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Year Ended December 31,

(Dollars in thousands) 1996 1997 1998 1Az
Revenues $162,939 $240,448 $390,871

Gross profit 43,671 72,763 128,693

Income from operations™ 13,456 26,105 53,782 .
Income before income taxes 13,125 27,298 53,891 T14 B
Net income 8,989 16,067 33,432 v

Pro forma net income $ 3,698 2303
*Includes certain non-recurring charges discussed in xd

Notes to Consolidated Financial Statements.
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MASTECH

DEAR SHAREHOLDER: 1998 was an outstanding year for Mastech, and a year that marked our

FuLL

“coming of age” as a truly global, full-service, information technology (IT) firm, focused on
today’s latest technologies.

As we enter the new millennium, clients want companies that understand and can help them
leverage the newest technologies, providing solutions on a global basis. During 1998, Mastech
focused on new technologies and helped clients implement e-business strategies, enterprise pack-
ages, Internet-based solutions, and more.

Three years ago, we set the goal of becoming one of the industry’s leading global IT services
firms. We set this goal because we foresaw that customers would need IT solutions worldwide
and want to work with fewer vendors, ones with global capability and a full range of services.
There are very few firms who truly meet these criteria.

We took major strides toward this goal in 1998. We added several new practices, including
E-Business, Customer Relationship Management, Supply Chain Management, and J.D. Edwards.
We added 15 new offices worldwide and now have 36 locations across five continents, including
ten of the biggest IT services markets worldwide.

Our workforce expanded to more than 5,500, up from just over 4,000 at the close of
1997. Revenues increased by nearly 63% to $390.9 million in 1998 from $240.4 million in
1997. Net income increased to $33.4 million, or $.67 per diluted share, which represents a
91% increase over last year.

These benchmarks indicate that we are the fastest growing firm among our global informa-
tion technology services peers and that our strategy is working. In an industry that is growing by
15% yearly, among peers who are growing at 20-30% organically, Mastech experienced a
60% organic growth rate.

We would have been unable to execute our strategy without the support of our customers,
shareholders, and especially our employees. We are deeply indebted to you for helping us
achieve our goals in 1998 and look forward to sharing future success with you as the millennium
draws to a close, and beyond.

RANGE OF SERVICES Mastech helps clients design, develop and manage large-scale software
applications. Our full suite of services includes E-Business, Enterprise Solutions Implementation,
Enterprise  Network Services, Applications Development, Offshore Outsourcing, Software
Modernization and Applications Management. This range of services encompasses virtually all
client needs within the applications and network services marketspace.

Our proprietary SmartAPPS methodologies and tools are at the heart of our service delivery
process and ensure that our services match client needs. SmartAPPS includes some of the most
robust re-engineering tools in the industry, while our metrics-based methodology represents best-
of-breed practices and includes repeatable processes, quality measurements, knowledge man-
agement, and phased-in reviews and audits. Our SmartAPPS practices have achieved ISO 9001
certification, which is a significant accomplishment for a U.S.-based IT services firm.

Mastech has established four state-of-the-art global development centers, where we are
executing large-scale, complex engagements for some of the world’s largest companies. In 1998,
we added two new centers located in Toronto, Canada, and Chennai, India.

GLOBAL DELIVERY CAPABILITY Mastech is emerging as one of only a handful of truly global

IT services firms. Over the last three years, Mastech has expanded geographically from only
three U.S. offices to 36 offices today on five continents, adding 15 new offices just in 1998.

The Company uses a global, high-speed wide area network and secure satellite links to
connect offices. Our proprietary systems for global project management, knowledge transfer,
issues tracking and applications reuse help clients design and implement applications more quickly
and cost-effectively.
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Our global expansion has allowed us
to achieve leadership positions in key geo-
graphies: we are now among the top IT ser-
vice firms in the U.S., Canada and Australia,
and we are emerging as one of the industry
leaders in other key markets.

SOLID INFRASTRUCTURE ENHANCING GROWTH
We significantly strengthened our manage-
ment team and infrastructure in the past year.
Our exceptional results are being driven by
more than 30 business unit leaders worldwide,
who are industry veterans and highly motivated.
We have scaled up our financial systems,
human resource processes and IT infrastruc-

ture. We have done seven acquisitions within : 3:_?:':

the last twelve months, integrating them effi-

ciently and effectively. Our financial position is even stronger now than a year ago — we increased
our accounts receivable turnover significantly, generated $35 million in operating cash and
reduced our tax rate.

HiGH VALUE TO EMPLOYEES In the past year, Mastech has enhanced its infrastructure for attracting
and retaining high-quality technical professionals. The Mastech Valuable Player program rewards
employees for technical excellence, work quality and client relationships. We also offer employees
unparalleled training opportunities through seven training centers around the world. These centers
are complemented by Mastech Virtual University, which provides distance learning to our technical
professionals via the Internet, with over 200 learning modules.

Our people remain our most important bridge to tomorrow’s technology. That's why we
have enhanced communications by establishing employee help lines, electronic bulletin boards,
intranets and quarterly “state-of-Mastech” teleconferences. Such communications, retention and
training programs are the reasons Mastech is the career choice for many of the world’s best tech-
nical professionals.

GoALs Our future goal is clear — to become one of the industry’s leading global IT services firms.
We will continue to broaden our range of services while helping clients deal with today’s newest
technologies, expand our geographic reach and increase the value we provide to customers.
Companies are grappling with major challenges, particularly leveraging the increasingly rapid
changes in technology. Our mission is to help them deal effectively with those challenges today.

To you, our shareholders, please be assured that we are deeply appreciative of the confi-
dence you have shown in us by your continued interest in Mastech. We guarantee you our very
best efforts in working toward our ambitious goals.

Sincerely,
n
,{ADJ.}-.M ﬂ'mw ko mu iy
p—
e ——
Sunil Wadhwani Ashok Trivedi
Chief Executive Officer and Co-Founder President and Co-Founder
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Customers need firms who can help them leverage new technologies to their greatest
advantage. Mastech is one of the firms moving fastest today to provide Internet-based,
e-business and network solutions. Customers also demand that IT solutions firms apply
formal systems and tools that can be reused for maximum return on consulting dollars. Our

proprietary systems and tools are an integral part of our state-of-the-art solutions.

Mastech’s SmartAPPS framework ensures robust, reliable, and repeatable solutions
delivery. It implements best-of-breed practices in project, quality and knowledge man-
agement, provides a high degree of flexibility and incorporates customer approaches.
Our SmartAPPS practices have been recognized with the leading ISO 9001 industry

certification. Key components include:

RoBusT SoLuTioNs DELIVERY Development occurs in a well-defined, process-oriented soft:
ware factory environment and utilizes robust, high-performance processes and tools for
automating tasks. Systems for issue management, progress tracking, deliverable man-
agement, management reporting and defect tracking form the backbone for project
delivery. Processes incorporate quality assurance and control, including the extensive
use of checklists, standards, guidelines, and templates, which provide reliability and

rapid error detection.

KNOwLEDGE MANAGEMENT Formal practices and tools ensure that knowledge is captured
and used across the organization. A Knowledge Repository containing over 3,000 arti-
facts is constantly updated and mined for reuse across projects. Processes ensure Sys-
temic reuse of the repository and emphasize knowledge refinement through interaction
among workgoups with common business interests. Mastech’s practices allow customers
to share information across multiple sites and stakeholders and to redeploy tools, utilities,

and standards in later projects.

GLoBaL DeveLoPMENT CENTERS Mastech’s global development centers in Canada and India
foster the creation of global, virtual teams, which can accelerate software development
schedules and simultaneously reduce costs. The facilities are fully supported by processes
and tools for metrics-driven performance, including systems for WAN management, systems
and network tracking, call reporting, resource management and backup information
management. These processes and tools ensure uptime on WAN links in excess of 99%,

and LAN uptime of over 99.9%, enabling a round-the-clock operation.
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GLOBAL SuPPORT Multinational customers who are faced with the daunting task of imple-
menting global e-business strategies, enterprise-wide packages and information systems
worldwide require IT solutions firms who have global support capability. Also, companies
outside the U.S. are now aggressively adopting new technologies after lagging behind

the U.S. for several years. The global need for IT services has never been greater.

With more than 5,500 employees in 36 offices across five continents, Mastech is
ideally equipped to provide global solutions. \We are present in ten of the largest markets
for IT services worldwide. More than 2,000 Mastech employees now serve clients from

outside the U.S.

ExPANDING OUR REACH Two of Mastech’s 1998 acquisitions were aimed at extending our
global reach: in Canada, we acquired one of the country’s leading services providers,

Quantum Information Resources, while in Australia, we acquired MC Computer Services.

As evidence of our explosive geographic expansion, we are now represented in 19
locations in North America, three countries in Europe, four cities across Australia, as
well as in South Africa, India, Singapore and
Japan. Only a handful of IT services firms have
this global capability, which is becoming

increasingly important to clients.



—a FEBRUARY
Starts-Southwest regional office
based in Dallas, Texas.
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—a APRIL
Establishes a Georgia office to support the
growing_hi-tech market needs of the southeast.

Acquires Quantum Information Resources,
one of the largest privately held IT services
firms in Canada.

Starts operations in
Johannesburg, South Africa.

—-a AUGuUST
Opens office in Neuchatel, Switzerland,
its:third European location.

—a OCTOBER
Ranks #26 on Forbes Magazine’s
list-of “The 200 Best Small Companies
in-America.”
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-~ DECEMBER
Opens a 60,000 sg. ft. Global Development
Center in Chennai, India.
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Year Ended December 31,

(dollars in thousands, except per share data) 1998 1997 1996 1995 1994

INCOME STATEMENT DATA*

Revenues $390,871 $240,448 $162,939 $137,201 $ 97,531
Gross profit 128,693 72,763 43,671 39,218 26,362
Income from operations® 53,782 26,105 13,456 18,473 11,281
Interest (income) expense, net (3,321) (1,193) 331 169 323
Merger-related expenses’ 3,212 — — — —
Income before income taxes 53,891 27,298 13,125 18,304 10,958
Provision for income taxes* 20,459 11,231 4,136 — —
Net income $ 33,432 $ 16,067 $ 8,989 $ 18,304 $ 10,958
Basic earnings per common share® $ 0.68 $ 0.36
Diluted earnings per common share® $ 0.67 $ 0.35
Pro forma income taxes* 5,291 7,222 4,385
Pro forma net income* $ 3,698 $ 11,082 $ 6,573
Pro forma basic and diluted

earnings per share** $ 0.09 $ 0.29 $ 0.17
Basic average common shares® 48,997 45,251 39,194 38,130 38,130
Diluted average common shares® 49,830 45,720 39,200 38,130 38,130

December 31,

(dollars in thousands) 1998 1997 1996 1995 1994

BALANCE SHEET DATA

Cash and cash equivalents $ 36,455 $ 82,924 $ 46,566 $ 3,026 $ 4,267
Investments 47,153 — — — —
Working capital 130,191 110,928 48,625 14,068 13,524
Total assets 215,781 162,060 89,038 36,143 31,648
Total shareholders’ equity 158,207 119,426 49,588 14,613 13,896

* Amounts presented above have been restated to reflect the Company’s acquisition of all of the shares of Quantum Information Resources (“Quantum”) in
a business combination that was accounted for under the pooling-of-interests method.

2 Income from operations for the year ended December 31, 1996 reflects a nonrecurring charge of $875,000 incurred pursuant to an agreement with
an executive to pay, as compensation for past services, an amount equal to the value of 109,200 shares of Common Stock at the initial public offering
price of $7.50 per share. The Company has reflected this payment along with the applicable tax withholdings as a nonrecurring charge. For the years
ended December 31,1997 and 1998, income from operations reflect nonrecurring charges of $518,000 and $258,000, respectively, relating to the
amortization of deferred compensation for this same executive.

3 The Company incurred merger-related costs related to the acquisition of Quantum and charged these costs to expense during the second quarter of 1998.

“The Company’s S-corporation status terminated on December 16, 1996 in connection with the Company’s initial public offering of Common Stock,
thereby subjecting the Company’s income to federal and state taxes at the corporate level. Pro forma net income and pro forma net income per share
reflect federal and state taxes (assuming an approximate 40% effective tax rate) as if the Company had been taxed as a C-corporation for all periods
presented. See Note 13 of Notes to Consolidated Financial Statements for information concerning the computation of pro forma net income per common
share. In connection with the Company’s conversion from S-corporation status to C-corporation status, the Company recorded a provision for income
taxes of $3.9 million in the fourth quarter of 1996.

° In the fourth quarter of 1997, the Company adopted Statement of Financial Accounting Standards No. 128, “Earnings per Share.” Earnings per
share for the pro forma periods were not impacted by the adoption of this Statement. See Note 13 of Notes to Consolidated Financial Statements
for information concerning the computation of basic and diluted earnings per common share.
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MASTECH | Management’s Discussion and Analysis of
1998 Annual Report Financial Condition and Results of Operations

This Annual Report contains certain “forward-looking statements” (statements which are not historical facts) such as state -
ments about future financial performance, capital expenditures, liquidity sources and needs, the Year 2000 problem and cer-
tain other operations matters. Words or phrases denoting the anticipated results of future events — such as “anticipate,”

” o« ” o ” o ” ”

“believe,” “estimate,” “expect,” “will likely,” “are expected to,” “will continue,” “project,” and similar expressions that denote
uncertainty — are intended to identify such forward-looking statements. These forward-looking statements are subject to
several risks and uncertainties, and the Company’s actual future results may differ significantly from those stated in any for-
ward-looking statements. While it is impossible to identify each factor and event that could affect the Company’s results, vari-
ations in the Company’s revenues and operating results occur from time to time as a result of a number of factors, such as the
significance of client engagements commenced and completed during a quarter or a year, the number of working days in a
quarter or a year, employee hiring, retention, and utilization rates, acceptance and profitability of the Company’s services in
new territories, integration of companies acquired, competition, general economic conditions and economic conditions spe -
cific to the information technology industry. Many of these factors are beyond the Company’s ability to predict or control. As

a result of these and other factors, quarterly revenues and operating results are difficult to forecast, and the Company may

OVERVIEW
Mastech Corporation was incorporated in Pennsylvania on responsibility for project management and bills the client
November 12, 1996. Mastech Systems, a Pennsylvania on a time-and-materials or fixed-price basis. Revenues on
corporation through which the business of the Company fixed-price contracts are recognized by the percentage of
has been conducted since its inception in July 1986, is completion method. Revenues generated through offshore
an indirect, wholly owned subsidiary of the Company. software development centers on U.S. client engagements
In December 1996, Mastech completed the initial public are included in U.S. revenues.
offering of its Common Stock, and in December 1997, Mastech’s most significant cost is its personnel
completed a secondary offering of its Common Stock. expense, which consists primarily of salaries and benefits
Subsequent to the initial public offering, Mascot Systems of the Company’s billable personnel. The number of infor
and Scott Systems, both of which are corporations orga- mation technology (“IT”) professionals assigned to projects
nized under the laws of India, became wholly owned may vary depending on the size and duration of each
subsidiaries of Mastech Systems. engagement. Moreover, project terminations, completions
Mastech’s revenues are derived from fees paid by and scheduling delays may result in periods when person-
clients for professional services. Historically, a substantial nel are not assigned to active projects. Mastech manages
majority of the Company’s projects have been client its personnel costs by closely monitoring client needs and
managed. On clientmanaged projects, Mastech provides basing personnel increases on specific project engagements.
professional services as a member of the project team While the number of IT professionals may be adjusted
on a time-and-materials to reflect active projects, the Company must maintain a
basis. The Company SHAREHOLDERS® EQUITY sufficient number of professionals to respond to demand
recognizes revenues 4 Ena for the Company’s services on both existing projects and
on time-and-materials new engagements.
projects as the services The Company has incurred significant incremental
are performed. On expenses to help ensure that the Company has both an
Mastech-managed pro- i adequate number of skilled IT professionals and the infra:
jects, Mastech assumes structure necessary to sustain the Company’s growth.
These expenditures were incurred in connection with: (i) the
development of additional service offerings, including Year
2000 conversion services and ERP package implementa-
— tion services; (i) the establishment of a recruiting division to
recruit IT professionals in the U.S. and worldwide; (iii) the
lan
FAEE]
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opening of foreign sales offices to provide better access
to the global market; (iv) the development of three offshore
software development centers in India; (v) the hiring of
additional managers to support a larger organization;

(vi) the relocation of the Company’s headquarters to larger,
more efficient office space; and (vii) the establishment of a
training center to improve the skill levels of new and current
employees. While these expenses have increased the
Company’s selling, general and administrative expenses,
the Company believes that the revenues expected to be
derived as a result of these expenditures have not yet been
fully realized.

Mastech sells its services to large and medium-sized
organizations. The Company’s sales force is organized to
meet the needs of the marketplace through three primary
groups: (i) the U.S. Client Services group; (i) the High Value
Services group; and (iii) the International Client Services group.

The U.S. Client Services group is divided into geo
graphic regions, each of which is directed by a Manager
or Regional Director. Each region includes multiple new
business development managers. These individuals use
a proprietary database of several thousand prospects to
telemarket Mastech’s services nationally. The Company
subsequently sends interested prospective clients a written
proposal providing information about the Company, its
approach and methodology, schedules, team members,
pricing and terms.

The U.S. Client Services group also focuses on devel-
oping national and global relationships with major systems
integrators such as EDS, IBM, KPMG, Emst & Young and
Oracle. Mastech assists these integrators in meeting
their customers’ needs by providing specialized technical
expertise and complementary capabilities such as offshore
development.

The High Value Services group provides IT professionals
trained in ERP implementations, E-business consulting,
network services, and Year 2000 services; in addition to
managing engagements in the aforementioned services.
Additionally, this group provides services through offshore
software development centers which are connected via
secure, high-speed satellite links to the Company’s head
quarters and client sites. This group works directly with the
end-user clients and also partners with a wide array of
software companies, ranging from ERP to supply-chain
and custom-interaction vendors, and systems integrators
on teamed implementation efforts.

Management’s Discussion and Analysis of
Financial Condition and Results of Operations

The International Client Services group operates through
offices in nine different countries. Each office is supervised
by a Country Manager and supported by dedicated sales
personnel who sell directly to new clients using an approach
similar to the Company’s U.S. sales approach. Additionally,
these offices focus on leveraging Mastech’s existing relation
ships with its U.S.-based multinational clients.

Financial results for the years ended December 31,1997
and 1996 have been restated to reflect the acquisition of
Quantum in a business combination that was accounted
for as a pooling of interests.

RESULTS OF OPERATIONS

The following table sets forth, for the periods indicated,
selected statements of operations data as a percentage
of revenues:

Year Ended December 31,

1998 1997 1996

Revenues 100.0% 100.0% 100.0%
Cost of revenues 67.1 69.7 73.2
Gross profit 329 30.3 26.8
Selling, general and

administrative 19.1 19.2 18.0
Nonrecurring charges 0.1 0.2 0.5
Income from operations 13.8 10.9 8.3
Interest (income) expense, net (0.8) (0.5) 0.2
Merger-related expenses 0.8 — —
Income before

income taxes 13.8 11.4 8.1
Provision for income taxes 52 4.7 25
Net income 8.6% 6.7% 5.5%

Note: Percentages may not add due to rounding.
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1998 CoMPARED TO 1997

Revenues. The Company’s revenues increased 62.6%,
or $150.4 million, to $390.9 million in 1998 from $240.4
million in 1997. Of this growth in revenues, the U.S.
Client Services group, High Value Services group, and
the International Client Services group contributed $37.3
million, $81.1 million and $32.0 million, respectively, to
this increase. The increases in U.S. Client Services and
High Value Services can be attributed to additional services
provided to existing clients and continued market penetra:
tion. The Company’s client base grew to over 900 during
1998 from approximately 600 in 1997. The increase in
the International Client Services group is primarily the result
of increased market penetration in Australia and Europe.

Gross Profit. Gross profit consists of revenues less
cost of revenues. Cost of revenues consists primarily of
salaries and employee benefits for billable IT professionals
and the associated travel and relocation costs of these
professionals, as well as the cost of the independent
contractors used by the Company. Gross profit increased
76.9% to $128.7 million in 1998 from $72.8 million in
1997. Gross profit as a percentage of revenues increased
to 32.9% in 1998 from 30.3% in 1997. The primary
reason for the increase in gross profits as a percentage of
revenues was higher margins in the High Value Services
and U.S. Client Services groups. The number of IT profes
sionals (including independent contractors) used by the
Company increased to over 4,800 as of December 31,
1998 from approximately 3,500 as of December 31,1997.

Selling, General and Administrative Expenses.
Selling, general and administrative expenses consist of
costs associated with the Company’s sales and marketing
efforts, executive management, finance and human resource
functions, facilities and telecommunication costs and other
general overhead expenses. Selling, general and adminis-
trative expenses increased 61.8%, or $28.6 million, to
$74.7 million in 1998 from $46.1 million in 1997. The
increase in selling, general and administrative expenses
reflects the Company’s continued investment in infrastructure
and in the initiatives required to implement the Company’s
marketing strategies. These costs include the development
of additional service offerings, the expansion of its global
recruiting capabilities, the opening of additional interna:
tional offices, the establishment of training centers and the

13
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continued expansion of its offshore software development

centers. As a percentage of revenues, selling, general and
administrative expenses remained relatively unchanged at

19.1% and 19.2% for 1998 and 1997, respectively.

Interest and Other (Income) Expense, Net. Other
income was $3.3 million in 1998 compared to other
income of $1.2 million in 1997. The increase of $2.1
million in other income was the result of increased interest
income from higher levels of interest bearing funds.

Merger-related Expenses. The Company incurred
$3.2 million of merger-related costs and expenses in
connection with the Quantum acquisition during the year
ended December 31,1998.

Income Taxes. Provision for income taxes was
$20.5 million, or an effective tax rate of 38% for the year
ended December 31, 1998, compared to $11.2 million,
or an effective tax rate of 41% for the year ended
December 31, 1997. The primary factors contributing to
the reduction in the effective tax rate included a reduction
in state income taxes and foreign income taxes, tax-exempt
interest income generated by the Company’s municipal
bond portfolio and the tax holiday for the Company’s
Indian operations; offset by the effect of non-deductible
one-time acquisition charges.

Outlook. The Company believes that the IT services
industry remains strong and growth oriented. Furthermore,
the Company believes that the breadth of the services and
solutions that it offers positions it to continue to increase its
revenues and operating profits in 1999. The Company
anticipates that it will experience a shift in the demand for
certain of its services in 1999 as a result of Year 2000
(Y2K) related factors. Although Y2K-related projects repre-
sented only 10% of Company revenues in 1998, the
Company believes that, as customers focus on completing
their Y2K readiness efforts in 1999, the demand for other
IT services may be affected. The Company believes that
the percentage of revenues derived from Y2K has peaked
and will continue to decline, as a percentage of total
revenues, in 1999. Reductions or shifts in the timing or
demand for Company services could result in fluctuations
in the Company’s quarterly revenues or operating results,
and could result in differences between actual and
expected results.
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1997 CoMPARED TO 1996

Revenues. The Company’s revenues increased
47.6%, or $77.5 million, to $240.4 million in 1997, from
$162.9 million in 1996. The U.S. Client Services group,
High Value Services group and the International Client
Services group contributed $16.9 million, $48.0 million
and $12.6 million, respectively, to this increase. The
growth in U.S. Client Services and High Value Services
primarily was attributable to successful market penetration
and additional services provided to existing clients.
International growth primarily was the result of successful
market penetration in Europe. Furthermore, in the first eight
months of 1996, the Company experienced a higher than
normal rate of employee attrition because the Company
was experiencing delays in securing the first stage
approval for permanent residency status for some of its pro-
fessionals. This attrition resulted in increased costs for IT
professionals and reduced revenue growth during 1996.

Gross Profit. Gross profit consists of revenues less
cost of revenues. Cost of revenues consists primarily of
salaries and employee benefits for billable IT professionals
and the associated travel and relocation costs of these
professionals, as well as the cost of the independent con-
tractors used by the Company. Gross profit increased
66.6% to $72.8 million in 1997 from $43.7 million in
1996. Gross profit as a percentage of revenues increased
to 30.3% in 1997 from 26.8% in 1996. The primary
reasons for the increase in gross profits as a percentage
of revenues were higher margins in the High Value
Services and U.S. Client Services groups.

Selling, General and Administrative Expenses.
Selling, general and administrative expenses consist of
costs associated with the Company’s sales and marketing
efforts, executive management, finance and human resource
functions, facilities and telecommunication costs and other
general overhead expenses. Selling, general and adminis-
trative expenses increased 57.3%, or $16.8 million, to
$46.1 million in 1997 from $29.3 million in 1996. As a
percentage of revenues, selling, general and administrative
expenses increased to 19.2% in 1997 from 18.0% in
1996. The increase in selling, general and administrative
expenses reflects the Company’s continued investment in
infrastructure and in the initiatives required to implement the
Company’s marketing strategies. These costs include the
development of additional service offerings, the expansion

14
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of its global recruiting capabilities, the opening of additional
international offices, the establishment of training centers
and the continued expansion of its offshore software devel-
opment centers.

Interest and Other (Income) Expense, Net. Other
income was $1.2 million in 1997 compared to other
expense of $331,000 in 1996. This increase in other
income was the result of increased interest income from
the investment of the net proceeds from the Company’s
public offerings of Common Stock. This increase in interest
income was, however, partially offset by an increase in
interest expense charged on borrowings outstanding under
the Company’s revolving credit facilities, principally to
support the Company’s Indian operations. These borrowings
increased the Company’s interest expense to $858,000
in 1997 from $511,000 in 1996.

Income Taxes. Provision for income taxes was $11.2
million, or an effective tax rate of 41% for the year ended
December 31, 1997, compared to $4 1 million in 1996.
Due to the S- to C-corporation conversion, a comparison
of 1997 with 1996 is not meaningful. The tax provision
for 1996 is composed primarily of the tax associated
with the termination of the Company’s Subchapter
S-corporation status at the time of the initial public offering
in December 1996.

LIQUIDITY AND CAPITAL RESOURCES

Effective December 3, 1998, the Company entered into a
new $75.0 million revolving credit facility with PNC Bank,
National Association (the “Credit Facility”). This Credit
Facility bears interest at a rate per annum equal to a base
rate (which is adjusted
by a change in the
prime rate or the

APITAL

F Rk L
Federal Funds Effective

Rate at the Company’s
option) that is equal to

Thna

the sum of the Euro-rate

AT
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plus an applicable Euro-rate margin. The Credit Facility
contains certain restrictive covenants and financial ratio
requirements which would limit distributions to shareholders
and additional borrowings. There were no borrowings
outstanding under this arrangement as of December 31,
1998. This Credit Facility replaced a previously existing
$25.0 million revolving credit facility also with PNC Bank,
National Association. Average outstanding borrowings
under this arrangement were approximately $161,000 for
the year ended December 31, 1998.

In December 1997, the Company completed the
registration of 3,000,000 (pre-split) shares of the Company’s
Common Stock for sale to the public. Of this total,
1,800,000 (pre-split) shares were newly issued by the
Company, and 1,200,000 (pre-split) shares were sold by
selling shareholders. The Company did not receive any
part of the proceeds from the sale of shares by the selling
shareholders. The net proceeds to the Company of the
offering were approximately $51.3 million after deducting
underwriting discounts, commissions and offering expenses
paid by the Company. In addition, the net proceeds to the
Company, generated from Mastech’s initial public offering
in December 1996, were approximately $45.6 million
after deducting underwriting discounts, commissions and
offering expenses paid by the Company.

The Company has and will use these proceeds to
develop new services, to expand existing operations
including offshore software development operations, for
possible acquisitions of related businesses, and for general
corporate purposes including working capital. Management
currently anticipates that the proceeds from these offerings,
together with the existing sources of liquidity and cash
generated from operations, will be sufficient to satisfy its
existing cash needs at least through the next twelve months.
During 1997, the Company used the initial public offering
proceeds to pay approximately $900,000 of corporate
income taxes related to the termination of its status as an
S-corporation. In April 1997, the Company also paid a
dividend of approximately $6.3 million of undistributed
S-corporation earnings due the controlling shareholders for
the periods prior to Mastech becoming a public company.

Historically, the Company has financed its working
capital requirements through internally generated funds and
with the proceeds from the aforementioned offerings. The
Company'’s financial statements reflect cash flows provided
by operations of approximately $35.1 million for 1998,

Management’s Discussion and Analysis of
Financial Condition and Results of Operations

TOTAL ASSETS

gloxl

cash flows used by

operations of $3.5 EL ]
million for 1997, and
cash flows provided
by operations of
approximately $11.7
million for 1996. The
Company’s cash pro-

vided by operations prior to the initial public offering does
not reflect any income tax expense due to the Company’s
prior status as an S-corporation. Prior to the initial public
offering, the Company made S-corporation distributions to

its shareholders and, in 1997, made the final S-corporation
distributions.

Cash used from investing activities of $77.7 million for
the year ended December 31, 1998 primarily was due to
the net purchase of investments of $47.3 million. These
investments are classified as available-for-sale and recorded
at fair value. Additionally, the Company made several key
acquisitions during 1998 totaling $19.2 million.

Capital expenditures for 1998, 1997 and 1996 were
approximately $11.1 million, $5.9 million and $3.1 million,
respectively. During 1998 and 1997, the Company spent
approximately $5.8 million and $2.8 million, respectively,
on computer and related equipment to support its technical,
consulting and administrative functions. The Company also
spent approximately $3.4 million and $1.3 million in 1998
and 1997, respectively, in connection with the buildout
and other development of the infrastructure for its offshore
software development and training facilities in India. During
the next twelve months, the Company expects to incur
approximately $500,000 in remaining costs to license
and implement its new management information system.
Of this amount, a portion of the cost will be expensed.

As of December 31,1997, Mascot Systems had
aggregate borrowings of approximately $1.7 million out
standing under revolving credit agreements with ICICI
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Banking Corporation Limited and Indusind Bank Limited,
both of India. Interest rates charged on these borrowings
ranged from 18.75% to 19.25% per year. These borrow-
ings were repaid in full by the Company in May 1998.

The Company does not believe that inflation had a
significant impact on the Company’s results of operations
for the periods presented. On an ongoing basis, the
Company attempts to minimize any effects of inflation on
its operating results by controlling operating costs and,
whenever possible, seeking to ensure that billing rates
reflect increases in costs due to inflation.

The Company invoices its clients in the local currency of
the country in which the client is located. Gains and losses
as a result of fluctuations in foreign currency exchange rates
have not had a significant impact on results of operations.

RECENTLY ISSUED
ACCOUNTING STANDARDS

Statement of Financial Accounting Standards No. 132,
“Employers’ Disclosures about Pensions and Other Post-
retirement Benefits—an amendment of FASB Statements
No. 87, 88 and 106,” revises employers’ disclosures
about pension and other postretirement benefit plans. It
does not change the measurement or recognition of those
plans. The Company currently has no pension benefit
plans for its employees and, as such, will not be subject
to the disclosure requirements of this Statement.

In June 1998, the Financial Accounting Standards
Board (“FASB”) issued Statement of Financial Accounting
Standards No. 133, “Accounting for Derivative Instruments
and Hedging Activities” (“SFAS No. 133”), which estab-
lishes accounting and reporting standards for derivative
instruments and hedging activities. SFAS No. 133 is effec-
tive for periods after June 15,1999. Management does
not anticipate that the adoption of this statement will have
a significant effect on the Company’s financial position.
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OTHER MATTERS

Year 2000. The Year 2000 (“Y2K”) problem refers
to problems which may occur because some computer
systems currently record years in a two-digit format.

These computer systems may have difficulty recognizing
or processing date information after December 31,1999.
The Y2K problem also may occur with embedded chips.
The Company has been working to evaluate the potential
effect of the Y2K problem on the Company’s operations.

Internal Systems. The Company developed a plan
to evaluate its key internal computer systems. The plan
consisted of the following four phases: Inventory; Evaluation/
Assessment of Y2K Risk; Remediation; and Testing. The
Company has completed all phases of evaluation for the
internal financial and operational systems located at the
corporate headquarters of the Company. Based upon
written documentation and information available on vendor
websites, certain testing procedures for business critical
hardware and software were developed and implemented
by the Company. An independent third party reviewed
both vendor information and testing results, and conducted
other tests to validate work performed. As a result of this,
the Company does not believe that the internal computer
systems at its corporate headquarters will experience signif
icant Y2K problems.

The Company also has completed the evaluation of
the internal financial and operational systems of its other
U.S. locations and international operations, excluding cer-
tain systems involving operations of companies recently
acquired by the Company. The Company currently is eval-
uating the internal financial and operational systems of the
companies recently acquired and expects to complete this
evaluation by June 30, 1999.

Cost of Year 2000 Compliance Efforts. The Company
does not expect to incur substantial costs with respect to its
Y2K compliance efforts and the Company has not deferred
other information technology projects as a result of the
Y2K problem. To date, the Company has incurred expenses
totaling $123,000 and anticipates that its total expenses
will not exceed $250,000. These figures primarily are
reflective of the costs associated with the use of third parties
to review and validate work performed, and the costs
assessing Y2K problems relating to or arising with respect
to third parties. The cost estimates do not include the cost
of internal efforts by Company personnel. The Company
has not separately accounted for these internal costs.
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Third Party Relationships. The Company has
contacted its key vendors regarding their Y2K compliance
efforts. Although the Company has received some infor
mation from its vendors regarding their Y2K compliance
efforts, there can be no assurance that the Company will
not experience disruptions in its ability to conduct its
business because of Y2K problems experienced by the
Company’s vendors.

In addition, the Company has contacted its key cus
tomers regarding their Y2K compliance efforts. Although the
Company has received some information from its customers
regarding their Y2K compliance efforts, there can be no
assurance that such customers will not experience disruptions
in their business which would result in material adverse
affects to the Company. One example of a worst case
scenario would be a failure in the accounting systems of a
significant number of the Company’s key clients due to the
Y2K problem that resulted in a delay in the payment of
invoices issued by the Company for services and expenses.

Potential Liability to Third Parties. The Company
has participated in Y2K remediation projects for some of
its customers. Although the Company has no reason to
believe that any such work will result in litigation against
the Company, it is possible that the Company could be
materially adversely affected by litigation in connection with
the Y2K remediation services provided by the Company.

The Company’s policy has been to attempt to include
provisions in client contracts that, among other things,
disclaim implied warranties, limit the duration of express
warranties, limit the Company’s liability to predetermined
amounts, and disclaim any liability arising from third-party
software that is implemented or installed by the Company.
The Company also maintains insurance to protect against
potential liability in connection with Y2K remediation
services provided by the Company. There can be no assur-
ance that the Company will be able to obtain the desired
contractual protections in agreements or that any such
contractual provisions will prevent clients from asserting
claims against the Company with respect to the Y2K issue.
There also can be no assurance that the contractual pro-
tections, if any, obtained by the Company or the insurance
coverage will operate to protect the Company from, or
adequately limit the amount of, any liability arising from
claims asserted against the Company.
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Contingency Plan. The Company is developing a
contingency plan to address various situations which may
result if the Company experiences Y2K problems. The plan
will include identification of major systems, dependencies
on third parties and resources and strategies necessary to
restore operations or work around failures. It is expected
that the contingency plan will be completed by April 30,
1999 and approved by the Board of Directors on June 1,
1999. There can be no assurance that the contingency
plan developed by the Company will adequately protect
the Company from internal Y2K problems, or prevent service
interruption or failures experienced by customers and suppliers,
from having a material adverse effect on the Company.

Demand for Year 2000 Services. Many of the
Company’s clients have needed to repair or replace their
legacy systems because of Y2K issues. The Company
believes this has favorably impacted the demand for its
services and products. Mastech expects that the demand
for its services related to the Y2K problem will diminish
significantly over time and eventually will disappear.

The Company also believes that, as companies focus on
Y2K issues, other less critical projects have not been and
may not be initiated or may be suspended. Although the
Company provides a broad range of information technology
services, Mastech believes that the reduction in demand
for its services that may result from these Y2K-related factors
could have an adverse impact on its future financial
performance.
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The accompanying consolidated financial statements of Mastech Corporation have been prepared by management, who
is responsible for their integrity and objectivity. The statements have been prepared in conformity with generally accepted
accounting principles and necessarily include amounts based on management’s best estimates and judgments.

Management has established and maintains a system of internal controls designed to provide reasonable assurance
that assets are safeguarded and that the Company’s financial records reflect authorized transactions of the Company. The
system of internal controls includes widely communicated statements of policies and business practices that are designed to
require all employees to maintain high ethical standards in the conduct of Company affairs. The internal controls are aug-
mented by organizational arrangements that provide for appropriate delegation of authority and division of responsibility.

The Company’s consolidated financial statements have been audited by Arthur Andersen LLP, independent public
accountants, whose report thereon appears on page 19 of this Annual Report. As part of its audit of the Company’s 1998
financial statements, Arthur Andersen LLP considered the Company’s system of internal controls to the extent it deemed
necessary to determine the nature, timing and extent of its audit tests. Management has made available to Arthur Andersen
LLP the Company’s financial records and related data.

The Board of Directors pursues its responsibility for the Company’s financial reporting and accounting practices through
its Audit Committee, a majority of the members of which are independent directors. The Audit Committee’s duties include
recommending to the Board of Directors the independent public accountants to audit the Company’s financial statements,
reviewing the scope and results of the independent public accountants’ activities and reporting the results of the committee’s
activities to the Board of Directors. The independent public accountants have met with the Audit Committee, with and
without the presence of management representatives, to discuss the results of their audit work and their comments on the
adequacy of internal accounting controls, and the quality of financial reporting. The independent public accountants have
direct access to the Audit Committee.

M

———
Sunil Wadhwani
Co-Chairman, Chief Executive Officer and Director

%G rl il

JCHITY AL IVILLAIIUIED

Vice President, Finance and Chief Financial Officer

March 10, 1999
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TO THE BOARD OF DIRECTORS AND SHAREHOLDERS OF MASTECH CORPORATION:

We have audited the accompanying consolidated balance sheets of Mastech Corporation (a Pennsylvania corporation) and
subsidiaries as of December 31, 1998 and 1997, and the related consolidated statements of income, shareholders’ equity
and cash flows for each of the three years in the period ended December 31, 1998. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards require that
we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the finarcial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of
Mastech Corporation and subsidiaries as of December 31, 1998 and 1997, and the results of their operations and their
cash flows for each of the three years in the period ended December 31, 1998, in conformity with generally accepted
accounting principles.

ok fodlsc 227

ARTHUR ANDERSEN LLP
Pittsburgh, Pennsylvania,
February 9, 1999
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(dollars in thousands) 1998 1997
ASSETS
Current assets:
Cash and cash equivalents (cost approximates market value) $ 36,455 $ 82,924
Investments 47,153 —
Accounts receivable, net of allowance for uncollectible accounts 71,108 60,366
Unbilled receivables 12,261 1,829
Employee advances and related party advances 3,568 2,578
Prepaid and other assets 2,672 1,511
Prepaid income taxes 2,218 —
Deferred income taxes 2,312 2,154
Total current assets 177,747 151,362
Equipment and leasehold improvements, at cost:
Equipment 18,859 9,686
Leasehold improvements 3,630 1,577
22,489 11,263
Accumulated depreciation (5,661) (2,488)
Net equipment and leasehold improvements 16,828 8,775
Intangible assets, net 21,206 1,923
Total assets $215,781 $162,060
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Revolving credit facilities $ = $ 6,905
Accounts payable 8,326 5,319
Accrued payroll and related costs 28,483 17,949
Other accrued liabilities 10,024 8,083
Deferred revenue 723 127
Deferred income taxes — 46
Accrued income taxes — 2,005
Total current liabilities 47,556 40,434
Other longterm liabilities 4,563 490
Deferred income taxes 5,455 1,710
Shareholders’ equity:
Preferred Stock, without par value: 20,000,000 shares authorized, 1 share

and O shares of Series A Preferred Stock issued and outstanding, respectively — —
Common Stock, par value $0.01 per share: 100,000,000 shares authorized,

49,141,079 and 48,789,800 shares issued and outstanding, respectively 491 252
Additional paid-in capital 111,119 105,375
Retained earnings 47,168 14,722
Deferred compensation — (258)
Accumulated other comprehensive income (571) (665)

Total shareholders’ equity 158,207 119,426
Total liabilities and shareholders’ equity $215,781 $162,060

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Income

Year Ended December 31,

(dollars in thousands, except per share data) 1998 1997 1996
Revenues $390,871 $240,448 $162,939
Cost of revenues 262,178 167,685 119,268
Gross profit 128,693 72,763 43,671
Selling, general and administrative 74,653 46,140 29,340
Nonrecurring charges 258 518 875
Income from operations 53,782 26,105 13,456
Interest (income) expense, net (3,321) (1,193) 331
Merger-related expenses 3,212 — —
Income before income taxes 53,891 27,298 13,125
Provision (benefit) for income taxes
Current 17,911 12,140 253
Deferred 2,548 (909) (17)
Termination of S-corporation status — — 3,900
Provision for income taxes 20,459 11,231 4,136
Net income $ 33,432 $ 16,067 $ 8,989
Basic earnings per common share $ 0.68 $ 0.36
Diluted earnings per common share $ 0.67 $ 0.35
PRO FORMA INFORMATION (UNAUDITED)
Net income $ 8,989
Pro forma income taxes 5,291
Pro forma net income $ 3,698
Pro forma basic and diluted earnings per common share $ 0.09

The accompanying notes are an integral part of these consolidated financial statements.
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Accumulated

Additional Other Total
Common Stock Series A Preferred Paid-in Retained  Deferred  Comprehensive Shareholders’ Comprehensive
(dollars in thousands) Shares Par Value Shares Par Value capital Earnings Compensation Income Equity Income
BALANCE, DECEMBER 31, 1995 38,023,000 $198 — $— 3 91 $14342 $ — $ (18) $ 14,613
Amortization of deferred
compensation — — — — — — 43 — 43
Acquisition of minority interest
in Scott Systems — — — — 28 — — — 28
Issuance of Common Stock 6,800,000 34 — — 50,216 (4,644) — — 45,606
Restricted stock award 109,200 1 — — 818 — (819) — —
Disproportionate dividend — — — — — (190) — — (190)
Dividends—paid by Quantum — — — — — (363) — — (363)
Dividends — — — — — (19,045) — — (19,045)
Comprehensive income:
Currency translation adjustment — — — — - — — (93) (93) (93)
Net income — — — — — 8,989 — — 8,989 8,989
8,896
BALANCE, DECEMBER 31, 1996 44,932,200 233 — — 51,153 (911) (776) (111) 49,588
Amortization of deferred
compensation — — — — — — 518 — 518
Exercise of stock options,
includes effect of tax
benefit recognized 257,600 1 — — 2,814 — — — 2,815
Reduction of previously authorized
S-corporation dividend — — — — 162 — — — 162
Issuance of Common Stock 3,600,000 18 — — 51,246 — — — 51,264
Dividends—paid by Quantum — — — — — (434) — — (434)
Comprehensive income:
Currency translation adjustment — — — — — — — (554) (554) (554)
Net income — — — — — 16,067 — — 16,067 16,067
15,513
BALANCE, DECEMBER 31, 1997 48,789,800 252 — — 105,375 14,722 (258) (665) 119,426
Amortization of deferred
compensation — — — — — — 258 — 258
Exercise of stock options,
includes effect of tax
benefit recognized 351,279 2 — — 5,482 — — — 5,484
Two-for-one stock split effected in
the form of a stock dividend
paid on April 10, 1998 — 237 — — — (237) — — —
Issuance of preferred stock — — 1 — — — — — —
Non-cash merger costs — — — — 262 — — — 262
Dividends—paid by Quantum — — — — — (749) — — (749)
Comprehensive income:
Net unrealized gain on investments — — — — — — — 368 368 368
Currency translation adjustment — — — — — — — (274) (274) (274)
Net income — — — — — 33,432 — — 33,432 33,432
$33,526
BALANCE, DECEMBER 31, 1998 49,141,079 $491 1 $— $111,119 $47,168 $ — $(571) $158,207

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements

of Cash Flows

Year Ended December 31,

(dollars in thousands) 1998 1997 1996
CASH FLOWS FROM OPERATING ACTIVITIES
Operations:
Net income $33,432 $16,067 $ 8,989
Adjustments to reconcile net income to cash
provided by operations:
Depreciation and amortization 3,734 1,487 395
Allowance for uncollectible accounts 513 540 175
Minority interest — — (54)
Deferred income taxes, net 3,160 (2,061) 3,654
Non-cash merger costs, net 262 — —
Amortization of deferred compensation 258 518 43
Amortization of bond premium 534 — —
Working capital items:
Accounts receivable and unbilled receivables (15,559) (30,858) (4,536)
Employee and related party advances (990) 694 (2,338)
Prepaid and other assets (1,027) (541) 280
Accounts payable 2,420 356 2,940
Accrued and other current liabilities 8,379 10,333 2,171
Net cash flows from operating activities 35,116 (3,465) 11,719
CASH FLOWS FROM INVESTING ACTIVITIES
Additions to equipment and leasehold improvements (12,147) (5,897) (3,102)
Purchases of investments (74,965) — —
Sales of investments 27,646 — —
Acquisitions, net of cash acquired (19,218) (2,154) 28
Net cash flows from investing activities (77,684) (8,051) (3,074)
CASH FLOWS FROM FINANCING ACTIVITIES
Net borrowings (payments) under revolving credit facilities (8,362) 1,121 2,480
Net proceeds from issuance of Common Stock — 51,264 45,606
Proceeds from exercise of stock options 5,484 2,815 —
Dividends paid (749) (6,772) (13,098)
Net cash flows from financing activities (3,627) 48,428 34,988
Effect of currency translation on cash (274) (554) (93)
Net change in cash and cash equivalents (46,469) 36,358 43,540
Cash and cash equivalents, beginning of period 82,924 46,566 3,026
Cash and cash equivalents, end of period $36,455 $82,924 $46,566
NON-CASH INVESTING AND FINANCING ACTIVITIES
Unrealized gain on investments $ 368 $ — $ —
SUPPLEMENTAL DISCLOSURE
Cash payments for interest $ 300 $ 757 $ 511
Cash payments for income taxes $16,148 $ 9,170 $ 376

The accompanying notes are an integral part of these consolidated financial statements.
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NoTE 1: OPERATIONS

In conjunction with the closing of its initial public offering
on December 16, 1996, Mastech Systems Corporation,
the entity through which the business of the Company
had been conducted since its inception in July 1986,
became an indirect, wholly owned subsidiary of Mastech
Corporation (“Mastech” or the “Company”), which was
incorporated in Pennsylvania on November 12, 1996.

Mastech is a worldwide provider of information
technology (“IT”) services to large and medium-sized orga:
nizations. Mastech provides its clients with a single source
for a broad range of applications solutions and services
including client/server design and development, software
modernization services, enterprise resources planning (“ERP”)
package implementation services, E-Business solutions, cus-
tomer interaction management, applications maintenance
outsourcing and Year 2000 services. These services are
provided in a variety of computing environments and use
leading technologies including client/ server architectures,
objectoriented programming languages and tools, distributed
database management systems and the latest networking
and communications technologies. To enhance its services,
Mastech has formed business alliances with leading soft-
ware companies such as Oracle, PeopleSoft, SAP, Siebel
and Genesys. In addition, the Company has developed its
own proprietary methodologies and tools, under the name
SmartAPPS, that enhance the productivity of the Company’s
Year 2000 and other services.

Mascot Systems Pwvt, Ltd. (“Mascot”), a wholly owned
foreign subsidiary, was acquired upon the closing of the
Company’s initial public offering. During 1997, Mascot
operated one offshore software development center in
Bangalore, India, and, during 1998, opened two additional
centers in the cities of Pune and Madras, India. Mascot’s
current operations serve as Mastech'’s single source for off-
shore software development. Scott provides IT professional
recruiting and training services. As of December 31,1997,
all of Mascot, SWAT and Scott’s revenues were derived
from services provided to Mastech Systems.

Financial results for the years ended December 31,
1997 and 1996 have been restated to reflect the acquisi-
tion of Quantum in a business combination that was
accounted for as a pooling of interests.
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NOTE 2: STOCK SPLIT

On March 17,1998, the Company’s Board of Directors
declared a two-for-one stock split that was effected in the
form of a stock dividend paid on April 10,1998 to share-
holders of record on March 27, 1998. All share and per
share amounts included in the Company’s consolidated
financial statements have been restated to reflect the stock
split for all periods presented, except where otherwise noted.

NOTE 3: SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

The accompanying Consolidated Financial Statements
reflect the application of the following significant account
ing policies:

Principles of Consolidation. The Consolidated
Financial Statements include the accounts of the Company
and its wholly owned subsidiaries. All material intercom-
pany transactions and balances have been eliminated
in consolidation.

Cash and Cash Equivalents. Cash and Cash
Equivalents are defined as cash and shortterm investments
with maturities of three months or less at the time of
acquisition.

Investments. The Company’s shortterm investments
are classified as available-forsale as defined by Statement
of Financial Accounting Standards No.115, “Accounting
for Certain Investments in Debt and Equity Securities”
(“SFAS No. 115"). These investments consist of investment
grade municipal bonds and are stated at estimated fair
value based upon market quotes.

Accounts Receivable. The Company extends credit
to clients based upon management’s assessment of their
creditworthiness. Substantially all of the Company’s revenues
(and the resulting accounts receivable) are from large
companies, major systems integrators and governmental
agencies. The allowance for uncollectible accounts was
approximately $1,728,000, $1,215,000 and $675,000
as of December 31, 1998, 1997 and 1996, respectively.

Unbilled receivables represent amounts recognized
as revenues for the periods presented based on services
performed under the terms of client contracts that will be
invoiced in subsequent periods.
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Revenue Recognition. The Company recognizes
revenue on time-and-materials contracts as the services are
performed for clients. Revenues on fixed-price contracts
are recognized using the percentage of completion method.
Percentage of completion is determined by relating the
actual cost of work performed to date to the estimated
total cost for each contract. If the estimate indicates a loss
on a particular contract, a provision is made for the entire
estimated loss without reference to the percentage of
completion. Changes in job performance, conditions and
estimated profitability may result in revisions to costs and
revenues, and are recognized in the period in which the
changes are identified.

Hedging. The Company selectively uses foreign
exchange contracts to hedge foreign exchange exposure
on certain intercompany debt. Gains and losses on the
foreign exchange contracts are recognized under hedge
accounting in Shareholders’ Equity as Currency Translation
Adjustment. Such gains and losses are essentially offset in
Currency Translation Adjustment by gains or losses on
translation of the related debt.

Depreciation and Amortization. The Company
provides for depreciation using the straightline method in
amounts which allocate the costs of equipment over their
estimated useful lives of three to seven years, and leasehold
improvements over the shorter of the life of the improvement
or of the underlying lease term.

Intangible assets, which include the excess of purchase
price and related costs over the value of the net assets
acquired, are amortized using the straightline method over
periods ranging from five to thirty years. The Company
assesses the recoverability of goodwill by determining
whether the amortization of the goodwill balance over its
remaining life can be recovered through undiscounted future
operating cash flows. The Company believes that the car-
rying amount of these intangible assets will be realizable
over their respective amortization periods. Accumulated
amortization was approximately $258,000 and $11,000
for 1998 and 1997, respectively. Annual amortization
expense for 1998 and 1997 was approximately $247,000
and $11,000, respectively.

Currency Translation Adjustment. The financial
statements of foreign subsidiaries are translated using the
exchange rate in effect at year end for balance sheet
accounts and the average exchange rate in effect during

25

Notes to Consolidated
Financial Statements (continued)

the year for revenue and expense accounts. Translation gains
and losses are excluded from the consolidated income
statements and are instead reported as the currency transla-
tion adjustment component of shareholders’ equity.

The functional currency of international offices and for-
eign subsidiaries is the currency of the country in which the
office or subsidiary is located. Revenues of the Company
are billed in the currency of the country in which the cus-
tomer is located. Translation gains and losses arising from
differences between the functional and billing currencies
are recognized in the consolidated income statements.

Mastech Systems has loans outstanding from Mascot
Systems, which have been eliminated in the accompanying
consolidated balance sheets as of December 31, 1998
and 1997. The terms of the loans provide for the scheduled
repayment of principal and accrued interest in fiscal years
2001 through 2005. However, the Company considers
these loans permanently reinvested and, therefore, has
recorded the related foreign transaction gains and losses in
the currency translation adjustment as of December 31, 1998.

Income Taxes. The Company provides for income
taxes in accordance with Statement of Financial Accounting
Standards No. 109, “Accounting for Income Taxes”
(“SFAS No. 109"). Deferred income taxes are provided
for the temporary differences between the financial report:
ing basis and the tax basis of the Company’s assets
and liabilities.

Prior to its initial public offering, the Company elected
to be taxed under Subchapter S of the Internal Revenue
Code of 1986, as amended (“S-corporation”) for income
tax purposes. Accordingly, the income of the Company
was reported on the individual income tax returns of its
shareholders. Therefore, the financial statements do not
include a provision for income taxes related to income
prior to the closing of the initial public offering.

The Company’s S-corporation status terminated in con-
nection with the Company’s initial public offering, thereby
subjecting the Company’s income to federal and state
income taxes at the corporate level. Due to temporary
differences in recognition of revenues and expenses at
the time of the initial public offering, income for financial
reporting purposes exceeded income for income tax
purposes. Accordingly, the application of the provisions
of SFAS No. 109 resulted in the recognition of deferred
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tax liabilities (and a corresponding one-time charge to
expense) of $3.9 million as of the date the S-corporation
was terminated. The majority of this tax provision will be
paid through the year 2000.

In the recent past, the government of India has provided
incentives, in the form of tax holidays, to encourage foreign
investment. The Company’s operation in India was eligible
for a tax holiday for a five-year period beginning in 1997.

Use of Estimates in the Preparation of Financial
Statements. The preparation of financial statements in
conformity with generally accepted accounting principles
requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities,
and disclosure of contingent assets and liabilities, at the
date of the financial statements and the reported amounts
of revenue and expenses during the reporting period.
Actual results could differ from those estimates.

Financial Instruments. The fair values and carrying
amounts of the Company’s financial instruments, primarily
accounts receivable and payable, are approximately
equivalent. The financial instruments are classified as cur-
rent and will be liquidated within the next operating cycle.

Pro Forma Information (Unaudited). The pro forma
adjustments for income taxes included in the accompany-
ing consolidated income statements are based upon the
statutory rates in effect for C-corporations during the
periods presented.

Certain reclassifications have
been made to the Company’s 1997 and 1996 financial
statements to conform to current year presentation.

Reclassifications.

NOTE 4: INVESTMENTS

Shortterm investments, classified as available-for-sale, con-
sist of investment grade municipal bonds at December 31,
1998 with an amortized cost of $46,785,000, unrealized
gain of $368,000 and market value of $47,153,000.
The value of securities with a contractual maturity within
one year at December 31,1998 was $28,271,000. The
value of securities with a contractual maturity at December
31, 1998 over one year and less than three years was
$18,882,000. Gross realized gains on sales of securities
in 1998 was immaterial.
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NOTE 5: HEDGING ACTIVITIES

The Company selectively uses foreign exchange contracts
to hedge foreign exchange exposure on certain intercom-
pany debt. At December 31, 1998, the Company held one
foreign exchange contract, which was the far end of a
Canadian dollar swap, maturing on March 31, 1999.
The outstanding contract is for the sale by the Company of
7 million Canadian dollars at 1.54875 (US $4,519,774).

NOTE 6: |INCOME TAXES

The components of the provision (benefit) for income taxes
for the years ended December 31,1998, 1997 and
1996 are as follows:

December 31,

(dollars in thousands) 1998 1997 1996
Current provision:
Federal $13,806 $ 9,312 $ 216
State 1,869 1,577 —
Foreign 2,236 1,251 37
Total current provision 17,911 12,140 253
Deferred provision
(benefit):
Federal 2,057 (700) (17)
State 491 (155) —
Foreign — (54) —
Termination of
S-corporation
status — — 3,900
Total deferred
provision (benefit) 2,548 (909) 3,883
Total provision for
income taxes $20,459 $11,231 $4,136

The reconciliation of income taxes computed using the
statutory U.S. income tax rate and the provision for income
taxes for the years ended December 31, 1998 and

1997 follows:

(dollars in thousands) December 31,1998

Income taxes computed at

the federal statutory rate $18,862 35.0%
State income taxes, net of

federal benefit 1,534 2.8
Other, net 63 0.2
Provision for income taxes $20,459 38.0%
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(dollars in thousands) December 31,1997

Income taxes computed at

the federal statutory rate $ 9,554 35.0%
State income taxes, net of

federal benefit 924 3.4
Other, net 753 2.7
Provision for income taxes $11,231 41.1%

The Company’s S-corporation status terminated in
connection with the Company’s initial public offering,
thereby subjecting the Company’s income to federal and
state income taxes at the corporate level.

Prior to the initial public offering, the Company elected
Subchapter S-corporation status for income tax purposes.
Accordingly, the income of the Company was reported
on the individual income tax returns of its shareholders.
The financial statements, therefore, do not include a
provision for income taxes prior to the closing of the initial
public offering.

The reconciliation of income taxes computed using
the statutory U.S. income tax rate and the provision for
income taxes for the 15-day C-corporation period ended
December 31,1996 follows. Due to the S- to C-corporation
conversion, a reconciliation of the effective tax rate
expressed in percentages is not meaningful for 1996.

(dollars in thousands) December 31, 1996

Notes to Consolidated
Financial Statements (continued)

The components of the deferred tax assets and liabilities
are as follows:

December 31,

(dollars in thousands) 1998 1997
Deferred tax assets:
Allowance for doubtful accounts
and employee advances $ (356) $ (304)
Accrued vacation (2,088) (418)
Foreign tax credit carryforward (31) (225)
Reserve for contract costs (653) (692)
Reserve for Canadian
employment taxes (915) (979)
Accrued pension cost (187) (196)
Other (660) (615)
$(3,890) $(3,429)

Deferred tax liabilities:
S-corporation deferred revenue $ 1,200 $2,345
Compensation for

IMIS employees 3,372 —
Section 481(a) adjustments 381 —
Other 2,080 686

Total deferred tax liability $ 7,033 $3,031
Net current (asset) liability $(2,312) $(2,108)
Net long-term liability 5,455 1,710

$3,143 $ (398)

C-corporation income before taxes
for the 15-day period ended

December 31,1996 $ 413
Net taxable temporary differences 4
Current portion of S-corporation

deferred revenue 123
Book taxable income as a C-corporation 540
Income taxes computed at the federal

statutory rate 216

Provision for change in tax status

to C-corporation 3,900
Other, net 20
Provision for income taxes $4,136

The foreign tax credit carryforwards of $31,000
recognized as of December 31,1998 expire during
fiscal year 2002.

NOTE 7: REVOLVING CREDIT FACILITY

The Company had a revolving credit facility with PNC
Bank, National Association. Borrowings under this arrange-
ment were unsecured, were limited to $15.0 million, bore
interest at LIBOR plus 1.0% or the prime rate, and were
payable upon demand. There were no borrowings out
standing under this arrangement as of December 31,1996.
Average outstanding borrowings under this arrangement
were $535,000 and $1.4 million for the years ended
December 31, 1997 and 1996, respectively.

Effective May 30, 1997, the Company replaced the
above-mentioned revolving credit facility with a $25.0
million revolving credit facility with PNC Bank, National
Association (the “Facility”). The Facility bears interest at a
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rate equal to LIBOR plus 1.0% or prime, at the Company’s
option, and borrowings are unsecured. The Facility contains
certain restrictive covenants and financial ratio requirements
which would limit distributions to shareholders and additional
borrowings. There were no borrowings outstanding under
this arrangement as of December 31, 1997. For the year
ended December 31, 1997, average outstanding borrow-
ings were approximately $489,000 and the maximum
outstanding borrowings were $4.0 million. The weighted-
average interest rate for the year ended December 31,
1997 was 8.5%.

Effective December 3, 1998, the Company replaced
the aforementioned Facility with a $75.0 million revolving
credit facility with PNC Bank, National Association (“the
Credit Facility”). This Credit Facility bears interest at a rate
per annum equal to a base rate (which is adjusted by a
change in the prime rate or the Federal Funds Effective Rate
at the Company’s option) that is equal to the sum of the
Eruo-rate plus an applicable Euro-rate margin. The Credit
Facility contains certain restrictive covenants and financial
ratio requirements which would limit distributions to share-
holders and additional borrowings. There were no borrow-
ings outstanding under this arrangement as of December 31,
1998. For the year ended December 31, 1998, average
outstanding borrowings were approximately $161,000
and the maximum outstanding borrowings were $4.0 million.
The weighted-average interest rate for the year ended
December 31, 1998 was 8.5%.

During the first quarter of 1998, Mascot Systems had
aggregate borrowings of approximately $1.7 million
outstanding under revolving credit agreements with ICICI
Banking Corporation Limited and Indusind Bank Limited,
both of India. Interest rates charged on these borrowings
ranged from 18.75% to 19.25% per year. These borrow
ings were repaid in full by the Company in May 1998.

The Company assumed $6.9 million of borrowings
outstanding under a revolving credit agreement with the
Bank of Montreal related to the Quantum acquisition.

This amount was repaid in full as of June 30, 1998.
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NOTE 8: RELATED PARTY TRANSACTIONS

As an S-corporation, the net income of the Company was
attributed, for federal (and some state) income tax purposes,
directly to the Company’s shareholders rather than to the
Company. During 1997 and 1996, the Company had
from time to time paid the corresponding income taxes due
on these amounts on behalf of the controlling shareholders
in the form of interestfree advances which were later repaid.
The highest aggregate amounts of advances outstanding

to one of the controlling shareholders and his Qualified
Subchapter S Trust during 1998, 1997 and 1996 were
approximately $87,000, $96,000 and $1,682,000,
respectively. The highest aggregate amounts of advances
outstanding to the other controlling shareholder and his
Qualified Subchapter S Trust during 1998, 1997 and
1996 were approximately $118,000, $158,000 and
$1,682,000, respectively.

Mascot Systems leases from the controlling shareholders
the office space for the offshore software development
facilities in Bangalore, India. The acquisition of the real
estate and the construction of this office building (but not the
buildout of the office space) was financed entirely by the
controlling shareholders out of personal funds. Specifically,
Mascot Systems leases approximately 4,500 square feet
of office space on one floor of an office building located
in Bangalore, which is owned by the controlling shareholders.
The lease has a ten-year term expiring in February 2008,
with a rent revision clause every March. The rent is approxi
mately $29,000 per year. Mascot Systems also leases a
32,500-square-foot office building located in Bangalore
from the controlling shareholders. This lease has a ten-year
term expiring in October 2006, and the annual rent is
approximately $95,000. The Offshore Development Center
at Chennai was partly functional during 1998 and fully
functional beginning lanuary 1, 1999. The lease agreement
effective for a ten-year period effective March 1998 and
expiring February 2008 has an annual rent of $449,000.
The rental agreement may be revised each March. Since
the facility was partly occupied during 1998, rent paid to
the controlling shareholders was $118,000. Mascot Systems
also has rented approximately 9,000 square feet of space
for its facilities located in Bangalore and Chennai, for which
rent in the amount of $9,000 was paid during 1998.



MASTECH

1998 Annual Report

Scott Systems leases, for its training facilities, approxi-
mately 2,100 square feet of office space on one floor of
an office building located in Mumbai (Bombay, India). The
leased space is divided into five separately owned suites
owned individually by the controlling shareholders. The
lease expires in March 2003, and the aggregate rent
is approximately $20,000 per year. Scott Systems also
leases further office space of approximately 900 square
feet on another floor in the same office building, which is
owned by the controlling shareholders. This lease has a
term that expires in August 2007, and the rent is $6,000
per year. Scott Systems also leases a portion of the Pune
facility from the controlling shareholders. This lease covers
7,500 square feet of office space and expires in August
2007. The rent is approximately $18,000 per year.

NoTE 9: COMMITMENTS

AND CONTINGENCIES
The Company rents certain office facilities and equipment
under noncancelable operating leases that provide for
the following future minimum rental payments as of
December 31, 1998:

Period ending December 31,

(dollars in thousands) Amount
1999 $4,010
2000 3,582
2001 2,471
2002 1,466
Thereatfter 4,077

Rental expense was approximately $3,210,000,
$1,984,000 and $1,448,000 for the years ended
December 31, 1998, 1997 and 1996, respectively.

The Company has employment agreements with its
controlling shareholders and certain of its executive officers
which provide generally for specified minimum salaries
and bonuses based upon the Company’s performance.

The majority of the Company’s projects with customers,
including those related to Year 2000 conversion, generally
provide that the Company will supply consultants to perform
under the customer’s supervision. At this time, the Company
is unable to quantify the potential risk to the Company
related to Year 2000 conversions from future claims. None-
theless, management does not believe that claims that may
arise as a result of the above will have a significant impact
on either the financial position or the results of operations
of the Company.
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The Company is a party to several “preferred vendor”
contracts and is seeking additional similar contracts in order
to obtain new or additional business from large or medium-
sized clients. While these contracts are expected to gener
ate higher volumes, they generally result in lower margins.
Although the Company attempts to lower costs to maintain
margins, there can be no assurance that the Company will
be able to sustain margins on such contracts. In addition,
the failure to be designated a preferred vendor, or the loss
of such status, may preclude the Company from providing
services to existing or potential clients, except as a subcon
tractor. Nonetheless, management does not believe that
claims that may arise as a result of the above will have a
significant impact on either the financial position or the results
of operations of the Company.

NOTE 10:EMPLOYEE BENEFIT PLANS

The Company sponsors a 401(k) benefit plan. Eligible
employees, as defined in the plan, may contribute up to
15% of eligible compensation, as defined. The Company
currently does not contribute to this plan.

NOTE 11: NONRECURRING CHARGES

In October 1996, the Company entered into an agreement
with an executive pursuant to which the Company agreed
to pay this individual, as compensation for past services,
an amount equal to the value of 218,400 shares of
Common Stock at the initial public offering price of $7.50
per share. Both of these numbers have been adjusted to
reflect the two-for-one stock split. One-half of this payment
was made in cash, at the election of the executive, on
December 16, 1996. The remaining half of this obligation
was satisfied on December 16, 1996 via the issuance of
109,200 shares of restricted Common Stock, as described
in Note 12. The Company has reflected the cash payment
along with the applicable tax withholdings as a nonrecurring
charge in the accompanying consolidated statements of
income for the year ended December 31, 1996.

For the years ended December 31, 1997 and 1998,
the Company has reflected the amortization of deferred
compensation for this same executive as a nonrecurring
charge in the accompanying consolidated statements
of income.
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In connection with the acquisition of Quantum, $3.2
million of merger-related costs and expenses (primarily
severance, legal and accounting costs) were incurred and
were charged to expense in the second quarter of 1998.
As of December 31,1998, $245,000 remains and will
be paid during 1999.

NOTE 12: STOCK-BASED COMPENSATION
AND RESTRICTED STOCK AWARD

Effective December 16, 1996, the Company adopted the
1996 Stock Incentive Plan (the “Plan”) for directors, execu
tive management and key personnel. Effective February 1,
1999, the Company adopted the Second Amended and
Restated 1996 Stock Incentive Plan (the “Amended Plan”)
for directors, executive management and key personnel.
The Amended Plan provides that up to 15% of the

number of outstanding shares of the Company on each
December 31, beginning on December 31,1998, shall
be available for issuance under the Amended Plan. As of
December 31, 1998, there were 3,605,286 shares of
Common Stock available for issuance under the Amended
Plan. The Company accounts for the Plan under Accounting
Principles Board Opinion No. 25, “Accounting for Stock
Issued to Employees.” Had compensation costs for the Plan
been determined consistent with Statement of Financial
Accounting Standards No.123, “Accounting for Stock-
Based Compensation” (“SFAS No. 123"), net income and
basic and diluted earnings per share for the year ended
December 31, 1998 would have been reduced by $3.5
million, or $0.07 per share. For the year ended December
31,1997, net income and basic and diluted earnings per
share would have been reduced by $1.3 million, or $0.03
per share. For the year ended December 31, 1996, net
income would have been reduced by $24,000 and there
would have been no impact on pro forma basic and
diluted earnings per common share for the same period.

Notes to Consolidated
Financial Statements (continued)

During 1998, 1997 and 1996, options covering
a total of 1,703,873 shares, 820,100 shares and
1,691,100 shares, respectively, of Common Stock were
granted under the Plan. Options expire ten years from the
date of grant or earlier if an option holder ceases to be
employed by the Company for any reason. A summary
of stock option activity follows:

Weighted Average

Options Exercise Price

1998
Options outstanding,

beginning of period 2,134,600 $ 8.37
Granted 1,703,873 19.47
Exercised 351,279 8.76
Lapsed and forfeited 330,198 11.06
Options outstanding,

end of period 3,156,996 $14.25
Options exercisable,

end of period 412,828 $ 9.11
Available for future grants 3,605,286
1997
Options outstanding,

beginning of period 1,691,100 $ 7.50
Granted 820,100 9.76
Exercised 257,600 7.50
Lapsed and forfeited 119,000 7.50
Options outstanding,

end of period 2,134,600 $ 8.37
Options exercisable,

end of period 212,064 $ 7.50
Available for future grants 4,978,961
1996
Options outstanding,

beginning of period — —
Granted 1,691,100 $7.50
Exercised — -
Lapsed and forfeited — —
Options outstanding,

end of period 1,691,100 7.50
Options exercisable,

end of period — —
Available for future grants 5,680,061
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STOCK OPTIONS OUTSTANDING AT DECEMBER 31, 1998

Options Outstanding

Notes to Consolidated
Financial Statements (continued)

Options Exercisable

Weighted Average Weighted Average Remaining

Weighted Average Weighted Average Remaining

Exercise Price Options Contractual Life (Years) Exercise Price Options Contractual Life (Years)

$ 7.50 1,020,257 7.96 $ 7.50 292,258 7.96
9.56 370,000 7.33 9.98 64,834 7.33
15.80 619,166 8.96 15.26 42,736 8.86
19.26 598,573 9.17 19.72 13,000 9.46
22.37 490,000 9.80 — — —
25.84 59,000 9.54 — — —
$14.25 3,156,996 8.63 $ 9.08 412,828 8.04

STOCK OPTIONS OUTSTANDING AT DECEMBER 31, 1997

Options Outstanding

Options Exercisable

Weighted Average Weighted Average Remaining

Weighted Average Weighted Average Remaining

Exercise Price Options Contractual Life (Years) Exercise Price Options Contractual Life (Years)
$ 7.50 1,407,600 9.24 $ 7.50 212,064 9.24
8.82 560,000 9.62 — — —
14.21 167,000 9.91 — — —
$ 8.37 2,134,600 9.39 $ 7.50 212,064 9.24

STOCK OPTIONS OUTSTANDING AT DECEMBER 31, 1996

Options Outstanding

Options Exercisable

Weighted Average
Exercise Price

Weighted Average Remaining

Options Contractual Life (Years)

Weighted Average
Exercise Price

Weighted Average Remaining

Options Contractual Life (Years)

$ 7.50 1,691,100 9.96

Summary of Stock Options Stock Option Price

Weighted average fair value of

options granted during 1998* $9.68
Weighted average fair value of

options granted during 1997* $2.60
Weighted average fair value of

options granted during 1996* $2.93

*The fair value of each option granted is estimated on the date of grant
using the Black-Scholes option pricing model with the following
weighted average assumptions:

1998 1997 1996
Risk-free interest rate 5.6% 6.5% 6.2%
Expected dividend yield 0.0% 0.0% 0.0%
Expected life of options 5 years 5years 6 years
Expected volatility rate 50.0% 33.0% 24.5%

31

Effective December 16, 1996, the Company entered
into an employment agreement with an executive that
included the granting of 109,200 shares of restricted
Common Stock. During the restricted period (from
December 16, 1996 to June 30, 1998), the restricted
stock vested ratably and daily. The agreement provides for
partial awards and forfeitures under various circumstances.
At December 31, 1998 and 1997, the Company’s con-
solidated balance sheet reflects deferred compensation of
$0 and $258,000, respectively, related to this award, as
an offset to shareholders’ equity. Compensation expense
of $258,000, $518,000 and $43,000 related to the
vesting of restricted shares during 1998, 1997 and 1996,
respectively, has been recorded in the Company’s consoli-
dated income statement.
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NOTE 13:EARNINGS PER
COMMON SHARE

In February 1997, the FASB issued Statement of Financial
Accounting Standards No. 128, “Earnings per Share” (“SFAS
No.128"), which establishes new standards for computing
and presenting earnings per share. SFAS No. 128 is
effective for financial statements issued for periods ending
after December 15, 1997, including interim periods. The
Company adopted SFAS No. 128 during 1997. Earnings
per share for the pro forma periods were not impacted by
the adoption of SFAS No. 128.

Basic pro forma net income per common share and
earnings per common share are calculated by dividing pro
forma net income and net income, respectively, by the
weighted average number of common shares outstanding
during the year. Diluted pro forma net income per common
share and earnings per common share are calculated by
dividing pro forma net income and net income, respectively,
by the weighted average number of shares of Common
Stock outstanding adjusted for the assumed conversion of
all dilutive securities.

The 1996 diluted shares outstanding, as calculated
below, also includes 393,462 (pre-splity common shares,
which represents the number of shares, when multiplied
by the initial public offering price, that would have been
sufficient to replace the capital in excess of earnings with-
drawn as dividends during the period.

The following table sets forth the computation of
earnings per share for the periods indicated.

Notes to Consolidated
Financial Statements (continued)

NOTE 14:BUSINESS ACQUISITIONS

On October 26,1998, the Company acquired International
MIS Inc. (“IMIS”), a business and information technology
consulting firm based in San Francisco, California. IMIS
provides the financial industry with high-level project man
agement and business analysis consulting services. The
acquisition was accounted for as a purchase. Operating
results have been included in the Company’s consolidated
financial statements since the date of acquisition, but pro
forma information has not been presented because it is
immaterial.

On luly 1, 1998, the Company acquired privately held
MC Computer Services Pty Limited (“MCCS”), a Canberra,
Australia-based information technology services provider.
MCCS provides a wide range of high-level information
technology services such as applications development,
consultant services, systems analysis and design, and
project management. The acquisition has been accounted
for as a purchase. Operating results have been included in
the Company’s consolidated financial statements since the
date of acquisition, but pro forma information has not been
presented because it is immaterial.

Related to these acquisitions, an initial payment of
$15.0 million was paid and $4.0 million was recorded
as a longterm liability, which represents the unpaid purchase
price. Future payments will be made based upon a calcu-
lation of earnings before interest, taxes, depreciation and
amortization of goodwill for the years ending 1999, 2000
and 2001. Future payments will not exceed $8.0 million

Year Ended December 31,

(dollars in thousands, except per share data) 1998 1997 1996
(Pro forma)
Basic earnings per share

Net income $ 33,432 $ 16,067 $ 3,698
Divided by:

Weighted average common shares 48,996,895 45,250,620 39,194,023
Basic earnings per share $ 0.68 $ 0.36 $ 0.09
Diluted earnings per share

Net income $ 33,432 $ 16,067 $ 3,698
Divided by the sum of:

Weighted average common shares 48,996,895 45,250,620 39,194,023

Dilutive effect of Common Stock equivalents 833,539 469,506 6,400

Diluted average common shares 49,830,434 45,720,126 39,200,423
Diluted earnings per share $ 0.67 $ 0.35 $ 0.09
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under the terms of one agreement. The maximum amount
of future payments for the other agreement will be estab-
lished based upon the calculation described above.

During 1998, the Company recorded approximately
$19.5 million of goodwill related to the above acquisitions.
The final amount of goodwill will be determined upon
the finalization of fair value studies of the assets acquired.
Additionally, this amount will be adjusted based upon
future payments. These two acquisitions, accounted for under
the purchase method of accounting, added $12.5 million
in revenues and $9.5 million in assets for 1998.

On lune 1,1998, the Company acquired all of the
issued and outstanding capital stock of Quantum Information
Resources Limited (“Quantum”), a Canadian corporation,
pursuant to a business combination the terms of which
were contained in that certain Combination and Exchange
Agreement dated June 1,1998 (the “Exchange Agreement”).
Pursuant to the Exchange Agreement, the shareholders of
Quantum received 1,623,000 exchangeable non-voting
shares of Quantum, which are convertible into the same
number of shares of the Company’s Common Stock
(the “Exchangeable Shares”); and PNC Bank, National
Association, received 1 share of Series A Preferred Stock,
as trustee for the shareholders of Quantum, pursuant to which
such shareholders were granted the right to vote the Company
Common Stock underlying the Exchangeable Shares.

Quantum provides IT services primarily in Canada and
parts of the United States. The business combination was
accounted for as a pooling of interests and, accordingly,
the Company’s consolidated financial statements have
been restated to include results for Quantum for all periods
presented. Separate revenues and net income, prior to the
business combination, are presented in the following table:

Five Months Year Ended
Ended May 31, December 31,
(dollars in thousands) 1998 1997 1996
REVENUES
Mastech $121,298 $195,967 $123,400
Quantum 20,181 44,481 39,539
Total $141,479 $240,448 $162,939
NET INCOME
Mastech $ 11,093 $ 15,606 $ 8,692
Quantum 928 461 297
Total $ 12,021 $ 16,067 $ 8,989

33

Notes to Consolidated
Financial Statements (continued)

On December 2,1997, the Company acquired Asia
Pacific Computer Consultants Pty Limited (“Asia Pacific”),
a Sydney, Australia-based information technology and
telecommunications (“IT & T”) services provider. Asia Pacific
was merged with Mastech’s existing Australia operations
and became a Mastech subsidiary, Mastech Asia-Pacific.
In addition to an initial payment, a contingent future
payment, if required, will be made in accordance with
a calculation involving the earnings before interest of
Asia Pacific, as defined, for each of the years ended
December 31,1998 and 1999.

NOTE 15:5-CORPORATION DIVIDEND

In December 1996, the Company’s Board of Directors
declared an S-corporation dividend to former S-corporation
shareholders in an aggregate amount representing the
estimated amount of all undistributed earnings of the
Company taxed or taxable to its shareholders through
December 16, 1996 (the “S-corporation Dividend”). The
S-corporation Dividend was recorded in the consolidated
balance sheets at December 31, 1996 in the amount of
$6.5 million. The S-corporation Dividend was paid in
the amount of $6.3 million in 1997, with the difference
recognized as an increase in additional paid-in capital
as shown in the accompanying consolidated statements
of shareholders’ equity.

NOTE 16:SEGMENT REPORTING

In June 1997, the FASB issued Statement of Financial
Accounting Standards No. 131, “Disclosures About
Segments of an Enterprise and Related Information” (“SFAS
No. 131”), which requires the use of the “management
approach” model for segment reporting. The management
approach model is based on the way a company’s
management organizes segments within the company for
making operating decisions and assessing performance.
Reportable segments are based on products and services,
geography, legal structure, management structure, or any
other manner in which management segregates a company.
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Mastech Corporation’s reportable segments are strategic
business units that offer similar services to different target
markets. They are managed separately because each
business unit requires different marketing strategies. The
Company has three reportable segments: the U.S. Client
Services group, the High Value Services group and the
International Client Services group.

The U.S. Client Services group is divided into geo
graphic regions, each of which is directed by a Manager
or Regional Director. Each region includes multiple new
business development managers. These individuals use
a proprietary database of several thousand prospects to
telemarket Mastech’s services nationally. The Company
subsequently sends interested prospective clients a written
proposal providing information about the Company, its
approach and methodology, schedules, team members,
pricing and terms.

The U.S. Client Services group also develops national
and global relationships with systems integrators such as
EDS, IBM, KPMG, Ermnst & Young and Oracle. Mastech
assists these integrators in meeting their customers’ needs
by providing specialized technical expertise and comple-
mentary capabilities such as offshore development.

The High Value Services group provides IT professionals
trained in ERP implementations, E-Business consulting, network
services, and Year 2000 services, in addition to managing
engagements in the aforementioned services. Additionally,
this group provides services through offshore software
development centers which are connected via secure,
high-speed satellite links to the Company’s headquarters
and client sites. The group works directly with the end-user
clients and also partners with a wide array of software
companies, ranging from ERP to supply-chain and custom-
interaction vendors, and systems integrators on teamed
implementation efforts.
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The International Client Services group operates through
offices in nine different countries. Each office is supervised
by a Country Manager and supported by dedicated sales
personnel that sell directly to new clients using an approach
similar to the Company’s U.S. sales approach. Additionally,
these offices focus on leveraging Mastech’s existing
relationships with its U.S.-based multinational clients.

The accounting policies of the segments are the same
as those described in the summary of significant account-
ing policies. The Company evaluates segment performance
based on profit or loss from operations. The Company
does not allocate income taxes, other income or expense,
and nonrecurring charges to segments. In addition, the
Company accounts for intersegment sales and transfers at
current market prices.

Year ended December 31,

(dollars in thousands) 1998 1997 1996
REVENUES

United States $283,569 $175,364 $116,514
Canada 49,489 47,830 39,935
Europe 26,126 8,898 329
Pacific Rim 31,687 8,356 6,161
Total Revenues $390,871 $240,448 $162,939
December 31, 1998 1997

TOTAL ASSETS

United States $168,276 $145,994

Canada 16,158 3,628

Europe 13,836 5,643

Pacific Rim 17,511 6,795

Total Assets $215,781 $162,060
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Notes to Consolidated
Financial Statements (continued)

U.S. Client High Value International Corporate
(dollars in thousands) Services Services Client Services? Activities? Total
1998

Revenues® $159,679 $140,092 $91,100 $ — $390,871
Income from operations 40,344 33,804 6,407 (26,773) 53,782
Interest (income) expense — — — (3,321) (3,321)
Merger-related expenses — — — 3,212 3,212
Provision for income taxes — — — 20,459 20,459
Net income $ 33,432
1997

Revenues® $122,387 $ 58,961 $59,100 $ — $240,448
Income from operations 28,876 10,626 4,044 (17,441) 26,105
Interest (income) expense — — — (1,193) (1,193)
Provision for income taxes — — — 11,231 11,231
Net income $ 16,067
1996

Revenues® $105,488 $ 10,931 $46,520 $ — $162,939
Income from operations 25,129 (183) 2,295 (13,785) 13,456
Interest (income) expense — — — 331 331
Provision for income taxes — — — 4,136 4,136
Net income 8,989
Pro forma tax provision 5,291
Pro forma net income $ 3,698

‘Income from operations for the International Client Services group includes certain international administrative and other operating expenses which are
not allocated to the U.S. Client Services and High Value Services groups.

“Corporate activities include general corporate expenses, eliminations of intersegment transactions, interest income and expense, and other unallocated

charges. The Company evaluates segments based on income from operations. Since certain administrative and other operating expenses have not been
allocated to the business segments, this basis is not necessarily a measure computed in accordance with generally accepted accounting principles and it
may not be comparable to other companies. Additionally, the Company does not allocate assets, depreciation expense and capital additions to the bust

ness segments.

*A single customer, included in U.S. Client Services, accounted for approximately 11%, 11%, and 7% of the Company’s revenues for the years ended
December 31, 1998, 1997 and 1996, respectively.
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NoTE 17: QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

The following table sets forth certain unaudited financial information for each of the quarters indicated below and, in the

opinion of management, contains all adjustments, consisting only of normal recurring adjustments, necessary for a fair presenta
tion thereof. All information has been restated for pooling of interests business combinations through December 31,1998.

Three Months Ended

(dollars in thousands, except per share data) Mar. 31 lune 30 Sept. 30 Dec. 31
1998

Revenues $81,586 $92,584 $103,405 $113,296
Gross profit 26,303 30,745 34,649 36,996
Income from operations 10,939 12,861 14,964 15,018
Income before income taxes 11,611 10,380 15,699 16,201
Provision for income taxes 4,667 4,627 5,495 5,670
Net income $ 6,944 $ 5,753 $ 10,204 $ 10,531
Basic and diluted earnings per common share $ 0.14 $ 012 $ 0.20 $ 0.21
1997

Revenues $48,339 $55,905 $ 64,209 $ 71,995
Gross profit 13,581 16,277 19,737 23,168
Income from operations 3,461 5,988 7,589 9,067
Income before income taxes 3,867 6,349 7,703 9,379
Provision for income taxes 1,698 2,508 3,148 3,877
Net income $ 2,169 $ 3,841 $ 4,555 $ 5,502
Basic and diluted earnings per common share $ 0.05 $ 0.08 $ 0.10 $ 0.12

Note: The sum of the four quarters may not equal yearly totals due to rounding

NoTE 18: COMPREHENSIVE INCOME

During 1998, the Company adopted FASB Statement

of Financial Accounting Standards No. 130, “Reporting
Comprehensive Income” (“SFAS No.130"). SFAS No.130
establishes new rules for the reporting and display of com-
prehensive income and its components. SFAS No. 130
requires companies to report all changes in equity during
a period, except those resulting from investment by
owners and distribution to owners. The adoption of SFAS
No.130 had no impact on the Company’s net income or
shareholders’ equity.
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of quarterly results.

NOTE 19: SUBSEQUENT EVENTS

In January 1999, the Company made the following
acquisitions: (1) the Amber Group (“Amber”) an SAP services
company that provides integrated consulting, development,
implementation and training; (2) Direct Resources Scotland
Limited (“Direct Resources”) of Edinburgh, Scotland, an

IT services firm focusing on the financial services industry;
and (3) Global Resource Management (“GRM”) of
lacksonville, Florida. GRM provides information technology
consulting and support services to large companies for
mission-critical projects.

The above acquisitions had combined revenues of
approximately $26.2 million for the year ended December
31, 1998. Additionally, the assets of the above companies
as of December 31, 1998 were approximately $6.1 million.

The Amber acquisition will be accounted for under the
pooling-of-interests method of accounting. Direct Resources
and GRM will be accounted for under the purchase
method of accounting.
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QUARTERLY STOCK PRICES

High Low

1998

First Quarter $29, $15
15]/41 6

Second Quarter $29%Vy, $17
e

Third Quarter $291/4g $20/a
Fourth Quarter $28*a $16°Yas
1997

First Quarter $10%Yme $ 7Va
Second Quarter $117Yag $ 53V
Third Quarter $17 Ve, $11
Yo

Fourth Quarter $17Yns  $13
52I./415

CoMMON STocK & DIVIDEND PoLicy

Mastech’s Common Stock is traded on the Nasdaq National
Market System under the symbol MAST. As of February 26,
1999, there were 133 registered holders of record of
Mastech’s Common Stock. The Company intends to retain
earnings to fund growth and the operation of its business,
and, therefore, has not declared dividends during 1998
and 1997. Additionally, the Company does not anticipate
paying any cash dividends in the foreseeable future.

ANNUAL MEETING

The Annual Meeting for Shareholders will take place
on Tuesday, June 1, 1999, at Mastech Corporation,
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Investor Information,
Executive Officers and Directors

EXECUTIVE OFFICERS

Sunil Wadhwani
Co-Chairman and Chief Executive Officer

Ashok Trivedi
Co-Chairman and President

Steven Shangold
Sr. Vice President, U.S. Client Services

Lisa Kustra
Sr. Vice President, Enterprise Package Solutions

M. Balasubamanyam
Co-Managing Director, Scott Systems

John Brendel
Vice President, General Counsel

leffrey McCandless
Vice President, Finance and Chief Financial Officer

Ajmal Noorani
Vice President, E-Business Solutions

S. Rajagopalan
Vice President, Human Resources

M. Santhanam
Managing Director, Scott Systems

S. Shekar
Vice President, Offshore Operations

Michael Zugay
Vice President, Corporate Development

DIRECTORS

Michel Berty * *
Former Chairman and CEO, Cap Gemini America
President, MBY Consultant Inc.

J. Gordon Garrett * ?
President & CEO, RICOH - Canada, Inc.

Ashok Trivedi 22
Co-Chairman and President

Sunil Wadhwani *- *
Co-Chairman and Chief Executive Officer

Ed Yourdon
Software Engineering Consultant

Committee Assignments

1 Audit Committee

2 Compensation Committee
2 Executive Committee



UNITED STATES

International Corporate
Headquarters
Pittsburgh

Mastech Corporation
1004 McKee Road
Pittsburgh, PA 15071
Phone 412-787-2100
Fax 412-787-7450

Mastech Corporation
Parkridge One

Suite 500

1000 Commerce Drive
Pittsburgh, PA 15275
Phone 412-506-1131
Fax 412-494-9272

U.S. Branch Offices
Atlanta

Mastech Corporation
Suite 135

11675 Great Oak Way
Alpharetta, GA 30022
Phone 770-521-8704
Fax 770-619-9335

Dallas

Mastech/EDS Division
Suite 102

2595 N. Dallas Parkway
Frisco, TX 75034
Phone 972-377-7400
Fax 972-377-7411

Hartford

Mastech Corporation
Suite2-N

10 Columbus Blvd.
Hartford, CT 06106
Phone 860-725-6810
Fax 860-249-3187

Jacksonville

Mastech Corporation
Suite 108

7785 Bay Meadows Way
Jacksonville, FL. 32256
Phone 904-443-2900
Fax 904-443-2999

New York Metro
Mastech Quantum
Suite 180

485-C Route 1 South
Iselin, NJ 08830
Phone 732-636-8666
Fax 732-602-9009

Philadelphia

The Amber Group
Suite 245

1489 Baltimore Pike
Springfield, PA 19064
Phone 610-328-7001
Fax 610-328-7150

Mastech Quantum
Suite 200

2 Penn Center
Philadelphia, PA 19102
Phone 215-854-6448
Fax 215-569-0311
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Raleigh

Mastech Quantum
Suite 200

6200 Falls of Neuse Road
Raleigh, NC 27609
Phone 919-871-6970

Fax 919-871-6976

San Francisco

The Amber Group
Suite D-100

2121 S. El Camino Real
San Mateo, CA 94403
Phone 650-577-0330
Fax 650-577-8456

IMIS Mastech

712 Sansome St. (2nd Floor)
San Francisco, CA 94111
Phone 415-543-2939

Fax 415-391-4985

AUSTRALIA

Brishbane

Mastech Asia Pacific
Level3

Sherwood House

39 Sherwood Road
Toowong, QLD 4066
Phone 61-7-3-870-5004
Fax 61-7-3-870-5017

Canberra

Mastech Asia Pacific
Suite 7

Royal Life Saving House
26-28 Napier Close
Deakin, ACT 2600
Phone 61-2-6-285-2277
Fax 61-2-6-285-2210

Melbourne

Mastech Asia Pacific
Level 7

436 St. Kilda Road
Melbourne, Victoria 3004
Phone 61-3-9-820-4977
Fax 61-3-9-820-1764

Sydney

Mastech Asia Pacific
Level 12

98 Arthur St.

North Sydney, NSW 2060
Phone 61-2-9-929-3555
Fax 61-2-9-966-2166

CANADA

Calgary

Mastech Quantum
Suite 3400

425 First St., SW.
Calgary, AB T2P 3L8
Phone 403-266-6110
Fax 403-266-2621

Montreal

Mastech Quantum
Suite 575

2000 McGill College Ave.
Monteal, QC H3A 3H3
Phone 514-842-8888
Fax 514-842-6235
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Worldwide Locations

Ottawa

Mastech Quantum
Suite 1410

50 O’Connor St.
Ottawa, ON K1P 6L.2
Phone613-230-7701
Fax 613-230-9746

Quebec City

Mastech Quantum

Bureau 305

79 Blvd. Rene-Levesque Est.
Quebec City, QC G1R5N5
Phone418-525-5577

Fax 418-525-7791

Toronto

Mastech Quantum
Suite3

5310 Explorer Drive
Mississauga, ON L4W 4J6
Phone 905-602-7000

Fax 906-602-9801

Mastech Quantum

175 Traders Blvd.
Mississauga, ON L4Z 358
Phone 905-602-7000

Fax 905-602-9801

Mastech Corporation
Suite 504

4100 Youge St.
Toronto, ON M2P 2G2
Phone 905-602-7000
Fax 905-602-9801

INDIA

Bangalore

Mascot Systems
Jakkasandra

Off Sarjapur Road
Koramangala Extension
Phone 91-80-552-1701
Fax 91-80-552-1704

Chennai (Madras)
Mascot Systems
106-109

MAC Commercial Park
Mount Road

Near SPIC Complex
Annasalai, Guindy
Chennai 600-032
Phone 91-44-230-1236
Fax 91-44-235-4780

Mumbai (Bombay)
Scott Systems

Navkar Chambers

B Wing, 3rd Floor
Andheri Kurla Road
Mumbai 400-059
Phone91-22-851-4451
Fax 91-22-851-4453

New Delhi

Mascot Systems

Flat No. 618, 619
International Trade Tower
NehruPlace

New Delhi 110-019
Phone91-11-648-0054
Fax 91-11-648-0005

Pune

Scott Systems Pvt. Ltd.
Mastech Center, No 18
Viman Nagar
Pune411-014
Maharashtra

Phone 91-21-688-688
Fax 91-21-688-677

JAPAN

Tokyo

Mastech Corporation
706, 7F Queen’s Tower A
2-3-1 Minato Mirai
Nishi-ku, Yokohama
220-6007

Phone 81-45-682-5120
Fax 81-45-682-5121

THE NETHERLANDS

Amsterdam

Mastech Corporation
World Trade Center
Strawinskylaan 913
1077 XX Amsterdam
Phone 31-20-575-2199
Fax 31-20-575-2198

SINGAPORE

Mastech Corporation
78 Shenton Way
#20-03

Singapore 079-120
Phone 65-324-0778
Fax 65-324-0780

SOQUTH AFRICA

Johannesburg

Mastech Corporation
The Crescent

3 Eglin St., Sunninghill
Sandton, Gauteng 2157
Phone 27-11-234-0633
Fax 27-11-234-0638

SWITZERLAND

Neuchatel

Mastech Corporation
Avenue de la Gare 2
CH 2000 Neuchatel
Phone 41-32-722-6750
Fax 41-32-722-6751

UNITED KINGDOM

London

Mastech Corporation
Station House

Station Road

Bracknell, Berkshire
RG12 1HB

Phone 44-1344-788-300
Fax 44-1344-788-301

Edinburgh, Scotland
Direct Resources

21 Charlotte Square
Edinburgh EH1 4DF
Phone 44-131-473-7600
Fax 44-131-473-7649



