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To Our Shareholders:

This past year was an exciting year for your company.
We introduced more new products and technology than ever in
our past. Ours is a company of the future. In this letter, 1 will
review our many accomplishments and our plans for the future.

Advanced Tactical Flight Simulation

In fiscal 2004, we unveiled the Authentic Tactical Flight

Simulator for high performance tactical maneuvering jet aircraft -

Model ATFS-400- with a First Flight Celebration last November.
This is the world’s first high fidelity tactical simulator integrated
into a high performance human centrifuge. Flying in the ATFS-
400, pilots and weapons systems officers learn to handle their
aircraft and control their flight systems while simultaneously expe-
riencing the physical stress of high G-forces in a tactical engage-
ment as well as the mental stress of high fidelity threat simulation.
To demonstrate the capability of the ATFS-400 we sponsored the
"Orange Flag" event at ETC in January 2004. Orange Flag was
an open competitive air combat exercise between fighter pilots
from several nations as well as the US Air Force, Navy and
Marine Corps. We installed the F/A-18 "Hornet" Tactical
Aircraft Configuration (TAC) Module in the GFET Il centrifuge.
We then linked it interactively with the MIG 29 TAC Module
installed in a non-motion "docking station". This week of one-on-
one dogfights involving more than 50 pilots demonstrated,
beyond question, that the ATFS technology works - and offers a
risk-free way to introduce simulated tactical maneuvers at a cost
advantage of twenty to one as compared with airborne training.

We have invested significantly in the development of
ATFS and its supporting technologies. The ATFS-400 will revolu-
tionize military flight training in the future. We already have seen
interest from the U.S. Government and several foreign military
organizations. The ATFS-400 will significantly reduce training
costs, increase flight safety and improve pilot performance.
When deployed with the U.S. operational forces, the ATFS-400
can save the U.S. Government over $2 billion per year, minimize

human risk, preserve the high-value aircraft and give the air war-
riors more authentic experience. By investing in the ATFS-400 mil-
itary air forces of allied nations around the world will gain the
benefit of realistic risk-free training and the savings from using
simulators, just as the commercial airlines have been doing for
many years.

The potential tactical flight simulator market is both
large and worldwide. ATFS-400 moves us into a unique position
in the forefront of that market.

Aircrew Training Systems
The Aircrew Training Systems Division has made significant

technical advancements in several of its products. ATS currently
markets the following products:

Centrifuges

o G-LAB"
o G-FET II™
o ATFS100, 200, 300, 400

Spatial Disorientation Trainers

o GYROLAB"1500 and GYROLAB 4000
o GYRO IPT Il

Night Vision/Night Vision Goggle Training System
(NVTS/NVGTS)

Ejection Seat Trainers

Altitude (Hypobaric) Chambers

Simulators

. GL-2500

. GYROFLIGHT and GYROFLIGHT HELO
. GAT II" and GAT" HELO

. ProTrainer™

Survival Training Systems

. Water Survival Training Systems
o Parachute Procedures Trainer (SIMFALL)
o Pilot Selection System

Significant product development has been made during
this past year in the GYRO IPT Il, the NVTS/NVGTS, and
ProTrainer. The GYRO IPT Il was redesigned to incorporate ETC’s
a proprietary Flight Motion System, a larger cockpit, and a wide
field of view visual display. Software efforts produced a more
powerful profile editor and a user- friendly user interface. The
NVTS/NVGTS was refined to become a fully automated, com-
puter based system. A powerful training session editor was
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added to give customers the ability to modify the existing training sessions or to create new sessions

Sales for fiscal 2004 were strong in the GYRO IPT II, NVTS/NVGTS and GAT Il product lines. GYRO IPT Il sales and deliveries
included Venezuela, Australia, Czech Republic and the United States Air Force. NVTS/NVGTS sales included the Egyptian Air Force and
Indonesia. GAT Il sales included Frederick Flight Center, University of North Dakota, U.S.A.F., and the Federal Aviation Administration
Civil Aerospace Medical Institute (CAMI). Our Advanced Pilot Selection System was sold to the Egyptian Air Force.

We recently received an initial contract from NASA for work in the field of upset training. Upsets, the leading cause of transport
aircraft fatalities, have been a key interest of ETC for several years. In spite of the seriousness of the problem, no authentic training has
been available to the more than 200,000 professional pilots worldwide. ETC is uniquely positioned to help solve this with its authentic
sustained motion simulators and knowledge base for authentically simulating extreme in-flight conditions. The NASA contract indicates
their interest in proving the training concept and contacts are on-going and encouraging with the FAA as well.

Entertainment

Our Entertainment Group, EnTCo, has had a terrific year and is well positioned to take advantage of a rebound in the economy.
Our customers are experiencing an increase in traffic at their parks, museums and zoos and this will undoubtedly lead to greater invest-
ment in new attractions. Given our investment in new rides and platforms, we anticipate making some major breakthroughs during fiscal
2005.

During fiscal 2004 we aggressively marketed our capabilities to the amusement/theme park, family entertainment center, muse-
um, zoo, aquarium and shopping mall marketplaces worldwide. As a result of our marketing investments, we have experienced an expo-
nential increase in new proposal activity.

Despite the sluggish travel and tourism industry, during fiscal 2004 we developed two new rides of our own, and we are now
beginning to see the fruits of our labor. We have secured our first few orders for each of these exciting new products and the market
reception has been overwhelming. At the time of this letter, we have installed the Wild Earth ride in two new venues with several more to
be announced in fiscal 2005; meanwhile, we'’ve secured orders for several Monster Roll Cage™ (Monster Truck Ride) that are to be deliv-
ered over fiscal years 2005 and 2006. Given the budgeting cycles associated with most of our clients, we anticipate even greater return
on our investment in fiscal 2006 and beyond.

Simulation Division

In the area of Airport Driving Simulators, ETC Simulation experienced two significant events last fiscal year. The first was the
acceptance and commissioning of the Minneapolis-St. Paul International Airport Driving Simulator which, because of the excellent relation-
ship between the Metropolitan Airports Commission and ETC, will serve as a showcase for our training system and future marketing
efforts. The second major event was the award to ETC by the Metropolitan Nashville Airport Authority for an Airport Driving Simulator,
which established ETC as the leading supplier of this training system in the U.S. The Nashville contract calls for an additional, 3-display
Desktop Driving Station, which will enable ETC to also appeal to smaller airports. The Desktop Driving Station will operate in an interac-
tive team mode with the Driving Simulator Cab, enabling both drivers to maneuver in the same environment viewing each other’s vehicles.
This is another technological advance for ETC’s Driving Simulators.

In the area of ETC’s Advanced Disaster Management Simulator (ADMS), we made an important breakthrough this year in the
U.K. Fire Service market with the receipt of a contract from the Warwickshire Fire and Rescue Service (WFRS) for an ADMS Desktop Unit
that meets the requirements of the newly-adopted Integrated Personnel Development System (IPDS). This training system, due for commis-
sioning in early fall of 2004, will be the only training system available that uses simulation to assess Fire Service personnel to the IPDS
standards, opening up a tremendous market for ETC’s ADMS product line.

ETC Simulation’s goals for this fiscal year are to continue their growth and presence in the markets they serve. The overall strate-
gy is to perform contracts that will continually advance the capabilities of the ADMS, both with new customers and with our already
established customer base. Following commissioning of the ADMS-IPDS for Warwickshire, we will jointly (ETC and WFRS) obtain national
certification of the ADMS as an accepted training/assessment system for the IPDS, thereby placing ETC in the prime position for the provi-
sion of ADMS-IPDS to the U.K.’s 69 regional fire services. ETC will continue to focus on the U.S. market for ADMS, particularly airports,
state fire colleges, seaports, Homeland Defense and other government agencies.
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Sterilizers

This past year ETC Sterilization Group completed the fabrication of five 100% Industrial Ethylene Oxide(EtO) sterilization sys-
tems. The units are various sizes ranging from 400 cu. ft. to 6,000 cu. ft. The 6,000 cu. ft. unit can accommodate 26 standard product-
loaded pallets at one time.

The sterilizers feature ETC’s unique Air Jacket Heating/Cooling (AJHC) System. AJHC technology not only helps to avoid the
costly maintenance and repairs commonly associated with traditional water- jacketed vessels, it also maintains superior temperature distri-
bution throughout the chamber, thus providing better overall performance and substantial energy savings. On these sterilizers we intro-
duced ETC’s custom-designed Pro-Genesis" Series 2000 PC/PLC Distributed Control System which is the most sophisticated sterilization
control and data acquisition system in the world. These controls execute all process control and data retrieval. The system also utilizes a
dedicated server that will retrieve, store and secure all cycle data insuring compliance with 21 CFR Part 11 requirements. This cutting
edge control application utilizes fiber optics technology to safely access all required process and control data from the equipment suites.
The use of fiber optics not only optimizes signal quality and safety, it also eliminates the need to install extensive and costly facility wiring
and large, space- consuming intrinsic barrier boxes. These technologies continue to support ETC sterilizers as the leading supplier of (EtO)
sterilization systems.

The demand for our steam sterilizers, CGMP steam sterilizers and field service support in the pharmaceutical, life sciences and
biotech industries was consistent in fiscal 2004. We continue to differentiate ourselves through our ability in working closely with our cus-
tomers to refine each unit while providing optimal field performance. We have added additional sales resources to further expand our
market potential and overall sales objectives in fiscal 2005.

Biomedical

ETC’s BioMedical Systems (BMS) Group has generated renewed interest in our BARAMED" monoplace hyperbaric chambers
and hyperbaric product line. Sales included six monoplace chambers to international customers and a similar number to domestic cus-
tomers this year. ETC is the only hyperbaric system company providing a computer-controlled chamber that allows for control, data acqui-
sition and safety monitoring.

ETC has recently received contracts for three multiplace hyperbaric chambers. This procurement is through the U.S. Army Corps
of Engineers and a company in the United States that is under contract with the Egyptian Navy. The contracts re-establishes ETC as a
leader in the design and supply of multiplace hyperbaric chambers worldwide.

Testing and Simulation Systems (TSS)

Fiscal 2004 saw the second year of a major reorganization and staff enhancement for ETC’s Testing & Simulation Division. Two
years ago we made a commitment to invest in key experienced staff to expand and upgrade the capabilities of this group. As part of this
investment, we hired seven highly experienced individuals with directly relevant backgrounds in sales, engineering, field installation and
start up capabilities. They are all professionals committed to quality and customer service. None of our competiton has as much experi-
ence in automotive testing as ETC. A key area of market focus is on the Original Equipment Manufacturer (OEM) and Tier 1 and Tier 2
automotive system and component manufacturers. We recently received orders from Mercedes Benz and Honda for 4-Post Drive-in
Environmental Testing Chambers for "squeak and rattle” testing of vehicles under real-life conditions. ETC is working together on these proj-
ects with the two largest automotive servo-hydraulic simulation companies in the world, MTS and IST.

TSS has also received a follow-on order for the next two phases of an engine development facility for an IRL racing engine man-
ufacturer. ETC is providing a turnkey project to supply environmentally conditioned airto-test engines in three new Engine Development
Dynamometer Test Cells. This order includes the move and installation of previously supplied ETC equipment including an Altitude
Simulation System.

Additionally, TSS has recently received an order for an Environmental Test Chamber that will be used to test the M-1 tank trans-
mission that will be running on a dynamometer. The Test Chamber will have the capability to simulate any environment found anywhere
in the world.

TSS has teamed up with Horiba, the largest emissions testing supplier in the world, to provide a turnkey diesel engine emissions
testing facility expansion, designed to meet the new EPA CY-2007 emissions regulations. The customer, a Japanese automotive manufac-
turer, has selected the team of Horiba and ETC for this first phase of their expansion in the Detroit area.

-
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The TSS group has now positioned itself to be able to compete in the supply of test equipment-, where the competition is from
medium size companies rather than very small companies, thus enabling the group to achieve better margins. This change will now
enable the group to team up with key suppliers to offer comprehensive solutions to the automotive testing market. This is evidenced by the
above-mentioned orders received in partnership with MTS and IST. Similarly TSS group is in process of securing another such order from
Nissan in partnership with AVL and one at Isuzu in partnership with Horriba.

TSS is expanding its market share in the international market, especially in the Far East and Europe. The opening up of a TSS
group Europe office has enabled it access to not only EU countries, but also to Asian markets, where EU manufacturers are in the process
of setting up new facilities.

ETC Turkey

ETC Turkey has supplied ETC’s Alesta Disaster Management software to the Afyon Municipality in Turkey. This software is an
extension of the ADMS Advanced Disaster Management Simulation software and allows the municipality to monitor disaster data and
control resources on a real time basis. It is the first system of its kind in Turkey. We expect to be introducing this system to the other munici-
palities in Turkey in fiscal 2005. ETC Turkey has also received two grants from the Turkish government for the continuing development of
Alesta and centrifuge based flight simulation.

ETC Poland

ETC Poland is a key factor in the implementation of ADMS software and flight simulation. They developed BattleSpace, flight
models and the GeoSpecific software used on our ATFS-400 during the Orange Flag demonstration in January 2004. They, along with
ETC Turkey, are developing the ETC core software that will be used in all of our simulation products. This core software has been a major
investment of ETC over the last few years. This core software was first utilized late in fiscal 2004. We expect to see significant product
improvements and cost savings in software development utilizing our core software going forward. ETC Poland is the major supplier of
simulation products and technology to the Polish government. They are negotiating several significant simulation projects both in Poland
and internationally.

Corporate Governance

Our Board members and senior staff were very busy in fiscal 2004. We created and adopted an Insider Trading Policy, a
Whistleblower Policy, a Company Code of Ethics, and a Code of Ethics for the Chief Executive Officer and Senior Financial Officers.
Additionally, we adopted three Board of Directors Committee Charters including an amended and restated Audit Committee Charter, a
Compensation Committee Charter, and a Nominating and Governance Committee Charter. | want to issue a warm thank you to all the
Board members who helped create these policies and especially recognize the efforts of Mr. Howard W. Kelley for his ongoing efforts
ensuring ETC maintains compliant with continually changing government rules and regulations.

Unfortunately | must end this year’s letter on a sad note. Cliff G. Russell, ETC’s Vice-President and General Counsel for the past

11 years, passed away on July 26, 2004. Cliff was a prolific and tireless attorney of the highest moral integrity. He was a key member of
our executive management staff and a personal friend. He will always be remembered.

ki

William F. Mitchell
Chairman and CEO
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Report of Independent Registered Public Accounting Firm

Board of Directors and
Shareholders of Environmental Tectonics Corporation

We have audited the accompanying consolidated balance sheets of Environmental Tectonics Corporation and Subsidiaries as of
February 27, 2004 and February 28, 2003, and the related consolidated statements of operations, changes in stockholders’ equity, and
cash flows for each of the three fiscal years in the period ended February 27, 2004. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the finan-
cial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Environmental Tectonics Corporation and Subsidiaries as of February 27, 2004 and February 28, 2003, and the
consolidated results of its operations and its cash flows for each of the three fiscal years in the period ended February 27, 2004, in con-
formity with accounting principles generally accepted in the United States of America.

We have also audited the accompanying Schedule Il of Environmental Tectonics Corporation and Subsidiaries as of February
27, 2004 and February 28, 2003 and for each of the three fiscal years in the period ended February 27, 2004. In our opinion, this
schedule presents fairly, in all material respects, the information required to be set forth herein.

As discussed in Note 1 to the consolidated financial statements, the Company has recorded receivables in the amount of $5.5
million related to claims made to or against the United States government and an international customer for contract costs incurred
through February 27, 2004. The total net claims amount made is approximately $26.9 million based on costs incurred through February
27, 2004, and is subject to negotiation, arbitration and audit by the United States government and the international customer.

As discussed in note 1 to the consolidated financial statements, the Company adopted Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangible Assets, on February 23, 2002.

;l.J T o L LP

/s/ Grant Thornton LLP
Philadelphia, Pennsylvania
April 28, 2004




V4 AN
GI(). Environmental Tectonics Corporation 2004 Annual Shareholder’s Report

FINANCIAL REVIEW

(% in thousands, except share and per share data)

Fiscal Year End 2004 2003 2002 2001 2000
Net sales $25,995 $43,123 $32,527 $32,452 $34,920
Gross profit 9,943 14,198 11,465 13,075 12,798
Operating income 131 4116 2,873 4122 5,327
Net (loss)/ income (793) 2,493 1,741 2,021 2,873

(Loss)/earnings per common share:

Basic (\12) .35 24 .29 40
Diluted (11) .33 23 27 .36
Working capital 29,907 31,216 30,683 25,070 16,306
Long-term obligations 12,157 12,643 16,688 12,778 4,455
Total assets 48,696 47,698 48,482 40,705 31,897
Total stockholders’ equity 25,054 25,907 20,782 18,796 16,245

Weighted average common shares:
Basic 7,163,000 7,153,000 7143,000 7,087,000 6,604,000

Diluted 7,163,000 7,497,000 7,499,000 7,499,000 7,319,000

All earnings per share and share amounts have been restated to reflect a 2-for-1 stock split effective May 28, 1999. No cash
dividends have ever been paid on the Company’s common stock, and the Company is prohibited from declaring any cash diviends on its
common stock under the terms of its existing credit facilities.
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Forward-Looking Statements

This Annual Report on Form 10-K includes forward-look-
ing statements within the meaning of Section 27A of the
Securities Act of 1933, as amended, and Section 21E of the
Securities Exchange Act of 1934, as amended. These forward-
looking statements are based on the Company’s current expecta:
tions and projections about future events. These forward-looking
statements are subject to known and unknown risks, uncertainties
and assumptions about the Company and its subsidiaries that
may cause actual results, levels of activity, performance or
achievements to be materially different from any future results,
levels of activity, performance or achievements expressed or
implied by such forward-looking statements.

These forward-looking statements include statements with respect
to the Company’s vision, mission, strategies, goals, beliefs, plans,
objectives, expectations, anticipations, estimates, intentions, finan-
cial condition, results of operations, future performance and busi-
ness of the company, including but not limited to, (i) projections
of revenues, costs of raw materials, income or loss, earnings or
loss per share, capital expenditures, growth prospects, dividends,
capital structure, other financial items and the effects of currency
fluctuations, (ii) statements of our plans and objectives of the
Company or its management or Board of Directors, including the
introduction of new products, or estimates or predictions of
actions of customers, suppliers, competitors or regulatory authori-
ties, (iii) statements of future economic performance, (iv) state-
ments of assumptions and other statements about the Company
or its business, and (v) statements preceded by, followed by or

that include the words, "may," "could," "should," "looking for-
ward," "would," "believe," "expect," "anticipate," "estimate,"
"intend," "plan," or the negative of such terms or similar expres-

sions. These forward-looking statements involve risks and uncer-
tainties which are subject to change based on various important
factors. Some of these risks and uncertainties, in whole or in
part, are beyond the Company’s control. Factors that might
cause or contribute to such a material difference include, but are
not limited to, those discussed in the Company’s Annual Report
on Form 10-K, in the section entitled "Risks Particular to Our
Business." Shareholders are urged to review these risks carefully
prior to making an investment in the Company’s common stock.
The Company cautions that the foregoing list of important factors
is not exclusive. The Company does not undertake to update any
forward-looking statement, whether written or oral, that may be
made from time to time by or on behalf of the Company.

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

Overview

We are principally engaged in the design, manufacture
and sale of software driven products used to create and monitor

the physiological effects of motion on humans and equipment
and to control, modify, simulate and measure environmental con-
ditions. These products include aircrew training systems, entertain-
ment products, sterilizers, environmental and hyperbaric cham-
bers and other products that involve similar manufacturing tech-
niques and engineering technologies.

The following factors had an adverse impact on our
performance for the fiscal year ended February 27, 2004:

o Unfavorable global economic and political conditions;

o Completion in the prior period of a major entertainment
contract;

o Increased product development costs;

o Integration costs of new personnel in environmental
business;

o Higher costs of capital;

o Customer induced shipping delays.

During fiscal 2004, our sales efforts were hampered
by continuing unfavorable global economic and political condi-
tions. We saw many of our potential new contracts delayed by
budget constraints and delays of our customers located through-
out the world. This was especially true in our Aircrew Training
Systems business, where most of the sales are to international
customers. Sales in our entertainment business declined as a
result of the completion in fiscal 2003 of our contract with Walt
Disney World for the amusement ride Mission:Space for Epcot
Center in Florida. Disputes related to this contract, which was
reduced in scope and prematurely terminated by the customer,
are the subject of current litigation. In fiscal 2004, our entertain-
ment business did not replace this business with new projects to
offset the decrease in revenues from fiscal 2003. In fiscal 2005,
our entertainment business has started several new projects that
will result in increased revenues over fiscal 2004. However, we
do not at this point have sales backlog in this segment of our
business to ensure that revenues from our entertainment business
will return to the levels we experienced in fiscal 2003. We
believe that our entertainment business remains one of the areas
where we will continue to experience growth in our business.

In many of our product lines, especially sterilizers and
environmental products, we must wait for new building or major
plant expansion construction to finalize our contracts. Delays in
construction schedules lead to delays in our ability to ship and
install what are basically complete devices. Fiscal 2004 saw
numerous examples of these and other customer delays, includ-
ing government paperwork complications and procedural issues.
In the environmental line, we made a significant investment in
new personnel, hiring the key former employees from a competi-
tor, although under a legal settlement we were restricted from
any major sales effort until January 1, 2004.  Since the restric-
tion has been lifted, we have seen an increase in new business
generated by the new sales employees. Additionally, given the
highly technical skills of the new service and installation staff, we
anticipate an increase in efficiency that will result in faster, less
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costly installations of environmental equipment.

Fiscal 2004 also saw the culmination of over 30 years
of our work with aeromedical technology with the introduction of
our Authentic Tactical Flight Simulator (“ATFS") and significant
enhancements to our GAT and Gyro-IPT family of flight trainers.
The evolution of these exciting and state-ofthe-art technologies is
an important step in our goal of integrating flight and aeromed-
ical training in a simulator device. This technology allows a
fighter pilot to practice tactical air combat maneuvers such as
dodging enemy missiles, ground fire and aircraft obstacles while
experiencing the real life environment of a high-G Force fighter
aircraft. These flight trainers provide a low cost and extremely
less risky alternative to actual air flight. We believe that armed
forces agencies of various governments will appreciate the effi-
ciency of these technologies, especially in this time of fiscal con-
servatism and budgetary constraints throughout the world.

One of the greatest challenges we face is adequately
capitalizing our business. Many of our projects are capital inten-
sive and our business requires us to have a substantial amount of
available capital in order to increase our sales. As a result of
our February 2003 financing, we received a sufficient amount of
capital to allow us to operate and continue to grow our business.
However, in fiscal 2004, as a result of this refinancing, our costs
of capital, namely interest payments on our subordinated debt,
increased dramatically over fiscal 2003. Our liquidity and capi-
talization improved in fiscal 2004 when we reached a final set-
tlement on a long-standing contract dispute with an international
customer pursuant to which we received $10.5 million subse-
quent to February 27, 2004. This settlement contributed approxi-
mately $2.3 million to our pre-tax income for fiscal 2004.
Subsequent to fiscal year end, PNC Bank advised us that it was
considering certain changes to the revolving credit facility includ-
ing reducing the total facility and requiring us to cash collateral-
ize some or all of the facility. As of the filing date of this Annual
Report on Form 10-K, these discussions were still ongoing. In the
event that PNC Bank takes these actions, we may need to obtain
additional sources of capital in order to continue growing our
business. We believe that we will be able to locate such addi-
tional sources of capital and that any such action by PNC Bank
will not have a long-term material adverse effect on our business.

In addition, we face the following challenges and business goals
in order to make fiscal 2005 a successful year:

. Sell through all the products we technologically
enhanced in fiscal 2004.
During fiscal 2004 we invested heavily in enhancing
functionality and product capability of three ATS prod
ucts: - our centrifuge-based flight simulator - our General
Aviation Trainer (GAT) and - our Gyro-IPT. Repeat sales
of these state-of-the-art simulators will allow us to recoup
non-recurring engineering and design effort.

. Continue to evolve Advanced Tactical Flight Simulation
(ATFS).
Our challenge will be to find funding to continue this

critical development objective, either through U.S. gov
ernment grants or a customer order.

. Re-engineer the products in our ATS group to remain
competitive.

The initial development and engineering required to
integrate the latest technology into existing products is a
costly process. We need to follow through to evaluate
and eliminate duplicate processes, materials, etc., in
order to remain cost competitive.

o Standardize the environmental line of products.
Estimating the engineering effort and production costs
of custom products is risky and often significantly under
budgeted. To alleviate some of the variables in the
process, we need to, as much as is possible given the
technology and application, develop and sell standard
modular-based offerings with a range of functionality.

o Expand the entertainment line by repeat sales and the
introduction of story line enhancements.

Fiscal 2004 saw the introduction of a new amusement
ride directed towards the location-based entertainment
and educational markets. Initial reaction from customers
has been very favorable with multiple units sold. In fis-
cal 2005, we need to aggressively pursue the large
venues of zoos and museums and to expand our story
line based offerings.

o Expand the South American market.

In the mid-1980’s we sold many altitude chambers and
other ATS products in South America. Since then, deteri-
orating political and economic conditions have severely
restricted international business with most countries in
this continent. In fiscal 2004, we received the first new
significant order from this area since many years ago.
We need to find creative financing alternatives for our
customers in this area if we are to properly cultivate this
market.

o Settle at least one major claim.

At February 27, 2004, we had two significant claims
outstanding totaling $5.5 million. To the extent we can
settle either or both of these claims, we may receive sig-
nificant cash payments that will improve our liquidity
position and allow us to grow our business.

Revenue Recognition

We currently market our products and services primarily
through our sales offices and employees. In addition, we also uti-
lize the services of approximately 100 independent sales agents
and organizations in seeking foreign orders for our products.
We generally customize our products using our proprietary soft-
ware based on specifications provided by our customers. Many
of these products are capital intensive and take more than one
year to manufacture and deliver to the customer. In the ATS seg-
ment, we sell our Aircrew Training Devices to military and com-
mercial airline operators both in the United States and interna-
tionally. We sell our Entertainment products to amusement parks,

oor



I\
Environmental Tectonics Corporation 2004 Annual Shareholder’s Report €'€>

zoos and museums. We sell our Disaster Management
Simulation products to state and local governments. In our
Industrial Group, we sell our sterilizers to pharmaceutical and
medical device manufacturers. We sell our Environmental systems
primarily to commercial automobile manufacturers and heating,
ventilation and air conditioning (HVAC) manufacturers and our
Hyperbaric products to the military (mainly larger chambers) and
hospitals and clinics (mainly monoplace chambers). To a lesser
degree, we provide upgrade, maintenance and repair services
for our products and for products manufactured by other parties.

The Company recognizes revenue using three methods:

On long-term contracts, the percentage of completion
method is applied based on costs incurred as a percentage of
estimated total costs. This percentage is multiplied by the total
estimated revenue under a contract to calculate the amount of
revenue recognized in an accounting period. Revenue recog-
nized on uncompleted long-term contracts in excess of amounts
billed to customers is reflected as an asset. Amounts billed to cus-
tomers in excess of revenue recognized on uncompleted long-
term contracts are reflected as a liability. When it is estimated
that a contract will result in a loss, the entire amount of the loss is
accrued. The effect of revisions in cost and profit estimates for
long-term contracts is reflected in the accounting period in which
the Company learns the facts which require it to revise its cost
and profit estimates. Contract progress billings are based upon
contract provisions for customer advance payments, contract
costs incurred, and completion of specified contract milestones.
Contracts may provide for customer retainage of a portion of
amounts billed until contract completion. Retainage is generally
due within one year of completion of the contract. Revenue
recognition under the percentage of completion method involves
significant estimates.

Revenue for contracts under $100,000, or to be complet-
ed in less than one year, and where there are no post-shipment
services included in the contract, is recognized on the date that
the finished product is shipped to the customer.

Revenue derived from the sale of parts and services is
also recognized on the date that the finished product is shipped
to the customer. Revenue on contracts under $100,000, or to be
completed in less than one year, and where post-shipment servic-
es (such as installation and customer acceptance) are required, is
recognized following customer acceptance. Revenue for service
contracts is recognized ratably over the life of the contract with
related material costs expensed as incurred.

In accordance with accounting principles generally
accepted in the United States of America, recognizing revenue
on contract claims and disputes, related to customer caused
delays, errors in specifications and designs, and other unantici-
pated causes, and for amounts in excess of contract value, is
generally appropriate if it is probable that the claim will result in
additional contract revenue and if the Company can reliably esti-

mate the amount of additional contract revenue. However, rev-
enue recorded on a contract claim cannot exceed the incurred
contract costs related to that claim. Claims are subject to negotia-
tion, arbitration and audit by the customer or governmental
agency.

The Company has operating subsidiaries in the United
Kingdom and Poland, maintains regional offices in the Middle
East, Asia and Canada, and uses the services of approximately
100 independent sales organizations and agents throughout the
world. ETC International Corporation is a holding company
established for federal income tax purposes and is not an operat-
ing subsidiary. The Company considers its business activities to
be divided into two segments: Aircrew Training Systems (ATS)
and the Industrial Group.

Critical Accounting Policies

The discussion and analysis of the Company’s financial
condition and results of operations are based upon the
Company’s consolidated financial statements, which have been
prepared in accordance with accounting principles generally
accepted in the United States of America. The preparation of
these financial statements requires the Company to make esti-
mates and judgments that affect the reported amount of assets
and liabilities, revenues and expenses, and related disclosure of
contingent assets and liabilities at the date of the Company’s
financial statements. Actual results may differ from these estimates
under different assumptions or conditions.

Critical accounting policies are defined as those that
reflect significant judgments and uncertainties, and potentially
result in materially different results under different assumptions
and conditions. The Company believes that its critical accounting
policies include those described below. For a detailed discussion
on the application of these and other accounting policies, see
Note 1 to the Consolidated Financial Statements, Summary of
Significant Accounting Policies.

Revenue Recognition on Long-Term Contracts

When the performance of a contract requires a customer
to pay the Company more than $100,000 and will extend
beyond a twelve-month period, revenue and related costs are
recognized on the percentage-of-completion method of account:
ing. Profits expected to be realized on such contracts are recog-
nized based on total estimated sales for the contract compared
to total estimated costs at completion of the contract. These esti-
mates are reviewed periodically throughout the lives of the con-
tracts, and adjustments to profits resulting from any revisions are
made cumulative to the date of the change. Estimated losses on
long-term contracts are recorded in the period in which the losses
become known to the Company.

The Company accounts for some its largest contracts,
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including its contracts with the U.S. and other foreign governments, using the percentage-of-completion method. If the Company does not
accurately estimate the total cost to be incurred on this type of contract, or if the Company is unsuccessful in the ultimate collection of
associated contract claims, estimated gross margins may be significantly impacted or losses may need to be recognized in future periods.
Any resulting reductions in margins or contract losses could be material to the Company’s results of operations and financial position.

Accounts Receivable

The Company performs ongoing credit evaluations of its customers and adjusts credit limits based on payment history and the cus-
tomer’s current creditworthiness. The Company continuously monitors collections and payments from its customers and maintains a provi-
sion for estimated credit losses based on historical experience and any specific customer collection issues that have been identified. While
the Company’s credit losses have historically been within its expectations and the provisions established, the Company cannot guarantee
that it will continue to experience the same credit loss rates that it has in the past. Additionally, as a result of the concentration of interna-
tional receivables, the Company cannot predict the effect, if any, which geopolitical risk and uncertainty will have on the ultimate collec-
tion of its international receivables.

In accordance with accounting principles generally accepted in the United States of America, recognizing revenue on contract
claims and disputes related to customer caused delays, errors in specifications and designs, and other unanticipated causes, and for
amounts in excess of contract value, is generally appropriate if it is probable that the claim will result in additional contract revenue and if
the Company can reliably estimate the amount of additional contract revenue. However, revenue recorded on a contract claim cannot
exceed the incurred contract costs related to that claim. Claims are subject to negotiation, arbitration and audit by the customer or
governmental agency.

Results of Operations
Fiscal 2004 versus Fiscal 2003

The Company had a net loss of $793,000 or $.11 per share (diluted) in 2004 versus net income of $2,493,000 or $.33 per
share (diluted) in fiscal 2003. Operating income was $131,000, a decrease of $3,985,000 or 96.8% over 2003. This decrease was pri-
marily the result of reduced gross profits due to lower sales volume, primarily in domestic entertainment sales, partially offset by lower

research and development expenses.

Sales ($000 except for %)

Domestic Government International Total
$ % $ % $ % $ %
Fiscal Year 2004 8,856 341 1,717 6.6 15,422 59.3 25,995 100.0
Fiscal Year 2003 23,692 54.9 4,626 10.8 14,805 34.3 43123 100.0

Total sales in fiscal 2004 were $25,995,000, a decrease of $17,128,000 or 39.7% over 2003, representing decreases in enter-
tainment ($16,998,000), hyperbaric ($1,519,000) and environmental ($1,701,000). Entertainment suffered from the completion in fiscal
2003 of a large project. Hyperbaric sales reflected reduced effort on a large US government submarine decompression chamber project.
Environmental sales were down in the current period as fiscal 2003 reflected significant sales for large chamber projects in China.
Providing partial offsets were increased sales for domestic sterilizers (up $1,662,000) and higher International Aircrew Training Systems
(up $1,702,000) primarily for International Logistics Services (equipment upgrades and maintenance on various aeromedical equip-
ment). Geographically, domestic sales were down $14,835,000 or 62.6%, and represented 34.1% of total sales, down from 54.9% in
fiscal 2003, primarily reflecting decreased entertainment activity. U.S. government sales decreased to $1,717,000, as compared to
$4,626,000 in fiscal 2003, and represented 6.6% of total sales, down from 10.8% of total sales in fiscal 2003. International sales,
including those from the Company’s foreign subsidiaries, were up $616,000 or 4.2%, and represented 59.3% of total sales, up from
34.3% in fiscal 2003, primarily reflecting an increase in ATS sales. Throughout the Company’s history, most of the sales for Aircrew
Training products have been made to international customers.

Customers representing 10% or more of sales in fiscal 2004 were the Royal Malaysian Air Force, $2,874,000 or 11.1%, and the
United Kingdom Ministry of Defense, $2,840,000 or 10.9%. In fiscal 2004, international sales totaling at least $500,000 per country
were made to customers in Malaysia, the United Kingdom, Indonesia, Venezuela, Egypt, Nigeria, Thailand, China and Norway.
Fluctuations in sales to international countries from year to year primarily reflect percentage of completion revenue recognition on the
level and stage of development and production on multi-year long-term contracts. Open orders for the Royal Malaysian Air Force and a
foreign customer constituted 19.4% and 20.0% respectively of the Company’s backlog at February 27, 2004. For a discussion of the
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additional risks associated with our international operations, see "Risks Related to Our Business-There are certain risks inherent in our inter-
national business activities, which constitute a significant portion of our business,” in our Annual Report on Form 10-K.

Segment Sales ($000 except for %)

Aircrew Training Systems Industrial Group Total

$ % $ % $ %

Fiscal 2004 15,880 611 10,115 38.9 25,995 100.0
Fiscal 2003 31,612 733 1,51 26.7 43123 100.0

On a segment basis, sales of the Company’s ATS products, which create and monitor the physiological effects of motion (including
spatial disorientation and centrifugal forces) on humans and equipment for medical, training, research and entertainment markets, were
$15,880,000 in fiscal 2004, a decrease of $15,732,000, or 49.8% over fiscal 2003. Sales of these products accounted for 61.1% of
the Company’s sales compared to 73.3% in fiscal 2003. The decrease in ATS product sales primarily reflected the completion in the prior
period of a major entertainment contract. Sales in the Company’s other segment, the Industrial Group, which designs and produces cham-
bers that create environments that are used for sterilization, research and medical applications, decreased $1,396,000 to $10,115,000,
a decrease of 12.1%, and constituted 38.9% of the Company’s total sales compared to 26.7% in fiscal 2003.

Significant claims outstanding at February 27, 2004 included a claim with the U.S. Navy for a submarine decompression cham-
ber ($2.9 million recorded) and a claim with an international customer ($2.6 million recorded). Significant claims outstanding at February
28, 2003 included $2.1 million for the aforementioned U.S. Navy claim and $9.5 million for two claims with an international customer.
Effective February 27, 2004 the Company reached an agreement totaling $10.5 million on one of these international claims, thus resolv-
ing all outstanding amounts related to this claim. Although recorded as a current asset in the financial statements, all claim revenues may
not be received in full during fiscal 2005. For a more complete discussion of outstanding claims, see "Note 2. Accounts Receivable" to
our consolidated financial statements in the Annual Report to Stockholders following.

Gross profit for fiscal 2004 decreased by $4,255,000 or 30.0% from fiscal 2003 reflecting the aforementioned sales decrease
which was partially offset by a 5.3 percentage point increase in the rate as a percentage of sales. Product development costs, both to
enhance functionality of existing products and to develop product extensions, negatively impacted gross profit as these costs are primarily
charged directly to the cost of sales for specific orders. Increased rates were evidenced in all business groups except environmental and
entertainment, but the primary positive impact came from the ATS group primarily reflecting the aforementioned settlement of an interna-
tional claim.

Operating income for fiscal 2004 was $131,000, a decrease of $3,985,000 or 96.8% over fiscal 2003. On a segment basis,
ATS had an operating income of $1,231,000, a decrease of $3,748,000 or 75.3% from fiscal 2003, while the Industrial Group had an
operating loss of $248,000 in fiscal 2004 compared to an operating income of $52,000 in fiscal 2003. These segment operating
results were offset, in part, by unallocated corporate expenses of $852,000, a decrease of $63,000 from fiscal 2003.

The decrease in operating income for the ATS segment in fiscal 2004 reflected the aforementioned sales decrease partially offset
by higher gross margins as a percentage of sales. The segment also experienced higher selling and marketing expenses including commis-
sions.

The Industrial Group segment’s decrease in operating income in fiscal 2004 reflected the aforementioned slight reduction in sales
coupled with a 2.9 percentage point drop in the gross profit rate as a percentage of sales partially offset by reduced selling and market-
ing expenses.

Selling and administrative expenses were flat between the two periods as increases in legal and accounting costs and sales com-
missions were offset by reduced claims expenses. Approximately 41% of selling and administrative costs in the current fiscal were related
to legal and accounting fees, claim costs and sales commissions. As a percentage of sales, selling and administrative expenses were
36.4% in fiscal 2004 compared to 21.9% in fiscal 2003.

Research and development expenses decreased $278,000 or 43.7% in fiscal 2004 as compared to fiscal 2003. This decrease
reflected government grants in our Turkish subsidiary under a government research award for work on our multi-axis centrifuge tactical
flight simulator. Most of the Company’s research efforts, which were and continue to be a significant cost of its business, are included in
cost of sales for applied research for specific contracts, as well as research for feasibility and technology updates. Capitalized software
development costs for fiscal 2004 were $1,716,000 compared to $1,193,000 in fiscal 2003. Amortization of software costs, which was
charged to cost of sales, was $851,000 and $653,000 for fiscal 2004 and fiscal 2003, respectively.
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Interest expense (net of interest income) increased
$1,088,000 or 210.0% in fiscal 2004 from fiscal 2003 reflecting
higher average borrowings at higher rates and increased amortiza-
tion of both deferred finance expenses from the Company’s
February 2003 refinancing and subordinated debt discount associ-
ated with the Company’s subordinated debt. Letter of credit and
other income/expenses decreased $208,000 or 61.5% in fiscal
2004 over fiscal 2003 reflecting reduced letter of credit fees on a
lower balance and the net receipt of insurance proceeds for a
stolen simulator.

Given the Company’s pre-tax loss for the fiscal period and
the impact of some large permanent book/tax differences for some
accounts, the Company experienced a domestic tax benefit based
on an effective rate of 55.4% and a consolidated rate of 50.5%.
Part of the reduction in the effective rate reflected the impact of
research and experimentation tax credit refunds. The Company
intends to continue to use research and experimentation tax credits,
if applicable, to reduce its federal income tax.

During the second quarter of fiscal 2003, the Company
reached a settlement with Inland Revenue in Great Britain which
resulted in an additional tax assessment of $15,000. Additionally,
during fiscal 2004 the Company successfully concluded an Internal
Revenue Service routine audit of the Company’s fiscal 2000 tax fil-
ing with no additional liability.

Fiscal 2003 versus Fiscal 2002

The Company had net income of $2,493,000 or $.33
per share (diluted) in 2003 versus net income of $1,741,000 or
$.23 per share (diluted) in fiscal 2002. Operating income was
$4,116,000, an increase of $1,243,000 or 43.3% over 2002.
This increase was primarily the result of increased gross profits due
to higher sales volumes, partially offset by higher general and
administrative expenses and research and development expenses.

Total sales in fiscal 2003 were $43,123,000, an increase
of $10,596,000 or 32.6% over fiscal 2002, representing increas-
es in all segments except hyperbaric. Primary contributors were
additional international revenues for Aircrew Training Systems (ATS)
(increased by $5,404,000) which benefited from a human cen-
trifuge project in Southeast Asia, higher government sales for ATS
(increased $2,099,000) reflecting the impact of the settlement with
the U.S. Navy on the centrifuge contract and hyperbaric sales for a
large U.S. Navy submarine rescue project, higher domestic steriliz-
er sales (increased by $1,245,000), and additional sales for
domestic entertainment (increased by $1,409,000) which was
involved in full production of a large project. Geographically,
domestic sales were up $2,468,000 or 11.6%, and represented
54.9% of total sales, down from 65.2% in fiscal 2002, primarily
reflecting sterilizer and entertainment activity. U.S. government
sales increased to $4,626,000, as compared to $1,194,000 in fis-
cal 2002, and represented 10.8% of total sales, up from 3.7% of
total sales in fiscal 2002. International sales, including those from
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the Company’s foreign subsidiaries, were up $4,695,000 or
46.4%, and represented 34.3% of total sales, up from 31.1% in fis-
cal 2002, primarily reflecting an increase in ATS sales. Throughout
the Company’s history, most of the sales for Aircrew Training prod-
ucts have been made to international customers.

Customers representing 10% or more of sales in fiscal
2003 were the Walt Disney Company, $17,268,000 or 40.0%,
and the Royal Malaysian Air Force, $7,203,000 or 16.7%. In fis-
cal 2003, international sales totaling at least $500,000 per coun-
try were made to customers in Malaysia, Thailand and China.
Fluctuations in sales to international countries from year to year pri-
marily reflect percentage of completion revenue recognition on the
level and stage of development and production on multi-year long-
term contracts. Open orders for the Royal Malaysian Air Force and
a domestic sterilizer customer constituted 27.6% and 11.8% respec-
tively of the Company’s backlog at February 28, 2003. For a dis-
cussion of the additional risks associated with our international
operations, see "Risks Related to Our Business-There are certain
risks inherent in our international business activities, which constitute
a significant portion of our business,” in our Annual Report on Form
10K.

On a segment basis, sales of the Company’s ATS prod-
ucts, which create and monitor the physiological effects of motion
(including spatial disorientation and centrifugal forces) on humans
and equipment for medical, training, research and entertainment
markets, were $31,612,000 in fiscal 2003, an increase of
$8,983,000, or 39.7% over fiscal 2002. Sales of these products
accounted for 73.3% of the Company’s sales compared to 69.6%
in fiscal 2002. Sales in the Company’s other segment, the Industrial
Group, which designs and produces chambers that create environ-
ments that are used for sterilization, research and medical applica:
tions, increased $1,613,000 to $11,511,000, an increase of
16.3%, and constituted 26.7% of the Company’s total sales com-
pared to 30.4% in fiscal 2002.

Significant claims outstanding at February 28, 2003
included a new claim with the U.S. Navy ($2.1 million recorded)
and two claims with an international customer ($9.6 million record-
ed). On May 9, 2002, the Company reached a final settlement
agreement totaling approximately $6.9 million with the U.S. Navy
for a claim on a centrifuge contract completed in 1996 to resolve
all outstanding amounts related to this claim. The outstanding
claims with the international customer are both in arbitration.
Although recorded as a current asset in the financial statements, all
claim revenues may not be received in full during fiscal 2004.

Gross prafit for fiscal 2003 increased by $2,733,000 or
23.8% from fiscal 2002 as the increased sales volume was only
partially offset by a 2.3 percentage point reduction in the rate as a
percentage of sales. Reduced rates as a percentage of sales were
primarily evidenced in international environmental, government
hyperbaric and domestic simulation. Acting as a partial offset was
an increase in gross profit dollars and rate as a percentage of
sales for Aircrew Training Systems.
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Operating income for fiscal 2003 was $4,116,000, an
increase of $1,243,000 or 43.3% over fiscal 2002. On a seg-
ment basis, ATS had an operating income of $4,979,000, an
increase of $2,348,000 or 89.2% from fiscal 2002, while the
Industrial Group had an operating income of $52,000 in fiscal
2003 compared to an operating income of $1,347,000 in fiscal
2002. These segment operating incomes were offset, in part, by
unallocated corporate expenses of $915,000, a decrease of
$190,000 from fiscal 2002.

The improvement in operating income for the ATS seg-
ment in fiscal 2003 was due to increased international sales at a
higher gross profit rate as a percentage of revenues partially off-

set by higher general and administrative expenses including com-

missions.

The Industrial Group segment’s decrease in operating
income in fiscal 2003 reflected increased sales offset by a 13.2
percentage point reduction in the gross profit rate as a percent:

age of sales and additional general and administrative expenses.

Both the environmental and hyperbaric product lines experi-
enced reduced gross profit percentages.

Selling and administrative expenses increased
$1,454,000 or 18.2% in fiscal 2003 as compared to fiscal
2002 primarily reflecting increased commissions on the sales
increase and increased claims expenses associated with the
Company’s ongoing claims activity. As a percentage of sales,
selling and administrative expenses were 21.9% in fiscal 2003
compared to 24.6% in fiscal 2002.

Research and development expenses increased slightly,
up $36,000 or 6.0% in fiscal 2003 as compared to fiscal
2002, reflecting slightly higher activity at the Company’s Turkish
branch. Most of the Company’s research efforts, which were
and continue to be a significant cost of its business, are included
in cost of sales for applied research for specific contracts, as well
as research for feasibility and technology updates. Capitalized
software development costs for fiscal 2003 were $1,193,000
compared to $989,000 in fiscal 2002. Amortization of software
costs, which was charged to cost of sales, was $653,000 and
$496,000 for fiscal 2003 and fiscal 2002, respectively.

Interest expense (net of interest income) decreased
$576,000 or 52.7% in fiscal 2003 from fiscal 2002 reflecting
reduced average borrowings at lower rates and reduced amorti-
zation of deferred finance expenses. During fiscal 2002,
deferred finance costs associated with the Company’s refinanc-
ing in March 1997, which debt was subsequently paid off in
March 2000, were charged off. Letter of credit and other

expenses increased $194,000 or 134.7% in fiscal 2003 over fis-

cal 2002, principally due to increased banking fees associated
with the Company’s former lender.

The Company’s provision for taxes in fiscal 2003 was
calculated based on a consolidated rate of 24.7%, primarily

reflecting the impact of research and experimentation tax credit
refunds. The Company intends to continue to use research and
experimentation tax credits, if applicable, to reduce its federal
income tax.

During the second quarter of fiscal 2003, the Company
reached a settlement with Inland Revenue in Great Britain which
resulted in an additional tax assessment of $15,000.
Additionally, the Internal Revenue Service is currently performing
a routine audit of the Company’s fiscal 2000 tax filing. The
Company is currently not able to assess whether any additional
tax liability will result from the audit, although at this point the
Company believes that any additional taxes, if any, will be imma-
terial.

Liquidity and Capital Resources

During fiscal 2004, the Company used $2,864,000 of
cash to support operating activities. Cash usages included the
net operating loss, increases in current assets, most notably
receivables, inventories and prepaids and a decrease in billings
in excess of costs and estimated earnings on uncompleted long-
term contracts. Acting as partial offsets were non-cash expenses
such as depreciation and amortization and increases in current
liability accounts, primarily accounts payable, customer deposits
and other accrued liabilities. The primary impact on cash usage
was an increase in an international receivable to reflect a $10.5
million claim settlement that was subsequently paid to us in
March 2004, a build-up in inventories reflecting pre-engineering
costs on the Authentic Tactical Flight Simulator and customer
induced delays on shipping completed products.

The Company’s investing activities used $1,695,000 in
fiscal 2004 and consisted of purchases of capital equipment
($475,000) and capitalized software ($1,220,000). Given the
nature of the Company’s market and products, the continued
development of generic control and core software and software
tools is a critical objective of management.

The Company’s financing activities generated
$1,780,000 of cash during fiscal 2004. This primarily reflected
a significant decrease in restricted cash to cash collateralize
international letters of credit (reflecting both the nature and
amount of new contracts, outstanding international letters of cred-
it decreased $2,277,000 during the fiscal year) which was only
partially offset by net repayments under the Company’s bank
facility. (See "Note 6. Long-Term Obligations and Credit
Arrangements” to the Consolidated Financial Statements.)

The Company has historically financed operations
through a combination of cash generated from operations, equity
offerings and bank debt. On February 19, 2003, the Company
completed a refinancing of its indebtedness with PNC Bank,
National Association and H.F. Lenfest in the aggregate amount
of $29,800,000. The Company used a portion of the proceeds
from the financing to satisfy its existing debt obligations to
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Wachovia Bank, the Company’s former lender, and to permit PNC Bank to issue a letter of credit to support outstanding bonds issued by
Company. The transaction resulted in net proceeds (after transaction expenses and repayment of existing debt) to the Company of approxi-
mately $3,600,000. The net proceeds have been used by the Company for working capital purposes, and general corporate purposes
directly related to growth.

In accordance with the terms of an amendment dated April 30, 2003, the PNC Bank facility was increased and, as of the date of
this Annual Report on Form 10-K, includes: (i) a revolving credit facility in the maximum aggregate principal amount of $14,800,000 to be
used for the Company’s working capital and general corporate purposes, including capital expenditures, with a sublimit for issuances of letters
of credit in the maximum amount of $10,300,000, and (ii) a standby letter of credit in the amount of $5,025,410 as credit support for the
Company’s bonds.

The terms and conditions of the revolving loan and the line of credit are set forth in a Credit Agreement, as amended, between the
Company and PNC Bank. Availability under the facility is determined each month based on a borrowing base consisting of a portion of the
Company’s receivables, inventory and costs and estimated earnings in excess of billings, net of billings in excess of costs and estimated earn-
ings on uncompleted long-term contracts. As of February 27, 2004, availability under the $14,800,000 revolving facility was $7,567,000.

The obligations of the Company to PNC Bank under the Credit Agreement are secured by a senior security interest in all of the assets
of the Company, including all real property owned by the Company.

Subsequent to fiscal year end, PNC Bank advised the Company that it was considering certain changes to the revolving credit facility
including reducing the total facility and requiring the Company to cash collateralize some or all of the facility. As of the filing date of this Form
10K, these discussions were still ongoing. In the event that PNC Bank takes these actions, we may need to obtain additional sources of capital
in order to continue growing our business. We believe that we will be able to locate such additional sources of capital and that any such
action by PNC Bank will not have a long-term material adverse effect on our business.

As of April 30, 2004 the Company had used approximately $5,426,000 of the facility for international letters of credit and as col-
lateral for a portion of the PNC Bank letter of credit that serves as collateral for the Company’s long-term bonds.

In connection with the financing provided by Mr. Lenfest, the Company entered into a Convertible Note and Warrant Purchase
Agreement with Mr. Lenfest, pursuant to which the Company issued to Mr. Lenfest (i) a senior subordinated convertible promissory note in the
original principal amount of $10,000,000 and (ii) warrants to purchase 803,048 shares of the Company’s common stock. Upon the occur-
rence of certain events, the Company will be obligated to issue additional warrants to Mr. Lenfest. The note accrues interest at the rate of 10%
per annum and matures on February 18, 2009. The note entitles Mr. Lenfest to convert all or a portion of the outstanding principal of, and
accrued and unpaid interest on, the note into shares of common stock at a conversion price of $6.05 per share. The warrants may be exer-
cised into shares of common stock at an exercise price equal to the lesser of $4.00 per share or two?thirds of the average of the high and low
sale prices of the common stock for the 25 consecutive trading days immediately preceding the date of exercise.

The obligations of the Company to Mr. Lenfest under the Convertible Note and Warrant Purchase Agreement are secured by a sec-
ond lien on all of the assets of the Company, junior in rights to the lien in favor of PNC Bank, including all real property owned by the
Company.

Prior to the consummation of the refinancing, Advanced Technology Asset Management, LLC ("ATAM") (formerly ETC Asset
Management, LLC), a shareholder of the Company and a holder of warrants to purchase 332,820 shares of the Company’s common stock,
consented to the transactions contemplated under the Credit Agreement and the financing provided by Mr. Lenfest, including the below market
issuance of warrants to Mr. Lenfest. As a result of its consent, ATAM waived, solely in connection with such issuance, the anti?dilution rights
contained in its warrant. In exchange for ATAM’s consent, the Company issued to ATAM warrants to purchase an additional 105,000 shares
of common stock. Except for the number of shares issuable upon exercise of the warrants, the new ATAM warrants have substantially the
same terms as the warrants issued to Mr. Lenfest. In March, 2004, ATAM exercised all its warrants and received a total of 437,820 shares of
common stock of the Company. The Company received proceeds of $586,410 from the exercise of these warrants.

The Company believes that cash generated from operating activities (including claim settlements) as well as future availability under
its credit agreement will be sufficient to meet its future obligations through at least May 31, 2005. However, as was noted above, the
Company is in discussions with PNC Bank concerning the Company’s revolving credit facility.

In reference to the Company’s outstanding claims with both the U.S. Navy and an international customer, to the extent the Company
is unsuccessful in further recovery of contract costs, such an event could have a material adverse effect on the Company’s liquidity and results
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of operations. Historically, the Company has had a favorable experience in that recoveries have exceeded recorded claims, including signifi-
cant settlement agreements in fiscal 2003 and 2004. (See Note 2 to the Consolidated Financial Statements, Accounts Receivable).

The following table presents our contractual cash flow commitments on long-term debt and operating leases. See Notes 6 and 7 to
the consolidated financial statements for additional information on our longterm debt and operating leases.

Payments Due by Period (in thousands)

Total Less Than 1 Year 1-3 Years 4.5 Years After 5 Years
(in thousands)

Long-term debt, including current

maturities* $12,474 $317 $ 946 $11,211
Operating leases 384 159 225 - -
Total 12,858 $476 $1,171 $11,211

* Long-term debt is reported net of unamortized discount of $2,334 on the company’s subordinated debt. See "Note 6. Long-Term
Obligations and Credit Arrangements"” to the Consolidated Financial Statements.

The Company’s sales backlog at February 27, 2004 and February 28, 2003, for work to be performed and revenue to be recog-
nized under written agreements after such dates, was $16,914,000 and $21,454,000, respectively. This decline primarily reflected continued
production and corresponding percentage of completion revenue recognition in the current fiscal year on two significant contracts. In addition,
the Company’s training, maintenance and upgrade contracts backlog at February 27, 2004 and February 28, 2003, for work to be per-
formed and revenue to be recognized after such dates under written agreements, was approximately $2,637,000 and $3,931,000, respec-
tively. Of the February 27, 2004 backlog, approximately $14,417,000 was under contracts for ATS and maintenance support including
$3,798,000 for the Royal Malaysian Air Force. Approximately 89% of the February 27, 2004 backlog is expected to be completed prior to
February 25, 2005.

The Company’s order flow does not follow any seasonal pattern as the Company receives orders in each fiscal quarter of its fiscal
year.

Off-Balance Sheet Arrangements

There were no off-balance sheet arrangements during the fiscal year ended February 27, 2004 that have or are reasonably likely to
have a current or future effect on our financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources that is material to the Company’s investors.

Recent Accounting Pronouncements
Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB No. 13, and Technical Corrections:

In April 2002, the Financial Accounting Standards Board (FASB) issued SFAS No. 145, "Rescission of FASB statements No. 4, 44,
and 64, Amendment of FASB No. 13, and Technical Corrections." SFAS No. 145 changes the accounting principles governing extraordinary
items by clarifying, and to some extent, modifying, the existing definition and criteria, specifying disclosure for extraordinary items and specify-
ing disclosure requirements for other unusual or infrequently occurring events and transactions that are not extraordinary items. SFAS No. 145
is effective for financial statements issued for fiscal years beginning after June 15, 2002, with early adoption encouraged. The adoption of this
statement did not have a significant impact on the Company’s consolidated financial position, results of operations, or cash flows.

Accounting for Costs Associated with Exit or Disposal Activities:

In June 2002, the FASB issued SFAS No. 146, "Accounting for Costs Associated with Exit or Disposal Activities." This statement pro-
vides financial accounting and reporting guidance for costs associated with exit or disposal activities and nullifies Emerging Issues Task Force
(EITF) Issue 94-3, "Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring." SFAS No. 146 is effective for exit or disposal activities initiated after December 31, 2002. The adoption of this
statement did not have a significant impact on the Company’s consolidated financial position, results of operations, or cash flows.

=
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Accounting and Disclosure Requirements for Guarantees:

In November 2002, FASB Interpretation 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others (FIN 45), was issued. FIN 45 requires a guarantor entity, at the inception of a guarantee covered by
the measurement provisions of the interpretation, to record a liability for the fair value of the obligation undertaken in issuing the guarantee.
The Company previously did not record a liability when guaranteeing obligations unless it became probable that the Company would have to
perform under the guarantee. FIN 45 applies prospectively to guarantees the Company issues or modifies subsequent to December 31,
2002, but has certain disclosure requirements effective for interim and annual periods ending after December 15, 2002. The Company has
not historically issued guarantees and adoption of this statement did not have a significant impact on the Company consolidated financial
position, results of operations, or cash flow.

Consolidation of Variable Interest Entities:

In January 2003, the FASB issued FASB Interpretation 46 (FIN 46), Consolidation of Variable Interest Entities. FIN 46 clarifies the
application of Accounting Research Bulletin 51, Consolidated Financial Statements, for certain entities that do not have sufficient equity at risk
for the entity to finance its activities without additional subordinated financial support from other parties or in which equity investors do not
have the characteristics of a controlling financial interest ("variable interest entities"). Variable interest entities within the scope of FIN 46 will
be required to be consolidated by their primary beneficiary. The primary beneficiary of a variable interest entity is determined to be the party
that absorbs a majority of the entity’s expected losses, receives a majority of its expected returns, or both. FIN 46 applies immediately to vari-
able interest entities created after January 31, 2003, and to variable interest entities in which an enterprise acquires an interest after that date.
It applies in the first fiscal year or interim period beginning after June 15, 2003, to variable interest entities in which an enterprise holds a vari-
able interest that it acquired before February 1, 2003. The adoption of this statement did not have a significant impact on the Company’s con-
solidated financial position, results of operations, or cash flows since the Company currently has no VIEs. In December 2003, the FASB issued
FIN 46R with respect to VIEs created before January 31, 2003, which, among other things, revised the implementation date to the first fiscal
year or interim period ending after March 15, 2004, with the exception of Special Purpose Entities (SPE). The consolidation requirements
apply to all SPEs in the first fiscal year or interim period ending after December 15, 2003. The Company adopted the provision of FIN 46R
effective February 27, 2004, and such adoption did not have a material impact on the consolidated financial statements since the Company
currently has no SPEs.

Accounting for Certain Financial Instruments:

On May 15, 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of Both
Liabilities and Equity. SFAS No. 150 establishes standards for how an issuer classifies and measures certain financial instruments with charac-
teristics of both liabilities and equity. It requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset in
some circumstances). Many of those instruments were previously classified as equity.

SFAS No. 150 affects the issuer’s accounting for three types of freestanding financial instruments.

o mandatorily redeemable shares, which the issuing company is obligated to buy back in exchange for cash or other assets

o instruments that do or may require the issuer to buy back some of its shares in exchange for cash or other assets; includes put
options and forward purchase contracts, and

. obligations that can be settled with shares, the monetary value of which is fixed, tied solely or predominantly to a variable such as

a market index, or varies inversely with the value of the issuers’ shares.

SFAS No. 150 does not apply to features embedded in a financial instrument that is not a derivative in its entirety.

Most of the guidance in SFAS No. 150 is effective for all financial instruments entered into or modified after May 31, 2003, and oth-
erwise is effective at the beginning of the first interim period beginning after June 15, 2003. The adoption of this statement did not have a
material effect on the Company’s consolidated financial position, results of operations or cash flows.

Market for the Registrant’s Common Stock and Related Security Holder Matters

The Company’s common stock is traded on the American Stock Exchange under the symbol "ETC." As of May 14, 2004, the

Company had 281 shareholders of record.
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The following table sets forth the quarterly ranges of high and low sale prices for shares of the common stock for the periods indi-

cated.
Sale Prices

High Low
Fiscal 2004
First Quarter $6.00 $5.00
Second Quarter 6.10 5.00
Third Quarter 8.70 6.08
Fourth Quarter 9.95 7.00
Fiscal 2003
First Quarter $9.15 $6.20
Second Quarter 7.85 6.00
Third Quarter 6.45 5.80
Fourth Quarter 6.40 5.86

On May 14, 2004, the closing price of the Company’s common stock was $8.59. The Company has never paid any cash divi-
dends on its common stock and does not anticipate that any cash dividends will be declared or paid in the foreseeable future. The
Company’s current credit facilities prohibit the payment of any dividends by the Company without the lender’s prior written consent.

Equity Compensation Plan Information

Number of securities
remaining available

Number of securities to be Weighted-average for future issuance under

issued upon exercise of exercise price of equity compensation plans

outstanding options, outstanding options, (excluding securities

Plan Category warrants and rights warrants and rights reflected in column (a))

(@) (b) ©

Equity compensation
plans approved by 376,002 $7.21 623,998
security holders

Equity compensation
plans not approved . N/A 209,058
by security holders

Total 376,002 $7.21 833,056

The following plans have not been approved by our stockholders:
Employee Stock Purchase Plan
The Company has an Employee Stock Purchase Plan which was adopted by the Board of Directors on November 3, 1987. All

employees meeting service requirements, except officers, directors and 10% stockholders, are eligible to voluntarily purchase common stock
through payroll deductions up to 10% of salary. The Company makes a matching contribution of 20% of the employee’s contribution.

.’
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Consolidated Balance Sheets ($ in thousands, except share data)

February 27, 2004

February 28, 2003

ASSETS

Cash and cash equivalents $ 1,366 $ 4,305

Cash equivalents restricted for letters of credit 784 3,189

Accounts receivable, net 19,233 16,193

Costs and estimated earnings in excess of billings on
uncompleted long-term contracts 5,333 5,441

Inventories 9,843 8,494

Deferred tax asset 1,337 689

Prepaid expenses and other current assets 1,949 983
Total current assets 39,845 39,294

Property, plant and equipment, net 4,886 5,086

Software development costs, net of accumulated amortization of
$7,494 and $6,819 in 2004 and 2003, respectively 3,089 2,224

Goodwill 477 477

Other assets, net 399 617
Total assets $48,696 $47,698

LIABILITIES

Current portion of long-term obligations $ 317 $ 281

Accounts payable - trade 2,431 1,778

Billings in excess of costs and estimated earnings on
uncompleted long-term contracts 945 1,463

Customer deposits 3,657 3,000

Other accrued liabilities 2,588 1,556
Total current liabilities 9,938 8,078

Long-term obligations, less current portion:

Credit facility payable to banks 30 600
Long term bonds 4,370 4,645
Subordinated debt 7,666 7,391
Capitalized lease obligations 91 7

12,157 12,643

Deferred tax liability 1,502 1,022
Total liabilities $23,597 $ 21,743

Minority Interest 45 48

STOCKHOLDERS’ EQUITY

Common stock - authorized 20,000,000 shares, $.05 par value;

7,176,552 and 7,157,239 shares issued and outstanding in
2004 and 2003, respectively $ 359 $ 358

Capital contributed in excess of par value of common stock 9,430 9,331

Accumulated other comprehensive loss (329) (169)

Retained earnings 15,594 16,387
Total stockholders’ equity $25,054 $25,907
Total liabilities and stockholders’ equity $48,696 $47,698

The accompanying notes are an integral part of the consolidated financial statements.
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Consolidated Statements of Operations ($ in thousands, except share data)

52 Weeks Ended
February 27, 2004

53 Weeks Ended
February 28, 2003

52 Weeks Ended
February 22, 2002

Net sales $25,995 $43,123 $32,527
Cost of goods sold 16,052 28,925 21,062

Gross profit 9,943 14,198 11,465
Operating expenses:

Selling and administrative 9,454 9,446 7992

Research and development 358 636 600

9,812 10,082 8,592

Operating income 131 4,116 2,873
Other expenses:

Interest expense (net) 1,606 518 1,094

Letter of credit fees 127 154 102

Other, net 3 184 42

1,736 856 1,238

(Loss)/Income before

(benefit from)/provision for

income taxes and

minority interest (1,605) 3,260 1,635
(Benefit from) provision for income taxes (810) 805 (93)
(Loss)/income before minority interest (795) 2,455 1,728
Loss attributable to minority interest (2) (38) (13)
Net (loss)/income $ (793) $ 2,493 $ 1741
Per share information: (Loss)/earnings
per common share:

Basic $ (1) $ 35 $ 24

Diluted $ (11) $ 33 $ 