MEAR IMAGE INC.

PERMANENT AUDIT FILE

GENERAL –

Mear Image Inc. (MII) has been a client of our firm since it was organized in 1989.  MII was started by the following individuals, who are the only shareholders:

                                                                                                              SHARES___

                                                                                                        NUMBER      % 

Kathleen L. Mear                                                                  60,000           60


Marianne K. Chandler                                                           20,000           20


Richard J. Gonzalez                                                              20,000           20

                                                                                                       100, 000        100









           =============

Because MII is privately held, it is not subject to the reporting and disclosure of publicly held companies.

MII is in the copying and printing business in Los Angeles and Orange Counties.  It has fifteen store front locations, and its corporate offices and main production facility are in Burbank.  The company has been fairly profitable because it has minimized the volume of small retail orders and has specialized in serving primarily commercial customers with special needs which are described below.  Since retail work is less profitable due to the small size of orders and the level of competition from the proliferation of copy/print shops, management decided to orient the business toward commercial customers and provide special services that most shops could not provide competitively.

Special services include:


1.   Copying and printing of unusual size pages.


2.   Complex color copying and printing.


3.   Broad range of paper, printing, binding, etc. features.


4.   Ability to handle large volume printing.


5.   Short production time.
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6.   24 hour service at most locations.


7.   Professional composition, layout and graphics services.


8.   Specialized computer word-processing services.


9.   Copying, microfilm and microfiche services at customer locations.

          10.   Delivery and pick-up.

As a result of these services, MII has been very successful in attracting customers in the accounting and legal professions.  These customers tend to need service on short notice and require unusual services, like large spreadsheets.  MII also helps when customers need small volume, high quality printing, like proposals for professional services.  The company has a variety of  computer equipment and software to provide specialized word-processing, presentation graphics, etc.  Because MII offers around the clock service and responds well in crisis situations, it has developed a loyal following of professional firms and small businesses with similar requirements.

Another area that MII has pursued in the last few years is on-location copying.  Some customers require relatively large volumes of copying at remote locations.  An example of this would be a law firm that has obtained access to large volumes of business records that could be used as evidence in litigation.  Another example is a brokerage house that needs to copy all the securities in its vault to support a physical security count.  MII can provide this service with digital files, normal hardcopy, microfilm, microfiche or other archival formats.

For approximately two years, MII has been developing a system for identifying, cross-indexing, and retrieving large volumes of documents using software.  It has been doing this work in connection with a major suit by one large corporation against another.  The plaintiff is represented by one of MII’s law firm customers, and MII has been very involved in copying evidence and helping the attorneys manage the large volume of documents.  Another customer, a CPA firm, has provided litigation support to the attorneys and is working with MII to design the document system.  When it is completed, MII and the CPA firm will market the system and their services under the name “Finders Keepers.”  MII has been expensing all development costs as incurred.

Because of its services and the nature of its customer base, MII has been able to charge premium rates for most of its production.  The company’s emphasis on high quality service demands that it have top quality people, so the personnel costs tend to be higher than most competitors.  On the other hand, due to the relatively large volume of business it generates, the company can centralize much of its production facilities and administration, resulting in higher equipment utilization and economies of scale.
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Significant costs for smaller competitors include the cost of leasing equipment and of having maintenance contracts with equipment manufacturers.  Because MII has a relatively large, healthy net worth, it can arrange cheaper financing than most of its competitors, and it can maintain its own staff of equipment technicians.

MANAGEMENT—
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The three shareholders are also the senior management of the company.  Kathy Mear is President and CEO; Marianne Chandler is Executive Vice President - Production; and Richard Gonzalez is Executive Vice President - Administration.  The three are all CPAs and worked together for a now defunct copy company near campus while they were going to college.  While working long hours for the copy company, they shared lots of ideas on how the business could be run better.  So, after working in public accounting for several years, they started MII using knowledge gained in both work experiences.

Although all three are actively involved with virtually all aspects of the business, Kathy is obviously the initiating force behind the company.  She handles planning and business development, while Marianne handles production and personnel development, and Rich handles administration, finance, and accounting.

Their management style could be called participatory management.  Since they tend to hire highly capable people, spend a lot of time actually working with the people to get work out the door, and encourage an atmosphere of cooperation and mutual appreciation, employees tend to be very loyal to the company.  When the company has a heavy production schedule, everybody pitches in and stays late to make sure the company can respond to its customers’ needs.  New offices are staffed with managers, production supervisors, etc. from already existing offices.  New offices are opened only when a need has been demonstrated by the acquisition of new customers and when experienced people have been adequately trained and seasoned.  Suggestions and ideas for new products, operating efficiencies, etc. are highly encouraged and rewarded.

The controller is Granville B. Johnston III.  Granny is a CPA and joined MII in December 2002.  In performing the prior audit, we dealt primarily with Rich Gonzalez, but, since Granny has been around for the whole year, we will work more with him during the current audit.

Our experience with the management of MII has been excellent.  They have a high level of integrity, are competent, and are appropriately concerned about internal control.  However, when there is work to be done, management will opt to serve the customers
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first and put internal control considerations in second place.  They have been very cooperative about assisting our staff to minimize the cost of audits.

LOCATIONS—
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The company’s corporate offices and main production facility are at 10800 San Fernando Road in Burbank.  MII owns this building and five other major offices, but the other locations are all leased on relatively short-term leases.  This location was chosen to minimize occupancy costs and to maximize access to other offices.  It is near the center of the Los Angeles freeway grid.

The Company has only limited copying equipment at the individual offices.  As a result, only the most routine copying orders and customer prepared copies are handled at the individual locations.  The percentage of copying revenues produced at the individual offices is less than 3%.  Large and unusual copy orders and all printing orders are done at the main production facility.  Messengers shuttle among the offices and major customers’ offices picking up and delivering work as it is completed.  The offices are in constant touch with the main production facility via computer terminal to monitor the scheduling of work so customers will know when their orders will be completed.

There is a staff of layout designers and word-processing specialists to help customers create material for copying or printing.  Some are located in the offices where experience shows they can be used profitably.  However, they are available to meet customers at other offices or the customers’ offices by appointment.  Many of them have developed working relationships with particular customers, who call them directly rather that going through the local office.  Their time is reported on time sheets and billed to customers on an hourly rate basis, along with charges for related equipment usage.  Minor advice on an impromptu basis is not billed to the customers.  Additional specialists work on a part-time basis as needed.  Marianne meets regularly with all the specialists for training and for exchange of ideas so they know what services the company can provide their customers. 

The other offices are located as follows (* indicates larger offices) :



*Downtown LA


Pomona/Claremont



*Century City



City of Industry



 Westwood


           *Pasadena



 Santa Monica



Northridge



 LA International Airport
           *Sherman Oaks



 Long Beach



Warner Center



*Newport Beach/Costa Mesa

Thousand Oaks



 Anaheim
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The Thousand Oaks and the Claremont/Pomona offices were opened in December of 2002.  Consequently, the financial statements for the current year will reflect a full year of operations for those offices.  Additional offices will not be opened until experienced personnel can be developed in existing offices.

SYSTEMS AND CONTROLS—

MII has a Sota computer that is networked with intelligent terminals at each office location in a distributed processing environment.  The operating system is OSYK, the standard system from Sota.  The accounting systems are not fully integrated and include general ledger, budgeting, billing, accounts receivable, payroll, prepaid expenses, inventory, fixed assets, and accounts payable application systems.  There is also the production scheduling system.  The company has no programmers and uses only purchased software, except for certain applications customized for MII’s needs by the consulting department of our firm.  Our firm provides systems consulting for MII on a continuing basis.


MII has generally strong internal controls.  All activities are subject to budgetary control.  Appropriate management exception reports are generated and reviewed by top management.  Although there is no cost system, the company takes monthly physical inventory counts so any problems can be promptly identified and monthly financial statements can be prepared.  There are no internal auditors, but management has had accounting personnel perform some tests of controls at the corporate offices and at the other offices.
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