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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
 To the Board of Directors and Stockholders of
PC Connection, Inc.
Merrimack, New Hampshire
 
We have reviewed the accompanying condensed consolidated balance sheet of PC Connection, Inc. and subsidiaries (the “Company”) as of March 31, 2005, and
the related condensed consolidated statements of income and of cash flows for the three-month periods ended March 31, 2005 and 2004, and the condensed
consolidated statement of changes in stockholders’ equity for the three-month period ended March 31, 2005. These interim financial statements are the
responsibility of the Company’s management.
 
We conducted our reviews in accordance with the standards of the Public Company Accounting Oversight Board (United States). A review of interim financial
information consists principally of applying analytical procedures to financial data and of making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the objective of which is the expression of an opinion regarding the financial statements taken as a whole. Accordingly, we do not express such an
opinion.
 
Based on our reviews, we are not aware of any material modifications that should be made to such condensed consolidated interim financial statements for them
to be in conformity with accounting principles generally accepted in the United States of America.
 
We have previously audited, in accordance with standards of the Public Company Accounting Oversight Board (United States), the consolidated balance sheet of
PC Connection, Inc. and subsidiaries as of December 31, 2004, and the related consolidated statements of income, stockholders’ equity, and cash flows for the
year then ended (not presented herein); and in our report dated March 21, 2005, we expressed an unqualified opinion on those consolidated financial statements.
In our opinion, the information set forth in the accompanying condensed consolidated balance sheet as of December 31, 2004 is fairly stated, in all material
respects, in relation to the consolidated balance sheet from which it has been derived.
 
DELOITTE & TOUCHE LLP
Boston, Massachusetts
May 13, 2005
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 1—Financial Statements
CONDENSED CONSOLIDATED BALANCE SHEETS

(amounts in thousands)
 

   

March 31,
2005

  

December 31,
2004

 
   (unaudited)     
ASSETS          

Current Assets:          

Cash and cash equivalents   $ 6,336  $ 6,829 
Accounts receivable, net    119,100   120,752 
Inventories–merchandise    72,511   78,390 
Deferred income taxes    2,874   3,039 
Income taxes receivable    1,369   1,325 
Prepaid expenses and other current assets    4,439   3,644 

    
Total current assets    206,629   213,979 

Property and equipment, net    16,740   17,647 
Goodwill, net    51,687   51,687 
Other intangibles, net    2,952   3,040 
Other assets    223   189 
    

Total assets   $278,231  $ 286,542 

    
LIABILITIES AND STOCKHOLDERS’ EQUITY          

Current Liabilities:          

Current maturities of capital lease obligations:          
To affiliate   $ 382  $ 373 
To third party    398   391 

Note payable—bank    1,423   4,810 
Accounts payable    75,024   79,709 
Accrued expenses and other liabilities    16,731   18,138 
Acquisition earn-out obligation    6,921   6,921 

    
Total current liabilities    100,879   110,342 

Capital lease obligation, less current maturities:          
To affiliate    5,616   5,715 
To third party    706   841 

Deferred income taxes    3,674   3,486 
    

Total liabilities    110,875   120,384 
    
Stockholders’ Equity:          

Common stock    255   255 
Additional paid-in capital    77,341   77,091 
Retained earnings    92,046   91,098 
Treasury stock at cost    (2,286)  (2,286)

    
Total stockholders’ equity    167,356   166,158 

    
Total liabilities and stockholders’ equity   $278,231  $ 286,542 

    
 

See notes to condensed consolidated financial statements.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 1—Financial Statements
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(Unaudited)
(amounts in thousands, except per share data)

 

   

Three Months Ended
March 31,

 

   

2005

  

2004

 
Net sales   $323,851  $327,635 
Cost of sales    286,517   293,710 
    

Gross profit    37,334   33,925 
Selling, general, and administrative expenses    35,416   30,690 
Special charges    —     1,030 
    

Income from operations    1,918   2,205 
Interest expense    (272)  (384)
Other, net    (25)  47 
    

Income before taxes    1,621   1,868 

Income tax provision    (673)  (710)
    

Net income   $ 948  $ 1,158 

    
Weighted average common shares outstanding:          

Basic    25,127   24,998 

    
Diluted    25,362   25,356 

    
Earnings per common share:          

Basic   $ .04  $ .05 

    
Diluted   $ .04  $ .05 

    
 

See notes to condensed consolidated financial statements.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 1—Financial Statements
CONDENSED CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS’ EQUITY

Three Months Ended March 31, 2005
(Unaudited)

(amounts in thousands)
 

   

Common Stock

  Additional
Paid-In Capital

  Retained
Earnings

  

Treasury Shares

  
Total

   

Shares

  

Amount

      

Shares

  

Amount

  
Balance - December 31, 2004   25,462  $ 255  $ 77,091  $91,098  (362) $(2,286) $166,158

Exercise of stock options, including income tax benefits   36   —     250   —    —     —     250

Net income   —     —     —     948  —     —     948
             

Balance – March 31, 2005   25,498  $ 255  $ 77,341  $92,046  (362) $(2,286) $167,356
             
 

See notes to condensed consolidated financial statements.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 1—Financial Statements
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)
(amounts in thousands)

 

   

Three Months Ended
March 31,

 

   

2005

  

2004

 
Cash Flows from Operating Activities:          

Net income   $ 948  $ 1,158 
Adjustments to reconcile net income to net cash provided by operating activities:          

Depreciation and amortization    1,714   1,753 
Provision for doubtful accounts    878   775 
Loss on disposal of fixed assets    41   —   

Changes in assets and liabilities:          
Accounts receivable    774   16,523 
Inventories    5,879   10,672 
Prepaid expenses and other current assets    (839)  (83)
Other non-current assets    (34)  9 
Accounts payable    (4,685)  (19,985)
Income tax benefits from exercise of stock options    49   84 
Accrued expenses and other liabilities    (1,407)  805 
Deferred income taxes    353   1,172 

    
Net cash provided by operating activities    3,671   12,883 

    
Cash Flows from Investing Activities:          

Purchases of property and equipment    (773)  (529)
Proceeds from sale of property and equipment    13   —   
Payment of acquisition earn-out obligation    —     (10,295)
Cash escrow distributed for acquisition    —     5,000 

    
Net cash used for investing activities    (760)  (5,824)

    
Cash Flows from Financing Activities:          

Proceeds from short-term borrowings    50,560   88,311 
Repayment of short-term borrowings    (53,947)  (93,925)
Repayment of capital lease obligations    (218)  (80)
Exercise of stock options    201   56 

    
Net cash used for financing activities    (3,404)  (5,638)

    
(Decrease) increase in cash and cash equivalents    (493)  1,421 
Cash and cash equivalents, beginning of period    6,829   2,977 

    
Cash and cash equivalents, end of period   $ 6,336  $ 4,398 

    
 

See notes to condensed consolidated financial statements.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 1—Financial Statements
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)
(amounts in thousands, except per share data)

 
Note 1–Basis of Presentation
 The accompanying condensed consolidated financial statements of PC Connection, Inc. and its subsidiaries (“PC Connection,” “we,” “us,” or “our”) have
been prepared in accordance with accounting principles generally accepted in the United States of America. Such principles were applied on a basis consistent
with those of the financial statements contained in our Annual Report on Form 10-K for the year ended December 31, 2004 filed with the Securities and
Exchange Commission. The accompanying condensed consolidated financial statements should be read in conjunction with the financial statements contained in
our Annual Report on Form 10-K. In the opinion of management, the accompanying unaudited condensed consolidated financial statements contain all
adjustments (consisting only of normal recurring adjustments) necessary for a fair presentation of the results of operations for the interim periods reported and of
the Company’s financial condition as of the date of the interim balance sheet. The operating results for the three months ended March 31, 2005 may not be
indicative of the results expected for any succeeding quarter or the entire year ending December 31, 2005.
 
Revenue Recognition
 Revenue on product sales is recognized at the point in time when persuasive evidence of an arrangement exists, the price is fixed and final, delivery has
occurred, and there is a reasonable assurance of collection of the sales proceeds. We generally obtain oral or written purchase authorizations from our customers
for a specified amount of product at a specified price. Because we either (i) have a general practice of covering customer losses while products are in-transit
despite title transferring to the customer at the point of shipment or (ii) have FOB-destination specifically set out in our arrangements with federal agencies,
delivery is deemed to have occurred at the point in time when the product is received by the customer.
 

We provide our customers with a limited thirty-day right of return generally limited to defective merchandise. Revenue is recognized at delivery and a
reserve for sales returns is recorded. We have demonstrated the ability to make reasonable and reliable estimates of product returns in accordance with Statement
of Financial Accounting Standards (“SFAS”) No. 48, “Revenue Recognition When Right of Return Exists,” based on significant historical experience. Should
such returns no longer prove estimable, we believe that the impact on our financials would not necessarily be significant since the return privilege expires thirty
days after shipment.
 

All amounts billed to a customer in a sale transaction related to shipping and handling, if any, represent revenues earned for the goods provided and have
been classified as “net sales.” Costs related to such shipping and handling billings are classified as “cost of sales.”
 

Revenue for third party service contracts that we sell are recorded on a net sales recognition basis because we do not assume the risks and rewards of
ownership in these transactions. For such contracts, we evaluate whether the sales of such services should be recorded as gross sales or net sales as required under
the guidelines described in Staff Accounting Bulletin No. 104, “Revenue Recognition” and Emerging Issues Task Force (“EITF”) Issue No. 99-19, “Reporting
Revenue Gross as a Principal versus Net as an Agent.” Under gross sales recognition, we are the primary obligor, and the entire selling process is recorded in
sales with our cost to the third party service provider recorded as a cost of sales. Under net sales recognition, we are not the primary obligor, and the cost to the
third party service provider is recorded as a reduction to sales, with no cost of goods sold, thus leaving the entire gross profit as the reported net sale for the
transaction.
 

Similarly, we recognize revenue from agency sales transactions on a net sales basis. In agency sales transactions, we facilitate product sales by equipment
manufacturers directly to our customers and receive agency fees for such transactions. We do not take title to the products in these transactions; title is passed
directly from the supplier to our customer.
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Advertising Costs and Reimbursements
 Costs of producing and distributing catalogs are deferred and charged to expense over the period that each catalog remains the most current selling vehicle
(generally one to two months) which approximates the period of probable benefits. Other advertising costs are expensed as incurred. Vendors have the ability to
place advertisements in the catalogs for which we receive advertising allowances. These vendor allowances, to the extent that they represent specific
reimbursements of such specific, incremental, and identifiable costs, are offset against selling, general, and administrative expense on the condensed consolidated
statements of income. Advertising reimbursements that cannot be associated with a specific program funded by an individual vendor or that exceed the fair value
of advertising expense associated with that program are reclassified to cost of sales in accordance with EITF Issue No. 02-16, “Accounting by a Customer
(Including a Reseller) for Certain Consideration Received from a Vendor” (“EITF 02-16”).
 

Advertising costs charged to expense were $5,697 and $4,480 for the three months ended March 31, 2005 and 2004, respectively. Gross advertising
reimbursements received from vendors were $6,618 and $6,181 for the three months ended March 31, 2005 and 2004, respectively. We reclassified $3,148 and
$563 of these reimbursements to cost of sales or inventory for the three months ended March 31, 2005 and 2004, respectively.
 
Goodwill and Other Intangible Assets
 Intangible assets subject to amortization, consisting of customer lists, were $1,762 and $1,850 at March 31, 2005 and December 31, 2004, respectively (net
of accumulated amortization of $1,058 and $970, respectively). For each of the three-month periods ended March 31, 2005 and 2004, we recorded amortization
expense of $88.
 

We have designated January 1 of each year as the date we perform our annual impairment tests relative to goodwill. This test was completed in the first
quarter of 2005, and no impairment was recorded.
 

The estimated amortization expense for each of the five succeeding years and thereafter is as follows:
 

For the Year Ended December 31,

    
2005   $265(A)
2006    353 
2007    353 
2008    353 
2009    353 
2010 and thereafter    85 

(A) Represents estimated amortization expense for the nine months ending December 31, 2005.
 
Use of Estimates
 The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires management
to make estimates and assumptions. These estimates and assumptions affect the amounts reported in the accompanying consolidated financial statements. Actual
results could differ from those estimates.
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Stock-Based Compensation
 Compensation expense associated with awards of stock or options to employees and directors is measured using the intrinsic value method in accordance
with APB Opinion No. 25, “Accounting for Stock Issued to Employees.” The intrinsic value method requires that compensation expense, if any, be measured by
the difference between the fair value of our common stock and the strike price of the option as of a measurement date. This measurement date is generally when
both the number of shares and the strike price of the options are determined. Information concerning the impact of the utilization of the fair market value model
prescribed by SFAS No. 123, “Accounting for Stock-Based Compensation,” is shown below.
 

We did not record any compensation expense under the intrinsic value method in the three-month periods ended March 31, 2005 and 2004. Had we
recorded compensation expense using the fair value method under SFAS No. 123, pro forma net income and diluted net income per share for the three-month
periods ended March 31 would have been as follows:
 

   

Three Months Ended

March 31,

  

2005

  

2004

Net income, as reported   $ 948  $ 1,158
Compensation expense, net of taxes, under SFAS No. 123    120   237
Net income, under SFAS No. 123    828   921
Basic net income per share, as reported    .04   .05
Basic net income per share, under SFAS No. 123    .03   .04
Diluted net income per share, as reported    .04   .05
Diluted net income per share, under SFAS No. 123    .03   .04

 
We measured the fair value of options on their grant date using the Black/Scholes option-pricing model. The key weighted-average assumptions we used to

apply this pricing model were as follows:
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Risk-free interest rates   3.48% 2.58%
Volatility   75.80% 98.60%
Expected life of option grants   4 years  4 years 
Dividend yield   0% 0%

 
Note 2–Earnings Per Share
 Basic earnings per common share is computed using the weighted average number of shares outstanding. Diluted earnings per common share is computed
using the weighted average number of shares outstanding adjusted for the incremental shares attributed to options outstanding to purchase common stock, if
dilutive.
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The following table sets forth the computation of basic and diluted earnings per share:
 

   

Three Months Ended

March 31,

  

2005

  

2004

Numerator:         
Net income   $ 948  $ 1,158

     
Denominator:         

Denominator for basic earnings per share    25,127   24,998
Dilutive effect of unexercised employee stock options    235   358

     
Denominator for diluted earnings per share    25,362   25,356

     
Earnings per share:         

Basic   $ .04  $ .05

     
Diluted   $ .04  $ .05

     
 

The following unexercised stock options were excluded from the computation of diluted earnings per share for the three months ended March 31, 2005 and
2004 because the exercise prices of these options were generally greater than the average market price of common shares during the respective periods:
 

   

Three Months Ended

March 31,

  

2005

  

2004

Anti-dilutive stock options   1,242  1,153

     
 
Note 3–Reporting Comprehensive Income
 We have no other comprehensive income in any of the periods presented. Accordingly, a separate statement of comprehensive income is not presented.
 
Note 4–Segment and Related Disclosures
 SFAS No. 131, “Disclosures About Segments of an Enterprise and Related Information,” requires that public companies report profits and losses and
certain other information on their “reportable operating segments” in their annual and interim financial statements. The internal organization used by our Chief
Operating Decision Maker (CODM) to assess performance and allocate resources determines the basis for our reportable operating segments. Our CODM is our
Chief Executive Officer.
 

Our operations are organized under three reportable operating segments—the “SMB” segment, which serves small- and medium-sized businesses, as well
as consumers, the “Public Sector” segment, which serves federal, state, and local government organizations and educational institutions, and the “Large Account”
segment, acquired in April 2002, which serves medium-to-large corporations.
 

-9-



Table of Contents

Segment information applicable to our reportable operating segments for the three months ended March 31, 2005 and 2004 is shown below:
 

   

Three Months Ended March 31, 2005

 

   

SMB
Segment

  

Public Sector
Segment

  

Large Acct.
Segment

  

Eliminations

  

Consolidated

 
Sales to external customers   $200,325  $ 47,160  $ 76,366  $ —    $ 323,851 
Transfers between segments    46,244   —     —     (46,244)  —   
        
Net Sales   $246,569  $ 47,160  $ 76,366  $ (46,244) $ 323,851 

        
Operating income (loss) before allocations   $ 12,595  $ 123  $ 4,360  $ (15,160) $ 1,918 
Allocations    11,451   3,362   347   (15,160)  —   
        
Operating income (loss)    1,144   (3,239)  4,013   —     1,918 
Interest and other—net    (247)  (60)  10   —     (297)
        
Income (loss) before taxes   $ 897  $ (3,299) $ 4,023  $ —    $ 1,621 

        
Selected Operating Expenses:                      
Depreciation and amortization   $ 1,492  $ 44  $ 178  $ —    $ 1,714 
Special charges    —     —     —     —     —   

Balance Sheet Data:                      
Total assets   $194,254  $ 49,208  $ 95,938  $ (61,169) $ 278,231 
Goodwill, net    1,173   7,634   42,880   —     51,687 
 

   

Three Months Ended March 31, 2004

 

   

SMB
Segment

  

Public Sector
Segment

  

Large Acct.
Segment

  

Eliminations

  

Consolidated

 
Sales to external customers   $207,424  $ 53,852  $ 66,359  $ —    $ 327,635 
Transfers between segments    46,848   —     —     (46,848)  —   
        
Net Sales   $254,272  $ 53,852  $ 66,359  $ (46,848) $ 327,635 

        
Operating income (loss) before allocations   $ 14,796  $ (143) $ 3,281  $ (15,729) $ 2,205 
Allocations    11,970   3,412   347   (15,729)  —   
        
Operating income (loss)    2,826   (3,555)  2,934   —     2,205 
Interest and other—net    (276)  (68)  7   —     (337)
        
Income (loss) before taxes   $ 2,550  $ (3,623) $ 2,941  $ —    $ 1,868 

        
Selected Operating Expenses:                      
Depreciation and amortization   $ 1,551  $ 27  $ 175  $ —    $ 1,753 
Special charges    374   489   167   —     1,030 

Balance Sheet Data:                      
Total assets   $209,558  $ 63,911  $ 97,514  $ (94,896) $ 276,087 
Goodwill, net    1,173   7,634   35,959   —     44,766 
 

General and administrative expenses were charged to the reportable operating segments, based on their estimated usage of the underlying functions.
Interest and other expense was charged to the segments, based on the actual costs incurred by each segment, net of interest and other income generated. The
amount shown above representing total assets eliminated consists of inter-segment receivables, resulting primarily from inter-segment sales transfers reported
above and from inter-segment service charges.
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Net sales by business segment, sales channel, and product mix are presented below:
 

   

Three Months Ended

March 31,

  

2005

  

2004

Segment (excludes transfers between segments)         
SMB   $200,325  $207,424
Public Sector    47,160   53,852
Large Account    76,366   66,359

     
Total   $323,851  $327,635

     
Sales Channel         

Outbound Telemarketing and Field Sales   $227,233  $247,824
Online Internet    78,217   57,639
Inbound Telesales    18,401   22,172

     
Total   $323,851  $327,635

     
Product Mix         

Notebooks and PDAs   $ 60,850  $ 68,737
Desktop/Servers    47,957   46,265
Storage Devices    28,861   26,503
Software    38,254   41,290
Net/Com Products    24,871   24,278
Printers and Printer Supplies    34,418   36,886
Video, Imaging, and Sound    37,565   39,104
Memory and System Enhancements    17,747   16,867
Accessories/Other    33,328   27,705

     
Total   $323,851  $327,635

     
 

Substantially all of our net sales for the three months ended March 31, 2005 and 2004 were made to customers located in the United States. Shipments to
customers located in foreign countries aggregated less than 2% in each of those respective periods. All of our assets at March 31, 2005 and December 31, 2004
were located in the United States. Our primary target customers are small- to medium-sized businesses (“SMBs”) comprised of 20 to 500 employees, federal,
state, and local governmental agencies, educational institutions, and medium-to-large corporate accounts. Except for the federal government, no single customer
accounted for more than 2% of total net sales in the three months ended March 31, 2005 and 2004. Net sales to the federal government accounted for $10,030, or
3.1% of total net sales for the three months ended March 31, 2005, and $14,467, or 4.4% of total net sales for the three months ended March 31, 2004.
 
Note 5 – Special Charges
 We did not record any special charges in the three months ended March 31, 2005. Although we incurred $104 in expenses related to staff reductions in the
first quarter of 2005, these were included in selling, general, and administrative expenses. For the three months ended March 31, 2004, we recorded a charge of
$549 related to staff reductions, a charge of $439 related to the General Services Administration (“GSA”) contract cancellation, and a charge of $42 related to
additional costs incurred as a result of a 2003 employee defalcation.
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A rollforward of restructuring reserves for the three months ended March 31, 2005 is shown below.
 

   

Workforce
Reductions

  

Litigation
Matters

  

GSA
Review

  

Other

  

Total

 
Balance December 31, 2004   $ 249  $ 200  $ 724  $ 15  $1,188 

Charges    —     —     —     —     —   
Cash payments and adjustments    (68)  —     (724)  (15)  (807)

        
Liabilities at March 31, 2005   $ 181  $ 200  $ —    $—    $ 381 

        
 
Liabilities at March 31, 2005 and December 31, 2004 are included in accrued expenses and other liabilities on the balance sheet.
 
Note 6 – Acquisition of MoreDirect, Inc.
 On April 5, 2002, we completed the acquisition of MoreDirect, Inc. Our Annual Report on Form 10-K for the year ended December 31, 2004 details this
transaction. Under the terms of the agreement, MoreDirect’s shareholder continued to be eligible to earn additional consideration based upon MoreDirect
achieving targeted levels of annual earnings before income taxes through December 31, 2004. For the years ended December 31, 2004, 2003, and 2002, we
accrued earn-out consideration owed to MoreDirect’s shareholder of $6,921, $11,593, and $10,829, respectively. We paid the 2004 earn-out consideration in April
2005.
 
Note 7 – Commitments and Contingencies
 We are subject to various legal proceedings and claims which have arisen during the ordinary course of business. These claims include a patent
infringement action filed in the U.S. District Court for the Southern District of Ohio. We are actively defending this action, including the filing of motion to
dismiss. We believe the plaintiff is seeking damages of $800. We accrued $200 in the fourth quarter of 2004 and have entered non-binding mediation to settle this
litigation, which is continuing to date. In the opinion of management, the outcome of such matters is not expected to have a material effect on our financial
position, results of operations, and cash flows.
 

We are also subject to audit by various government agencies relating to sales under certain government contracts. As noted in our Annual Report on Form
10-K for the year ended December 31, 2004, the GSA, in the fourth quarter of 2003, canceled the contract that our subsidiary, GovConnection, had with that
agency. Although the GSA awarded GovConnection a new contract in August 2004, we have not received an audit report or received a claim from the GSA
concerning amounts that might be owed pursuant to this audit. We believe that we have provided adequate reserves to cover any claims as they relate to payment
of fees required under the contract. We have reserved $800 for such fees or any penalties assessed. However, we will continue to evaluate such reserves in light of
additional information that comes to our attention.
 

We have been informally advised that audit matters related to GovConnection have been referred to the Department of Justice for its review. Such a referral
exposes us to possible civil damages for non-compliance with the GSA contract. Such damages can be substantial. No reserves have been provided for such a
claim because of the preliminary nature of this matter. We will continue to evaluate our reserves—as they relate both to the GSA audit and the Department of
Justice investigation—in light of additional information that comes to our attention. The ultimate outcome of these matters cannot be determined. Future events
may result in conclusions that could have a material impact, either positively or negatively, on our results of operations or financial condition. We have no
indication of intentional wrongdoing by GovConnection regarding the GSA contract. In order to assist in this evaluation, we engaged outside counsel and an
independent accounting firm to review our systems, policies, and procedures relative to its federal, state, and local government contracts. That review has been
substantially completed.
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Note 8 – Bank Borrowing and Trade Credit Arrangements
 We have a $45,000 credit facility secured by substantially all of our business assets. This facility was amended as of October 1, 2003 to give us the option
of increasing the borrowing by up to $20,000. Amounts outstanding under this facility bear interest at the prime rate (5.75% at March 31, 2005). The credit
facility includes various customary financial and operating covenants, including minimum net worth and maximum funded debt ratio requirements, and
restrictions on the payment of dividends, and default acceleration provisions, none of which we believe significantly restricts our operations. The maximum
allowable funded debt ratio under the agreement is 2.0 to 1.0; our actual funded debt ratio at March 31, 2005 was only 0.1 to 1.0. Funded debt ratio is the ratio of
average outstanding advances under the facility to EBITDA (Earnings Before Interest Expense, Taxes, Depreciation, and Amortization). Borrowing availability
under the agreement was $43,577 at March 31, 2005.
 

Borrowings of $1,423 and $4,810 were outstanding under this credit facility at March 31, 2005 and December 31, 2004, respectively. The credit facility
matures on December 31, 2005, at which time amounts outstanding, if any, become due. We received a commitment from the bank dated March 1, 2005 to extend
the facility for an additional three years to March 31, 2008 and to raise the facility to $50,000 and retain the $20,000 option to increase further, on substantially
the same terms as the existing facility. We are in the process of negotiating definitive documentation for the new agreement.
 

At March 31, 2005 and December 31, 2004, we had security agreements with two financial institutions to facilitate the purchase of inventory from various
suppliers under certain terms and conditions. The agreements allow a collateralized position in inventory financed by the financial institutions up to an aggregated
amount of $45,000. The cost of such financing under these agreements is borne by the suppliers by discounting their invoices to the financial institutions as an
incentive for us to purchase their products. We do not pay any interest or discount fees on such inventory financing. At March 31, 2005 and December 31, 2004,
accounts payable included $6,499 and $8,215, respectively, owed to these financial institutions.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 2 - MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

 
The following Management’s Discussion and Analysis of Financial Condition and Results of Operations contains forward-looking statements based on
management’s current expectations, estimates, and projections about our industry, management’s beliefs, and certain assumptions made by management. All
statements, trends, analyses, and other information contained in this report relative to trends in net sales, gross margin, and anticipated expense levels, as well as
other statements, including words such as “anticipate,” “believe,” “plan,” “estimate,” “expect,” “may,” “project,” “will,” “would,” and “intend” and other
similar expressions, constitute forward-looking statements. These forward-looking statements involve risks and uncertainties, and actual results may differ
materially from those anticipated or expressed in such statements. Potential risks and uncertainties include, among others, those set forth under the caption
“Factors That May Affect Future Results and Financial Condition” included within this section. Particular attention should be paid to the cautionary statements
involving the industry’s rapid technological change and exposure to inventory obsolescence, availability and allocations of goods, reliance on vendor support and
relationships, competitive risks, pricing risks, and the overall level of economic activity, and the level of business investment in information technology products.
Except as required by law, we undertake no obligation to update any forward-looking statement, whether as a result of new information, future events, or
otherwise. Readers, however, should carefully review the factors set forth in other reports or documents that we file from time to time with the Securities and
Exchange Commission.
 
Overview
 PC Connection, Inc. (“we,” “us,” or “our”) is a national direct marketer of a wide range of information technology products and services—including
computer systems, software and peripheral equipment, networking communications, and other products, and accessories that we purchase from manufacturers,
distributors, and other suppliers. We also offer a growing range of repair, installation, and other services performed by third-party providers. We operate through
three primary business segments: (a) consumers and small- to medium-sized businesses (“SMB”) through our PC Connection Sales subsidiary, (b) federal, state,
and local government and educational institutions (“Public Sector”) through our GovConnection subsidiary, and (c) large corporate accounts (“Large Account”)
through our MoreDirect subsidiary.
 

We generate sales through (i) outbound telemarketing and field sales contacts by account managers focused on the business, education, and government
markets, (ii) our Web sites, and (iii) inbound calls from customers responding to our catalogs and other advertising media.
 

Opportunities and Challenges
 With our sales representing less than 1% of the overall approximate $200 billion United States Information Technology (“IT”) market, we believe we have
an excellent opportunity to grow and gain a larger share of this market. We anticipate that most of this additional market share will come from smaller value-
added resellers who have the largest share of the current IT market. We expect our expanding service offerings to compete effectively with these historical service
providers.
 

As noted in our 2004 Annual Report on Form 10-K, the General Services Administration (“GSA”) cancelled its contract with GovConnection, following its
review of that subsidiary’s contract management system and procedures and the possibility of the sale of unqualified items and underpayment of required fees.
Although we received a new contract in August 2004, we saw a significant year-over-year decline in our federal government sales. Our federal government
revenues may continue to be negatively impacted as GovConnection seeks to regain sales under the new GSA contract. This matter is further discussed below in
the section entitled “Factors That May Affect Future Results and Financial Condition.”
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The primary challenges we face in effectively managing our business are: (1) increasing our SMB and Public Sector revenues while continuing to improve our
gross profit margins in all three sales subsidiaries, (2) improving the productivity of our sales personnel, and (3) effectively managing and leveraging our selling,
general, and administrative (“SG&A”) expenses over a higher sales base. With only modest growth projected in the overall IT industry, any significant sales
growth for us must come through increased market share. Competition is expected to be even more intense in the future, which could put more pressure on
margins.
 
Results of Operations
 The following table sets forth information derived from our statements of income expressed as a percentage of net sales for the periods indicated.
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Net sales (in millions)   $323.9  $ 327.6 

    
Net sales    100.0%  100.0%
Gross margin    11.5   10.4 
Selling, general, and administrative expenses    10.9   9.4 
Special charges    —     0.3 
Income from operations    0.6   0.7 

 
Our overall decrease in sales resulted from softness in demand in our SMB and Public Sector segments, offset in part by sales growth in our Large Account

segment. As noted in our Annual Report on Form 10-K for the year ended December 31, 2004, we implemented a series of gross margin improvement initiatives
late in the first quarter of 2004. These initiatives contributed to our year-over-year increase in gross margin in the first quarter of 2005. Additionally, we revised
our estimates relating to vendor consideration as a result of Emerging Issues Task Force (“EITF”) Issue No. 02-16, “Accounting by a Customer (Including a
Reseller) for Certain Consideration Received from a Vendor” (“EITF 02-16”). Most product manufacturers provide us with co-op advertising support in exchange
for product coverage in our catalogs as well as other advertising promotions. This pronouncement requires that such consideration be recorded as a reduction of
cost of sales unless the consideration represents reimbursement for costs incurred for a specific advertising program funded by an individual vendor. In the first
quarter of 2005, we reclassified $2.8 million of additional advertising reimbursements in excess of advertising costs incurred from SG&A expenses to cost of
goods sold and inventory. Of the $2.8 million reclassification, we reclassed $2.6 million to cost of goods sold and the balance to inventory. Such excess
advertising reimbursements had previously been recorded as an offset to SG&A expense, and that reclassification resulted in year-over-year increases, on a
consolidated basis, of 0.8% in gross margin and 0.9% in SG&A expenses as a percentage of net sales for the three months ended March 31, 2005. SG&A rates
were also adversely impacted by increased advertising circulation costs and by our investment in federal sales representatives in our Public Sector segment.
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Net Sales Distribution
 The following table sets forth our percentage of net sales by business segment, sales channel, and product mix:
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Business Segment        

SMB   62%  63%
Public Sector   14  17 
Large Account   24  20 

    
Total   100%  100%

    
Sales Channel        

Outbound Telemarketing and Field Sales   70%  76%
Online Internet   24  17 
Inbound Telesales   6  7 

    
Total   100%  100%

    
Product Mix        

Notebooks and PDAs   19%  21%
Desktop/Servers   15  14 
Storage Devices   9  8 
Software   12  13 
Net/Com Products   8  7 
Printers and Printer Supplies   11  11 
Videos, Imaging, and Sound   11  12 
Memory and System Enhancements   5  5 
Accessories/Other   10  9 

    
Total   100%  100%

    
 
Gross Profit Margins
 The following table summarizes our overall gross profit margins, as a percentage of net sales, over the periods indicated:
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Segment        

SMB   12.3%  10.9%
Public Sector   10.1  8.7 
Large Account   10.5  9.9 

Total   11.5%  10.4%
 

As discussed previously, our revised estimates relating to EITF 02-16 resulted in a 1.3% improvement in gross margin rate in the SMB segment. Despite
increased competition in its education and government markets, our Public Sector segment was able to improve its gross margin rates by implementing certain
gross margin initiatives and by increasing agency sales. Changes in MoreDirect’s customer mix and increased supplier rebates led to a year-over-year increase in
our Large Account segment’s margin rate for the first quarter of 2005.
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Operating Expenses
 The following table breaks out our more significant operating expenses for the periods indicated (in millions of dollars):
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Personnel costs   $ 23.6  $ 22.6 
Advertising, net    2.2   (1.1)
Facilities operations    2.1   2.4 
Credit card fees    1.8   1.8 
Depreciation and amortization    1.7   1.8 
Bad debts    0.6   0.4 
Other, net    3.4   2.8 
    

Total   $ 35.4  $ 30.7 

    
Percentage of net sales    10.9%   9.4%

    
 

Personnel costs continue to represent the majority of our operating expenses, with sales personnel representing the largest portion of these costs. Our other
operating costs, except for credit card fees and bad debts, tend to be relatively fixed over changing sales levels. Net advertising increased due to an increase in our
catalog circulation and as a result of a revision of the estimates employed while implementing EITF 02-16, discussed earlier.
 

For the three months ended March 31, 2005 and 2004, we recorded gross advertising expense of $5.7 million and $4.5 million, respectively. For the three
months ended March 31, 2005 and 2004, we received total vendor advertising funding of $6.6 million and $6.2 million, respectively. We reclassified $3.1 million
and $0.6 million of these reimbursements to cost of sales and inventory. As discussed earlier, we revised our estimates used to determine excess vendor
advertising in 2004, and accordingly, $2.8 million of the first quarter 2005 reclassification referred to above relates to this revision in our estimates. Our net
advertising expense increased year over year in the first quarter of 2005. Although the level of vendor co-op advertising support available to us from certain
manufacturers has declined from previous years, and may decline further in the future, the overall level of co-op advertising support has remained consistent with
our levels of spending for catalog and other advertising programs. We believe that the overall levels of co-op advertising support available over the next twelve
months will be consistent with our planned advertising programs.
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Year-Over-Year Comparisons
 Three Months Ended March 31, 2005 Compared to Three Months Ended March 31, 2004
 Changes in net sales and gross profit by business segment are shown in the following table (dollars in millions):
 

   

Three Months Ended March 31,

 

   

2005

  

2004

    

   

Amount

  

% of Net
Sales

  

Amount

  

% of Net
Sales

  

%
Change

 
Sales:                   

SMB   $200.3  61.8% $207.4  63.3% (3.4)%
Public Sector    47.2  14.6   53.8  16.4  (12.3)
Large Account    76.4  23.6   66.4  20.3  15.1 

           
Total   $323.9  100.0% $327.6  100.0% (1.1)%

           
Gross Profit:                   

SMB   $ 24.5  12.3% $ 22.7  10.9% 7.9%
Public Sector    4.8  10.1   4.7  8.7  2.1 
Large Account    8.0  10.5   6.5  9.9  23.1 

               
Total   $ 37.3  11.5% $ 33.9  10.4% 10.0%

               
 

Net sales for the first quarter of 2005 decreased compared to the first quarter of 2004 due to decreases in our SMB and Public Sector segments, as
explained by the following:
 •  Net sales for our SMB segment decreased year over year due to a softening in the small- to medium-sized market during the first quarter of 2005. Sales

representatives for the SMB segment totaled 424 at March 31, 2005, an increase from 373 at March 31, 2004. However, sales productivity declined year
over year as a majority of this year-over-year increase occurred over the last six months.

 •  Net sales for our Public Sector segment decreased year over year due to a 30.7% decline in sales to the federal government and a 5.7% decline in sales to
state and local government units and educational organizations. As noted earlier, federal government revenues declined due to the cancellation of our GSA
contract in late 2003. We received a new contract in August 2004 and seek to rebuild this business. Sales representatives for the Public Sector segment
totaled 102 at March 31, 2005, a decline from 107 at March 31, 2004.

 •  Net sales for our Large Account segment increased year over year by 15.1%, its fifth consecutive quarterly year-over-year increase. Average annualized
sales productivity increased 26.4% over the prior year quarter as its sales representatives increased revenues from existing customers as well as acquired
new accounts in the large corporate market. Sales representatives for this segment totaled 71 at March 31, 2005, down from 78 at March 31, 2004.

 
Gross profit for the first quarter of 2005 increased compared to the first quarter of 2004, as shown by the above table in both dollars and gross margin rates

in all three sales subsidiaries, as explained by the following:
 •  Gross profit for our SMB segment increased year over year, as the decrease from lower sales was offset by an increase in gross margin rates. Gross margins

increased primarily as a result of the revision of estimates used to reclass excess vendor consideration from SG&A to cost of goods sold. As discussed
earlier, we reclassed an additional $2.6 million of vendor consideration to cost of goods sold in the first quarter of 2005 as compared to the first quarter of
2004, representing nearly all of the 133 basis point improvement in this segment’s gross margin. Gross margins were negatively impacted by increased
shipping costs and tighter competitive pricing pressures. However, due to the gross margin initiatives begun in 2004, we were able to stabilize gross profit
rates. These initiatives included more stringent management of discounting, more extensive and focused sales training on costs and margins, and targeted
improvements in sales pricing, sales incentives, and account management.
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•  Gross profit for our Public Sector segment increased despite a decline in sales due to the increase in its gross margin rate. We were able to improve margin
rates by increasing add-on sales of accessories and other companion products to our system sales, as well as increasing service and agency revenues. (Since
we are not the primary obligor in an agency sale, the cost to the third party service provider is recorded as a reduction of sales, with no cost of good sold,
thus leaving the entire gross profit as the reported net sale for the transaction.)

 •  Gross profit for our Large Account segment increased due to corresponding increases in sales and gross margin rates. The addition of higher margin
business, as well as increased supplier reimbursements and greater use of early payment discounts, contributed to its margin improvement.

 
Selling, general, and administrative expenses increased for the first quarter of 2005 and also increased as a percentage of sales as compared to the first

quarter of 2004. As noted earlier, the dollar increase was primarily related to the EITF 02-16 reclassification of $2.8 million from SG&A to cost of goods sold and
inventory in our SMB segment.
 

We have concentrated our efforts on managing our overall operating costs. Personnel costs generally account for over two-thirds of our SG&A expenses, as
shown earlier in the table of SG&A expenses. While we plan to continue our focus on controlling discretionary expenditures, we expect that our SG&A expense
may vary depending on changes in sales volume, as well as the levels of continued investments in key growth initiatives such as hiring more experienced
outbound sales account managers, improving marketing programs, and deploying next generation Internet technology to support our sales organization.
 
SG&A expenses attributable to our operating segments are summarized below (dollars in millions):
 

   

Three Months Ended March 31,

 

   

2005

  

2004

    

   

Amount

  

% of Net
Sales

  

Amount

  

% of Net
Sales

  

% Change

 
SMB   $ 23.4  11.7% $ 19.5  9.4% 20.0%
Public Sector    8.0  16.9   7.8  14.5  2.6 
Large Account    4.0  5.2   3.4  5.1  17.6 
               

Total   $ 35.4  10.9% $ 30.7  9.4% 15.3 

               
 
•  SG&A expenses for our SMB segment increased in the first quarter of 2005 compared to the same period in 2004, and also increased as a percentage of net

sales from 2004. Net advertising increased as a result of the previously discussed vendor consideration reclassification as well as increased catalog
circulation costs in the first quarter of 2005 compared to the first quarter of 2004.

 •  SG&A expenses for our Public Sector segment increased slightly in the first quarter of 2005, but were significantly higher as a percentage of net sales from
the comparable period in 2004. The significant decrease in our federal sales described above accounted for the increase in this segment’s SG&A expense as
a percentage of sales. We retained our experienced sales personnel in anticipation of our new GSA contract, which was awarded in August 2004.

 •  SG&A expenses for our Large Account segment increased in the first quarter of 2005 in dollars and as a percentage of net sales compared to the first
quarter of 2004. SG&A expenses for this segment represent the lowest of the three segments as a percentage of net sales, reflecting the nature and
efficiency of this segment’s variable cost field sales and drop-shipping operating model.
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We did not record any special charges in the three months ended March 31, 2005. Although we incurred $0.1 million in expenses related to staff reductions
in the first quarter of 2005, these were included in SG&A expense. A roll forward of special charges for the period presented is shown below. There were no
changes in estimates in any of the periods presented.
 

   

Workforce
Reductions

  

Litigation
Matters

  

GSA
Review

  

Other

  

Total

 
Balance December 31, 2004   $ 249  $ 200  $ 724  $ 15  $1,188 

Charges    —     —     —     —     —   
Cash payments and adjustments    (68)  —     (724)  (15)  (807)

        
Liabilities at March 31, 2005   $ 181  $ 200  $ —    $ —    $ 381 

        
 

In the three months ended March 31, 2004, we recorded a charge of $0.5 million related to staff reductions, a charge of $0.4 million related to the 2003
General Services Administration contract cancellation, and a charge of $0.04 million related to additional costs incurred as a result of a 2003 employee
defalcation.
 

Income from operations decreased by $0.3 million to $1.9 million for the first quarter of 2005 from $2.2 million for the first quarter of 2004. Income from
operations as a percentage of net sales decreased to 0.6% for the first quarter of 2005 from 0.7% for the first quarter of 2004. This decrease was attributable to the
changes in net sales, gross margin, and SG&A expenses as discussed above.
 

Interest expense decreased due to lower average borrowings outstanding in the first quarter of 2005 as compared to the first quarter of 2004.
 

Our effective tax rate was 41.5% for the first quarter of 2005 and 38.0% for the first quarter of 2004. The increase was due primarily to state tax loss
carryforwards in certain jurisdictions not recognizable as offsets to tax charges in other jurisdictions.
 

Net income decreased by $0.3 million to $0.9 million for the first quarter of 2005 from $1.2 million for the first quarter of 2004, principally as a result of
the decrease in income from operations.
 
Liquidity and Capital Resources
 Our primary sources of liquidity have historically been internally generated funds from operations and borrowings under our bank line of credit. We have
used those funds to meet our capital requirements, which consist primarily of operational needs, capital expenditures for computer equipment and software used
in our business, and more recently, earn-out payments required under our 2002 merger agreement with MoreDirect.
 

We believe that funds generated from operations, together with available credit under our bank line of credit, will be sufficient to finance our working
capital, capital expenditure, and other requirements at least for the next twelve calendar months. We expect our capital needs for the next twelve months to consist
primarily of capital expenditures of between $3.0 and $4.0 million, payments on capital and operating lease obligations of approximately $4.0 million, and a final
earn-out payment of $6.9 million under our merger agreement with MoreDirect. We expect to meet our cash requirements for the next twelve months through a
combination of cash on hand, cash generated from operations, and, if necessary, additional borrowings on our bank line of credit.
 

Our ability to continue funding our planned growth, both internally and externally, is dependent upon our ability to generate sufficient cash flow from
operations or to obtain additional funds through equity or debt financing, or from other sources of financing, as may be required. While at this time we do not
anticipate needing any additional sources of financing to fund our operations, if demand for information technology products declines, our cash flows from
operations may be substantially affected. See also related risks listed below under “Factors That May Affect Future Results and Financial Condition.”
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Summary Sources and Uses of Cash
 The following table summarizes our sources and uses of cash over the periods indicated (in millions):
 

   

Three Months Ended

 
March 31,

  

2005

  

2004

 
Net cash provided by operating activities   $ 3.7  $ 12.9 
Net cash used for investing activities    (0.8)   (5.8)
Net cash used for financing activities    (3.4)   (5.7)
    
(Decrease) increase in cash and cash equivalents   $ (0.5)  $ 1.4 

    
 

Cash provided by operations decreased in the first quarter of 2005 compared to the first quarter of 2004 primarily due to higher 2004 collections of
receivables and decreases in inventory, partially offset by higher 2004 reductions in payables. Our overall Days Sales Outstanding for the three months ended
March 31, 2005 improved to 43 days, from 44 days at March 31, 2004, but down from 42 days at December 31, 2004.
 

At March 31, 2005, we had $75.0 million in outstanding accounts payable. Such accounts are generally paid within 30 days of incurrence and will be
financed by cash flows from operations or short-term borrowings under the line of credit. This amount included $6.5 million payable to two financial institutions
under security agreements to facilitate the purchase of inventory. We believe we will be able to meet our obligations under our accounts payable with cash flows
from operations and our existing line of credit.
 

Cash used for investing activities include our capital expenditures in periods presented, primarily for computer equipment and capitalization of internally-
developed software. Additionally, according to the terms of our merger agreement with MoreDirect, we continue to use cash to fund earn-out payments due to the
former shareholder of MoreDirect. We paid $10.3 million in earn-out consideration in the first quarter of 2004, whereas we did not pay the 2004 earn-out liability
of $6.9 million in the first quarter of 2005. That payment was made in April 2005.
 

Cash used by financing activities related to a decrease in our net borrowings by $3.4 million and $5.6 million under our bank line of credit in the three
months ended March 31, 2005 and 2004, respectively.
 
Debt Instruments, Contractual Agreements, and Related Covenants
 Below is a summary of certain provisions of our credit facilities and other contractual obligations. It is qualified in its entirety by the terms of the actual
agreements, which are on file with the Securities and Exchange Commission. For more information about the restrictive covenants in our debt instruments and
inventory financing agreements, see “Factors Affecting Sources of Liquidity.” For more information about our obligations, commitments, and contingencies, see
our consolidated financial statements and the accompanying notes included in this quarterly report.
 

Bank Line of Credit. Our bank line of credit provides us with a borrowing capacity of up to $45 million, based on sufficient levels of trade receivables to
meet borrowing base requirements, and depending on meeting minimum EBITDA (earnings before interest, taxes, depreciation, and amortization) and equity
requirements, described below under “Factors Affecting Sources of Liquidity.” Amounts outstanding under this facility bear interest at the prime rate (5.75% at
March 31, 2005). Borrowings of $1.4 million were outstanding under this credit facility at March 31, 2005. Substantially all of our assets are collateralized as
security for this facility, and all of our subsidiaries are guarantors under the line of credit. Borrowing availability under the line was $43.6 million at March 31,
2005. The credit facility matures on December 31, 2005, at which time amounts outstanding, if any, become due. We received a commitment from the bank dated
March 1, 2005 to extend the facility for an additional three years to March 31, 2008 and to raise the facility to $50.0 million and to retain the $20.0 million option
to increase further, on substantially the same terms as the existing facility. We are in the process of negotiating definitive documentation for the new agreement.
 

This facility operates under an automatic cash management program whereby disbursements in excess of available cash are added as borrowings at the time
disbursement checks clear the bank, and available cash receipts are first applied against any outstanding borrowings and then invested in short-term qualified cash
investments. Accordingly, borrowings under the line are classified as current.
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Inventory Trade Credit Arrangements. We have security agreements with two financial institutions to facilitate the purchase of inventory from various
suppliers under certain terms and conditions. These agreements allow a collateralized first position in certain branded products inventory financed by these
financial institutions. Although the agreements provide for financing up to an aggregate of $45 million, any outstanding financing must be fully secured by
available inventory. We do not pay any interest or discount fees on such inventory financing; such costs are borne by the suppliers as an incentive for us to
purchase their products.
 

Liquidity Table for Contractual Obligations. The following table sets forth information with respect to our long-term obligations payable in cash as of
March 31, 2005 (in thousands):
 

   

Payments Due By Period

   

Total

  

Less Than
1 Year

  

1 – 3
Years

  

3 – 5
Years

  

More Than
5 Years

Contractual Obligations:                     
Capital lease obligations(1)   $ 9,456  $ 1,025  $2,051  $2,203  $ 4,177
Operating lease obligations    6,454   2,982   2,491   935   46
Earn-out obligation for acquisition    6,921   6,921   —     —     —  
           

Total   $22,831  $ 10,928  $4,542  $3,138  $ 4,223

           

(1) Including interest, excluding taxes, insurance, and common area maintenance charges.
 

Capital Leases. We have a fifteen-year lease for our corporate headquarters with an affiliated company related through common ownership. We also have a
three-year lease for certain computer equipment with an unrelated party. These leases require us to make lease payments aggregating from $1.0 million to $1.2
million per year. In addition to the rent payable under the facility lease, we are required to pay real estate taxes, insurance, and common area maintenance charges.
 

Operating Leases. We also lease facilities from our principal stockholders and facilities and equipment from third parties under non-cancelable operating
leases. See the above “Liquidity Table for Contractual Obligations” for lease commitments under these leases.
 

Earn-out Provisions of MoreDirect Merger Agreement. We completed the acquisition of MoreDirect in April 2002. Under the terms of this agreement, we
were required to make additional payments to the former shareholder of MoreDirect if certain earnings levels were achieved through December 31, 2004. Earn-
out payments aggregating $6.9 million, $11.l million, and $10.8 million were made in 2005, 2004, and 2003, based on MoreDirect’s 2004, 2003, and 2002
earnings, respectively. We made the 2004 earn-out payment of $6.9 million in April 2005.
 

We do not have any other off-balance sheet arrangements that have or are reasonably likely to have, a current or future material effect on our financial
condition, changes in financial condition, revenues or expenses, results of operations, liquidity, capital expenditures, or capital resources.
 
Factors Affecting Sources of Liquidity
 Internally Generated Funds. The key factors affecting our internally generated funds are our ability to minimize costs and fully achieve our operating
efficiencies and profitable operations, timely collection of our customer receivables, and management of our inventory levels.
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Bank Line of Credit. Our credit facility contains certain financial ratios and operational covenants and other restrictions (including restrictions on additional
debt, guarantees, dividends and other distributions, investments, and liens) with which we and all of our subsidiaries must comply. Any failure to comply with
these covenants would not only prevent us from borrowing additional funds under this line of credit, but would also constitute a default. This credit facility
contains two financial tests:
 •  The funded debt ratio (defined as the average outstanding advances under the line for the quarter, divided by the consolidated EBITDA for the trailing four

quarters) must not be more than 2.0 to 1.0. Our actual funded debt ratio at March 31, 2005 was 0.1 to 1.0.
 •  Minimum Consolidated Net Worth must be at least $125.0 million, plus 50% of consolidated net income for each quarter since December 31, 2001 (loss

quarters not counted). Such amount was calculated at March 31, 2005 as $135.2 million, whereas our actual consolidated stockholders’ equity at this date
was $167.4 million.

 
The borrowing base under this facility is set at 80% of qualified commercial receivables, plus 50% of qualified government receivables, less $20 million of

the formula availability which must be held in reserves. As of March 31, 2005, $43.6 million of the facility was available for additional borrowings.
 

Inventory Trade Credit Agreements. These agreements contain similar financial ratios and operational covenants and restrictions as those contained in our
bank line of credit described above. Such agreements also contain cross-default provisions whereby a default under the bank agreement would also constitute a
default under these agreements. Financing under these agreements is limited to the purchase of specific branded products from authorized suppliers, and amounts
outstanding must be fully collateralized by inventories of those products on hand.
 

Capital Markets. Our ability to raise additional funds in the capital market depends upon, among other things, general economic conditions, the condition
of the Information Technology industry, our financial performance and stock price, and the state of the capital markets.
 
Recently Issued Financial Accounting Standards
 In December 2004, the Financial Accounting Standards Board issued SFAS No. 123(R), “Share-Based Payment” (SFAS 123(R)). This Statement is a
revision of SFAS 123, “Accounting for Stock-Based Compensation,” and supersedes APB Opinion No. 25, “Accounting for Stock Issued to Employees,” and its
related implementation guidance. SFAS 123(R) requires a company to measure the grant date fair value of equity awards given to employees in exchange for
services and recognize that cost over the period that such services are performed. SFAS 123(R) was deferred by the Securities and Exchange Commission in April
2005 and is now effective for the beginning of the first fiscal year after June 15, 2005 and will be effective for our interim quarter ending March 31, 2006. We are
evaluating the two methods of adoption allowed by SFAS 123(R): the modified-prospective transition method and the modified-retrospective transition method.
Adoption of SFAS 123(R) may materially increase stock compensation expense and decrease net income. In addition, SFAS 123(R) requires that the excess tax
benefits related to stock compensation be reported as a cash inflow from financing activities rather than as a reduction of taxes paid in cash from operations.
 
Inflation
 We have historically offset any inflation in operating costs by a combination of increased productivity and price increases, where appropriate. We do not
expect inflation to have a significant impact on our business in the future.
 
Factors That May Affect Future Results and Financial Condition
 Our future results and financial condition are dependent on our ability to continue to successfully market, sell, and distribute information technology
products and services, including computers, hardware, and software. Inherent in this process are a number of factors that we must successfully manage in order to
achieve a favorable financial condition and favorable operating results. Potential risks and uncertainties that could affect our future financial condition and
operating results include, without limitation, the following factors:
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We have experienced variability in sales, and there is no assurance that we will be able to maintain profitable operations.
 Several factors have caused our sales and results of operations to fluctuate and we expect these fluctuations to continue on a quarterly basis. Causes of
these fluctuations include:
 •  changes in the overall level of economic activity;
 •  the condition of the personal computer industry in general;
 •  changes in the level of business investment in information technology products;
 •  shifts in customer demand for hardware and software products;
 •  industry shipments of new products or upgrades;
 •  the timing of new merchandise and catalog offerings;
 •  fluctuations in response rates;
 •  fluctuations in postage, paper, shipping, and printing costs and in merchandise returns;
 •  adverse weather conditions that affect response, distribution, or shipping;
 •  shifts in the timing of holidays;
 •  changes in our product offerings;
 •  changes in consumer demand for information technology products; and
 •  changes in vendor distribution of products.
 

In addition, customer response rates for our catalogs and other marketing vehicles are subject to variations. The first and last quarters of the year generally
have higher response rates while the two middle quarters typically have lower response rates.
 

We base our operating expenditures on sales forecasts. If our revenues do not meet anticipated levels in the future, we may not be able to reduce our
staffing levels and operating expenses in a timely manner to avoid significant losses from operations.
 
Despite our August 2004 award of an authorization to sell to the federal government under a new General Services Administration schedule, our sales to
that organization may not regain prior years’ sales levels, which would negatively impact our business.
 In November 2003, we were advised that the GSA cancelled its contract with our subsidiary, GovConnection, following a review of its contract
management system and procedures that may have resulted in the sale of unqualified items or underpayment of required fees. The matter has been referred to the
Department of Justice for review, and we are cooperating in that review. While we were awarded authorization in August 2004 to resume selling to the federal
government under a new GSA schedule, we have experienced significant year-over-year declines in our 2004 and 2005 federal government sales. Accordingly,
our revenues may continue to be adversely impacted as we attempt to regain this business.
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We are exposed to inventory obsolescence due to the rapid technological changes occurring in the personal computer industry.
 The market for personal computer products is characterized by rapid technological change and the frequent introduction of new products and product
enhancements. Our success depends in large part on our ability to identify and market products that meet the needs of customers in that marketplace. In order to
satisfy customer demand and to obtain favorable purchasing discounts, we have and may continue to carry increased inventory levels of certain products. By so
doing, we are subject to the increased risk of inventory obsolescence. Also, in order to implement our business strategy, we intend to continue, among other
things, to place larger than typical inventory stocking orders, and increase our participation in first-to-market purchase opportunities. We may also participate in
end-of-life-cycle purchase opportunities and market products on a private-label basis, which would increase the risk of inventory obsolescence. In addition, we
sometimes acquire special purchase products without return privileges. There can be no assurance that we will be able to avoid losses related to obsolete
inventory. In addition, manufacturers are limiting return rights and are also taking steps to reduce their inventory exposure by supporting “build-to-order”
programs authorizing distributors and resellers to assemble computer hardware under the manufacturers’ brands. These trends reduce the costs to manufacturers
and shift the burden of inventory risk to resellers like us which could negatively impact our business.
 
We acquire products for resale from a limited number of vendors; the loss of any one of these vendors could have a material adverse effect on our
business.
 We acquire products for resale both directly from manufacturers and indirectly through distributors and other sources. The five vendors supplying the
greatest amount of goods to us constituted 69% and 64% of our total product purchases in the three months ended March 31, 2005 and 2004, respectively. Among
these five vendors, purchases from Ingram Micro, Inc. represented 24% and 27% of our total product purchases in the three months ended March 31, 2005 and
2004, respectively. Purchases from Tech Data Corporation comprised 24% and 14% of our total product purchases in the three months ended March 31, 2005 and
2004, respectively. Purchases from Hewlett-Packard Company (“HP”) represented 9% and 12% of our total product purchases in the three months ended March
31, 2005 and 2004, respectively. No other vendor supplied more than 10% of our total product purchases in the three months ended March 31, 2005 and 2004,
respectively. If we were unable to acquire products from Ingram, HP, or Tech Data, we could experience a short-term disruption in the availability of products and
such disruption could have a material adverse effect on our results of operations and cash flows.
 

Substantially all of our contracts and arrangements with our vendors that supply significant quantities of products are terminable by such vendors or us
without notice or upon short notice. Most of our product vendors provide us with trade credit, of which the net amount outstanding at March 31, 2005 was $75.0
million. Termination, interruption, or contraction of relationships with our vendors, including a reduction in the level of trade credit provided to us, could have a
material adverse effect on our financial position.
 

Some product manufacturers either do not permit us to sell the full line of their products or limit the number of product units available to direct marketers
such as us. An element of our business strategy is to continue to increase our participation in first-to-market purchase opportunities. The availability of certain
desired products, especially in the direct marketing channel, has been constrained in the past. We could experience a material adverse effect to our business if we
are unable to source first-to-market purchase or similar opportunities, or if we face the reemergence of significant availability constraints.
 
We may experience a reduction in the incentive programs offered to us by our vendors.
 Some product manufacturers and distributors provide us with incentives such as supplier reimbursements, payment discounts, price protection, rebates, and
other similar arrangements. The increasingly competitive computer hardware market has already resulted in the following:
 •  reduction or elimination of some of these incentive programs;
 •  more restrictive price protection and other terms; and
 •  reduced advertising allowances and incentives, in some cases.
 

Many product suppliers provide us with co-op advertising support and in exchange we feature their products in our catalogs. This support significantly
defrays our catalog production expense. In the past, we have experienced a decrease in the level of co-op advertising support available to us from certain
manufacturers. The level of co-op advertising support we receive from some manufacturers may further decline in the future. Such a decline could decrease our
gross margin and increase our SG&A expenses as a percentage of sales and have a material adverse effect on our cash flows.
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We face many competitive risks.
 The direct marketing industry and the computer products retail business, in particular, are highly competitive. We compete with consumer electronics and
computer retail stores, including superstores. We also compete with other direct marketers of hardware and software and computer related products, including an
increasing number of Internet retailers. Certain hardware and software vendors, such as HP, IBM, and Apple, who provide products to us, are also selling their
products directly to end users through their own catalogs and over the Internet. We compete not only for customers, but also for co-op advertising support from
personal computer product manufacturers. Some of our competitors have larger catalog circulations and customer bases and greater financial, marketing, and
other resources than we do. In addition, some of our competitors offer a wider range of products and services than we do and may be able to respond more
quickly to new or changing opportunities, technologies, and customer requirements. Many current and potential competitors also have greater name recognition,
engage in more extensive promotional activities, and adopt more aggressive pricing policies than us. We expect competition to increase as retailers and direct
marketers who have not traditionally sold computers and related products enter the industry.
 

In addition, product resellers and direct marketers are combining operations or acquiring or merging with other resellers and direct marketers to increase
efficiency. Moreover, current and potential competitors have established or may establish cooperative relationships among themselves or with third parties to
enhance their products and services. Accordingly, it is possible that new competitors or alliances among competitors may emerge and acquire significant market
share.
 

We cannot assure you that we can continue to compete effectively against our current or future competitors. If we encounter new competition or fail to
compete effectively against our competitors, our business may be harmed.
 
We face and will continue to face significant price competition.
 Generally, pricing is very aggressive in the personal computer industry and we expect pricing pressures to continue. An increase in price competition could
result in a reduction of our profit margins. There can be no assurance that we will be able to offset the effects of price reductions with an increase in the number of
customers, higher sales, cost reductions, or otherwise. Also, our sales of personal computer hardware products are generally producing lower profit margins than
those associated with software products. Such pricing pressures could result in an erosion of our market share, reduced sales, and reduced operating margins, any
of which could have a material adverse effect on our business.
 
The methods of distributing personal computers and related products are changing and such changes may negatively impact us and our business.
 The manner in which personal computers and related products are distributed and sold is changing, and new methods of distribution and sale, such as
online shopping services, have emerged. Hardware and software manufacturers have sold, and may intensify their efforts to sell, their products directly to end
users. From time to time, certain manufacturers have instituted programs for the direct sales of large order quantities of hardware and software to certain major
corporate accounts. These types of programs may continue to be developed and used by various manufacturers. Some of our vendors, including Apple, HP, and
IBM, currently sell some of their products directly to end users and have stated their intentions to increase the level of such direct sales. In addition,
manufacturers may attempt to increase the volume of software products distributed electronically to end users. An increase in the volume of products sold through
or used by consumers of any of these competitive programs or distributed electronically to end users could have a material adverse effect on our results of
operations.
 
We could experience system failures which would interfere with our ability to process orders.
 We depend on the accuracy and proper use of our management information systems including our telephone system. Many of our key functions depend on
the quality and effective utilization of the information generated by our management information systems, including:
 •  our ability to manage inventory and accounts receivable collection;
 •  our ability to purchase, sell, and ship products efficiently and on a timely basis; and
 •  our ability to maintain operations.
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Our management information systems require continual upgrades to most effectively manage our operations and customer database. Although we maintain
some redundant systems, with full data backup, a substantial interruption in management information systems or in telephone communication systems, including
those resulting from natural disasters as well as power loss, telecommunications failure, and similar events, would substantially hinder our ability to process
customer orders and thus could have a material adverse effect on our business.
 
We rely on the continued development of electronic commerce and Internet infrastructure development.
 We have had an increasing amount of sales made over the Internet in part because of the growing use and acceptance of the Internet by end users. No one
can be certain that acceptance and use of the Internet will continue to develop or that a sufficiently broad base of consumers will adopt and continue to use the
Internet and other online services as a medium of commerce. Sales of computer products over the Internet do not currently represent a significant portion of
overall computer product sales. Growth of our Internet sales is dependent on potential customers using the Internet in addition to traditional means of commerce
to purchase products. We cannot accurately predict the rate at which they will do so.
 

Our success in growing our Internet business will depend in large part upon the development of an infrastructure for providing Internet access and services.
If the number of Internet users or their use of Internet resources continues to grow rapidly, such growth may overwhelm the existing Internet infrastructure. Our
ability to increase the speed with which we provide services to customers and to increase the scope of such services ultimately is limited by and reliant upon the
speed and reliability of the networks operated by third parties and these networks may not continue to be developed.
 
We depend heavily on third-party shippers to deliver our products to customers.
 We ship approximately 56% of our products to customers by DHL Worldwide Express (“DHL”), with the remainder being shipped by United Parcel
Service, Inc. and other overnight delivery and surface services. A strike or other interruption in service by these shippers could adversely affect our ability to
market or deliver products to customers on a timely basis.
 
We may experience potential increases in shipping, paper, and postage costs, which may adversely affect our business if we are not able to pass such
increases on to our customers.
 Shipping costs are a significant expense in the operation of our business. Increases in postal or shipping rates and paper costs could significantly impact the
cost of producing and mailing our catalogs and shipping customer orders. Postage prices and shipping rates increase periodically and we have no control over
future increases. We have a long-term contract with DHL whereby DHL ships products to our customers. We believe that we have negotiated favorable shipping
rates with DHL. We generally invoice customers for shipping and handling charges. There can be no assurance that we will be able to pass on to our customers
the full cost, including any future increases in the cost, of commercial delivery services such as DHL.
 

We also incur substantial paper and postage costs related to our marketing activities, including producing and mailing our catalogs. Paper prices historically
have been cyclical and we have experienced substantial increases in the past. Significant increases in postal or shipping rates and paper costs could adversely
impact our business, financial condition, and results of operations, particularly if we cannot pass on such increases to our customers or offset such increases by
reducing other costs.
 
Privacy concerns with respect to list development and maintenance may materially adversely affect our business.
 We mail catalogs and send electronic messages to names in our proprietary customer database and to potential customers whose names we obtain from
rented or exchanged mailing lists. World-wide public concern regarding personal privacy has subjected the rental and use of customer mailing lists and other
customer information to increased scrutiny. Any domestic or foreign legislation enacted limiting or prohibiting these practices could negatively affect our
business.
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We face many uncertainties relating to the collection of state sales or use tax.
 We presently collect sales and use taxes on sales of products to residents in many states. Taxable sales to customers were approximately 29% of our net
sales during the three months ended March 31, 2005. Various states have sought to impose on direct marketers the burden of collecting state sales and use taxes
on the sales of products shipped to their residents. In 1992, the United States Supreme Court affirmed its position that it is unconstitutional for a state to impose
sales or use tax collection obligations on an out-of-state mail-order company whose only contacts with the state are limited to the distribution of catalogs and
other advertising materials through the mail and the subsequent delivery of purchased goods by United States mail or by interstate common carrier. However,
legislation that would expand the ability of states to impose sales and use tax collection obligations on direct marketers has been introduced in Congress on many
occasions. Additionally, certain states have adopted rules that require companies and their affiliates to register in those states as a condition of doing business
within those states. Moreover, due to our presence on various forms of electronic media and other operational factors, our contacts with many states may exceed
the limited contacts involved in the Supreme Court case. We cannot predict the level of contacts that is sufficient to permit a state to impose on us a sales or use
tax collection obligation. Two of our competitors have elected to collect sales and use taxes in all states. If the Supreme Court changes its position or if legislation
is passed to overturn the Supreme Court’s decision, or, if a court were to determine that our contacts with a state exceed the constitutionality permitted contacts,
the imposition of a sales or use tax collection obligation on us in states to which we ship products would result in additional administrative expenses to us, could
result in tax liability for past sales as well as price increases to our customers, and could reduce demand for our product.
 
We are dependent on key personnel.
 Our future performance will depend to a significant extent upon the efforts and abilities of our senior executives. The competition for qualified
management personnel in the computer products industry is very intense, and the loss of service of one or more of these persons could have an adverse effect on
our business. Our success and plans for future growth will also depend on our ability to hire, train, and retain skilled personnel in all areas of our business,
including sales account managers and technical support personnel. There can be no assurance that we will be able to attract, train, and retain sufficient qualified
personnel to achieve our business objectives.
 
We are controlled by two principal stockholders.
 Patricia Gallup and David Hall, our two principal stockholders, beneficially own or control, in the aggregate, approximately 68% of the outstanding shares
of our common stock. Because of their beneficial stock ownership, these stockholders can continue to elect the members of the Board of Directors and decide all
matters requiring stockholder approval at a meeting or by a written consent in lieu of a meeting. Similarly, such stockholders can control decisions to adopt,
amend, or repeal our charter and our bylaws, or take other actions requiring the vote or consent of our stockholders and prevent a takeover of us by one or more
third parties, or sell or otherwise transfer their stock to a third party, which could deprive our stockholders of a control premium that might otherwise be realized
by them in connection with an acquisition of us. Such control may result in decisions that are not in the best interest of our public stockholders. In connection
with our initial public offering, the principal stockholders placed substantially all shares of common stock beneficially owned by them into a voting trust, pursuant
to which they are required to agree as to the manner of voting such shares in order for the shares to be voted. Such provisions could discourage bids for our
common stock at a premium as well as have a negative impact on the market price of our common stock.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 3—QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
 

We invest cash balances in excess of operating requirements in short-term securities, generally with maturities of 90 days or less. In addition, our unsecured
credit agreement provides for borrowings which bear interest at variable rates based on the prime rate. We had borrowings outstanding of $1.4 million pursuant to
our credit agreement as of March 31, 2005. We believe that the effect, if any, of reasonably possible near-term changes in interest rates on our financial position,
results of operations, and cash flows should not be material. Our credit agreement exposes earnings to changes in short-term interest rates since interest rates on
the underlying obligations are variable. However, as noted above, borrowings outstanding totaled $1.4 million on the credit agreement at March 31, 2005, and the
average outstandings borrowing during the first quarter of 2005 were not material. A change in earnings resulting from a hypothetical 10% increase or decrease in
interest rates is not material.
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PC CONNECTION, INC. AND SUBSIDIARIES
PART I—FINANCIAL INFORMATION

Item 4 – CONTROLS AND PROCEDURES
 

Our management, with the participation of our Chief Executive Officer and Interim Chief Financial Officer, evaluated the effectiveness of our disclosure
controls and procedures as of March 31, 2005. The term “disclosure controls and procedures,” as defined in Rules 13a-15(e) and 15d-15(e) under the Securities
Exchange Act of 1934, as amended (the “Exchange Act”), means controls and other procedures of a company that are designed to ensure that information
required to be disclosed by a company in the reports that it files or submits under the Exchange Act is recorded, processed, summarized, and reported, within the
time periods specified in the SEC’s rules and forms. Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure
that information required to be disclosed by a company in the reports that it files or submits under the Exchange Act is accumulated and communicated to the
company’s management, including its principal executive and principal financial officers, as appropriate to allow timely decisions regarding required disclosure.
Management recognizes that any controls and procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving their
objectives and management necessarily applies its judgment in evaluating the cost-benefit relationship of possible controls and procedures. Based on the
evaluation of our disclosure controls and procedures as of March 31, 2005, our Chief Executive Officer and Interim Chief Financial Officer concluded that, as of
such date, our disclosure controls and procedures were effective at the reasonable assurance level.
 

No change in our internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) occurred during the fiscal
quarter ended March 31, 2005 that has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II—OTHER INFORMATION
 
Item 2—Unregistered Sales of Equity Securities and Use of Proceeds
 
 

(e) The following table provides information about purchases by the Company during the quarter ended March 31, 2005 of equity securities that are
registered by the Company pursuant to Section 12 of the Exchange Act:

 
ISSUER PURCHASES OF EQUITY SECURITIES

 

Period

  

(a)
Total Number of
Shares (or Units)

Purchased

  

(b)
Average Price

Paid per Share (or
Unit)

  

(c)
Total Number of

Shares Purchased
as Part of Publicly
Announced Plans

or Programs

  

(d)
Maximum Approximate
Dollar Value of Shares

that May Yet Be
Purchased Under the

Program (1)

01/01/05-01/31/05   —    —    —    $ 12,714,000
02/01/05-02/28/05   —    —    —    $ 12,714,000
03/01/05-03/31/05   —    —    —    $ 12,714,000
Total:   —    —    —    $ 12,714,000

(1) Our Board of Directors approved the repurchase by us of shares of our common stock having a value of up to $15.0 million in the aggregate pursuant to a
repurchase program announced on March 28, 2001.

 
Item 5—Other Information
 On April 22, 2005, the Compensation Committee of the Board of Directors (the “Committee”) of PC Connection, Inc. reviewed executive officer
compensation and approved base salary increases for the following named executive officers (as defined in Item 402(a)(3) of Regulation S-K) effective April 9,
2005. The Committee made no changes to incentive, equity, or other components of the compensation of the named executive officers.
 

Executive

  

Previous Base Salary

  

New Base Salary

Patricia Gallup
President, Chief Executive Officer, and Chairman   $ 430,000  $ 445,000
Robert Wilkins
Executive Vice President   $ 415,000  $ 430,000
Bradley Mousseau
Vice President of Human Resources   $ 200,000  $ 208,000

 
On April 14, 2005, our subsidiary GovConnection, Inc., entered into an amendment to its lease with Fairhaven Investors Limited Partnership for property

located in Fairfield, Connecticut. The amendment was effective April 14, 2005, requires a monthly payment of $16,667, and has a term of two years.
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Item 6—Exhibits
 

Exhibit
Number

 

 

 

Description

10.1
 

*
 

Amendment, dated April 14, 2005, to the Lease Agreement between GovConnection, Inc. and Fairhaven Investors Limited
Partnership, dated May 1, 2003, for property located in Fairhaven, Connecticut.

15   * Letter on unaudited interim financial information.

31.1  * Certification of the Company’s President and Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2
 

*
 

Certification of the Company’s Treasurer and Interim Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

32.1
 

*
 

Certification of the Company’s President and Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.

32.2
 

*
 

Certification of the Company’s Treasurer and Interim Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

* Filed herewith.
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SIGNATURES
 

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
thereunto duly authorized.
 
  PC CONNECTION, INC. AND SUBSIDIARIES

Date: May 16, 2005
 

By:
 

/S/ PATRICIA GALLUP

    Patricia Gallup
    Chairman and Chief Executive Officer

Date: May 16, 2005
 

By:
 

/S/ JACK FERGUSON

    Jack Ferguson
    Treasurer and Interim Chief Financial Officer
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Exhibit 10.1
 FIRST AMENDMENT OF LEASE
 

THIS FIRST AMENDMENT OF LEASE (the “Amendment”) made as of March 10, 2005 among FAIRHAVEN INVESTORS LIMITED
PARTNERSHIP, a Pennsylvania limited partnership, with its principal place of business at c/o Berwind Property Group, Inc., 770 Township Line Road, Suite
150, Yardley, Pennsylvania 19067, Attention: Connecticut Asset Manager (the “Landlord”) and GOVCONNECTION, INC., with a place of business at 2150
Post Road, Milford, Connecticut 06824 (the “Tenant”).
 

W I T N E S S E T H:
 

WHEREAS, Landlord is the owner of that certain building (the “Building”) located at 2150 Post Road, Fairfield, Connecticut 06824 (the “Property”);
 

WHEREAS, Landlord and Tenant are parties to a space lease for a portion of the Building being 8,000 rentable square feet in area (the “Premises”) by
Lease dated May 1, 2003 (the “Original Lease”); the Lease is guaranteed by PC Connection, Inc. by Lease Guaranty dated May 1, 2003 (the “Guaranty”);
 

WHEREAS, Landlord and Tenant have agreed to extend the term of the Lease with respect to the space (being the 8,000 rentable square feet), establish the
rent for such extended period and to make certain corresponding changes to the Lease;
 

NOW, THEREFORE, in consideration of the mutual promises contained herein and Ten Dollars ($10.00) and other valuable consideration, the receipt of
which is hereby acknowledged, and subject to the approval of this Amendment by Landlord’s lenders, Landlord and Tenant hereby covenant and agree as follows:
 

1. Defined Terms.
 1.1 The term “Lease” as used herein and in the Original Lease shall mean and refer to the Original Lease as amended by this Amendment.
 1.2 Capitalized terms used herein but not otherwise defined herein shall have the meanings given to them in the Lease.
 

2. Amendments. Landlord and Tenant agree to amend the Lease as set forth below in this Section 2. Each party hereto represents to the other that it is duly
authorized to execute, deliver and perform this Amendment.
 2.1 Term. Section 2.01 of the Lease is hereby amended to add the following:
 “Tenant has exercised its right to extend the Lease for one (1) additional two (2) year period (the “First Extension Period”) pursuant to

Article 17 of this Lease, and Landlord and Tenant hereby confirm that the Expiration Date shall now be May 31, 2007.”
 2.2 Rent. Section 4.01(a) of the Lease is hereby amended to add the following to the rent table as set forth in Section 4.01(a) of the Lease:
 

Period

  

Annual Base Rent

  

Annual Base Rent per
Rentable Square Foot

  

Monthly Base Rent

Lease Year 3   $ 200,000.00  $ 25.00  $ 16,666.67
Lease Year 4   $ 200,000.00  $ 25.00  $ 16,666.67



3. Additional Rent. Tenant confirms its agreement that it is required to continue to pay Tenant’s Share of Tax Increases and Tenant’s Share of Expense
Increases during the First Extension Period based upon the same Base Tax Year and Base Expense Year as were initially established by the Lease.
 

4. Lease Ratification. This instrument and all of the terms and provisions hereof shall be considered for all purposes to be incorporated into and made part
of the Lease. The Lease and each provision, covenant, condition, obligation, right and power contained therein is hereby ratified and confirmed, and, as modified
hereby, shall continue in full force and effect. All references appearing in the Lease and in any related instruments shall be amended and read hereafter to be
references to the Lease as amended by this Amendment. In the event of any inconsistencies or conflicts between other provisions of the Lease and the provisions
of this instrument, the provisions hereof shall govern and control. Except as expressly set forth herein, the Original Lease has not otherwise been modified or
amended and remains in full force and effect and is ratified by the parties hereto.
 

5. Authority. Landlord represents and warrants to Tenant that Landlord and the person signing on its behalf are duly authorized to execute and deliver this
Amendment and that this Amendment constitutes its legal, valid and binding obligation. Tenant hereby represents and warrants to Landlord that Tenant and each
person signing on its behalf are duly authorized to execute and deliver this Amendment, and that this Amendment constitutes the legal, valid and binding
obligation of Tenant.
 

6. Broker. Landlord and Tenant represent and warrant to each other that they have not had any dealings with any broker, agent or finder in connection with
the transaction evidenced by this Amendment except CB Richard Ellis (the “Broker”). Landlord shall be responsible for any commission due to the Broker on
account of this Amendment. Each party agrees to protect, indemnify, defend and hold the other harmless from and against any and all expenses with respect to
any compensation, commissions and charges claimed by any other broker, agent or finder except the Broker with respect to this Amendment and the negotiation
thereof that is made by reason of any action or agreement by such party.
 

7. Miscellaneous. This Amendment shall bind and inure to the benefit of the parties hereto and their respective heirs, executors, administrators, successors
and assigns. This Amendment may be executed in any number of counterparts, each of which shall be an original, but all of which shall constitute one instrument.
This Amendment shall be governed by and construed in accordance with the laws of the State of Connecticut.
 

8. Execution by Facsimile. The parties agree that this Agreement may be transmitted between them by facsimile machine and the parties intend that a
faxed Agreement containing either the original and/or copies of the signature of all parties shall constitute a binding Agreement.



9. Effective Date. The amendments set forth herein shall take effect upon execution of this Amendment by all of the parties hereto.
 

IN WITNESS WHEREOF, Landlord and Tenant have caused this Amendment to be duly executed as of the day and year first written above.
 
WITNESSED BY:    LANDLORD:

/S/ CHRISTOPHER T. MEISTER
 

 

 

FAIRHAVEN INVESTORS LIMITED
PARTNERSHIP

Signature of Witness         

Print Name: Christopher T. Meister      By:  Bergen of Connecticut, Inc.
/S/ KENNETH S. CALA

 

 

 

 

 

 

 

 

Signature of Witness
Print Name: Kenneth S. Cala  

 

 

 

 

 

 

By:
 

/S/ ARTHUR PASQUARELLA

       Name: Arthur Pasquarella
        Title:  Executive Vice President

    TENANT:

 

 

 

 
GOVCONNECTION, INC.

Signature of Witness       

Print Name:
 

 

 

 

 

 

 

 

By:
 

/S/ JAY LAMBKE

 

 

 

 
Name:
Title:  

Jay Lambke
President

Signature of Witness     
Print Name:

 

 

 

 

 
Hereunto Duly Authorized



STATE OF PENNSYLVANIA  )
  ) ss.                         
COUNTY OF PHILADELPHIA )
 

On this the 14th day of April, 2005, before me, the undersigned officer, personally appeared Arthur P. Pasquarella known to me (or satisfactorily proven) to
be the person whose name is subscribed to the within instrument, and acknowledged himself/herself to be the Exec. Vice Pres. of BERGEN OF CONNECTICUT,
INC., a corporation, and that he/she, as such officer, being authorized so to do, executed the foregoing instrument as the free act and deed of the corporation as the
General Partner of Fairhaven Investors Limited Partnership for the purposes contained therein by signing the name of the corporation by himself/herself as such
officer.
 

In witness whereof, I hereunto set my hand.
 
 

 

 

 

/S/ DIANE C. THOMAS

    Notary Public
[Affix Notarial Seal]    My Commission Expires: 4/30/05
 
STATE OF Maryland  )
  ) ss.                         
COUNTY OF Montgomery  )
 

On this the 28th day of March, 2005, before me, the undersigned officer, personally appeared Jay V. Lambke known to me (or satisfactorily proven) to be
the person whose name is subscribed to the within instrument, and acknowledged himself/herself to be the President of GOVCONNECTION, INC., a
corporation, and that he/she, as such officer, being authorized so to do, executed the foregoing instrument as the free act and deed of the corporation for the
purposes contained therein by signing the name of the corporation by himself/herself as such officer.
 

In witness whereof, I hereunto set my hand.
 
 

 

 

 

/S/ JOHN SHUTT

    Notary Public
[Affix Notarial Seal]    My Commission Expires: June 14, 2006



Exhibit 15
 
May 13, 2005
 
PC Connection, Inc.
730 Milford Road
Merrimack, NH 03054
 
We have made a review, in accordance with the standards of the Public Company Accounting Oversight Board (United States), of the unaudited interim financial
information of PC Connection, Inc. and subsidiaries for the periods ended March 31, 2005 and 2004, as indicated in our report dated May 13, 2005; because we
did not perform an audit, we expressed no opinion on that information.
 
We are aware that our report referred to above, which is included in your Quarterly Report on Form 10-Q for the quarter ended March 31, 2005, is incorporated
by reference in Registration Statement Nos. 333-40172, 333-50845, 333-50847, 333-66450, 333-69981, 333-83943, 333-91584, and 333-106652 on Form S-8.
 
We also are aware that the aforementioned report, pursuant to Rule 436(c) under the Securities Act of 1933, is not considered a part of the Registration Statement
prepared or certified by an accountant or a report prepared or certified by an accountant within the meaning of Sections 7 and 11 of that Act.
 
 
 
DELOITTE & TOUCHE LLP
 
Boston, Massachusetts



Exhibit 31.1
 CERTIFICATIONS
 
I, Patricia Gallup, certify that:
 1. I have reviewed this Quarterly Report on Form 10-Q of PC Connection, Inc.;
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the

statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial

condition, results of operations, and cash flows of the registrant as of, and for, the periods presented in this report;
 4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange

Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:
 

 
a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure

that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared;

 
 b) Not applicable;
 
 

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness
of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 

 
d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal

quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

 5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 
 

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely
to adversely affect the registrant’s ability to record, process, summarize, and report financial information; and

 
 

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over
financial reporting.

 
Date: May 16, 2005

 

/S/ PATRICIA GALLUP

  Patricia Gallup
  President and Chief Executive Officer



Exhibit 31.2
 CERTIFICATIONS
 
I, Jack Ferguson, certify that:
 1. I have reviewed this Quarterly Report on Form 10-Q of PC Connection, Inc.;
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the

statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial

condition, results of operations, and cash flows of the registrant as of, and for, the periods presented in this report;
 4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange

Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:
 

 
a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure

that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared;

 
 b) Not applicable;
 
 

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness
of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 

 
d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal

quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

 5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 
 

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely
to adversely affect the registrant’s ability to record, process, summarize, and report financial information; and

 
 

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over
financial reporting.

 
Date: May 16, 2005

 

/S/ JACK FERGUSON

  Jack Ferguson
  Treasurer and Interim Chief Financial Officer



Exhibit 32.1
 CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
 

AS ADOPTED PURSUANT TO
 

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
 

In connection with the quarterly report on Form 10-Q of PC Connection, Inc. (the “Company”) for the period ended March 31, 2005 as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), the undersigned, Patricia Gallup, President and Chief Executive Officer of the Company,
hereby certifies, pursuant to 18 U.S.C. Section 350, that:
 (1) the Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
 

(2) the information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
 

 

/S/ PATRICIA GALLUP

Dated: May 16, 2005  Patricia Gallup
  President and Chief Executive Officer



Exhibit 32.2
 CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
 

AS ADOPTED PURSUANT TO
 

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
 

In connection with the quarterly report on Form 10-Q of PC Connection, Inc. (the “Company”) for the period ended March 31, 2005 as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), the undersigned, Jack Ferguson, Treasurer and Interim Chief Financial Officer of the
Company, hereby certifies, pursuant to 18 U.S.C. Section 1350, that:
 (1) the Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
 

(2) the information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
 

 

/S/ JACK FERGUSON

Dated: May 16, 2005  Jack Ferguson
  Treasurer and Interim Chief Financial Officer


