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FORWARD LOOKING STATEMENTS

The information throughout this annual report includes
certain forward-looking statements, including statements
regarding the company’s expectations, hopes, beliefs, inten-
tions or strategies regarding the future. These statements are
in locations such as that in the Letter to Shareholders, the
Sales and Products sections, and the MD&A, and are based
on assumptions that in the future may prove not to be accu-
rate. Such forward-looking statements are based on the
beliefs of the Company’s management and on assumptions
made by and information currently available to management.
All statements other than statements of historical fact,
regarding the Company’s financial position, business strategy
and plans and objectives of management for future opera-
tions of the Company are forward-looking statements.  When
used herein, the words “anticipate,” “believe,” “estimate,”
“expect,” and “intend” and words or phrases of similar
meaning, as they relate to the Company or management, are
intended to identify forward-looking statements.  Although
the Company believes that the expectations reflected in such
forward-looking statements are reasonable; it can give no
assurance that such expectations will prove to have been 

correct.  Forward-looking statements are subject to certain
risks and uncertainties, which could cause actual results to
differ materially from those indicated by the forward-looking
statements.  These risks and uncertainties include the
Company’s ability to maintain or expand its distribution abili-
ties, including the risk of disruptions in the transportation sys-
tem and relationships with brokers and distributors. Further,
actual results may be affected by the Company’s ability to
compete on price and other factors with other manufacturers
and distributors of frozen dessert products; customer accept-
ance of new products; general trends in the food business as
they relate to customer preferences for the Company’s prod-
ucts; and the Company’s ability to obtain raw materials and
produce finished products in a timely manner, as well as its
ability to develop and maintain its copacking relationships
and strategic alliances. In addition, there are risks inherent in
dependence on key customers, the loss of which could mate-
rially adversely affect the Company’s operations. The reader is
advised that this list of risks is not exhaustive and should not
be construed as any prediction by the Company as to which
risks would cause actual results to differ materially from those
indicated by the forward-looking statements.

ABOUT YOCREAM INTERNATIONAL, INC.

YoCream International has been producing frozen yogurt since 1977. Inspired by Mama Hanna, who originally
created the recipe for our YoCream Frozen Yogurt in her kitchen back home, we take pride in preparing our
wholesome foods from the best ingredients with the same attention to quality. We craft our frozen yogurt with
one of the highest counts of beneficial live natural yogurt cultures, and our all natural smoothies are made from
real fruit and fruit juices. All of this attention to quality makes for creamy delicious frozen desserts and beverages
that are bursting with flavor!

Our product line features 43 soft serve frozen yogurt flavors including nonfat, premium, no-sugar-added,
and new low-carb varieties; as well as sorbet; soy cultured frozen dessert; soft frozen custard; soft serve ice cream;
and a novelty line of specially formulated single serve cups. Our smoothie category includes mixes for frozen bev-
erage dispensers and blenders.

Our manufacturing facility in Portland, Oregon has three distinct packaging operations – gable-top filler, hard-
pack, aseptic and fresh bag-in-box – all capable of operating simultaneously. A fully licensed dairy, we 
pasteurize under USDA certification and inspection and under organic certification. Food safety is always a primary
focus at YoCream. Our Quality Assurance department ensures that the most stringent levels of regulatory compli-
ance are maintained, meeting and exceeding all inspection standards including, but not limited to, USDA, FDA,
Military Standards, food safety audits, export requirements, and kosher and organic certification. Additionally, we
follow a comprehensive inspection program, modeled after the American Institute of Baking (AIB) standards for
dairies.

As an established food service vendor and co-packer of high quality frozen desserts and smoothies, we 
continue to market our quality products by improving brand recognition and increasing customer loyalty.

Directors & Officers

Position held with Company and Principal 
Name Age Occupation During the Past Five Years Director Since   

John N. Hanna 63 Director; Chairman of Board of 1977  
Directors; Chief Executive Officer 

James S. Hanna 70 Director; Secretary 1977  

William J. Rush 69 Director; Partner in Rush, Hannula, 1987
Harkins, & Kyler, LLP Attorneys at Law   

Carl G. Behnke 58 Director; President R.E.B. Enterprises; 1994
Chairman of Sur La Table  

Joseph J. Hanna, Jr. 65 President of Hanna Strader PC 2001 
Tax Attorney

W. Douglas Caudell 60 Chief Financial Officer NA
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22000033 2002 2001 2000 1999

BBaallaannccee SShheeeettss

Total current assets  . . . . . . . . . . . . . . $$66,,112255,,221155 $5,430,073 $4,992,797 $4,372,804 $4,637,304

Total assets  . . . . . . . . . . . . . . . . . . . 1122,,886677,,110077 10,224,937 9,651,561 7,426,575 7,356,915

Long-term debt  . . . . . . . . . . . . . . . . 22,,227799,,666677 858,167 1,037,024 125,073 201,238

Shareholders' equity . . . . . . . . . . . . . $$88,,114455,,663399 $7,503,195 $6,818,348 $6,130,492 $5,351,730

SSttaatteemmeennttss ooff IInnccoommee

Sales  . . . . . . . . . . . . . . . . . . . . . . . . $$2200,,447777,,993344 $19,438,892 $15,616,943 $14,943,886 $14,064,992

Income from operations  . . . . . . . . . . 998899,,889933 1,549,234 1,125,081 1,542,737 1,468,445

Income before taxes  . . . . . . . . . . . . . 880033,,114444 1,368,070 1,021,193 1,572,918 1,424,066

Income tax provision . . . . . . . . . . . . . 226688,,000000 512,000 268,000 548,000 406,000

Net income  . . . . . . . . . . . . . . . . . . . 553355,,114444 856,070 753,193 1,024,918 1,018,066

Earnings per common
share-basic  . . . . . . . . . . . . . . . . . . 00..2244 0.38 0.33 0.45 0.44

Earnings per common
share-diluted . . . . . . . . . . . . . . . . . $$00..2233 $0.38 $0.33 $0.45 $0.43

Selected Financial Data
For the years ended October 31, 2003, 2002, 2001, 2000, 1999

COMPANY MISSION

YoCream International exists to delight people
away from home with safe, nutritious, satisfying
desserts and treats.

We are committed to
• product excellence
• extraordinary customer service
• notable ethical standards
• individual dignity, responsibility, 

and opportunity
• profit and growth to pursue our purpose
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Sales volume increased and we were profitable, but not to expectations.  

We could blame the economy or market trends. Soaring product ingredient costs could be labeled the culprit.

The time and resources to install a production line for aseptic shelf stable products could be the excuse. What is

pertinent, however, is the course we are taking to continue our long term record of positive results. 

The sizable investment to provide for shelf stable products is one of our

responses to the sluggish economy. This new production capability enables

us to reach additional markets with unique products. It also answers market

trends favoring products that do not require refrigeration for distribution

and storage. Our first customer for these timely products is Costco. We are

in the process of nationally introducing an aseptically packaged smoothie to

their hundreds of food courts.  Another immediate application of the aseptic

production line is a shelf stable coffee concentrate. This product can be 

conveniently utilized by customers to dispense frozen coffee latté.

Recognizing that the market for traditional frozen yogurt is in a mature

stage, we have developed special additions to our product lines.  

A cultured soft serve frozen soy was launched last year and we are now

introducing a hard pack version to the marketplace. The Company has also developed a great tasting low-carb

frozen yogurt in response to current trends. Samples of this premium product are being sent to existing customers

and will be presented at trade shows throughout the year.

Our sales efforts in conjunction with The Dannon Company have been refined so that teams involving person-

nel from both companies will jointly coordinate activity with selected key accounts. We are convinced that the

strength of the Dannon name along with our concentration on the away-from-home market place will enable us

to continue to increase market share.

Quality products continue to be our hallmark. When key ingredient costs significantly increased, we resisted

substituting low cost materials. We took the necessary time to develop high quality reformulations and issued a

modest price increase to maintain appropriate margins. Our key customers have recognized and applauded this

accomplishment.

Inventory levels have been significantly reduced by operating efficiencies. While the accounting effect of this

reduction negatively impacted 2003 operating income, we are now benefiting from the increased inventory turns

and reduced storage expenses.

Every successful company faces challenging times. The crucial factor is not the absence of adversity

but the ability to tenaciously and confidently work through it, emerging stronger and better. While some

companies have fabricated positive results prompting 

burdensome legislation, we are committed to perform with

integrity. Our employees are determined and enthusiastic

about Company prospects. Come visit our expanded facilities

and you will sense for yourself the vigor and excitement.

We will keep growing responsibly, continuing a record

of reliability and achieving results that merit 

your trust.

Sincerely,

John N. Hanna
Chairman and Chief Executive Officer

To Our Shareholders,

The Company’s new aseptic line enables
production of shelf stable products.
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In the spring of 2004, the Company will introduce 
Dannon® YoCream® Premium Low-Carb Frozen Yogurt.

YYooCCrreeaamm IInndduussttrryy**

Sales – 
5 Year Growth Rate 15.3% 5.4%

Return on Assets – 
5 Year Average 10.2% 7.6%

Capital Spending – 
5 Year Growth Rate +36.5% -28.5%

*Reuters



Meeting Consumer’s
Dietary & Lifestyle Needs
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YoCream is committed to providing healthy 

products to a diverse and ever changing base of 

consumers. We address the changes in demographics,

consumer desires and marketplace needs by creating

new and innovative products, adjusting marketing

strategies, and improving the methods by which prod-

ucts are delivered to the marketplace offering the 

optimum solution to the broadest possible customer

base. Current YoCream product developments include…

LLooww-CCaarrbb FFrroozzeenn YYoogguurrtt:: The low carbohydrate

product category is one of the quickest emerging

and fastest growing in recent times. This single

food category has had an unprecedented impact in

our marketplace. YoCream is proud to enter this

emerging category with Dannon® YoCream® Low-

Carb Premium Soft Serve Frozen Yogurt, with net

carbohydrate counts ranging from 3 grams to 

5 grams depending on flavor. Our gourmet product

is the only nationally branded low-carb soft serve

that includes live active yogurt cultures to promote

a healthy digestive system. Superior taste and very

pleasing product texture set Dannon YoCream apart

from competitive products. Sweetened with

Splenda brand sucralose, this product meets the

dietary guidelines for low-carb as well as diabetic

consumers. Previewed at selected spring 2004 food

shows, this product is already generating excite-

ment and interest from all of our market segments.

To meet the snack-on-the-go needs of consumers,

the Company anticipates introducing single serve

novelty cups in the third quarter of 2004.

SSooyy CCuullttuurreedd FFrroozzeenn DDeesssseerrtt:: Lactose free, dairy

free and dairy protein free, this great-tasting

product was introduced through selected 

distribution and targeted at the vegetarian/vegan

consumer in 2003. Sales were slow to respond

given the narrower market and the education

required for this new product category. The

Company has repositioned its marketing strategy

for 2004 to target a broader market now includ-

ing the health-conscious and lactose intolerant

consumer and specifically healthcare facilities and

universities. In the second quarter of fiscal 2004,

a line extension of single serve 4 oz cups will be

introduced to address the needs of operators that

do not have the volume or space to support soft

serve equipment.

FFrruuiitt SSmmooootthhiieess:: The Company is extending its all-

natural smoothie product line to include a shelf

stable bag-in-the box product, packaged on the

Company’s new aseptic packaging line. In the 

second quarter of 2004, the Company will intro-

duce Fruitquake® aseptic, shelf stable, all natural

dispenser smoothies. Packed in 1/2 gallon to 3 gal-

lon bags with auto fill equipment fitments, this

smoothie line extension meets the needs of opera-

tors that have limited refrigeration or, as in military,

geographic locations without refrigeration.  

As with the Company’s existing frozen smoothie

line, the the addition of water or ingredients at the

operation location is not required, promoting a

consistent product and reduced labor for the 

customer. The smoothie “mobile meal” solution is 

targeted at students and military personnel.

CCooffffeeee LLaattttéé FFrroozzeenn BBeevveerraaggee:: The Company has

developed an aseptically packaged coffee concen-

trate product designed to be mixed with milk at

the foodservice customer’s location. The new

YoCaffé® Latté Coffee Concentrate will be intro-

duced at food shows in the second quarter of

2004. Manufactured on the Company’s new 

aseptic line, the half-gallon bag packaging size was

chosen to appeal to a broader foodservice market,

such as coffee shops and restaurants. The product

can be delivered through dairy distribution with

customers’ regular milk deliveries or through

national and regional broadline distribution.

FFrroozzeenn YYoogguurrtt:: Nonfat frozen yogurt is a healthy

snack option for many Americans. With only 120

calories, 0 grams of fat and high counts of bene-

ficial live active cultures, Dannon YoCream Frozen

Yogurt meets the dietary guidelines for healthy

heart dieters and the most popular low-fat weight

loss programs. Consumers are becoming more

aware of the importance of including dairy in

their diets through National Dairy Council’s 

education programs such as the Healthy Weight

with Dairy and 3-a-Day dairy campaigns. The

Company has focused its marketing efforts on

educating existing customers and new markets,

including healthcare, on how Dannon YoCream

Frozen Yogurt fits the needs of their consumers.
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The YoCream Dairy 

All of the manufacturing and packaging of the
Company’s products for both domestic and interna-
tional sales occurs at its plant in Portland, Oregon. The
facility is a fully licensed dairy and pasteurizes its prod-
ucts under USDA certification and inspection. 

Capable of producing a full range of dairy 
products and other fluid items, such as fruit based
beverages, the manufacturing plan is primarily utilized
to produce frozen yogurt, frozen custard, ice cream,
sorbet and smoothies.

The manufacturing plant has three distinct pack-
aging operations that can be operated simultaneously
based on demand.  The first line fills half-gallon gable
top containers for soft serve mixes or liquid products.
The second line is capable of packaging hard packed
frozen desserts with or without inclusions in quarts,
pints and 4 ounce cups.  Within these two operations
are a multitude of packaging sizes, styles, and finished
casing capabilities. The third line is a new aseptic
packaging line completed in October of 2003.

The Company’s new aseptic processing system,
costing over $2 million, expands the production 
capabilities, and enables the Company to produce
shelf stable products that do not require refrigeration
for shipping or storage.  The system will initially be
used to satisfy customer demands for shelf stable fruit
and coffee smoothie products in half-gallon, one-
gallon, and three-gallon bags. The line will also be
available for copacking juices, fruits, purees, and other
beverages in sizes ranging from half-gallon to five-
gallon bags.

This manufacturing expansion allows the Company
to provide foodservice operators and military accounts
with high-quality shelf stable beverage products.
Installation of the new line opens capacity on existing
production lines for potential custom manufacturing
and copacking partners as well as for the Company’s
other products.

YoCream Aseptic

Processing Line

Above top to bottom:
Beginning the
smoothie process...
Ingredients are 
pasteurized, the base
is mixed with fruit,
product is run
through the sterilizer.

See caption right...
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 and Manufacturing Plant

The YoCream dairy and manufacturing plant
offers versatility and flexibility for our own production
needs as well as custom manufacturing for other 
companies. One unique feature of the facility is its
ability to provide product under Organic Certification,
including organic ice creams, yogurts, and sorbets.
Throughout the facility, both organic and non-organic
products can be processed and packaged simultane-
ously while maintaining separation. The Company also
has a cold-fill plastic bottling line available. The
Company’s research and development and logistics
expertise can also be available to companies interested
in utilizing our custom manufacturing capabilities.

A significant part of the Company’s marketing
strategy is to utilize its product development and 
manufacturing capabilities to gain new customers and
strengthen existing business relationships by customiz-
ing products to meet individual needs. 

Quality Assurance and Food Safety

Food safety is a primary focus for the Company.
The Company’s Quality Assurance Department ensures
that the most stringent levels of regulatory compliance
are maintained, meeting and exceeding all inspection
standards including but not limited to USDA, FDA,
military, customer food safety audits, aseptic process-
ing standards, export requirements, kosher and organ-
ic certification.  The Quality Assurance Department is
staffed with two full time microbiologists, a degreed
sanitarian and a degreed food scientist. The depart-
ment maintains its proficiency on important food 
safety issues such as allergen and pathogen control
through food safety training, GMP education, supplier
audits, and laboratory analyses.

The Company is in compliance with the
Bioterrorism and Preparedness Act with registration of
the facility completed and a lot tracking system in
place to comply with the stringent requirements for

trace back and trace forward of all ingredients, pack-
aging, and finished products. The strength of the
Company’s quality assurance program has been 
validated by the high ratings achieved on several
third-party safety audits performed during fiscal 2003.

Far left to right:
Continuing the
smoothie process...
Product is run
through triple tube
heating and cooling
process, bags are
filled with product,
filled bags are set into
cases, pallets are
shrink wrapped and
ready for shipping.

Fruit smoothies
and coffee latté
concentrate are
aseptically packed
on the company’s
new production
line. 
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Market Information

The common stock of the Company is traded in the over-the-counter market and is quoted on the National

Association of Securities Dealers Automated Quotation System (“NASDAQ”) under the symbol YOCM.  As of

January 15, 2004, there were 2,277,956 shares of the common stock outstanding and there were 139 sharehold-

ers of record estimated to represent approximately 1,000 beneficial holders based on the number of individual

participants in security position listings.  On January 15, 2004 the closing bid and asked prices were $5.05 and

$5.10, respectively.

The following table sets forth the high and low closing prices for quarterly periods in the two twelve month

periods ended October 31, 2003 and 2002, as reported by Nasdaq Stock Market:  

Stock Quote

For a delayed price quote on YOCM see the investor information page at www.yocream.com

Twelve Months Ended October 31, 2003 High Low

August 1, 2003     -  October 31, 2003 $$55..7733 $$44..5555

May 1, 2003         -  July 31, 2003 55..7755 44..5555

February 1, 2003   -  April 30, 2003 66..8899 55..0011

November 1, 2002 -  January 31, 2003 $$88..3399 $$66..5599

Twelve Months Ended October 31, 2002 High Low

August 1, 2002     -  October 31, 2002 $8.76 $6.37

May 1, 2002         -  July 31, 2002 9.75 5.26

February 1, 2002   -  April 30, 2002 6.20 3.45

November 1, 2001 -  January 31, 2002 $4.13 $3.26

The Company has not paid dividends on its common stock since the stock began public trading on November 17,

1987.  The Company does not expect to pay cash dividends on its common stock in the foreseeable future.  The

Company intends to invest funds otherwise available for dividends, if any, on improving the Company’s capital assets.

as of October 31,
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Results of Operations

General

YoCream International’s primary focus is on manu-

facturing, marketing and sales of superior quality

frozen yogurt, frozen custard, sorbet, smoothie, coffee

latté and ice cream products in a variety of premium,

low-fat, and nonfat flavors in either non-organic or

organic formulations.  The Company also copacks simi-

lar products for other companies. Due to the nature of

these products, sales are subject to seasonal fluctua-

tions, with the summer months normally being the

busiest season.  The introduction and roll out of new

products has tended to level the seasonal fluctuations.

In fiscal 2003, the Company achieved a 5.3%

increase in sales, primarily from new products, which

included soft frozen custard, gourmet ice cream, and

aseptic coffee latté freeze. The increase in sales, however,

was not as high as expected due to the following:

EEccoonnoommiicc CCoonnddiittiioonnss:: The sluggish economy and

high unemployment have had an impact on the

rate of sales growth.   As a result, management

has focused on the development of new products

that will enable the Company to reach new mar-

kets.  For example, the Company invested over $2

million in 2003 for a new aseptic production line

to address the market for shelf-stable products.

This processing system, completed in October

2003, will initially produce smoothies and coffee

concentrate beverages. (See Sales Section p.8.)

Other products conducive to this processing sys-

tem are being evaluated to meet the high demand

of the away-from-home marketplace for shelf sta-

ble products.

MMaarrkkeett TTrreennddss:: While traditional frozen yogurt

remains entrenched in the marketplace, it is

presently in its mature stage. In response, the

Company has developed unique cultured items in

the frozen dessert category. For example, the

Company developed a  Soft Serve Soy Cultured

Frozen Dessert, to appeal to the health conscious

consumer. This product is currently being market-

ed through a national broadline foodservice dis-

tributor under their private label. (See Sales

Section p.8.) The Company has also developed a

low-carb frozen yogurt to respond to strong con-

sumer demand. This product will be introduced at

food shows in February, 2004.

TThhee DDaannnnoonn AAlllliiaannccee:: In January 2003, the

Company initiated a program whereby the sales

teams for both the Company and Dannon began

representing their combined product lines to the

away-from-home market. In unifying the broker

sales network to represent both companies, bro-

ker changes were made which resulted in a loss of

some customers.  YoCream regional sales person-

nel aggressively pursued the program and atten-

tion was diverted from the sale of the Company’s

core products.  By the third quarter the program

was revised in cooperation with Dannon, and the

Company’s sales staff refocused its attention on

the sales of the Company’s core products.  

The Company continues to value its relationship

with The Dannon Company. The two Companies

are now representing selected products to specific

distribution market segments. Under this arrange-

ment, sales teams are defined involving personnel

from both Companies to jointly coordinate sales

efforts. The Companies expect to find additional

opportunities to develop their mutual business

interests.  The strength of the Dannon name

along with YoCream’s concentration on the food-

service or away-from-home marketplace is expect-

ed to offer opportunities for increased sales and

market share in the future. Management believes

that the two Companies are similar in philosophy,

and both Companies’ yogurt products are known

for their high live culture count, with an emphasis

on product quality and appeal to consumers with

concerns for health and nutrition.

OOtthheerr FFaaccttoorrss:: In the first two quarters of 2003,

the Company began selling a proprietary gourmet-

softened ice cream in a 10% vanilla bean and a 

coffee variety to a major regional chain of specialty

restaurants. In June 2003 the customer suspended

purchasing the product due to pricing concerns.

The Company has formulated a new product to

meet the customer’s needs and expects sales to

begin again in the second quarter of fiscal 2004. 

The Company expected a higher level of sales of

its coffee latté beverage to its lead customer,

which was not achieved in 2003 (See explanation

below). 

Military sales did not meet anticipated expecta-

tions due to troop deployment overseas. 

Management’s Discussion and Analysis
of Financial Condition and Results of Operations 
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Management believes that the sluggish economy,

market trends, the temporary diversion of its sales

staff, and the other factors listed above will impact

sales growth through the first quarter of fiscal 2004,

but expects that results will improve through the bal-

ance of the year.

While the Company achieved a modest sales

increase in a tough economy, a 36.1% decrease in

income from operations and a 37.4% decrease in net

income were experienced as a result of the following:

RRaaww MMaatteerriiaallss:: The industry experienced increases

in raw materials costs including vanilla, cocoa, and

sugar. The Company responded with high-quality

product reformulations. 

IInnvveennttoorryy LLeevveellss:: Inventory levels were significantly

reduced as a result of operating efficiency initia-

tives. While the accounting effect of this reduction

negatively impacts 2003 operating income, man-

agement expects future benefits of increased

inventory turns, reduced storage expenses, as well

as increased cash flow (See Liquidity Section

p.12.). 

CCooffffeeee LLaattttéé:: In 2002 the Company developed a

pre-mixed coffee latté product for its lead cus-

tomer, which resulted in significant sales. The cus-

tomer decided it wanted this product in a shelf-

stable form. The Company responded by having

the product copacked aseptically, which resulted

in significantly reduced margins. The customer

then accepted an aseptic concentrated form of

the product from a competitor, which significantly

impacted the Company’s sales of coffee latté and

related economies of scale.  Upon completion of

the Company’s aseptic processing system in

October 2003, a concentrated shelf-stable coffee

product was developed, which duplicates the fla-

vor profile of the original product.  The concen-

trate will be presented to this customer for consid-

eration in new markets.

LLeeggaall FFeeeess:: The Company incurred higher legal

fees than expected due to the transition of its for-

mer president, to a consultant position. 

UUnnuussuuaall EExxppeennsseess:: A freight reimbursement settle-

ment of $182,000 with its lead customer was

incurred by the Company in 2003. The underlying

circumstances of this charge have been remedied

and management believes the matter to be fully

resolved. (See details in Other Income (Expense)

p.10.)

In the future, the Company may entertain poten-

tial acquisitions, where appropriate, to broaden its

product lines or increase market share.  The Company

has retained the services of an investment banker to

assist in analyzing such opportunities.

In August 2003 the Company’s president, who

was one of its founders, retired after 27 years of out-

standing service. He continues to be a major share-

holder and the Company has retained the benefit of

his experience on a consulting basis.

Management believes that the Company’s com-

mitment to the industry, evidenced by its significant

investment for expansion and its responsible plan for

growth, effectively positions the Company to increase

shareholder value. Additional details relative to results

and managements plans are presented below.

Sales

The Company’s sales were $20,478,000,

$19,439,000, and $15,617,000, for the years ended

October 31, 2003, 2002, and 2001, respectively, and

represented increases of 5.3% in 2003 and 24.5% in

2002.

The increase in fiscal 2003 and 2002 sales primari-

ly related to increases in yogurt case sales to Costco

Wholesale and the military/government sector, and

from the sale of new products (coffee latté freeze, soft

frozen custard and gourmet-softened ice cream).  

FFrroozzeenn YYoogguurrtt:: The increase in frozen yogurt sales

of 2.9% was primarily related to continued growth in

its wholesale club business and sales to the military

Table 1: Sales by Category
Three years ended October 31, 2003, 2002, 2001

%% % %
22000033 TToottaall 2002 Total 2001 Total

Yogurt $$1100,,339999,,000000 5500..88%% $10,108,000 52.0% $  8,544,000 54.7%

Smoothies 88,,663311,,000000 4422..22%% 8,339,000 42.9% 6,804,000 43.6%

Custard and  Ice Cream 11,,225566,,000000 66..11%% 727,000 3.7% 83,000 0.5%

Copacking 119922,,000000 ..99%% 265,000 1.4% 186,000 1.2%

$$2200,,447788,,000000 110000..00%% $19,439,000 100.0% $15,617,000 100.0%
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and government sector, and the efforts of the

Company’s foodservice sales staff.  Although domestic

sales to the military are down as a result of troop

movements outside of the continental United States,

international sales have increased. 

The Company continues to develop its business

with the military and government sector.  The sale of

soft frozen yogurt to this segment began on a small

scale following the Company’s alliance with The

Dannon Company in 2001, and has since been system-

atically growing.  The Company recently initiated a

worldwide comprehensive program with the US Air

Force.  This program provided an introduction to two

of the country’s largest air force bases, Lackland Air

Force Base in Texas and Keesler Air Force Base in

Mississippi, which will begin serving the Company’s

products in the second quarter of 2004. During 2003,

the Company began sales to the Army, Navy, Air Force,

and Coast Guard and obtained new product approvals

(see smoothies section below) to facilitate future sales.

Marketing plans for fiscal 2004 focus on building vol-

ume in each of these branches of the armed forces. 

In October 2003, Premier Inc., a leading health-

care alliance, awarded the Company a 36-month

Committed Agreement to supply Dannon YoCream

Frozen Yogurt to Premier healthcare members.

Introduction to members began at shows in October

and sales are rapidly increasing. Through the first quar-

ter of 2004, the Company opened 7 new national

points of distribution to facilitate Premier sales, with 5

additional distributors targeted in the second quarter

of 2004. Sales to Premier members have also increased

sales volume with 3 existing distributors. The

Company's sales plans for this account ensure securing

the business of additional members as well as building

volume at the points of distribution. The Dannon

YoCream alliance was instrumental in introducing the

Company to this account.

In December 2003, the Company became an

approved supplier for the Amerinet manufacturer

allowance program.  Amerinet is a health care group

purchasing organization in the United States with

more than 1,800 hospitals and other health care

member facilities.  The 24-month agreement covers all

YoCream products and certain other private label

frozen dessert products that the Company manufac-

tures, with sales expected to begin in the second 

quarter fiscal 2004.

Consistent product quality resulting from the

Company’s on-site manufacturing is a major factor in

the achievement of the above awards. Other factors

include: high counts of beneficial live active yogurt cul-

tures, unique flavor selection, and an extensive brand-

ed merchandising program. 

Management believes that the above contracts

launching national expansion into the healthcare 

sector are significant in broadening the Company’s

market base and increasing market share. This business

facilitates expanded distribution of the Company’s

products into the nation’s two largest broadline food-

service distributors and other independent distributors.

Furthermore, it provides opportunity to offer the

Company’s products to non-healthcare customers 

serviced by these distributors. 

SSmmooootthhiiee SSaalleess:: Smoothie sales, consisting of

both fruit and coffee products, increased by 3.5% 

primarily as a result of the growth in coffee latté sales.

Coffee latté sales were initiated with the

Company’s lead customer as stated in the General

Section above. The Company has since installed an

aseptic processing system to facilitate the production

of this coffee latté in a concentrated form.

A coffee latté concentrate has also been devel-

oped for the general market place utilizing the

Company’s newly installed aseptic line. This product is

designed to be mixed with milk at the foodservice 

customer’s location. It is a shelf stable product packed

in half-gallon bags and replaces the premix coffee 

beverage that was copacked in three-gallon bags.  The

new packaging size appeals to a broader foodservice

market, such as coffee shops and restaurants, for

which the larger size is not compatible. The new

YoCaffé® Latté Coffee Concentrate will be introduced

at food shows in the second quarter of 2004.

Marketing strategies in 2004 include teaming with a

new category of distribution partners that market

directly to the optimal customers for this product line.

In the fourth quarter of 2003, the Company initi-

ated a worldwide comprehensive program for aseptic

smoothies with the US Air Force.  This program provid-

ed an introduction to the country’s largest air force

training installation, Lackland Air Force Base in Texas,

which will begin serving smoothies as well as Dannon

YoCream frozen yogurt in the second quarter of 2004.

In the first quarter of 2004, Keesler Air Force Base, one

of the country’s three largest air force bases, approved

the smoothie program and will begin serving smooth-

ies as well as Dannon YoCream frozen yogurt in the

second quarter of 2004. The shelf-stable attributes of

the new smoothie products effectively address the

product storage needs of many military installations,

both domestic and international. In 2004, the new

Fruitquake® Smoothies and YoCaffé® Latté products

will be promoted at food shows, presented at menu

board planning meetings, and advertised in military

and government foodservice publications.
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FFrroozzeenn CCuussttaarrdd,, GGoouurrmmeett IIccee CCrreeaamm aanndd SSooyy::

These products are the latest in a line of classic prod-

ucts that have contributed to the historical growth in

YoCream sales.  Soft frozen custard and gourmet-

softened ice cream represent the indulgent line of

products that the Company introduced last year.  

In June 2002, the Company entered into a 30-

month contract to supply its soft serve frozen custard

to a Nebraska based chain of restaurants. This contract

is being serviced successfully and has resulted in

increased sales.

The outstanding quality of the YoCream Frozen

Custard, along with the teamwork of the Company’s

sales personnel and broker have resulted in this prod-

uct currently being placed in test markets with two

large chain accounts in the fourth quarter. Should the

testing prove satisfactory, these accounts are expected

to significantly increase the Company’s sales volume. 

In the third quarter of 2002, the Company began

selling a proprietary gourmet-softened ice cream in a

10% butterfat vanilla bean and a coffee variety to a

major regional chain of specialty restaurants. In June

2003, the customer suspended purchasing the product

due to pricing concerns. The Company has formulated

a new product to meet the customer’s needs and

expects sales to resume in the second quarter of fiscal

2004. (See General Section p.7.) 

Following the Company’s historical trend of devel-

oping innovative, high quality products, the Company

began distribution in June 2003 of its newest product

line of soy based cultured frozen desserts.  These unique

products are dairy free, all natural, vegan and cultured.

This product has been stocked at the central warehouse

for one of the Nation’s largest distributors facilitating

the opening of 7 new major distribution points. In the

second quarter, management plans to offer a 4oz hard

pack version of the product, which is expected to be

more convenient for the customer base.

Cost of Sales

Cost of sales, as a percentage of revenues, were

72.6%, 71.7%, and 70.6%, in 2003, 2002, and 2001,

respectively.  Costs increased in 2003 and 2002 prima-

rily as a result of the manufacture of coffee latté

freeze. Other significant factors effecting cost of sales

in 2003 and 2002 included increased costs of raw

materials and planned reduction of inventory levels.

(See General Section for details p.7.) 

In fiscal 2001, cost increases were experienced in

ingredients, transportation, and utility costs.

Ingredients used in the Company’s products are agri-

cultural products subject to price risk.  The Company

attempts to minimize this risk by entering into 

contracts to cover its annual production requirements.

During 2001, when certain contracts matured, the

Company experienced significant increases in the costs

of vanilla, cocoa, and sugar.  Competitive conditions

limited the Company’s ability to pass on these costs.

Depreciation and lease payments also increased due to

the plant upgrade project completed in January 2001.

Gross Profit

Gross profit margins were 27.4%, 28.3%, and

29.4%, in 2003, 2002, and 2001, as a result of the fac-

tors discussed above. Margins decreased in 2003, 2002

and 2001 primarily as a result of the change in sales mix,

including the introduction of the new coffee latté prod-

uct, and other cost of sales factors described above.

Selling and Marketing Expenses

Selling and marketing expenses, as a percentage

of revenues, for the years ended October 31, 2003,

2002, and 2001 were 11.1%, 10.4%, and 11.0%,

respectively.  Such expenses are generally related to the

level of revenues and marketing activities. Sales and

marketing expenses in total have increased in 2003,

2002 and 2001 due to promotional expenses, Dannon

royalty payments, an increase in field staff, and travel

expenses related to supporting the sales expansion.

Management believes that the opportunities merit the

intensified sales and marketing activities. 

General and Administrative Expenses

General and administrative expenses for the years

ended October 31, 2003, 2002, and 2001, as a per-

centage of revenues, were 11.5%, 9.9%, and 11.2%,

respectively.  Overall general and administrative

expenses have increased over the three-year period,

primarily due to increases in personnel costs and pro-

fessional fees.  Management believes that personnel

cost increases are consistent with the Company’s

growth. Professional fees are expected to decline in

2004. (See General Section p.7.) 

Income from Operations

Income from operations for the years ended

October 31, 2003, 2002, and 2001 was $990,000,

$1,549,000, and $1,125,000, respectively. The factors

affecting the reduced income from operations in 2003

are explained in the General Section above. 

The significant increase of 37.7% in income from

operations in 2002 resulted primarily from the 24.5%

increase in sales.

The results for 2001 were impacted by the

Company’s commitment to expand its sales organiza-

tion and intensify its marketing programs.  The results

were also affected by the increase in cost of sales

described above.  
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Other Income (Expense)

Interest expense increased in 2001 as a result of

the term loan in June 2001 associated with the plant

upgrade project.  Over the last three years construction

interest capitalized amounted to $9,200 in 2003, $0

in 2002 and $5,300 in 2001.

In August 2002, the Company received notifica-

tion from a third party freight auditor representing a

customer of the Company.  The notification implied

that the customer might be entitled to freight charge

reimbursements for shipments that occurred in 1999

and 2000.  As a result of a subsequent investigation of

this matter, the Company agreed to a settlement of

approximately $147,000, which was provided for in

the fourth quarter 2002.  At that time the Company

believed that the issues that gave rise to this claim

were settled.

During the third quarter 2003, the Company

received notification from the same customer regard-

ing a claim for additional freight charge reimburse-

ments for shipments that occurred primarily in 2001

and 2002, with a portion in 2003.  The financial

results for the third quarter 2003 include a provision

of approximately $182,000 for the settlement of these

additional freight costs.  Management now believes

that this matter has been fully resolved, with the

underlying circumstances remedied, and that there will

not be any additional charge to the income statement

related to this matter.

Other expense of $71,000 in fiscal 2001, primarily

represents a provision for loss on disposition of surplus

equipment.

Income before Income Taxes

Income before taxes for the years ended October

31, 2003, 2002, and 2001 was $803,000,

$1,368,000, and $1,021,000, respectively.  The

change in income from operations in 2003 is explained

in the General Section.  The increase in 2002 is prima-

rily the result of the 24.5% increase in sales.  

Provision for Income Taxes

The effective tax rate was 33.4%, 37.4% and

26.3% in 2003, 2002 and 2001, respectively.  The

effective rates are less than the expected rate of 38.4%

primarily due to the realization of federal tax credits in

2003, 2002 and 2001.  In the future, the Company

expects that its provision for income taxes will be at or

near the applicable federal and state statutory rates.

In 2001, the tax provision was reduced by

research and development tax credits of approximately

$145,000 relating to several years.

Net Income

Net income for the years ended October 31,

2003, 2002, and 2001 was $535,000, $856,000, and

$753,000, respectively.  Net income, as a percentage

of sales, was 2.6%, 4.4%, and 4.8% in each of the

three years. See General Section for management’s

analysis for declining year 2003 net income. The

Company believes that the marketing strategies

described in this document as well as cost control

measures will enable it to improve financial results by

the second and third quarters of 2004. 

New Accounting Pronouncements 

See Note B of Notes to Financial Statements for a

discussion of the adoption of new accounting pro-

nouncements. 

Critical Accounting Policies and Estimates 

The preparation of financial statements in con-

formity with generally accepted accounting principles

requires the appropriate application of certain

accounting policies, many of which require manage-

ment to make estimates and assumptions about future

events and their impact on amounts reported in the

Company’s financial statements and related notes.  On

an ongoing basis, management evaluates these esti-

mates, including those related to inventory reserves

and allowance for doubtful accounts. Management

bases these estimates on historical experience and on

various other assumptions. Actual results may differ

from these estimates if conditions turn out differently

from the assumptions. 

The Company’s accounting policies are more fully

described in Note A of Notes to Financial Statements.

The critical accounting policies are as follows:

Inventories are stated at the lower of cost or mar-

ket. The Company determines cost based on the

first-in, first-out (FIFO) method for raw materials,

packaging materials and supplies, and based on

standard costs for finished goods.  The realizability

of raw material and finished goods inventories is

regularly evaluated based on a combination of

factors including the following: historical usage

rates, forecasted sales or usage, historical spoilage

rates and other factors, and reserves established

as necessary.

Revenue from the sale of products is generally rec-

ognized at the time of shipment to the customer.

Pursuant to EITF 00-14 “Accounting for Certain

Sales Incentives,” certain coupons, rebate offers

and free products offered concurrently with a sin-

gle exchange transaction are recognized at the

later of when revenue is recognized or when the

sales incentive is offered, and reported as a 
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reduction in revenue.  In addition, pursuant to

EITF 00-25 “Vendor Income Statement

Characterization of Consideration Paid to a

Reseller of the Vendor’s Products,” certain promo-

tional costs paid to a retailer or wholesaler by a

vendor in connection with the sale of the vendor’s

or promotion of sales of the vendor’s products by

the retailer or wholesaler are recognized when

incurred and reported as a reduction of revenue.

The Company has adopted the disclosure only pro-

visions of Financial Accounting Standard No. 123,

“Accounting for Stock-Based Compensation” (SFAS

123).  It applies APB Opinion No. 25, “Accounting

for Stock Issued to Employees,” in accounting for

its stock-based compensation plans.

Liquidity and Capital Resources

In recent years, the Company has financed its

operations and expansion from internally generated

funds, bank loans, operating leases, capital leases and

stock sales.  The cash flow for the three years ended

October 31, 2003 is summarized as follows:

Cash provided by operations in fiscal 2003

improved primarily due to the decrease in inventories

of approximately $807,000.  This resulted from man-

agement’s plan to reduce inventories during the year

and the Company continues to effectively service its

marketplace at reduced inventory levels.  

During fiscal 2003, management identified certain

logistics elements and inventory turns as key perform-

ance indicators. As a result of management’s focus on

this area, inventory levels were reduced and inventory

turns increased from approximately 5.4 to 6.6 times per

year. Through improvements in logistics planning, the

related storage costs were reduced by 35% in fiscal

2003. Management plans to continue the current inven-

tory management and logistics programs in fiscal 2004.

The Company’s capital expenditures for the years

ended October 31, 2003, 2002, and 2001 were

approximately $2,379,000, $642,000, and

$2,245,000, respectively. During 2003 the Company

completed the installation of an aseptic processing sys-

tem.  The construction costs to the point of bringing

the system on line in October 2003 was approximately

$2,153,000, including $141,000 in capitalized internal

labor costs associated with the project.

The Company is in the process of evaluating its

capital expenditure plans for fiscal 2004, which will

include approximately $488,000 related to the aseptic

packaging system. The Company has arranged ade-

quate financing as explained below.

Expenditures in 2001 include approximately

$1,922,000 relating to the $2.8 million plant upgrade

project started in 2000. Cash provided by financing in

2001 includes $1,400,000 of term loan borrowing to

finance 50% of the project. The balance of the project

cost was financed with cash generated from operations.

During fiscal 2003 the Company arranged a master

finance lease facility to fund the new aseptic processing

system.  The project was funded by this facility in

December 2003.  At that time the amounts previously

drawn on the line of credit and the existing term loans

were refinanced under the master lease facility.  The

Company also received approximately $395,000, result-

ing in a long-term obligation totaling approximately

$2,953,000.  The remaining amount that can be bor-

rowed under this facility is approximately $539,000.

This financing arrangement provides for payments over

seven years with interest at 30-day LIBOR plus 175 basis

points (2.87% at October 31, 2003), with the option to

convert to a fixed rate by using an interest rate swap

at the Company’s discretion.  The facility is collateral-

ized by the aseptic system project assets and by the

2003 % Change 2002 % Change 2001

Net cash provided by
operating activities $$ 11,,999900,,000000 4488..11%% $ 1,344,000 -16.1% $ 1,602,000

Capital expenditures ((22,,337799,,000000)) 227700..55%% (642,000) -71.4% (2,245,000)

Net cash provided by (used in) 
financing activities 11,,550055,,000000 -555500..00%% (334,000) -130.8% 1,085,000

Net increase in cash 
and cash equivalents 11,,111166,,000000 220033..99%% 367,000 -17.0% 443,000

Cash and cash equivalents 
at end of year 22,,664444,,000000 7733..00%% 1,529,000 31.6% 1,162,000

Working capital $$ 44,,550055,,000000 1188..11%% $ 3,815,000 17.6% $ 3,243,000
or more information, contact
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other equipment and fixtures related to the existing

term loans, and is subject to the same financial

covenants as the revolving line of credit.  Under this

arrangement, the bank also agreed to release its blan-

ket security interest in the other equipment and fix-

tures owned by the Company.

The Company has a bank line of credit of

$2,000,000, which matures in July 2005, and provides

for an interest rate at prime, with the option to lock in

sub-prime rates on blocks of funds up to 90 days.  The

bank has also offered an additional $500,000 term

loan line for equipment purchases.

During the three years ended October 31, 2003,

2002, and 2001 the Company repurchased 26,822,

71,713, and 45,592 shares, respectively of its common

stock.  It has been the Company’s practice to purchase

shares of its stock from time to time, pursuant to

board approved plans.  The Company also purchases

stock for its required contributions to the Company’s

401(k) Employee Savings Plan and Trust.  At October

31, 2003 the Company does not have any plans to

purchase additional shares of its stock at this time,

other than for its required 401(k) contributions.  (See

Note H of Notes to Financial Statements for a further

explanation). 

At October 31, 2003, working capital includes an

income tax receivable of approximately $378,000.  This

primarily resulted from the benefit of accelerated tax

depreciation of the aseptic processing system, which

was completed and placed in service in October 2003.

The Company believes its existing assets, bank

lines, and cash flow from operations will be sufficient

to fund the Company’s operations for at least the next

twelve months.

Off Balance Sheet Arrangements

Prior to fiscal year 2001, the Company entered into

operating leases relating to certain assets utilized in its

production process. (See Note L of the Notes to

Financial Statements for a description of these off-bal-

ance sheet lease commitments.)  The Company also

leases its offices, production facility and warehouse with

terms of 9 to 15 years.  (See Notes L and M of Notes to

Financial Statements for a description of the terms).

Report of Independent Certified Public Accountants

Board of Directors and Shareholders
YOCREAM International, Inc.

We have audited the balance sheets of YOCREAM International, Inc. as of October 31, 2003 and 2002, and the related statements of income,
shareholders' equity and cash flows for each of the three years in the period ended October 31, 2003.  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 auditing standards generally accepted in the United States of America.  Those standards require
that we plan and perform the audit 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 financial 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 YOCREAM
International, Inc. as of October 31, 2003 and 2002, and the results of its operations and its cash flows for each of the three years in the peri-
od ended October 31, 2003, in conformity with accounting principles generally accepted in the United States of America.

Portland, Oregon
January 12, 2004
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22000033 2002

AASSSSEETTSS
CCuurrrreenntt aasssseettss

Cash and cash equivalents  . . . . . . . . . . . . . . . . . . . . $$  22,,664444,,443366 $  1,528,818
Trade accounts receivable, net of allowance 

for doubtful accounts of $37,500 in 2003
and $18,000 in 2002  . . . . . . . . . . . . . . . . . . . . . . 993344,,225599 900,996

Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,,884466,,998899 2,654,432
Other current assets  . . . . . . . . . . . . . . . . . . . . . . . . . 224477,,001122 311,227
Income tax receivable  . . . . . . . . . . . . . . . . . . . . . . . . 337788,,226699 -
Deferred tax assets  . . . . . . . . . . . . . . . . . . . . . . . . . . 7744,,225500 34,600

TToottaall ccuurrrreenntt aasssseettss  . . . . . . . . . . . . . . . . . . . . . . . 66,,112255,,221155 5,430,073

Fixed assets, net  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,,224411,,992222 4,385,900
Intangible and other long-term assets, net  . . . . . . . . . . . 449999,,997700 408,964

TToottaall aasssseettss  . . . . . . . . . . . . . . . . . . . . . . . . . . $$1122,,886677,,110077 $10,224,937

LLIIAABBIILLIITTIIEESS AANNDD SSHHAARREEHHOOLLDDEERRSS’’ EEQQUUIITTYY

CCuurrrreenntt lliiaabbiilliittiieess
Current portion of long-term debt . . . . . . . . . . . . . . . $$     333366,,333333 $     360,358
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,,114444,,004455 1,083,954
Income taxes payable  . . . . . . . . . . . . . . . . . . . . . . . . - 31,709
Other accrued liabilities  . . . . . . . . . . . . . . . . . . . . . . 114400,,114466 139,196

TToottaall ccuurrrreenntt lliiaabbiilliittiieess  . . . . . . . . . . . . . . . . . . . . . 11,,662200,,552244 1,615,217

Long-term debt, less current portion . . . . . . . . . . . . . . . . 22,,227799,,666677 858,167
Deferred tax liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . 779955,,445511 243,800
Other liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2255,,882266 4,558

TToottaall lliiaabbiilliittiieess  . . . . . . . . . . . . . . . . . . . . . . . . 44,,772211,,446688 2,721,742

SShhaarreehhoollddeerrss'' eeqquuiittyy
Preferred stock, no par value, 5,000,000

shares authorized, none issued or outstanding  . . . . - -
Common stock, no par value, 30,000,000 

shares authorized  . . . . . . . . . . . . . . . . . . . . . . . . . 44,,773333,,228811 4,625,981
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,,441122,,335588 2,877,214

TToottaall sshhaarreehhoollddeerrss'' eeqquuiittyy  . . . . . . . . . . . . . . . . . . 88,,114455,,663399 7,503,195

TToottaall lliiaabbiilliittiieess aanndd sshhaarreehhoollddeerrss’’ eeqquuiittyy  . . . . . . $$1122,,886677,,110077 $10,224,937

The accompanying notes are an integral part of these statements.

Balance Sheets
October 31, 2003 and October 31, 2002
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Statements of Income
For the years ended October 31, 2003, 2002, 2001

22000033 2002 2001

SSaalleess . . . . . . . . . . . . . . . . . . . . . . . . . . . . $$2200,,447777,,993344 $19,438,892 $15,616,943

CCoosstt ooff ggooooddss ssoolldd . . . . . . . . . . . . . . . . . . . 1144,,886688,,332244 13,947,245 11,024,318

Gross profit. . . . . . . . . . . . . . . . . . . . . . 55,,660099,,661100 5,491,647 4,592,625

SSeelllliinngg,, ggeenneerraall aanndd aaddmmiinniissttrraattiivvee eexxppeennsseess
Selling and marketing . . . . . . . . . . . . . . 22,,226677,,113377 2,023,469 1,723,884
General and administrative . . . . . . . . . . . 22,,335522,,558800 1,918,944 1,743,660

Income from operations. . . . . . . . . . . . . 998899,,889933 1,549,234 1,125,081

OOtthheerr iinnccoommee ((eexxppeennssee))
Interest income . . . . . . . . . . . . . . . . . . . 66,,114444 14,743 22,806
Interest expense . . . . . . . . . . . . . . . . . . ((2288,,333355)) (48,420) (55,224)
Unusual expenses . . . . . . . . . . . . . . . . . ((115577,,116633)) (147,487) - 
Other, net  . . . . . . . . . . . . . . . . . . . . . . . ((77,,339955)) - (71,470)

Income before income taxes. . . . . . . . . . 880033,,114444 1,368,070 1,021,193

IInnccoommee ttaaxx pprroovviissiioonn  . . . . . . . . . . . . . . . . . 226688,,000000 512,000 268,000

NNeett iinnccoommee. . . . . . . . . . . . . . . . . . . . $$    553355,,114444 $    856,070 $     753,193

Earnings per common share - basic. . . . . . . $$00..2244 $0.38 $0.33

Earnings per common share - diluted . . . . . $$00..2233 $0.38 $0.33

Shares used in basic earnings per share . . . . 22,,225577,,998888 2,253,248 2,262,657

Shares used in diluted earnings per share. . . 22,,228800,,223333 2,272,986 2,271,186

The accompanying notes are an integral part of these statements.
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Statement of Shareholders’ Equity
Fiscal years ended October 31, 2003, 2002, 2001

Total
Common Stock Retained Shareholders'

Shares Amounts Earnings Equity

BBaallaannccee,, OOccttoobbeerr 3311,, 22000000 . . . . . . . . 2,262,583 $4,862,541 $1,267,951 $6,130,492

Net income  . . . . . . . . . . . . . . . . -  -  753,193 753,193
Stock options exercised  . . . . . . . . 43,000 84,350 - 84,350
Repurchase of common stock  . . . (45,592) (173,092) - (173,092)
Tax benefit of options exercised  . . -  23,405 - 23,405

BBaallaannccee,, OOccttoobbeerr 3311,, 22000011 . . . . . . . . 2,259,991 $4,797,204 $2,021,144 $6,818,348

Net income  . . . . . . . . . . . . . . . . -  -  856,070 856,070
Stock options exercised  . . . . . . . . 61,900 216,380 - 216,380
Repurchase of common stock  . . . (71,713) (461,403) - (461,403)
Tax benefit of options exercised  . . -  73,800 - 73,800

BBaallaannccee,, OOccttoobbeerr 3311,, 22000022 . . . . . . . . 2,250,178 $4,625,981 $2,877,214 $7,503,195

Net income  . . . . . . . . . . . . . . . . -  -  553355,,114444 553355,,114444
Stock options exercised  . . . . . . . . 5544,,660000 221100,,550000 - 221100,,550000
Repurchase of common stock  . . . ((2266,,882222)) ((112255,,440000)) - ((112255,,440000))
Tax benefit of options exercised  . . -  2222,,220000 - 2222,,220000

BBaallaannccee,, OOccttoobbeerr 3311,, 22000033 . . . . . . . . 22,,227777,,995566 $$44,,773333,,228811 $$33,,441122,,335588 $$88,,114455,,663399

The accompanying notes are an integral part of these statements.
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Statements of Cash Flows
For the years ended October 31, 2003, 2002, 2001

22000033 2002 2001

CCaasshh fflloowwss ffrroomm ooppeerraattiinngg aaccttiivviittiieess
Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $$   553355,,114444 $   856,070 $   753,193
Adjustments to reconcile net income to net cash

provided by operating activities
Depreciation and amortization  . . . . . . . . . . . . . . . . . 551166,,002288 612,376 588,996
Loss on disposal of equipment  . . . . . . . . . . . . . . . . . 77,,339955 -  72,302
Deferred income taxes  . . . . . . . . . . . . . . . . . . . . . . . 551122,,000011 214,200 49,000
Change in assets and liabilities

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . ((3333,,226633)) 138,007 (41,927)
Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 880077,,444433 (180,894) 23,875
Other assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . ((2266,,779911)) (150,759) (150,379)
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . 6600,,009911 (58,444) 228,518
Income taxes payable  . . . . . . . . . . . . . . . . . . . . . ((440099,,997788)) (90,466) 53,179
Other accrued liabilities  . . . . . . . . . . . . . . . . . . . . 2222,,221188 3,614 25,681

Net cash provided by operating
activities  . . . . . . . . . . . . . . . . . . . . . . . . . . 11,,999900,,228888 1,343,704 1,602,438

CCaasshh fflloowwss ffrroomm iinnvveessttiinngg aaccttiivviittiieess
Expenditures for fixed assets  . . . . . . . . . . . . . . . . . . . . . ((22,,337799,,444455)) (642,149) (2,244,531)

Net cash used in investing activities  . . . . . . . . ((22,,337799,,444455)) (642,149) (2,244,531)

CCaasshh fflloowwss ffrroomm ffiinnaanncciinngg aaccttiivviittiieess
Proceeds from issuance of long-term debt . . . . . . . . . . . . 11,,776677,,550000 181,500 1,400,000
Principal payments on long-term debt . . . . . . . . . . . . . . . ((337700,,002255)) (344,675) (250,048)
Repurchase of common stock  . . . . . . . . . . . . . . . . . . . . . ((112255,,440000)) (461,403) (173,092)
Proceeds from exercise of stock options . . . . . . . . . . . . . . 223322,,770000 290,180 107,755

Net cash provided by (used in)
financing activities  . . . . . . . . . . . . . . . . . . . 11,,550044,,777755 (334,398) 1,084,615

Net increase in cash and
cash equivalents  . . . . . . . . . . . . . . . . . . . . . 11,,111155,,661188 367,157 442,522

Cash and cash equivalents, beginning of year . . . . . . . . . . . . . 11,,552288,,881188 1,161,661 719,139

CCaasshh aanndd ccaasshh eeqquuiivvaalleennttss,, eenndd ooff yyeeaarr  . . . . . . . . . . . . . . . . . $$22,,664444,,443366 $1,528,818 $1,161,661

The accompanying notes are an integral part of these statements.



18

Note A - Operations and Summary of
Significant Accounting Policies

YOCREAM International, Inc. (the Company) was

incorporated on January 14, 1977 in the state of

Oregon. The Company manufactures and wholesales

frozen yogurt, custard, ice cream, fruit and coffee

smoothie beverages, under its brand names "YOCRE-

AM" or "DANNON YOCREAM", and also under private

labels. Sales are made primarily throughout the United

States to and through a variety of outlets, including

distributors, discount club warehouses, convenience

stores, restaurants, hospitals, schools, military installa-

tions, quick serve restaurants and specialty shops.

1. Significant Estimates

In preparing financial statements in conformity

with accounting principles generally accepted in the

United States of America, management is required to

make estimates and assumptions that affect the

reported amounts of assets and liabilities and the dis-

closure of contingent assets and liabilities at the date

of the financial statements and revenues and expenses

during the reporting period.  Actual results could differ

from those estimates.

2. Cash and Cash Equivalents

Cash and cash equivalents include money market

and other short-term investments with a remaining

maturity of three months or less when purchased.

3. Accounts Receivable

The majority of the Company's accounts receivable

are due from companies in the retail and wholesale

food service industries.  Credit is extended based on

evaluation of a customers' financial condition and, the

Company periodically performs credit evaluations of its

customers.  Credit insurance is obtained on selected

accounts.  Accounts receivable are generally due with-

in 15 days and are stated at amounts due from cus-

tomers net of an allowance for doubtful accounts.

Accounts outstanding longer than the contractual pay-

ment terms are considered past due.  The Company

determines its allowance by considering a number of

factors, including the length of time trade accounts

receivable are past due, the Company's previous loss

history, the customers' current ability to pay its obliga-

tion to the Company, and the condition of the general

economy and the industry as a whole.  The Company

writes-off accounts receivable when they become

uncollectible, and payments subsequently received on

such receivables are credited to the allowance for

doubtful accounts.  Historically the Company's credit

losses have been insignificant.  

4. Inventories

Inventories are stated at the lower of cost or mar-

ket.  The Company determines cost based on the first-

in, first-out (FIFO) method for raw materials, packag-

ing materials and supplies, and based on standard

costs for finished goods.

5. Fixed Assets

Fixed assets are stated at cost.  Expenditures for

replacements and improvements are capitalized, and

expenditures for repairs and maintenance and routine

replacements are charged to operating expense as

incurred.  When assets are sold or otherwise disposed

of, the cost and related accumulated depreciation are

eliminated from the accounts and any resulting gain or

loss is included in operations.  Depreciation is provided

for on a straight-line basis in amounts sufficient to

relate the cost of depreciable assets to operations over

their estimated service lives.  Leasehold improvements

are amortized over the life of the lease or the service life

of the improvement, whichever is shorter.  Property,

plant and equipment are reviewed for impairment

whenever events or circumstances indicate that the car-

rying amount of assets may not be recoverable in accor-

dance with Statement of Financial Accounting

Standards ("SFAS") No. 144 "Accounting for the

Impairment or Disposal of Long-Lived Assets." The recov-

erability of property, plant and equipment to be held

and used is evaluated by comparing the carrying

amount of an asset to the estimated future net undis-

counted cash flows to be generated by the asset.  If

such assets are considered to be impaired, the impair-

ment to be recognized is measured as the amount by

which the carrying amount of the assets exceeds the fair

value of the assets.  The estimated lives used in calculat-

ing depreciation and amortization are as follows:

Plant equipment 10-25 years 
Office equipment and furnishings 3-10 years  
Leasehold improvements 5-14 years  

6. Financial Instruments

The carrying values of cash and cash equivalents,

accounts receivable and payable, approximate fair

value because of the relatively short maturity of these

instruments.  The carrying value of notes payable and

long-term debt approximate fair values based upon

the interest rates available to the Company for similar

instruments.

Notes To Financial Statements
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7. Revenue Recognition and Sales Incentives

Revenue from the sale of products is generally rec-

ognized at the time of shipment to the customer.

Pursuant to EITF 00-14 "Accounting for Certain Sales

Incentives," certain coupons, rebate offers and free

products offered concurrently with a single exchange

transaction are recognized at the later of when rev-

enue is recognized or when the sales incentive is

offered, and reported as a reduction in revenue.  In

addition, pursuant to EITF 00-25 "Vendor Income

Statement Characterization of Consideration Paid to a

Reseller of the Vendor's Products," certain promotional

costs paid to a retailer or wholesaler by a vendor in

connection with the sale of the vendor's products, or

promotion of sales of the vendor's products, by the

retailer or wholesaler are recognized when incurred

and reported as a reduction of revenue.  For the three

years ended October 31, 2003, 2002 and 2001 the

total of rebates and promotional costs charged against

sales were approximately $610,000, $599,000, and

$569,000, respectively.

8. Shipping and Handling Costs

Shipping and handling costs are classified as part

of cost of sales.  Payments received from customers for

shipping and handling costs are classified as part of

net sales upon recognition of the related sale.

9. Research and Development Costs

Research and development costs are expensed as

incurred.  For the years ended October 31, 2003, 2002

and 2001 such costs aggregated approximately

$555,000, $446,000 and $269,000, respectively.

10. Earnings Per Share (EPS)

Basic EPS is computed using the weighted average

number of shares of common stock outstanding for

the period.  Diluted EPS is computed using the weight-

ed average number of shares of common stock and

dilutive common stock equivalents outstanding during

the period.  Common equivalent shares from stock

options are excluded from the computation when their

effect is antidilutive.

11. Supplemental Cash Flow Information

The Company made cash interest payments of

approximately $37,000, $48,000 and $61,000 for the

years ended October 31, 2003, 2002 and 2001, respec-

tively.  Income taxes paid for the years ended October

31, 2003, 2002, and 2001 totaled approximately

$144,000, $315,000 and $142,000, respectively.

12. Stock Based Compensation Plans

The Company has stock-based employee compen-

sation plans which are more fully described in Note I.

The Company has adopted the disclosure only provi-

sions of Financial Accounting Standard No. 123,

"Accounting for Stock-Based Compensation" (SFAS

123).  It applies APB Opinion No. 25, "Accounting for

Stock Issued to Employees," in accounting for its Plans.

Had the Company used the fair value methodolo-

gy of SFAS 123 for determining compensation

expense, the Company's net income and net income

per share would approximate the pro forma amounts

below:

22000033 2002 2001

Net income,
as reported $$553355,,114444 $856,070 $753,193

Net income,
pro forma  330011,,777799 856,070 671,743

Diluted net 
income per 
common share,
as reported  00..2233 0.38   0.33

Diluted net
income per 
common share,
pro forma  $$ 00..1133 $ 0.38 $ 0.30

The weighted-average fair value of options grant-

ed during the years ended October 31, 2003, 2002,

and 2001 were $1.73, $2.17, $1.35, respectively.  The

fair value of each option grant is estimated on the

date of grant using the Black-Scholes options-pricing

model with the following weighted-average assump-

tions in 2003, 2002, and 2001, respectively: no divi-

dends; expected volatility of 36%, 43%, and 42%; risk-

free interest rate of 3.19%, 2.95%, and 3.91%, and an

expected life of 5 years.

13. Concentrations of Credit Risk and Major
Customer

One customer accounted for 60% and 63% of

accounts receivable at October 31, 2003 and 2002.

This same customer accounted for 70%, 68% and

67% of total revenues in the years ended October 31,

2003, 2002 and 2001.

14. Reclassifications

Certain balance sheet items at October 31, 2002

have been reclassified to conform to the current year's

presentation.

Note B - Adoption of Accounting
Pronouncements

SFAS No. 142

In July 2001, the Financial Accounting Standards

Board ("FASB") issued Statement of Financial

Accounting Standards ("SFAS") SFAS No. 142,

"Goodwill and Other Intangible Assets."  SFAS No. 142
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changes the accounting for goodwill and other 

identifiable intangibles with indefinite lives from an

amortization method to an impairment-only approach.

The Company adopted SFAS No. 142 and, as a result,

amortization of intangibles determined to have indefi-

nite lives ceased in the first quarter of fiscal 2003.

Had SFAS No. 142 been adopted at the beginning of

fiscal 2002, depreciation and amortization of approxi-

mately $9,900 would not have been recorded, and net

income would have been approximately $862,600 for

the year ended October 31, 2002, respectively, with no

effect on earnings per share.

SFAS No. 143

In June 2001, the Financial Accounting Standards

Board issued SFAS No. 143, "Accounting for Asset

Retirement Obligations." This statement addresses the

financial accounting and reporting for the retirement

of tangible long-lived assets and the associated asset

retirement costs. The Company believes the adoption

of SFAS 143 will have no significant impact on its

financial statements. 

SFAS No. 144

In October 2001, the FASB issued SFAS No. 144,

"Accounting for the Impairment or Disposal of Long-

Lived Assets," which addresses financial accounting

and reporting for the impairment or disposal of long-

lived assets. This Statement supersedes SFAS No. 121,

"Accounting for the Impairment of Long-Lived Assets

and for Long-Lived Assets to Be Disposed Of," and APB

Opinion No. 30, "Reporting the Results of Operations -

Reporting the Effects of Disposal of a Segment of a

Business, and Extraordinary, Unusual and Infrequently

Occurring Events and Transactions for the Disposal of a

Segment of a Business." SFAS No. 144 became effec-

tive for fiscal years beginning after December 15,

2001.  The adoption of SFAS No. 144 in the first quar-

ter of fiscal 2003 had no effect on financial position,

cash flows or results of operations.

SFAS No. 150

In May 2003, the FASB issued SFAS No. 150,

"Accounting for Certain Financial Instruments with

Characteristics of Both Liabilities and Equity."  SFAS No.

150 establishes standards for how to classify and meas-

ure financial instruments with characteristics of both lia-

bilities and equity.  It requires financial instruments that

fall within its scope to be classified as liabilities.  SFAS

No. 150 is effective as of June 1, 2003 for financial

instruments entered into or modified on or after that

date and, for pre-existing financial instruments, as of

July 1, 2003.  However, in October 2003, the FASB

deferred indefinitely the provisions of SFAS No. 150 that

relate to mandatorily redeemable, non-controlling inter-

ests.  The provisions of SFAS No. 150 have been

reviewed and it has been determined that the Company

does not currently have any financial instruments that

have characteristics of both debt and equity.

Note C - Inventories

Inventories consist of the following at October 31,:
22000033 2002

Finished goods $$ 11,,224466,,770000 $ 1,996,415
Raw materials 336688,,444411 412,345
Packaging material 

and supplies 223311,,884488 245,672
$$ 11,,884466,,998899 $ 2,654,432

Note D - Fixed Assets

Fixed assets consist of the following at October 31,:
22000033 2002

Machinery 
and equipment $$ 88,,446666,,883366 $ 6,256,922

Office equipment
and furnishings 225533,,889966 245,305

Leasehold improvements 11,,118866,,664466 1,182,210
Construction in process 115599,,447755 95,361

1100,,006666,,885533 7,779,798
Less accumulated 

depreciation and 
amortization ((33,,882244,,993311)) (3,393,898)

$$ 66,,224411,,992222 $ 4,385,900

During the year ended October 31, 2003, the

Company expended $2,184,000 related to the installa-

tion of an aseptic processing system, which was placed

in service in October 2003.

Note E - Intangible and Other 
Long-Term Assets

Intangible assets consist of trademarks, principally

"YoCream" with a cost basis of $257,000.

Accumulated amortization associated with intangible

assets totaled $161,000 at October 31, 2003 and

2002.  In accordance with the provisions of SFAS No.

142, the amortization of trademarks ceased beginning

in the first quarter 2003.

As of October 31, 2003 and 2002, the Company

had made deposits totaling $209,000 and $101,000

related to the leases of various equipment and its pro-

duction and office facility, and had insurance policy

premium advances of $190,000 and $163,000,

respectively (see Note M).  As of October 31, 2003

and 2002, the Company also had other long-term

Note B – Adoption of Accounting
Pronouncements  – Continued
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assets of $5,000 and $49,000, respectively.  These

items are included in intangible and other long-term

assets in the accompanying balance sheet.

Note F - Current and Long-Term Debt 

The Company has an uncollaterialized bank line of

credit, which permits borrowing of up to $2,000,000.

The line bears interest at the bank's commercial lend-

ing rate, 4.00% at October 31, 2003.  The line is sub-

ject to renewal by July 2005.  At October 31, 2003,

the Company borrowed $1,566,000 under the line of

credit in anticipation of completing the long-term

financing arrangement described below.  In December

2003, the amount borrowed under the line was trans-

ferred into the long-term facility described below leav-

ing no amount drawn on the line.  There were no

amounts drawn on this line at October 31, 2002.

The line of credit contains certain financial

covenants including covenants related to the ratio of

senior liabilities (as defined) to adjusted tangible capi-

tal, current ratio and operating cash flow to fixed

charge as well as limits the amount of common stock

which can be repurchased by the Company.  At

October 31, 2003, the Company was in compliance

with all of these ratios and covenants.

In December 2003, the Company finalized the

terms of the master finance lease facility, which refi-

nances the existing bank term loans of $991,667 and

provides additional monies of up to $2,500,000

(including the amount borrowed in October) to fund

food manufacturing equipment expenditures.  The

facility, which reduced the interest rate by 25 basis

points beginning in July 2003 and extended the matu-

rity date on the existing term loans, provides for pay-

ments over seven years with interest at 30-day LIBOR

plus 175 basis points, with the option to convert to a

fixed rate by using an interest rate swap at the

Company's discretion. The facility is subject to the

same financial covenants as the revolving line of credit,

and is collateralized by the aseptic system project

assets, and by the other equipment and fixtures relat-

ed to the existing term loans.  In December 2003 the

Company borrowed an additional $394,887 under the

terms of the master lease agreement.  In conjunction

with the payoff of the existing term loans, the lender

agreed to release its blanket security interest in the

other equipment and fixtures owned by the Company.

The debt maturity schedule as shown is based on

the terms of the new financing facility, which provides

for 84 monthly payments of $33,680 at the initial 30-

day LIBOR rate of 1.15% plus 175 basis points.  The

actual monthly payment will fluctuate with changes in

the 30-day LIBOR rate.

Long-term debt consists of the following at

October 31,:
22000033 2002

Note payable to a bank in 
monthly installments of 
$5,833 through December 
2007, plus interest at
30-day LIBOR plus 1.75%
(2.87% at October 31,2003)
collateralized by certain
equipment. $$    330033,,333333 $  181,500

Note payable to a bank 
in monthly installments of 
$23,333 through June 2006,
plus interest at 30-day LIBOR
plus 1.75% (2.87% at 
October 31,2003)
collateralized by certain
equipment. 774466,,666677 1,026,667

Capitalized lease obligation
to a bank in monthly 
installments of $20,622
through December 2010, 
plus interest at 30-day
LIBOR plus 1.75% (2.87% 
at October 31,2003)
collateralized by certain
equipment. 11,,556666,,000000 -

Note payable in monthly
installments of $943
through October 2003,
including interest at 6.6%,
without collateral - 10,358   

22,,661166,,000000 1,218,525
Less portion due within 

one year ((333366,,333333)) (360,358)
$$ 22,,227799,,666677 $   858,167

The principal portion of long-term debt is payable

as follows:

Year ending
October 31,

2004  $$   333366,,333333
2005 334422,,558800
2006 335522,,664488
2007 336633,,001122
2008 337733,,668800

Thereafter 884477,,774477
$$22,,661166,,000000
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Note G - Advertising Costs
Advertising costs are charged to operations in the

year incurred.  For the years ended October 31, 2003,
2002 and 2001 advertising costs aggregated approxi-
mately $378,000, $372,000 and $327,000, respectively.

Note H - Employee Benefit Plans 
The Company has a 401(k) Employee Savings Plan

and Trust (the Plan) which requires the Company to
make contributions to the Plan in the amount of 3%
of eligible employee compensation.  The Plan allows
that the required contributions may be invested in
common stock of the Company.  The Company made
contributions to the Plan of approximately $85,000,
$56,000 and $51,000 during the years ended October
31, 2003, 2002 and 2001, respectively.  All such con-
tributions have been made in the form of common
stock of the Company, which has been purchased on
the open market.

Additionally, the Company has a profit-sharing
plan for eligible employees.  Under the provisions of
the plan, the Company may, at its discretion, make
contributions of a sum not in excess of the amount
permitted under the Internal Revenue Code as a
deductible expense.  The Company has not made any
contributions to this plan.

Note I - Stock Option Plans 
In January 1994, the Company's Board of Directors

adopted a Combined Incentive and Nonqualified Stock
Option Plan and reserved 200,000 shares of common
stock for issuance pursuant to this plan.    Options are
exercisable in such amounts and at such times as
authorized by a Stock Option Agreement applicable to
each option.  At October 31, 2003, these options had
an exercise price of $4.00 and a weighted average
remaining contractual life of approximately 1 year.

A summary of option transactions relating to the
Combined Incentive and Nonqualified Stock Option
Plan is as follows:

Shares Weighted 
under Average

option Exercise Price  

Balance, October 31, 2000 130,000 $3.54
Granted -
Exercised (23,000) 1.75
Expired - -  

Balance, October 31, 2001 107,000 3.93
Granted -
Exercised (31,900) 3.76
Expired - -

Balance, October 31, 2002 75,100 4.00
Granted -
Exercised ((4444,,660000)) 44..0000
Expired - - 

Balance, October 31, 2003 3300,,550000 $$44..0000

In March 2000, the shareholders approved the

2000 Stock Option Plan.  The plan provides for the

grant of options to directors, key employees including

employees who are directors and other persons who

provide services to the Company.  Initially the plan

authorized the issuance of 100,000 shares of common

stock upon exercise of options granted under the plan.

In April 2002 and 2003, the shareholders approved

amendments to the plan to increase the number of

shares authorized for grants under the plan to

400,000.  Options granted under the plan are exercis-

able at a per share price not less than 100% of the fair

market value of the underlying common stock on the

date of the grant.  Incentive stock options granted to

any person with beneficial ownership of 10% or more

of the outstanding shares of common stock must be

exercisable at a per share price not less than 110% of

the fair market value of the stock on the date of the

grant.  The plan will terminate January 25, 2010.

A summary of option transactions relating to the

2000 Stock Option Plan is as follows:

Shares Weighted 
under Average

option Exercise Price

Balance, October 31, 2000 - 
Granted 70,000 $3.21
Exercised (5,000) 3.21

Balance, October 31, 2001 65,000 3.21
Granted 65,000 5.26
Exercised (30,000) 3.21
Expired - -

Balance, October 31, 2002 100,000 4.54
Granted 118800,,000000 44..7700
Exercised ((1100,,000000)) 33..2211
Expired ((1155,,000000)) 44..5588

Balance, October 31, 2003 225555,,000000 $$44..7700

At October 31, 2003, there were 385,500 shares

of common stock reserved for issuance under the

Company's stock option plans.

Note J - Income Taxes

The provision for income taxes for the years ended

October 31, consists of the following:

22000033 2002 2001

Current $$((224444,,000000)) $297,800 $219,000
Deferred 551122,,000000 214,200 49,000

$$  226688,,000000 $512,000 $268,000
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The effective tax rate differed from the statutory

federal tax rate due to the following:

Year ended October 31,
22000033 2002 2001

Statutory 
federal tax 
rate (graduated) 3344..00%% 34.0% 34.0%

State taxes, 
net of federal 
benefit 33..77 4.1 3.8

Tax credits ((44..55)) (2.1) (10.5) 
Other ..22 1.4 (1.0)

3333..44%% 37.4% 26.3%

Deferred tax assets (liabilities) consist of the 

following at October 31,:

22000033 2002

Deferred tax assets
Accrued expenses $$       55,,880000 $       9,600
Allowance for  

doubtful accounts 1144,,440000 6,900
State NOL carryforward 2244,,330000 -
Other 2299,,775500 18,100

Deferred tax assets $$     7744,,225500 $     34,600

Deferred tax liabilities
Fixed assets $$ ((779955,,445511)) $ (243,800)

Management evaluates on a quarterly basis the

recoverability of the deferred tax assets and the level of

the valuation allowance.  As of October 31, 2003 and

2002, the Company has not recorded an allowance

against deferred tax assets.  

NOTE K - EARNINGS PER SHARE

The following table is a reconciliation of the numerators and denominators of the basic and diluted per share

computations for each of the three years ended October 31,:
Weighted

Income Average Shares Per-Share
(Numerator) (Denominator) Amount

22000011
Basic earnings per share

Income available to common shareholders   $   753,193  2,262,657  $ 0.33
Effect of dilutive securities

Stock options - 8,529 -
Diluted earnings per share

Income available to common shareholders  $   753,193 2,271,186  $ 0.33

22000022
Basic earnings per share

Income available to common shareholders  $   856,070   2,253,248  $ 0.38
Effect of dilutive securities

Stock options - 19,738 -
Diluted earnings per share

Income available to common shareholders  $   856,070  2,272,986  $ 0.38

22000033
Basic earnings per share

Income available to common shareholders  $$   553355,,114444   22,,225577,,999988  $$ 00..2244
Effect of dilutive securities

Stock options - 2222,,223355 -
Diluted earnings per share

Income available to common shareholders  $$   553355,,114444  22,,228800,,223333  $$ 00..2233
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Note L - Operating Lease Commitments 

The Company leases its production, warehouse

and office facilities under operating lease agreements

with related parties, as described below.  In addition,

the Company leases equipment under non-cancelable

operating leases with unrelated third parties.

Minimum lease payments required under these

operating leases are as follows:

Year ending
October 31,

2004 $$    559966,,000000
2005 554433,,000000
2006 449977,,000000
2007 444455,,000000
2008 440077,,000000
Thereafter 22,,885533,,000000

$$ 55,,334411,,000000

Operating lease expense for the years ended

October 31, 2003, 2002 and 2001 approximated

$547,000, $505,000, and $508,000. Operating lease

expenses are allocated between manufacturing costs

and general and administrative expenses in the accom-

panying statements of income.

Note M - Related Party Transactions 

The Company leases its production and office

facilities from a company that is owned by the

Company's chief executive officer, its former president,

a director and secretary, and certain other shareholders

of the Company. The lease has a remaining term of

approximately 9 years with renewal provisions and cur-

rently provides for a base rent of $17,000 per month

for the period from July 2003 to July 2006.  Thereafter

the lease increases approximately 8% every three years.

Payments under the lease for the years ended October

31, 2003, 2002 and 2001 were approximately

$199,000, $187,000 and $187,000, respectively. 

In October 2003, the Company entered into an

agreement to lease an adjoining warehouse facility

from the same company described above.  The lease

has a term of 15 years and provides for a base rent of

approximately $12,800 per month for the period from

November 2003 to 2006.  Thereafter the lease pay-

ment increases approximately 9% every three years. 

The Company has retained the services of a law firm

in which a director of the Company is a shareholder. The

law firm has served as the Company's general counsel

and for the years ended October 31, 2003, 2002 and

2001 billed the Company fees of approximately

$339,000, $217,000, and $145,000, respectively.

In August 2003, the Company entered into a three-

year consulting agreement with its former president,

upon his retirement after 27 years of service, and 

resignation from his positions as president and a direc-

tor of the Company.  Under the terms of the consulting

agreement, he will be paid an annual fee of approxi-

mately $136,700.  Additionally, the Company will con-

tinue to provide health insurance benefits during the

term of the agreement, and fund a $500,000 split dol-

lar life insurance policy until the policy is paid up, or the

event of death.  Payments under the agreement for the

year ended October 31, 2003 were approximately

$38,000.  The policy has been assigned to the Company

as collateral for the repayment of the premiums.  In the

event of the death of the former employee, the

Company would be paid the amount of its premium

advances.  The Company's premium advances since the

inception of this policy are approximately $85,000 and

$73,000 at October 31, 2003 and 2002, respectively,

and are classified as part of Other Long-Term Assets (See

Note E).

The Company also maintains a $500,000 split dol-

lar life insurance policy on its chief executive officer

under which the Company pays the premiums.  The

policy is assigned to the Company as collateral for the

repayment of the premiums.  In the event of the death

of the employee, the Company would be paid the

amount of its premium advances.  Since the inception

of this policy such advances are approximately

$105,000 and $90,000 at October 31, 2003 and

2002, respectively, and are classified as part of Other

Long-Term Assets (See Note E).

Note N- Unusual Expenses 

In August 2002, the Company received notification

from a third party freight auditor representing a cus-

tomer of the Company.  The notification implied that

the customer might be entitled to up to $140,000 for

additional freight charge reimbursements for shipments

that occurred in 1999 and 2000.  As a result of a subse-

quent investigation of this matter, the Company agreed

to a settlement of approximately $147,000, which was

provided for in the fourth quarter 2002.  At that time

the Company believed that the issues that gave rise to

this claim were settled.

During the third quarter 2003, the Company

received notification from the same customer regarding

a claim for additional freight charge reimbursements for

shipments that occurred primarily in 2001 and 2002,

with a portion in 2003.  The financial results for the

third quarter 2003 include a provision of approximately

$182,000 for the settlement of these additional freight

costs.  Management now believes that this matter has

been fully resolved, with the underlying circumstances

remedied, and that there will not be any additional

charge to the income statement related to this matter.



Shareholder Information

Note O - Quarterly Financial Data (Unaudited) 

Quarterly financial data for the two years ending October 31, 2003 is as follows:
Basic Diluted

Gross Net Earnings Earnings
Sales Profit Income Per Share Per Share

22000033
1st quarter $$  33,,886699,,000088 $$  997711,,990099 $$  1100,,664477 $$00..0000 $$00..0000
2nd quarter 44,,999955,,227744 11,,338866,,550055 113388,,773333 00..0066 00..0066
3rd quarter 66,,663355,,991155 11,,998866,,773377 333355,,999988 00..1155 00..1155
4th quarter 44,,997777,,773377 11,,226644,,445599 4499,,776666 00..0022 00..0022

(1) $$2200,,447777,,993344 $$55,,660099,,661100 $$553355,,114444 $$00..2244 $$00..2233

22000022
1st quarter $  3,361,716 $1,017,012 $103,501 $0.05 $0.05
2nd quarter 4,593,568 1,327,212 224,242 0.10 0.10
3rd quarter 6,289,553 1,811,877 469,976 0.21 0.21
4th quarter 5,194,055 1,335,546 58,351 0.03 0.03

(1) $19,438,892 $5,491,647 $856,070 $0.38 $0.38

(1)  See NOTE N (left) regarding the impact of unusual expenses.
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