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Founded in 1981, SmartPros Ltd. is an industry leader in the field of accredited professional education and corporate training.
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‘ ‘ Founded in 1981, SmartPros Ltd. is an industry leader in the field of
accredited professional education and corporate training. Its products
and services are primarily focused in the accredited professional areas
of corporate accounting, financial management, public accounting,

governmental and not-for-profit accounting, financial services,

engineering, legal, and ethics and compliance.

SmartPros is a leading provider of professional education products to Fortune 500 companies, as well as the major firms and associations in each of its professional markets.

SmartPros provides education and content publishing and development services in a variety of media including Web, CD-ROM and video. Our subscription libraries feature
hundreds of course titles and 2,000+ hours of accredited education. SmartPros’ proprietary Professional Education Center (PEC) Learning Management System (LMS) offers
enterprise distribution and administration of education content and information. In addition, SmartPros produces a popular news and information portal for accounting and
finance professionals serving more than one million ads and distributing more than 200,000 subscriber email newsletters each month. SmartPros’ network of sites averages
more than 450,000 monthly visits, serving a user base of 350,000+ profiled members.

Smartiros
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Dear Fellow Shareholder:

2006 proved to be a year of thoughtful planning and execution of
strategies designed to deliver long-term value for our shareholders.
As a result, we made four acquisitions, achieved our third consecutive
year of profitability, increased our top line revenue, kept operating
expenses in check, maintained our cash position, and grew our product
lines and delivery capabilities.

Taking a quick look at our 2006 numbers says a lot about our performance
at SmartPros. We achieved record earnings and profits with net revenue
up 19.5%, net income up 126%, and income per share up 230% over the
previous year.

For 2006, we reported earnings of $1,511,111, or $.30 per diluted share.
At year-end we had over $7.4 million in cash and investments even
after repurchasing 201,000 of our shares for $538,000 in 2006. Net cash
provided by SmartPros’ operating activities in 2006 totaled approximately
$1.6 million.

Overall, | believe that 2006 results represent the potential in our business
model. Specifically, we are showing our ability to sustain organic growth,
and to also execute on highly targeted acquisitions.

We made several acquisitions in 2006 that are already proving
themselves accretive. Through these acquisitions we now have a solid
footing in the financial training area and legal profession, and increased
our product capabilities in engineering and custom development.

In March of 2006 we announced the acquisition of Sage Online, a
catalog of 58 banking and securities courses. The same month we also
announced the acquisition of Skye Multimedia, a company specializing
in custom learning and marketing program development.

In October 2006 we acquired the assets of MGl and integrated it with
our engineering division. MGl develops distance education courses
covering a wide range of professional topics for engineers and
manufacturing professionals.

In November 2006 we made a move into the continuing legal education
market when our subsidiary Working Values acquired the assets of
Cognistar Interactive Corporation, a leading provider of certified

Our goals include increasing our product offerings to
existing clients, and entering new vertical markets.”

continuing legal education. Our legal division is now an approved CLE
provider in 24 states and features more than 160 online CLE course titles.

Through these acquisitions we have shown the ability to maintain and
exceed pre-existing sales figures within a very short period of time. Just
as importantly, we have been able to cut overhead associated with those
business lines, and have shown the ability to integrate acquired product
lines into our technology platforms and our sales processes.

Our continuing focus for the upcoming year will be on the acquisition of
additional companies and the further development of scalable products
and subscription revenue, which we hope will help to offset the impact
of consulting contracts that fluctuate from quarter to quarter and year
to year.

Already in 2007 we announced the acquisition of The Selbst Group Inc.,
an organization focused on the financial services training market. We will
be integrating their capabilities with our banking courses and launching
a new Financial Services Training division.

We take pride in our accomplishments but know we cannot rest on our
laurels. The employees at SmartPros realize this company’s potential
and clearly understand that our job here is only just beginning. We are
all committed to increasing shareholder value and are hopeful we can
continue the job we have started.

Sincerely,

Allen S. Greene
Chairman and Chief Executive Officer



SmartPros® Professional
Education Center (PEC)™

The SmartPros Professional
Education Center is a turnkey
Learning Management System
designed to manage educational
subscriptions, student accounts,
eCommerce, and reporting
needs for corporations and
associations. The PEC features
400+ accredited course titles.
The PEC is co-branded with
client logos and color schemes,
and delivered using an
Application Service Provider
hosted infrastructure that
requires no client technology
resources. In addition, the PEC
integrates with today's most
popular corporate Learning
Management Systems.

SmartPros ®
Accounting & Finance
Professional Education & Training

SmartPros is a provider of continuing professional
education (CPE) for accounting and finance professionals.

We develop our programs in alliance with leading
associations, content providers and authors.

Our subscription libraries feature hundreds of
accredited course titles delivered via the Internet,
video, DVD and CD-ROM. We tailor our programs
for individuals, corporations, firms and associations.

Financial Management
Network (FIMN)™

FMN is the leading “update”
subscription program for
financial and accounting
professionals, and is a popular
solution for Fortune 500
companies. It is available in
offline video group study and
online self-study formats.
FMN produces 48 new
courses each year (96 online
and self-study credits, four
courses per month) focused

on the hottest financial topics.
FMN also publishes an online
archive covering the past

18 months of courseware.
Online courses feature streaming
video, easy-to-follow course
outlines, interactive quizzes
and the ability to track credits
and print completion certificates.

SmartPros® Advantage
(SPAJ™

SPA is our annual CPE
subscription program featuring
hundreds of “skills-based”
courses offering a blend of

self study via multimedia and
interactive text. Courses include
downloadable course materials,
interactive quizzes, and the
ability to track credits and print
completion certificates. Topic
areas include: Accounting

& Auditing, Tax, Financial
Planning, Management, Ethics,
Technology and Personal
Development.

CPA Report (CPAR)™

CPA Report is our in-depth
online professional education
subscription for accountants

in public practice. We cover
the hottest topics affecting the
profession, and produce 60+
new segments each year. CPA
Report Online is a great source
for CPE credits, producing 120+
self-study CPE credits each year.
Online courses feature
streaming video, easy-to-follow
course outlines, interactive
quizzes and the ability to track
credits and print completion
certificates. CPAR is also
available in DVD format.

CPA Report Government /
Not-for-Profit Edition
(CPAR Gov/NFP)™

This edition of the CPA Report
is our annual CPE subscription
program designed specifically for
professionals in governmental
and not-for-profit accounting.
Each quarter we add four new
programs (eight online CPE
credits) covering the hottest
topics in the field. CPAR also
publishes an online archive of
courses. Online courses feature
streaming video, easy-to-follow
course outlines, interactive
quizzes, credit tracking and

the ability to print completion
certificates. CPAR Gov/NFP is
available in both online and
DVD formats.

SmartPros® Financial
Services Training™

SmartPros Financial Services
Training is a specialized
consulting division providing sales
management training, product
training, and marketing support
programs for the financial services
industry. We deliver training to
organizations such as national
and regional brokerage firms,
large and small banks, insurance
companies, and product providers.
Our client list includes major
financial services organizations
from every segment of the industry,
with a strong international presence.
Our programs are delivered online,
as well as live presentation,
group discussion, workbook
materials and role-play activities.

Online Banking Courseware

In addition, we feature a
comprehensive catalog of mare
than 50 online courses to keep
banking professionals up to date
on ever-evolving rules, regulations
and business trends in the banking
industry. Topic areas include:
Compliance, Insurance, Lending,
Management, Retirement, Sales
and Service. Courses feature
printable course outlines, instantly
graded exams, the ability to print
certificates of completion and
track credits. Individual and
organizational solutions are
available.
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SmartPros® Engineering™
Professional Education
& Training for Engineers

SmartPros Engineering aims to revolutionize lifelong
learning for engineering professionals.

SmartPros Engineering has alliances with

professional and technical societies and nationally
recognized organizations to develop online courses
that fulfill PDH/PDU requirements.

Engineering products include:

General Engineering:
Business Management

More that a dozen courses,
including: Recruiting Stars,
Increasing Production and Profits,
Managing Relationships and
Protecting Your License.

Civil Engineering Courses

Courses include: Roadside
Design, Wetlands, Stormwater,
Windloads, and Slope Stability.
Each of the first four courses
has multiple modules available
individually for purchase.

Interactive PE Exam Prep

Project Management
for Engineers

The first completely online
interactive project management
course developed exclusively

for engineers by engineers.
Voice and interactive graphics
let you learn at your own pace.
Eleven critical sections with over
60 individual learning modules.
This program provides aver

35 hours of PDU/PDH credit.

MGI Management Institute™

o ) = Engineering Education Catalog
for Civil Engineers = ) )
SmartPros' PE £ | MGI's distance education

Martrros . fxaTth i courseware covers a wide
review 15 a state-ot-the-a = | range of professional topics for
interactive multimedia tool =

that simulates the actual PE
exam using demonstration
problems that are comparable
to the real test. The course

is available online and on
CD-ROM. The review course

is jointly produced with the
American Society of Civil
Engineers and is the most
popular electronic course on
the market for the PE exam with
50+ hours of interactive review.

engineers, legal administrators,
manufacturing professionals,
quality managers, health care
professionals and others. Our
products are primarily marketed
through partner organizations.
Since 1968, over 18 professional
assaciations have marketed

and enrolled more than 200,000
professionals in MGl courseware.

SmartPros® Legal™
Continuing Legal
Education

SmartPros Legal features the
Cognistar®* Continuing Legal
Education (CLE) Library.

SmartPros has CLE solutions
available in over 20 states
featuring more than 160 online
CLE courses. These business-
oriented legal programs

cover the areas of litigation,
intellectual property,
corporate and securities law,
taxation, labor and employment
law, bankruptcy, ethics,
professionalism, substance
abuse, bias, and many more.

We market to both individuals

and to organizations, and users can
choose to purchase individual courses
or access the entire online catalog.

Organization Training Solutions

We offer comprehensive end-to-
end solutions for corporations
seeking education and training
solutions. Our programs help
professionals and executives stay
on top of their game by providing
answers to the hat issues of the
day through a variety of formats
designed to inspire the user.
Cognistar customers save

time, resources and money

on education and training, and
have the opportunity to leverage
their own in-house content.

*Cognistar® is a division of Working
Values®, Ltd., a SmartPros® company

Working Values®
Ethics & Compliance
Consulting & Training

Working Values, Ltd., a SmartPros company, has
helped leading organizations align workplace
behavior with standards to meet ethics and
compliance requirements, such as those demanded
by the Sarbanes-Oxley legislation.

Our Integrity Alignment Process aligns
employee and manager actions with the
organization’s values and standards using
integrated approaches to communication,
learning and process realignment.

The Process includes assessments,
strategic planning, as well as award-
winning training and communication
programs.

Integrity Toolkit™

The Toolkit is a compliance
center that includes code of
business conduct certification,
training and assessment tools. It
features a Learning Management
System that provides employees,
managers, senior leaders and
board members with the tools
each group needs to understand
the compliance requirements of
the organization and what

is required of them to help

move the company towards
those goals.




Skye Multimedia™
Custom Interactive
Training Solutions

With an impressive list of Fortune 500 clients in

our portfolio, Skye Multimedia, a SmartPros company,
is at the cutting edge of custom educational, marketing
and sales training interactive design.

For over 10 years Skye has designed
and produced interactive training and
marketing applications for electronic
delivery via the Internet, CD, DVD,
video or a kiosk.

Skye's staff consists of instructional designers,
writers, graphic designers, animators,
developers, and project managers — highly
skilled as individuals, exceedingly effective
as a team.

Services include:

Product Knowledge Training
Selling Skills Courses
Application Instruction
Product Demonstrations
Presentations

2D/3D Animation

SmartPros® Interactive™
Media & Video

Custom eLearning,

Web Development

& Video Production

Our in-house custom development
team works with you to convert your
existing education or training content
or to produce custom content from
scratch for delivery online or via
interactive CD or DVD. We feature a
full-service in-house video studio with
editing and duplication services.

Interactive Media services include:

Web Site Design & Development
Intranet & Extranet Solutions
Rich Media Design

Streaming Media Conversion
CD-ROM Development
eBusiness Consulting

Custom eLearning Development

Video services include:

Pre-Production & Casting

Film & Video Production

Post Production

Duplication & Distribution
Webcasting

Sound Stage Rental

Full-Frame Digital Conversion
VHS & Audio Cassette Duplication
CD / CD-ROM / DVD Duplication
Transfer Services

Packaging & Fulfillment

SmartPros ® Marketing Services™

SmartPros Marketing Services group is a full-service
agency focused on programs that reach accounting and
finance professionals.

This group is responsible for content management,
advertising and lead-generation programs offered
through the company's popular news and
information portal at accounting.smartpros.com.

In addition, we produce private-branded content solutions

for our clients in the areas of industry-specific news
headlines and newsletters. SmartPros’ marketing programs
currently reach 300,000+ accounting and finance professionals
with one million targeted advertising impressions each month.
All of our programs are available online and in print.

Services include:

Advertising & Lead Generation
Custom Newsletter Programs
Contests & Surveys

eMail Promations & Direct Mail
Media Relations & Tradeshows
Collateral Development
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SMARTPROS LTD. AND SUBSIDIARIES

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

Critical accounting policies and estimates

The discussion and analysis of our financial condition and results of operations is
based on our consolidated financial statements that have been prepared according
to accounting principles generally accepted in the United States. In preparing these
financial statements, we are required to make estimates and judgments that affect
the reported amounts of assets, liabilities, revenues and expenses and related
disclosures of contingent assets and liabilities. We evaluate these estimates on

an ongoing basis. We base these estimates on historical experience and on various
other assumptions that we believe are reasonable under the circumstances, the
results of which form the basis for making judgments about the carrying values of
assets and liabilities. Actual results may differ from these estimates under different
assumptions or conditions. We consider the following accounting policies to be the
most important to the portrayal of our financial condition.

Revenues

Most of our revenue is in the form of subscription fees for one of our monthly
accounting update programs or our library of accounting, banking and legal courses.
Other sources of revenue include direct sales of programs on a non-subscription
basis, fees for various services, including Web design, software development, tape
duplication, video production, video conversion, course design and development,
ongoing maintenance of a SmartPros Professional Education Center, and licensing
fees. Subscriptions are billed on an annual basis, payable in advance and deferred
at the time of billing. Sales made over the Internet are by credit card only. Renewals
are usually sent out 60 days before the subscription period ends. Larger transactions
are usually dealt with by contract, the financial terms of which depend on the services
being provided. Contracts for development and production services typically provide
for a significant upfront payment and a series of payments based on deliverables
specifically identified in the contract.

Revenues from subscription services are recognized as earned; deferred at the time
of billing or payment and amortized into revenue on a monthly basis over the term
of the subscription. Engineering products are non-subscription based and revenue

is recognized upon shipment of the product or, in the case of online sales, payment.
Revenues from non-subscription services provided to customers — such as Web site
design, video production, consulting services and custom projects — are generally
recognized on a proportional performance basis where sufficient information relating
to project status and other supporting documentation is available. The contracts may
have different billing arrangements resulting in either unbilled or deferred revenue.
We usually obtain either a signed agreement or purchase orders from our non-
subscription customers outlining the terms and conditions of the sale or service to
be provided. Otherwise, these services are recognized as revenues after completion
and delivery to the customer. Duplication and related services are generally recognized
upon shipment or, if later, when our obligations are complete and realization of
receivable amounts is assured. Working Values recognizes revenue on a proportional
performance basis.

Impairment of long-lived assets

We review long-lived assets and certain intangible assets annually for impairment
whenever circumstances and situations change such that there is an indication that
the carrying amounts may not be recovered.

Stock-based compensation

Effective January 1, 2006, we have adopted the recognition and measurement
requirements of SFAS No. 123R. As a result, compensation costs are now recognized
in the financial statements for stock options or grants awarded to employees and
directors. Options and warrants granted to non-employees are recorded as an
expense at the date of grant based on the then estimated fair value of the security
in question.

Results of operations

Comparison of the years ended December 31, 2005 and 2006

The following table compares our statement of operations data for the years ended
December 31, 2005 and 2006. The trends suggested by this table may not be indicative
of future operating results, which will depend on various factors including the relative
mix of products sold (accounting/finance, engineering or corporate training) and the
method of sale (video or online).

Years ended December 31, 2005 December 31, 2006

Amount Percentage Amount Percentage Change
Net revenues $10,430,210 100.0% $12,462,086 100.0% 19.5%
Cost of revenues 4,161,939 39.9% 5,176,525 41.5% 24.4%
Gross profit 6,268,271 60.1% 7,285,561 58.4% 16.2%
General and
administrative 5,231,101 50.2% 5,820,403 46.7% 11.3%
Depreciation and
amortization 580,991 5.6% 653,091 5.2% 12.4%
Total operating
expenses 5,812,092 55.7% 6,473,494 51.9% 11.4%
Operating income 456,179 4.4% 812,057 6.5% 78.0%
Interest income 220,805 2.1% 330,843 2.6% 49.8%
Interest expense (8,017) -0.1% (4,299) 0% 46.4%
Net interest income 212,788 2.0% 326,544 2.6% 53.5%
Income before
benefit for
income taxes $ 668,967 6.4% 1,138,611 9.1% 70.2%
Income tax benefit - - (372,500) (3.0%) 100.0%
Net income $ 668,967 6.4% $ 1,511,111 12.1% 125.9%
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SMARTPROS LTD. AND SUBSIDIARIES

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

Net revenues

Net revenues for 2006 increased 19.5% compared to net revenues for 2005. Online
sales continue to be an important factor contributing to our overall revenue growth,
a trend that began in 2003. In 2006, net revenues from online sales of subscription-
based products and other sales accounted for approximately $3.2 million, or 24%,
of our net revenues. In 2005, online sales accounted for $2.8 million, or 26%, of
our net revenues.

Net revenues from sales of our accounting/finance products grew in absolute

terms but decreased as a percentage of net revenues due to the increase in revenues
resulting from our acquisitions. In 2006, net revenues from our accounting/finance
and related products were $8.4 million compared to $7.9 million in 2005. This
increase was due in part to a subscription price increase that went into effect on
January 1, 2006, and to an increased level of sales. For 2006 net revenues from
accounting/finance products include subscription-based revenue of $7.4 million and
direct sales of course material on a non-subscription basis, net revenues from custom
work and advertising of $1.0 million. For 2005, subscription-based revenue was $7.0
million and direct sales of course material on a non-subscription basis, custom work
and advertising was $900,000.

Net revenues from sales of our engineering products, which are not subscription-
based products, were $703,000 in 2006 compared to $489,000 in 2005. This increase
is primarily attributable to a change in product mix and sales from MGI of $77,000,
which we acquired in the fourth quarter of this year. Sales from existing products
increased from $489,000 in 2005 to $626,000 in 2006.

Net revenues from video production, duplication and consulting services decreased
in 2006 by $902,000 from $1.6 million in 2005 to $730,000 in 2006. Of the decrease,
$604,000 was in video and $298,000 was in consulting services. Factors contributing
to the fluctuation in revenue include:

= In 2006, the former head of our video department resigned; he was
subsequently replaced and the person who replaced him was unable to generate
adequate sales. That person subsequently resigned as well. We are actively
seeking someone with a sales background to manage that department;

= The general decline in the videotape industry reflecting the popularity of
digital formats such as CD-ROM and DVD resulting in a substantial decrease in
our tape duplication business;

= Inconsistency of consulting contracts; and

= Sales are credited to the department from where they originate and not to
the department where the work is performed.

Net revenues from Working Values increased 69% from $432,000 in 2005 to $729,000
in 2006. This increase was primarily due to the nature of the company’s business,
which is developing customized learning solutions. In 2005, Working Values
concentrated on building its course library of ethics-based courses called Learning
Moments and Living the Code which contributed to the lower sales in that year. In
addition, Working Values’ newly acquired Cognistar division generated $83,000 in
revenue since its acquisition in the fourth quarter of 2006. Cognistar concentrates
on delivering online continuing legal education.

Skye Multimedia, which we acquired in February 2006, generated $1.7 million of
revenue in 2006. Skye produces customized training and educational material for the
pharmaceutical industry, professional firms and others.

Our financial services training division, also acquired in February 2006, sells online
training courses for the banking, insurance and securities industries. This division’s
sales in 2006 were $72,000.

Cost of revenues

Cost of revenues includes production costs such as the salaries, benefits and other
costs related to personnel, whether our employees or independent contractors, who
are used directly in production, including producing our educational programs; royalties
paid to third parties; the cost of materials, such as videotape and packaging supplies;
and shipping costs. Compared to 2005, cost of revenues in 2006 increased by
$1,000,000. The increase was primarily attributable to the addition of our Skye
subsidiary.

There are many different types of expenses that are characterized as production costs
and many vary from period to period depending on many factors. The expenses that
showed the greatest variations from 2005 to 2006 and the reasons for those variations
were as follows:

= Qutside labor and direct production costs. Outside labor includes the cost

of hiring actors and production personnel such as directors, producers and
cameramen and the outsourcing of non-video technology. The cost of actors
decreased by $12,000 offset by the increased cost of video production and outside
technology personnel of $553,000. Both Skye and our consulting/technology
departments employ a number of consultants to write scripts, edit course material
and provide technology services. In 2006 we began outsourcing some of the
programming and content development functions that were previously done by
our employees to a firm in India. Direct production costs, which are costs related
to producing videos other than labor costs — such as the cost of renting equipment
and locations, and the purchase of materials — decreased by $39,000. These
variations are related to the type of video production projects and do not reflect
any trends in our business.



SMARTPROS LTD. AND SUBSIDIARIES

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

= Salaries. Overall payroll and related costs attributable to production personnel
increased by approximately $228,000. The increase was primarily attributable to
Skye salaries and related costs of $395,000, our technology group’s salaries and
related costs decreased by $98,000, and our video group’s salaries and related
costs decreased by $119,000. Working Values salaries and related costs increased
by $50,000, primarily due to the Cognistar acquisition.

= Other costs. Travel and entertainment expenses increased by $56,000,
primarily related to the increase in Working Values and Skye projects. Our
shipping costs decreased by $3,000 as a result of controlling costs and the shift
by some customers to online delivery of our products.

As our business grows we may be required to hire additional production personnel,
increasing our cost of revenues.

Royalty expense increased in 2006 as compared to 2005 by $99,000 for a number of
reasons. Increased sales of our accounting products resulted in an increase of royalty
expense of approximately $92,000. In addition, the introduction of new products in
engineering and a change in the mix of sales in that area resulted in an increase of
approximately $7,000 in royalty expense. However, if volume increases or if we enter
into new agreements or modify existing agreements, the actual royalty payments in
2007 under these agreements may be either higher or lower than they were in 2006.

General and administrative expenses

General and administrative expenses include normal corporate overhead such as
compensation and benefits for administrative, sales and marketing and finance
personnel; rent; insurance; professional fees; travel and entertainment; and office
expenses. General and administrative expenses in 2006 were higher than they were
in 2005 by $590,000, primarily due to the acquisitions we made which resulted in
increased rents, administrative payroll and other costs. The major components of the
increase in general and administrative expenses are salaries and related costs due
to additional marketing, and additional corporate overhead due to the acquisitions.
These costs were approximately $632,000. In addition, in conformity with SFAS No.
123R, we are now expensing the cost of issuing stock options. This expense in 2006
was $35,000. These increases were offset by a decrease in our investor relations
expense by approximately $70,000. We anticipate that general and administrative
expenses, inclusive of additional costs related to the acquisitions made in the
fourth quarter of 2006, will increase in 2007.

Depreciation and amortization

Depreciation and amortization expenses were higher in 2006 than they were in

2005. The increase is attributable to the four acquisitions that we made in 2006. We
are also amortizing the capitalized costs related to the Sarbanes-Oxley toolkit product
and related course content and development of new courses in our SPA library. We
expect our depreciation and amortization expenses on our current assets to increase
in 2007 as we amortize the costs related to these acquisitions.

Income from operations

For 2006 net income from operations was $812,000 compared to $456,000 in 2005,
an increase of 78%. Although some of our recent acquisitions have lower profit
margins than our subscription-based products, the volume of sales and the efficiencies
of scale have contributed to the increase in operating income.

Other income

Other income and expense items consist of interest paid on indebtedness and
interest earned on deposits. The increase in our net interest income is due primarily
to the net proceeds we realized from our initial public offering. As of the end of 2006
we have repaid all of our outstanding indebtedness, other than capital lease obligations.
Net interest income increased by $114,000 due to the general rise in interest rates.

Income tax benefit

The Company has begun to recognize the benefits of its net operating loss carryforwards
pursuant to SFAS No. 109. This has resulted in a $372,500 benefit for the current
year. The company has taken an allowance for recognizing the full value of the benefit
because of the short-term history of profits.

Net income and loss

For 2006, we recorded a net profit of $1,511,000 compared to $669,000 for 2005.
The increase in net income is primarily due to the increased operating profit of
$356,000, interest income of $114,000, and the income tax benefits available
through our net operating loss carryforwards.

Contractual Obligations, Commitments
and Contingencies

Historically, we have financed our working capital requirements through internally
generated funds, sales of equity and debt securities, and proceeds from short-term
bank borrowings. In October 2004 we consummated an initial public offering of our
common stock. The net proceeds to us from the offering were approximately
$6.0 million.

Our working capital as of December 31, 2006, was approximately $4.7 million
compared to a $4.3 million working capital as of December 31, 2005. The increase
is attributable to positive cash flow from operations and earnings. Our current ratio
at December 31, 2006, is 1.88 to 1. The current ratio is derived by dividing current
assets by current liabilities and is a measure used by lending sources to assess our
ability to repay short-term liabilities. The largest component of our current liabilities,
$4.0 million at December 31, 2006, is deferred revenue, which is revenue collected
or billed but not yet earned under the principles of revenue recognition. Most of this
revenue is in the form of subscription fees and will be earned over the next 12
months. The cost of fulfilling our monthly subscription obligation does not exceed
this revenue and is booked to expense as incurred. For some of our products, there
are no additional costs, other than shipping costs, required to complete this
obligation as the material is already in our library.
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SMARTPROS LTD. AND SUBSIDIARIES

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

For the year ended December 31, 2006, net cash generated by operating activities
was approximately $1.6 million. We had a net decrease in cash of $112,000, due to
the acquisitions we made which required approximately $1.3 million in cash and the
purchase of treasury shares for $538,000. The primary components of our operating
cash flows are our net income adjusted for non-cash expenses, such as depreciation
and amortization, and the changes in accounts receivable, accounts payable and
deferred revenues.

Capital expenditures for the year ended December 31, 2006, were approximately
$137,000, of which $91,000 consisted of equipment purchases and $45,000 in
capitalizing the cost of producing various courses. Although we are constantly
upgrading our technology, we do not anticipate any significant increase in capital
expenditures relating to equipment purchases over the next 12 months.

For the year ended December 31, 2006, we made debt principal payments of
approximately $38,000. At year-end, our total indebtedness for borrowed money,
including capital lease financings, was approximately $26,000, which consisted
of the following:

= Equipment leasing. At December 31, 2006, the balance on all existing
equipment leases was $10,000. In 2004 we leased certain equipment, through
IDB Leasing. This lease has a term of 36 months and an imputed interest rate
of 6.05%. The total amount due IDB Leasing at year-end was $10,000.

= Equipment purchases. At December 31, 2006, we had an outstanding balance
of $16,000 on a loan relating to a vehicle we purchased in August 2004. The loan
is for a term of 36 months, bears interest at 4.99% per annum and requires 35
monthly payments of $358 and a final payment of approximately $13,800 due in
August 2007. The lender has agreed to repurchase the vehicle at our option for
the amount of the final payment, less any applicable expenses, at the end of

the term.

In addition to the foregoing, as of December 31, 2006, we had commitments under
the lease for executive offices in Hawthorne, New York, the Working Values and
Cognistar executive offices in Sharon and Westborough, Massachusetts, and Skye’s
executive offices in Bridgewater, New Jersey, aggregating $1.2 million through
February 2010. The Sharon lease was renewed effective March 1, 2006, at a monthly
rent of $1,525. The Cognistar lease expires in January 2009 and calls for monthly rent
of $3,089. The Skye lease was recently extended to August 2008 at a monthly rental
of $3,670.

The shareholders of Skye are also entitled to a contingent payment based on certain
levels of sales through December 31, 2008.

In the future, we may issue additional debt or equity securities to satisfy our cash
needs. Any debt incurred or issued may be secured or unsecured, at a fixed or
variable interest rates and may contain other terms and conditions that our board of
directors deems prudent. Any sales of equity securities may be at or below current
market prices. We cannot assure that we will be successful in generating sufficient
capital to adequately fund our liquidity needs.

Seasonality and Cyclicality

Historically, the fourth quarter has been our strongest in terms of revenue generation.
This is due to the fact that most of our subscriptions follow the calendar year and
renewals are mailed out 60 days before the end of the year. Also, for internal budgeting
reasons, corporate clients tend to defer their decisions to the end of the year.

In general, since most of our business relates to continuing professional education
and is non-discretionary, we do not believe that business cycles have a material
impact on our financial performance. Adverse business conditions and developments,
however, would negatively affect the performance of Working Values and the ability
of our video production and consulting departments to generate revenues independently.

Recent Accounting Pronouncements

In July 2006 the Financial Accounting Standards Board (“FASB”) issued Financial
Interpretation No. 48, Accounting for Uncertainty in Income Taxes (“FIN 48”), as an
interpretation of SFAS No. 109, Accounting for Income Taxes. FIN 48 clarifies the
accounting for uncertainty in income taxes recognized in an enterprise’s financial
statements in accordance with SFAS No. 109 and prescribes a recognition threshold
of “more-likely-than-not” to be sustained upon examination. Measurement of the

tax uncertainty occurs if the recognition threshold has been met. FIN 48 also provides
guidance on derecognition, classification, interest, penalties, accounting in interim
periods, disclosure, and transition. FIN 48 will be effective beginning January 1, 2007.
Differences between the amounts recognized in the statements of financial position
prior to the adoption of FIN 48 and the amounts reported after adoption should be
accounted for as a cumulative-effect adjustment recorded to the beginning balance
of retained eamings. We are in the process of evaluating the impact, if any, the adoption
of this interpretation will have on our financial position, cash flows, and results

of operations.



SMARTPROS LTD. AND SUBSIDIARIES

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

In September 2006, the Securities and Exchange Commission (“SEC”) issued Staff
Accounting Bulletin No. 108, Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements (“SAB 108”).
SAB 108 provides interpretive guidance on how the effects of the carryover or reversal
of prior year misstatements should be considered in quantifying a current year
misstatement. The SEC staff believes that registrants should quantify errors using
both a balance sheet and an income statement approach and evaluate whether either
approach results in quantifying a misstatement that, when all relevant quantitative
and qualitative factors are considered, is material. SAB 108 is effective for our fiscal
year ending December 31, 2006. SAB 108 did not have a material impact on our
consolidated financial statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, which
clarifies the definition of fair value, establishes guidelines for measuring fair value,
and expands disclosures regarding fair value measurements. SFAS No. 157 does not
require any new fair value measurements and eliminates inconsistencies in guidance
found in various prior accounting pronouncements. SFAS No. 157 will be effective for
us on January 1, 2008. We do not expect SFAS No. 157 to have a material impact
on our consolidated financial statements.
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SMARTPROS LTD. AND SUBSIDIARIES

Consolidated Balance Sheet

December 31,
Years ended 2006
Assets
Current Assets:

Cash and cash equivalents $ 7,393,789

Accounts receivable, net of allowance for

doubtful accounts of $39,000 1,960,939
Prepaid expenses and other current assets 277,393

Total Current Assets 9,632,121
Property and Equipment, net 438,260
Goodwill 130,684
Other Intangibles, net 2,651,132
Other Assets, including restricted cash of $150,000 154,673
Deferred Tax Asset 378,000
3,752,749
Total Assets $13,384,870
Liabilities and Stockholders’ Equity
Current Liabilities:

Accounts payable $ 552,630

Accrued expenses 380,464

Current portion of capital lease and equipment financing obligations 25,991

Deferred revenue 4,007,074
Total Current Liabilities 4,966,159
Long-Term Liabilities:

Other liabilities 120,137
Total Long-Term Liabilities 120,137
Commitments and Contingencies
Stockholders’ Equity:

Preferred stock, $.001 par value, authorized 1,000,000 shares,

0 shares issued and outstanding -
Common stock, $.0001 par value, authorized 30,000,000 shares,

5,186,505 issued and 4,875,774 outstanding 519
Common stock in treasury, at cost - 310,731 shares (922,625)
Additional paid-in-capital 16,572,944
Accumulated deficit (7,274,824)

8,376,014
Deferred compensation (77,440)
Total Stockholders’ Equity 8,298,574
Total Liabilities and Stockholders’ Equity $13,384,870

See notes to consolidated financial statements.



SMARTPROS LTD. AND SUBSIDIARIES

Consolidated Statements of Income

December 31, December 31,
Years ended 2006 2005
Net Revenues $12,462,086 $10,430,210
Cost of Revenues 5,176,525 4,161,939
Gross Profit 7,285,561 6,268,271
Operating Expenses:
Selling, general and administrative 5,820,403 5,231,101
Depreciation and amortization 653,091 580,991
6,473,494 5,812,092
Operating Income 812,067 456,179
Other Income (Expense):
Interest and dividend income 330,843 220,805
Interest expense (4,299) (8,017)
326,544 212,788
Net Income before Benefit for Income Taxes 1,138,611 668,967
Income Tax Benefit 372,500 -
Net Income $ 1,511,111 $ 668,967
Net Income Per Common Share:
Basic net income per common share $ 0.30 $ 0.13
Diluted net income per common share $ 0.30 $ 0.13
Weighted Average Number of Shares Outstanding
Basic 4,994,090 5,082,359
Diluted 5,008,164 5,111,158

See notes to consolidated financial statements.
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SMARTPROS LTD. AND SUBSIDIARIES

Consolidated Statement of Stockholders’ Equity

Years Ended December 31, 2006 and 2005

Additional Receivable Total
Common stock Preferred stock Paid-in Accumulated Deferred from Treasury Stockholders’
Shares Amount Shares Amount Capital Deficit Compensation Stockholder Stock Equity
Balance,
January 1, 2005 5,140,545 $514 - $ - $16407,495 $(9,454,902) $(127,500) $(200,000) $ (220,000) $ 6,405,607
Common Stock
Issued by Exercise
of Options 4,902 - - - 10,539 - - - - 10,539
Purchase of
Treasury Shares (51,725) - - - - - - - - (164,600)  (164,600)
Amortization of
Deferred Compensation - - - - - - 52,500 - - 52,500
Net Income - - - - - 668,967 - - - 668,967
Balance at,
December 31, 2005 5,145,447 514 - - 16,418,034 (8,785,935) (75,000) (200,000)  (384,600) 6,973,013
Common Stock
Issued by Exercise
of Options 24,558 3 - - 52,797 - - - - 52,800
Purchase of
Treasury Shares (201,000) - - - - - - - —  (538,025)  (538,025)
Amortization of
Deferred Compensation - - - - - - 42,000 - - 42,000
Payment of Note Receivable
from Shareholder - - - - - - - 200,000 - 200,000
Issuance of Shares from
Restricted Stock Plan 16,500 2 - - 66,658 - (44,440) - - 22,220
Stock Option Expense - - - - 35,455 - - - - 35,455
Net Income - - - - - 1,511,111 - - - 1511111
Balance at
December 31, 2006 5,186,505 $519 - $ - $16572944 $(7,274,824) $ (77,440) $ - $(922,625) $ 8,298,574

See notes to consolidated financial statements



SMARTPROS LTD. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

December 31, December 31,
Years ended 2006 2005
Cash Flows from Operating Activities:
Net income $1,511,111 $ 668,967
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization 653,091 580,991
Bad debts - (30,571)
Stock compensation expense 35,455 -
Deferred compensation 64,220 52,500
Deferred income tax benefit (378,000) -
Changes in operating assets and liabilities:
(Increase) decrease in operating assets:
Accounts receivable (905,008) 238,702
Prepaid expenses and other current assets 783 (78,906)
Other assets - 17,196
(Decrease) increase in operating liabilities:
Accounts payable and accrued expenses 371,966 (227,072)
Deferred revenue 317,588 (51,974)
Other liabilities (40,056) (4,714)
Total adjustments 120,039 496,152
Net Cash Provided by Operating Activities 1,631,150 1,165,119
Cash Flows from Investing Activities:
Investment in securities available-for-sale - 5,000,000
Acquisition of property and equipment (91,413) (148,526)
Capitalized course costs (45,358) (57,833)
Cash paid for business acquisitions (1,282,906) -
Net Cash (Used in) Provided by Investing Activities (1,419,677) 4,793,641
Cash Flows from Financing Activities:
Purchase of treasury shares (538,025) (164,600)
Payments of note receivable from stockholder 200,000 -
Net proceeds from exercise of stock options 52,799 10,539
Payments under capital lease obligations (38,149) (55,999
Net Cash Used in Financing Activities (323,375) (210,060)
Net (Decrease) Increase in Cash and Cash Equivalents (111,902) 5,748,700
Cash and Cash Equivalents, beginning of year 7,505,691 1,756,991
Cash and Cash Equivalents, end of year $7,393,789 $7,505,691
Supplemental Disclosure:
Cash paid for interest $ 4299 $ 8017
Cash paid for income taxes $ 4,866 $ 9864

See notes to consolidated financial statements.
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SMARTPROS LTD. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (vears ended December 31, 2006 and 2005)

Effective January 1, 2006, the grants under the Plan are accounted for in accordance
with the recognition and measurement provisions of Statement of Financial
Accounting Standards ("SFAS") No. 123 (revised 2004), Share-Based Payment ("SFAS
No. 123(R)"), which replaces SFAS No. 123, Accounting for Stock-Based
Compensation, and supersedes Accounting Principles Board Opinion ("APB") No. 25,
Accounting for Stock Issued to Employees, and related interpretations. SFAS No.
123(R) requires compensation costs related to share-based payment transactions,
including employee stock options, to be recognized in the financial statements.

In addition, the Company adheres to the guidance set forth within Securities and
Exchange Commission ("SEC") Staff Accounting Bulletin ("SAB") No. 107, which
provides the Staff's views regarding the interaction between SFAS No. 123(R) and
certain SEC rules and regulations and provides interpretations with respect to the
valuation of share-based payments for public companies.

Prior to January 1, 2006, the Company accounted for similar transactions in
accordance with APB No. 25 which employed the intrinsic value method of measuring
compensation cost. Accordingly, compensation expense was not recognized for fixed
stock options, if the exercise price of the option equaled or exceeded the fair value
of the underlying stock at the grant date.

While SFAS No. 123 encouraged recognition of the fair value of all stock-based
awards on the date of grant, as expense over the vesting period, companies were
permitted to continue to apply the intrinsic value-based method of accounting
prescribed by APB No. 25 and disclose certain pro forma amounts as if the fair value
approach of SFAS No. 123 had been applied. In December 2002, SFAS No. 148,
Accounting for Stock-Based Compensation-Transition and Disclosure, an amendment
of SFAS No. 123, was issued, which, in addition to providing alternative methods of
transition for a voluntary change to the fair value method of accounting for stock-based
employee compensation, required more prominent pro forma disclosures in both the
annual and interim financial statements. The Company complied with these disclosure
requirements for all applicable periods prior to January 1, 2006.

In adopting SFAS No. 123(R), the Company applied the modified prospective approach
to transition. Under the modified prospective approach, the provisions of SFAS No.
123(R) are to be applied to new awards and to awards modified, repurchased, or
cancelled after the required effective date of December 15, 2005. Additionally,
compensation cost for the portion of awards for which the requisite service has

not been rendered, that are outstanding as of the required effective date, shall be

recognized as the requisite service is rendered on or after the required effective date.

The compensation cost for that portion of awards shall be based on the grant date
fair value of those awards as calculated for either recognition or pro forma disclosures
under SFAS No. 123(R).

As a result of the adoption of SFAS No. 123(R), the Company's results for the year
ended December 31, 2006, include share-based compensation expense totaling
approximately $35,000. Such amounts have been included in the Consolidated
Statements of Operations within general and administrative expenses. Stock
compensation expense recorded under APB No. 25 in the Consolidated Statements
of Operations for the year ended December 31, 2005, totaled $0.

Stock option compensation expense in 2006 is the estimated fair value of options
granted amortized on a straight-line basis over the requisite service period for the
entire portion of the award.

The following table addresses the additional disclosure requirements of SFAS No.
123(R) in the period of adoption. The table illustrates the effect on net income and
earnings per share, as if the fair value recognition provisions of SFAS No. 123(R)
had been applied to all outstanding and unvested awards in the prior year
comparable period.

Year Ended December 31, 2005

Net Income as Reported $668,967
Add:
Stock-based compensation included in
reported net income
Deduct:
Total stock-based compensation expense
determined under fair value-based method
for all awards (no tax effect) (43,969)
Pro Forma Net Income $624,998
Net Income per Share:
Basic - as reported $ 13
Basic - pro forma $ 13
Diluted - as reported $ 13
Diluted - pro forma $ 13

Advertising

Advertising is expensed as incurred and was approximately $55,000 and $64,000
for the years ended December 31, 2006 and 2005, respectively.

New accounting pronouncements

In July 2006, the FASB issued Financial Interpretation No. 48, Accounting for
Uncertainty in Income Taxes ("FIN 48"), as an interpretation of SFAS No. 109,
Accounting for Income Taxes. FIN 48 clarifies the accounting for uncertainty in income
taxes recognized in an enterprise's financial statements in accordance with SFAS
No. 109 and prescribes a recognition threshold of more-likely-than-not to be sustained
upon examination. Measurement of the tax uncertainty occurs if the recognition
threshold has been met. FIN 48 also provides guidance on derecognition, classification,
interest, penalties, accounting in interim periods, disclosure, and transition. FIN 48
will be effective beginning January 1, 2007. Differences between the amounts
recognized in the statements of financial position prior to the adoption of FIN 48 and
the amounts reported after adoption should be accounted for as a cumulative-effect
adjustment recorded to the beginning balance of retained earnings. The Company

is still evaluating the impact, if any, the adoption of this interpretation will have on
the Company's financial position, cash flows, and results of operations.

In September 2006, the Securities and Exchange Commission ("SEC") issued Staff
Accounting Bulletin No. 108, Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements ("SAB 108").
SAB 108 provides interpretive guidance on how the effects of the carryover or reversal
of prior year misstatements should be considered in quantifying a current year
misstatement. The SEC staff believes that registrants should quantify errors using
both a balance sheet and an income statement approach and evaluate whether either
approach results in quantifying a misstatement that, when all relevant quantitative and
qualitative factors are considered, is material. SAB 108 is effective for the Company's
fiscal year ending December 31, 2006. SAB 108 did not have a material impact on
the consolidated financial statements.
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Dr. WILLIAM K. GROLLMAN
1942 - 2006

In 2006 we mourned the passing of Bill Grollman, our co-founder and longtime leader.

Bill was a friend, mentor, teacher and inspiration to an entire generation of accountants and
educators. All those whose lives he touched will remember his limitless energy and unending
optimism, even in the face of adversity. He made us feel as though we were all part of his
family. We extend heartfelt condolences to his wife Gail, his children and grandchild, and

all of his loved ones.
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