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UNITED STATES SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549
FORM 10-Q
b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended March 31, 2006
OR
0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission file number 0-23585.
SM&A

(Exact name of registrant as specified in its charter)

California 33-0080929
(State or other jurisdiction of incorporation or (I.R.S. Employer Identification No.)
organization)
4695 MacArthur Court, 8" Floor, Newport Beach, 92660
California (Zip Code)

(Address of principal executive offices)
(949) 975-1550
(Registrant s telephone number, including area code)
Not applicable
(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yesp Noo
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. (See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act). (Check one):

Large accelerated filer o Accelerated filer p Non-accelerated filer o
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yeso Nop

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable
date:
Common Stock, no par value 19,697,560 shares outstanding as of March 31, 2006
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CAUTIONARY STATEMENT RELATED TO FORWARD LOOKING STATEMENTS

This Quarterly Report on Form 10-Q includes certain forward-looking statements as defined within Section 27A of
the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, relating
to revenue, revenue composition, earnings, projected plans, performance, contract procurement, demand trends,
future expense levels, trends in average headcount and gross margins, and the level of expected capital expenditures.
Such forward-looking statements are based on the beliefs of, estimates made by, and information currently available
to SM&A management and are subject to certain risks, uncertainties and assumptions. Any statements contained
herein (including without limitation statements to the effect that the Company or management estimates,

expects,  anticipates, plans, believes, projects, continues, may, will, could, or would or
statements concerning potential or opportunity or variations thereof or comparable terminology or the negative
thereof) that are not statements of historical fact should be construed as forward-looking statements. The actual
results of SM&A may vary materially from those expected or anticipated in these forward-looking statements. The
realization of such forward-looking statements may be impacted by certain important unanticipated factors including
those discussed in Risk Factors under Item 1A, and Management s Discussion and Analysis of Financial
Condition and Results of Operations, at pages 12-14. Because of these and other factors that may affect SM&A s
operating results, past performance should not be considered as an indicator of future performance, and investors
should not use historical results to anticipate results or trends in future periods. The Company undertakes no
obligation to publicly release the results of any revisions to these forward-looking statements that may be made to
reflect events or circumstances after the date hereof or to reflect the occurrence of unanticipated events. Readers
should carefully review the risk factors described in this and other documents that SM&A files from time to time with
the Securities and Exchange Commission ( SEC ), including subsequent Current Reports on Form 8-K, Quarterly
Reports on Form 10-Q and Annual Reports on Form 10-K.
HOW TO OBTAIN SM&A SEC FILINGS

All reports filed by SM&A with the SEC are available free of charge via EDGAR through the SEC website at
www.sec.gov. In addition, the public may read and copy materials filed by the Company with the SEC at the SEC s
public reference room located at 450 Fifth St., N.-W., Washington, D.C. 20549. SM&A also provides copies of its
Forms 8-K, 10-K, 10-Q, Proxy and Annual Report at no charge to investors upon request and makes electronic copies
of its most recently filed reports available through its website at www.smawins.com as soon as reasonably practicable
after filing such material with the SEC.

3
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SM&A
CONSOLIDATED BALANCE SHEETS
(in thousands)

ASSETS
Current assets:
Cash and cash equivalents
Investments
Accounts receivable, net
Prepaid expenses and other current assets
Prepaid income taxes
Deferred income taxes

Total current assets
Fixed assets, net
Other assets

LIABILITIES AND SHAREHOLDERS EQUITY

Current liabilities:

Accounts payable

Accrued compensation and related benefits
Income taxes payable

Net liabilities of discontinued operations

Total current liabilities

Deferred income taxes

Other liabilities

Total liabilities

Commitments and contingencies
Shareholders equity:

Preferred stock

Common stock, no par value

Accumulated deficit

Total shareholders equity

Table of Contents

March 31,
2006
(unaudited)
$ 19,230

4,950
11,811
631
342
36,964

2,922
68

$ 39,954

$ 420
3,518

26

299

4,263

546

4,809

45,232
(10,087)

35,145

As Restated
December
31,
2005

$ 19,103

4,950
10,435
380
924
319

36,111
2,571
60

$ 38,742

$ 762

2,129
396
3,287
56
539

3,882

46,126
(11,266)

34,860
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$ 39,954 $ 38,742

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share amounts)

Revenue
Cost of revenue

Gross margin
Selling, general and administrative expenses
Operating income

Interest income, net

Income before income taxes

Income tax expense

Net income

Net income per share:
Basic
Diluted

Shares used in calculating net income per share:

Basic
Diluted

SM&A

Three Months Ended
March 31,
2006 As Restated
2005

(unaudited) (unaudited)
$17,715 $ 20,245
10,574 11,523
7,141 8,722
5,328 5,020
1,813 3,702
192 85
2,005 3,787
826 1,250
$ 1,179 $ 2,537
$ 0.06 $ 0.13
$ 0.06 $ 0.12
19,819 20,263
20,043 21,085

See accompanying notes to consolidated financial statements.
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SM&A

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation and amortization

Deferred income taxes

Excess tax benefits from stock-based compensation
Stock-based compensation expense
Changes in operating assets and liabilities:
Accounts receivable

Prepaid income taxes

Prepaid expense and other assets

Accounts payable

Accrued compensation and related benefits
Income taxes payable

Other liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:

Purchases of fixed assets

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from issuance of common stock

Payment for repurchase of shares

Net cash used in financing activities

Net increase in cash and cash equivalents from continued operations
Net cash used in discontinued operations by operating activities

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Table of Contents

Three Months Ended
March 31,
2006 As Restated
2005
(unaudited) (unaudited)
$ 1,179 $ 2,537
163 132
(79) 116
584
315 59
(1,376) (3,268)
924
(259) (258)
(342) (262)
1,389 2,236
26 269
7 78
1,947 2,223
(510) (605)
(510) (605)
160 376
(1,373) (583)
(1,213) (207)
224 1,411
97) (128)
127 1,283
19,103 22,148
$19,230 $ 23,431
8
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See accompanying notes to consolidated financial statements.
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SM&A
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Three Months Ended March 31, 2006 and 2005
(unaudited)
Note 1. Basis of Presentation and Significant Accounting Policies

The consolidated financial statements included herein are unaudited; however, they contain all normal recurring
accruals and adjustments that, in the opinion of management, are necessary to present fairly the consolidated financial
position of SM&A at March 31, 2006, the consolidated results of operations for the three months ended March 31,
2006 and 2005, and cash flows for the three months ended March 31, 2006 and 2005. Comprehensive income is
equivalent to net income for the three month periods ended March 31, 2006 and 2005, respectively.

It should be understood that accounting measurements at interim dates inherently involve greater reliance on
estimates than at year-end. The results of operations for the three months ended March 31, 2006 are not necessarily
indicative of the results to be expected for the full fiscal year.

The accompanying unaudited consolidated financial statements do not include footnotes and certain financial
presentations normally required under generally accepted accounting principles. Therefore, these financial statements
should be read in conjunction with our audited consolidated financial statements and notes thereto for the year ended
December 31, 2005, included in our Annual Report on Form 10-K/A filed with the Securities and Exchange
Commission on May 15, 2006.

Recent Accounting Pronouncements
In December 2004, the FASB issued Statement of Financial Accounting Standards No. 123 (revised 2004),
Share-Based Payment (SFAS 123(R)) requiring that the compensation cost relating to share-based payment
transactions be recognized in financial statements. The cost is to be measured based on the fair value of the equity or
liability instruments issued. In April 2005, the adoption date of SFAS 123(R) was delayed to financial statements
issued for the first annual period beginning after June 15, 2005. The Company has adopted SFAS 123(R) on
January 1, 2006 using the modified prospective method. The impact of adopting this Standard is discussed in Note 3
Stock-based Compensation.
Significant Accounting Policies

Revenue Recognition. We recognize revenue from services rendered when the following four revenue recognition
criteria are met: persuasive evidence of an arrangement exists, delivery has occurred or services have been rendered,
the selling price is fixed or determinable, and collection is reasonably assured. The majority of our services are
provided under time and expenses billing arrangements and revenue is recognized on the basis of hours worked plus
other reimbursable contract costs incurred during the period. Revenue is directly related to the total number of hours
billed to clients and the associated hourly billing rates. A limited amount of revenue is also derived from success fees,
offered to clients as a pricing option, and recorded as revenue only upon attainment of the specified incentive criteria.
Success fees are not billable and revenue is not recorded until the client wins a contract.

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

Investments. Securities investments that the Company has the positive intent and ability to hold to maturity are
classified as held-to-maturity securities. Investments held to maturity mature between one and twelve months and are
reported at amortized cost.

Stock-Based Compensation. On January 1, 2006, the Company adopted SFAS 123(R) which requires the
measurement and recognition of compensation expense for all share-based payment awards made to employees and
directors, including employee stock options and employee stock purchases related to the Employee Stock Purchase
Plan ( employee stock purchases ), based on estimated fair values. SFAS 123(R) supersedes the Company s previous
accounting under Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees ( APB 25 )
and related interpretations, as permitted by SFAS No. 123, Accounting for Stock-Based Compensation ( SFAS 123 ),
for periods

7
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SM&A
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Three Months Ended March 31, 2006 and 2005
(unaudited)
Note 1. Basis of Presentation and Significant Accounting Policies (continued)
beginning in fiscal 2006. In March 2005, the Securities and Exchange Commission issued Staff Accounting Bulletin
No. 107 ( SAB 107 ) relating to SFAS 123(R). The Company has applied the provisions of SAB 107 in its adoption of
SFAS 123(R).

The Company adopted SFAS 123(R) using the modified prospective transition method, which requires the
application of the accounting standard as of January 1, 2006, the first day of the Company s fiscal year 2006. Under the
modified prospective transition method, recognized compensation cost for the three months ended March 31, 2006
includes 1) compensation cost for all share-based payments granted prior to, but not yet vested as of, December 31,
2005, based on the grant date fair value estimated in accordance with the original provisions of SFAS 123; and 2)
compensation cost for all share-based payments granted on or after January 1, 2006, based on the grant date fair value
estimated in accordance with SFAS 123(R). In accordance with the modified prospective method, the Company has
not restated prior period results.

Note 2. Restatement of Financial Statements

The Company s financial statements for the three months ended March 31, 2005 have been restated to reflect a
non-cash charge of $59,000, net of tax, in its consolidated statements of operations for additional compensation
expense resulting from the accounting for certain share repurchase transactions.

Note 3. Net Income Per Share

The following table illustrates the number of shares used in the computation of basic and diluted net income per

share (in thousands):

Three Months Ended
March 31,
2006 2005
Denominator for basic income per common share weighted average shares outstanding
during the period 19,819 20,263
Incremental shares attributable to dilutive outstanding stock options 224 822
Denominator for diluted income per share 20,043 21,085

Note 4. Stock-Based Compensation

On January 1, 2006, the Company adopted SFAS 123(R). Prior to the adoption of SFAS 123(R), the Company
provided the disclosures required under SFAS 123, as amended by SFAS 148, Accounting for Stock-Based
Compensation Transition and Disclosures. The Company did not recognize stock-based compensation expense in its
statement of operations for periods prior to the adoption of SFAS 123(R) as the options granted had an exercise price
equal to the market value of the underlying common stock on the date of grant. The pro forma effect on net income
and earnings per share if the Company had applied the fair value recognition provisions of SFAS 123 to stock-based
employee compensation for the three months ended March 31, 2005 would have been (in thousands except for per
share information):

8
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SM&A
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Three Months Ended March 31, 2006 and 2005

(unaudited)

Note 4. Stock-Based Compensation (continued)

Three Months

Ended

March 31, 2005
Net income, as reported $ 2,537
Stock-based compensation expense related to share buyback, net of tax 59
Deduct: Total stock-based employee compensation expense determined under fair value
based method for all awards (556)
Tax benefit 227
Total stock-based employee compensation expense (270)
Pro forma net income $ 2,267
Net income per share:
Basic  as reported $ 0.13
Basic pro forma $ 0.11
Diluted as reported $ 0.12
Diluted pro forma $ 0.11

The weighted-average estimated value of options granted under the stock option plans during the three months
ended March 31, 2006 was $4.42 using the Black-Scholes model with the following weighted-average assumptions:

Three Months
Ended
March 31, 2006
Stock price volatility 82.77%
Risk-free interest rate 4.83%
Expected life (in years) 3.10
Stock dividend yield N/A

The Company estimates the expected life, expected volatility and expected forfeitures of the stock options based
upon historical data. The estimated expected volatility is measured on historical realized volatility over a period
greater than the expected term of each option.

During the three months ended March 31, 2006, the Company granted 197,677 stock options with an estimated
total grant-date fair value of approximately $873,000. During the three months ended March 31, 2006, the Company
recorded stock-based compensation expense related to stock options of approximately $315,000 for all unvested
options granted prior to and after the adoption of SFAS 123(R). The stock-based compensation expense recognized
for the three months ended March 31, 2006, of $315,000, or $0.02 per diluted share, was included in selling, general
and administrative expenses. The Company recorded $98,000 in stock-based compensation expense related to stock
purchased during the three months ended March 31, 2005.

Upon adoption of SFAS 123(R), the Company continued to use the Black-Scholes option-pricing model as its
method of valuation for share-based awards. The Company s determination of fair value of share-based payment
awards on the date of grant using an option-pricing model is affected by the Company s stock price as well as

Table of Contents 12
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assumptions regarding a number of highly complex and subjective variables. These variables include, but are not
limited to the Company s expected stock price volatility over the term of the awards, and actual and projected
employee stock option exercise behaviors. Option-pricing models were developed for use in estimating the value of
traded options that have no vesting or hedging restrictions and are fully transferable. Because the Company s employee
stock options have certain characteristics that are significantly different from traded options, and because changes in

the subjective assumptions can materially affect the estimated value, in management s opinion, the existing valuation
models may not provide an accurate measure of the fair value of the Company s employee stock options. Although the
fair value of employee stock options is determined in accordance with SFAS 123(R) and SAB 107 using an
option-pricing model, that value may not be indicative of the fair value observed in a willing buyer/willing seller

market transaction.
9
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SM&A
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Three Months Ended March 31, 2006 and 2005
(unaudited)
Note 4. Stock-Based Compensation (continued)

SFAS 123(R) also requires companies to calculate an initial additional paid-in capital pool of excess tax benefits
available at the adoption date to absorb any tax deficiencies that may be recognized under SFAS 123(R). The pool
includes the net excess tax benefits that would have been recognized if the company had adopted Statement 123 for
recognition purposes on its effective date.

On November 10, 2005, the FASB issued FASB Staff Position No. FAS 123(R)-3, Transition Election Related to
Accounting for Tax Effects of Share-Based Payment Awards (FSP 123(R)-3). The Company is considering whether to
adopt the alternative transition method provided in the FASB Staff Position for calculating the tax effects of
share-based compensation pursuant to SFAS 123(R). An entity may take up to one year from the effective date of FSP
123(R)-3 to evaluate its available transition alternatives and make its one-time election. The alternative transition
method includes simplified methods to establish the beginning balance of the pool related to the tax effects of
employee share-based compensation, and to determine the subsequent impact on the pool and Consolidated
Statements of Cash Flows of the tax effects of employee share-based compensation awards that are outstanding upon
adoption of SFAS 123(R).

Note 5. Revolving Line of Credit

The Company has a revolving credit agreement which allows for borrowings up to $10.0 million at the prime rate
minus one half of one percent (-0.50%) per annum or LIBOR plus two and one quarter percent (2.25%) per annum.
The revolving credit agreement is renewable annually on April 30t of each year. Borrowings under the revolving
credit agreement are unsecured. The agreement requires the Company to comply with certain financial covenants
pertaining to its tangible net worth, ratio of total liabilities to tangible net worth, and ratio of current assets to current
liabilities (as defined in the agreement). The agreement also contains certain negative covenants which, among other
things, restricts the Company s ability to incur additional indebtedness of more than $1.0 million in excess of the
$10.0 million limit set forth in the credit agreement and make capital expenditures in excess of $2.0 million without
the prior written approval of the lender. At March 31, 2006, the Company had no outstanding borrowings under the
line of credit, the bank had issued a letter of credit for $64,000 and $9.9 million was availabile.

Note 6. Income Taxes

The Company s effective income tax rates for the three months ended March 31, 2006 and 2005 were 41% and
33%, respectively. In the first quarter ended March 31, 2005, the Company completed and filed its federal and state
income tax returns for the calendar year ended December 31, 2004. Based on the income tax returns filed, the
Company recorded an adjustment to its effective tax rate in the first quarter of 2005 resulting in a reduction of income
tax expense of approximately $208,000, or $0.01 per diluted share.

Note 7. Stockholders Equity

In May 2004, the Company s Board of Directors authorized a plan to repurchase up to $7.0 million of the
Company s common stock. In April and October 2005, the Company s Board of Directors authorized an increase of an
additional $5.0 million and $8.0 million, respectively, increasing the total authorization to repurchase the Company s
common stock to $20.0 million. In January 2006, the Company s Board of Directors authorized an increase of an
additional $10.0 million increasing the total authorization to repurchase the Company s common stock to
$30.0 million. The Company intends to repurchase shares from time to time, at prevailing prices, in the open market.
The timing and amount of the share repurchases will be at the discretion of management and will be based on such
factors as the stock price, general economic and market conditions, and other factors. The share repurchase plan may
be suspended or discontinued at any time. Shares repurchased under the plan are cancelled. For the three months
ended March 31, 2006, the Company repurchased 205,800 shares at a total cost of $1.4 million. Since the inception of
the share repurchase plan, the Company has repurchased 2,018,966 shares at a total cost of $16.1 million.

10
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SM&A
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Three Months Ended March 31, 2006 and 2005
(unaudited)

Note 8. Related Parties

The Company periodically leases aircraft from SummitJets, Inc., which is owned by the Company s Chairman and
Chief Executive Officer. The lease rate was determined through a review of prevailing market rates for such services.
During the three months ended March 31, 2006 and 2005, the Company recorded an expense of $62,000 and $20,000
respectively. The expense is included in selling, general and administrative expenses.
Note 9. Discontinued Operations

Prior to fiscal year 2003, the Company sold and dissolved two of its business segments. The balance owed at
March 31, 2006 of $299,000 represents the remaining office lease commitments, net of subleases, over the remaining
terms of the leases. During the three months ended March 31, 2006, the Company paid $97,000 net of sublease
receipts, related to the leased property.

11

Table of Contents 15



Edgar Filing: SM&A - Form 10-Q

Table of Contents

Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations

SM&A is the world s leading provider of competition management (business capture and proposal development)
services, and a leading provider of performance assurance (post-award risk mitigation and profit maximizing)
services. Under these two service lines, our approximately 300 employees and consultants provide strategy, proposal
management, program management, systems engineering, program planning, and other high-value technical support
to major industrial customers in the defense, homeland security, aerospace, information technology, and engineering
sectors. Since 1982, we have managed more than 1,000 proposals worth more than $340 billion for our clients and
have achieved an 85% win rate on awarded contracts.
Results of Operations

The following table sets forth certain historical operating results (in millions):

Three Months Ended March 31,

2006 2005 Change

$ % $ % $ %
Revenues $ 17.7 100.0 $ 20.2 100.0 $ 2.5) (12.5)
Cost of revenues 10.6 59.7 11.5 56.9 0.9 (8.2)
Gross profit 7.1 40.3 8.7 43.1 (1.6) (18.1)
Selling, general and
administrative expenses 53 30.1 5.0 24.8 0.4 6.1
Operating income 1.8 10.2 3.7 18.3 2.0) (51.0)
Interest income 0.2 1.1 0.1 04 0.1 125.9
Income taxes 0.8 4.7 1.3 6.2 0.5 (33.9)
Net income $ 12 6.7 $ 25 12.5 $ 14 (53.5)

Three Months Ended March 31, 2006 Compared to Three Months Ended March 31, 2005

Revenue. Revenue decreased $2.5 million, or 12.5%, to $17.7 million for the three months ended March 31, 2006
compared to $20.2 million for the same period of the prior year. The decrease in our revenue was realized in our
traditional aerospace and defense service line and was due primarily to a client who is experiencing budget pressure
on one of their programs. This program contributed $869,000 and $3.0 million or 5% and 15% of total revenue for the
three months ended March 31, 2006 and 2005, respectively. Total acrospace and defense revenue declined by $4.2
million or 26% to $11.8 million compared to $16.0 million during the three months ended March 31, 2006 and 2005,
respectively. We offset this decline in revenue from our aerospace and defense service line with a $1.6 million
increase, or 39% increase in our non-aerospace and defense service line. This increase was contributed primarily by
one of our largest customers.

The percentage of revenues from competition management services and performance assurance services was 65%
and 35% for the three months ended March 31, 2006, respectively, compared to 61% and 39% for the same period of
the prior year. The percentage of revenue coming from our aerospace and defense clients was 67% and 79% for the
three months ended March 31, 2006 and 2005, respectively. During the three months ended March 31, 2006, we were
engaged by seven new customers who accounted for 1% of our total revenue. This compares to six new customers
which accounted for 1% of our total revenue during the same period of the prior year.

Gross Margin. Gross margin decreased $1.6 million, or 18.1%, to $7.1 million for the three months ended
March 31, 2006 compared to $8.7 million for the same period of the prior year. The decrease in gross margin dollars
is due to the decrease in sales as discussed above and the decrease in gross margin as a percentage of revenue. As a
percentage of revenue, gross margin decreased to 40.3% for the three months ended March 31, 2006 compared to
43.1% for the same period of the prior year. The decline was due from a reduction in the level of success fees earned
and increases in our travel and benefit expenses. We recorded success fees of $102,000 and $337,000 for the three
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months ended March 31, 2006 and 2005, respectively. The decline was planned as we recorded expenses related to
first quarter 2006 incentive programs for our top performing proposal managers and account executives. We expect
the gross margins to be between 41% and 42% for fiscal year 2006.

Selling, General and Administrative Expenses. Selling, general and administrative expenses consist principally of
salary and benefit costs for executive, sales and administrative personnel, stock-based employee compensation,
professional services and other general corporate activities. Selling, general and administrative expenses increased
$308,000, or 6.1%, to $5.3 million for the three months ended March 31, 2006, as compared to $5.0 million for the
same period of the prior year.

12
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations (continued)
As a percentage of revenue, selling, general and administrative expenses increased to 30.1% for the three months
ended March 31, 2006, as compared to 24.8% for the same period of the prior year. As a result of adopting Statement
123(R), stock-based compensation expense recognized for the three months ended March 31, 2006, was $315,000. We
recorded $98,000 in stock-based compensation expense related to stock purchases during the three months ended
March 31, 2005. Excluding the impact of stock-based compensation expense, the increase of $91,000 was due to the
planned increase of $168,000 in our salary, benefit, and related tax expense, an increase of $105,000 related to
professional services fees, and other general operating expense increases of $68,000, offset by a decrease in our
severance expense of $250,000.

Operating Income. Operating income decreased $1.9 million, or 51.0% to $1.8 million for the three months ended
March 31, 2006, compared to $3.7 million for the same period of the prior year. As a percentage of revenue, operating
income decreased to 10.2% for the three months ended March 31, 2006, as compared to 18.3% for the same period of
the prior year. Operating income primarily decreased due to the increase in sales and gross profit offset by the planned
increase in selling, general and administrative expenses, as discussed above.

Income Tax Expense. Our effective income tax rates for the three months ended March 31, 2006 and 2005 were
41% and 33%, respectively. In the first quarter ended March 31, 2005, we completed and filed our federal and state
income tax returns for the calendar year ended December 31, 2004. Based on the income tax returns filed, we recorded
an adjustment to its effective tax rate in the first quarter of 2005 resulting in a reduction of income tax expense of
approximately $208,000, or $0.01 per diluted share.

13

Table of Contents 18



Edgar Filing: SM&A - Form 10-Q

Table of Contents

Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations (continued)
Capital Resources and Liquidity

Our working capital decreased to $32.7 million at March 31, 2006 from $32.8 million at December 31, 2005. In
addition, our cash and cash equivalents increased to $24.2 million at March 31, 2006, from $24.1 million at
December 31, 2005. Cash flows from operating activities of continuing operations provided $1.9 million during the
three months ended March 31, 2006, compared to $2.2 million for the same period during the prior year. The increase
in our cash flows from operating activities is due primarily to the timing of our payroll cycles and the utilization of our
prepaid income taxes.

The change in accounts receivable was due primarily to the increase in our sales for the three months ended
March 31, 2006 compared to the same period of the prior year. Our day s sales outstanding (DSO) was 58 days, which
improved from our historical average of 65 days.

For the remaining fiscal year 2006, we plan to use approximately $1.2 million to purchase and implement
technology solutions that enhance our service offerings and the continued implementation of our Enterprise Resource
Management Software Program.

In May 2004, the Company s Board of Directors authorized a plan to repurchase up to $7.0 million of the
Company s common stock. In April and October 2005, the Company s Board of Directors authorized an increase of an
additional $5.0 million and $8.0 million, respectively, increasing the total authorization to repurchase the Company s
common stock to $20.0 million. In January 2006, the Company s Board of Directors authorized an increase of an
additional $10.0 million increasing the total authorization to repurchase the Company s common stock to
$30.0 million. The Company intends to repurchase shares from time to time, at prevailing prices, in the open market.
The timing and amount of the share repurchases will be at the discretion of management and will be based on such
factors as the stock price, general economic and market conditions, and other factors. The share repurchase plan may
be suspended or discontinued at any time. Shares repurchased under the plan are cancelled. For the three months
ended March 31, 2006, the Company repurchased 205,800 shares at a total cost of $1.4 million. Since the inception of
the share repurchase plan, the Company has repurchased 2,018,966 shares at a total cost of $16.1 million.

The Company has a revolving credit agreement which allows for borrowings up to $10.0 million at the prime rate
minus one half of one percent (-0.50%) per annum or LIBOR plus two and one quarter percent (2.25%) per annum.
The revolving credit agreement is renewable annually on April 30t of each year. Borrowings under the revolving
credit agreement are unsecured. The agreement requires the Company to comply with certain financial covenants
pertaining to its tangible net worth, ratio of total liabilities to tangible net worth, and ratio of current assets to current
liabilities (as defined in the agreement). The agreement also contains certain negative covenants which, among other
things, restrict the Company s ability to incur additional indebtedness of more than $1.0 million in excess of the
$10.0 million limit set forth in the credit agreement and make capital expenditures in excess of $2.0 million without
the prior written approval of the lender. At March 31, 2006, the Company had no outstanding borrowings under the
line of credit, the bank had issued a letter of credit for $64,000 and we had $9.9 million in availability.

We believe we have sufficient working capital available under the line of credit and cash generated by continuing
operations will be sufficient to fund operations for at least the next twelve months.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

The Company currently has no instruments that are sensitive to market risk.
Item 4. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Our management, with the participation of our principal executive officer and principal financial officer, has
evaluated the effectiveness of the design and operation of our disclosure controls and procedures (as defined in
Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended) as of the end of the period
covered by this quarterly report on Form 10-Q. Based on this evaluation, our principal executive officer and principal
financial officer concluded that these disclosure controls and procedures are effective and designed to ensure that the
information required to be disclosed in our reports filed or submitted under the Securities Exchange Act of 1934 is
recorded, processed, summarized, and reported within the requisite time periods.

While the Company s disclosure controls and procedures provide reasonable assurance that the appropriate
information will be available on a timely basis, this assurance is subject to limitations inherent in any control system,
no matter how well designed and administered.

Changes in Internal Controls

There was no change in our internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f)
under the Securities Exchange Act of 1934, as amended) identified in connection with the evaluation of our internal
control performed during our last fiscal quarter 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 1. Legal Proceedings

We are involved in routine litigation incidental to the conduct of our business. There are currently no material
pending litigation proceedings to which we are a party or to which any of our property is subject.
Item 1A. Risk Factors

ADDITIONAL FACTORS THAT MAY AFFECT FUTURE RESULTS

In addition to the other information in this Quarterly Report on Form 10-Q, the following factors should be
considered carefully in evaluating our business and prospects.
Our business depends substantially on the defense industry.

Our competition management and performance assurance services business depends substantially on U.S.
Government expenditures for defense products. Any decline in the future defense, information technology or
homeland security procurement expenditures could affect the opportunities available to our clients and, indirectly, our
business. A number of factors could contribute to such a decline in opportunities, including:

Loss of political support for current or increased levels of spending;

Changes of presidential administration, particularly changes from one political party to another, that typically
result in a mass reordering of priorities that reduce new proposal activity for up to a year;

Threat scenarios evolving away from global conflicts to regional conflicts;

Spending for ongoing operations, such as the war on terrorism, the occupation of Iraq, downward pressure on
spending for procurement of new systems and research and development spending; and

Cancellation of programs o