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CEQO’s Message

2002 was a very challenging year for most retail sales companies, which is why many larger
retailers offered sales incentives to entice consumers to buy their products. This helped their
sales but put pressure on their profits. In this type of sales environment small businesses in
particular were challenged to compete against those offering sales incentives. In 2002,
Chinaberry’s sales were affected by a very competitive holiday sales season and a weak retail
sales year.

Even though the year was challenging, we are pleased to announce that our company’s total
sales grew slightly and we were able make a small profit. This was not the financial result we
were planning for, but we accept our performance considering the challenges we faced last
year. Putting our financial results aside, we did make progress in other ways:

e Increased our shareholder equity with our Direct Public Offering

e Tested and made improvements to our catalogs that will help us market our products
better

e Improved our web sites

e Continued to train and involve our managers with our open book management
practices

e Implemented a stock ownership plan for our employees

All in all, we are looking forward to continued improvements from our management team so
that we will be prepared to take advantage of the opportunities a better economy will bring.

As you continue reading this report, you will see that we had successes as well as setbacks.

Highlights for 2002:

Catalog Tests and Changes: We completed a number of catalog tests that improved our
catalog performance. Here are some of the results that increased sales per catalog:

Higher quality paper for Isabella
Higher quality paper for Chinaberry
Order form inserts for Chinaberry
Catalog cover changes for Chinaberry

The Great Game of Business Program: The Great Game of Business is an open book
management program. Now in its second year, the Great Game has helped employees know
and understand how the company is doing financially. They are learning, growing,
participating and taking responsibility for the results. Employees are learning to be in charge
of their destiny, but understand that they must take tough financial years in stride. The unity



and teamwork that this program has created has helped to make a difficult year palatable.
Employees are more enthused than ever about making Chinaberry Inc. a successful and
sustainable organization. They know that they are a part of something larger than themselves
and this makes their efforts worthwhile.

Financial Improvements: We increased our inventory turns from 2.8 to 3.6. This reduced the
amount of inventory we needed this year by $288,000. Better inventory management
improves cash flow and capital requirements and diminishes capital needs.

Customer service liquidated $160,100 in sale merchandise through our up-sell/cross-sell
programs. This not only helped to decrease our inventory levels but it also added to our
annual sales. Customers liked the program too!

Financial Challenges: We challenged a California sales tax audit in 2002, but did not prevail.
The result was an additional expense of $21,000 in 2002.

The 2002 holiday season was not as profitable as we projected and affected our annual profits.
Since we are a seasonal business, holiday sales are very important to us. This season was
especially frustrating considering everyone’s extra efforts.

General and administrative expenses grew in relationship to sales, which decreased 2002
profits. These additional expenses were investments in people and systems for future growth
and will be a challenge going forward if 2003’s sales are weak.

Your Investment in Chinaberry: Thank you for supporting Chinaberry Inc. with your stock
purchase. You purchased an interest in a company that is committed to long-term success and
we are very focused on improving our products, catalogs, and profits. We encourage you to
be patient, especially in these difficult economic times.

Annual Reports: Each year you will receive an annual report that will let you know how
Chinaberry Inc. is doing. Since Chinaberry is not traded on a stock exchange, the annual
report is the only way for you to determine the company’s progress and therefore the value of
its stock. Please take the time to read this year’s report and visit our corporate web site
www.Chinaberrylnc.com from time to time.

Annual Meeting: If you have any questions regarding our annual report or the annual
shareholders’ meeting on June 17, 2003, please contact us at 619-670-5200 x3990 or e-mail
InvestorRelations@Chinaberry.net.

Gary DeMaine, CEO



Our Catalogs

We market directly to consumers by mailing catalogs to our current customers, rented catalog
lists and compiled lists from list service bureaus. The universe of prospective customers is
large and we have good growth potential. Although we had to keep our prospect mailing
small in 2002 because of the weak retail sales environment, we plan to mail more
aggressively as the economy improves.

We also market to the consumer with our internet affiliate marketing programs, search engine
placement programs and internet shopping malls. Our internet marketing opportunities are
more cost effective than our catalogs. We believe that blending internet and catalog marketing
(multi-channel marketing) will continue to be the best strategy for our future.

The Chinaberry Catalog: In spite of good prospecting results, total revenue for 2002 was
down $162,300 or 3.3% to $4,769,000 from $4,931,300 in 2001. This was below our sales
forecast and our annual goal. Chinaberry is in a very competitive marketplace with Amazon
and Barnes and Noble and we are working to diversify our catalog’s product mix to improve
financial results.

The Isabella Catalog: Total revenue for 2002 was $3,262,700 up $369,000 or 12.8% from
$2,893,700 in 2001. This growth is primarily due to a growing customer base and growing
web sales. This catalog enjoys a more fragmented market with less direct competition. We
are testing different catalog sizes to improve profits, but we are finding that our current size is
still the most productive. We will continue to search for ways to reduce the cost per catalog
to improve profits and lower mailing risks.

The Chinaberry Book Fair Catalog: Total revenue for 2002 was $510,700 down $31,700 or
5.8% from $542,400 in 2001. We attribute the lower sales this year to the weak retail
environment.

Our Products

We continually review the success of our product choices by analyzing what customers are
buying. This analysis balances our customers’ demands with our product selection criteria.
Our processes should continue to improve sales and customer satisfaction for both Chinaberry
and Isabella.

Product Analysis: This year’s product analysis of Chinaberry and Isabella merchandise sales
justified a new pricing policy for Chinaberry and Isabella merchandise. This policy will also
simplify and improve our analysis work.

Our current product mix for Isabella has been effective for this catalog. Health/Well-Being,
Body-Care, Surroundings, Spiritual Awareness and Jewelry are the strongest product groups.



Chinaberry’s current product mix is under review. 55% of the total items offered are books.
We are considering changing the mix by adding more non-book items, while maintaining our
core values and focus. Level III and IV books and Tending the Hearth products were the
strongest performers in the Chinaberry catalog.

Exclusive and Proprietary Products: Our kits and craft products hit record sales volume in
2002. We are currently looking for ways to increase the number of these products. We are
also in the process of changing our computer and accounting systems to allow us to expand
our investment in this area.

Our story tapes are doing well, however this group could benefit from more new titles. This
requires an investment of cash and time. We are looking for ways to address these issues by
forming joint ventures with investment partners.

Chinaberry’s catalog had about the same number of exclusive products as last year, 6% in
2002 versus 5% in 2001. Isabella increased the number of exclusive products to 14% in 2002
from 0% in 2001. Because good exclusive products have proven to be profitable, we are
always looking for ways to increase these percentages by negotiating exclusive terms with
vendors or creating and producing products ourselves.

Our Web Sites

Commercial Web Sites: Our two main commercial web sites, www.Chinaberry.com and
www.lIsabellaCatalog.com, got off to a good start in 2002 with sales increasing 50% to
$1,720,000. Sales are primarily driven by our catalog circulation with approximately 21% of
orders coming though our web sites. As customers become more comfortable with internet
shopping, we will be able to reduce processing costs and take advantage of marketing
opportunities through email campaigns and other internet initiatives.

Our new web marketing program was launched mid-year. There were four initial components
of the program:

Changes to enable our web sites to function as web marketing platforms
An affiliate program in partnership with Performics

Overture and Google sponsored links

Chinaberry and Isabella products on Catalog City
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By the end of the year we had approximately 100+ affiliate sites sending visitors to each of
our web sites. A quarter of these were sending visitors who placed online orders. The effects
of our web marketing became apparent in December. Three times as many people visited our
web sites in December 2002 as did in December 2001. Our web sales in December 2002
were double those of December 2001.



Incremental web sales directly attributable to our new web marketing program exceeded
$100,000 during the holiday season. This is a good start considering we started the program
in June. We are looking forward to continued growth in 2003.

Other web news: In October we installed near-real-time batch processing of web orders.
Web orders are now sent from our web sites to our in-house fulfillment computer system.
Credit card numbers are submitted for approval and order confirmations are sent back to web
customers typically within four minutes.

New Corporate Web Site: We also launched the new Chinaberry corporate web site,
www.Chinaberrylnc.com, in October. The purpose of the site is to promote the company and
provide a place for Chinaberry financial information and Chinaberry and Isabella news items.

New Relationships

New Board Member: We are very pleased to have our newest board member join Chinaberry
Inc. Anne G. Evans comes to us with a very rich background in business and life sciences.

Anne’s education & board certifications include an AB Zoology (Phi Beta Kappa), University
of California Berkeley 1978; Doctorate, UC Davis School of Veterinary Medicine 1982;
Internship, Cornell University 1983; Residency, UC Davis School of Veterinary Medicine
1985; Diplomat, American College of Veterinary Dermatology 1986; MBA, San Diego State
University 2000 (top ranked in class).

Anne also serves on several Boards of Directors, committees, and groups, including the
Corporate Directors Forum (2001-present); San Diego Venture Group (2000-present); La
Jolla YMCA (2001-present); San Diego Opera (2001-present); and the Pharmaceutical
Marketing Research Group (2000-present).

Her passions are corporate governance, enabling entrepreneurial ventures, and furthering
physical/mental balance and well-being. Anne's commitment to physical fitness and belief
that everyone can enjoyably incorporate fitness into their lifestyle led to the development of
Personal-Best, an organization dedicated to supporting this concept.

New Bank: We have changed our banking relationship, including our $400,000 term loan, to
Comerica Bank. Comerica Bank extended our revolving credit lines in 2002 from $300,000
to $600,000 with similar costs. Comerica’s services and lending capabilities will improve the
financial resources available to Chinaberry Inc. We are very pleased with this transition.

New Employee Stock Option, Stock Purchase and Stock Grant Plan: Shareholders voted to
adopt a Stock Ownership Plan at the 2001 annual meeting. It is our objective to pay bonuses
for every year that we meet our financial objectives. The plan is designed to include our




employees in the financial success of Chinaberry Inc. Unfortunately, financial goals were not
met in 2002 and therefore employees did not receive a bonus.

Publicity and Media

We are pleased to have received some very complimentary media coverage. Below is a
partial list of current articles that can be viewed on our web site. Go to
www.Chinaberrylnc.com and click on Company News and Publicity.

Isabella Catalog in Top 200 - Feb 28, 2003
Catalog Success magazine includes our Isabella catalog in their February 2003 list of the Top 200 fastest growing
catalogs.

Library Journal Reviews Under the Chinaberry Tree - Jan 17, 2003
Library Journal Review says that Under the Chinaberry Tree is "invaluable for any parent wanting to make worthy
reading decisions or gather tips for more profound communication and celebration with their children."

"Of Tales & Treasures" -- September 2001 - Jan 15, 2003
Feature article on Chinaberry written by Donna Loyle published in Catalog Success Magazine in September 2001.

Under the Chinaberry Tree - Oct 30, 2002

News flash: Broadway Books, a division of Random House, Inc., announces the February 2003 publication of Under
the Chinaberry Tree: Books and Inspirations for Mindful Parenting by Chinaberry's founder, Ann Ruethling, and her
able business partner Patti Pitcher.

Chinaberry wins Parents' Choice Award - Sep 30, 2002
The Parents' Choice Awards Committee named Chinaberry's Rainbow Luminaries Kit a Parents' Choice 2002
Recommended Award Winner.

‘Ownership In Focus’ Newsletter Features Chinaberry Inc. - Sep 1, 2002
The Beyster Institute newsletter ‘Ownership In Focus’ featured Chinaberry Inc. in the Summer 2002 issue.

Public Relations: We are working with a public relations firm to promote Chinaberry and our
new book, “Under the Chinaberry Tree.” These efforts have not produced the results we
were looking for because of the media’s preoccupation with the war. However, we intend to
look at renewing these efforts in the future.

Outlook for 2003

2003 will be another challenging year for retailers if the world events and a weak economy
continue to create uncertainty. Consumers will not spend if they are nervous. Retail sales
will suffer.

January through March sales were soft and well below forecast. With this in mind we are
taking proactive steps every month to reduce costs and conserve cash without greatly



affecting our business plans. We have cut wages and hours as well as general and
administrative expenses. Catalog circulation plans, which affect marketing costs, have been
adjusted. We hope sales will improve soon, but no one really knows how long this soft
economy will last. If this weakness continues, we will need to cut costs more aggressively.

Financial Performance Outlook: Last year’s annual report stated that we were anticipating a
better financial year in 2002 given a normal business economy. As we reflect on our 2002
results and think about the current environment, we are reluctant to forecast improvements in
2003. However, we are anticipating that 2003 will be a year of reducing costs and
maintaining revenue. Having the discipline NOT to lose money in the tough years is just as
important as making money in the good years.

Internet Marketing and Sales: We expect our internet sales from affiliate marketing programs,
search engine placement and internet shopping malls to increase substantially over last year’s
$100,000 incremental (not driven by our catalogs) sales. Also, the lower cost and greater
efficiency of internet marketing compared to normal catalog marketing will help to improve
profits and reduce total marketing costs relative to sales.

Business Improvement Goals: One primary goal for 2003 is to improve our gross profit
margin by negotiating better pricing and terms with product vendors. Our purchasing
department is also working harder than ever to improve inventory turns.

Another important goal is to reduce catalog marketing costs. We will do this by improving
catalog response rates and controlling catalog production costs. We will also work very hard
to manage catalog circulation by limiting the number of catalogs distributed in poor retail
climates.

We are continuing to develop and make use of our management and information systems
investment. This investment was designed to give employees the information management
tools needed for making better decisions. We are already seeing our employees work more
efficiently and effectively. This will allow us to improve and control our costs as well as
enable us to adapt quickly to an ever-changing business climate.

We continue to make improvements in our accounting and cash management systems. These
improvements are so important during difficult financial times.



Management’s Discussion and Analysis of 2002 Financial Statements
Selected Financial Data

Statement of Income Data:
Revenue
Gross Profit
Operating Expenses
Other Income & Expenses
Net Income
Liquidity and Capital Resources
Financial Position

Revenue

4 )

Revenue by Catalog The company’s sales, including

shipping revenue, grew 2.7% to
Book Fairs $9,782,700 for 2Q02, up $2563100
6% from $9,526,600 in 2001. While our

total revenue growth did not meet our
lsabella . forecasted sales projections for 2002,
38% Ch";ztj/e"y we do believe that the weak consumer

retail environment was the single
biggest contributor that affected
results. Chinaberry’s catalog
\a ~/ merchandise sales decreased by 3.3%
to $4,769,000 and represent 56% of
total sales. Isabella’s catalog merchandise sales increased by 12.8% to $3,262,700 and
represent 38% of total sales. Book Fair’s catalog merchandise sales decreased 5.8% to
$510,700 and represent 6% of total sales. Chinaberry, Isabella and Book Fair sales were all
below forecast in 2002 due to the weak retail market.

Gross Profit

The company’s gross profit increased by $155,700 to $5,888,600 in 2002, an increase of 2.7%
compared to $5,732,800 in gross profit for 2001. We maintained our gross profit margins in
2002. Gross profit in 2002 was 60.2% and gross profit in 2001 was 60.2%.

Chinaberry catalog gross profit decreased 1.1% to $2,719,600, Isabella catalog gross profit
increased 10.8% to $1,724,000, and Book Fair gross profit decreased 1.5% to $235,100.



Operating Expenses

Marketing, fulfillment, and general and administrative expenses totaled $5,930,900 (or 60.6%
of sales) for 2002 compared to $5,625,200 (or 59.0% of sales) for 2001. During 2002 we
increased our marketing and promotion expenses by $93,000 over 2001. These tests and
additional costs are required to make improvements in the long-term performance of our
catalogs. We balance these additional costs with our overall catalog circulation plans.
Marketing expense for 2002 was $2,007,600 or 20.5% of sales. Marketing expense for 2001
was $1,914,600 or 20.5% of sales.

Our fulfillment costs decreased by $77,700 or 3.9% in 2002. These costs represented 19.7%
in 2002 and 21.0% in 2001 revenues, respectively. Our operating managers worked very hard
to decrease our processing and labor costs this year. We are very pleased with the
improvements in this area.

Increases in salaries for professional staff and depreciation expenses from investments
accounted for the $290,400 increase in general and administrative expenses. These expenses
or investments in people and equipment were to be paid for by increased sales in 2002. This
did not happen as planned. If 2003’s sales are weak, we will have to reduce our general and
administrative costs.

Other Income and Expenses

Mailing list rental income increased to $101,500 in 2002 from $88,300 in 2001. This is an
increase of 15%, primarily as a result of better management of list exchanges and a growing
customer base. Interest income decreased 63% to $5,600 for 2002 versus $15,300 for 2001.
Interest expenses decreased 17% to $57,600 for 2002 versus $69,800 for 2001. Reduction of
our liabilities reduced the interest expenses and reduced our interest income.

Net Income
e ™\ Our net income decreased 97.7% to
Sales and Earnings (thousands) $3,200 in 2002 from $140,600 in 2001.
We are not happy with the profit results
10,000 160 because of all the hard work everyone
— 1 140 put into 2002. Our team worked very
9,500 1 | 138 hard to increase revenue but we were
9,000 + 1 80 unable to grow profits because of a poor
+ 60 retail sales year. Sales were below
8,500 + 1 40 forecast and profits were affected. We
8,000 | il SO did not lose money, but how frustrating!
2002 2001 2000
Liquidity and Capital Resources
= Sales 9782 | 9,526 | 8.902 W(el felt igimportarﬁ to reduce our debt to
| —e—FEamings | 4 141 133 ) strengthen our balance sheet and

improve our financial ratios.
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Net cash from operating activities decreased $201,900 in 2002 from a positive $452,900 in
2001. This reduction in cash flow was primarily due to a $489,500 reduction in trade
payables in 2002 versus an increase of $242,400 in trade payables in 2001. We also
liquidated inventory and used the cash to reduce liabilities.

Our Direct Public Offering closed on May 31, 2002. Thanks to the support of our customers,
vendors and employees, we raised $284,200 in 2002 through stock subscriptions. We used
$64,600 to purchase new hardware and software to upgrade our computer systems and web
sites, specifically to increase internet sales capacity and improve customer satisfaction. Cash
flow from financing activities provided $70,900 in 2002. We paid down principal on notes
payable and capital lease obligations.

Chinaberry Inc. ended the 2001 tax year as an S-corporation and, accordingly, the company’s
revenues and expenses were reported on the four shareholders’ individual income tax returns.
We distributed $67,000 to these shareholders in order to compensate them for the company’s
effect on their income. Chinaberry changed from an S-corporation to a C-corporation in
2002. No distribution will be necessary for 2002.

Financial Position

e ] ™ Asof December 31, 2002,
Shareholder Equity we improved Chinaberry’s
financial position

1,400,000 . .

considerably by managing
1,200,000 profits, i.e., not having a loss
1,000,000 -

in 2002, making profits in

800,000 | 2001 and 2000 and
600,000 generating cash through our
400,000 direct public offering. The
200,000 direct public offering

0 2002 2001 2000 increased shareholder equity
\n Equity 1,219,600 850,100 582,700 by raising approximately

© ) $675,000 in capital before
expenses. After recording

the direct public offering for 2002, our company’s equity increased to $1,219,600, up from
$850,100 on December 31, 2001.

This increase in shareholder equity and the reduction in liabilities for 2002 have reduced our
debt to equity ratio from 2.94 in 2001 to 1.24 in 2002. We are now below the industry
average of 2.0, which means we have less debt to equity than our peers. In these tough
financial times this is good progress.
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Management believes that cash flow from operations, borrowings from bank credit lines, and
the proceeds from our stock offering will adequately finance our business plan goals in 2003
if the retail environment does not decline too drastically. We are concerned about consumer
spending.

Certain Considerations

These forward-looking statements concern matters that involve risks and uncertainties,
including, but not limited to, those set forth below, that could cause actual results to differ
materially from those in the forward-looking statements. The matters set forth below should
be carefully considered when evaluating the company’s business and prospects.

A. Catalog Sales

The catalog industry is susceptible to the ebb and flow of the retail industry and the
general economy. While the company could benefit from a trend that increases the
popularity of catalog shopping, there is no assurance that the product selection will be
successful. The cost of catalog production, mailing, purchase of inventory, and increased
staffing in preparation for customer response are expenses in advance of that response. If
customer response is below management’s expectations and sales decrease before the
company can reduce expenses, the company’s financial performance will be adversely
affected.

B. Seasonality

As is the case with most retail businesses, we are dependent upon the sales produced
during the holiday season, the 4" quarter. That quarter can represent 50% of our annual
sales. If that quarter’s results are poor, we are likely to experience a poor financial year.

C. Competition

Large retailers like Amazon and Barnes and Noble have changed the face of catalog and
Internet sales. If one or more of the larger retailers decide to sell the same products, our
sales will be diluted because of competition. Competition in the type of products we carry
has increased significantly as the presence of the Internet has increased in consumers’
homes. Our primary defense is to increase our Internet presence, understand and service
our customers better, and to bring new and unique products to market before our
competitors.

D. New Initiatives

The company has undertaken marketing testing programs to improve selling through the
Internet and through our catalogs. The tests so far look promising, but there are no
assurances that they will be successful when fully implemented.
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E. Uncontrollable Events

The company is subject to trends and events beyond its control. For example, a severe
recession, terrorist activity or heightened military action have historically affected
consumer spending negatively.

F. Cost Increases

The company is susceptible to paper and postage cost changes. As a direct marketer, we
generate most of our sales from our catalogs. If increases were large enough, we would

be forced to reduce our catalog circulation to reduce costs. This is not a good long-term
decision and would affect our company’s long-term ability to grow sales.

G. Dependence on Key Personnel

The company is dependent on the continued services of Gary DeMaine, CEO, Ann S.
Ruethling, Founder and Vice President and Edward J. Ruethling, Co-Founder and Vice
President. The company has key man insurance on these key employees.

H. Dependence on Certain Suppliers

The company carries approximately 850 products between both catalogs. Our primary
risks involve our largest suppliers from large publishing companies. They represent
approximately 36% of products carried and there are no alternatives for these book titles.
However, as we grow we will be adding products from suppliers that have alternative
product choices.

1. Control

The majority of share ownership is in the hands of three main shareholders. They have
the ability to control strategy and operations of the company.
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