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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

ENCORE CAPITAL GROUP, INC.
CONDENSED CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

(In thousands except share data)

December 31, June 30,
2001 (A) 2002

(Unaudited)
Assets      
Cash  $   1,412 $   1,289 
Restricted cash  3,053 4,225 



Investment in receivable portfolios, net (Note 5)  47,001 48,836 
Retained interest in securitized receivables (Note 6)  17,926 11,085 
Property and equipment, net (Note 7)  5,244 4,373 
Other assets, net  3,075 3,998 

    Total assets  $ 77,711 $ 73,806 

Liabilities and Stockholders' Equity (Deficit)      
Accounts payable and accrued liabilities  $   7,240 $ 7,681 
Accrued profit sharing arrangement (Note 8)  2,378 6,849 
Notes payable and other borrowings (Notes 5 and 8)  69,215 51,351 
Capital lease obligations

 
1,236

 
730

 
     Total liabilities  80,069 66,611 

Commitments and Contingencies (Note 11)    
Stockholders' equity (deficit) (Notes 2 and 3)      
Preferred stock, $0.01 par value, 5,000,000 shares authorized,      
   zero shares and 1,000,000 shares issued and    
   outstanding at December 31, 2001 and June 30, 2002,    
    respectively  – 10 
Common stock, $0.01 par value, 50,000,000 shares authorized,      
   and 7,161,132 shares and 7,411,132 shares issued and outstanding at      
   December 31, 2001 and June 30, 2002, respectively  72 74 
Additional paid in capital  22,111 31,431 
Accumulated deficit  (25,737) (24,996)
Accumulated other comprehensive income  1,196 676 

Total stockholders' equity (deficit)  (2,358) 7,195 

Total liabilities and stockholders' equity (deficit)  $ 77,711 $ 73,806 

(A) Derived from the audited consolidated financial statements as of December 31, 2001.

See accompanying notes to condensed consolidated financial statements
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ENCORE CAPITAL GROUP, INC.
Condensed Consolidated Statements of Operations

Three Months Ended Six Months Ended
June 30, June 30,

2001 2002 2001 2002
(In thousands, except per share amounts)

(Unaudited)
 Revenues          
  Income from portfolio receivables  $   6,755  $ 17,985  $ 10,538  $ 33,232  
  Income from retained interest (Note 6)  2,570  1,419  5,307  3,218  
  Servicing fees and related income (Note 11)    1,116       725    3,273    1,875  
 Total revenues  10,441  20,129  19,118  38,325  
 Operating expenses          
  Salaries and employee benefits  7,041  8,934  13,383  17,202  
  Other operating expenses  2,543  4,290  4,416  7,817  
  General and administrative expenses  1,422  1,547  2,717  2,971  
  Depreciation and amortization       572       598    1,142    1,191  
 Total operating expenses  11,578  15,369  21,658  29,181  
 Income (Loss) before other income and expense and income          
   taxes  (1,137 ) 4,760  (2,540 ) 9,144  
Other income and expense          
 Interest expense  (2,463 ) (3,990 ) (4,550 ) (8,012 )
 Other income (expense)         54         66         82       157  
 Income (Loss) before income taxes  (3,546 ) 836  (7,008 ) 1,289  
 Income tax benefit (provision)    (334 )   (144 )   (615 )   (363 )
Net Income (Loss)  (3,880 ) 692  (7,623 ) 926  

   Preferred Dividends (Note 3)      –       (125 )     –       (185 )
Net Income (Loss) available to common stockholders  $(3,880 ) $      567  $(7,623 ) $      741  

Earnings (Loss) per share (Note 10)          
Basic  $  (0.54 ) $     0.08  $  (1.06 ) $     0.10  



Diluted  $  (0.54 ) $     0.04  $  (1.06 ) $     0.06  
Shares used for computation          
Basic   7,161   7,367   7,161   7,265  
Diluted   7,161  17,838   7,161  14,936  

See accompanying notes to condensed consolidated financial statements
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ENCORE CAPITAL GROUP, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Six Months Ended
June 30,

2001 2002
(Unaudited, in thousands)

Operating Activities      
      Gross collections  $ 36,202 $ 69,620 
          Less: Amounts collected on behalf of third parties (Note 11)  (7,045) (5,835)
          Less: Amounts applied to principal on receivable portfolios  (6,951) (21,753)
          Less: Amounts applied to principal of Securitization 98-1  – (5,937)
      Servicing fees  3,273 1,876 
      Operating Expenses:      
          Salaries and employee benefits  (13,567) (16,935)
          Other operating expenses  (2,999) (3,662)
          Collection legal expense  (1,806) (4,469)
          General and administrative  (3,010) (3,301)
          Interest payments  (2,429) (2,625)
          Other income and expense  82 157 
      Increase in restricted cash  (296) (1,172)

Net cash provided by operating activities  1,454 5,964 

Investing Activities      
Proceeds from sales of receivable portfolios  940 – 
Purchases of receivable portfolios  (18,909) (23,622)
Collections applied to principal of receivable portfolios  6,951 21,752 
Collections applied to principal of Securitization 98-1  – 5,937 
Purchases of property and equipment  (299) (321)
Proceeds from the sale of property and equipment  52 –

Net cash (used in) provided by investing activities  (11,265) 3,746

Financing Activities      
Proceeds from exercise of common stock warrants (Note 8)  – 2 
Proceeds from sale of preferred stock, net (Note 3)  – 4,590 
Proceeds from notes payable and other borrowings  18,046 28,099 
Repayment of notes payable and other borrowings  (7,633) (41,864)
Capitalized loan costs relating to finance arrangement  (55) (154)
Repayment of capital lease obligations  (494) (506)

Net cash provided by (used in) financing activities  9,864 (9,833)

Net increase (decrease) in cash  53 (123)
Cash at beginning of period  888 1,412 

Cash at end of period  $   941 $   1,289 

See accompanying notes to condensed consolidated financial statements
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ENCORE CAPITAL GROUP, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (cont.)

Reconciliation of Net Loss to Net Cash (Used in) Provided by Operating Activities

Six Months Ended
June 30,



2001 2002
(Unaudited, in thousands)

Net Income (loss)  $    (7,623) $         926 
Adjustments to reconcile net income (loss) to net cash      
  (used in) provided by operating activities:      
       Depreciation and amortization  1,142 1,191 
       Amortization of loan costs and debt discount  759 429 
       Gain on sales of property and equipment  (14) – 
       Deferred income tax expense  615 364 
       Increase in income on portfolio receivables  5,657 34 
       Increase in income on retained interest  507 414 
Changes in operating assets and liabilities:      
       Increase in restricted cash  (296) (1,172)
       Increase in other assets  (723) (1,189)
       Note payable issued in lieu of interest payment  633 – 
       Increase in accounts payable and accrued liabilities  797 2,396 
       Increase in profit sharing arrangement  – 2,571 

Net cash provided by operating activities  $   1,454 $     5,964 

See accompanying notes to condensed consolidated financial statements
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ENCORE CAPITAL GROUP, INC.
Condensed Consolidated Statement of Stockholders' Equity (Deficit)

(Unaudited, in thousands)

Accumulated
Additional Other

Preferred Stock  Common Stock  Paid-in Accumulated     Comprehensive
Shares Par Shares Par Capital Deficit Income Total

Balance at December 31, 2001  –  $  –  7,161  $ 72  $ 22,111  $ (25,737) $ 1,196  $(2,358)
   Net Income  –  –  –  –  –  926  –  926  
   Other comprehensive                  
     loss - decrease in                 
     unrealized gain  (Note9)  –  –  –  –  –  –  (520) (520)

   Comprehensive gain                  406
   Net proceeds from                 
     issuance of preferred                  
     stock (Note 3)  1,000  10  –  –  4,579  –  –  4,589  
   Preferred dividends (Note 3)  –  –  –  –  –  (185)  –  (185)
   Forgiveness of debt,                 
     net (Note 3)  –  –  –  –  4,665  –  –  4,665  
   Common stock warrants                  
        (Note 8)  –  –  250  2  76  –  –  78  

Balance at June 30, 2002  1,000  $ 10  7,411  $ 74  $ 31,431  $ (24,996)  $    676  $ 7,195  

See accompanying notes to condensed consolidated financial statements
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ENCORE CAPITAL GROUP, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

Note 1 - Basis of Presentation
Encore Capital Group, Inc. (“Encore” or the “Company”), previously known as MCM Capital Group, Inc.,is a Delaware holding company whose principal assets are its
investments in its wholly-owned subsidiaries, Midland Credit Management, Inc. (“Midland Credit”), Midland Funding 98-A Corporation, Midland Receivables 99-1
Corporation, Midland Acquisition Corporation, and MRC Receivables Corporation (“MRC”) (collectively referred to herein as the “Company”). Encore also has a
wholly-owned subsidiary, Midland Receivables 98-1 Corporation, which is not consolidated. The Company is a financial services company specializing in the purchase,
collection, restructuring, resale and securitization of receivable portfolios acquired at deep discounts. The receivable portfolios consist primarily of charged-off domestic
consumer credit card receivables purchased from national financial institutions, major retail credit corporations, and resellers of such portfolios. Acquisitions of
receivable portfolios are financed by operations and by borrowings from third parties.



The accompanying unaudited condensed consolidated financial statements of the Company have been prepared in accordance with Rule 10-01 of Regulation S-X
promulgated by the Securities and Exchange Commission and, therefore, do not include all information and footnotes necessary for a fair presentation of financial
position, results of operations and cash flows in conformity with accounting principles generally accepted in the United States of America. In the opinion of the
Company, however, the accompanying condensed consolidated financial statements contain all adjustments, consisting only of normal recurring adjustments, necessary
to present fairly the Company’s financial position as of June 30, 2002, its results of operations for the three and six-month periods ended June 30, 2001 and 2002, and its
cash flows for the six-month periods ended June 30, 2001 and 2002, respectively. The results of operations of the Company for the three and six-month periods ended
June 30, 2002 may not be indicative of future results. These condensed consolidated unaudited financial statements should be read in conjunction with the consolidated
financial statements and notes thereto included in the Company’s annual report on Form 10-K for the year ended December 31, 2001 filed with the Securities and
Exchange Commission.

Note 2 – Liquidity 
The Company incurred net losses totaling $10.9 million for the year ended December 31, 2001. The Company also had a stockholders’ deficit totaling $2.4 million at
December 31, 2001. For the six months ended June 30, 2002, the Company realized net income of $0.9 million and, after taking into consideration the forgiveness of
certain debt and the issuance of new equity occurring during the first quarter, stockholders’ equity increased to $7.2 million at June 30, 2002. The Company complies
with the covenants relating to debt facilities (See Note 8) with the exception of the minimum equity and cumulative collections covenants relating to the Warehouse
Facility and Securitization 99-1 financings (see Note 6). The Company experienced positive cash flow from operations during 2001 and for the first six months of 2002
and achieved positive net income during the first and second quarters of 2002. The Company believes that there is sufficient liquidity, given its expectation of positive
cash flow from operations, the transactions that occurred in February of 2002 (see Note 3) and the availability under the Revolving Line of Credit (see Note 8) and
Secured Financing Facility (see Note 8), to fund operations for at least the next 12 months. However, there can be no assurances that the Company will successfully
sustain profitable operations, continue to generate positive cash flow from operations, and satisfy its covenants relating to debt financings (see Part II – Other
Information).
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If the Company is unable to achieve its plans, continue to satisfy the debt covenants or obtain waivers of debt covenants, and/or is removed as servicer of the Warehouse
Facility and Securitization 99-1 financings (see Note 5) or the Secured Financing Facility, it may need to: (i) sell certain of the receivable portfolios for cash, (ii) raise
additional funds through capital or debt offerings, which may not be available on terms acceptable to the Company, or at all, (iii) reduce the number of employees or
overall scope of operations, (iv) reduce future capital expenditures, (v) cease the purchasing of additional portfolio receivables, or under the worst of circumstances, (vi)
pursue strategic alternatives such as a sale, merger, or recapitalization of Encore or seek protection under reorganization, insolvency or similar laws.

Note 3 – Sale of Preferred Stock and Debt Forgiveness 
On February 22, 2002, certain existing stockholders and their affiliates (the “Purchasers”) made an additional $5.0 million investment in Encore Capital Group, Inc.
Immediately prior to such investment, the Purchasers beneficially owned in excess of 50% of the Company’s common stock on a collective basis. In a related
transaction, one of the Company’s principal lenders, ING Capital LLC (“ING”), forgave $5.3 million of outstanding debt and reduced its warrant position by 200,000
warrants. The debt forgiveness was recorded as additional paid-in capital within stockholders’ equity, net of the debt discount related to the warrants cancelled and
deferred loan costs. These two transactions increased the Company’s net worth by $9.3 million.

The Purchasers purchased 1,000,000 shares of the Company’s Series A Senior Cumulative Participating Convertible Preferred Stock (the “Series A Preferred Stock”) at
a price of $5.00 per share for $5.0 million in cash net of $0.4 million of costs associated with the issuance. Each share of Series A Preferred Stock is convertible at the
option of the holder, at any time, into shares of common stock at a conversion price of $0.50 per share of common stock, subject to customary anti-dilution adjustments.
The Series A Preferred Stock has a cumulative dividend, payable semi-annually. Until February 15, 2004, dividends are payable in cash and/or additional Series A
Preferred Stock, at the Company’s option, at the rate of 10.0% per annum. Thereafter, dividends will be payable only in cash, at a rate of 10.0% per annum. The dividend
rate increases to 15.0% per annum in the event of a qualified public offering, a change of control (each as defined) or the sale of all or substantially all of the assets of the
Company. In the event dividends are not declared or paid, the dividends will accumulate on a compounded basis. The Series A Preferred Stock has a liquidation
preference equal to the sum of the stated value of the Series A Preferred Stock ($5.0 million in the aggregate) plus all accrued and unpaid dividends thereon and a
participation payment equal to shares of common stock at the conversion price and/or such other consideration that would be payable to holders of the Series A Preferred
Stock if their shares had been converted into shares of the Company’s common stock immediately prior to the liquidation event.
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The Series A Preferred Stock ranks senior to the common stock and any other junior securities with respect to the payment of dividends and liquidating distributions.
The Company is prohibited from issuing any capital stock that ranks senior to the Series A Preferred Stock without the consent of the holders of a majority of the
outstanding shares of Series A Preferred Stock.

Upon the occurrence of a qualified public offering, a change in control, or a sale of the Company, the Company may, by decision of the then independent members of the
Board of Directors, redeem the outstanding Series A Preferred Stock in whole, but not in part, at an aggregate redemption price equal to the $5.0 million liquidation
preference plus the participation payment.

The holders of the Series A Preferred Stock are entitled to vote on an as converted basis with the holders of the common stock as a single class and have the right to vote
as a class on certain specified matters. In the event that the Company fails to pay dividends for either two consecutive semi-annual periods or any four semi-annual
periods, the Purchasers are entitled to designate two directors to serve on the Company’s Board of Directors for as long as at least 10% of the shares of the Series A
Preferred Stock remain outstanding. The holders of the Series A Preferred Stock also have been granted registration rights in respect of the common stock underlying the
Series A Preferred Stock.

As a result of the investment by the Purchasers, which was a condition to an amendment by ING of the Company’s Senior Note - note purchase agreement, the Company
believes that it is in compliance with the covenants under all of its credit agreements except the minimum net worth covenant and the cumulative collections covenants
relating to the Warehouse Facility and Securitization 99-1.

The investment by the Purchasers was approved by the Company’s board of directors, following the recommendation of a special committee consisting of the
Company’s independent director formed specifically for the purpose of evaluating and considering the transaction. The special committee was advised by an
independent financial advisor and by independent legal counsel.
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Note 4 – New Accounting Pronouncements 
In August 2001, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting Standards (“SFAS”) No. 144, “Impairment or Disposal



of Long-Lived Assets,” which addresses accounting and financial reporting for the impairment or disposal of long-lived assets. This standard was effective for the
Company’s consolidated financial statements beginning January 1, 2002. The implementation of SFAS No. 144 did not have a material impact on the Company’s
consolidated financial position or results of operations.

In June 2001, the FASB issued SFAS No. 142, “Goodwill and Intangible Assets” which revised the accounting for purchased goodwill and intangible assets. Under
SFAS No. 142, goodwill and intangible assets with indefinite lives will no longer be amortized and will be tested for impairment annually. SFAS No. 142 is effective for
fiscal years beginning after December 15, 2001, with earlier adoption permitted. The implementation of SFAS No. 142 did not have a material impact on the Company’s
consolidated financial position or results of operations.

Note 5 – Investment in Receivable Portfolios 
The Company accounts for its investment in receivable portfolios on either the “accrual basis” or “cost recovery method” of accounting in accordance with the
provisions of the American Institute of Certified Public Accountants (“AICPA”) Practice Bulletin 6, “Amortization of Discounts on Certain Acquired Loans.” Static
pools are established with accounts having similar attributes, based on the specific purchases and timing of acquisition. The discount (i.e., the difference between the
cost of each static pool and the related aggregate contractual receivable balance) is not recorded because the Company expects to collect a relatively small percentage of
each static pool’s contractual receivable balance. As a result, each static pool is recorded at cost at the time of acquisition.

The Company accounts for each static pool as a unit throughout the economic life of the pool (similar to one loan) for recognition of income from receivable portfolios,
for collections applied to the principal of receivable portfolios and for provision for loss or impairment. Income from receivable portfolios is based on the effective
interest rate determined for each pool. The effective interest rate is calculated from each pool’s original cost basis; the timing and amounts of actual cash received; and
anticipated future cash flow projection for each pool. The effective interest rate is adjusted prospectively based on historic accrued income and collections applied to
principal. All pools are reviewed once each quarter and adjusted as necessary.

The Company monitors impairment of receivable portfolios by comparing total projected future cash flows of each portfolio with each portfolio’s carrying value. Once
each quarter, management evaluates the carrying value of receivable portfolios for impairment based on current cash flow assumptions. Provisions for impairment losses
are charged to earnings when it is determined that the investment in a receivable portfolio is greater than the related estimates of total probable future collections.
Additionally, if the amount and timing of future collections are not reasonably estimable, the Company accounts for those portfolios on the cost recovery method. The
Company did not record any impairment charges during the six months ended June 30, 2002.
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In 2000, the Company determined that twenty-two of its receivable portfolios acquired during 1999 and 2000 were impaired and recorded related impairment charges of
$20.9 million against the carrying value of those portfolios. Effective July 1, 2001, all portfolios that were previously impaired and that still had carrying values were
returned to accrual status. Effective October 1, 2001, one of the portfolios returned to accrual status retroactive to July 1, 2001 and an additional seven portfolios, with
carrying values aggregating $1.5 million at December 31, 2001, were changed to the cost recovery method as the Company deemed the pattern of collections to be
unpredictable, making it not feasible to reasonably estimate the amount and timing of future collections. For the six months ended June 30, 2002, $0.6 million of income
was recognized for those portfolios returned to accrual status.

For those portfolios on non-accrual status, when collections exceed the remaining net book value of the related individual portfolios, such excess collections are
recorded as income. During the six months ended June 30, 2002, approximately $2.2 million was recognized as income pertaining to collections on portfolios on which
the related net book value has been fully recovered. This compares to $3.0 million recognized during the six months ended June 30, 2001.

The following table summarizes the changes in the balance of the investment in receivable portfolios during the following periods (in thousands):

          
   Year Ended  Six Months Ended
   December 31, 2001  June 30, 2002
    
Balance at beginning of period  $ 25,969  $ 47,001 
Purchase of receivable portfolios   39,030   23,622 
Collections applied to receivable portfolios   (45,305)   (52,753)
Revenue accreted on receivable portfolios   27,307   30,966 
       
 Balance at end of period  $ 47,001  $ 48,836 
       

Note 6 – Securitization of Receivable Portfolios 
On September 11, 2000, Midland Receivables 98-1 Corporation, a bankruptcy-remote, special-purpose subsidiary of Midland Credit, repaid non-recourse notes
originally issued in the principal amount of $33.0 million in 1998. The retained interest was originally recorded at fair value, with the difference between fair value and
cost basis recorded as unrealized gain and included in accumulated other comprehensive income as a component of stockholders’ equity. In accordance with Emerging
Issues Task Force Consensus No. 99-20, “Recognition of Interest Income and Impairment on Purchased and Retained Beneficial Interests in Securitized Financial
Assets,” the retained interest is carried at cost; is increased by interest accretion based on estimated future cash receipts; is decreased by actual cash collections; and the
unrealized gain is amortized using an effective interest method. The retained interest is estimated to yield an annual return of approximately 44% based on estimated net
cash flows derived from both historical and projected collections. The income accrued on the retained interest was $5.3 million and $3.2 million for the six months
ended June 30, 2001 and 2002, respectively.
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Once each quarter, the Company monitors the retained interest for impairment based on discounted anticipated future cash flows of the underlying receivables compared
to the current carrying value (original cost basis adjusted for unpaid accrued interest and principal pay downs) of the retained interest. The discount rate is based on a
rate of return, adjusted for specific risk factors that would be expected by an unrelated investor in a similar stream of cash flows. Provisions for losses are charged to
earnings when it is determined that the retained interest’s carrying value, is greater than the present value of expected future cash flows. No provision for losses was
recorded during the three and six months ended June 30, 2002, and 2001, respectively.

The following summarizes the changes in the balance of the investment in retained interest for the six months ended June 30, 2002 (in thousands):

             
  Amortized  Unrealized  Carrying



  Cost  Gain  Value
    
Balance at December 31, 2001  $ 15,929  $1,997  $ 17,926 
        Interest accrued   3,218   –   3,218 
        Payments received   (9,155)   –   (9,155)
        Amortization of unrealized gain   –   (904)   (904)

Balance at June 30, 2002  $ 9,992  $1,093  $ 11,085 
          

1999 Warehouse and 1999 Securitization Financing 
On March 31, 1999, the Company, through Midland Funding 98-A Corporation, a bankruptcy remote, special purpose subsidiary, entered into a $35.0 million securitized
receivables acquisition facility or “Warehouse facility,” structured as a term loan with a final payment due date of December 15, 2004. As of June 30, 2002, the balance
outstanding under this facility amounts to $7.0 million. The facility earns interest at 1.17% plus the one-week London interbank offered rate (“LIBOR”) or 2.98% per
annum at June 30, 2002. On January 18, 2000 Midland Receivables 99-1 Corporation, a bankruptcy remote, special purpose subsidiary of Midland Credit, issued
securitized non-recourse notes in the amount of $28.9 million, bearing interest at 10% per annum (“Securitization 99-1”). The outstanding balance under this facility is
$9.4 million at June 30, 2002. The Warehouse facility and Securitization 99-1 are collateralized and cross-collateralized by certain charged-off receivables with an
aggregate carrying amount of approximately $9.0 million and a cash reserve and collection accounts of $2.2 million at June 30, 2002, and, in addition, are insured
through a financial guaranty insurance policy. This insurance policy requires the payment of base premiums on a monthly basis and a deferred premium due at debt
maturity. The deferred premiums totaled $0.9 million and $1.5 million at June 30, 2001 and 2002, respectively. The deferred premiums are included in accounts payable
and accrued liabilities in the Condensed Consolidated Statements of Financial Condition. Both the Warehouse facility and Securitization 99-1 have been accounted for as
financing transactions.
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The Warehouse facility and Securitization 99-1 agreements, as amended, provide, among other things, that the Company must (i) maintain $2.0 million of liquidity, (ii)
collect certain minimum amounts on the receivable portfolios within the Warehouse facility and Securitization 99-1, (iii) maintain on a consolidated basis a minimum
net worth of $7.3 million, and (iv) be reappointed as servicer by the note insurer on a monthly basis subsequent to December 31, 2000. The Company was in default of
the minimum cumulative collections and the net worth covenants at June 30, 2002, for which it has not received a waiver. The Company has been reappointed as
servicer through September 30, 2002. Subject to final documentation of the definitive agreement for new amendments to the Warehouse facility and Securitization 99-1,
the Company has reached agreement in principle with the controlling party. These agreements, when and if signed, would among other things: (1) reappoint Midland
Credit as servicer through April 30, 2003 and for six-month periods thereafter; (2) eliminate net worth and collection covenants and replace those with a covenant which
compares the actual note balances to an agreed upon schedule at the end of each six-month interval; and (3) administratively simplify the arrangement. If the actual
balances were to exceed the agreed upon amounts, this would constitute an event of servicer default and could result in the Company’s removal as servicer. In
consideration of completing the final documentation, the controlling party has granted the Company permission to expand the scope of activities that it uses in the
collections of these portfolios.

Income related to the Warehouse facility and Securitization 99-1 is being recognized over the estimated lives of the securitized receivables and both the receivables and
the corresponding debt remain on the Company’s consolidated balance sheet. The assets pledged, together with their associated cash flows, would not be available to
satisfy claims of the Company’s general creditors.

Note 7 – Property and Equipment 
The following is a summary of the components of property and equipment (in thousands):

         
  December 31,  June 30,
  2001  2002
   
Furniture, fixtures and equipment  $ 1,171  $ 1,181 
Computer equipment and software   7,852   8,048 
Telephone equipment   1,652   1,762 
Leasehold improvements   279   284 

   10,954   11,275 
Accumulated depreciation and amortization   (5,710)   (6,902)
       
  $ 5,244  $ 4,373 
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Note 8 - Notes Payable and Other Borrowings
The Company is obligated under borrowings as follows (in thousands):

          
   December 31,  June 30,

   2001  2002

    

Secured financing facility, at Prime Rate plus 2.85%, 7.75% at June 30, 2002, due various dates
through September 28, 2004 (Note 5)  $ 23,291   $ 20,170  

Notes payable, Securitization 99-1, 10%, due December 15, 2004 (Note 6)   12,436    9,441  

Revolving line of credit at the Prime Rate, 4.75% at June 30, 2002, due April 15, 2003   14,729    8,318  



Warehouse facility,  LIBOR plus 1.17%,  2.98% at June 30, 2002  due December 15, 2004 (Note 6)   8,211    6,974  

Senior notes, 6%, due January 15, 2007  (Note 3)   10,000    7,250  

Payment-in-kind notes, 12%, due July 1, 2005 (Note 3)   
1,921

   
–

 

   70,588    52,153  

Less: Unamortized debt discount   (1,373)   (802)

       

  $ 69,215   $ 51,351  

       

Revolving Line of Credit 
The Company entered into the Sixth Amended and Restated Promissory Note effective March 22, 2002 to renew the Company’s revolving line of credit. The $15.0
million revolving line of credit carries interest at the Prime Rate and matures on April 15, 2003. Certain stockholders of Encore, including Triarc Companies, Inc.
(“Triarc”), have guaranteed this unsecured revolving line of credit. Triarc has a $15.0 million interest-bearing deposit in a custodial account at the financial institution
providing the revolving credit facility. Such deposit under the guarantees of the revolving credit borrowings is subject to set off under certain circumstances if the parties
to the guarantees of the revolving credit borrowings and related agreements fail to perform their obligations thereunder. At June 30, 2001 and 2002, the Company had
available unused lines of credit in the amount of $0.7 million and $6.7 million, respectively.

Senior Notes
In January 2000, the Company obtained additional financing through the issuance of $10.0 million principal amount senior notes to an institutional investor. The notes
are unsecured obligations of the Company but are guaranteed by Midland Credit and Triarc. In connection with the issuance of the notes, the Company issued warrants
to the note holders and Triarc to acquire up to an aggregate of 528,571 shares of common stock of the Company at an exercise price of $0.01 per share. In addition, the
notes require semiannual interest payments on January 15 and July 15; however, during the first two years the notes were outstanding, interest was paid in kind through
issuance of additional 12% Senior Notes. On February 22, 2002, the institutional investor forgave $5.3 million of outstanding debt, consisting of a $2.8 million reduction
in the original note balance, the forgiveness of $1.9 million in Payment-in-Kind Notes, and the forgiveness of $0.6 million in interest accrued through December 31,
2001, and reduced its warrant position by 200,000 warrants (see Note 3). Furthermore, the terms of the Senior Notes and Payment-in-Kind Notes were revised. The
Senior Notes now bear interest at 6% per annum until July 15, 2003, and 8% per annum from July 16, 2003 to January 15, 2007, when the entire unpaid amount is due.
The Senior Notes require semi-annual interest payments on January 15 and July 15. At the Company’s option, interest due through July 2003 may be repaid with
Payment-in-Kind Notes. Such notes would accrue interest at 6% per annum through July 15, 2003 and 8% per annum thereafter and would be due July 1, 2005. The
Company elected to make the first payment in cash.
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Secured Financing Facility
On December 20, 2000, MRC Receivables Corporation, a wholly-owned bankruptcy-remote, special-purpose entity, entered into a $75 million secured financing facility
(the “Secured Financing Facility”). The Secured Financing Facility generally provides for a 90% advance rate with respect to each qualified receivable portfolio
purchased. Interest accrues at the prime rate plus 3.00% per annum and is payable weekly. Once the outstanding balance under this facility exceeds $25 million, the
floating rate margin reduces by 1% on the amounts in excess of $25 million. Notes to be issued under the facility are collateralized by the charged-off receivables that
are purchased with the proceeds from this financing arrangement. Each note has a maturity date not to exceed 27 months after the borrowing date. Once the notes are
repaid and the Company has been repaid its investment, the Company and the lender share remaining cash flows from the receivable portfolios. As of June 30, 2002, the
Company purchased portfolios with a face value of $2.8 billion at a price of approximately $62.1 million and has recorded approximately $6.8 million in contingent
interest relating to the remaining cash flow sharing agreement. The Secured Financing Facility is collateralized by certain charged off receivables with an aggregate
carrying amount of $38.3 million and a collection account of $0.6 million at June 30, 2002. The assets pledged under this financing facility, together with their
associated cash flows, would not be available to satisfy claims of general creditors of the Company.

In conjunction with the Secured Financing Facility, the Company issued warrants to purchase up to 621,576 shares of Encore’s common stock at $1.00 per share subject
to customary anti-dilution adjustments. Of the warrants issued, 155,394 were exercisable immediately, and the remaining warrants become exercisable in three equal
tranches triggered at the time the Company has drawn an aggregate of $22.5 million, $45.0 million and $67.5 million against the facility, respectively. The first tranche
was triggered during 2001, and the second tranche was triggered in the first quarter of 2002, thus warrants representing 310,788 and 466,182 shares of the Company’s
common stock were exercisable under this facility at December 31, 2001 and June 30, 2002, respectively. The warrants that became exercisable during 2001 were valued
at $0.1 million, as were the warrants issued during the first quarter of 2002, and were recorded as deferred loan costs in other assets, and as a component of stockholders’
equity (deficit).
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Stand-by Line of Credit
Effective October 31, 2000, the Company executed an agreement with certain of its affiliates for a $2.0 million stand-by working capital line of credit secured by
substantially all of the Company’s assets and those of its subsidiaries. In connection with this agreement, the lenders received 250,000 warrants to acquire the
Company’s common stock at $0.01 per share. As of December 31, 2001, when the stand-by line expired, no indebtedness existed. The fair value of the warrants, $0.1
million, was accounted for by recording deferred loan costs with an offset to additional paid-in capital as a component of stockholders’ equity. All 250,000 warrants
were exercised on April 16, 2002.

Note 9 – Comprehensive Gain & Loss 
The changes in unrealized gains included in the Company’s comprehensive loss for 2001 and comprehensive income for 2002 relate to the 1998 Securitization discussed
in Note 6, and the non-qualified deferred compensation plan discussed in Note 11. The change in the fair value of the 1998 Securitization is recorded as a component of
other comprehensive income, net of related deferred income tax impact.

During March of 2002, the Company initiated a non-qualified deferred compensation plan for its senior management team. An unrealized gain associated with the
increase in the net asset value of the plan has been recorded as a component of comprehensive income.

The changes to comprehensive loss and income are as follows:

June 30, June 30,



2001 2002
Net Income (Loss) $  (7,623) $    926 
Other comprehensive gain:      
   Increase in unrealized gain on      
   non-qualified deferred compensation plan assets  – 20
Other comprehensive loss:      
   Decrease in unrealized gain on      
   "Available for sale" investments, net of tax  (922) (540)

Comprehensive Gain (Loss)  $  (8,545) $    406
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Note 10 – Earnings (Loss) Per Share 
Basic earnings per share are computed by dividing net earnings (loss) attributable to common stockholders by the weighted average number of common shares
outstanding for the reporting period. Diluted earnings per share are computed similar to basic earnings (loss) per share while giving effect to all potential dilutive
common stock equivalents that were outstanding during the period.

The following is a reconciliation from basic earnings (loss) per share to diluted earnings per share for the three and six months ended June 30, 2001 and 2002
respectively (in thousands, except for earnings per share):

Three Months Ended
June 30, 2001 June 30, 2002

Basic Diluted Basic Diluted
     Net income (loss)  $(3,880 ) $(3,880 ) $    692  $     692  
     Preferred dividends         –             –           (125 )       –     
     Net income (loss) available to common stockholders  $(3,880 ) $(3,880 ) $    567  $     692  
     Weighted average shares outstanding      7,161      7,161      7,367   17,838  

     Earnings (loss) per share
 

$  (0.54) $  (0.54) $   0.08
 

$    0.04
 

Six Months Ended
June 30, 2001 June 30, 2002

Basic Diluted Basic Diluted
     Net income (loss)  $(7,623 ) $(7,623 ) $    926  $     926  
     Preferred dividends         –             –           (185 )       –     
     Net income (loss) available to common stockholders  $(7,623 ) $(7,623 ) $    741  $     926  
     Weighted average shares outstanding      7,161      7,161      7,265   14,936  

     Earnings (loss) per share
 

$  (1.06) $  (1.06) $   0.10
 

$    0.06
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In 2001, due to antidilutive effect arising from the loss from continuing operations for the six months ended June 30, 2001, potential dilutive common stock equivalents
were excluded from the computation.

For the six months ended June 30, 2002, 1,035,000 stock options and 466,182 stock warrants were excluded from the computation of diluted earnings per share due to
their antidilutive effect.

Note 11 – Commitments and Contingencies 
Litigation
The Fair Debt Collection Practices Act (“FDCPA”) and comparable state statutes may result in class action lawsuits, which can be material to the Company’s business
due to the remedies available under these statutes, including punitive damages.

In February 2001, in the Superior Court of the State of Arizona, County of Maricopa, our subsidiary Midland Credit Management, Inc. and two of its wholly owned
subsidiaries, Midland Funding 98-A Corporation and Midland Receivables 99-1 Corporation, filed a lawsuit against MBNA America Bank, NA (“MBNA”). The
Company has alleged, among other things, fraud, fraudulent inducement, breach of contract and negligent misrepresentation arising out of the acquisition of charged-off
receivables purchased from MBNA between September 1999 and February 2000. The Company is seeking compensatory damages in excess of $20.0 million plus treble
and punitive damages. MBNA has filed a response to this lawsuit denying their liability and counterclaimed for its attorneys fees and for indemnification for any amount
the Company may be awarded from MBNA. The counterclaim was dismissed in April 2002. Any recoveries, net of attorney fees and other related costs, will first be
paid to the note holders of the Warehouse facility and the Securitization 99-1 financing, and then any remaining amounts to Midland Credit.

On May 28, 2002, a complaint was filed by plaintiff Lana Waldon in the United States District Court for the Northern District of Texas against the Company’s wholly-
owned subsidiary Midland Credit Management, Inc. and an unaffiliated financial institution, in which the plaintiff purports to assert a claim for alleged violation of the
Fair Debt Collection Practices Act, the Texas Debt Collection Act and the Texas Deceptive Trade Practices Act on behalf of a class of Texas residents allegedly similarly
situated. Generally, the complaint alleges that mailings related to a credit card balance transfer program are deceptive and misleading. The complaint seeks actual,
statutory and treble damages in an amount to be determined, together with pre-judgment and post-judgment interest, attorneys’ fees, and preliminary and permanent



injunctions enjoining defendants from making offers or distributing materials substantially similar to the mailings that are the subject of the complaint, plus certain other
relief. Neither Midland Credit’s answer, nor any motion for class certification, has yet been filed.

There are a number of additional lawsuits or claims pending or threatened against the Company. In general, these lawsuits or claims have arisen in the ordinary course of
business and involve claims for actual damages arising from alleged misconduct of the Company’s employees or alleged improper reporting of credit information by the
Company. Although litigation is inherently uncertain, based on past experience, the information currently available, and the possible availability of insurance and/or
indemnification from originating institutions in some cases, management of the Company does not believe that the pending and threatened litigation or claims will have
a material adverse effect on the Company’s consolidated financial position or results of operations. However, management is not currently in a position to determine
whether the resolution of pending or threatened litigation or claims will have a material effect on the Company’s financial position or results of operations in any future
reporting period.
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The Company does not believe that contingencies for ordinary routine claims, litigation and administrative proceedings and investigations incidental to its business will
have a material adverse effect on its consolidated financial position or results of operations.

Leases
The Company is party to various operating and capital leases with respect to its facilities and equipment. Please refer to the Company’s consolidated financial statements
and notes thereto in the Company’s annual report on Form 10-K for the year ended December 31, 2001 filed with the Securities and Exchange Commission for
discussion of these leases.

Sales of Purchased Receivables
As an alternative to collection, the Company may elect to sell certain purchased receivables. The sales agreements generally provide the purchaser a right to put-back
any purchased receivable that does not meet certain criteria, as defined. The Company has agreed to a hold-back reserve for put-back claims amounting to $0.1 million
as of June 30, 2002 in its condensed consolidated financial statements as management believes, based on historical experience, that this obligation is de minimis.

Third Party Service Agreement
The Company services a pool of charged-off consumer accounts on behalf of an unrelated third party. The agreement is cancelable upon written notice. The Company
receives a service fee, as defined, for its collections that totaled $3.3 million and $1.9 million for the six-month periods ended June 30, 2001 and 2002, respectively. The
service fee recognized during the six-month period ended June 30, 2001 includes a non-recurring fee totaling $0.8 million which relates to the Company’s assistance
with the sale of a component of the pool it services.
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Employment Agreements
In March 2002, the Company entered into two employment agreements with executive officers. Such agreements generally provided for one-year terms and base
compensation aggregating $0.6 million per annum, plus incentive compensation, as defined. The agreements provide for severance payments over periods between one
year and one and a half years upon termination without cause, as defined. During the second quarter, the Company reached agreement on severance matters with a
former officer. In connection therewith, the Company paid $0.5 million for release of all claims and liability.

Deferred Compensation
Effective March 1, 2002, the Company adopted a non-qualified deferred compensation plan for its senior management. This plan permits deferral of a portion of
compensation until a specified period of time. As of June 30, 2002 both the current vested liability and the plan assets were $0.4 million and are included in the
Company’s balance sheet in accrued liabilities and other assets, respectively. The use of plan assets is legally restricted to distributions to participants or creditors in the
event of bankruptcy.

Note 12 – Employee Stock Options 
In January 2002, the Company’s board of directors approved issuance of stock options for key personnel to purchase a total of 161,000 shares of the Company’s
common stock at an exercise price of thirty-five cents per share. The options vest over three years with the first vesting date in January 2003.

Index

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

Introduction

This “Management’s Discussion and Analysis of Financial Condition and Results of Operations” should be read in conjunction with “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” in the Annual Report on Form 10-K of Encore Capital Group, Inc. for the year ended December 31, 2001 as
filed with the Securities and Exchange Commission. A general description of the Company’s industry and a discussion of recent trends affecting that industry are
contained therein. Certain statements under this caption may constitute “forward-looking statements” under the Private Securities Litigation Reform Act of 1995 (the
“Reform Act”). Such forward-looking statements involve risks, uncertainties and other factors, which may cause the actual results, performance, or achievements of the
Company to be materially different from any future results, performance or achievements express or implied by such forward-looking statements. For those statements
the Company claims the protection of the safe harbor for forward-looking statements contained in the Reform Act. See “Part II-Other Information.”
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Results of Operations

Six Months Ended June 30, 2002 Compared to Six Months Ended June 30, 2001

Revenues
Total revenues for the six months ended June 30, 2002 were $38.3 million compared to total revenues of $19.1 million for the six months ended June 30, 2001, an
increase of $19.2 million or 101%. This reflects an increase of $22.7 million or 215% in income from receivable portfolios to $33.2 million earned for the six months
ended June 30, 2002 from $10.5 million earned for the six months ended June 30, 2001. Offsetting this was an anticipated decrease in the income from investment in
retained interest in the 98-1 Securitization (See Note 6) of $2.1 million or 40%, from $5.3 million for the six months ended June 30, 2001 to $3.2 million for the six



months ended June 30, 2002. Servicing fees and other related income declined $1.4 million or 43%, from $3.3 million for the six months ended June 30, 2001 to $1.9
million for the six months ended June 30, 2002.

The increase of $22.7 million in income from receivable portfolios for the six months ended June 30, 2002 compared to the same period in the prior year is primarily
attributable to portfolios purchased since December 31, 2000. For the twelve months ended December 31, 2001, we acquired new portfolios with a face value in excess
of $1.6 billion at a cost of $39.0 million. For the six months ended June 30, 2002 we purchased additional portfolios with a face value of $1.2 billion at a cost of $23.6
million. The portfolios purchased in 2001 and 2002 to date provided $25.4 million of revenue during the first six months of 2002 compared to only $2.3 million on
portfolios purchased during the first six months of 2001. In line with our projections, revenues on all other portfolios decreased by $0.4 million during the six months
ended June 30, 2002 as compared to the six months ended June 30, 2001. Furthermore, certain portfolios that were recorded on a cost recovery basis during the first six
months of 2001 were returned to the accretion method and accounted for $1.4 million of the increase in revenue for the six months ended June 30, 2002 (see Note 5).

As successor servicer for a pool of charged-off consumer accounts acquired in the May 2000 acquisition of certain assets of West Capital Financial Services Corp., we
recorded $1.9 million in servicing fees during the six months ended June 30, 2002 for the collections on these receivables during that period compared to $3.3 million
for the same period in 2001, representing a decrease of $1.4 million, or 43%. During the six months ended June 30, 2001, a non-recurring fee in the amount of $0.8
million was recognized for the Company’s assistance with the sale of a component of these receivables.

Operating expenses
Total operating expenses were $29.2 million for the six months ended June 30, 2002 compared to $21.7 million for the six months ended June 30, 2001, an increase of
$7.5 million or 35%. This increase in operating expenses reflects the dramatic improvement in gross collections. Gross collections for the six months ended June 30,
2002 amounted to $69.6 million, up 92% or $33.4 million from the $36.2 million collection in the first six months of the prior year.
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The largest component of total operating expenses are salaries (including bonuses paid to collectors) and employee benefits which increased by $3.8 million or 29% to
$17.2 million for the six months ended June 30, 2002 from $13.4 million for the six months ended June 30, 2001. As collector bonuses are tied to collections, a
substantial portion of the increase is a direct result of improved collections. Also included in salaries in the second quarter of 2002 is a $0.5 million settlement paid to a
former executive officer. (See Note 11.)

Other operating expenses increased by approximately $3.4 million, or 77%, to $7.8 million from $4.4 million for the six months ended June 30, 2002 and 2001,
respectively. Fueling this increase is collection legal expense, which increased by $2.7 million, or 150%, to $4.5 million for the six months ended June 30, 2002 from
$1.8 million for the six months ended June 30, 2001. This reflects costs associated with the expansion of the legal channel for collecting those accounts determined to be
collectible, but which require tactics other than telephone or mail solicitation. Amounts collected through this channel approximated $12.6 million for the six months
ended June 30, 2002 compared to $6.3 million for the six months ended June 30, 2001.

General and administrative expenses increased to $3.0 million for the six months ended June 30, 2002 from $2.7 million for the six months ended June 30, 2001.
Depreciation expenses remained consistent at $1.2 million and $1.1 million for the six months ended June 30, 2002 and 2001, respectively.

Interest expense
The significant increase in total interest expense is due to the accrual for the sharing of residual collections with the Secured Financing Facility lender as discussed in
Note 8. The accrual totaled $5.0 million for the six months ended June 30, 2002, an increase of $4.7 million over the $0.3 million accrued in the first half of 2001. For
the six months ended June 30, 2002, total interest expense including fees and amortization of other loan costs was $8.0 million on average borrowings for the period of
$60.3 million, resulting in an effective all-in annualized interest rate of 26.6% for the period. The interest only portion of this total amounted to $2.0 million, for an
effective annualized interest rate of 6.6%. For the six months ended June 30, 2001, total interest expense was $4.6 million on average borrowings of $59.0 million,
reflecting an effective all-in annualized interest rate of 15.4%. The interest only portion of this total amounted to $2.8 million, for an effective annualized interest rate of
9.6%.

Income taxes
For the six months ended June 30, 2002, we recorded an income tax provision of $0.4 million, reflecting an effective rate of 28%, which represents the deferred tax
impact of the decrease in the unrealized gain in the fair market value of the residual interest in the 1998-1 securitization. For the six months ended June 30, 2001, we
recorded a provision of $0.6 million. A valuation reserve for our deferred tax assets was recorded in the provisions for 2001 and 2002 reflecting the uncertainty of the
recovery of those assets.
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Net Income (Loss)
For the six months ended June 30, 2002, we recognized net income of $0.9 million compared to a net loss of $7.6 million for the six months ended June 30, 2001.

Three Months Ended June 30, 2002 Compared to Three Months Ended June 30, 2001

Revenues
Total revenues for the three months ended June 30, 2002 were $20.1million compared to total revenues of $10.4 million for the three months ended June 30, 2001, an
increase of $9.7 million or 93%. This reflects the sizable increase in income from receivable portfolios, which amounted to $11.2 million or 165%, to $18.0 million from
$6.8 million for the three months ended June 30, 2002 and 2001, respectively. Offsetting this was an anticipated decrease in the income from investment in retained
interest of $1.2 million or 46%, from $2.6 million for the three months ended June 30, 2001 to $1.4 million for the three months ended June 30, 2002. This reflects less
than anticipated declines in cash collections related to the retained interest. Servicing fees and other related income declined $0.4 million, from $1.1 million for the three
months ended June 30, 2001 to $0.7 million for the three months ended June 30, 2002. This represents slightly greater than anticipated declines in collections from the
portfolio serviced for a third party.

The aforementioned increase of $11.2 million in income from receivable portfolios is attributable to both additional purchases of portfolios and an overall increase in
total collections. For the twelve months ended December 31, 2001, we acquired new portfolios with a face value in excess of $1.6 billion at a cost of $39.0 million. For
the three months ended June 30, 2002 we purchased additional portfolios with a face value of $515.0 million at a cost of $10.5 million. The portfolios purchased in 2001
and 2002 to date provided $14.2 million of revenue during the second quarter of 2002 compared to only $1.9 million during the second quarter of 2001. In line with our
projections, revenues on all other portfolios decreased by $1.0 million during the three months ended June 30, 2002 as compared to the three months ended June 30,
2001. Furthermore, certain portfolios that were recorded on a cost recovery basis during the first three months of 2001 were returned to the accretion method and
accounted for $0.3 million of the increase in revenue for the three months ended June 30, 2002 (see Note 5).



As successor servicer for a pool of charged-off consumer accounts acquired in the May 2000 acquisition of certain assets of West Capital, we recorded $0.7 million in
servicing fees during the three months ended June 30, 2002 for the collections on these receivables during that period compared to $1.1 million for the same period in
2001, representing a decrease of $0.4 million, or 36%.

Operating expenses
Total operating expenses were $15.4 million for the three months ended June 30, 2002 compared to $11.6 million for the three months ended June 30, 2001, an increase
of $3.8 million or 33%. This increase in operating expenses reflects the greater improvement in gross collections. Gross collections for the three months ended June 30,
2002 amounted to $35.8 million, up 88% or $16.8 million from the $19.0 million collection in the first three months of the prior year.
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The largest component of total operating expenses are salaries and employee benefits which increased by $1.9 million or 27% to $8.9 million for the three months ended
June 30, 2002 from $7.0 million for the three months ended June 30, 2001. Because collector bonuses are tied to collections, a substantial portion of the increase is a
direct result of improved collections. Also included in salaries in the second quarter of 2002 is the $0.5 million settlement paid to the former executive officer.

Other operating expenses increased by approximately $1.8 million, or 72%, to $4.3 million from $2.5 million for the three months ended June 30, 2002 and 2001,
respectively. The largest component of this increase is collection legal expense, which increased by $1.3 million, or 108%, to $2.5 million for the three months ended
June 30, 2002 from $1.2 million for the three months ended June 30, 2001. This reflects costs associated with the expansion of the legal channel for collecting those
accounts determined to be collectible, but which require tactics other than telephone solicitation. Amounts collected through this channel approximated $6.6 million for
the three months ended June 30, 2002 compared to $3.9 million for the three months ended June 30, 2001.

General and administrative expenses remained relatively constant at $1.5 million for the three months ended June 30, 2002 compared to $1.4 million for the three
months ended June 30, 2001. Depreciation expenses remained consistent at $0.6 million for both the three months ended June 30, 2002 and 2001.

Interest expense
The significant increase in total interest expense is due to the accrual for the sharing of residual collections with the Secured Financing Facility lender as discussed in
Note 8. The accrual totaled $2.6 million for the three months ended June 30, 2002, an increase of $2.3 million over the $0.3 million accrued in the second quarter of
2001. For the three months ended June 30, 2002, total interest expense including fees and amortization of other loan costs was $4.0 million on average borrowings for
the period of $57.7 million, resulting in an effective all-in annualized interest rate of 27.7% for the period. The interest only portion of this total amounted to $0.9
million, for an effective annualized interest rate of 6.2%. For the three months ended June 30, 2001, total interest expense was $2.5 million on average borrowings of
$60.9 million, reflecting an effective all-in annualized interest rate of 16.2%. The interest only portion of this total amounted to $1.5 million, for an effective annualized
interest rate of 9.5%.

Income taxes
For the three months ended June 30, 2002, we recorded an income tax provision of $0.1 million, reflecting an effective rate of 17%, which represents the deferred tax
impact of the decrease in the unrealized gain. For the three months ended June 30, 2001, we recorded a provision of $0.3 million. A valuation reserve for our deferred
tax assets was recorded in the provisions for 2001 and 2002 reflecting the uncertainty of the recovery of those assets.
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Net Income (Loss)
For the three months ended June 30, 2002, we recognized net income of $0.7 million compared to a net loss of $3.9 million for the three months ended June 30, 2001.

Liquidity and Capital Resources

Overview
We depend on both internal and external sources of financing to fund our purchases of receivable portfolios and operations. Our need for additional financing and capital
resources increases dramatically as our business grows. Our failure to continue to maintain our existing credit and servicing facilities through renewals and forbearance
of covenant violations and to obtain additional sources of financing and capital would limit our ability to acquire additional receivables and to operate our business.

On December 20, 2000, through a wholly owned, bankruptcy remote, special purpose entity, we entered into a $75.0 million secured financing facility to be used for the
purchase of receivable pools. From the inception through June 30, 2002, we have purchased portfolios with an aggregate purchase price of $62.1 million of which $55.6
million was financed through this line. As of June 30, 2002, there was $20.2 million outstanding under the line. (See Note 8.)

We used our $15.0 million revolving line of credit for working capital needs and draw and repay the revolving line of credit on a regular basis. We had $6.7 million
available under this facility at June 30, 2002, as compared to $0.3 million available at December 31, 2001 reflecting net pay downs from cash generated from operations.
Unrestricted cash as of June 30, 2002 was $1.3 million compared to $1.4 million at December 31, 2001.

Cash Flows and Expenditures
We collected $69.6 million during the six months ended June 30, 2002 from all portfolios, an increase of $33.4 million, or 92%, from the $36.2 million collected during
the six months ended June 30, 2001. Collections on owned portfolios increased by approximately $34.6 million or 118% from approximately $29.2 million during the
six months ended June 30, 2001 to approximately $63.8 million for the six months ended June 30, 2002. The source of the improvement was approximately $39.5
million collected on portfolio receivables financed through the Secured Financing Facility, offset by decreases of $1.9 million from the residual asset retained in the 98-1
Securitization, $1.0 million from the 99-1 Securitization, $0.5 million from the Warehouse Facility, and $1.5 million from wholly owned portfolios.
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The $34.6 million increase in collections on owned portfolios is offset by approximately $1.2 million in lower collections related to serviced portfolios for an unrelated
third party. During the six months ended June 30, 2002, we collected approximately $5.8 million on serviced portfolios compared to approximately $7.0 million during
the six months ended June 30, 2001.

Cash flow provided by operating activities improved $4.5 million, or 300%, from $1.5 million in cash provided during the six months ended June 30, 2001, to $6.0
million provided for the six months ended June 30, 2002. The improvement reflects the expansion of our collections while more modestly increasing our costs.

Our primary investing activity is the purchase of new receivable portfolios. We purchase receivable portfolios directly from issuers and from resellers as well as from
brokers that represent various issuers. We purchased additional portfolios with an aggregate purchase price of $23.6 million during the six months ended June 30, 2002,



up $4.7 million or 25% from the $18.9 million spent on portfolio purchases during the six months ended June 30, 2001. Purchases impact cash flows in two ways. In
periods in which we make portfolio purchases, we provide ten percent of each portfolio’s purchase price as our equity contribution. In subsequent periods, recoveries on
the purchased portfolios produce cash flow. We carefully evaluate portfolios to bid on only those that meet our selective targeted return profile.

We use proprietary statistical models to determine values of new portfolios, with minimum expected returns set by management. During the six months ended June 30,
2002, we purchased 33 portfolios from 10 issuers that we believe will meet our targeted returns criteria. There is no assurance that we will be able to continue to find
portfolios that meet our targeted returns criteria or that purchased portfolios will achieve targeted returns.

During the six months ended June 30, 2002, cash used in financing activities was $9.9 million which included repayments under existing facilities and capital leases of
$42.6 million, partially offset by borrowings of $28.1 million used primarily to fund new portfolio purchases. As discussed in Note 3, on February 22, 2002 certain
existing stockholders and their affiliates (the “Purchasers”) made an additional $5.0 million investment, with net proceeds of $4.6 million, in the Company. Immediately
prior to such investment, the Purchasers on a collective basis beneficially owned in excess of 50% of the Company’s common stock.

For the six months ended June 30, 2001, net cash provided by financing activities was $9.9 million. This included repayments under existing facilities and capital leases
of $8.1 million, partially offset by borrowings of $18.0 million used primarily to fund new portfolio purchases.
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Liquidity
We incurred net losses totaling $10.9 million for the year ended December 31, 2001. We also had a stockholders’ deficit totaling $2.4 million at December 31, 2001.
However, for the six months ended June 30, 2002, we realized net income of $0.9 million and, after taking into consideration the forgiveness of certain debt and the
issuance of new equity occurring during the first quarter, stockholders’ equity increased to $7.2 million at June 30, 2002. The Company complies with the covenants
relating to debt facilities with the exception of the minimum equity and cumulative collections covenants relating to the Warehouse Facility and Securitization 99-1
financings. We have experienced positive cash flow from operations during 2001 and for the first six months of 2002 and have achieved positive net income during the
first and second quarters of 2002. We believe that there is sufficient liquidity, given our expectation of positive cash flow from operations, the transactions that occurred
in February of 2002 and the availability under our Revolving Line of Credit and Secured Financing Facility, to fund operations for at least the next twelve months.
However, there can be no assurances that we will successfully sustain profitable operations, continue to generate positive cash flow from operations, and satisfy our debt
covenants relating to our debt financings.

If we are unable to achieve our plans, continue to satisfy our debt covenants or obtain waivers and/or are removed as servicer of the Warehouse Facility and
Securitization 99-1 financings or the Secured Financing Facility, we may need to: (i) sell certain of our receivable portfolios for cash, (ii) raise additional funds through
capital or debt, which may not be available on terms acceptable to us, or at all, (iii) reduce our number of employees or overall scope of operations, (iv) reduce future
capital expenditures, (v) cease the purchasing of additional portfolio receivables, or under the worst of circumstances, (vi) pursue strategic alternatives such as a sale,
merger, or recapitalization of Encore or seek protection under reorganization, insolvency or similar laws.

Item 3. Quantitative and Qualitative Disclosures about Market Risk 
Changes in short-term interest rates affect our earnings as a result of our borrowings under the Secured Financing Facility, Revolving Line of Credit facility and the
Warehouse facility. We believe that our market risk information has not changed materially from December 31, 2001 and reference is made to our annual report on Form
10-K for the year ended December 31, 2001 filed with the Securities and Exchange Commission.

Index

PART II - OTHER INFORMATION

This report contains forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995 (the “Reform Act”). The words “believe,”
“expect,” “anticipate,” “estimate,” “project,” or the negation thereof or similar expressions constitute forward-looking statements within the meaning of the Reform Act.
These statements may include, but are not limited to, projections of revenues, income or loss, estimates of capital expenditures, plans for future operations, products or
services, and financing needs or plans, as well as assumptions relating to these matters. These statements include, among others, statements found under “Management’s
Discussion and Analysis of Financial Condition and Results of Operations.” For all forward-looking statements, the Company claims the protection of the safe-harbor
for forward-looking statements contained in the Reform Act.
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The Company’s actual results could differ materially from those contained in the forward-looking statements due to a number of factors, some of which are beyond our
control. Factors that could affect our results of operations or financial condition and cause them to differ from those contained in the forward-looking statements include:

our ability to maintain existing and secure additional financing;
our ability to maintain sufficient liquidity to operate our business including our ability to meet the liquidity covenants of our securitization and Warehouse
transactions and to obtain new capital to enable us to continue receivable purchases;
our ability to continue to obtain covenant waivers of agreements as required and to continue servicing of the receivables in our securitization transactions,
Warehouse facility, secured financing facility, and our serviced portfolios;
our ability to recover sufficient amounts on, or with respect to, receivables (including receivables purchased from sellers of non-conforming portfolios) to fund
operations;
our ability to hire, train and retain qualified personnel to recover our receivables efficiently;
changes in, or failure to comply with, government regulations;
the costs, uncertainties and other effects of legal and administrative proceedings; and
risk factors and cautionary statements made in our Annual Report on Form 10-K for the period ended December 31, 2001.

Forward-looking statements speak only as of the date the statement was made. They are inherently subject to risks and uncertainties, some of which we cannot predict or
quantify. Future events and actual results could differ materially from the forward-looking statements. When considering each forward-looking statement, you should
keep in mind the risk factors and cautionary statements found throughout the Company’s annual report on Form 10-K for the year ended December 31, 2001 filed with
the Securities and Exchange Commission. We will not undertake and specifically decline any obligation to publicly release the result of any revisions to any forward-
looking statements to reflect events or circumstances after the date of such statements or to reflect the occurrence of anticipated or unanticipated events, whether as a
result of new information, future events, or for any other reason.
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In addition, it is our policy generally not to make any specific projections as to future earnings and we do not endorse projections regarding future performance that may
be made by third parties.

Index

Item 1 – Legal Proceedings

The Fair Debt Collection Practices Act (“FDCPA”) and comparable state statutes may result in class action lawsuits which can be material to our business due to the
remedies available under these statutes, including punitive damages.

There are a number of lawsuits or claims pending or threatened against Midland Credit. In general, these lawsuits or claims have arisen in the ordinary course of our
business and involve claims for actual damages arising from the alleged misconduct of our employees or our alleged improper reporting of credit information. Although
the outcome of any litigation is inherently uncertain, based on past experience, the information currently available to us and, in some cases, the possible availability of
insurance and/or indemnification from the originating institutions, we do not believe that any currently pending or threatened litigation or claims will have a material
adverse effect on our consolidated operations or financial condition.

On May 28, 2002, a complaint was filed by plaintiff Lana Waldon in the United States District Court for the Northern District of Texas against Midland Credit and an
unaffiliated financial institution, in which the plaintiff purports to assert a claim for alleged violation of the Fair Debt Collection Practices Act, the Texas Debt Collection
Act and the Texas Deceptive Trade Practices Act on behalf of a class of Texas residents allegedly similarly situated. Generally, the complaint alleges that mailings
related to a credit card balance transfer program are deceptive and misleading. The complaint seeks actual, statutory and treble damages in an amount to be determined,
together with pre-judgment and post-judgment interest, attorneys’ fees, and preliminary and permanent injunctions enjoining defendants from making offers or
distributing materials substantially similar to the mailings that are the subject of the complaint, plus certain other relief. Neither Midland Credit’s answer, nor any motion
for class certification, has yet been filed.

In February 2001, in the Superior Court of the State of Arizona, County of Maricopa, our subsidiary Midland Credit Management, Inc. and two of its wholly owned
subsidiaries, Midland Funding 98-A Corporation and Midland Receivables 99-1 Corporation, filed a lawsuit against MBNA America Bank, NA (“MBNA”). We have
alleged, among other things, fraud, fraudulent inducement, breach of contract and negligent misrepresentation arising out of the acquisition of charged-off receivables
purchased from MBNA between September 1999 and February 2000. We are seeking compensatory damages in excess of $20.0 million plus treble and punitive
damages. MBNA has filed a response to this lawsuit denying their liability and counterclaimed for its attorneys fees and for indemnification for any amount the
Company may be awarded from MBNA. The counterclaim was dismissed in April 2002. Any recoveries, net of attorney fees and other related costs, will first be paid to
the noteholders of the Warehouse facility and the Securitization 99-1 financing, and then any remaining amounts to Midland Credit.
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We do not believe that contingencies for ordinary routine claims, litigation and administrative proceedings and investigations incidental to our business will have a
material adverse effect on our consolidated financial position or results of operations. However, management is not currently in a position to determine whether the
resolution of pending or threatened litigation or claims will have a material effect on our results of operations in any future reporting period.

Index

Item 2 – Changes in Securities and Use of Proceeds

None

Item 3 – Defaults Upon Senior Securities

Not Applicable

Item 4 - Submission of Matters to a Vote of Security Holders

Not Applicable

Item 5 – Other Information

Not Applicable

Item 6 — Exhibits and Reports on Form 8-K

     (a)    Exhibits

3.1 Restated Certificate of Incorporation (incorporated by reference to Exhibit 3.1 to Amendment No. 2 to the Company’s Registration Statement on
Form S-1 filed on June 14, 1999 (“Amendment No. 2”)

3.2 Certificate of Amendment to the Certificate of Incorporation of the Company (incorporated by reference to Exhibit 3.1 to the Company’s Current
Report on Form 8-K dated April 4, 2002)

3.3 Certificate of designation relating to the Series A Senior Cumulative Participating Convertible Stock (incorporated by reference to Exhibit 3.1 to
the Company’s Current Report on Form 8-K dated February 25, 2002)

3.4 By-laws (incorporated by reference to Exhibit 3.2 to Amendment No. 2)
4.1 Specimen of Share Certificate of Series A Senior Cumulative Participating Convertible Stock (incorporated by reference to Exhibit 4.1 to the

Company’s Current Report on Form 8-K dated February 25, 2002)
4.2 Purchase Agreement dated as of February 15, 2002, between the Company and several purchasers listed on Schedule A thereto (incorporated by

reference to Exhibit 4.2 to the Company’s Current Report on Form 8-K dated February 25, 2002)



4.3 Registration Rights Agreement, dated as of February 21, 2002, between the Company and the several Purchasers listed on Schedule thereto
(incorporated by reference to Exhibit 4.3 to the Company’s Current Report on Form 8-K dated February 25, 2002))

4.4 Warrant issued to ING (U.S.) Capital LLC (“ING”) dated December 31, 2001 (incorporated by reference to Exhibit 4.4 to the Company’s Current
Report on Form 8-K dated February 25, 2002)

10.1 Lease dated September 12, 1994 for the property located at 5775 Roscoe, San Diego, California
10.2 Extension to Lease dated April 17, 2000 with respect to the property located at 5775 Roscoe, San Diego, California

21 List of Subsidiaries (incorporated by reference to Exhibit 21 to the Company ’s Annual Report on Form 10-K for the year ended December 31,
2000 filed on March 30, 2001)

     (b)    Reports on Form 8-K.

1.0 On August 9, 2002, the Company filed a Current Report on Form 8-K which included exhibits under Item 7 of such form.
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ENCORE CAPITAL GROUP, INC.

SIGNATURES

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

       
    ENCORE CAPITAL GROUP, INC.
       
       
       
       
       
    By:          /s/ Barry R. Barkley
      
 

 

 

 

 

 

Barry R. Barkley
Executive Vice-President,
Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)

       
       
       
Date:  August 13, 2002     
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                                                                    Exhibit 10.1 
 
 
 
                                                                Initials________ 
American Industrial Real Estate Association 1982 
MULTI-TENANT-GROSS 
 
 
 
1.   Parties. This Lease, dated, for reference purposes only, September 12, 1994 
     , is made by and between  Transcontinental  Realty Investors,  a California 
     Business  Trust  (herein  called  "Lessor") and  West  Capital  Financial 
     Services Corp., a California Corporation (herein called "Lessee"). 
 
2.   Premises, Parking and Common Areas. 
 
2.1  Premises.  Lessor hereby leases to Lessee and Lessee leases from Lessor for 
     the term, at the rental,  and upon all of the  conditions set forth herein, 
     real  property  situation in the County of San Diego , State of  California 
     commonly  known as 5775  Roscoe  Court,  San  Diego,  California  92123 and 
     described as an  approximately  32,504 square foot  office/R&D  building as 
     shown on the attached Exhibit "A", herein referred to as the "premises", as 
     may be  outlined on an Exhibit  attached  hereto,  including  rights to the 
     Common Areas as  hereinafter  specified but not including any rights to the 
     roof of the  Premises or to any  Building  in the  Industrial  Center.  The 
     Premises are a portion of a building, herein referred to as the "Building". 
     The Premises,  the Building,  the Common Ares, the land upon which the same 
     are located,  along with all other buildings and improvements  thereon, are 
     herein collectively referred to as the "Industrial Center". 
 
2.2  Vehicle  Parking.  Lessee  shall be entitled to One  Hundred  Thirty  (130) 
     vehicle parking spaces, unreserved and unassigned, on those portions of the 
     Common Areas  designated  by Lessor for parking.  Lessee shall not use more 
     parking spaces than said number. Said parking spaces shall be used only for 
     parking by  vehicles  no larger  than full size  passenger  automobiles  or 
     pick-up trucks,  herein called  "Permitted  Size Vehicles".  Vehicles other 
     than  Permitted  Size  Vehicles  are  herein   referred  to  as  "Oversized 
     Vehicles".  Lessee  shall be entitled to designate  six (6) parking  spaces 
     with signs  located on the  Premises  adjacent to the Building for Lessee's 
     exclusive  use.  2.2.1Lessee  shall not permit or allow any  vehicles  that 
     belong to or are  controlled  by Lessee or Lessee's  employees,  suppliers, 
     shippers, customers, or invitees to be loaded, unloaded, or parked in areas 
     other that those designated by Lessor for such activities. 
 
2.2.2If Lessee permits or allows any of the prohibited  activities  described in 
     paragraph  2.2 of this  Lease,  then Lessor  shall have the right,  without 
     notice,  in addition to such other rights and remedies that it may have, to 
     remove or tow away the  vehicle  involved  and  charge  the cost to Lessee, 
     which cost shall be immediately  payable upon demand by Lessor.  2.3 Common 
     Areas -  Definition.  The term  "Common  Areas" is defined as all areas and 
     facilities  outside the Premises and without the exterior  boundary line of 
     the  Industrial  Center that are provided and designated by the Lessor from 
     time to time for the  general  non-exclusive  use of Lessor,  Lessee and of 
     other  lessees of the  Industrial  Center and their  respective  employees, 
     suppliers,  shippers,  customers and  invitees,  including  parking  areas, 
     loading and unloading areas, trash areas,  roadways,  sidewalks,  walkways, 
     parkways, driveways and landscaped areas. 
 
2.4  Common Areas  -Lessee's  Rights.  Lessor hereby  grants to Lessee,  for the 
     benefit of Lessee and its  employees,  suppliers,  shippers,  customers and 
     invitees, during the term of this Lease, the non-exclusive right to use, in 
     common with others  entitled  to such use,  the Common  Areas as they exist 
     from time to time, subject to any rights,  powers, and privileges  reserved 
     by  Lessor  under  the  terms  hereof  or under  the terms of any rules and 
     regulations or  restrictions  governing the use of the  Industrial  Center. 
     Under no  circumstances  shall the right  herein  granted to use the Common 
     Areas be deemed to include the right to store any property,  temporarily or 
     permanently,  in the Common Areas. Any such storage shall be permitted only 
     by the prior written consent of Lessor or Lessor's  designated agent, which 
     consent  may be  revoked at any time.  In the event  that any  unauthorized 
     storage shall occur than Lessor shall have the right,  without  notice,  in 
     addition to such other rights and remedies  that it may have, to remove the 
     property  and charge the cost to  Lessee,  which cost shall be  immediately 
     payable upon demand by Lessor. 
 
2.5  Common  Areas  -Rules and  Regulations.  Lessor or such other  person(s) as 
     Lessor may appoint shall have the exclusive  control and  management of the 
     Common Areas and shall have the right, from to time, to establish,  modify, 
     amend and enforce  reasonable  rules and regulations  with respect thereto. 
     Lessee  agrees to abide by and  conform to all such rules and  regulations, 
     and to cause its employees, suppliers, shippers, customers, and invitees to 
     so abide and  conform.  Lessor shall not be  responsible  to Lessee for the 
     non-compliance  with said  rules and  regulations  by other  lessees of the 
     Industrial Center. 



 
2.6  Common  Areas  -Changes.  Lessor  shall have the right,  in  Lessor's  sole 
     discretion,  from time to time:  (a) To make  changes to the Common  Areas, 
     including,  without  limitation,  changes in the location,  size, shape and 
     number of driveways,  entrances, parking spaces, parking areas, loading and 
     unloading areas, ingress,  egress,  direction of traffic,  landscaped areas 
     and  walkways;  (b)  To  close  temporarily  any of the  Common  Areas  for 
     maintenance  purposes, so long as reasonable access to the Premises remains 
     available;  (c) To  designate  other land  outside  the  boundaries  of the 
     Industrial  Center to be a part of the Common Areas;  (d) To add additional 
     buildings and improvements to the Common Areas; (e) To use the Common Areas 
     while engaged in making additional improvements,  repairs or alterations to 
     the Industrial  Center, or any portion thereof;  (f) To do and perform such 
     other acts and make such other changes in, to or with respect to the Common 
     Areas and  Industrial  Center  as Lessor  may,  in the  exercises  of sound 
     business judgment, deem to be appropriate. 
 
2.6.1Lessor  shall at all times  provide  the  parking  facilities  required  by 
     applicable  law and in no event  shall the  number of parking  spaces  that 
     Lessee  is  entitled  to  under  paragraph  2.2 be  reduced  and  shall  be 
     maintained within the existing  boundaries of the Industrial  Center.  Upon 
     ten (10) days  notice  from  Lessee  that there is a shortage  of  Lessee's 
     pro-rata  share of parking  spaces,  Lessor  shall be  required to take all 
     measures  necessary  (policing,  parking  permits,  parking gate) to ensure 
     Lessee obtains its pro-rata allocation of parking spaces. 
 
3.   Term. 
 
3.1  Term.  The term of this Lease shall be for Sixty (60) months  commencing 
     upon substantial completion of Tenant Improvements and ending  sixty (60) 
     months  thereafter,  unless  sooner  terminated  pursuant to any  provision 
     hereof. In no event shall the term of the Lease or any obligation of Lessee 
     to pay rent on any space commence  until such space has been  substantially 
     completed  pursuant to Lessee's final plans and  specifications  and Lessee 
     can  reasonably  conduct its business.  Substantial  completion of Lessee's 
     Premises  additionally  shall be  deemed  to mean that  Lessor  shall  have 
     provided  to  Lessee  continuous  and  uninterrupted  access  to  Premises, 
     Building and parking facilities  sufficient to accommodate Lessee's parking 
     requirements (employees and visitors). In addition,  substantial completion 
     shall mean that all systems and services to be furnished by Lessor pursuant 
     to the  terms  and  conditions  of the  Lease  shall be in  continuous  and 
     uninterrupted  effect and the  Building  has been issued a  Certificate  of 
     Occupancy from the City of San Diego. 
 
3.2  Delay in Possession.  Notwithstanding  said  commencement  date, if for any 
     reason Lessor cannot  deliver  possession of the Premises to Lessee on said 
     date,  Lessor shall not be subject to any  liability  therefore,  nor shall 
     such failure affect the validity of this Lease or the obligations of Lessee 
     hereunder or extend the term hereof,  but in such case, Lessee shall not be 
     obligated to pay rent or perform any other  obligation  of Lessee under the 
     terms of this  Lease,  except as may be  otherwise  provided in this Lease, 
     until possession of the Premises is tendered to Lessee; provided,  however, 
     that if Lessor shall not have delivered  possession of the Premises  within 
     ninety  (90) days from said  commencement  date.  Lessee  may,  at Lessee's 
     option,  by notice in  writing to Lessor  within ten (10) days  thereafter, 
     cancel this Lease,  in which event the parties shall be discharged from all 
     obligations  hereunder;  provided  further,  however,  that if such written 
     notice of Lessee is not received by Lessor within said ten (10) day period, 
     Lessee's right to cancel this Lease  hereunder shall terminate and be of no 
     further force and effect. 
 
3.3  Early   Possession.   If  Lessee   occupies  the  Premises  prior  to  said 
     commencement date, such occupancy shall be subject to all provision of this 
     Lease,  such occupancy shall not advance the  termination  date, and Lessee 
     shall  pay rent for such  period  at the  initial  monthly  rates set forth 
     below.  Lessee, along with its contractors,  subcontractors,  agents, etc., 
     shall be  permitted  to enter  Lessee's  Premises  at any time prior to the 
     anticipated  commencement  date with no  obligation  to pay  rent,  for the 
     purpose  of  installing  furniture,   fixtures,  equipment,  and  leasehold 
     improvements.  Such  prior  occupancy  shall  not  interfere  with or delay 
     completion of the tenant improvements, or result in additional costs to the 
     Lessor.  This prior occupancy provision shall be separate and distinct from 
     the obligation of Lessor and/or Lessee as to the completion of the basic or 
     special leasehold improvements. 
 
4.   Rent. 
 
4.1  Base  Rent.  Lessee  shall pay to  Lessor,  as base Rent for the  Premises, 
     without  any  offset or  deduction,  except as may be  otherwise  expressly 
     provided  in this  Lease,  on the First (1st) day of each month of the term 
     hereof,  monthly  payments  in  advance  of  per  schedule  -see  Addendum, 
     Paragraph 47. Lessee shall pay Lessor upon execution  hereof $ 27,628.40 as 
     Base Rent for the first  month of the Lease  term.  The second  months rent 
     (payable  n Month 7) shall be equal  to the  amount  of the  prorated  rent 
     applicable to the first month of the Lease term. Rent for any period during 



     the  term  hereof  which is for less  than  one  month  shall be a pro rata 
     portion  of the Base Rent.  Rent  shall be  payable in lawful  money of the 
     United  States to  Lessor at the  address  stated  herein or to such  other 
     persons or at such other places as Lessor may designate in writing. 
 
4.2  Operating Expenses.  In the event Lessor's operating expenses which include 
     landscape, general maintenance, repairs, real property taxes, fire casualty 
     and  liability  insurance,  and  management  for the building  which Leased 
     Premises  are a part shall,  in any  calendar  year during the term of this 
     Lease,  exceed the base year  expenses as shown in Addendum  Paragraph  59, 
     Lessee  agrees to pay as  Additional  Rent  Lessee's pro rata share of such 
     excess operating  expenses.  Lessor may invoice Lessee monthly for Lessee's 
     pro rata share of the estimated  operating expenses for each calendar year, 
     which amount shall be adjusted each year based upon  anticipated  operating 
     expenses.  Within nine months  following the close of each  calendar  year, 
     Lessor shall provide Lessee an accounting  showing in reasonable detail all 
     computations  of  Additional  Rent  due  this  section.  In the  event  the 
     accounting shows that the total of the monthly payments made by 

 
 
 
     Lessee  Exceeds  the  amount of  Additional  Rent due by Lessee  under this 
     section,  the Lessee  shall be entitled  to a refund of the excess.  In the 
     event the accounting shows that the total of the monthly payments made 
     by Lessee is less than the amount of  Additional  Rent due by Lessee  under 
     this  section,  the  account  shall be  accompanied  by an invoice  for the 
     Additional Rent. Notwithstanding any other provisions in this Lease, during 
     the year in which the Lease  terminates,  Lessor,  prior to the termination 
     date,  shall have the option to invoice  Lessee for Lessee's pro rata share 
     of this excess operating expenses based upon the previous y ear's operating 
     expenses. If this Lease shall terminate on a day other than the last day of 
     a  calendar  year,  the  amount of any  Additional  Rent  payable by Lessee 
     applicable  to the year in which  such  termination  shall  occur  shall be 
     prorated on the ratio that the number of days from the  commencement of the 
     calendar year to and including the  termination  date bears to 365.  Lessee 
     shall have the right, at its own expense and within a reasonable  time, the 
     audit Lessor's  books  relevant to the  Additional  Rent payable under this 
     section.  Lessee agrees to pay any  Additional  Rent due under this section 
     within ten days  following  receipt of this invoice or  accounting  showing 
     Additional  Rent due.  Lessee shall be granted  protection from real estate 
     tax  increases  as a result of the event of sale or  refinance  during  the 
     initial Lease term. (See Addendum Paragraph 59.) 
 
5.   Security Deposit.  Lessee shall deposit with Lessor upon execution hereof $ 
     27,628.40  as  security  for  Lessee's  faithful  performance  of  Lessee's 
     obligations  hereunder.  If Lessee  fails to pay rent or other  charges due 
     hereunder,  or otherwise  defaults  with  respect to any  provision of this 
     Lease,  Lessor may use,  apply or retain all or any portion of said deposit 
     for the  payment of any rent or other  charge in default or for the payment 
     of any other sum to which Lessor may become obligated by reason of Lessee's 
     default,  or to  compensate  Lessor for any loss or damage which Lessor may 
     suffer  thereby.  If Lessor so uses or applies  all or any  portion of said 
     deposit,  Lessee shall within ten (10) days after written demand  therefore 
     deposit cash or check with Lessor in an amount  sufficient  to restore said 
     deposit to the full amount then  required  of Lessee.  If the monthly  rent 
     shall,  from time to time,  increase during the term of this Lease,  Lessee 
     shall, at the time of such increase,  deposit with Lessor  additional money 
     as a security deposit so that the total amount of the security deposit held 
     by Lessor shall at all times bear the same  proportion  to the then current 
     Base Rent as the initial  security  deposit  bears to the initial Base Rent 
     set  forth in  paragraph  4.  Lessor  shall  not be  required  to keep said 
     security deposit separate from its general accounts. If Lessee performs all 
     of Lessee's obligations hereunder,  said deposit, or so much thereof as has 
     not theretofore been applied by Lessor, shall be returned,  without payment 
     of  interest  or other  increment  for its use,  to Lessee (or, at Lessor's 
     option, to the last assignee,  if any, of Lessee's  interest  hereunder) at 
     the  expiration  of the term  hereof,  and after  Lessee  has  vacated  the 
     Premises.  No trust relationship is crated herein between Lessor and Lessee 
     with respect to said Security Deposit. 
 
6.   Use. 
 
6.1  Use. The Premises  shall be used and occupied only for general office space 
     and any other legally permitted uses compatible with a comparable  building 
     in Kearny Mesa. 
 
6.2  Compliance with Law. 
 
(a)  Lessor  warrants to Lessee that the Premises,  in the state existing on the 
     date that the Lease term commences, but without regard to the use for which 
     Lessee  will  occupy  the  Premises,  does not  violate  any  covenants  or 
     restrictions  of record,  or any applicable  building  code,  regulation or 
     ordinance in effect on such Lease term  commencement  date. In the event it 
     is determined  that this warranty has been  violated,  then it shall be the 



     obligation of the Lessor, after written notice from Lessee, to promptly, as 
     Lessor's sole cost and expense,  rectify any such  violation.  In the event 
     Lessee  does not give to Lessor  written  notice of the  violation  of this 
     warranty within six months from the date that the Lease term commences, the 
     correction  of same shall be the  obligation of the Lessee at Lessee's sole 
     cost. The warranty  contained in this paragraph 6.2(a) shall be of no force 
     or  effect  if,  prior to the date of this  Lease,  Lessee  was an owner or 
     occupant of the Premises and, in such event,  Lessor shall correct any such 
     violation at Lessee's sole cost. 
 
(b)  Except as provided in paragraph  6.2(a) Lessee shall, at Lessee's  expense, 
     promptly   comply  with  all  applicable   statutes,   ordinances,   rules, 
     regulations, orders, covenants and restrictions of record, and requirements 
     of any fire  insurance  underwriters  or rating  bureaus,  now in effect or 
     which may hereafter come into effect,  whether or not they reflect a change 
     in policy from that now  existing,  during the term or any part of the term 
     hereof,  relating in any manner to the Premises and the  occupation and use 
     by Lessee of the Premises and of the Common Areas. Lessee shall not use nor 
     permit the use of the  Premises or the Common Areas in any manner that will 
     tend to create waste or nuisance or shall tend to disturb  other  occupants 
     of the Industrial Center. 
 
6.3  Condition of Premises. 
 
(a)  Lessor shall deliver the Premises to Lessee clean and free of debris on the 
     Lease commencement date (unless Lessee is already in possession) and Lessor 
     warrants to Lessee that the plumbing,  lighting, air conditioning,  heating 
     loading doors and roof in the Premises shall be in good operating condition 
     on the Lease  commencement date. Lessor shall be responsible for making the 
     alterations necessary to bring the parking area of Project into conformance 
     with applicable code sufficient to allow general  contractor  and/or Lessee 
     to obtain the necessary building permits.  Lessor shall indemnify Lessee as 
     to any liability  related to any additional  Americans with  Disability Act 
     (ADA) upgrades required to the exterior of the Premises.  In the event that 
     it is determined that this warranty has been violated, then it shall be the 
     obligation of Lessor,  after receipt of written  notice from Lessee setting 
     forth  with  specificity  the nature of the  violation,  the  promptly,  at 
     Lessor's sole cost,  rectify such violation.  Lessee's failure to give such 
     written   notice  to  Lessor  within  thirty   (30)days   after  the  Lease 
     commencement  date shall cause the conclusive  presumption  that Lessor has 
     complied with all of Lessor's obligations hereunder. The warranty contained 
     in this  paragraph  6.3(a)  shall be of no force or  effect if prior to the 
     date of this Lease, Lessee was an owner or occupant of the Premises. 
 
(b)  Except as  otherwise  provided in this  Lease,  Lessee  hereby  accepts the 
     Premises in their condition  existing as of the Lease  commencement date or 
     the date  that  Lessee  takes  possession  of the  Premises,  whichever  is 
     earlier,  subject to all  applicable  zoning,  municipal,  county and state 
     laws,  ordinances and  regulations  governing and regulating the use of the 
     Premises,  and any covenants or  restrictions  of record,  and accepts this 
     Lease  subject  thereto  and to all  matters  disclosed  thereby and by any 
     exhibits  attached  hereto.  Lessee  acknowledges  that neither  Lessor nor 
     Lessor's agent has made any representation or warranty as to the present or 
     future suitability of the Premises for the conduct of Lessee's business. 
 
7.   Maintenance, Repairs, Alterations and Common Area Services. 
 
7.1  Lessor's   Obligations.   Subject  to  the  provisions  of  paragraphs  4.2 
     (Operating Expenses),  6 (Use), 7.2 (Lessee's Obligations) and 9 (Damage or 
     Destruction)  and except for damage caused by any negligent or  intentional 
     act  or  omission  of  Lessee,  Lessee's  employees,  suppliers,  shippers, 
     customers,  or  invitees,  in which event  Lessee  shall repair the damage, 
     Lessor, at Lessor's expense, subject to reimbursement pursuant to paragraph 
     4.2,  shall keep in good  condition  and repair the  foundations,  exterior 
     walls,  structural  condition of interior  bearing  walls,  and roof of the 
     Premises,  as well as the parking lots, walkways,  driveways,  landscaping, 
     fences,  signs and utility  installations of the Common Areas and all parts 
     thereof,  as well as providing the services for which there is an Operating 
     Expense pursuant to paragraph 4.2. Lessor shall not, however,  be obligated 
     to paint the  exterior or interior  surface of  exterior  walls,  nor shall 
     Lessor be required to maintain,  repair or replace windows,  doors or plate 
     glass of the  Premises.  Lessor  shall have no  obligation  to make repairs 
     under this  paragraph 7.1 until a reasonable  time after receipt of written 
     notice from Lessee of the need for such repairs.  Lessee  expressly  waives 
     the  benefits  of any  statute  now or  hereafter  in  effect  which  would 
     otherwise afford Lessee the right to make repairs at Lessor's expense or to 
     the terminate  this Lease because of Lessor's  failure to keep the Premises 
     in good order, condition and repair. Lessor shall not be liable for damages 
     or loss of any kind or nature by reason of Lessor's  failure to furnish any 
     Common Area  Services  when such failure is caused by  accident,  breakage, 
     repairs,  strikes,  lockout, or other labor disturbances or disputes of any 
     character, or by any other cause beyond the reasonable control of Lessor. 
 
7.2  Lessee's Obligations. 
 



(a)  Subject  to  the   provisions   of   paragraphs  6  (Use),   7.1  (Lessor's 
     Obligations),  and 9 (Damage or Destruction),  Lessee, at Lessee's expense, 
     shall keep in good order,  condition and repair the Premises and every part 
     thereof (whether or not the damaged portion of the Premises or the means of 
     repairing  the  same  are  reasonably  or  readily  accessible  to  Lessee) 
     including,  without limiting the generality of the foregoing, all plumbing, 
     heating, ventilating and air conditioning systems (Lessee shall procure and 
     maintain,  at Lessee's expense,  a ventilating and air conditioning  system 
     maintenance  contract),  electrical  and lighting  facilities and equipment 
     within the  Premises,  fixtures,  interior  walls and interior  surfaces of 
     exterior  walls,  ceilings,  windows,  doors,  plate glass,  and  skylights 
     located  within the  Premises.  Lessor  reserves  the right to procure  and 
     maintain the ventilating and air conditioning system maintenance  contract. 
     Lessor,  within the operating expenses of the Building included in the base 
     year,  shall be required to maintain  the HVAC,  plumbing,  electrical  and 
     lighting, etc. 
 
(b)  If Lessee fails to perform Lessee's obligations under this paragraph 7.2 or 
     under any other paragraph of this Lease, Lessor may enter upon the Premises 
     after then (10) days' prior written notice to Lessee (except in the case of 
     emergency, in which no notice shall be required),  perform such obligations 
     on  Lessee's  behalf and put the  Premises  in good  order,  condition  and 
     repair,  and the cost thereof together with interest thereon at the maximum 
     rate then  allowable by law shall be due and payable as additional  rent to 
     Lessor together with Lessee's next Base Rent installment. 
 
(c)  On the last day of the term hereof,  or on any sooner  termination,  Lessee 
     shall  surrender the Premises to Lessor in the same  condition as received, 
     ordinary  wear and tear  except,  clean and free of  debris.  Any damage or 
     deterioration of the Premises shall not be deemed ordinary wear and tear if 
     the same could have been prevented by good  maintenance  practices.  Lessee 
     shall repair any damage to the Premises  occasioned by the  installation or 
     removal of Lessee's trade fixtures, alterations, furnishings and equipment. 
     Notwithstanding  anything to the contrary  otherwise  stated in this Lease, 
     Lessee shall leave the air lines,  power  panels,  electrical  distribution 
     systems,  lighting fixtures, space heaters, air conditioning,  plumbing and 
     fencing on the Premises in good operating condition. 
 
7.3  Alterations and Additions. 
 
(a)  Lessee  shall  not,   without  Lessor's  prior  written  consent  make  any 
     alterations,  improvements,  additions,  or Utility Installations in, on or 
     about the Premises,  or the  Industrial  Center,  except for  nonstructural 
     alterations  to the Premises not  exceeding $ 15,000 in  cumulative  costs, 
     during the term of this Lease and not exceeding $10,000 in cumulative costs 
     during any twelve (12) month period. In any event, whether or not excess of 
     $ 15,000 in cumulative  cost,  Lessee shall make no change or alteration to 
     the  exterior of the  Premises  nor the  exterior of the  Building  nor the 
     Industrial  Center without Lessor's prior written consent.  As used in this 
     paragraph 7.3 the term "Utility Installation" shall mean carpeting,  window 
     covering,  air  lines,  power  panels,   electrical  distribution  systems, 
     lighting fixtures, space heaters, air conditioning,  plumbing, and fencing. 
     Lessor may  require  that  Lessee  remove  any or all of said  alterations, 
     improvements,  additions or Utility  Installations at the expiration of the 
     term,  and  restore  Premises  and the  Industrial  Center  to their  prior 
     condition.  Lessor may require Lessee to provide  Lessor,  at Lessee's sole 
     cost and expense,  a lien and completion bond in an amount equal to one and 
     one-half  times the estimated cost of such  improvements,  to insure Lessor 
     against any liability for mechanic's and materialmen's  liens and to insure 
     completion of the work.  Should Lessee make any alterations,  improvements, 
     additions  or Utility  Installations  without the prior  approval of Lessor 
     may, at any time during the term of this Lease,  require that Lessee remove 
     any or all of the same. 
 
(b)  Any  alterations,  improvements,  additions or Utility  Installations in or 
     about the  Premises or the  Industrial  Center that Lessee  shall desire to 
     make and which  requires  the consent of the Lessor  shall be  presented to 
     Lessor in written form, with proposed  detailed plans. If Lessor shall give 
     its consent,  the consent shall be deemed conditioned upon Lessee acquiring 
     a permit to do so from appropriate governmental agencies, the furnishing of 
     a copy  thereof  to Lessor  prior to the  commencement  of the work and the 
     compliance  by  Lessee of all  conditions  of said  permit in a prompt  and 
     expeditious manner. 
 
(c)  Lessee shall pay, when due, all claims for labor or materials  furnished or 
     alleged  to  have  been  furnished  to or for  Lessee  at or for use in the 
     Premises,  which  claims  are or  may  be  secured  by  any  mechanic's  or 
     materialmen's  lien against the Premises,  or the Industrial Center, or any 
     interest  therein.  Lessee  shall give  Lessor not less than ten (10) days' 
     notice prior to the  commencement  of any work in the Premises,  and Lessor 
     shall  have the right to post  notices of  non-responsibility  in or on the 
     Premises or the  Building as  provided  by law.  If Lessee  shall,  in good 
     faith,  contest the validity of any such lien, claim or demand, then Lessee 
     shall,  at its sole expense  defend itself and Lessor  against the same and 
     shall  pay and  satisfy  any such  adverse  judgment  that may be  rendered 



     thereon before the  enforcement  thereof against the Lessor or the Premises 
     or the Industrial Center,  upon the condition that if Lessor shall require, 
     Lessee shall furnish to Lessor a surety bond  satisfactory  to Lessor in an 
     amount equal to such  contested  lien claim or demand  indemnifying  Lessor 
     against  liability for the same and holding the Premises and the Industrial 
     Center free from the effect of such lien or claim. In addition,  Lessor may 
     require Lessee to pay Lessor's attorneys fees and costs in participating in 
     such action if Lessor  shall decide it is to Lessor's  best  interest to do 
     so. 
 
(d)  All alterations, improvements, additions and Utility Installations (whether 
     or not such Utility  Installations  constitute  trade  fixtures of Lessee), 
     which may be made on the  Premises,  shall be the  property  of Lessor  and 
     shall remain upon and be surrendered with the Premises at the expiration of 
     the Lease term,  unless Lessor requires their removal pursuant to paragraph 
     7.3(a).  Notwithstanding the provisions of this paragraph 7.3(b),  Lessee's 
     machinery and  equipment,  other than that which is affixed to the Premises 
     so that it cannot be removed without  material damage to the Premises,  and 
     other than Utility  Installations,  shall remain the property of Lessee and 
     may be removed by Lessee subject to the provisions of paragraph 7.2. 
 
7.4  Utility  Additions.  Lessor reserves the right to install new or additional 
     utility  facilities  throughout  the  Building and the Common Areas for the 
     benefit of Lessor or Lessee, or any other lessee of the Industrial  Center, 
     including,  but  not by way of  limitation,  such  utilities  as  plumbing, 
     electrical  systems,  security  systems,  communication  systems,  and fire 
     protection  and detection  systems,  so long as such  installations  do not 
     unreasonably interfere with Lessee's use of the Premises. 
 
8.   Insurance; Indemnity. 
 
8.1  Liability  Insurance-Lessee.  Lessee shall, at Lessee's expense, obtain and 
     keep in force  during  the term of this Lease a policy of  Combined  Single 
     Limit  Bodily  Injury and Property  Damage  Insurance  insuring  Lessee and 
     Lessor  against  any  liability  arising  out  of  the  use,  occupancy  or 
     maintenance of the Premises and the Industrial Center. Such insurance shall 
     be in an amount not less than $500,000.00 per occurrence.  The policy shall 
     insure performance by Lessee of the indemnity  provisions of this paragraph 
     8. The limits of said insurance shall not, however,  limit the liability of 
     Lessee hereunder. 
 
8.2  Liability  Insurance-Lessor.  Lessor  shall obtain and keep in force during 
     the term of this Lease a policy of Combined  Single Limit Bodily Injury and 
     Property Damage  Insurance,  insuring Lessor,  but not Lessee,  against any 
     liability  arising out of the ownership,  use,  occupancy or maintenance of 
     the  Industrial   Center  in  an  amount  not  less  than  $500,000.00  per 
     occurrence. 
 
8.3  Property  Insurance.  Lessor shall obtain and keep in force during the term 
     of this Lease a policy or policies of insurance  covering loss of damage to 
     the Industrial Center  improvements,  but not Lessee's  personal  property, 
     fixtures, equipment or tenant improvements,  in an amount not to exceed the 
     full  replacement  value thereof,  as the same may exist from time to time, 
     providing  protection against all perils included within the classification 
     of fire, extended coverage,  vandalism,  malicious mischief,  flood (in the 
     event same is required by a lender having a lien on the  Premises)  special 
     extended  perils  ("all  risk",  as such  term  is  used  in the  insurance 
     industry),  plate glass  insurance and such other insurance as Lessor deems 
     advisable.  In addition,  Lessor shall obtain and keep in force, during the 
     terms of this Lease, a policy of rental value  insurance  covering a period 
     of one year, with loss payable to Lessor,  which insurance shall also cover 
     shall also cover all Operating Expenses for said period. 
 
8.4  Payment of Premium Increase. 
 
(a)  After the term of this Lease has commenced, Lessee shall not be responsible 
     for paying Lessee's Share of any increase in the property insurance premium 
     for the Industrial Center specified by Lessor's  insurance carrier as being 
     caused by the use, acts or omissions of any other lessees of the Industrial 
     Center,  or by the nature of such other lessee's  occupancy which create an 
     extraordinary or unusual risk. 
 
8.5  Insurance  Policies.  Insurance  required  hereunder  shall be in companies 
     holding a "General  Policyholders Rating" of at least B plus, or such other 
     rating as may be required by a lender having a lien on the Premises, as set 
     forth in the most current issue of "Best's Insurance  Guide".  Lessee shall 
     not do or permit to be done anything  which shall  invalidate the insurance 
     policies  carried  by Lessor.  Lessee  shall  deliver  to Lessor  copies of 
     liability  insurance  policies required under paragraph 8.1 or certificates 
     evidencing  the  existence and amounts of such  insurance  within seven (7) 
     days after the  commencement  date of this Lease.  No such policy  shall be 
     cancelable or subject to reduction of coverage or other modification except 
     after thirty (30) days prior written  notice to Lessor.  Lessee  shall,  at 
     last thirty (30) days prior to the  expiration  of such  policies,  furnish 
     Lessor with renewals or "binders" thereof. 



 
8.6  Waiver of  Subrogation.  Lessee and Lessor each hereby  release and relieve 
     the other,  and waive their entire right of recovery  against the other for 
     loss or damage  arising out of or incident  of the perils  insured  against 
     which  perils  occur  in,  on or about  the  Premises,  whether  due to the 
     negligence  of  Lessor  or Lessee o their  agents,  employees,  contractors 
     and/or  invitees.  Lessee and Lessor shall,  upon obtaining the policies of 
     insurance  required  hereunder,  give  notice to the  insurance  carrier or 
     carriers that the foregoing  mutual waiver of  subrogation  is contained in 
     this Lease. 
 
8.7  Indemnity. Lessee shall indemnify and hold harmless Lessor from and against 
     any and all claims arising from Lessee's use of the Industrial  Center,  or 
     from the conduct of Lessee's business or from any activity,  work or things 
     done, permitted or suffered by Lessee in or about the Premises or elsewhere 
     and shall further  indemnify and hold harmless  Lessor from and against any 
     and all claims arising from any breach or default in the performance of any 
     obligation on Lessee's part to be performed  under the terms of this Lease, 
     or arising from any act or omission of Lessee,  or any of Lessee's  agents, 
     contractors, or employees, and from and against all costs, attorney's fees, 
     expenses and  liabilities  incurred in the defense of any such claim or any 
     action or proceeding brought thereon,  and in case any action or proceeding 
     be brought  against Lessor by reason of any such claim.  Lessee upon notice 
     from Lessor shall defend the same at Lessee's expense by counsel reasonably 
     satisfactory  to Lessor  and Lessor  shall  cooperate  with  Lessee in such 
     defense.  Lessee, as a material part of the consideration to Lessor, hereby 
     assumes all risk of damage to property of Lessee or injury to persons,  in, 
     upon or about the Industrial  Center and Lessee hereby waives all claims in 
     respect  thereof  against  Lessor. 
 
8.8 Exemption of Lessor from Liability. 
     Lessee hereby agrees that Lessor shall not be liable for injury to Lessee's 
     business or any loss of income therefrom or for damage to the goods, wares, 
     merchandise  or other  property of Lessee,  Lessee's  employees,  invitees, 
     customers,  or any other person in or about the Premises or the  Industrial 
     Center,  nor shall  Lessor be liable  for  injury to the  person of Lessee, 
     Lessee's employees, agents or contractors, whether such damage or injury is 
     caused by or results from fire, steam, electricity,  gas, water or rain, or 
     from  the  breakage,  leakage,  obstruction  or  other  defects  of  pipes, 
     sprinklers,  wires,  appliances,  plumbing,  air  conditioning  or lighting 
     fixtures,  or from any other cause,  whether said damage or injury  results 
     from  conditions  arising upon the  Premises or upon other  portions of the 
     Industrial  Center,  or from  other  sources or places  and  regardless  of 
     whether  the cause of such damage or injury or the means of  repairing  the 
     same is inaccessible to Lessee.  Lessor shall not be liable for any damages 
     arising  from any act or neglect of any other  lessee,  occupant or user of 
     the  Industrial  Center,  nor from the  failure  of Lessor to  enforce  the 
     provisions of any other lease of the Industrial Center. 
 
 
9.   Damage or Destruction. 
 
9.1  Definitions. 
 
(a)  "Premises  Partial  Damage"  shall  mean if the  Premises  are  damaged  or 
     destroyed to the extent that the cost of repair is less than fifty  percent 
     of the then replacement cost of the Premises. 
(b)  "Premises  Total  Destruction"  shall mean if the  Premises  are damaged or 
     destroyed to the extent that the cost of repair is fifty percent or more of 
     the then replacement cost of the Premises. 
(c)  "Premises  Building Partial Damage" shall mean if the Building of which the 
     Premises  are a part is damaged or destroyed to the extent that the cost to 
     repair is less  than  fifty  percent  of the then  replacement  cost of the 
     Building. 
(d)  "Premises  Building Total  Destruction" shall mean if the Building of which 
     the Premises are a part is damaged or destroyed to the extent that the cost 
     to  repair is fifty  percent  or more of the then  replacement  cost of the 
     Building. 
(e)  "Industrial  Center  Buildings"  shall  mean  all of the  buildings  on the 
     Industrial Center site. 
(f)  "Industrial   Center  Buildings  Total   Destruction"  shall  mean  if  the 
     Industrial Center Buildings are damaged or destroyed to the extent that the 
     cost of repair is fifty percent or more of the then replacement cost of the 
     Industrial Center Buildings. 
(g)  "Insured  Loss"  shall mean  damage or  destruction  which was caused by an 
     event required to be covered by the insurance described in paragraph 8. The 
     fact that an Insured Loss has a  deductible  amount shall not make the loss 
     an uninsured loss. 
(h)  "Replacement  Cost" shall mean the amount of money necessary to be spent in 
     order to repair or rebuild the damaged area to the  condition  that existed 
     immediately  prior to the damage occurring  excluding all improvements made 
     by lessees. 
 
9.2  Premises Partial Damage; Premises Building Partial Damage. 
 



(a)  Insured Loss:  Subject to the  provisions of paragraphs  9.4 and 9.5, if at 
     any time during the term of this Lease there is damage  which is an insured 
     Loss and which falls into the  classification  of either  Premises  Partial 
     Damage or Premises Building Partial Damage,  then Lessor shall, at Lessor's 
     expense,  repair such damage to the  Premises,  but not Lessee's  fixtures, 
     equipment or tenant  improvements,  as soon as reasonably possible and this 
     Lease shall continue in full force effect. 
(b)  Uninsured Loss:  Subject to the provisions of paragraphs 9.4 and 9.5, if at 
     any time  during  the term of this  Lease  there is damage  which is not an 
     insured Loss and which falls within the  classification of Premises Partial 
     Damage or Premises Building Partial Damage, unless caused by a negligent or 
     willful  act of Lessee (in which  event  Lessee  shall make the  repairs at 
     Lessee's  expense),  which damage  prevents Lessee from using the Premises, 
     Lessor may at  Lessor's  option  either (i) repair  such  damage as soon as 
     reasonably  possible at Lessor's  expense,  in which event this Lease shall 
     continue in full force and effect,  or (ii) give  written  notice to Lessee 
     within thirty (30) days after the date of the  occurrence of such damage of 
     Lessor's intention to cancel and terminate this Lease as of the date of the 
     occurrence of such damage. In the event,  Lessor elects to give such notice 
     of Lessor's intention to cancel and terminate this Lease, Lessee shall have 
     the right  within  ten (10) days after the  receipt of such  notice to give 
     written  notice to Lessor of  Lessee's  intention  to repair such damage at 
     Lessee's expense,  without  reimbursement  from Lessor, in which event this 
     Lease shall continue in full force and effect,  and Lessee shall proceed to 
     make such repairs as soon as reasonably  possible.  If Lessee does not give 
     such notice  within such 10-day  period this Lease shall be  cancelled  and 
     terminated as of the date of the occurrence of such damage. 
 
9.3  Premises Total Destruction; Premises Building Total Destruction. Industrial 
     Center Buildings Total Destruction 
 
(a)  Subject to the  provisions of paragraphs 9.4 and 9.5, if at any time during 
     the term of this  Lease  there is  damage,  whether or not it is an Insured 
     Loss, and which falls into the classifications of either (i) Premises Total 
     Destruction,   or  (ii)  Premises  Building  Total  Destruction,  or  (iii) 
     Industrial Center Buildings Total Destruction,  then Lessor may at Lessor's 
     option  either (i) repair  such  damage or  destruction,  but not  Lessee's 
     fixtures, equipment or tenant improvements,  as soon as reasonably possible 
     at  Lessor's  expense,  and this  Lease  shall  continue  in full force and 
     effect, or (ii) give written notice to Lessee within thirty (30) days after 
     the date of occurrence  of such damage of Lessor's  intention to cancel and 
     terminate  this  Lease,  in which case this Lease  shall be  cancelled  and 
     terminated as of the date of the occurrence of such damage. 
 
9.4  Damage Near End of Term. 
 
(a)  Subject to paragraph  9.4(b),  if at any time during the last six months of 
     the term of this  Lease  there is  substantial  damage,  whether  or not an 
     Insured Loss,  which falls within the  classification  of Premises  Partial 
     Damage, Lessor may at Lessor's option cancel and terminate this Lease as of 
     the date of occurrence of such damage by giving written notice to Lessee of 
     Lessor's  election to do so within 30 days after the date of  occurrence of 
     such damage. 
(b)  Notwithstanding paragraph 9.4(a), in the event that Lessee has an option to 
     extend or renew this Lease,  and the time  within  which said option may be 
     exercised has not yet expired,  Lessee shall exercise such option, if it is 
     to be exercised at all, no later than twenty (20) days after the occurrence 
     of an Insured Loss falling within the  classification  of Premises  Partial 
     Damage during the last six months of the term of this Lease. If Lessee duly 
     exercises such option during said twenty (20) day period,  Lessor shall, at 
     Lessor's expense, repair such damage, but not Lessee's fixtures,  equipment 
     or tenant improvements, as soon as reasonably possible and this Lease shall 
     continue in full force and effect.  If Lessee fails to exercise such option 
     during  said twenty  (20) day  period,  then Lessor may at Lessor's  option 
     terminate  and cancel this Lease as of the  expiration  of said twenty (20) 
     day period by giving written notice to Lessee of Lessor's election to do so 
     within ten (10) days after the  expiration  of said twenty (20) day period, 
     notwithstanding  any  term or  provision  in the  grant  of  option  to the 
     contrary. 
 
9.5  Abatement of Rent; Lessee's Remedies. 
 
(a)  In the event  Lessor  repairs or  restores  the  Premises  pursuant  to the 
     provisions of this  paragraph 9, the rent payable  hereunder for the period 
     during which such damage,  repair or restoration  continues shall be abated 
     in  proportion  to the  degree to which  Lessee's  use of the  Premises  is 
     impaired.  Except for abatement of rent, if any, Lessee shall have no claim 
     against  Lessor  for any  damage  suffered  by reason  of any such  damage, 
     destruction, repair or restoration. 
(b)  If Lessor shall be  obligated  to repair or restore the Premises  under the 
     provisions  of this  paragraph  9 and shall  not  commence  such  repair or 
     restoration  within  ninety (90) days after such  obligation  shall accrue, 
     Lessee may at  Lessee's  option  cancel and  terminate  the Lease by giving 
     Lessor  written  notice of Lessee's  election to do so at any time prior to 
     the  commencement of such repair or  restoration.  In such event this Lease 



     shall terminate as of the date of such notice. 
 
9.6  Termination-Advance Payments.  Upon termination of this Lease pursuant to 
     this paragraph 9, an equitable  adjustment shall be made concerning advance 
     rent and any advance  payments made by Lessee to Lessor.  Lessor shall,  in 
     addition,  return to Lessee so much of Lessee's security deposit as has not 
     theretofore been applied by Lessor. 
 
9.7  Waiver.  Lessor and Lessee waive the provisions of any statute which relate 
     to termination  of leases when leased  property is destroyed and agree that 
     such event shall be governed by the terms of this Lease. 
 
10.  Real Property Taxes. 
 
10.1 Payment of Tax Increase. Lessor shall pay the real property tax, as defined 
     in paragraph 10.3, applicable to the Industrial Center, provided,  however, 
     that Lessee shall pay, in addition to rent,  Lessee's  Share (as defined in 
     paragraph  4.2) of the  amount,  if  any,  by  which  real  property  taxes 
     applicable  to the Premises  increase  over the fiscal real estate tax year 
     1994-1995.  Such payment  shall be made by Lessee  within  thirty (30) days 
     after  receipt of Lessor's  written  statement  setting forth the amount of 
     such increase and the computation  thereof. If the term of this Lease shall 
     not  expire  concurrently  with  the  expiration  of the tax  fiscal  year. 
     Lessee's  liability  for  increased  taxes for the last partial  lease year 
     shall be prorated on an annual basis. 
 
10.2 Additional  Improvements.  Lessee  shall  not  be  responsible  for  paying 
     Lessee's  share of any increase in real  property tax  specified in the tax 
     assessor's   record's  and  work  sheets  as  being  caused  by  additional 
     improvements  placed  upon the  Industrial  Center by other  lessees  or by 
     Lessor for the  exclusive  enjoyment of such other  lessees.  Lessee shall, 
     however,  pay to Lessor at the time that  Operating  Expenses  are  payable 
     under  paragraph  4.2 the entirety of any increase in real  property tax if 
     assessed  soley  by  reason  of  additional  improvements  placed  upon the 
     premises by Lessee or at Lessee's request after 1995. 
 
10.3 Definition of "Real Property Tax". As used herein,  the term "real property 
     tax" shall  include  any form of real  estate tax or  assessment,  general, 
     special, ordinary, or extraordinary, and any license fee, commercial rental 
     tax,  improvement  bond or bonds,  levy,  or tax (other  than  inheritance, 
     personal  income or estate taxes) imposed on the  Industrial  Center or any 
     portion  thereof by any  authority  having the direct or indirect  power to 
     tax,  including  any city,  county,  state or  federal  government,  or any 
     school, agricultural, sanitary, fire, street, drainage or other improvement 
     district thereof,  as against any legal or equitable  interest of Lessor in 
     the Industrial Center or in any portion thereof,  as against Lessor's right 
     to rent or other  income  therefrom,  and as against  Lessor's  business of 
     leasing the  Industrial  Center.  The term "real  property  tax" shall also 
     include any tax, fee, levy,  assessment or charge (i) in  substitution  of, 
     partially or totally, any tax, fee, levy,  assessment or charge hereinabove 
     included  within the  definition of "real property tax", or (ii) the nature 
     of which was hereinbefore  included within the definition of "real property 
     tax", or (iii) which is imposed for a service or right not charged prior to 
     June 1, 1978, or, if previously  charged,  has been increased since June 1, 
     1978, or (iv) which is imposed as a result of a transfer, either partial or 
     total, of Lessor's interest in the Industrial Center or which is added to a 
     tax or charge hereinbefore  included within the definition of real property 
     tax by reason of such  transfer,  or (v) which is imposed by reason of this 
     transaction, any modifications or changes hereto, or any transfers hereof. 
 
10.4 Joint  Assessment.  If the Industrial  Center is not  separately  assessed, 
     Lessee's  Share of the real  property tax  liability  shall be an equitable 
     proportion of the real property taxes for all of the land and  improvements 
     included within the tax parcel  assessed,  such proportion to be determined 
     by Lessor from the respective  valuations  assigned in the assessor's  work 
     sheets or such other information as may be reasonably  available.  Lessor's 
     reasonable determination thereof, in good faith, shall be conclusive. 
 
10.5 Personal Property Taxes. 
 
(a)  Lessee shall pay prior to delinquency all taxes assessed against and levied 
     upon trade fixtures, furnishings, equipment and all other personal property 
     of Lessee  contained in the Premises or elsewhere.  When  possible,  Lessee 
     shall  cause  said trade  fixtures,  furnishings,  equipment  and all other 
     personal  property  to be  assessed  and  billed  separately  from the real 
     property of Lessor. 
(b)  If any of Lessee's said personal  property  shall be assessed with Lessor's 
     real property,  Lessee shall pay to Lessor the taxes attributable to Lessee 
     within ten (10) days after receipt of a written statement setting forth the 
     taxes applicable to Lessee's property. 
 
11.  Utilities.  Lessee shall pay for all, electricity and telephone supplied to 
     the Premises, together with any taxes thereon. If any such services are not 
     separately  metered to the Premises,  Lessee shall pay at Lessor's  option, 
     either Lessee's Share or a reasonable proportion to be determined by Lessor 



     of all charges jointly metered with other premises in the Building.  Lessor 
     shall pay for water, gas and sewer. 
 
12.  Assignment and Subletting. 
 
12.1 Lessor's Consent Required.  Lessee shall not voluntarily or by operation of 
     law assign, transfer,  mortgage,  sublet, or otherwise transfer or encumber 
     all or any part of  Lessee's  interest  in the  Lease  or in the  Premises, 
     without Lessor's prior written consent, which Lessor shall not unreasonably 
     withhold. Lessor shall respond to Lessee's request for consent hereunder in 
     a  timely  manner  and  any  attempted  assignment,   transfer,   mortgage, 
     encumbrance  or subletting  without such consent  shall be void,  and shall 
     constitute  a breach of this  Lease  without  the need for notice to Lessee 
     under paragraph 13.1. 
 
12.2 Lessee Affiliate.  Notwithstanding the provisions of paragraph 12.1 hereof, 
     Lessee may assign or sublet the Premises,  or any portion thereof,  without 
     Lessor's consent, to any corporation which controls, is controlled by or is 
     under common control with Lessee, or to any corporation  resulting from the 
     merger or  consolidation  with  Lessee,  or to any  person or entity  which 
     acquires all the assets of Lessee as a going  concern of the business  that 
     is being conducted on the Premises, all of which are referred to as "Lessee 
     Affiliate",  provided that before such  assignment  shall be effective said 
     assignee shall assume, in full, the obligations of Lessee under this Lease. 
     Any such assignment shall not, in any way, affect or limit the liability of 
     Lessee  under the terms of this  Lease  even if after  such  assignment  or 
     subletting  the  terms of this  Lease are  materially  changed  or  altered 
     without the consent of Lessee, the consent of whom shall not be necessary. 
 
12.3 Terms and  Conditions of  Assignment.  Regardless of Lessor's  consent,  no 
     assignment shall release Lessee of Lessee's obligations  hereunder or alter 
     the primary  liability of Lessee to pay the Base Rent and Lessee's Share of 
     Operating Expenses, and to perform all other obligations to be performed by 
     Lessee hereunder.  Lessor may accept rent from any person other than Lessee 
     pending approval or disapproval of such assignment.  Neither a delay in the 
     approval or disapproval of such assignment nor the acceptance of rent shall 
     constitute a waiver or estoppel of Lessor's  right to exercise its remedies 
     for the breach of any of the terms or  conditions  of this  paragraph 12 or 
     this Lease.  Consent to one  assignment  shall not be deemed consent to any 
     subsequent assignment. In the event of default by any assignee of Lessee or 
     any  successor of Lessee,  in the  performance  of any of the terms hereof, 
     Lessor may  proceed  directly  against  Lessee  without  the  necessity  of 
     exhausting remedies against said assignee. Lessor may consent to subsequent 
     assignments of this Lease or amendments or modifications to this Lease with 
     assignees of Lessee,  without notifying Lessee, or any successor of Lessee, 
     and without  obtaining its or their  consent  thereto and such action shall 
     not relieve Lessee of liability under this Lease. 
 
12.4 Terms and  Conditions  Applicable  to  Subletting.  Regardless  of Lessor's 
     consent,  the following terms and conditions  shall apply to any subletting 
     by  Lessee of all or any part of the  Premises  and  shall be  included  in 
     sublessee: 
 
(a)  Lessee hereby assigns and transfers to Lessor all of the Lessee's  interest 
     in all rentals and income arising from any sublease heretofore or hereafter 
     made by Lessee,  and Lessor may collect such rent and income and apply same 
     toward Lessee's obligations under the Lease; provided,  however, that until 
     a default shall occur I the performance of Lessee's  obligations under this 
     Lease, Lessee may receive,  collect and enjoy the rents accruing under such 
     sublease.  Lessor shall not, by reason of this or any other  assignment  of 
     such sublease to Lessor nor by reason of the collection of the rents from a 
     sublessee,  be deemed  liable to the sublessee for any failure of Lessee to 
     perform and comply with any of Lessee's obligations to such sublessee under 
     such sublease.  Lessee hereby  irrevocably  authorizes and directs any such 
     sublessee,  upon  receipt of a written  notice from Lessor  stating  that a 
     default exists in the performance of Lessee's obligations under this Lease, 
     to pay to Lessor the rents due and to become due under the sublease. 
(b)  No sublease  entered into by Lessee shall be effective  unless and until it 
     has been approved in writing by Lessor.  Additionally, such sublease shall 
     not be changed or modified  without  Lessor's  prior written  consent.  Any 
     sublessee shall, by reason of entering into a sublease under this Lease, be 
     deemed,  for the benefit of Lessor,  to have  assumed and agreed to conform 
     and comply with each and every obligation  herein to be performed by Lessee 
     other  than  such  obligations  as are  contrary  to or  inconsistent  with 
     provisions  contained in a sublease to which Lessor has expressly consented 
     in writing. 
(c)  If  Lessee's  obligations  under this Lease have been  guaranteed  by third 
     parties,  then a  sublease,  and  Lessor's  consent  thereto,  shall not be 
     effective unless and guarantors give their written consent to such sublease 
     and the terms thereof. 
(d)  The consent by Lessor to any  subletting  shall not release Lessee from its 
     obligations  or alter the primary  liability  of Lessee to pay the rent and 
     perform and comply with all of the  obligations  of Lessee to be  performed 
     under this Lease. 
(e)  The consent by Lessor to any  subletting  shall not constitute a consent to 



     any  subsequent  subletting by Lessee or to any assignment or subletting by 
     the sublessee.  However,  Lessor may consent to subsequent  sublettings and 
     assignments  of the sublease or any  amendments or  modifications  thereto 
     without notifying Lessee or anyone else liable on the Lease or sublease and 
     without  obtaining  their  consent and such action  shall not relieve  such 
     persons from liability. 
(f)  In the event of any default  under this Lese,  Lessor may proceed  directly 
     against  Lessee,  any  guarantors  or any  one  else  responsible  for  the 
     performance of this Lease, without first  exhausting  Lessor's  remedies 
     against any other person or entity responsible  therefore to Lessor, or any 
     security held Lessor or Lessee. 
(g)  In the event Lessee shall  default in the  performance  of its  obligations 
     under this Lease,  Lessor,  at its option and without any  obligation to do 
     so, may require any  sublessee  to attorn to Lessor,  in which event Lessor 
     shall undertake the obligations of Lessee under such sublease from the time 
     of the  exercise  of said  option  to the  termination  of  such  sublease; 
     provided,  however,  Lessor  shall not be liable for any  prepaid  rents or 
     security  deposit  paid by such  sublessee to Lessee or for any other prior 
     defaults of Lessee under such sublease. 
(h)  Each and every  consent  required  of Lessee  under a  sublease  shall also 
     require the consent of Lessor. 
(i)  No  sublessees  shall  further  assign  or  sublet  all or any  part of the 
     Premises without Lessor's prior written consent. 
(j)  Lessor's  written consent to any subletting of the Premises by Lessee shall 
     not  constitute an  acknowledgement  that no default then exists under this 
     Lease of the  obligations  to be performed by Lessee nor shall such consent 
     be deemed a waiver of any then existing default, except as may be otherwise 
     stated by Lessor at the time. 
(k)  With respect to any subletting to which Lessor has consented, Lessor agrees 
     to deliver a copy of any notice of default by Lessee to the sublessee. Such 
     sublessee  shall have the right to cure a default of Lessee within ten (10) 
     days after service of said notice of default upon such  sublessee,  and the 
     sublessee shall have a right of  reimbursement  and offset from and against 
     Lessee for any such defaults cured by the sublessee. 
 
12.5 Attorney's Fees. In the event Lessee shall assign or sublet the Premises or 
     request the consent of Lessor to any  assignment or subletting or if Lessee 
     shall request the consent of Lessor for any act Lessee  proposes to do then 
     Lessee shall pay Lessor's reasonable  attorneys fees incurred in connection 
     therewith, such attorneys fees not to exceed $350.00 for each such request. 
     13. Default; Remedies. 
 
13.1 Default.  The  occurrence of any one or more of the following  events shall 
     constitute a material default of this Lease by Lessee: 
 
(a)  The abandonment of the Premises by Lessee. 
(b)  The  failure  by Lessee to make any  payment  of rent or any other  payment 
     required  to be made by  Lessee  hereunder,  as and when  due,  where  such 
     failure shall  continue for a period of five (5) days after written  notice 
     thereof from Lessor to Lessee.  In the event that Lessor serves Lessee with 
     a Notice  to Pay Rent or Quit  pursuant  to  applicable  Unlawful  Detainer 
     statutes such Notice to Pay Rent or Quit shall also  constitute  the notice 
     required by this subparagraph. 
(c)  Except as  otherwise  provided  in this  Lease,  the  failure  by Lessee to 
     observe or perform any of the  covenants,  conditions or provisions of this 
     Lease to be  observed  or  performed  by Lessee,  other than  described  in 
     paragraph  (b) above,  where such  failure  shall  continue for a period of 
     thirty  (30) days  after  written  notice  thereof  from  Lessor to Lessee; 
     provided,  however,  that if the nature of Lessee's  noncompliance  is such 
     that more than thirty (30) days are reasonably  required for its cure, then 
     Lessee shall not be deemed to be in default if Lessee  commenced  such cure 
     within  said thirty (30) day period and  thereafter  diligently  prosecutes 
     such cure to completion.  To the extent  permitted by law, such thirty (30) 
     day notice shall  constitute the sole and exclusive  notice  required to be 
     given to Lessee under applicable Unlawful Detainer statutes. 
(d)  (i) The making by Lessee of any general  arrangement or general  assignment 
     for the benefit of creditors;  (ii) Lessee becomes a "debtor" as defined in 
     11 U.S.C. ss.101 or any successor statute thereto (unless, in the case of a 
     petition  filed  against  Lessee,  the same is dismissed  within sixty (60) 
     days); (iii) the appointment of a trustee or receiver to take possession of 
     substantially all of Lessee's assets located at the Premises or of Lessee's 
     interest in this Lease,  where  possession is not restored to Lessee within 
     thirty  (30) days;  or (iv) the  attachment,  execution  or other  judicial 
     seizure of substantially  all of Lessee's assets located at the Premises or 
     of Lessee's  interest in this Lease,  where such seizure is not  discharged 
     within thirty (30) days. In the event that any provision of this  paragraph 
     13.1 (d) is contrary to any applicable  law, such provision  shall be of no 
     force or effect. 
(e)  The  discovery by Lessor that any  financial  statement  given to Lessor by 
     Lessee,  any assignee of Lessee,  , any  successor in interest of Lessee or 
     any guarantor of Lessee's obligation hereunder, was materially false. 
 
13.2 Remedies.  In the event of any such material default by Lessee,  Lessor may 
     at any time  thereafter,  with or  without  notice  or demand  and  without 
     limiting  Lessor in the  exercise of any right or remedy  which  Lessor may 



     have by reason of such default: 
(a)  Terminate Lessee's right to possession of the Premises by any lawful means, 
     in which case this Lease and the term  hereof  shall  terminate  and Lessee 
     shall immediately  surrender  possession of the Premises to Lessor. In such 
     event Lessor shall be entitled to recover from Lessee all damages  incurred 
     by Lessor by reason of Lessee's default including,  but not limited to, the 
     cost of  recovering  possession  of the  Premises;  expenses of  reletting, 
     including necessary  renovation and alteration of the Premises,  reasonable 
     attorney's fees, and any real estate commission actually paid; the worth at 
     the time of award by the court having jurisdiction thereof of the amount by 
     which the  unpaid  rent for the  balance of the term after the time of such 
     award  exceeds  the amount of such  rental  loss for the same  period  that 
     Lessee  proves  could be  reasonably  avoided;  that portion of the leasing 
     commission  paid by Lessor  pursuant  to  paragraph  15  applicable  to the 
     unexpired term of this Lease. 
(b)  Maintain  Lessee's  right to  possession  in which  case this  Lease  shall 
     continue in effect whether or not Lessee shall have abandoned the Premises. 
     In such event  Lessor  shall be entitled to enforce all of Lessor's  rights 
     and remedies  under this Lease,  including the right to recover the rent as 
     it becomes due hereunder. 
(c)  Pursue any other remedy now or hereafter available to Lessor under the laws 
     or judicial decisions of the state wherein the Premises are located. Unpaid 
     installments of rent and other unpaid monetary  obligations of Lessee under 
     the  terms  of this  Lease  shall  bear  interest  from the date due at the 
     Default  Rate  defined  as Bank of  America  prime  lending  rate plus five 
     percent (15%). 
 
13.3 Default by Lessor.  Lessor shall not be in default  unless  Lessor fails to 
     perform obligations  required of Lessor within a reasonable time, but in no 
     event later than thirty (30) days after written  notice by Lessee to Lessor 
     and to the  holder  of any first  mortgage  or deed of trust  covering  the 
     Premises  whose name and address shall have  theretofore  been furnished to 
     Lessee in writing,  specifying  wherein  Lessor has failed to perform  such 
     obligation; provided, however, that if the nature of Lessor's obligation is 
     such that more than  thirty (30) days are  required  for  performance  then 
     Lessor shall not be in default if Lessor commences  performance within such 
     thirty (30) day period and  thereafter  diligently  prosecutes  the same to 
     completion. 
 
13.4 Late  Charges.  Lessee hereby  acknowledges  that late payment by Lessee to 
     Lessor of Base Rent, Lessee's Share of Operating Expenses or other sums due 
     hereunder will cause Lessor to incur costs not  contemplated by this Lease, 
     the exact amount of which will be extremely  difficult to  ascertain.  Such 
     costs include,  but are not limited to processing  and accounting  charges, 
     and late  charges  which  may be  imposed  on  Lessor  by the  terms of any 
     mortgage or trust dead covering the Industrial Center.  Accordingly, if any 
     installment  of Base Rent,  Operating  Expenses,  or any other sum due from 
     Lessee shall not be received by Lessor or Lessor's designee within ten (10) 
     days after such amount  shall be due,  then,  without any  requirement  for 
     notice to Lessee,  Lessee  shall pay to Lessor a late charge equal to 3% of 
     such  overdue  amount.  The  parties  hereby  agree  that such late  charge 
     represents a fair and reasonable estimate of the costs Lessor will incur by 
     reason of late payment by Lessee.  Acceptance of such late charge by Lessor 
     shall in no event  constitute a waiver of Lessee's  default with respect to 
     such overdue  amount,  nor prevent Lessor from  exercising any of the other 
     rights and remedies granted  hereunder.  In the event that a late charge is 
     payable  hereunder,  whether or not  collected,  for three (3)  consecutive 
     installments of any of the aforesaid monetary  obligations of Lessee,  then 
     Base Rent shall automatically  become due and payable quarterly in advance, 
     rather than monthly,  notwithstanding  paragraph 4.1 or any other provision 
     of this Lease to the contrary. 
 
14.  Condemnation,  If the  Premises  or any portion  thereof or the  Industrial 
     Center  are taken  under the power of  eminent  domain,  or sold  under the 
     threat  of the  exercise  of said  power  (all of which are  herein  called 
     "condemnation"),  this Lease shall  terminate as to the part so taken as of 
     the date the  condemning  authority  takes title or  possession,  whichever 
     first  occurs.  If more than ten percent of the floor area of the Premises, 
     or more than  twenty-five  percent  of that  portion  of the  Common  Areas 
     designated as parking for the Industrial  Center is taken by  condemnation, 
     Lessee may, at Lessee's  option,  to be  exercised  in writing  only within 
     thirty (30) days after  Lessor shall have given  Lessee  written  notice of 
     such  taking (or in the  absence of such  notice,  within  thirty (30) days 
     after the condemning authority shall have taken possession)  terminate this 
     Lease as of the date the condemning  authority  takes such  possession.  It 
     Lessee does not terminate this Lease in accordance with the foregoing, this 
     Lease  shall  remain in full  force and  effect  as to the  portion  of the 
     Premises remaining, except that the rent shall be reduced in the proportion 
     that the floor area of the Premises  taken bears to the total floor area of 
     the  Premises.  No  reduction of rent shall occur if the only area taken is 
     that which does not have the Premises  located  thereon.  Any award for the 
     taking of all or any part of the Premises under the power of eminent domain 
     or any payment made under threat of the exercise of such power shall be the 
     property of Lessor,  whether such award shall be made as  compensation  for 
     diminution  in value of the  leasehold  or for the taking of the fee, or as 



     severance damages; provided,  however, that Lessee shall be entitled to any 
     award  for loss of or damage  to  Lessee's  trade  fixtures  and  removable 
     personal  property  and  the  present  value  of  the  remaining  leasehold 
     interest.  In the event that this Lease is not terminated by reason of such 
     condemnation,  Lessor shall to the extent of severance  damages received by 
     Lessor in  connection  with such  condemnation,  repair  any  damage to the 
     Premises caused by such  condemnation  except to the extent that Lessee has 
     been reimbursed therefor by the condemning authority.  Lessee shall pay any 
     amount  in excess of such  severance  damages  required  to  complete  such 
     repair. 
 
15.  Broker's Fee. 
 
(a)  Upon  execution  of this Lease by both  parties,  Lessor  shall pay to John 
     Burnham and Company,  Licensed real estate broker(s), a fee as set forth in 
     a separate  agreement  between Lessor and said  broker(s),  or in the event 
     there is no separate  agreement between Lessor and said broker(s),  the sum 
     of  $____________,  for brokerage  services  rendered by said  broker(s) to 
     Lessor in this transaction. 
(b)  Upon  execution of this Lease by both parties,  Lessor shall pay to Cushman 
     Realty  Corporation,  licensed real estate broker,  a fee as set forth is a 
     separate  agreement between said broker and calculated as five percent (5%) 
     of the NNN rental rate for the term of the Lease.  In the event that Lessor 
     fails to pay any amounts to broker on or before the date(s) due, broker may 
     send  written  notice to Lessor  and Lessee of such  failure  and if Lessor 
     fails to pay said amounts within thirty (30) days after said notice, Lessee 
     shall have the option to pay to broker  amounts  due and to offset  amounts 
     against Lessee's next rental obligations which may become due under a fully 
     executed Lease. 
(c)  Lessor  further  agrees that if Lessee  exercises an Option,  as defined in 
     paragraph 39.1 of this Lease,  which is granted to Lessee under this Lease, 
     or any  subsequently  granted option which is  substantially  similar to an 
     Option granted to Lessee under this Lease, or if Lessee acquires any rights 
     to the  Premises  or other  premises  described  in this  Lease  which  are 
     substantially  similar to what  Lessee  would have  acquired  had an Option 
     herein granted to lessee been exercised, or if Lessee remains in possession 
     of the  Premises  after the  expiration  of the terms of this  Lease  after 
     having failed to exercise an Option, or if said broker(s) are the procuring 
     cause  of any  other  lease  or  sale  entered  into  between  the  parties 
     pertaining to the Premises and/or any adjacent property in which Lessor has 
     an  interest,  then as to any of said  transactions,  Lessor shall pay said 
     broker(s) a fee in accordance with the schedule of said broker(s) 
     in effect at the time of execution of this Lease. 
(d)  Lessor  agrees to pay said fee not only on  behalf  of  Lessor  but also on 
     behalf of any person,  corporation,  association  or other entity having an 
     ownership interest in said real property or any part thereof, when such fee 
     is due  hereunder.  Any  transferee  of Lessor's  interests  in this Lease, 
     whether such  transfer is by  agreement  or by  operation of law,  shall be 
     deemed to have assumed  Lessor's  obligation  under this paragraph 15. Said 
     broker shall be third party beneficiary of the provisions of this paragraph 
     15. 
 
16.  Estoppel Certificate. 
 
(a)  Each party (as "responding party") shall at any time upon not less than ten 
     (10) days' prior written notice from the other party  ("requesting  party") 
     execute,  acknowledge  and deliver to the requesting  party a statement in 
     writing (i) certifying  that this Lease is unmodified and in full force and 
     effect  (or,  if  modified,  stating  the nature of such  modification  and 
     certifying  that this Lease,  as so modified,  is in full force and effect) 
     and the date to which the rent and other  charges are paid in  advance,  if 
     any, and (ii)  acknowledging  that there are not, to the responding party's 
     knowledge,  any uncured  defaults on the part of the requesting  party,  or 
     specifying  such  defaults in any are claimed.  Any such  statement  may be 
     conclusively  relied upon by any  prospective  purchaser or encumbrancer of 
     the Premises or of the business of the requesting party. 
(b)  At the  requesting  party's  option,  the failure to deliver such statement 
     within such time shall be  material  default of this Lease by the party who 
     is to respond,  without any  further  notice to such party,  or it shall be 
     conclusive upon such party that (i) this Lease is in full force and effect, 
     without  modification except as may be represented by the requesting party, 
     (ii) there are not uncured defaults in the requesting party's  performance, 
     and (iii) if Lessor is the requesting party, not more than one month's rent 
     has been paid in advance. 
(c)  If Lessor desires to finance,  refinance, or sell the Industrial Center, or 
     any part  thereof,  Lessee  hereby  agrees  to  deliver  to any  lender  or 
     purchaser  designated by Lessor such financial  statements of Lessee as may 
     be reasonably  required by such lender or purchaser.  Such statements shall 
     include the past three (3) years' financial  statements of Lessee. All such 
     financial  statements  shall be  received  by  Lessor  and such  lender  or 
     purchaser in confidence and shall be used only for the purposes  herein set 
     forth. 
17.  Lessor's  Liability.  The term  "Lessor" as used herein shall mean only the 
     owner or owners,  at the time in  question,  of the fee title or a lessee's 
     interest  in a  ground  lease  of the  Industrial  Center,  and  except  as 



     expressly  provided in  paragraph  15, in the event of any transfer of such 
     title or  interest.  Lessor  herein  named  (and in case of any  subsequent 
     transfer  than the  grantor)  shall be relieved  from and after the date of 
     such transfer of all liability as respects Lessor's obligations  thereafter 
     to be performed, provided that any funds in the hands of Lessor or the then 
     grantor at the time of such  transfer,  in which  Lessee  has an  interest, 
     shall be delivered to the grantee. The obligations  contained in this Lease 
     to be  performed  by Lessor  shall,  subject as  aforesaid,  the binding on 
     Lessor's  successors and assigns,  only during their respective  periods of 
     ownership. 
 
18.  Severability.  The  invalidity of any provision of this Lease as determined 
     by a court of competent  jurisdiction,  shall in no way affect the validity 
     of any other provision hereof. 
 
19.  Interest on Past-due Obligations.  Except as expressly herein provided, any 
     amount due to Lessor not paid when due shall bear  interest  at the Default 
     Rate from the date due.  Payment of such interest  shall not excuse or cure 
     any default by Lessee under this Lease;  provided,  however,  that interest 
     shall not be payable on late charges  incurred by Lessee nor on any amounts 
     upon which late charges are paid by Lessee. 
 
20.  Time of Essence.  Time is of the essence with respect to the obligations to 
     be performed under this Lease. 
 
21.  Additional  Rent.  All monetary  obligations  of Lessee to Lessor under the 
     terms  of this  Lease,  including  but not  limited  to  Lessee's  Share of 
     Operating  Expenses and insurance and tax expenses  payable shall be deemed 
     to be rent. 
 
22.  Incorporation  of Prior  Agreements;  Amendments.  This Lease  contains all 
     agreements of the parties with respect to any matter mentioned  herein.  No 
     prior or contemporaneous  agreement or understanding pertaining to any such 
     matter  shall be  effective.  This lease may be modified  in writing  only, 
     signed by the parties in interest at the time of the  modification.  Except 
     as otherwise stated in this Lease,  Lessee hereby acknowledges that neither 
     the real estate  broker  listed in paragraph 15 hereof nor any  cooperating 
     broker on this  transaction nor the Lessor or any employee or agents of any 
     of said persons has made an oral or written  warranties or  representations 
     to Lessee relative to the condition or use by Lessee of the Premises or the 
     Industrial   Center  and  Lessee   acknowledges  that  Lessee  assumes  all 
     responsibility  regarding to Occupational  Safety Health Act, the legal use 
     and  adaptability  of the  Premises  and the  compliance  thereof  with all 
     applicable  laws and  regulations  in effect  during the term of this Lease 
     except as otherwise specifically stated in this Lease. 
 
23.  Notices. Any notice required or permitted to be given hereunder shall be in 
     writing and may be given by personal  delivery or by certified mail, and if 
     given  personally  or by  mail,  shall  be  deemed  sufficiently  given  if 
     addressed to Lessee or to Lessor at the address  noted below the  signature 
     of the respective  parties,  as the case may be. Either party may by notice 
     to the other specify a different address for notice purposes. A copy of all 
     notices  required or  permitted  to be given to Lessor  hereunder  shall be 
     concurrently  transmitted  to such party or parties  at such  addresses  as 
     Lessor may from time to time hereafter designate by notice to Lessee. 
 
24.  Waivers.  No waiver by Lessor  or any  provision  hereof  shall be deemed a 
     waiver of any other provision hereof or of any subsequent  breach by Lessee 
     of the same or any other  provision.  Lessor's  consent to, or approval or, 
     any act shall not be deemed to render unnecessary the obtaining of Lessor's 
     consent to or approval of any subsequent  act by Lessee.  The acceptance of 
     rent  hereunder by Lessor shall not be a waiver of any preceding  breach by 
     Lessee of any provision hereof, other than the failure of Lessee to pay the 
     particular  rent so  accepted,  regardless  of Lessor's  knowledge  of such 
     preceding breach at the time of acceptance of such rent. 
 
25.  Recording.  Either  Lessor or Lessee  shall,  upon  request  of the  other, 
     execute,  acknowledge and deliver to the other a "short form" memorandum of 
     this Lease for recording purposes. 
 
26.  Holding Over. If Lessee,  with Lessor's  consent,  remains in possession of 
     the Premises or any part thereof  after the  expiration of the term hereof, 
     such  occupancy  shall  be a  tenancy  from  month  to  month  upon all the 
     provisions of this Lease  pertaining to the obligations of Lessee,  but all 
     Options,  if any,  granted  under the terms of this  Lease  shall be deemed 
     terminated and be of no further effect during said month to month tenancy. 
 
27.  Cumulative  Remedies.  No  remedy  or  election  hereunder  shall be deemed 
     exclusive  but  shall,  wherever  possible,  be  cumulative  with all other 
     remedies at law or in equity. 
 
28.  Covenants  and  Conditions.  Each  provision of this Lease  performable  by 
     Lessee shall be deemed both a covenant and a condition. 
 
29.  Binding Effect: Choice of Law. Subject to any provisions hereof restricting 



     assignment  or  subletting  by Lessee  and  subject  to the  provisions  of 
     paragraph   17,  this  Lease  shall  bind  the  parties,   their   personal 
     representatives,  successors  and assigns.  This Lease shall be governed by 
     the laws of the  State  where the  Industrial  Center  is  located  and any 
     litigation  concerning  this Lease  between  the  parties  hereto  shall be 
     initiated in the county in which the Industrial Center is located. 
 
30.  Subordination. 
 
(a)  This Lease,  and any Option granted hereby,  at Lessor's  option,  shall be 
     subordinate  to any ground  lease,  mortgage,  dead of trust,  or any other 
     hypothecation  or security  now or  hereafter  placed  upon the  Industrial 
     Center and to any and all advances made on the security  thereof and to all 
     renewals,  modifications,   consolidations,   replacements  and  extensions 
     thereof. Provided any future mortgagee executes a non-disturbance agreement 
     substantially  similar to the example  shown in Exhibit D attached  hereto. 
     Notwithstanding  such subordination,  Lessee's right to quiet possession of 
     the Premises shall not be disturbed if Lessee is not in default and so long 
     as Lessee shall pay the rent and observe and perform all of the  provisions 
     of this Lease,  unless this Lease is otherwise  terminated  pursuant to its 
     terms. If any mortgagee,  trustee or ground lessor shall elect to have this 
     Lease and any Options  granted  hereby  prior to the lion of its  mortgage, 
     dead of trust or ground  lease,  and shall give written  notice  thereof to 
     Lessee, this Lease and such Options shall be deemed prior to such mortgage, 
     deed of trust or ground lease, whether this Lease or such Options are dated 
     prior or subsequent to the date of said  mortgage,  deed of trust or ground 
     lease or the date of recording thereof. 
(b)  Lessee  agrees  to  execute  any   documents   required  to  effectuate  an 
     attornment,  a  subordination  or to make this Lease or any Option  granted 
     herein prior to the lion of any mortgage, deed of trust or ground lease, as 
     the case may be. Lessee's failure to execute such documents within ten (10) 
     days after  written  demand shall  constitute a material  default by Lessee 
     hereunder  without further notice to Lessee or, at Lessor's option,  Lessor 
     shall   execute   such   documents   on  behalf   of  Lessee  as   Lessee's 
     attorney-in-fact.  Lessee  does hereby  make,  constitute  and  irrevocably 
     appoint Lessor as Lessee's  attorney-,in-fact  and in Lessee's name,  place 
     and stead,  to execute such  documents in  accordance  with this  paragraph 
     30(b). 
 
31.  Attorney's  Fees. If either party or the broker(s) named herein 
     bring an action to enforce the terms  hereof or declare  rights  hereunder, 
     the  prevailing  party in any such  action,  on trial or  appeal,  shall be 
     entitled to his reasonable  attorney's  fees to be paid by the losing party 
     as fixed by the court.  The provisions of this paragraph shall inure to the 
     benefit of the broker named herein who seeks to enforce a right hereunder. 
 
32.  Lessor's  Access,   Lessor  and  Lessor's  agents  shall,   upon  providing 
     twenty-four  24  hours  notice  to  Lessee.  have the  right to enter the 
     Premises  at  reasonable  times for the  purpose  of  inspecting  the same, 
     showing the same to prospective purchasers, lenders, or lessees, and making 
     such alterations,  repairs, improvements or additions to the Premises or to 
     the Industrial Center as Lessor may deem necessary or desirable. Lessor may 
     at any time place on or about the  Premises or the  Building  any  ordinary 
     "For Sale" signs and Lessor may at any time during the last 120 days of the 
     term hereof place on or about the Premises any ordinary  "For Lease" signs. 
     All  activities  of Lessor  pursuant  to this  paragraph  shall be  without 
     abatement of rent,  nor shall  Lessor have any  liability to Lessee for the 
     same. 
 
33.  Auctions.  Lessee shall not  conduct,  nor permit to be  conducted,  either 
     voluntarily or  involuntarily,  any auction upon the Premises or the Common 
     Areas  without  first  having  obtained  Lessor's  prior  written  consent. 
     Notwithstanding anything to the contrary in this Lease, Lessor shall not be 
     obligated to exercise any standard of reasonableness in determining whether 
     to grant such consent. 
 
34.  Signs.  Lessee shall not place any sign upon the Premises or the Industrial 
     Center without Lessor's prior written consent. Under no circumstances shall 
     Lessee  place a sign on any roof of the  Industrial  Center.  See  Addendum 
     Paragraph 54. 
 
35. Merger. The voluntary or other surrender of this Lease by 
     Lessee, or a mutual cancellation thereof, or a termination by Lessor, shall 
     not work a merger, and shall, at the option of Lessor, terminate all or any 
     existing  subtenancies  or may,  at the  option of  Lessor,  operate  as an 
     assignment to Lessor of any or all of such subtenancies. 
 
36.  Consents.  Except  for  paragraph  33  hereof,  wherever  in this Lease the 
     consent of one party is required to an act of the other party such  consent 
     shall not be unreasonably withhold or delayed. 
 
37.  Guarantor.  In the event  that there is a  guarantor  of this  Lease,  said 
     guarantor shall have the same obligations as Lessee under this Lease. 
 
38.  Quiet  Possession.  Upon  Lessee  paying  the  rent  for the  Premises  and 



     observing and performing all of the covenants, conditions and provisions on 
     Lessee's  part to be observed and  performed  hereunder,  Lessee shall have 
     quiet  possession of the Premises for the entire term hereof subject to all 
     of the provisions of this Lease.  The  individuals  executing this Lease on 
     behalf of  Lessor  represent  and  warrant  to  Lessee  that they are fully 
     authorized and legally  capable of executing this Lease on behalf of Lessor 
     and that such  execution is binding  upon all parties  holding an ownership 
     interest in the Property. 
 
39.  Options. 
 
39.1 Definition.  As used in this  paragraph the word "Option" has the following 
     meaning:  (1) the right or option  to extend  the term of this  Lease or to 
     renew  this  Lease to extend or renew any lease  that  Lessee  has on other 
     property of Lessor;  (2) the option or right of first  refusal to lease the 
     Premises or the right of first offer to lease the  Premises or the right of 
     first  refusal to lease other space within the  Industrial  Center or other 
     property of Lessor or the right of first offer to lease other space  within 
     the Industrial Center or other property of Lessor;  (3) the right or option 
     to purchase the Premises or the  Industrial  Center,  or the right of first 
     refusal to purchase the Premises or the industrial  Center, or the right of 
     first offer to purchase the Premises or the Industrial Center, or the right 
     or option to  purchase  other  property  of  Lessor,  or the right of first 
     refusal to purchase other property of Lessor or the right of first offer to 
     purchase other property of Lessor. 
 
39.2 Options  Personal.  Each Option granted to Lessee in this Lease is personal 
     to the  original  Lessee and may be exercised  only by the original  Lessee 
     while  occupying  the Premises who does so without the intent of thereafter 
     assigning this Lease or subletting the Premises or any portion thereof, and 
     may not be exercised or be assigned,  voluntarily, or involuntarily,  by or 
     to any  person or entity  other than  Lessee,  provided,  however,  that an 
     Option may be exercised  by or assigned to any Lessee  Affiliate as defined 
     in paragraph  12.2 of this Lease.  The Options,  if any,  herein granted to 
     Lessee are not assignable  separate and apart from this Lease,  nor may any 
     Option be separated from this Lease in any manner, either by reservation or 
     otherwise. 
 
39.3 Multiple  Options.  In the event that  Lessee has any  multiple  options to 
     extend or renew this Lease a later option  cannot be  exercised  unless the 
     prior option to extend or renew this Lease has been so exercised. 
 
39.4 Effect of Default on Options. 
 
(a)  Lessee  shall  have no right to  exercise  an Option,  notwithstanding  any 
     provision  in the grant of  Option to the  contrary,  (i)  during  the time 
     commencing  from  the date  Lessor  gives to  Lessee  a notice  of  default 
     pursuant  to  paragraph  13.1  (b) or 13.1  (c) and  continuing  until  the 
     noncompliance  alleged in said  notice of default is cured,  or (ii) during 
     the period of time  commencing  on the date after a monetary  obligation to 
     Lessor is due from  Lessee and unpaid  (without  any  necessity  for notice 
     thereof to Lessee) and  continuing  until the obligation is paid, off (iii) 
     at any time after an event of default  described  in  paragraphs  13.1 (a), 
     13.1 (d), or 13.1 (a)  (without  any  necessity of Lessor to give notice of 
     such  default to  Lessee),  or (iv) in the event  that  Lessor has given to 
     Lessee  three or more  notices  of default  under  paragraph  13.1 (b),  or 
     paragraph  13.1 (c),  whether or not the defaults are cured,  during the 12 
     month period of time immediately  prior to the time that Lessee attempts to 
     exercise the subject Option. 
(b)  The period of time  within  which an Option may be  exercised  shall not be 
     extended or enlarged by reason of Lessee's  inability to exercise an Option 
     because of the provisions of paragraph 39.4(a). 
(c)  All rights of Lessee under the provisions of an Option shall  terminate and 
     be of no further force or effect,  notwithstanding  Lessee's due and timely 
     exercise of the Option, if, after such exercise and during the term of this 
     Lease,  (i) Lessee fails to pay to Lessor a monetary  obligation  of Lessee 
     for a period of thirty (30) days after such obligation becomes due (without 
     any necessity of Lessor to give notice  thereof to Lessee),  or (ii) Lessee 
     fails to commence to cure a default  specified in paragraph  13.1(c) within 
     thirty (30) days after the date that Lessor  gives notice to Lessee of such 
     default and/or Lessee fails thereafter to diligently prosecute said core to 
     completion,  or (iii) Lessee commits a default described in paragraphs 13.1 
     (a),  13.1 (d) or 13.1 (a) (without any  necessity of Lessor to give notice 
     of such  default to Lessee),  or (iv) Lessor  gives to Lessee three or more 
     notices of default under paragraph 13.1 (b), or paragraph 13.1 (c), whether 
     or not the  defaults  are  cured. 
 
40.  Security  Measures.  Lessee hereby  acknowledges  that Lessor shall have no 
     obligation  whatsoever to provide guard service or other security  measures 
     for the benefit of the Premises or the  Industrial  Center.  Lessee assumes 
     all  responsibility  for the protection of Lessee, its agents, and invitees 
     and the property of Lessee and of Lessee's agents and invitees from acts of 
     third parties.  Nothing herein contained shall prevent Lessor,  at Lessor's 
     sole option,  from providing security  protection for the Industrial Center 
     or any part  thereof,  in which  event the cost  thereof  shall be included 



     within the definition of Operating Expenses, as set forth in paragraph 4.2. 
 
41.  Easements. Lessor reserves to itself the right, from time to time, to grant 
     such  easements,  rights and  dedications  that Lessor  deems  necessary or 
     desirable, and to cause the recordation of Parcel Maps and restrictions, so 
     long as such easements,  rights, dedications,  Maps and restrictions do not 
     unreasonably interfere with the use of the Premises by Lessee. Lessee shall 
     sign any of the aforementioned documents upon request of Lessor and failure 
     to do so shall  constitute  a  material  default  of this  Lease by  Lessee 
     without the need for further notice to Lessee. 
 
42.  Performance  Under Protest.  If at any time a dispute shall arise as to any 
     amount  or sum of money  to be paid by one  party to the  other  under  the 
     provisions  hereof,  the party against whom the obligation to pay the money 
     is asserted shall have the right to make payment,  under protest,  and such 
     payment  shall not be  regarded  as a  voluntary  payment,  and there shall 
     survive  the  right on the  part of said  party to pay such sum or any part 
     thereof,  said  party  shall be  entitled  to  recover  such sum or so much 
     thereof as it was not legally  required to pay under the provisions of this 
     Lease. 
 
43.  Authority.  If  Lessee  is a  corporation,  trust  or  general  or  limited 
     partnership,  each individual executing this Lease on behalf of such entity 
     represents  and warrants  that he or she is duly  authorized to execute and 
     deliver  this Lease on behalf of said  entity.  If Lessee is a  corporation 
     trust or partnership, Lessee shall, within thirty (30) days after execution 
     of this Lease, deliver to Lessor evidence of such authority satisfactory to 
     Lessor. 
 
44.  Conflict. Any conflict between the printed provisions of this Lease and the 
     typewritten or handwritten  provisions,  if any, shall be controlled by the 
     typewritten or handwritten provisions. 
 
45.  Offer. Preparation of this Lease by Lessor or Lessor's agent and submission 
     of same to Lessee  shall not be deemed an offer to lease.  This Lease shall 
     become  binding  upon Lessor and Lessee only when fully  executed by Lessor 
     and Lessee. 
 
46.  Addendum.  Attached hereto is an addendum or addenda containing  paragraphs 
     47 through 59 which constitute a part of this Lease. 
 
 
LESSOR AND LESSEE HAVE  CAREFULLY READ AND REVIEWED THIS LEASE AND EACH TERM AND 
PROVISIONS CONTAINED HEREIN AND, BY EXECUTION OF THIS LEASE, SHOW THEIR INFORMED 
AND VOLUNTARY  CONSENT THERETO.  THE PARTIES HEREBY AGREE THAT, AT THE TIME THIS 
LEASE IS  EXECUTED,  THE TERMS OF THIS  LEASE ARE  COMMERCIALLY  REASONABLE  AND 
EFFECTUATE  THE INTENT AND  PURPOSE  OF LESSOR  AND LESSEE  WITH  RESPECT TO THE 
PREMISES.  THIS LEASE HAS BEEN  PREPARED  FOR  SUBMISSION  TO YOUR  ATTORNEY FOR 
APPROVAL. NO REPRESENTATION OR RECOMMENDATION IS MADE BY THE AMERICAN INDUSTRIAL 
REAL ESTATE  ASSOCIATION OR BY THE REAL ESTATE BROKER OR ITS AGENTS OR EMPLOYEES 
AS TO THE LEGAL  SUFFICIENCY,  LEGAL EFFECT, OR TAX CONSEQUENCES OF THIS LEAS OR 
THE TRANSACTION  RELATING THERETO: THE PARTIES SHALL RELY SOLELY UPON THE ADVICE 
OF THEIR OWN LEGAL COUNSEL AS TO THE LEGAL AND TAX CONSEQUENCES OF THIS LEASE. 
 
 
 
 
 
                 LESSOR                                                          LESSEE 
                                                                  
 
     Transcontinental Realty Investors,                             West Capital Financial Services Corp., 
     a California BusinessTrust                                     a California  Corporation 
 
     By:  _____/s/ David W. Starowicz                               By:  ______/s/ Michael A. Joplin 
          David W. Starowicz, Vice President                             Michael A. Joplin 
                                                                         President and Chief Executive Officer 
 
     By:  _____________________________                             By:  ______________________________ 
 
 
     Executed on________9/15/94                                     Executed on________9/13/94 
               (Corporate Seal)                                               (Corporate Seal) 
 
 
     ADDRESS FOR NOTICES AND RENT                                   ADDRESS 
 
     John Burnham & Company                                         3111 Camino del Rio North, Suite 200 
     Attn:  Real Estate Management                                  San Diego, CA  92108 
 
     P.O. Box 2910, San Diego, California  92112                    Address after September 1994: 
 
                                                                    5775 Roscoe Court, San Diego, California 92123
 
 



 
 
 
 
 
 
 
 
 
 
(R) 1982 -By American Industrial Real Estate  Association.  All rights reserved, 
No part of these  words may be  reproduced  in any form  without  permission  in 
writing.  For these forms write the American Industrial Real Estate Association, 
350 South Figueroa Street, Suite 275, Los, CA 90071 (213) 687-8777 
 



 
 
 
 
 
 
 
           ADDENDUM TO STANDARD INDUSTRIAL LEASE -MULTI TENANT -GROSS 
 
 
This  ADDENDUM is an addition to and an  amendment  to that Lease dated June 24, 
1994 between  TRANSCONTINENTAL REALTY INVESTORS,  INC., Lessor, and WEST CAPITAL 
FINANCIAL SERVICES CORPORATION, Lessee. In the event of any conflict between any 
provision  in the Lease and a  section  in this  Addendum,  the  Addendum  shall 
govern. 
 
47. RENTAL RATE: The monthly rent payable under Paragraph 4 shall be: 
 
 
 
                                       
 
                  Months 01 & 07-12         -$27,628.40 Per Month 
                  Months 13-24              -$28457.25  Per Month 
                  Months 25-36              -$29,310.97 Per Month 
                  Months 37-48              -$30,190.30 Per Month 
                  Months 49-60              -$31,096.00 Per Month 
 
 
48. RENTAL ABATEMENT: So long as Lessee faithfully performs all of the terms and 
conditions of the lease,  Lessor hereby agrees to abate  Lessee's  obligation to 
pay the base rent for the second (2nd) through sixth (6th) lease months. 
 
49.  RECIPROCAL  RIGHTS:  Lessee  acknowledges  that all driveways,  parking and 
loading areas (not including loading docks and any designated parking spaces) in 
the  complex  are to be used in common with other  tenants in the  Complex,  and 
their guests,  customers, and suppliers, and that none of the said areas are for 
the exclusive use of Lessee. 
 
50. HAZARDOUS MATERIALS:  The term "Hazardous Materials",  as used in this Lease 
shall mean pollutants,  contaminants,  toxic or hazardous  wastes,  or any other 
substances,  the use and/or the removal of which is required or the use of which 
is restricted,  prohibited or penalized by an  "Environmental  Law",  which term 
shall mean any federal,  state,  or local law,  ordinance or other  statute of a 
governmental or quasi-governmental authority relating to pollution or protection 
of the environment.  Lessee hereby agrees that (i) no activity will be conducted 
on the  Premises  that will  produce any  Hazardous  Substance,  except for such 
activities that are part of the ordinary course for Lessee's business activities 
(the "Permitted Activities") provided said Permitted Activities are conducted in 
accordance  with all  Environmental  Laws and have been  approved  in advance in 
writing by Lessor;  Lessee  shall be  responsible  for  obtaining  any  required 
permits  and  paying  any  fees  and  providing  any  testing  required  by  any 
governmental  agency,  (ii) the Premises  will not be used in any manner for the 
storage of any  Hazardous  Substances  except for the storage of such  materials 
that  are  used  in  the  ordinary  course  of  Lessee's  business   ("Permitted 
Materials")  provided such Permitted  Materials are properly  stored in a manner 
and location meeting all  Environmental  Laws and approved in advance in writing 
by Lessor;  Lessee shall be responsible  for obtaining any required  permits any 
paying any fees and providing any testing required by any  governmental  agency; 
(iii) no portion of the  Premises  will be used as a  landfill  or a dump;  (iv) 
Lessee will not install any  underground  tanks of any type; (v) Lessee will not 
allow any surface or subsurface  conditions to exist or come into existence as a 
result of Lessee's  actions or the  conduct of  Lessee's  business on the Leased 
Premises that  constitute or with the passage of time may constitute a public or 
private  nuisance;  (vi) Lessee will not permit any  Hazardous  Substances to be 
brought onto the Premises,  except for the Permitted  Materials described below, 
or  hereafter  approved in writing by Lessor and if so brought or found  located 
thereon,  the same shall be immediately removed,  with proper disposal,  and all 
required  cleanup  procedures  shall be  diligently  undertaken  pursuant to all 
Environmental Laws. Lessor or Lessor's  representative  shall have the right but 
not the  obligation  to enter the Premises for the  purposes of  inspecting  the 
storage,  use and disposal of Permitted  Materials to ensure compliance with all 
Environmental Laws. Should it be determined, in Lessor's sole opinion, that said 
Permitted  Materials  are being  improperly  stored,  used, or disposed of, then 
Lessee shall immediately take such corrective action with 24 hours, Lessor shall 
have the right to perform such work and Lessee shall promptly  reimburse  Lessor 
for any and all costs  associated with said work. If at any time during or after 
the term of the Lease,  the Premises are found to be so  contaminated or subject 
to said conditions, and such contamination is caused by Lessee or the conduct of 
its business on the Leased Premises,  Lessee shall  diligently  institute proper 
and thorough  cleanup  procedures  at Lessee's  sole cost,  and Lessee agrees to 
indemnify,  save and hold Lessor harmless from all and against claims,  demands, 
actions,  liabilities,  costs,  expenses,  damages and obligations of any nature 
arising from or as a result of the use of the Premises by Lessee, and regardless 



of  whether  or not  Lessor  is found to be  solely,  concurrently,  or  jointly 
negligent with Lessee. The foregoing indemnification and the responsibilities of 
Lessee shall  survive the  termination  or  expiration  of this Lease.  Anything 
contained herein to the contrary notwithstanding,  Lessor shall not unreasonably 
withhold  its  consent  with  respect  to  the  use,   storage,   generation  or 
manufacturing of Hazardous  Substances on or about the Leased Premises  provided 
same is done in the ordinary course of Lessee's business, and in compliance with 
all environmental laws. 
 
Lessor  represents and warrants to Lessee that Lessor, at Lessor's sole cost and 
expense,  will  cause  Lessee's  Premises  to be in  full  compliance  with  any 
governmental laws,  ordinances,  regulations or orders relating to environmental 
conditions on, under or about Lessee's Premises ("Regulations"),  including, but 
not  limited  to,  asbestos,  soil and ground  water  conditions  and  Hazardous 
Materials  (defined below),  and Lessor shall defend,  indemnify and hold Lessee 
harmless  from and  against  any and all  Lessee,  costs  (including  reasonable 
attorneys'  fees),  liabilities  and claims arising from the violation of any of 
the  Regulations  that may  affect  Lessee's  Premises  and  shall  assume  full 
responsibility and cost to remedy such violations,  provided that the violations 
are not caused by  Lessee.  Neither  Lessor  nor  Lessee  shall at any time use, 
generate,  store or dispose of on, under or about Lessee's Premises or transport 
to or from the same any hazardous wastes,  toxic substances or related materials 
("Hazardous  Materials")  or permit or allow any  third-party  to do so, without 
compliance with all Regulations.  Hazardous  Materials shall include,  but shall 
not be limited  to,  substances  defined  as  "hazardous  substances"  or "toxic 
substances"  in  the  Comprehensive  Environmental  Response,  Compensation  and 
Liability  Act  of  1980,  as  amended,  42  U.S.C.A.   ss.1802;  the  Resource, 
Conservation  Recovery Act, 42 U.S.C.A.  ss.6901,  et. seq.; or those substances 
defined as "hazardous wastes" in applicable codes in the State of California and 
in the regulations adopted and publications promulgated to such codes. 
 
51. OUTSIDE STORAGE:  No storage will be allowed outside the building nor on any 
of the common areas such as landscaping,  driveways,  parking lots,  fences, and 
all sidewalks and parkways adjacent to the Premises.  This includes,  but is not 
limited to, supplies,  materials,  goods,  pallets,  dunnage, and equipment.  No 
vehicles,  including  boats and  trailers,  may be parked or stored  outside the 
building  overnight.  Violation of this  provision  shall  constitute a material 
breach of this Lease. 
 
52. OUTSIDE WORK: No work shall be permitted on the sidewalks,  roofs,  streets, 
driveways,  parking or landscaped areas.  This includes,  but is not limited to, 
assembly,  construction,  mechanical work, painting, drying, outlying, cleaning, 
or repair of goods or materials.  Violation of this provision shall constitute a 
material breach of this Lease. 
 
53.  COVENANTS,  CONDITIONS AND  RESTRICTIONS:  Lessor hereby  acknowledges that 
Lessor has received and approved the declaration of covenants,  conditions,  and 
restrictions for Chesapeake Ridge, San Diego,  California  identified in Exhibit 
"B" attached hereto and agrees to this obligation  hereunder.  Any violations of 
this  provision  shall  constitute  a  material  default  of this  Lease  or any 
extension or assignment of this Lease thereof. 
 



 
 
54. SIGNAGE: Lessee shall place no exterior signs on or about the Premises or on 
the grounds  surrounding the Premises  without  Lessor's prior written  consent. 
Lessee  agrees to remove any signs and return  the face of the  building  to its 
original condition, fair wear and tear excepted, upon expiration of the Lease or 
any extension thereof. 
 
55.  OPTION TO RENEW:  Lessee shall have the option to renew the Lease,  for all 
space in the Building,  for one (1) additional term of five (5) years upon first 
giving Lessor nine (9) months prior written  notice of its intention to exercise 
such option. The rental rate for the renewal term will be the then net effective 
market rental rate currently being granted by Lessors of comparable buildings to 
new  lessees.  Lessee shall be informed in writing of Lessor's  proposed  rental 
three (3) months prior to such time that notification by Lessee is required. The 
Base Year for purposes of calculating  escalation shall adjust to the first year 
of the renewal term and shall be projected as if the Project is fully occupied. 
 
Definition  of Fair  Market  Value:  With  respect to the  renewal  option,  the 
applicable  "fair market value" rental rate shall be that rate  (determined on a 
..,gross"  lease  basis)  charged  for space of  comparable  size and  conditions 
adjusted to reflect location in the Building,  further taking into consideration 
the following: 
 
a.   definition of "rentable area"; 
b.   location, quality, and age of the leasehold improvements; 
c.   extent of leasehold improvements (existing, other than those then in 
     Lessee's then existing premises, or to be provided); 
d.   abatements (including with respect to base rental, operating expenses, real 
     estate taxes, and parking charges); 
e.   relocation/moving allowances; 
f.   space planning allowances; 
g.   any other concessions or inducements; 
h.   extent of services provided or to be provided; 
i.   base year or stop amount for escalation  purposes (both operating  expenses 
     and real estate taxes); 
j.   any other  adjustments  (including by way of Consumer  Price Index or other 
     indexes to base rental); 
k.   credit standing and financial stature of the lessee; 
l.   term of lease; 
m.   the time the particular rental rate under consideration was agreed upon and 
     became or is to become effective; 
n.   the payment of a leasing commission and/or fees or bonuses in lieu thereof, 
     whether to Lessor or any person or entity affiliated with Lessor; and 
o.   any other  relevant  term or condition  in making such "fair market  value" 
     rental rate determination. 
 
56. UTILITIES: Lessee shall be responsible for its share of electrical servicing 
the  leased  premises.  Lessee  hereby  agrees  to pay  metered  expenses  as so 
determined. 
 
57. INTERRUPTION OF ESSENTIAL SERVICES: Notwithstanding anything in the Lease to 
the  contrary,  if any  services  which are  essential  to  Lessee's  use of the 
Premises (such as use of the Parking  Spaces,  HVAC, as necessary for reasonable 
access,  electricity  and/or water,  telephone  service [if the  interruption in 
telephone  service is attributable to causes within Lessor's  control) which are 
supplied by Lessor ("essential services") are interrupted, and such interruption 
is caused by circumstances  under Lessor's control,  Lessee shall be entitled to 
an  abatement  of Base Rent and the  additional  rent if and to the extent  that 
Lessee ceases doing business in the Premises on account  thereof.  The abatement 
shall begin on the fifth (5th)  consecutive  business day after the interruption 
commences and shall end when services have been  restored.  In addition,  if any 
essential  services are interrupted and  interruption is caused by circumstances 
under Lessor's control for a 
 
 



 
 
 
substantial  period during Normal  Business Hours on more than ten (10) business 
days during any consecutive twelve (12) months, then Lessee shall be entitled to 
an abatement of Base Rent and additional  rent charged if and to the extent that 
Lessee ceases doing business in the Premises on account of such  interruption on 
any  additional  business  days during such  12-month  period,  Lessee agrees to 
promptly  notify  Lessor  and any  Superior  Mortgagee  of any  interruption  of 
essential  services and any Rent abatement claimed by Lessee on account thereof. 
Notwithstanding  anything  elsewhere to the contrary,  Lessee may terminate this 
Lease  without  liability  to either  party if Lessee  has given  notice of such 
interruption to Lessor and any Superior  Mortgagee within thirty (30) days after 
the interruption commenced and are interrupted for ninety (90) or more days, and 
such  interruption is caused by circumstances  under Lessor's  control,  and the 
essential  services to be provided by Lessor are  interrupted for ninety (90) or 
more  consecutive  days  provided  that Lessee gives notice of such  election to 
terminate before the essential services have been restored.  Notwithstanding the 
foregoing,  Lessee may not terminate this Lease and shall not be entitled to any 
abatement of rent if the  interruption  of essential  services was caused by the 
negligence or willful misconduct of Lessee or Lessee's Representatives. 
 
58. TRUST EXCULPATION:  The Lessor under this Lease is  Transcontinental  Realty 
Investors,  Inc.  ("Trust").  The  Declaration(s)  of Trust provide that (a) the 
Trustee shall conduct the Trust's  activities in the name of the Trust,  (b) the 
name of the Trust  refers to the  Trustees  collectively  as  trustees,  but not 
individually or personally, (c) no trustee,  shareholder,  officer, employee, or 
agent  shall  have  any  personal  liability,  jointly  or  severally,  for  any 
obligation of or claim against the Trust,  and (d) all persons  dealing with the 
Trust,  in any way,  must look solely to the assets of the Trust for the payment 
of any claims  against the Trust.  Accordingly,  Lessee agrees to look solely to 
the  respective  assets of the Trust for the  enforcement  of any claims against 
Lessor. 
 
59.  OPERATING  EXPENSES:   The  following  provisions  are  made  part  of  the 
above-referenced  Lease.  In the event of any  conflict  between the Basic Lease 
Terms and/or  General Terms,  Covenants and  Conditions  and this Addendum,  the 
latter shall prevail.  The capitalized  terms not defined in this Addendum shall 
have the same meaning as in the Lease. 
 
Escalation.  The Base Rent does not  anticipate  any  increase  in the amount of 
taxes on the Building,  the Land,  any  improvements  situated  thereon,  or any 
Leasehold  Improvements  (together hereinafter referred to as the "Property") or 
in the cost of operations and maintenance thereof.  Therefore, in order that the 
Rent payable  throughout the Term shall reflect any such increases,  the parties 
agree as hereinafter in this Addendum set forth. 
 
(a)  Commencing  on the  expiration  of the Base Year and for each  year  (i.e., 
     12-month  period)  thereafter  (hereinafter  referred  to as a  "Comparison 
     Year"),  Lessee shall pay Lessor an amount equal to Lessee's  Proportionate 
     Share of the total Real  Expenses  (as  hereinafter  defined)  incurred  by 
     Lessor for or during such  Comparison Year in excess of the total amount of 
     Real Estate  Taxes and  Operating  Expenses  payable by Lessor for the Base 
     Year (such excess hereinafter  referred to as the "Excess  Expenses").  (By 
     way of example,  if the Commencement  Date were September 7, 1994, the Base 
     Year would be October 1, 1994 through  September  30,  1995,  and the first 
     Comparison Year would be October 1, 1995 through September 30, 1996.) 
 
(b)  (i) "Real Estate Taxes" shall mean and include: (1) all general and special 
     taxes,  assessments,  duties and levies,  if any,  payable  (adjusted after 
     protest  or  litigation,  if any) for any part of the  Term,  exclusive  of 
     penalties or  discounts,  on the  Properties;  (2) Any taxes which shall be 
     levied on the rentals of the Building in lieu of any such Real Estate Taxes 
     in whole or in part; (3) the  reasonable  expenses of contesting the amount 
     or validity of any such taxes,  charges or assessments,  such expense to be 
     applicable to the period of the item contested,  provided Lessor reasonably 
     anticipated a reduction of Operating Expenses.  During the first sixty (60) 
     months of the initial  Term, in the event of a  reassessment  under Article 
     XIII(A) of the  California  Constitution  (Proposition  13") by reason of a 
     change in ownership and/or refinancing of the Land,  Building,  or Project, 
     Lessee shall not be required to pay any increase in Lessee's  Proportionate 
     share of Excess Expenses attributable to such reassessment. All Real Estate 
     Taxes  (except  those  specifically  charged to Lessee  because of Lessee's 
     actions) which shall only be included in Excess Expenses to the extent such 
     amounts would be payable if Lessor elected to pay such Real Estate Taxes in 
     the maximum number of installments permitted,  even if Lessor elects to pay 
     the same in a lump sum. 
 
     (ii) "Operating Expenses" shall mean all expenses reasonably paid or 
     incurred by Lessor or on Lessor's behalf in respect of the  management, 
     repair, operation  and  maintenance  of  the  Land  and  Building, 
     determined  in     accordance  with  generally  accepted  accounting 
     principles  consistently  applied, including: (1) salaries, wages and 
     benefits of employees of Lessor     to the extent engaged in the on-site 



     management  (and off-site  management    [with job  description  equivalent 
     of  building  manager  or below] to the  extent and in an amount  directly 
     attributable  to the  Project),  repair,     operation  and  maintenance 
     of the Land and Building;  (2) payroll  taxes, 
     workmen's  compensation,  uniforms  and related  expenses  for such on-site 
     employees (and off-site  employees to the extent and in an amount  directly 
     attributable  to the  Project);  (3) the cost of all charges for oil,  gas, 
     steam,  electricity,  any alternate  source of energy,  heat,  ventilation, 
     air-conditioning,  water,  sewers and other utilities furnished to the Land 
     and  Building  (including  the  Common  Areas and  leased  areas  thereof), 
     together  with  any  taxes  on such  utilities;  (4) the  cost of  painting 
     non-tenant space; (5) the cost of all charges for rent, casualty, liability 
     and  fidelity  insurance  with  regard  to the  Land and  Building  and the 
     maintenance or operation thereof;  (6) the cost of all supplies  (including 
     cleaning supplies),  tools, materials and equipment, the rental thereof and 
     sales and other taxes  thereon;  (7)  depreciation  of hand tools and other 
     movable  equipment  used in the repair,  operation  or  maintenance  of the 
     Building  up to a maximum or $2500 per year  (cumulative);  (8) the cost of 
     all  charges  for  window  and other  cleaning,  janitorial,  and  security 
     services;  (9)  repairs  made by Lessor at its  expense;  (10)  charges  of 
     independent  contractors;  (11 ) exterior  and interior  landscaping;  (12) 
     whether or not capitalized under generally accepted accounting  principles, 
     costs  for  alterations  and  improvements  made by  reason of the laws and 
     requirements  enacted  after  the  signing  of  this  Lease  of any  public 
     authorities  (except for any capital  items  which are  required  under the 
     general   regulatory   framework  of  Title  III  of  the  Americans   With 
     Disabilities  Act ("ADA") and which are specifically  required  pursuant to 
     state or local laws which are  enacted  after the  signing of this Lease to 
     implement the previously enacted requirements of Title III of the ADA as to 
     Building  and Common  Areas;  except  that  Lessee  shall pay all costs for 
     compliance with the ADA within the Premises) or the reasonable requirements 
     of insurance  bodies  generally  after the  reasonable  useful life of such 
     alterations and improvements; (13) management fees or, if no managing agent 
     is employed by Lessor,  a sum in lieu thereof which is not in excess of the 
     then  prevailing  rates for  management  fees of other first  class  office 
     buildings in the San Diego suburban area; (14) [Deleted];  (15) the cost of 
     replacements, improvements or additions, and of any machinery or equipment, 
     which are made or become  operational,  as the case may be,  whether or not 
     capitalized under generally accepted accounting principles, during the Term 
     and which have the effect of reducing the expenses which otherwise would be 
     included  in  Operating  Expenses  to the  extent of the lesser of (A) such 
     cost, as amortized by Lessor over anticipated  useful life with interest on 
     the  unamortized  amount at the rate  actually  paid by Lessor,  or (B) the 
     amount of such  reduction in Operating  Expenses;  (16)  reasonable  legal, 
     accounting  and other  professional  fees incurred in  connection  with the 
     operation,  maintenance  and  management  of the Land and  Building;  (117) 
     [Deleted];  and (18)  except  as  specifically  excluded  below,  all other 
     non-capital  charges  properly  allocable  to  the  repair,  operation  and 
     maintenance of the Land or Building in accordance  with generally  accepted 
     accounting principles. 
 
 
 



 
 
 
 
(iii) "Operating Expenses" shall not include: 
 
(a)  any ground lease rental; 
 
(b)  costs  incurred  by Lessor for the  repair of damage to the  Project to the 
     extent  that  Lessor  is  reimbursed  by  insurance  (or  would  have  been 
     reimbursed had Lessor carried the insurance coverage required to be carried 
     by Lessor under the Lease) or  condemnation  proceeds or by lessees  (other 
     than as their  share  of  Operating  Expense),  warrantors  or other  third 
     persons (except that insurance deductibles paid by Lessor by be included as 
     an Operating Expense); 
 
(c)  costs,  including  permit,  license and  inspection  costs,  incurred  with 
     respect to the  construction  or installation  of tenant  improvements  for 
     tenants in the Project (including the original Tenant  Improvements for the 
     Premises),  or incurred in renovating or otherwise  improving,  decorating, 
     painting  or  redecorating  space for  tenants  or other  occupants  of the 
     Project,  including  space planning and interior design costs and fees (but 
     the foregoing shall not apply to common areas); 
 
(d)  depreciation,  amortization and interest  payments,  except as specifically 
     provided  in the  Lease,  and  except on  materials,  tools,  supplies  and 
     vendor-type  equipment  purchased  by  Lessor  to  enable  Lessor to supply 
     services Lessor might otherwise contract for with a third party, where such 
     depreciation,  amortization and interest payments would otherwise have been 
     included in the charge for such third party's  services,  all as determined 
     in accordance with generally accepted accounting practices; 
 
(e)  brokerage  commissions,  finders'  fees,  attorneys'  fees,  space planning 
     costs,  advertising  costs and other costs incurred by Lessor in leasing or 
     attempting to lease space in the Building; 
 
(f)  attorneys'  fees and other costs and expenses  incurred in connection  with 
     proposals,  negotiations or disputes with present or prospective tenants or 
     other occupants of the Project, provided,  however, that Operating Expenses 
     shall include any attorneys' fees and other costs and expenses  incurred in 
     connection with  enforcement of rules and regulations of the Project or the 
     Building,  and  other  similar  matters  relating  to  the  maintenance  of 
     standards  required of Lessor  under the Lease for the  general  benefit of 
     tenants in the Project; 
 
(g)  interest,  principal,  points  and  fees  on debt  or  amortization  on any 
     mortgage,  deed of trust or other debt encumbering the Project, or any part 
     thereof; 
(h)  any personal  Property  taxes  payable by Lessee or by other tenants of the 
     Project; 
(i)  the cost of repairing any  structural  defects in the Project and repairing 
     any material  defects (as  reasonably  determined by Lessor) in the design, 
     materials or workmanship of the Project, including, without limitation, the 
     Building; 
(j)  capital  improvements,  capital  replacements  and other  capital  costs as 
     determined in accordance with generally accepted accounting principles, and 
     except as permitted in b(ii), above; 
 
(k)  expenses in  connection  with  repairs,  services,  installations  or other 
     benefits of a type which are not offered to Lessee,  but which are provided 
     to another  tenant or occupant,  except to the extent  Lessee  receives the 
     benefit of such  services or repairs (and in this regard,  Lessee agrees to 
     give such notice to Lessor  within a reasonable  time after Lessee  becomes 
     aware of any expense which Lessee contends is within this category); 
 
(l)  costs  incurred due to a violation by Lessor or any tenant of the terms and 
     conditions  of any lease of space in the  Project,  or  penalties  or fines 
     arising from Lessor's  violation of any governmental  rule or authority and 
     costs  incurred in correcting any building code  violations  existing as of 
     the date of this Lease is signed; 
 
(m)  overhead and profit  increment paid to Lessor or subsidiaries or affiliates 
     of Lessor for  management  or other  services  on or to the  Project or for 
     goods,  supplies or other  materials,  to the extent that the costs of such 
     services,  goods,  supplies or materials  exceed the reasonable  costs that 
     would have been paid had the services,  supplies or materials been rendered 
     on a competitive  basis (based upon a standard of similar office  buildings 
     in  suburban  San Diego) and been  provided  by parties  unaffiliated  with 
     Lessor capable of providing same; 
 
(n)  Lessor's general  corporate  overhead and general  administrative  expenses 
     (except to the extent  included in a management fee properly  chargeable as 
     an Operating Expense under this Lease); 
 



(o)  any compensation paid to clerks,  attendants or other persons in commercial 
     concessions  operated by Lessor (except to the extent such  compensation is 
     not offset by  revenue to Lessor or  Lessor's  subsidiaries  or  affiliates 
     resulting from such commercial concessions); 
 
(p)  rentals  and other  related  expenses  (other  than  taxes  and  insurance) 
     incurred in leasing air conditioning systems,  elevators or other equipment 
     ordinarily  considered to be or a capital nature,  except equipment that is 
     presently  leased for use in or providing  services to the Project or which 
     is  customarily  leased by  landlords  of  comparable  office  buildings in 
     suburban San Diego and charged to tenants as an item of  expenses,  or that 
     is used in providing security,  operational,  and maintenance services, and 
     equipments,  the costs of which  would be  included  as an  expenses  under 
     (b)(ii),  above (and this  category  (p) shall not exclude  from  Operating 
     Expenses the cost of equipment  rentals on a short-term basis as reasonably 
     necessary to repair,  maintain or provide  services to the Buildings or the 
     Project); 
 
(q)  all items and  services  sold or provided to Lessee or any other tenant for 
     which  Lessor or a third  person is  separately  entitled to  reimbursement 
     (other than as part of  Operating  Expenses)  over and above basic rent and 
     escalations under the applicable lease; 
 
(r)  electric power costs for which any tenant directly contracts with the local 
     public service  company or pays to Lessor as any charge in addition to Rent 
     or Operating Expenses; 
 
(s)  costs arising from Lessor's  charitable or political  contributions or from 
     costs or fees associated with Lessor's membership in a trade association; 
 
(t)  damage  and  repairs  necessitated  by the  gr4oss  negligence  or  willful 
     misconduct of Lessor or Lessor's employees, contractors or agents; 
 
(u)  legal  expenses  incurred  in order for  Lessor to  resolve  disputes  with 
     contractors  regarding latent defects in design,  materials or workmanship, 
     or as a  result  of  Lessor's  defending  the  implied  covenant  of  quiet 
     enjoyment in favor of Lessee; 
 
(v)  costs of acquiring sculptures, paintings or other works of art; 
 
 



 
 
 
(w)  tax penalties incurred as a result of Lessor's  negligence,  inability,  or 
     unwillingness to make payments when due; 
(x)  costs  rising  from the  presence  of  hazardous  materials  or  substances 
     ("Hazardous  Materials")  (as defined by applicable laws in effect at Lease 
     Commencement  Date and in this Lease) in, on, under or about the  Buildings 
     or Project  to the extent  that  Lessor is  obligated  to pay such costs as 
     provided in the Lease; 
 
(y)  any late fees, assessments, penalties, or similar charges assessed pursuant 
     to covenants,  conditions  and  restrictions  ("RR&R's")  applicable to the 
     Project resulting from Lessor's negligence or willful misconduct (but other 
     fees,   assessments  and  penalties  arising  from  such  CC&R's  shall  be 
     chargeable as Operating Expenses); 
 
(z)  earthquake insurance; 
 
(aa) any other general categories of expense,  added at Lessor's option, and not 
     included in the Base Year,  unless Lessor makes a  corresponding  equitable 
     increase in the Base Year Operating Expenses. 
 
(c)  In order to provide  for  current  payments  on account of Excess  Expenses 
     Lessee shall, at Lessor's request,  pay as additional rent, an amount equal 
     to Lessee's  Proportionate Share of the Excess Expenses due for the ensuing 
     12 months,  as reasonably  estimated by Lessor from time to time, in twelve 
     (12) equal monthly  installments,  commencing on the first day of the month 
     following the month in which Lessor notifies Lessee of the amount following 
     the  month  in  which  Lessor  notifies  Lessee  of the  amount.  It is the 
     intention  hereunder to estimate the amount of the Excess Expenses for each 
     Comparison  Year and then to adjust  such  estimate in the  following  year 
     based on the actual Excess Expenses incurred or paid by Lessor. 
 
(d)  Within  sixty  (60)  days  after  the  end of the  Base  Year  and of  each 
     Comparison  Year (or as soon  thereafter  as is  practical),  Lessor or the 
     Building  Manager shall deliver to Lessee a reasonably  detailed  statement 
     with line item breakdown of reasonably  detailed  categories,  certified by 
     Lessor  ("Lessor's  Statement"),   of  the  Real  Estate  Taxes,  Operating 
     Expenses,  Excess Expenses,  and Lessee's Proportionate Share of the Excess 
     Expenses for the preceding Comparison Year. If Lessee's Proportionate Share 
     of the actual Excess Expenses for the previous  Comparison Year exceeds the 
     aggregate of the estimated  monthly  payments made by Lessee for such year, 
     Lessee  shall  within  thirty  (30) days of the  receipt of the  statement, 
     tender to Lessor an amount equal to such excess as additional rent. If such 
     aggregate of the estimated monthly payments exceeds Lessee's  Proportionate 
     Share of the actual Excess Expenses for such  Comparison  Year, then Lessor 
     shall  credit  against   Lessee's  next  ensuing  monthly   installment  or 
     installments  of the Rent an  amount  equal to such  difference  until  the 
     credit is  exhausted.  Lessee  shall have the  right,  at its own costs and 
     expense,  to audit or inspect  Lessor's records with respect to Real Estate 
     Taxes,  Operating  Expenses,  and the  calculation  of Excess  Expenses and 
     Lessee's  Proportionate  Share.  Lessor  shall  utilize,  and  cause  to be 
     utilized,   accounting  records  and  procedures  conforming  to  generally 
     accepted accounting principles  consistently applied (as generally accepted 
     for similar  buildings in the San Diego suburban area),  including  without 
     limitation,  all payments for  Operating  Expenses,  to enable the audit or 
     inspection by Lessee  pursuant to this clause to be conducted.  Pursuant to 
     the foregoing, Lessor shall be obligated to keep such records until two (2) 
     years following the expiration or earlier  termination of the Lease. Lessee 
     shall give Lessor not less than ten (10) business days prior written notice 
     of its  intention  to conduct any such audit or  inspection.  Lessor  shall 
     cooperate with Lessee during the course of such audit or inspection,  which 
     shall be conducted  during  normal  business  hours in Lessor's  management 
     office.  Lessor agrees to make personnel  available to Lessee as reasonably 
     necessary for Lessee, Lessee's employees and agents, to conduct 
 



 
 
 
     such audit,but in no event shall such audit last more than five(5)business 
     days in duration  for each year  audited.  Lessor  shall make such  records 
     available to Lessee,  Lessee's  employees and agents, for inspection during 
     Normal  Business Hours.  Lessee,  Lessee's  employees and agents,  shall be 
     entitled to make photostatic copies of such records,  provided Lessee bears 
     the  expense of such  copying.  The results of such  audit,  as  reasonably 
     agreed upon by both  parties,  shall be binding upon Lessor and Lessee.  If 
     Lessor and Lessee are unable to agree on the audit result,  the issue shall 
     be resolved by arbitration. If such audit discloses that the amount paid by 
     Lessee  at  Lessee's  Proportionate  Share  of  Excess  Expenses  has  been 
     overstated  by  more  than  three  percent  (3%),   then,  in  addition  to 
     immediately  repaying such  overpayment and associated  interest to Lessee, 
     Lessor  shall also pay the  reasonable  costs  incurred  by Lessee for such 
     audit. If such audit discloses that Lessee's  Proportionate  Share has been 
     understated,  Lessee shall  immediately pay to Lessor the additional amount 
     owing. 
 
     Notwithstanding anything herein to the contrary,Lessor's Statement of 
     Excess Expenses and Lessee's  Proportionate  Share shall be binding and 
     conclusive    on Lessee as to each Comparison Year unless Lessee requests 
     an audit within thirty (30) days after receipt of Lessor's Statement for 
     the next following Comparison Year; provided,  further,  that in the event 
     of a bona fide sale  or refinance of the Project,  Lessee shall within one 
     hundred  ninety (190) days  after  receipt  of notice  from  Lessor, 
     certify  in  writing to the proposed  buyer or  mortgagee  that  either 
(a)  Lessee  accepts  Lessor's  Statement as to all  Comparison  Years for which 
     Lessee has  received  Lessor's  Statement  or (b) Lessee  shall within such 
     period  conduct  an audit for any  Comparison  Year as to which  Lessee has 
     audit rights and provide the results of such audit to the proposed buyer or 
     mortgagee. 
 
(e)  If the  Commencement  Date is other than  January 1 and is in a  Comparison 
     Year,  Lessee's  Proportionate  Share of Excess Expenses for the Comparison 
     Year in  which  the  Commencement  Date  occurs  shall be  multiplied  by a 
     fraction,  the  numerator  of which  shall be the  number  of days from the 
     Commencement Date to the following December 31 and the denominator of which 
     shall be 365. 
 
(f)  Lessor agrees that Ill Lessor shall make no profit from Lessor's collection 
     of Real Estate Taxes and Operating  Expenses (but this provision  shall not 
     impair or limit  Lessor's  ability to charge a management  fee as otherwise 
     provided in this  Lease);  and (ii) Lessor  shall reduce the amount of Real 
     Estate Taxes and/or Operating Expenses (as applicable) by any refund Lessor 
     receives in connection with any costs or expenditures  previously  included 
     in Real Estate  Taxes or  Operating  Expenses,  less any costs  incurred by 
     Lessor by obtaining any such refund. 
 
(g)  When a credit is due from Lessor on the Termination  Date,  Lessee shall be 
     entitled  to receive  the amount of the credit in the form of payment  from 
     Lessor, provided,  however, that Lessor may, in lieu of such payment, apply 
     the  credit  against  any  Rent  which  is due but not  paid on said  date. 
     Interest  shall  accrue on any  amounts  which  Lessor is obliged to pay to 
     Lessee by reason of this Addendum at the maximum rate permitted by law. The 
     obligations  of Lessee and Lessor to make  payments or credits  required by 
     this Addendum shall survive the Termination Date. 
 
(h)  Any management agreement shall provide that Lessor operate the Building, in 
     an  efficient  and  cost-effective  manner  so  as  to  minimize  operating 
     expenses.  Lessee,  or Lessee's agent,  shall have the right at any time to 
     review and copy all operating  records,  and Lessor shall maintain all such 
     records for two (2) years. 
 
 





Exhibit 10.2

EXTENSION TO STANDARD INDUSTRIAL LEASE

      THIS EXTENSION TO STANDARD INDUSTRIAL LEASE AGREEMENT ("Agreement") is made this 17th day of April, 2000, by and between WEST
CAPITAL FINANCIAL SERVICES, CORP., a California corporation (“Lessee”) and REMEC, INC., a California corporation (“Lessor”) with reference to the
following. Unless otherwise indicated, all definitions used herein shall have the meaning ascribed to them in the Lease (as defined below).

     A.     On or about September 12, 1994, Lessor's predecessor- in- interest TRANSCONTINENTAL REALTY INVESTORS, a California business trust and Lessee
executed that certain Standard Industrial Lease ("Lease") for the premises consisting of approximately 32,504 square feet commonly known as 5775 Roscoe Court, San
Diego, California, 92123 (“Premises”).

      B.     Paragraph 55 of the Lease provides that Lessee shall have the option to renew the Lease for one (1) additional term of five (5) years upon first giving Lessor
nine (9) months prior written notice of its intent to exercise such option (“Option”).

     C.     On January 28, 1999, Lessee delivered to Lessor a Renewal Option Notice which set forth Lessee's intention to exercise the Option.

     D.     Lessor and Lessee desire to extend the term of the Lease pursuant to the Option on the terms and conditions set forth in this Agreement.

      For good and valuable consideration, the receipt and adequacy of which are hereby acknowledged, Lessor and Lessee hereby agree as follows:

     1.     Extension of Term of Lease.

Effective November 1, 1999 (“Commencement Date”), the term of the Lease shall be extended until October 31, 2004, unless sooner terminated pursuant to any
provision of the Lease (“Extended Term”).

      2.       Base Rent.

               2.1      Effective on the Commencement Date, and payable on the first (1st) day of each month during the Extended Term, Lessee shall pay to Lessor, as Base
Rent for the Premises, the sum of Forty Five Thousand Five Hundred Five and 60/100 Dollars ($45,505.60) ($1.40 per square foot x 32,504 square feet).

             2.2      Lessor acknowledges receipt of the Lessee's Base Rent for the first (1st) five (5) months of the Extended Term in the amount of Thirty Seven Thousand
Nine Hundred Eighty-Eight and 44/100 Dollars ($37,988.44) per month. Upon execution of this Agreement, Lessee agrees to pay to Lessor: (i) the sum of Forty Five
Thousand Five Hundred Five and 60/100 Dollars ($45,505.60) representing the Base Rent for the month of April, 2000 and (ii) the sum of Thirty Seven Thousand Five
Hundred Eighty-Five and 80/100 Dollars ($37,585.80) representing the difference between the amount paid by Lessee as Base Rent for the first five (5) months of the
Extended Term and the actual amount due Lessor for said five (5) months (at a rate of $1.40 per square foot).

      3.      Lease Unchanged

     Except as specifically provided herein, the remaining terms and conditions of the Lease shall remain in full force and effect.

      4.      Miscellaneous.

             4.1      This Agreement may be executed in one or more counterparts, each of which shall be deemed an original, but all of which together shall constitute one
and the same agreement.

             4.2      The parties to this Agreement, and each of them, hereby warrant that they are authorized agents of their respective entities and are authorized to execute
this Agreement.

             4.3       This Agreement shall be interpreted, construed and enforced in accordance with the laws of the State of California.

     IN WITNESS WHEREOF, the parties hereto have caused the execution of this Agreement as of the date and year noted above.

Lessor: Lessee:

REMEC, INC., WEST CAPITAL FINANCIAL SERVICES
a California corporation CORP., a California corporation

By:  /s/ Clark Hickock              By:  /s/ Carl C. Gregory, II              
        Clark Hickock         Carl C. Gregory, III
        Senior Vice President         Chief Executive Officer


