (DECREASE) IN CASI (10€) 281 —
CASH AND CASH EQUIVALENTS, beginning of peric 281 — —
CASH AND CASH EQUIVALENTS, end of perio $ 17E $ 281 $ —

The condensed financial statements should be reegnjunction with the consolidated financial stagsts and notes.
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Year Ended December 31, 20(
Allowance for doubtful accoun
Allowance for slow moving

inventory
Income tax valuation allowan
Year Ended December 31, 20(

Allowance for doubtful accoun

Allowance for slow moving
inventory
Income tax valuation allowan
Year Ended December 31, 20(

Allowance for doubtful accoun

Allowance for slow moving
inventory
Income tax valuation allowant

SCHEDULE I
PFSWEB, INC. AND SUBSIDIARIES
VALUATION AND QUALIFYING ACCOUNTS
FOR THE YEARS ENDED DECEMBER 31
(Amounts in thousands)
Additions
Charges Balance Balance
Balance at to Cost Charges Acquired at End
Beginning and to Other via of
of Period Expenses Accounts Acquisition Deductions Period
$ 50¢ 40 — — (60) $ 48«
$ 2,47¢ (230) - - (704) $ 1,53¢
$12,22¢ 107 90 — — $12,42:
$ 484 96( — 1,07z (164) $ 2,352
$ 1,53¢ 1,49¢ — — (47) $ 2,987
$12,42: 3,28t — 6,24: — $21,95(
$ 2,352 254 — — (1,129 $ 1,48:
$ 2,987 (440) — — (467) $ 2,08
$21,95( 89¢ — — — $22,84¢

96




Table of Contents

SIGNATURES

Pursuant to the requirements of Section 185¢d) of the Securities Act of 1934, the Registtzat duly caused this report to be signed ¢
behalf by the undersigned, thereunto duly authdrize

By: /s/ THOMAS J. MADDEN

Thomas J. Maddel
Executive Vice President al
Chief Financial and Accounting Offic

Pursuant to the requirements of the Securt@of 1934, this report has been signed belowhieyfollowing persons on behalf of the
Registrant and in the capacities and on the datbeated.

Signature Title Date
/s/ MARK C. LAYTON Chairman of the Board, President and Chief Exeel March 31, 200¢
Mark C. Layton Officer (Principal Executive Officer)
/sl THOMAS J. MADDEN Executive Vice President and Chief Financial and March 31, 2008
Thomas J. Madden Accounting Officer (Principal Financial and Accoungt

Officer)

/s/ DR. NEIL JACOBS Director March 31, 200¢
Dr. Neil Jacob:
/s TIMOTHY M. MURRAY Director March 31, 2008
Timothy M. Murray
/s/ JAMES F. REILLY Director March 31, 200¢
James F. Reill'
/s/ DAVID |. BEATSON Director March 31, 2008

David |. Beatsor
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Exhibit 10.8:

SECOND AMENDMENT TO INDUSTRIAL LEASE AGREEMENT

THIS SECOND AMENDMENT TO INDUSTRIAL LEASE AGREMENT (this “Second Amendment”) is dated as of Deber 28, 2007
by and between INDUSTRIAL PROPERTY FUND VI, LLCPelaware limited liability company (“Landlord”), &siccessor-in-interest to
Industrial Developments International, Inc., a Dedee corporation (“IDI”), and PRIORITY FULFILLMENBERVICES, INC., a Delaware
corporation (“Tenant”).

RECITALS

IDI and Tenant previously entered into thataie Industrial Lease Agreement dated August D942 as amended by that certain First
Amendment to Industrial Lease Agreement, dated Dbee 22, 2004 (as amended, the “Lease”) for theeled approximately 434,900 square
feet of space, more commonly known as 8474 Marlatel? Southaven Mississippi 38671 (the “Demisedrises”), located within Airways
Distribution Center, DeSoto County, Mississippindéord has succeeded to the interest of IDI undelLease.

Landlord and Tenant now desire to amend tles&éo, among other things, extend the Term.

NOW, THEREFORE, for and in consideration ohd No/100 Dollars ($10.00) and other good atdakde consideration in hand paid
by each party hereto to the other, the receiptsaffficiency of which are hereby acknowledged, tagips hereto do hereby agree as follows:

1. All capitalized terms used herein but uimsd shall have the meaning as defined in the Lease

2. The Expiration Date, as defined in Secfi¢im) of the Lease, is hereby extended to Decembe2(BL0. As used herein, “Term” is hereby
defined as the period commencing on the Lease Cormengent Date and terminating on the Expiration Degeextended hereby.

3. Beginning on January 1, 2008, the AnnualeBRent, as defined in Section 1(d) of the Leasehf remainder of the Term as extended
hereby shall be $1,278,606.00 per year payabledntMy Base Rent Installments of $106,550.50 pentino

4. Special Stipulation 3 of Exhibit C of thedse is hereby deleted in its entirety. The festance of Special Stipulation 4 of Exhibit C of
the Lease is hereby amended and modified to repit@ceumber “two (2)” with “one (1)” so that fronmé after the date hereof, Tenant shall
only have one (1) option to extend the Term purst@Bpecial Stipulation 4.




5. Allowance for Tenaig Changes

(a) Assuming Tenant either delivers tadlard a Termination Waiver in accordance with térens of Section 7 below or does not timely
exercise the Termination Option (as defined belswgh that it expires by its terms, Landlord sheilinburse Tenant for Tenant’s costs up to an
amount equal to One Hundred Eight Thousand Severlited Twenty Five and No/100 Dollars ($108,725 @ “Tenant Allowance”) which
are incurred by Tenant in constructing any Tenabtianges which are completed on or before Jun2@IB (the “Construction Completion
Date”) in accordance with the terms of Section fiBhe Lease so long as, on or before the Constmuciompletion Date Tenant has met the
following requirements (“Reimbursement Requirem@nts

(i) substantially completed the applieabknant’s Changes and received a certificate afmancy (if required) from the applicable
governing authority and delivered a copy of the samlLandlord;

(ii) delivered to Landlord lien waiversdaaffidavits from Tenan$’ contractor, all subcontractors, and all labooemmaterials suppliel
having performed any work at the Demised Premiskeding to the applicable Tenant's Changes, togetfith any other evidence
reasonably required by Landlord to satisfy Landtile insurer that there are no parties entitiedile a lien against the real property
underlying the Project in connection with such wakd

(iii) delivered to Landlord all invoiceseceipts and other evidence reasonably requirddabglord to evidence the cost of the
applicable Tenant's Changes.

(b) Any qualifying reimbursement amoudéscribed above shall be paid by Landlord to Tewnathin thirty (30) days after the later of
(i) the Termination Option Expiration Date (as defil below) (including, without limitation, if theefmination Option Expiration Date is
accelerated due to delivery by Tenant of a TernmondtVaiver in accordance with the terms of Seciidselow) or (ii) thirty (30) days after
satisfaction of the Reimbursement Requirements.

6. Tenant utilizes the Demised Premises toigeologistical services (“Logistical Services ¥ fiss client, Philip Morris USA Inc. (“PM
USA"). Landlord hereby agrees to simultaneouslyvaelto PM USA, at the address below and othenwissccordance with the terms of the
Lease (a “PM USA Notice"a copy of any notice to Tenant regarding any failoy Tenant to fulfill its obligations under thedse which, witt
the giving of notice or the passage of time, ohbwatould constitute an Event of Default (a “PotahEvent of Default”).




PM USA Notice address:

Philip Morris USA, Inc.

6601 West Broad Street

Richmond, Virginia 23230

Attention: Manager of Marketing Services

If a Potential Event of Default occurs, so long?A$ USA has the assets, capitalization, tangiblenmeth (as defined in the Lease) and
creditworthiness (collectively, the “Creditworths®) at least equal to the Creditworthiness of the Gutaraas of the Lease Date as determ
by GAAP, PM USA shall have the right to cure anyetial Event of Default in the same manner andhiwithe same time frames in which
Tenant would be so entitled under the terms ot treese, provided that, simultaneously with its cagsiuch cure, PM USA delivers to
Landlord a copy of the Lease Assignment Agreemeatlaed hereto as Exhibit A (the “Assignment Docntfjeduly executed by all parties
other than Landlord for whom signature blocks hiagen added, at which time, so long as all the temmasconditions required in Section 29 of
the Lease for a Pre-Approved Assignment are mbefdhan the requirement of giving forty-five dayréor written notice to Landlord), and no
Event of Default then exists and is continuing, 8rershall be deemed to have assigned its interékeiLease to PM USA and PM USA shall
be deemed to have assumed the obligations of Temaet the Lease (excluding any obligations arllitees of Tenant which have accrued
prior to the PM USA Assignment) (the “PM USA Assigent”). Upon the Effective Date of a PM USA Assiggm(as defined in the
Assignment Document), Tenant's right, title aneiest in the Security Deposit shall be deemed iasditp PM USA. If the Security Deposit is
then in the form of a Letter of Credit, PM USA dhaimultaneously with its delivery of the Assignméocument, cause a new Letter of Cr
to be issued to Landlord in the same form as Téméater which, if, and to the extent not previlgudrawn upon pursuant to the terms of the
Lease, Landlord shall return to Tenant its LetfeCiedit). The PM USA Assignment shall be deemddative on the Effective Date, provided
that the Potential Event of Default has been cutedzvent of Default then exists and is continugngy the Security Deposit has been fully
replenished at the time of delivery of the Assignti@ocument; otherwise, the PM USA Assignment shallbe deemed effective. Tenant
hereby irrevocably agrees to the terms of PM USAidrament, and shall be deemed to have approvedarsknted to the PM USA
Assignment as if it had executed the Assignmentur@nt. From and after the Effective Date of a PMAUSsignment, PM USA shall
become liable directly to Landlord for all obligais of Tenant under the Lease arising after thediffe Date, without, however, relieving
Tenant or Guarantor of any liability thereundertia event Landlord declares Tenant in default usdetion 22(a)(vii) of the Lease,
notwithstanding the lack of a cure period with exgto such default in the Lease, PM USA shallrit@led to a period of 10 days from receipt
of a PM USA Notice with respect to such defaultiédiver a duly executed Assignment Document in otdeffect a PM USA Assignment of
the Lease. Upon the Effective Date of a PM USA éssient, the default shall be deemed cured witheedp the Lease as assigned to PM
USA, provided, however, that the 10-day periodawndr of PM USA is not intended as and shall notdestrued as a cure period in favor of
Tenant with respect to such default should a PM WSsignment not occur within such period.




In addition to the foregoing, PM USA shall kate right to effect a PM USA Assignment at anyetino Potential Event of Default or Event
of Default exists and is continuing and so longlhthe terms and conditions required in the Ldas@ Pre-Approved Assignment are met
(other than the requirement of giving forty-fiveydgrior written notice to Landlord), by executiagd delivering to Landlord, with a copy to
Tenant, the Assignment Document, whereupon alhefrovisions of the preceding paragraph shallyagpnant hereby waives any claims it
may have against Landlord in connection with a PBALAssignment, including without limitation any ogmition by Landlord of PM USA as
the Tenant under the Lease following delivery & Assignment Document (even in the event Tenairfigst.andlord that it disputes the right
of PM USA to cause the PM USA Assignment).

Notwithstanding the foregoing, Tenant agrées it will not amend or modify the Lease witholu tprior written consent of PM USA and
Landlord agrees that it will not amend or modifg ttease unless Tenant provides Landlord with a o6f3M USA’s written consent thereto.
Other than as specifically set forth herein PM Ushall not be deemed to have any interest whatsaetke Lease, whether as a third party
beneficiary or otherwise. In no event shall Landlsuffer any liability whatsoever for any failu@provide a PM USA Notice; provided
however, the time periods related to the noticeamd provisions of the Lease shall not be deem@&dmmence unless and until a PM USA
Notice has been given with respect to any partidatgential Event of Defaul

7. Early Termination and Termination PaymeRtovided that no Event of Default has occurredligarthen continuing and no facts or
circumstances exist, either at the time of Tenamttice to Landlord or on the date such terminatimuld otherwise be effective, which, with
the giving of notice or the passage of time, ohbatould constitute an Event of Default, Tenantldiave the right to terminate this Lease
effective on December 31, 2008 (the “Terminatiorti@y). In order to exercise the Termination Optidenant must notify Landlord of such
exercise on or before February 28, 2008 (such datany earlier date on which Tenant delivers todlard a Termination Waiver (as defined
below), is referred to as the “Termination OptiotpEation Date”), and together with such noticegypde written consent by PM USA of such
exercise by Tenant of the Termination Option, athir, together with such notice Tenant shalivdelto Landlord an amount equal to One
Hundred Thirteen Thousand Seventy Four and No/1@laf3 ($113,074.00) as an agreed-upon paymeifudated damages. Tenant may at
any time waive the Termination Option by writtertine to Landlord (a “Termination Waiver”), and asych Termination Waiver shall be
irrevocable, and, upon delivery of the Terminaaiver, the Termination Option shall expire andrigrate and have no further effect.
Nothing contained herein shall be deemed to reliemant of its obligation to pay Rent through tffeaive date of such termination (
addition to the termination payment). In the evBemant fails to exercise the Termination OptiorFepruary 28, 2008 (or Tenant fails to
deliver the above-described written consent by PBAWr the termination payment by such date), Teshall be deemed to have waived the
Termination Option. This Termination Option is p@ral to Priority Fulfillment Services, Inc. (or BM USA in the event the Lease is




assigned to PM USA pursuant to a PM USA Assignmamd) shall become null and void upon the occurrefiem assignment of the Lease
(other than a PM USA Assignment) or a sublet obak part of the Demised Premises.

8. Tenant is in possession of, and has acdefite Demised Premises, and acknowledges thiteatork to be performed by the Landlor
the Demised Premises as required by the termssoE#ase, if any, have been satisfactorily complelenant further certifies that all
conditions of the Lease required of Landlord ath@ date have been fulfilled and there are nortfe or setoffs against the enforcement ¢
Lease by Landlord.

9. Tenant represents to Landlord that, tcdhée of its knowledge, as of the date hereof, Landdis not in default of the Lease.

10. Except as amended hereby, the Leaselshalhd remain in full force and effect and unchdange amended hereby, the Lease is hereby
ratified and confirmed by Landlord and Tenant. fie éxtent the terms hereof are inconsistent wightehms of the Lease, the terms hereof
control.

11. The submission of this Second Amendmefiettant for examination or consideration does pastitute an offer to amend the Lease,
and this Second Amendment shall become effectiiegon the execution and delivery thereof by Landland Tenant. Execution and
delivery of this Second Amendment by Tenant to Llarttconstitutes an offer to amend the Lease onettmas contained herein. The offer by
Tenant will be irrevocable until 6:00 p.m. Eastéme for fifteen (15) days after the date of exé@mubf this Second Amendment by Tenant
delivery to Landlord.




IN WITNESS WHEREOF, the parties hereto havesed this Second Amendment to be executed andiszslef the date first written
above.

LANDLORD:

INDUSTRIAL PROPERTY FUND VI, LLC, ¢
Delaware limited liability compan

By: Strategic Industrial Properties, I, LLC
Delaware limited liability company, its sole
membel

By: IDI Holdings 1ll, LLC, a Delawart
limited liability company, its managir
membet

By:
Name
Title:

TENANT:

PRIORITY FULFILLMENT SERVICES, INC.
a Delaware corporatic

By:
Name
Title:
Attest
Name
Title:

[CORPORATE SEAL]




Acknowledged and agree

PHILIP MORRIS USA, INC.

By:
Name
Title:
Attest:
Name
Title:

[CORPORATE SEAL]




GUARANTOR

The capitalized terms of this Consent shall haeentieaning as defined in the Second Amendment tohathis Consent is attached, unless
otherwise defined. The undersigned, being the Guiaraf the Lease under that certain Guaranty dateglist 19, 2004, from Guarantor to

Landlord, hereby consents to the Second Amendraadtacknowledges and reaffirms that the Guararnityfigl force and effect as it relates
the Lease, as amended by the Second Amendment.

Date GUARANTOR:

PFSWEB, INC., a Delaware corporati

By:
Name:
Title:
Attest
Name:
Title:

[CORPORATE SEAL]






Name

Priority Fulfillment Services, Inc

Priority Fulfillment Services of Canada, Ir

PFSweb BV SPRL (f/k/a Priority Fulfillment ServicEsirope, B.V.)
Business Supplies Distributors Holdings, L

Supplies Distributors, Inc

Supplies Distributors of Canada, It

Supplies Distributors S./

eCOST.com, Inc

eCOST Philippines Services, LL

Jurisdiction
Delaware
Ontario
Belgium
Delaware
Delaware
Ontario
Belgium
Delaware
Philippines
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Exhibit 23.1

Consent of Independent Registered Public Accourfinm

The Board of Directors
PFSweb, Inc.:

We consent to the incorporation by reference inréiggstration statements (Nos. 333-128486, 333-45383-75772, 333-40020, 333-42186
and 333-46096) on Form S-8 and (No. 333-135794383d110853) on Form S-3 of our report dated Marth2®08, with respect to the
consolidated balance sheets of PFSweb, Inc. argidiabies as of December 31, 2007 and 2006, ancethted consolidated statements of
operations, shareholders’ equity and compreherisogme (loss), and cash flows for each of the yeatise three-year period ended
December 31, 2007 and the accompanying financgtstent schedules as of December 31, 2007 and @0806or each of the years in the
three-year period ended December 31, 2007, whipbrrappears in the December 31, 2007, annualrepdform 10-K of PFSweb, Inc.

As discussed in note 2 to the consolidated findisteiements, during 2006, the Company adopte@i@tait of Financial Accounting Standa
(SFAS) No. 123RShare-Based Payment.

KPMG LLP

Dallas, Texas
March 31, 2008






EXHIBIT 31.1

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

[, Mark Layton, certify that:

1. | have reviewed this report on Form 10-K of PEBwINnC.;

2. Based on my knowledge, this report does notaiorny untrue statement of a material fact or améitate a material fact necessary to make
the statements made, in light of the circumstanoeler which such statements were made, not misigadth respect to the periods covered
by this annual report;

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material respects
the financial condition, results of operations aadh flows of the registrant as of, and for, thegos presented in this report;

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contanld procedures (as definet
Exchange Act Rules 13a-15(e) and 15d-15(e)) forelgestrant and have:

a) Designed such disclosure controls and proceduresused such disclosure controls and procedures tiesigned under our supervisi
to ensure that material information relating to tégistrant, including its consolidated subsidigrie made known to us by others within
those entities, particularly during the period ihigh this report is being prepare

b) Evaluated the effectiveness of the registsadisclosure controls and procedures and preséantad report our conclusions about the
effectiveness of the disclosure controls and prores) as of the end of the period covered by #psnt based on such evaluation;

c) Disclosed in this report any change in the regid’s internal control over financial reporting thatooed during the registre’ s mosit
recent fiscal quarter (the registrantourth fiscal quarter in the case of an annuyabm® that has materially affected, or is reasopndikély
to materially affect, the registré s internal control over financial reportir

5. The registrant’s other certifying officer anbdve disclosed, based on our most recent evaluatimernal control over financial reporting,
to the registrant’s auditors and the audit commitiEregistrant’s board of directors (or persongquening the equivalent function):

a) All significant deficiencies and material weakses in the design or operation of internal obotrer financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize, and refpmahcial information; an

b) Any fraud, whether or not material, that involveamagement or other employees who have a significémin the registra’s internal
control over financial reporting

Date March 31, 2008

By: /s/ Mark C. Layton
Chief Executive Office







EXHIBIT 31.2

CERTIFICATIONS OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

I, Tom Madden, certify that:

1. | have reviewed this report on Form 10-K of PEBwINnc.;

2. Based on my knowledge, this report does notaioreny untrue statement of a material fact or améitate a material fact necessary to make
the statements made, in light of the circumstanoeler which such statements were made, not misigadth respect to the periods covered
by this annual report;

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material respects
the financial condition, results of operations aadh flows of the registrant as of, and for, thegos presented in this report;

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contanld procedures (as definet
Exchange Act Rules 13a-15(e) and 15d-15(e)) forelgestrant and have:

a) Designed such disclosure controls and proceduresused such disclosure controls and procedures tiesigned under our supervisi
to ensure that material information relating to tégistrant, including its consolidated subsidigrie made known to us by others within
those entities, particularly during the period ihigh this report is being prepare

b) Evaluated the effectiveness of the registsadisclosure controls and procedures and preséantad report our conclusions about the
effectiveness of the disclosure controls and prores) as of the end of the period covered by #psnt based on such evaluation;

c) Disclosed in this report any change in the regid’s internal control over financial reporting thatooed during the registre’ s mosit
recent fiscal quarter (the registrantourth fiscal quarter in the case of an annuyabm® that has materially affected, or is reasopndikély
to materially affect, the registré s internal control over financial reportir

5. The registrant’s other certifying officer anbdve disclosed, based on our most recent evaluatimernal control over financial reporting,
to the registrant’s auditors and the audit commitiEregistrant’s board of directors (or persongquening the equivalent function):

a) All significant deficiencies and material weakses in the design or operation of internal obotrer financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize, and refpmahcial information; an

b) Any fraud, whether or not material, that involveamagement or other employees who have a significémin the registra’s internal
control over financial reporting

Date March 31, 2008

By: /s/ Thomas J. Madden
Chief Financial Office







EXHIBIT 32.1

CERTIFICATIONS PURSUANT TO 18 U.S.C. SECTION 1350,AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxéyf 2002 (subsections (a) and (b) of Section(l. Z&hapter 63 of Title 18, United States
Code), each of the undersigned officers of PFSwveh (the “Company”), does hereby certify that:

The Annual Report on Form 10-K for the yeademhDecember 31, 2007 (the “Form 10-K”) of the Campfully complies with the
requirements of Section 13(a) or 15(d), as applécaif the Securities Exchange Act of 1934 andfi@mation contained in the Form 10-K
fairly presents, in all material respects, theffitial condition and results of operations of therpany as of, and for, the periods presented in
the Form 10-K.

March 31, 2008 /s/ Mark C. Layton

Mark C. Layton
Chief Executive Office

March 31, 200¢ /s/ Thomas J. Madde

Thomas J. Madde
Chief Financial Office

The foregoing certification is being furnished asexhibit to the Form 10-K pursuant to Item 60182)(of Regulation S-K and Section 906 of
the Sarbanes-Oxley Act of 2002 (subsections (a)lndf Section 1350, Chapter 63 of Title 18, Udittates Code) and, accordingly, is not
being filed as part of the Form 10-K for purposéSection 18 of the Securities Exchange Act of 1@&4whether made before or after the date
hereof, regardless of any general incorporatiogdage in such filing.

A signed original of this written statement reqdil®y Section 906 has been provided to PFSwebaht will be retained by PFSweb, Inc. and
furnished to the Securities and Exchange Commigsiats staff upon request.



