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LaserCard At Work

ltaly | National ID Card

Combination optical memory and IC chip card. Multiple
applications on a single card. Initial data stared includes
facial image, optional fingerprint image, digital signature,
digital certificates, and demographics. Other security
features include micro images, guitioche patterns and
Embedded Hologram QVD.

USA | U.S. Permanent Resident Card (Green Card)

issued since 1997 by the U.S. government. Stores facial
image, fingerprint image, signature image, and demo-
graphics. Security features include micro images at
12,000 dpi print resclution, and Embedded Hologram
personalized QVD.

Mexico | Laser Visa Border Crossing Card (BCC)

Issued by the U.S. Department of State. Advanced
electronic visa includes stored biometric fingerprint image
and minutiz files plus full color photograph for instant
identity verification. Enhances U.S. border security.
Features include micro images resolved at 12,000 dpi,
and Embedded Hologram OVD.

Canada | Canadian Permanent Resident Card

High security laser engraved identity card. Includes high
resolution security printing, and other advanced security
features. Designed to be interoperable with U.S. Green
Card and Laser Visa in support of the U.5./Canada Border
Harmonization Accord, Complies with International
Civil Aviation Organization (ICAQ) standard for machine
readable travel card.
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Financial Summary
\

Drexler Techneclogy Corporation and Subsidiaries

Five-Year Summary of Financial Information

Fiscal Years Ended March 31, 2000 - 2004

(In thousands, except per share amounts)

(Unaudited)

OPERATIONS DATA 2000(1) 2001(1) 2002 2003 2004

Revenues ............c.civuinnnnnn. $ 15,443 $ 24,906 $ 20,889 $ 26,331 $ 16,963

Cost of productsales ................. 8,668 12,199 10,652 13,906 13,157

Selling, general, and administrative
EXPENSES . o\t 3,996 4,134 5,165 6,202 6,700

Research and engineering expenses .. ... 1,299 2,370 3,045 2,818 2,620

Interest and other income, net . ........ 388 612 386 397 176

Income (loss) before income taxes. ... ... 1,868 6,815 2,413 3,802 (5,338)

Income tax (benefit) provision .. ........ (2,919) (1,097) (2,786) 1,520 7,089

Netincome (loss) .................v0 $ 4,787 $ 7,912 $ 5199 $ 2,282 $ (12,427)

Net income (loss) per share: !
BASIC vt $ 49 $ 80 $ 52 $ 22 $ (115 ;
Diluted ... $ 48 $ 76 § 50 3 21§ (1.15) ‘

Weighted average number of common
and common equivalent shares:

Basic ....... .. 9,812 9,897 9,961 10,356 10,761

Diluted ...... ..o 9,935 10,446 10,468 10,842 10,761
BALANCE SHEET DATA 2000(1) 2001(1) 2002 2003 2004
Currentassets ..........ciiniin.. $ 14,489 $ 18,333 $ 28,118 $ 21,192 $ 23,294
Current liabilities .................... 8,305 7.324 7.501 3,620 11,271
Totalassets ......................... 24,362 30,137 40,713 40,463 49,835
Long-term liabilities ... ............... — — — — 2,878
Stockholders’ equity . ................. 16,057 22,813 32,337 36,843 35,686

(1) As more fully described in the Company’s Report on Form 8-K dated May 15, 2002, the financial statements for fiscal 2000 and 2001 were
restated due to changes in the timing of revenue recognition of LaserCard optical memory cards that have been delivered into a secure, govern-
ment-funded vault built for the government on Company premises to comply with security regulations under the subcontract.

DREXLER TECHNOLOGY CORPORATION | ANNUAL REPORT 2004 1




Letter to Stockholders
/

To Our Stockholders, Employees, and Friends:

For the 2004 fiscal year, revenues were $16.9 million versus $26.3 ruillion for the previous fiscal year. Net
loss was $12.4 million or $1.15 cents per share diluted, compared with a profit of $2.3 million or 21 cents per
share diluted, for the previous fiscal year. The fiscal 2004 net loss included a federal income tax expense of
approximately $7.1 million, which was a major non-cash item.

Fiscal 2004 marked Drexler Technology's first year of loss in six years, which was mainly due to a
slower-than-expected start up for our overseas business and lower sales of U.S. Government Green Cards and
Laser Visa Border Crossing Cards. U.S. Government orders slowed as a result of prolonged case adjudication of
immigrant applicants and higher-than-historical government LaserCard® inventory levels, reducing new orders
to a combined total of 1.4 million cards in fiscal 2004, which is about half of the normal ongoing government
usage rate. We anticipate that normalized inventory levels, plus new government programs accelerating the
issuing time for Green Cards, will increase U.S. Government card revenues in fiscal 2005.

During fiscal 2004, the company commenced new LaserCard card manufacturing business for programs
in Italy, Saudi Arabia, and Senegal. Revenues for the Italian national ID card were expected to start in the first
quarter of fiscal 2004 but did not contribute significantly to revenue until the fourth quarter. The other two
programs also began late, starting in the fourth quarter at a pilot level. While these factors significantly reduced
potential gross profit during fiscal 2004, these programs are all expected to expand during fiscal 2005. For
the fiscal 2005 first quarter revenues were $8,710,000, including the recently acquired companies in Germany.

Despite these temporary setbacks, the company achieved significant progress toward building a strong
foundation for the future:

} 2 1,000 Biometric Verification Systems, which include our and Canada. In May 2002, the company was awarded a

!

i

3

Read/Write drive and application software, were sold during
FY2003, making good progress on advancing the biometric
verification of the more than 8 million LaserVisa Border
Crossing Cards that have been issued to date. The order,
valued at $3.4 million, was completed in December 2003, and
is scheduled to be completely deployed on U.S. borders this
summer. The system also authenticates U.S. and Canadian
permanent resident cards, and is compliant with published
International Civil Aviation Organization (ICAO) standards for
international interoperability of optical memory used in travel
documents.

> Foreign marketing efforts during fiscal 2004 targeted primarily
the new national iD cards for Italy and Saudi Arabia; mator
vehicle registration cards for three states of India; and immi-
grant permanent resident cards for non-citizens of Italy

|
N
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2.3-million card, five-year subcontract for production of the
new Canadian Permanent Resident Cards. Within the first
three years of this contract, we have maintained deliveries
consistent with the government card issuance rate, and
delivered over 1.5 million cards to date.

*. As of June 30, 2004, the italian government ordered more

than 2 million LaserCard optical memory cards for use as Italy’s
national ID card. Called the Carta d'ldentita Elettronica (CIE),
this digital ID card program represents the first use of a
LaserCard optical memory-based national identification card
within the European Union.

5 in April 2004, the Company sold a $41 million technology

license, equipment, training, and support agreement package
for a second source optical memory card manufacturing
operation in the new EU member state of Slovenia.




Foreign Business ~ Plans and Marketing Objectives

For fiscal year 2005, owing to our success in Italy and the
German acquisition, we anticipate that foreign government
business offers the most significant opportunity for profits
and growth. In preparation, the company expanded manufac-
turing operations in California in fiscal 2004 to meet product
requirements abroad, and completed the acquisition of two
German card businesses.

Our capital investments of about $4 million in the
company's headquarters expanded our production capacity
for the new sheet process to five million cards per year from
approximately two million, while adding needed floor space
for further expansion of other operations.

Concurrent with the California expansion, Drexler
Technology successfully negotiated the acquisition of
Challenge Card Design GmbH, based in Rastede, Germany
(CCD), and cards & more GmbH, based in Ratingen,
Germany(C&M). The addition of Challenge Card Design
(CCD) immediately added manufacturing capacity for up to
20 million conventional plastic cards per year, and bolstered
Drexler Technology's ability to ramp up the production of
sheet process cards. We plan to complete additional capital
investments in the CCD facility to provide an additional
manufacturing capacity of five million optical cards per
year, creating a significant production resource within the
European Union (EU). Our new capabilities create the
world’s first full-service card manufacturing facility ready
to supply cards featuring the key technologies demanded
by the market— optical memory, contact IC chip, contactless
RFID, and magnetic stripe, as well as many other high secu-
rity features— either singly or in combination. The addition
of cards & more GmbH also established our own sales and
marketing base for our European, Middle Eastern, and
African (EMEA) operations, as well as providing a strong
regional systems integration capability.

Fiscal 2005 foreign marketing efforts will be built
primarily around government card contract wins that could
spur other governments to adopt the LaserCard. The CIE
card order from Italy will assist marketing efforts toward
national ID card programs of the other European Union
countries.

In April 2004, we announced a purchase order valued
at $140,000 for LaserCard products for a secure banking
project under the auspices of Societe Nationale La Poste, the

national Post Office of Senegal, Africa. The order includes
LaserCard optical memory cards and secure card encoders
and readers to facilitate consumer banking transactions at
post office branches. Secure banking represents a new
application area for optical cards.

In April 2004, we concluded a $41 million technology
license, equipment, training, and support agreement package
for a second source optical memory card manufacturing

Left to right: Christopher J. Dyball and Richard M. Haddock, Co-Chief
Executive Officers, and Steven G. Larson, Chief Financial Officer

operation in the new EU member state of Slovenia. We
entered into the agreement with the Global Investments
Group, based in Auckland, New Zealand, and the agreement
provides for payments of $29 million for the license and $12
million worth of manufacturing equipment and installation
support for the new facility. Global Investments Group has
agreed to pay Drexler Technology a royalty for each card
produced during the 20-year term of the License Agreement.
The territories covered by the license include most of the
European Union and Eastern European countries. Global
Investment Group has exclusive marketing rights in certain
territories outside of our target markets, with performance
goals to maintain these rights. Start-up of the new manu-
facturing facility is planned for summer 2005.

The creation of a new, full capability, optical memory
card manufacturing facility in the EU will complement our
new German card manufacturing, systems, and marketing

organizations. This further helps fulfill our goal of positioning

optical memory cards as a widely-adopted solution technol-
ogy of choice for secure national identification applications.

DREXLER TECHNOLOGY CORPORATION | ANNUAL REPORT 2004
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Letter to Stockholders (continued)

/

U.S. and foreign government programs feature long sales
cycles that rely on government policy making, which can be
influenced or interrupted by political and other events such
as changes in leadership, evolving technical requirements,
budget approvals, and social considerations. Therefore, there
is no assurance that such programs will be continued or
implemented as visualized or that their timing will match
our expectations.

U.S. Government Marketing Objectives

Our U.S. government marketing objectives during fiscal 2004
were primarily focused on the expanding need for enhanced
U.S. secure credentials. As of June 30, 2004, we had sold more
than 22 million multi-biometric ID LaserCard optical memory
cards for United States government programs. Cards are for
use as “Green Cards” by the U.S. Department of Homeland
Security (DHS), formerly Immigration and Naturalization
Service (INS), and Laser Visa Border Crossing Cards (BCCs)
by the Department of State. These government programs
have made Drexler Technology one of the world’s leading
manufacturers of digital, high security, multi-biometric
identification cards.

The US-VISIT program has been one of Drexler
Technology'’s strategic priorities since 9/11. The passage of the
PATRIOT and Enhanced Border Security Acts placed emphasis
on the need for the use of biometrics in the nation’s border
management system and stressed the need for tarmper resist-
ant, ICAO-compliant machine readable travel documents.

The combination of our Border Crossing Card and
Biometric Verification System, which were specified by INS
and the US-VISIT Office of DHS respectively, represent a tried,
proven, reliable and secure solution to these legislated require-
ments. Nevertheless, the laws also placed great emphasis on
the integration and availability of FBI and other on-line data-
bases to help identify and interdict “undesirable” visitors to our
shores. Once this on-line component of the system became
reality, the I'T managers of the government agencies involved
made the argument for continuing with this on-line database
system philosophy for the ID verification of approved visitors,
with or without the use of tokens, such as cards.

We believe in and are continuing to promote the perform-
ance, cost, and security benefits of an optical memory card
based solution for use in US VISIT applications. However, we
recognize that the optical card implementation philosophy
(where the user carries his own data, which is made available
at the transaction point under the principle of informed

DREXLER TECHNOLOGY CORPORATION | ANNUAL REPORT 2004

consent) runs counter to a totally on-line system approach
border management. We believe that the merits of the highl,
secure optical card personal credential will be recognized
when the invasive nature of the on-line systems approach,
along with the inevitable network downtime and potential of
hacking becomes apparent.

Our strategy is to continue our full support of our U.S
government VARs while focusing our principal marketing
efforts on Europe and other overseas operations.

The potential of these overseas programs runs into the
hundreds of millions of cards and it is clear that, during the
next ten years, many countries will upgrade their existing ID
documents, following the examples of Italy and Saudi Arabia
or introduce new ones, as is being discussed in the United
Kingdom.

We expect the U.S. Laser Visa BCC and Green Card
programs to continue to run at moderate levels in the comin,
year, and to contribute to our fiscal 2005 revenues. However,
we believe that in the short term, the Italian CIE program may
be the largest contributor to revenues, while in the medium
to long term, we expect significant growth from other national
programs, which are the subject of our intense focus today.
We and our overseas marketing team will continue to seek
out large card program opportunities where a significant level
of fraud resistance is required and/or multiple-biometrics are
desired for secure identification purposes.

@5—»\‘
Christopher J. Dyball
CO-CHIEF EXECUTIVE OFFICER

Richard M. Haddock
CO-CHIEF EXECUTIVE OFFICER

A

Steven G. Larson
CHIEF FINANCIAL OFFICER

Drexler Technology Corporation
August 1, 2004
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The Company’s Operations

e

Drexler Technology Corporation develops, manufactures, |

and markets optical data storage products and systems |
featuring LaserCard® optical memory cards and J

chip-ready OpticalSmart™ cards.

5,
e e e

Drexler-made LaserCard optical memory cards are used for
digital governance applications such as immigration, border
crossing visas, cargo manifests, motor vehicle registration,
multi-biometric identification (ID) cards, and other digital
read/write card applications. LaserCard Systems Corporation
(LSC), a wholly owned subsidiary of Drexler Technology
Corporation, makes optical card read/write drives, develops
optical card software, and markets optical cards, read/write
drives, and related systems. Challenge Card Design
Plastikkarten GmbH of Rastede, Germany (CCD), and cards &
more GmbH of Ratingen, Germany (C&M) became wholly
owned subsidiaries of Drexler Technology on March 31, 2004.
CCD manufactures advanced-technology cards, and C&M
markets CCD cards and system solutions worldwide and is a
representative for various thermal card printers in Europe, the
Middle East, and Africa.

Drexler Technology Corporation was incorporated under
the laws of the State of California on July 23, 1968, and was rein-
corporated as a Delaware corporation on June 24, 1987. The
Company's mailing address and executive offices are located at
1875 North Shoreline Boulevard, Mountain View, California
94043, and the telephone number is (650) 969-7277. Throughout
this report, the “Company,” “we,” and “us” refer to Drexler
Technology Corporation and subsidiaries, unless otherwise
indicated.

High-resolution micro
fine guilloche patterns
with micro text and
covert image

Personalized Embedded
Hologram OVD
(optically variable
device)

e g

| The Company’s annual report on Form
10-K, quarterly reports on Form 10-Q,
current reports on Form 8K, and all amend-
. mentsto those reports can be obtained free of

\ charge after such material is electronically

" filed with or furnished to the Securities and
Exchange Commission (SEC). These documents are available as
soon as reasonably practicable using the hypertext link to the SEC'’s
website via the Company’s website, www.drexlertechnology.com.
They also may be obtained directly from the SEC's website,
www.sec.gov/edgar/searchedgar/companysearch.html under
CIK code 30140. In addition, these documents and the
Company’s “Code of Ethics and Business Conduct for
Employees, Officers, and Directors” are posted on the Company’s
website.

The LaserCard optical memory card is an updatable, laser
recordable, computer readable, credit-card sized, data storage
card— invented, patented, developed, and manufactured by the
Company. It contains a reflective stripe of laser-recording materi-
al called Drexon® a Company invention. Along with its ability to
record, update, and store up to 4.1 megabytes of digital data
(2.86 megabytes of user data), this unique card offers multiple
data-security features, can be carried in a wallet, and is highly
resistant to counterfeiting and data tampering. This makes the
LaserCard ideal for portable, recordable, secure, cumulative data
storage and cardholder identification.

The Company’s product line primarily consists of LaserCard
optical memory cards, optical card read/write drives, optical card
systems, chip-ready hybrid OpticalSmart™ cards, and other

H

Guilloche patterns/
micro text offset security
= printing (.03mm-.06mm
" line thickness)

Permanently record,
update and store up to
4.1 megabytes of data

\
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The Company’s Operations (continued)

/

advanced-technology cards. The Company also sells optical
card-related software and third-party peripherals, including finger-
print sensor units, digital video cameras, and thermal card printers.
The Company’s LaserCard products are sold mainly through
value-added reseller (VAR) companies and card-distribution
licensees, with primary target markets being domestic and foreign
government programs, particularly for secure identification cards.
Company revenues also include fees from the occasional sale of
patent and know-how licenses.

Originally a supplier of photomasks to the semiconductor
industry, the Company transitioned its business into optical
memory cards over a humber of years of research, product develop-
ment, production engineering, marketing, and licensing. After
several years of moderate-sized orders, the breakthrough order
for LaserCard optical memory cards came in February 1997 in the
form of a $7.1 million order for Permanent Resident Cards (Green
Cards) under a subcontract where the United States Immigration and
Naturalization Service (INS) was the ultimate customer. This initial
order was followed by a series of additional multi-million-dollar
order releases under subcontracts for INS Green Cards and for U.S.
Department of State “Laser Visa” Border Crossing Cards (BCCs). In
June 2000, the Company was awarded a U.S. government subcon-
tract to supply Green Cards and Laser Visa BCCs over a period of up
to five years. Under this five-year subcontract, successive order
releases totaling $41 million have been received by the Cornpany as
of March 31, 2004. In early 2003, the INS became part of the newly
formed U.S. Department of Homeland Security (DHS), which is now

the ultimate customer under the Company’s subcontract for Gre
Cards and Laser Visa Border Crossing Cards.

In addition, the U.S. Department of Defense has employed t
LaserCard since 1993 in its Automated Manifest System, now us
for both Army and Marine miilitary cargo shipments. Through Mar:
31, 2004, the Company has recorded revenues of over $81 million «
LaserCard optical memory cards sold for U.S. government progran

In mid-2002, the Canadian government began issuing tl
Company’s optical memory cards as the new Canadian “Maple Lea
Permanent Resident Card.

Applications for the LaserCard include the following:

e

%> United States Permanent Resident Card (Green Card)

! IU United States Department of State Laser Visa Border

: Crossing Card (BCC)

‘ 2 United States Department of Defense Automated Manifest
System Card

> Government of Canada “Maple Leaf” Permanent Resident Card

v Italian national ID card for citizens

¥ Saudi Arabian ID card

‘ iy Other developing programs involving banking, medical record

\ cards, and vehicle registration cards

e e e e e e e e

On March 31, 2004, the Company successfully completed th
acquisition of two related German card companies, Challenge Car
Design Plastikkarten GmbH of Rastede, Germany, and cards & mor
GmbH of Ratingen, Germany, including their sales operations in th,
USA and Korea. These acquisitions provide the Company with
strong card manufacturing base to serve the European, Middl

Forward-Looking Statements. All statements contained in this Annual Report,
including the foregoing Letter to Stockholders, that are not historical facts are forward-
fooking statements. The forward-looking statements in this report are made pursuant to
the safe harbor provisions of the Private Securities Litigation Reform Act of 1995, They are
not historical facts or guarantees of future performance or events. Rather, they are based
on current expectations, estimates, beliefs, assumptions, and goals and objectives and are
subject to uncertainties that are difficult to predict. As a result, the Company’s actual
results may differ materially from the statements made. Often such statements can be
identified by their use of words such as “may,” “will,” “intends,” “plans,” “believes,”
“anticipates,” “visualizes,” “expects,” and “estimates.” Forward-looking statements made
in this report include statements as to current and potential market segments, customers,
and applications for and deployment of the products of the Company; statements as to the
business benefits to the Company as a result of the March 2004 acquisition of two German
companies— including increased revenue potential, card production capacity and product
flexibility; statements as to the advantages of, potential income from, and duties to be per-
formed under the sale of a secand-source card manufacturing license; statements as to the
Global Investments Group (GIG) license for second-source card production in Slovenia,
including future scheduled payments and royalties, targeted startup date and production
capacity, and that the Company will sell equipment to GIG, provide GIG with installation
support, and have an-site personnel; production quantities, delivery rates and expected
delivery schedule, backlog, and revenue recagnition for Company products for U.S. or for-
eign government pragrams; statements as to potential deployment and use of the
Company’s products in the Department of Homeland Security (DHS) U.S. Visitor and

u ou " ou

"
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Immigration Status Indication Technology (US-VISIT) program; expectations as to the ne
sheet-lamination production facilities and the short-term effect on gross margin
uncertainties associated with achieving adeguate production capacity for sheet-laminati
process cards 1o meet order requirements and defivery schedules; anticipated continu
use of the Company’s products by the governments of the United States, Canada, and lta!
reliance on value-added resellers and system integrators to generate sales, perfor
customer system integration, develop application software, test products, and work wi
governments to implement card programs; the Company's efforts to recruit new valu
added resellers (VARs}); the need for, expected success of, and potential benefits from t
Company's research and engineering efforts, including developing new or enhanced ca
capabilities, software products, production-modef read-only drives, or drives with advanc
security features or lower manufacturing costs; whether introduction of new drives
increase sales, and the effects of read/write drive prices and sales volume on gross profits
or gross margins from read/write drive sales; the Company’s belief that the read/write drive
inventory is reflected at its net realizable value; belief that there is a market for both
designs of its readfwrite drives to support and expand optical card sales and that the
read/write drive inventory on hand will be ordered by customers; expectations regarding
revenues, margins, capital resources, and capital expenditures and investments, and the
Company's deferred tax asset and related valuation allowance; anticipated reductions of
federal tax cash payments due to current Company tax benefits; statements as ta expect-
ed card delivery volumes, estimates of optical card production capacity, expected card
yields therefrom, the Company’s ability to expand production capacity, and the Company's
plans and expectations regarding the growth and associated capital casts of such capaci-
ty; estimates that revenues will be sufficient to generate cash from operating activities



Kastern, African, and Asian markets, supplementing the Company’s
1ewly expanded manufacturing operations in California. While
“uture operating results of these German companies will be consoli-
Jated into the Company’s financial statements for future periods,
he historic resuits of CCD and C&M have not been included in the
nancial statements for fiscal 2004 and prior periods, although the
onsolidated balance sheet as of March 31, 2004 reflects the acquisi-
ion of these two companies.

Effective April 3, 2004, the Company sold a royalty-bearing,
second-source card-manufacturing license to the Global
nvestments Group, for optical memory card manufacturing in
slovenia. This agreement provides for payments to the Company of
29 million over the 20-year term of the license (consisting of a five-
‘gar training support package, followed by an ongoing support phase
or an additional 15 years). Additionally, the Company is to sell
mproximately $12 million worth of the required manufacturing
}quipment and provide installation support for the licensee’s new
acility to achieve a targeted initial manufacturing capacity of
0 million optical cards annually. The Company has received the ini-
ial $5 million of payments called for in the agreements, consisting of

partial payment for the equipment of $500,000 as of March 31, 2004
nd $4.5 million subsequent to March 31, 2004. Start up of the Global
westments Group facility is planned for early 2005.

or a discussion of the risk factors related to the Company’s
usiness operations, see the sections entitled ‘Forward-Looking
tatements,” “Factors That May Affect Future Operating Results,”
nd “Management’s Discussion and Analysis of Financial
‘ondition and Results of Operations.”

Optical Data Storage

Optical data storage systems use a beam of laser light to write and
read information. This information is stored digitally in a binary
code of “1” or “0” bits that are represented by either the presence or
absence of a physical “spot” on the recording surface. The
difference in reflectivity between the background surface and the
individual spot is measured by a light-sensing device and converted
into an electrical signal. These signals are then translated by a micro-
processor into text, graphics, sound, and pictures (which can
include facial images and other biometric identifiers). Using optical
data storage, a large amount of data can be stored on a relatively
small surface area since the digital data spots are microscopic
in size.

The Drexon® Laser Recording Medium

The Drexon® laser recording medium was invented and patented by
the Company for optical data storage. It consists of a thin, organic
film or colloidal matrix that contains a thin layer of microscopic
silver particles. Using proprietary and patented processes, the
Drexon material is produced by chemical conversion of photo-
graphic emulsions, creating a reflective recording surface. As
described under “Prerecording,” Drexon allows data to be recorded
using a laser and/or prerecorded using photolithography.

The Drexon medium is DRAW (direct-read-after-write). DRAW
media permit data to be read immediately after laser recording — for
instantaneous checking of information. Data can be laser
written onto the Drexon material at any time (immediately, or even
over a period of years) but data can be written in a specific

2r the next 12 months despite expected quarterly fluctuations; expectations regarding
arket growth, product demand, and the continuation of current programs; potential
ansion or implementation of government programs utilizing optical memory cards,
“luding without limitation, those in Senegal, India, and Saudi Arabia, and the timing of
= award of any prime contracts for such programs; and the Company’s plans, objectives,
id expected future economic performance.

These forward-looking statements are based upon the Company's assumptions
out and assessment of the future, which may or may not prove true, and involve a num-
.1 of risks and uncertainties including, but not limited to, whether there is a market for

cards for homeland security in the U.S. and abroad, and if so whether such market will
utilize optical memory cards as opposed to other technology; customer concentration and
reliance on continued U.S. and Italian government business; risks associated with doing
business in and with foreign countries; whether the Company can successfully integrate
and operate its recently acquired German subsidiaries; whether the Company will be
successful in assisting GIG with factory startup and training; whether GIG will have the
financial wherewithal to make its required payments to the Company and to operate the
facility; whether the facility will efficiently produce high quality optical memory cards in
volume; whether GIG will be abfe to procure and satisfy customers so that it owes and pays
royalties; and whether GIG will encounter unexpected delays in constructing and staffing
the facility; lengthy sales cycles and changes in and dependence on government policy-
making; reliance on value-added resellers and system integrators to generate sales,
perform customer system integration, develop application software, integrate optical card
systems with other technolagies, test products, and work with governments to implement
card programs; risks and difficulties associated with development, manufacture, and

deployment of optical cards, drives, and systems; the impact of litigation or governmental
ar regulatory proceedings; the ability of the Company or its customers to initiate and
develop new programs utilizing the Company's card products; risks and difficulties
associated with development, manufacture, and deployment of optical cards, drives, and
systems; potential manufacturing difficulties and complications associated with increasing
manufacturing capacity of cards and drives, implementing new manufacturing processes,
and outsourcing manufacturing; the Company's ability to produce and sell read/write
drives in volume; the unpredictability of customer demand for products and customer
issuance and release of corresponding orders; government rights to withhold order releas-
es, reduce the quantities released, and extend shipment dates; whether the Company
receives a fixed payment schedule and/or a schedule, notification, or plan for shipments out
of the government-funded vault located on the Company's premises, enabling the
Company to recognize revenues on cards delivered to the vault instead of when cards later
are shipped from the vault; the impact of technological advances, genieral ecanomic trends,
and competitive products; and the possibility that optical memory cards will not be
purchased for the fult implementation of card programs in italy, Saudi Arabia, India, and
Senegal or for DHS programs in the U.S., or will not be selected for other government
programs in the U.S. and abroad, inciuding the US-VISIT program; the risks set forth in the
section entitled " Factors That May Affect Future Operating Results” and elsewhere in this
report; and other risks detailed from time to time in the Company's SEC filings. These
forward-looking statements speak only as to the date of this report, and, except as required
by law, the Company undertakes no obligation to publicly release updates or revisions to
these statements whether as a result of new information, future events, or otherwise.
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location on the medium only once (write once). After an area is
recorded, firmware prevents that same location from being over-
written with new data. Obsolete data can be ignored by the system
but remains permanently stored on the Drexon optical card as
an audit trail of all changes. New or revised information is recorded
in a new location. Through these procedures, the card is easily
updatable,

Thus, although the Drexon material is not physically erasable
like magnetic storage media, Drexon can be corrected and updated
at any time and has the important audit trail feature that
magnetic media do not have. Data can be read at any time (read
many times), allowing access to newly recorded data and to the
audit trail. The permanent audit trail inhibits data tampering and
is of fundamental importance for high security identification
card applications.

To form LaserCard optical memory cards, the Drexon laser
recording material is encapsulated within layers of polycarbonate
plastic (laminated using electron-beam equipment) and then die cut
into card shape. The resulting LaserCard conforms to international
card standards for size, thickness, and flexibility. Currently, the aver-
age wholesale price to VARs per card is under $5 when the cards are
ordered in hundreds of thousands, and even lower in cost when larg-
er quantities of basic cards are ordered.

LaserCard Digital Governance Applications

To date, the most widespread use of LaserCard technology has been
in programs involving digital governance, defined as facilitating or
expediting the process of governing by documenting the grant of cer-
tain rights to citizens and/or non-citizen permanent residents. The
counterfeit- and tamperresistant cards are consumable products
because they typically are replaced periodicaily. The following are
examples of digital governance cards:

3 The current U.S. Green Card, or Permanent Resident Card, made by the
Company and issued by the Department of Homeland Security, evidences
that a foreign worker is approved to reside and be employed in the
United States.

3 The current Laser Visa Border Crossing Card, made by the Company
and issued by the United States Department of State, permits Mexican
citizens to visit and shop in the United States (within 25 miles of the U.S.
border) for up 1o 72 hours.

3 The current Canadian "Maple Leaf” Permanent Resident Card,
made by the Company, has been issued by the Government of Canada
since mid-2002 to confirm Canadian permanent resident status and as
a safe proof of status document for permanent residents re-entering
Canada by commercial carrier after international travel
(http:/fwww.cic.gc.cafenglish/pr-card/prc-about.htm).
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» The electronic national ID card application in italy, now in Phase 2,
identifies the holder as a citizen and confers upon the holder the rights
and privileges to which a citizen is entitled. An Italian permanent resi-
dent card for non-citizens may also be implemented.

» In a planned program for the Kingdom of Saudi Arabia, the
LaserCard would be used as a secure personal identification card. The
Company has sold read/write drives for installation of the infrastructure
required for card issuance, and also has shipped smalt quantities of
optical memory cards for testing and sample purposes.

® For a secure banking project under the auspices of Societe
Nationale La Poste, the national Post Office of Senegal, Africa, the .
LaserCard is planned to be issued to transient workers who often bank
at remote branches which are not on-line in real time with each other.

9 In a newly launched motor vehicle registration pragram in the
State of Delhi, india, the OpticalSmart™ LaserCard would be used for
storing the payment of road tax, vehicle registration, insurance, violations
and vehicle fitness. The State of Gujarat has reportedly issued up
to 200,000 such optical cards based registrations to date, and the State
of Maharastra has a planned OpticalSmart™ card program as well.

3 The U.S. Department of Defense uses the LaserCard as a
paperless cargo manifest in its Automated Manifest System for
governing and facilitating the shipment of military cargo to Army and
Marine deployments.

Reading and Writing Optical Memory Cards

The opftical card read/write drive contains a low-power, semico
ductor diode laser for writing (10.0 milliwatts) and reading (0.
milliwatts) of data. The read/write drive is connected to
personal computer as an external data storage peripher:
Information is recorded when the read/write drive pulses the las
beam through the upper clear layer of the card, formin,
microscopically small spots in linear tracks on the Drexon materi:
The recorded spots represent digital data, which can be read by
computer system using an optical card reader or reader/writ
peripheral.

Data Storage Capacity

A byte is a unit of computer storage—the amount of memory nee
ed to store a single number or letter. A kilobyte is 1,024 byte
A megabyte is 1,024 kilobytes (or 1,024 x 1,024 bytes = 1,048 576
bytes). The data storage capacity of the standard LaserCard is 4,100
kilobytes, or 4.1 megabytes, explained as follows. The LaserCard’s
data storage capacity is determined by the spot size, track pitch, and
width of the Drexon optical stripe used in the card. The standard
spot size is 2.5 microns and the standard track pitch is 12 microns. A
micron is 1/1,000 of a millimeter, or about 1/75 the width of a human
hair. (The smallest size spot the human eye can see is about 20
microns.) Two card products conforming to international standards
are manufactured by the Company: a 16-millimeter stripe LaserCard



.5 megabyte capacity) and a 35-millimeter stripe LaserCard (4.1
iegabyte capacity). The LaserCard itself is the size of a conventional
edit card.

A significant portion of the LaserCard’s total data capacity is

sed for an error detection and correction, or EDAC, algorithm.
:DAC is routinely used in various data storage and transfer methods
2 compensate for data errors resulting from transmission errors,
arface scratches above the recording material, or contamination
ach as dust or fingerprints. EDAC is automatically added to data
written onto the LaserCard, to achieve written data error rates of
2ss than one in a trillion.

The resulting data storage capacities are 2.86 megabytes of
‘user” capacity for the standard 4.1 megabyte LaserCard and 1.1
negabytes of “user” capacity for the 1.5 megabyte LaserCard. The
i6-millimeter stripe LaserCard with 1.1 megabytes of user capacity
:an be employed in conjunction with a microcontroller/micro-
wrocessor chip to create a hybrid smart card, which the Company
-alls an OpticalSmart™ card.

The amount of data that can be stored on the LaserCard varies
iepending upon the type of digital file, file compression algorithm,
ormatting parameters, and data encoding sector size. Typically, a
.86 megabyte LaserCard can store more than 1,200 digital text
vages or 200 scanned text pages. If the LaserCard is used in a trans-
~tion-based application, more than 35,000 transactions could
e recorded. The 2.86 megabyte LaserCard has approximately one
undred times the storage capacity of a 32-kilobyte integrated
ircuit (IC) smart card and over 10,000 times the capacity of a
agnetic-stripe card.

aserCard Prerecording

nother feature of the LaserCard is its recordability both during and
fter the card manufacturing process. Since photographic film is the
ase material from which Drexon is made, photolithography is used
uring the manufacturing process to prerecord optical digital data,
raphics, and formatting such as tracks and other indicia, while the
Im is still photosensitive. Later, after the film is chemically
rocessed to become Drexon media and is made into cards, data can
2 laser recorded or updated at any time—even over a period of
years.

LaserCard Durability

Unlike most other types of digital storage media, the LaserCard
can be manufactured to withstand temperatures of 100 degrees
Centigrade (212 degrees Fahrenheit) for extended periods.
Additionally, its ability to withstand flexure exceeds that of conven-
tional credit cards and far surpasses chip cards. Because the Drexon
material is a nonvolatile data storage medium, it is not vulnerable
to data loss or damage when exposed to X rays, static electricity,
application of voltage, or other electromagnetic interference.

Testing has indicated that, when protected by an appropriate
envelope, the LaserCard is not normally damaged by the usual dust
particles, grime, and scratches common to other types of cards
carried in a wallet environment. The ISO/DELA Standard (discussed
below) uses a pit center data detection scheme for the highest
reliability in reading and writing, coupled with a powerful EDAC
code to maximize the life of the LaserCard.

The longest running LaserCard program is the U.S. Department
of Defense “Automated Manifest” card (since 1993).

LaserCard Security Features and Capabilities

The level of data security used with the LaserCard would depend
upon the type of application. Very high security features are required
for government-issued 1D cards, visas, immigrant work permits,
licenses or permits, and for the protection of confidential informa-
tion such as medical records and other personal data. The Laser-
Card's high storage capacity accommodates the use of multiple,
nonerasable, security safeguards in addition to holding all of the
user data and an audit trail. These security measures include eye
readable and computer readable security features to enhance data
security, confidentiality, and resistance to counterfeiting and data
tampering.

The LaserCard is a multiple-security-feature, digital identity card
solution that offers customers the capability of utilizing all or any
combination of the following security features on the same card:

B It can be upgraded time and again to deter data tampering and
high-tech counterfeiters.

58 [t can store PC-readable (digitized) text and multiple biometrics—
face photographs, signatures, fingerprints, hand scans, iris or retina scans,
and other biometrics (simultaneously).

2 It can permanently contain an "audit trail” of all digital data record-
ed on the card — even data that is thought to be “erased” by the user.

B It can utilize a patented process of uniquely laser-engraving
an eye-readable image of the cardholder’s face, biographic data,
signature, document number, and card expiration date.

3 It can have a unique, laser-engraved, sequential identification
number.

B2 It can store precise, high-resolution microimages during the card
manufacturing process—for example, images of all U.S. presidents and
all state flags (which the Company does for Department of State and
Department of Homeland Security cards).

3 [t can store digital certificates, digital signatures, and public and
private cryptographic keys based upon public key infrastructure for
use with the Internet, intranets, or extranets for verifying identity.

8% It can contain an optically variabie device for card authentication.
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Biometrics, Digitized Photos, PINs,
and Dedicated Systems

Various computer-readable security safeguards that can be used
with the LaserCard include multiple biometric identifiers on the
same card—such as digitized iris or retina scans, signatures, finger-
prints, and hand geometries; digitized color photographs; bio-
graphic data; and one or more personal identification numbers
(PINs). Combinations of these and other security features can be
recorded onto the card when it is initialized by the card issuer, for
later authentication of the card when it is in actual use. Also, the
Company can factory-prerecord dedicated interface codes onto the
card’s embedded optical memory stripe so that cards without these
codes will not function in dedicated equipment, or vice versa.

With its multi-biometric data capability, the LaserCard’s 2.8
megabyte (2,800 kilobyte) storage capacity exceeds the require-
ments needed for the following multi-biometric ID standards:

» US. National Institute of Standards and Technology (NIST) February 11,
2003 requirements for two fingerprints (10 kilobytes each) and a
10-kilobyte facial image (total of 30 kilobytes) of data storage.

» The International Biometrics group recommends the capture of iris, face,
and fingerprint biometrics from visa applicants.

3 The International Commercial Aviation Organization (ICAO) recommends
10 fingerprints, face, and iris hiometrics, requiring about 250 kilobytes of
data storage.

Radio Frequency (RF) Capability on Optical Cards

The Company has co-developed and markets a new type of smart
card that combines a contactless RF chip and optical memory tech-
nology to support biometric identification. The contactless portion
of the new hybrid card contains a computer chip and radio antenna;
the hybrid card is read automatically—no touching or inserting of
the card is needed. The contactless technology permits the card to
be read in approximately 100 milliseconds, allowing people and/or
cars to approach a gate, having their status verified against border
security databases. The LaserCard’s optical memory stripe provides
counterfeit resistance, automatic card authentication, and high
capacity secure storage for multiple biometric images. The
LaserCard system allows the rapid off-line verification of bio-
metrics. For facilitation applications, such as land border entry or
registered traveler programs, data from the optical memory can be
downloaded to the contactless chip to activate specific services and
privileges for local use.

Data Segmentation, Security Software, and Encryption

If desired, data storage on the LaserCard can be segmented by type
of information stored (for example, patient records separated from
insurance information or pharmacy records) so that access to each
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type of data can be controlled separately. Further, for applicat
that warrant cryptography, all data can be recorded o
the LaserCard using data encryption algorithms. The Compa:
hybrid, chip-ready OpticalSmart™ card—with a microprocessor .
over 1 megabyte of updatable optical memory—can be used to st
digital signatures, digital certificates, and cryptographic keys sucl
public key infrastructure for Internet e-commerce, as well as
application programs and software upgrades.

Audit Trail

Because the LaserCard contains an updatable, nonvolatile WO}
memory (write-once, read-many times) that is recorded permane
ly, the card can hold a coraplete audit trail of data, changes, updat
and deletions. This can be achieved using software—to allow acce
o previously recorded files and, if desired, to record all attempts
access data from the LaserCard.

Matching, Eye Readable images

The LaserCard uniquely offers this key security feature for maximu

counterfeit-resistance. Cardholder-specific information (typicall
the cardholder’s face photograph, name, signature, number, or othe
identifying information) can be laser-engraved onto the card’s refles
tive stripe (through the card’s protective transparent poly-carbonat
layer). These “embedded hologram” visual images provide a
ultra-secure, matching reference to the identical cardholder-specifi
image thermally printed elsewhere on the card. These permanen
eye readable images are recorded when the card is issued, using

specially programmed, standard optical card read/write drive, Th
U.S. Department of Homeland Security, U.S. Department of Statq
and the governments of Canada, Italy, and Saudi Arabia all use thi
visual image technology with the Company’s cards. For checkin
of cards at the United States/Mexico border, the eye-readable, lase
engraved images facilitate the immigration inspectors’ job of visu:

ly verifying cards if automated verification systems are not availabl

Optically Variable Devices (OVDs)

An OVD is a security feature that has the characteristic of a chang
able optical appearance depending on angle or wavelength of refleci
ed light. OVDs are key elements of many secure document designs.
The LaserCard optical media can contain OVD features integrated
into the media itself, which raises the counterfeit detetrrence of the
card.

Microprinting, Thermal Printing,
and Other Security Add-ons

Using photolithography, microimages (readable with magnifiers)
can be factory prerecorded onto the LaserCard’s optical stripe
as further deterrents against counterfeiting. Examples include
complex optical watermarks, emblems, seals, and logos. Later, using



digital identification technology and commercially available thermal
printers, visual data and images can be thermally printed directly
onto the back of the LaserCard at the time the card is initialized (i.e.,
Juring card issuance). Visual data could include the cardholder’s
a1ame and address, a face photograph (in full color or black and
white), signature, or other information. Various other security
options that can be added to the LaserCard include conventional
olograms, OCR-B (optical character recognition), bar codes, serial
wmbers, etc.

nternational Standards for Optical Memory Cards

standardization of optical memory cards allows interchange of the
ligital information encoded on the cards and facilitates compatibili-
y among optical memory card systems. The Company participates
n optical card standards activities in the United States and
nternationally. The standard format base design under which the
Jompany’s optical memory cards operate is called the DELA
standard (so named by the Drexler European Licensees Associ-
:tion). Shown below is the current status of optical memory card
tandards under ISO/IEC (the International Organization for
standardization/International Electrotechnical Committee) and
sNSI (the American National Standards Institute). The LaserCard
ptical memory card system, based upon the DELA Standard
ormat, complies with all of the documents listed.

- ISO/IEC 11693 (2000) describes the general characteristics of optical
memory cards. This approved international standard was first published
in 1994.

= ISO/IEC 11694-1 (2000) describes the physical characteristics of the card,
such as height, width, thickness, etc. This approved international stan-
dard was first published in 1994.

ISOAEC 11694-2 (2000) describes the dimensions and location of the
accessible area—the area on the card where data writing/reading occurs.
This approved international standard was first published in 1995.

ISO/IEC 11694-3 (2001) describes the optical properties and characteris-
tics of the card and provides the technical specifications which allow
interchange. This approved international standard was published in
1995.

» ISO/IEC 11694-4 (2001) describes the logical data structure on the card
and defines the method of writing and reading card data. This approved
international standard was published in 1996.

» In the United States, ANS! has adopted all of the above 1SO Standards as
ANSI/ISO Standards.

LaserCard Manufacturing and Raw Materials

The Company's LaserCard optical memory card manufacturing
operations are located in Mountain View, California, and Rastede,
Germany. The Company produces optical memory cards using its
established, rolllamination process or a newer, sheet-lamination
process. The sheet-lamination process is cwrently more labor

intensive than its roll-lamination process but allows the use of high
security offset printing and other special features, resulting in a
premium card. The Company has an annual production capacity of
10 to 12 million roll-process cards and approximately 5 million
sheet-process cards. The optical memory card manufacturing facili-
ties permit incremental expansion of production capacity. (See
“Management’s Discussion and Analysis of Financial Condition and
Results of Operations” regarding card production capacity.)

In addition, the fiscal 2004 acquisition of Challenge Card Design
Plastikkarten GmbH of Rastede, Germany, provides the Company
with a card manufacturing base to serve the European, Middle
Eastern, African, and Asian markets, supplementing the Company's
card manufacturing operations in California, which were recently
expanded by moving certain operations to a newly leased facility.
CCD has a manufacturing capacity of up to 20 million of its non-
optical cards per year. The Company is in the process of enhancing
the existing CCD factory in order that finished optical cards may be
manufactured in Germany. This will enable CCD to manufacture
cards featuring four of the key ID card technologies (optical memo-
1y, contact IC chip, contactless RF ID, and magnetic stripe) either
singly or in combination, along with other high-security features.

To maintain adequate raw material supplies for the manufacture
of optical memory cards, the Company attempts to establish ongo-
ing relationships with principal suppliers and obtains information
about alternate suppliers. The Company maintains raw materials
inventory levels that take into account current expected demand,
order-to-delivery lead times, supplier production cycles, and mini-
mum order quantities. To enable the Company to plan raw material
inventory levels, quotes to potential customers generally provide for
certain advance payments upon placing purchase orders with the
Company. If the Company is unable to buy raw materials in suffi-
cient quantities and on a timely basis, it would not be able to deliver
products to customers on time.

Subsidiaries and Marketing Organization

LaserCard Systems Corporation (1SC). LSC, a wholly owned sub-
sidiary of Drexler Technology Corporation, markets the Company'’s
products, primarily through value-added resellers (VARs) and
licensees of the Company in the United States and other countries.
To its VARs and licensees, the Company makes available for sale
optical memory cards, optical card read/write drives and software,
and third-party peripherals. VARs/licensees may add value in the
form of services, application-specific software, personal computers,
or other peripherals, and then resell these products as integrated
systems. Sales to the United States government and foreign govern-
ments are made indirectly through VARs and licensees. For example,
products are sold indirectly to ultimate use customers such as the
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U.S. Department of State, U.S. Department of Defense, U.S.
Department of Homeland Security, and the government of Canada,
through a VAR that is a government subcontractor.

For fiscal 2004, the Company sold LaserCard products
to approximately 26 direct customers in 4 states and 16 foreign
countries. Revenues by geographic region are shown in Note 4 of the
“Notes to Consolidated Financial Statements” in the financial sec-
tion of this report. Substantially all foreign product sales have been
made through VARs and licensees. The Company believes that inter-
national markets will be an important source of product sales and
license revenue in the future.

LaserCard marketing operations are conducted through the
Company’s offices in California, New York, and now in Germany.
In addition, the LaserCard Systems website (www.lasercard.com)
supports worldwide marketing activities. The Company’s marketing
staff, general management, and technical personnel work closely
with customers and provide pre-sales technical support to assist
VARs and licensees.

European Operations

The Company’s newly acquired Germany subsidiaries, Challenge
Card Design and cards & more, will provide the marketing base
for most of Europe, Middle East, and Africa (EMEA), and also
maintain a sales office in Korea. These acquisitions give the
Company an established position in the European Union in the
advanced-technology card market. CCD and C&M have become
recognized leaders in Europe as providers of advanced contactless
card solutions, primarily in the consumer, event, and access control
sectors. C&M will be heading the Company’s European marketing
effort in coordination with LaserCard Systems Corporation.

The addition of the CCD card manufacturing plant in Rastede
will add significant capacity and product flexibility to the
Company’s product line. With expertise in contactless IC technology
and high resolution security printing, the European factory base will
position the Company to move into new market areas. The
European marketing base, along with the optical card manufactur-
ing capability planned for the new operation in Germany, are
intended to accelerate European acceptance of the use of optical
memory products in EU government and business solutions.

The cards & more subsidiary will continue to serve and
support its existing customer base for advanced-technology cards
and thermal printers, while adding new resources to build the
optical memory card business throughout the EMEA region. In
expanding its European presence, the Company intends to focus
principally on biometric ID solutions for national and regional
governments, as well as promoting optical cards in commercial and
industrial markets which can benefit from the large data capacity
and robust security that optical cards offer.
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Marketing Objectives

In addition to expected continuation of its current busines
involving U.S. Green Cards, U.S. Laser Visa BCCs, U.S. militar
Automated Manifest System cards, Canadian Permanent Resider
Cards, and the electronic national ID card for citizens of Italy, th
Company’s marketing objectives include card applications in th
United States and abroad, such as:

» US-VISIT system (previously called the U.S, Entry-Exit system)

» (Canadian Citizens' ID card

» Italian permanent resident card for non-citizens

» (dentification card for Saudi Arabia

» Motor vehicle registration card for several states in India

» Multi-application cards plus other ID and banking card applications

Card Product Evolution

The Company continues to add features to its optical memory car
products, making them much more than simple, digital data storage
devices. The Company has enhanced its optical memory card m
ufacturing capabilities to meet evolving international standards an
for some applications, to provide special features, if specified; fo
example: security printing, sequential serial numbers, bar code
data, laser-engraved eye-readable irages, signature panels, magne
ic stripes, OVD (optically variable device) security diffraction pa
tern, and OptiChip small form factor optical media. In addition, “chi
ready” optical memory cards can be purchased from the Compan
for insertion of IC chips to create hybrid OpticalSmart™ car
The Company intends to continue its research and developme
efforts to evolve its products and services to meet changing mark
needs or to create new markets for advanced-technology cards.
In addition, Company personnel and the newly acquire
CCD-C&M European operations have worked together for the p
four years to co-develop advanced secure optical card solutions f
customers such as the Canadian and Italian government optical car
programs.

APis and Application Software

The Company believes that its proprietary optical memory card
Application Programming Interface (API) and software develop-
ment capabilities play a key role in developing LaserCard applica-
tions and markets. However, APl and application software sales
have not been a significant portion of revenues thus far. To date, the
Company’s software development has been completed concurrent
with the establishment of technological feasibility and, accordingly,
all software development costs have been charged to research and
engineering expense in the accompanying statements of income.



APIs

As part of its read/write drive and system sales, LSC includes a
comprehensive set of APIs in order for its customers to develop
optical card applications. An API is a set of routines, protocols, and
0ols used by programmers for building software applications.
aserCard-related APIs control or facilitate the basic operations
md read/write functions of optical memory card drives so that
hey can interface directly with personal computers. LSC develops
aserCard-related APIs such as device drivers, file system DLLs
‘dynamic link libraries), and custom software tools to enhance
ead/write drive integration.

_ustom Applications

SC also offers contract services for purchase by customers that
equire custom programming in the development and integration of
heir LaserCard applications. LSC also makes available for purchase
1y customers, software for demonstrating data storage, medical, and
ecurity concepts involving the LaserCard, software-development
ools for related peripherals, and a card issuance application soft-
vare package.

.pplication software

‘nd-user application software is an important factor in developing
ommercial markets for optical memory cards because it directs
omputers to do specific tasks related to the customer’s end-user
pplication for the LaserCard. Typically, the Company’s VARs and/or
ieir customers develop software for specific end-user applications.
1 this role, VARs may integrate optical card products into existing
oftware products, write new application software for specific opti-
al memory card programs, or license software from other VARs.
2veral VARs have written optical card software programs for appli-
ations. LSC markets a BadgeMaker card personalization and issu-
1g application used for card issuance and data management, and a
Jometric ID Verification System application (discussed below).

LaserCard Read/Write Drives;
Manufacturing and Parts/Components

Optical memory cards are used in conjunction with a card read/
write device (drive) that connects to a personal computer. The price,
performance, and availability of read/write drives are factors in the
commercialization of optical cards. The Company maintains
read/write drive manufacturing operations in its Mountain View,
California facilities. The Company has introduced a new version of a
read/write drive and is targeting design changes to allowing further
reductions in the drive selling price.

To maintain adequacy of parts and components for the
manufacture of read/write drives, the Company attempts to establish
ongoing relationships with principal suppliers and obtains informa-
tion about alternate suppliers. If the Company is unable to buy parts
and components in sufficient quantities and on a timely basis, it

would not be able to deliver products to customers on time. The
Company purchases read/write drive parts for its anticipated
read/write drive demand, taking into consideration the order-to-
delivery lead times of vendors and the economic purchase order
quantity for such parts. For read/write drives, the optical recording
head for the current drive is a Company-specific part obtained from
one supplier; Audio-Technica Corp., of Japan.

Prior to fiscal 2002, the Company had been selling read/write
drives for less than three thousand dollars per unit in quantities of
six or more, and these units generally include interface soft-
ware/device drivers. In fiscal 2002, the Company reduced the selling
price for these read/write drives by 20% for typical purchase quanti-
ties in an effort to develop a broader market and customer base for
LaserCard optical memory cards. Since fiscal 2002, there has not
been a further reduced selling price for these read/write drives.
However, in fiscal 2004, the Company introduced a new drive with a
25% reduction in price for typical quantities as compared with the
previous model. Current and target applications for the
Company’s LaserCard typically require a small number of drives
relative to the number of cards purchased.

LaserCard Biometric ID Verification System

LSC has developed a LaserCard Biometric ID Verification System
that can quickly confirm validity of optical memory card biometric
ID cards, read and display digitally stored photographs and other dig-
ital data from the cards, and biometrically verify the cardholders’
live-scanned fingerprints with the fingerprint templates stored on the
cards at time of card issuance.

During the fiscal 2004 third quarter, the Company received
an order for and delivered 1,000 optical memory card read/write
drives and biometric verification system software for a Department
of Homeland Security program. These 1,000 drives and
software systems are being deployed by the DHS at U.S. borders, to
enable the DHS to read the encoded data on more than 16 million
Green Cards and Border Crossing Cards previously manufactured
by the Company and issued by the U.S. government since 1998.

LSC also is marketing the LaserCard Biometric ID Verification
System as a “concept” package, meaning that software which
performs the same functions (but not usable with U.S. government
cards) is available in customized form to other customers for
government, industrial, and commercial applications.

Other Advanced-Technology Cards

Acquired by the Company on March 31, 2004, Challenge Card
Design Plastikkarten GmbH and cards & more GmbH are recognized
leaders in Europe as providers of advanced contactless card
solutions, primarily in the consumer, event, and access control
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The Company’s Operations (continued)

/

sectors. CCD has the production capacity to manufacture up to 20
million advanced-technology cards per year— including contact IC
chip cards, contactless RF ID cards, and magnetic stripe cards—
while C&M markets CCD cards and system solutions worldwide.

Peripheral Equipment

The sale of third-party peripheral equipment and systems has not
contributed materially to the Company’s revenues to date. However,
the following peripherals are purchased and re-sold by the Company
to facilitate customer application development:

3 Fingerprint sensor units to capture fingerprints for storage onto the
LaserCard as a template and as a high-resolution image.

»® Digital video cameras for capturing and storing computer readable
photos in color.

3 Thermal printers for printing on plastic cards.

Licensing

From 1983 through March 31, 2004, the Company generated a total
of approximately $40 million in license fee revenues under nonex-
clusive patent license agreements related to optical memory card
manufacture, equipment for using the cards, optical data storage,
card distribution, and other aspects of the Company’s technologies.
These licenses included two $10 million, nonexclusive, royalty bear-
ing, patent licenses for optical memory card manufacture, although
the Company believes that the licensees are not manufacturing or
selling such cards at this time. The first such license was sold in
fiscal 1989 to Canon Inc. The second was sold in fiscal 1991 to
Optical Memory Card Business Corporation (OMCBC), a joint
venture formed by four Japanese companies (three of the
Company’s read/write drive equipment licensees and Dai Nippon
Printing Co., Ltd.). On July 1, 2002, the joint venture's license was
fully assumed by Dai Nippon Printing.

Effective April 3, 2004, the Company sold a third card-manufac-
turing license to the Global Investments Group, based in Auckland,
New Zealand, for card manufacturing in Slovenia. This agreement
provides for payments to the Corpany of $29 million for the license
over the 20-year term of the license (including a five-year training
support package, followed by an ongoing support phase for an addi-
tional 15 years). Additionally, the Company is to sell approximately
$12 million worth of the required manufacturing equipment and
installation support for the new facility to provide a targeted initial
manufacturing capacity of 10 million optical cards annually. Options
to increase capacity to 30 million cards per year are provided. The
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Company has received the initial $5 million of payments called for in
the agreements, consisting of a partial payment for the equipment o
$500,000 as of March 31, 2004 and $4.5 million subsequent to March
31, 2004. In addition to the $41 million from the GIG transaction,
Global Investments Group is to pay the Company royalties for each
card produced under the license. The territories covered by the
license include most of the European Union and eastern Europe
regions. The Global Investments Group has exclusive marketin
rights in certain territories, with performance goals to maintain thes:
rights. The Company will assign personnel on site during the licens
term to assist with quality, security, and operational procedures, wi
a mutual goal that the facility and the cards made there conform t
the Company's standards. Start up of the Global Investments Grou
facility is planned for early 2005. Payments under this license will b
recognized as revenue over the term of the arrangement beginnin;
when operation of the factory commences. The Company als
retains rights to utilize up to 20% of the new facility capacity as back
up and capacity buffer to augment its own card manufacturing facil
ities. The granting of this license to GIG is expected to create a sec
ond source supplier of optical memory cards for existing an
prospective customers who may request multiple sources for cards|

Also from time to time, the Company has offered nonexclusiv
royalty bearing licenses for optical card read/write drive manufac
ture, for assembly of read/write drives from kits, for optical car
finishing using Company-supplied materials, and for card manufas
turing. In the past, the Company also offered card distributio
licenses to create distributors, in selected regions of the world, th:
can buy cards wholesale from the Company at prices lower
those charged to VARs. The Company conducts its licensing effo
on a selective basis. The timing, number, type, and magnitude
future license sales, if any, cannot be predicted or inferred from p
events. There is no assurance that any of the Company’s pate
licensing efforts will be successful.

License revenues for fiscal 2004, 2003, and 2002 are detailed i
the “Management’s Discussion and Analysis” section of this repo
under the heading “License Fees and Other Revenues.”

Competition

The Company’s primary competition is other card products.
Competitive factors among the various card technologies include
system/card portability, interoperability, price-performance ratio of
cards and associated equipment, durability, environmental toler-
ance, and card security. The Company believes its optical memory
cards offer key technological and security advantages. The current
price of optical card read/write drives is a competitive disadvantage
to the Company in some markets because alternative technologies



pically have lower priced drives. However, when the cost of drives
1d a large number of cards is factored together, the Company’s opti-
al memory card technology can offer competitive pricing compared
ith its closest competitor, high capacity IC cards, especially when
1e very high cost of Public Key encryption is factored into the cost
fan IC card system.

Other card technologies that compete with optical memory
-ards include integrated circuit (IC) cards, 2-dimensional bar code
-ards and symbology cards, CD-read only cards and recordable
-ards, and RF (radio frequency) cards. In addition, centralized
n-line databases combined with wide-area networks may limit the
enetration of optical memory cards in certain applications, and are
- form of competition. The financial and marketing resources of
:ome of the competing companies are greater than the Company’s
esources. The Company believes that the LaserCard’s storage
-apacity, read/write capability, price-performance ratio, rugged card
-onstruction and flexibility, optional technology add-ons, ability to
tgre audit trails, and resistance to counterfeiting and tampering
iake the LaserCard optical memory card a viable choice for a
ariety of digital card applications.

The LaserCard competes primarily with cards that contain an
itegrated circuit (IC) microprocessor and memory. Known as
smart cards,” “IC cards,” or “chip cards,” their prices and perform-
nce vary widely. The IC card uses a much lower cost read/write
rive than is currently used with an optical card, whereas a typical
wiart card containing a 32-kilobyte IC and a microprocessor is typ-
:ally more than the cost of the Company’s 2,800 kilobyte optical
emory card. The IC card is more vulnerable to tampering and can
= more easily damaged in everyday use, whereas the Company's
ard construction and the use of polycarbonate plastic make the
aserCard more rugged. For multi-function applications, the

ompany ctrrently offers “chip ready” optical cards to which an IC

" "an be added to create a hybrid smart card, called an OpticalSmart™
card. Companies that manufacture IC cards of various types and
storage capacities include Gemplus, SchlumbergerSema, Sharp,
Orga Card Systems, Oberthur Card Systerus, and others. (For more
nformation about competition, see the Company’s Report on
Form 10-K for the fiscal year ended March 31, 2004.)

Patents

As of March 31, 2004, the Company owned approximately 30 U.S.
patents relating to optical data storage (including optical storage
media, optical cards, formats, equipment, systems, software, the
utilization of optical storage media, and e-commerce technology),
and other U.S. and foreign patent applications have been filed.
Approximately 40 counterpart patents of certain U.S. patents are
issued in various foreign countries. However, the Company owns

certain U.S. patents as to which foreign counterparts have either not
been filed or the examination process has been terminated without
issuance of the foreign patents. From time to time, the Company
elects to allow some of its U.S. or foreign patents to expire when
maintenance fees become due, if the patents are deemed no longer
relevant. In addition, the Company protects as trade secrets some
refinements to the Drexon medium and cards and know-how relat-
ed 1o card production. Also, the Company’s know-how and experi-
ence in volume card production, system development and software
capabilities, brand-name recognition within its card markets, and
dominant-supplier status for optical memory cards are of far greater
importance than the Company’s patents. Therefore, at this time, the
Company believes that its patent portfolio is helpful but is no longer
essential for maintaining the LaserCard's market position.

The Company’s U.S. patents have expiration dates ranging from
2004 1o 2020, with the majority expiring during the first part of this
period. Counterpart patents in foreign countries also expire during
this period, usually about two to three years after the U.S. patent
expires. Under the OMCBC/Dai Nippon Printing license agreement
with the Company for manufacture of optical memory cards, the
obligation to pay royalties to the Company for use of the licensed
patents cards ceased on December 31, 2003. Canon's royalty obliga-
tions in connection with its licenses to manufacture optical memory
cards and reading and writing equipment expire on December 31,
2008. Dai Nippon Printing Co., Ltd., did not report any optical card
sales for calendar year 2002, and Canon Inc. has not reported any
such sales since 1999. Other read/write equipment licenses sold by
the Company provide for royalty payments to cease on the last expi-
ration date of the licensed patents. The license sold to the Global
Investments Group provides for royalty payments on optical memo-
ry card sales; however, the Slovenian card manufacturing operation
is not expected to commence manufacturing cards until calendar
year 2005. Royalty payments to the Company from its licensees have
not been significant to date.

The Company cannot predict whether the expiration or invali-
dation of its patents would result in the introduction of competitive
products which would affect its future revenues adversely. The
Company presently intends to pursue any infringement of its patents
either by litigation, arbitration, or negotiation. However, there can be
no assurance that any of the Company’s patents will be sufficiently
broad in scope to afford protection from products with comparable
characteristics that may be sold by competitors in the future. There
also can be no assurance that the validity of any patents actually
granted will not be challenged.
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OUR CURRENT AND FUTURE EXPECTED REVENUES ARE DERIVED FROM
A SMALL NUMBER OF ULTIMATE CUSTOMERS SO THAT THE LOSS OF OR
REDUCTIONS IN PURCHASES BY ANY ONE ULTIMATE CUSTOMER CQULD
MATERIALLY REDUCE OUR REVENUES AND LEAD TO LOSSES. During
fiscal 2004 and each of the previous two fiscal years, we have derived
more than 90% of our revenues from four programs—twao U.S. govern-
ment programs and two foreign government programs. Due to the lengthy
sales cycles, we believe that these programs, with perhaps the addition of
one or two other foreign programs, will be the basis for a substantial
majority of our revenues in the nearterm. The loss of or reductions in
purchases by any one customer due to program cutbacks, competition,
or other reasons would materially reduce our revenue base, Our U.S.
government subcontract expires on May 25, 2005. There is no assurance
that a follow-on contract will be issued by the U.S. government upon
expiration of the current contract. Annual or quarterly losses would occur
if there are material reductions, gaps or delays in card orders from our
largest U.S. or foreign government programs or if such programs were to
be reduced in scope, delayed, canceled, or not extended and not replaced
by other card orders or other sources of income.

WE HAVE INCURRED NET LOSSES DURING THE PAST FIVE QUARTERS
AND MAY NOT BE ABLE TO GENERATE SUFFICIENT REVENUE IN THE
FUTURE TO ACHIEVE OR SUSTAIN PROFITABILITY. As of March 31, 2004,
we had an accumulated deficit of $18,244,000. Although we operated prof-
itably for the previous five years (fiscal 1999 through fiscal 2003), we have
incurred significant losses in the past, including in fiscal 1997 and 1998,
and we incurred losses in fiscal 2004 due primarily to delays in orders for
our cards, and in the third fiscal quarter of 2004, by the increase in the
valuation allowance we recorded against our deferred tax assets. There
can be no assurance that we will generate enough card revenues in the
near term or ever to become profitable. We are relying upon our optical
memory card technology to generate future product revenues, earnings,
and cash flows. If altemative technologies emerge or if we are otherwise
unable to comperte, we may not be able to achieve or sustain profitability
on a quarterly or annual basis. Annual or quarterly losses would also occur
if increases in product revenues or license revenues do not keep pace with
increased marketing, research and engineering expenses and the depreci-
ation and amortization associated with capital expenditures.

OUR PRODUCT REVENUES WILL NOT GROW IF WE DO NOT WIN NEW
BUSINESS IN THE U.S. AND ABRCAD. Revenues during fiscal 2003 includ-
ed sales of approximately $21.5 million of U.S. government Green Cards
and Laser Visa BCCs. Fiscal 2004 revenues included sales of approxi-
mately $5 million of cards for these government programs, with annual
sales in the near-term after fiscal 2005 expected to approximate the card
personalization rate of the U.S. government, which currently is approxi-
mately $9 million of cards per year ($6.6 million for Green Cards and $2.4
million for Laser Visa BCCs). During fiscal 2005, we expect our revenue
from these programs to be less as we anticipate that the U.S. government
will draw down its excess inventory; and, as a worst case, we could have
almost no revenue if the inventory levels are drawn down substantially.
These revenue levels are less than the approximately $13 million level of
revenues we had previously expected to receive from these programs on
an annual basis. We believe that in order for our overall card revenues
during fiscal 2005 to return to their fiscal 2003 levels, we will need signifi-
cant additional orders from new and other existing programs to supple-
ment the revenue, currently expected to be less than $6 million, from the
U.S. Green Cards and Laser Visa BCCs. Optical memory card digital gov-
ernance programs that are emerging programs or prospective applica-
tions in various countries include identification cards for Italy and Saudi
Arabia; motor vehicle registration cards in India; and several new U.S.
government ID card programs due to the increasing need for enhanced
U.S. border security. In the United States, the US-VISIT program, the
TWIC (Transportation Worker Identification Credential) program, and the
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proposed Registered Flier program are possible market opportunities for
secure identification using optical memory cards. However, there is no
assurance that our products will be selected for any of these programs. In
particular, we are uncertain whether we will be chosen as a US-VISIT sub-
contractor directly or through a VAR teaming partner with Accenture,
which was announced as the prime contractor for the full implementation
of this program on June 1, 2004. Since governmental card programs
typically rely on government policy-making, which in turn is subject to
technical requirements, budget approvals, and political considerations,
there is no assurance that the US-VISIT program will be implemented as
expected or that it will include optical cards in its solution.

From Italy, we received orders in July 2003, December 2003, and May
2004 valued at $2.4 million, $3.8 million, and $3.3 million, respectively, for
Phase 2 of the Italian CIE card program and we anticipate receiving orders
during FY 2005 for one of Italy's new programs, the Permesso di Soggiomo
Elettronico (PSE) card. There is no assurance that the foregoing govern-
ment programs will be continued or implemented as anticipated or that
the U.S. government will select our cards for its new homeland security
programs.

ONE VALUE ADDED RESELLER IS THE CONTRACTOR FOR OUR U.S
AND CANADIAN GOVERNMENT CUSTOMERS AND ANOTHER VAR PUR-
CHASES CARDS FROM US FOR THE ITALIAN NATIONAL [D CARD PRC-
GRAM. HAVING TO REPLACE EITHER OF THESE VARS COULD INTERRUPT
QUR U.S,, CANADIAN, OR ITALIAN GOVERNMENT BUSINESS. AND, iF
OUR VARS LOSE THEIR GOVERNMENT BUSINESS, OUR REVENUES
WOULD LIKEWISE DECLINE MATERIALLY. The largest purchaser of
LaserCard products is Anteon Intemational Corporation, one of our
value-added resellers (VARs). Anteon is the government contractor for
LaserCard product sales to the U.S. Department of Homeland Security,
U.S. Department of State, U.S. Department of Defense, and the govern-
ment of Canada. Under governmen{ confracts with Anteon, the DHS
purchases U.S. Green Cards and DOS Laser Visa BCCs; the DOD purchas-
es Automated Manifest System cards; and the Canadian government
puwrchases Permanent Resident Cards. Encompassing all of these
programs, our product sales to Anteon represented 72% of total revenues
for fiscal 2004 ended March 31, 2004; 94% of total revenues for fiscal 2003
ended March 31, 2003; and 81% of total revenues for fiscal 2002 ended
March 31, 2002. However, since the ultimate customers are national
governments, we are not dependent upon any one specific contractor for
continued revenues from these programs. Although not anticipated, if
Anteon were to discontinue its participation as contractor, other qualified
contractors could be utilized by those governments for purchasing our
products, although the process of doing so could cause program delays.
Concerning Italy, during fiscal 2004, 22% of the Company’s revenues were
derived fror sales of cards and read/write drives for the government of
Italy for its CIE card program. Card orders under this program are
channeled to the Company through a value-added reseller, Laser Memory
Card SRL, of Rome, Italy. According to Italian government sources, the
distribution of this new national ID card has started in a number of the 56
Italian communities scheduled to be activated under the program during
2004. The government’s publicly stated plan is to issue up to two million
CIE cards this year. However, if this program were to be discontinued or
interrupted by the Italian government, the Company would lose one of its
significant sources of optical memory card revenues.

CONE OF QUR LARGER ULTIMATE CUSTOMERS, THE U.S. GOVERNMENT,
HAS THE RIGHT TO DELAY ITS ORDERS OR COULD CHANGE iTS
TECHNOLOGY DECISIONS, WHICH WOULD RESULT IN ORDER DELAYS OR
LOSSES, Under U.S. government procurement regulations, the govern-
ment reserves certain rights, such as the right to withhold releases, to
reduce the quantities released, extend delivery dates, reduce the rate at




which cards are issued, and cancel all or part of its unfulfilled purchase
orders. Our U.S. government card deliveries depend upon the issuance of
corresponding order releases by the governiment to its prime contractor
and, in turn, to us, and we believe that these orders will continue in accor-
dance with our government subcontract. Losses would occur if either of
our largest U.S. government programs were to be delayed, canceled, or
not extended and not be replaced by other card orders or other sources
of income, or if the government were to change its technology decisions,
or if increases in product revenues or licenses do not keep pace with
increased marketing, research and engineering, and depreciation on
capital equipment. For example, the latest order of cards under our U.S.
government subcontract, $2.6 million worth of optical memory cards for
the newly enhanced Green Cards, called for deliveries from December
2003 through May 2004. As a result, we experienced a gap in production
of several months, which significantly affected operating results for fiscal
2004. The delay in the U.S. government’s order was the result of waiting
for a change to the design of the DHS artwork that is included on the cards
as a result of the formation of the Department of Homeland Security, and
was exacerbated by its desire to reduce its inventory levels. Any future
excess inventory held by the U.S. government for example due to delayed
funding or a slower than anticipated program rollout, or any future
changes to the design of the cards may result in future gaps in orders or
production which may negatively impact our operating results.

U.S. government subcontract release orders for DHS Green Cards
and DOS Laser Visa BCCs represented approximately 44% of the
Company’s revenue for fiscal 2004; 82% of revenues for fiscal year 2003;
and 75% of revenues for fiscal 2002 The percentage declined during the
first nine months of fiscal 2004 as U.S. government orders decreased more
than we had anticipated, due to delays in the government approving
artwork reflecting the advent of the Department of Homeland Security,
and the U.S. governments’ desire to reduce inventory levels, while at the
same time orders of cards from foreign governments increased as planned
over prior years' levels. The U.S. government’s agreement with our
VAR expires on May 25, 2005. There can be no assurance that the U.S.
government will enter into a new contract with our VAR or renew its cur-
rent contract to purchase our cards, in which case one of our major
sources of revenues would be eliminated.

There is no assurance of continuing read/write drive orders from the
U.S. government. The recent order of 1,000 drive units for use by the U.S.
government with our Blometric Verification System application software
may not result in similar orders in the future. The system performance,
including biometric verification speed, accuracy, and card reading
performance may not meet government objectives for further system
expansion. There is no assurance that the government will have budget-
ed sufficient funds to expand the system to its full potential or that the
Company will be successful in winning any new U.S. government pro-
curements for similar systems or application software.

SINCE THE SALES CYCLE FOR OUR PRGDUCTS IS TYPICALLY LONG AND
UNPREDICTABLE, WE HAVE DIFFICULTY PREDICTING FUTURE REVENUE
GROWTH. Initial product sales to VARs for their use or use by their ulti-
mate customers are generally in smail quantities, for evaluation purposes
and trial programs. Obtaining substantial, follow-on orders from these
customers usually involves a lengthy sales cycle, requiring marketing and
technical time and expense with no guarantee that substantial orders will
result. This long sales cycle results in uncertainties in predicting operating
results, particularly on a quarterly basis. In addition, since our major
marketing programs involve the U.S. government and various foreign
governments and quasi-governmental organizations, additional uncertain-
ties and extended sales cycles can result. Factors which increase
the length of the sales cycle include government regulations, bidding pro-
cedures, budget cycles, and other government procurement procedures,
as well as changes in governmental policy-making.

S,

THE TIMING OF OUR U.S. GOVERNMENT REVENUES IS NOT UNDER
OUR CONTROL AND CANNOT BE PREDICTED BECAUSE WE DO NOT
RECOGNIZE REVENUE UNTIL CARDS ARE SHIPPED OUT OF A VAULT OR
WE RECEIVE A FIXED SHIPMENT SCHEDULE FROM THE GOVERNMENT.
We recognize revenue from product sales when the following criteria are
met: (a) persuasive evidence of an arrangement exists; (b) delivery
has occurred; (c¢) the fee is fixed or determinable; and (d) collectibility is
reasonably assured.

Our U.S. government subcontract requires delivery of cards to a
secure, government-funded vault built on our premises. Deliveries are
made into the vault on a fixed schedule specified by the government or
one of its specified agents. When the cards are delivered to the vault, all
title and risks of ownership are transferred to the government. At the time
of delivery, the prime contractor is invoiced, with payment due within thir-
ty days. The contract does not provide for any return provisions other
than for warranty. We recognize revenue when the cards are delivered into
the vault because we have fulfilled our contractual obligations and the
earnings process is complete. However, if we do not receive such a ship-
ment schedule, revenue is not recognized until the cards are shipped from
the vault. In addition, revenue recognition for future deliveries into the
vault would be affected if the U.S. government cancels the shipment
schedule. As a result, our revenues may fluctuate from period to period if
we do not continue to obtain shipment schedules under this subcontract
or if the shipment schedules are cancelled. We would no longer recognize
revenue when cards are delivered to the vault, but instead such revenue
recognition would be delayed until the cards are shipped from the vault to
the U.S. government.

WE COULD EXPERIENCE EQUIPMENT, RAW MATERIAL, QUALITY
CONTROL, OR OTHER PRODUCTION PROBLEMS UNDER VERY HIGH-
VOLUME PRODUCTION. There can be no assurance that we will be abie
to meet our projected card manufacturing capacity if and when customer
orders reach higher levels. We have made and intend to continue to make
significant capital expenditures to expand our card manufacturing capac-
ity. However, since customer demand is difficult to predict, we may be
unable to ramp up our production quickly enough to timely fill new
customer orders. This could cause us to lose new business and possibly
existing business. In addition, if we overestimate customer demand, we
could incur significant costs from creating excess capacity. We may
experience manufacturing complications associated with increasing our
manufacturing capacity of cards and drives, including the adequate
production capacity for sheet-lamination process cards to meet order
requirements and delivery schedules. We may also experience difficulties
implementing new manufacturing processes or outsourcing some of our
manufacturing. The addition of fixed overhead costs results in lower
profit margins unless compensated for by increased product sales. When
purchasing raw materials for our anticipated optical card demand, we
take into consideration the order-to-delivery lead times of vendors and
the economic purchase order quantity for such raw materials. If we over-
estimate customer demand, excess raw material inventory can result.

{F WWE ARE UNABLE TO BUY RAW MATERIALS IN SUFFICIENT QUANTITIES
AND ON A TIMELY BASIS, WE WILL NOT BE ABLE TO DELIVER PRODUCTS
TO CUSTOMERS ON TIME. AS A RESULT, WE COULD LOSE CUSTOMERS,
AND REVENUES COULD DECLINE. We depend on sole source and limited
source suppliers for optical card raw materials. Such materials include
plastic films used in optical memory card production, which are available
from one supplier in the US. and from multiple foreign suppliers.
Processing chemicals, inks, and bonding adhesives are obtained from
various U.S. and foreign suppliers. Certain photographic films are com-
mercially available solely from Eastman Kodak Company, of the United
States. No assurance can be given that Kodak will continue to supply such
photographic films on a safisfactory basis and in sufficient quantities,
especially in light of its announcement that it is reducing its emphasis on
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emulsion-based films. If Kodak were to discontinue manufacturing the
film from which the Drexon optical stripe is made, we would endeavor to
establish an alternate supplier for such film, aithough the purchase price
could increase and reliability and quality could decrease from a new
supplier. Considering that the U.S. government is a major end-user of our
optical memory cards, we anticipate that an alternate supplier of these
films could be established and qualified; however, no assurance can be
given that there will be adequate demand to attract a second source. In
addition, an alternate supplier could encounter technical issues in pro-
ducing the film as there may be know-how and manufacturing expertise
which Kodak has developed over the years which an alternate supplier
may have difficulty to replicate. We have pre-purchased a long-term sup-
ply of the film used to produce mastering loops for prerecording cards.
With regard to the film from which the Drexon optical stxipe is made, we
currently have an arder which Kodak has accepted with deliveries sched-
uled through September 2004. If Kodak announced that it was no longer
going to sell film, we would request that Kodak provide us with a last-buy
opportunity which we would plan to take maximum advantage of,
although no assurance can be given that Kodak would provide us with
such an opportunity. We have film on hand plus on order that we believe
would provide us with an adequate supply to meet anticipated demand
until we could locate and begin volume purchases from a second source.

AN INTERRUPTION IN THE SUPPLY OF READ/WRITE DRIVE PARTS OR
DIFFICULTIES ENCOUNTERED IN READ/WRITE DRIVE ASSEMBLY COULD
CAUSE A DELAY IN DELIVERIES OF DRIVES AND OPTICAL MEMORY
CARDS AND A POSSIBLE LOSS OF SALES, WHICH WOULD ADVERSELY
AFFECT OUR OPERATING RESULTS. Several major components of our
read/write drives are designed specifically for our read/write drive. For
example, the optical recording head for the current drive is a part
obtained from one supplier; and at current production volumes, it is not
econontical to have more than one supplier for this custom component.
The ability to produce read/write drives in high-volume production, if
required, will be dependent upon maintaining or developing sources
of supply of components that meet our requirements for high volume,
quality, and cost. In addition, we could encounter quality control or other
production problems at high-volume production of read/write drives.
We are also investing in research and engineering in an effort to develop
new drive products.

iF WE ARE UNABLE TO DEVELOP UPGRADED READ/WRITE DRIVES THAT
COST LESS TO MANUFACTURE AND ALSC A READ-ONLY DRIVE, WE
COULD LOSE POTENTIAL NEW BUSINESS. Prior to fiscal 2002, we had
been selling read/write drives for less than three thousand dollars per unit
in quantities of six or more, and these units generally include our interface
software/device drivers. In fiscal 2002, we reduced the selling price by 20%
for these read/write drives for typical purchase quantities in an effort to
develop a broader market and customer base for LaserCard optical mem-
ory cards. Since fiscal 2002, there has not been a further reduced selling
price for these read/write drives. However, in fiscal 2004, we introduced
a new drive with a 25% reduction in price for typical guantities as
compared with the previous model. We believe the price of our drives is
competitive in applications requiring a large number of cards per each
drive, because the relatively low cost for our cards offsets the high cost
per drive when compared with our major competition, IC card systems.
In addition, we have undertaken a product development program for a
hand-held read-only drive, which we believe would increase our prospects
for winning future business. However, there can be no assurance that
our development program will be successful, that production of any new
design will occur in the near term, or that significantly lower manufac-
turing costs or increased sales will result.
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IF WE ARE UNABLE TO ADAPT TO TECHNOLOGICAL CHANGES IN THE
DATA CARD INDUSTRY AND IN THE INFORMATION TECHNOLOGY INDUS-
TRY GENERALLY, WE MAY NOT BE ABLE TO EFFECTIVELY COMPETE FOR
FUTURE BUSINESS. The information technology industry is characterized
by rapidly changing technology and continuing product evolution. The
future success and growth of our business will require the ability to main-
tain and enhance the technological capabilities of the LaserCard product
line. There can be no assurance that the Company’s products
currently sold or under development will remain competitive or provide
sustained revenue growth.

IF WE FAIL TO PROTECT OUR INTELLECTUAL PROPERTY RIGHTS,
COMPETITORS MAY BE ABLE TO USE OUR TECHNOLOGIES, WHICH
COULD WEAKEN OUR COMPETITIVE POSITION, REDUCE REVENUES, OR
INCREASE COSTS. We use a combination of patent, trademark, and trade
secret laws, confidentiality procedures, and licensing arrangements to
establish and protect our proprietary rights. Our existing and future
patents may not be sufficiently broad to protect our proprietary technolo-
gies. Despite our efforts to protect proprietary rights, we cannot be certain
that the steps we have taken will prevent the misappropriation or unau-
thorized use of our technologies, particularly in foreign countries where
the laws may not protect proprietary rights as fully as U.S. law. Any
patents we may obtain may not be adequate to protect our proprietary
rights. Our competitors may independently develop similar technology,
duplicate our products, or design around any of our issued patents or
other intellectual property rights. Litigation may be necessary to enforce
our intellectual property rights or to determine the validity or scope of the
proprietary rights of others. This litigation could result in substantial costs
and diversion of resources and may not ultimately be successful. We can-
not predict whether the expiration or invalidation of our patents would
result in the introduction of corpetitive products that would affect our
future revenues adversely. However, since our technology is now in the
commercial stage, our know-how and experience in volume card produc-
tion, system development and software capabilities, brand-name recogni-
tion within our card markets, and dominant-supplier status for optical
memory cards are of far greater importance than our patents. At this time,
we believe that our existing patent portfolio is helpful but is no longer
essential for maintaining the LaserCard’s market position.

THE MARKETS FOR CUR PRODUCTS ARE COMPETITIVE, AND IF WE ARE
UNABLE TO COMPETE SUCCESSFULLY, REVENUES COULD DECLINE OR
FAIL TO GROW. Our optical memory cards may compete with optical
memory cards that can be manufactured and sold by three of our
licensees (although none is currently doing so) and with other types of
portable data storage cards and technologies used for the storage and
transfer of digital information. These may include integrated circuit/chip
cards; 2-dimensional bar code cards and symbology cards; magnetic-stripe
cards; thick, rigid CD-read only cards or recordable cards; PC cards; radio
frequency, or RF, chip cards; and small, digital devices such as data-
storage keys, tokens, finger rings, and small cards and tags. The financial
and marketing resources of some of the competing companies are greater
than our resources. Competitive product factors include system/card
portability, interoperability, price-performance ratio of cards and associat-
ed equipment, durability, environmental tolerance, and card security.
Although we believe our cards offer key technological and security advan-
tages for certain applications, the current price of optical card read/write
drives is a competitive disadvantage in some of our targeted markets.
However, we believe the price of our drives is competitive in applications
requiring a large number of cards per each drive, because the relatively
low cost for our cards offsets the high cost per drive when compared
with our major competition, IC card systems. In countries where the
telecommunications infrastructure is extensive and low cost, centralized
databases and wide-area networks may limit the penetration of optical
memory cards. These trends toward Internet, intranet, and remote
wireless networks will in some cases preclude potential applications for
our cards.




THE PRICE OF OQUR COMMOMN STOCK IS SUBJECT TO SIGNIFICANT
VOLATILITY. The price of our common stock is subject to significant
volatility, which may be due to fluctuations in revenues, earnings, liquid-
ity, press coverage, financial market interest, low trading volume, and
stock market conditions, as well as changes in technology and customer
demand and preferences. As a result, our stock price might be low at the
time a stockholder wants to sell the stock. Also, since we have a relative-
ly low number of shares outstanding, approximately 11 million shares,
there will be more volatility in our stock if one or two major holders, for
example, large institutional holders, attempt to sell a large number of
shares in the open market. There also is a large short position in our stock,
which can create volatility when borrowed shares are sold short and later
if shares are purchased to cover the short position. Furthermore, our
trading volume is often small, meaning that a few trades may have
disproportionate influence on our stock price. In addition, someone
seeking to liquidate a sizeable position in our stock may have difficulty
doing so except over an extended period or privately at a discount. Thus,
if one or more of the selling stockholders were to sell or attempt to sell a
large number of its shares within a short period of time, such sale
or attempt could cause our stock price to decline. There can be no guar-
antee that the selling stockholders will be able to sell the shares that they
acquired at a price per share equal to the price they paid for the stock.

WE ARE SUBJECT TO RISKS ASSOCIATED WITH CHANGES IN FOREIGN
CURRENCY EXCHANGE RATES. Most of the manufacturing process of the
LaserCard products that we sell in Italy takes place in Europe. The prices
charged to us by the European manufacturer for products are denormi-
nated in euros, the currency used in much of Europe. However, when we
sell our finished products to the Italian government, the prices that we
charge are denominated in United States dollars. Also, as of March 31,
2004, the Company had debt relating to the acquisition of Challenge Card
Design Plastikkarten GmbH and cards & more GmbH, of Germany, in the
amount of 2.9 million euros. Accordingly, we are subject to exposure if the
exchange rate for euros increases in relation to the United States
dollar. As of March 31, 2004, we had not entered into a forward exchange
contract to hedge against or potentially minimize the foreign currency
exchange risk.

WE HAVE RECENTLY ACQUIRED TWO CARD COMPANIES LOCATED IN
GERMANY AND MAY ENCOUNTER DIFFICULTIES IN INTEGRATING THEM
INTO OUR BUSINESS. We may encounter unforeseen difficulties in
managing Challenge Card Design GmbH and cards & more GmbH, in
which case we may not obtain some of the hoped-for benefits of these
acquisitions, such as expanded manufacturing capacity and establishment
of a significant European presence. Integration of these acquired compa-
nies may result in problems related to integration of technology, manage-
ment, personnel, or products. If we fail to successfully integrate these
acquisitions or if they fail to perform as we anticipated, our operations
and business could be harmed. Likewise, if the due diligence and audit of
these operations performed by third parties on our behalf was inadequate
or flawed, we could later discover unforeseen financial or business
liabilities. Additionally, in the future we may evaluate other acquisition
opportunities that could provide additional product or services offerings
or technologies. Any recent or future acquisition could result in
difficulties assimilating acquired operations and products, diversion of
capital and management’s attention away from other business issues and
opportunities and may result in an expense if goodwill is impaired or
other intangible assets acquired are subsequently determined to be
impaired.

S, ]

WE RECENTLY SOLD A SECOND-SOURCE CARD MANUFACTURING
LICENSE TO GLOBAL INVESTMENTS GROUP (GLOBAL), UNDER WHICH
WE WILL PROVIDE CERTAIN FACTORY SET-UP AND TRAINING SERVICES.
IF WE ARE NOT SUCCESSFUL CR iF GLOBAL IS UNABLE TO FINANCE THIS
OPERATION, THE SECOND-SOURCE SUPPLY OF OPTICAL CARDS WILL
NOT MATERIALIZE. IF WE AND GLOBAL ARE SUCCESSFUL, THE
SECOND-SOURCE WILL COMPETE WITH US FOR BUSINESS. If Global is
not successful, but current and potential customers require a second
source of optical memory cards ( which is a common business practice)
they could decide to use alternate technology cards, such as chip cards,
that have multiple-source suppliers. We are planning to sell to Global
approximately $12 million worth of the required manufacturing equip-
ment and installation support for its new card manufacturing facility in
Slovenia, to provide a targeted initial manufacturing capacity of 10 million
optical cards annually. If successful, this will supply a second source for
optical memory cards. We will also be assigning personnel to be on site
during the license term to assist with quality, security, and operational
procedures, with a mutual goal that the facility and the cards made in
Slovenia conform to our standards. If cards are not produced in confor-
mance with our quality standards, the reputation and marketability of
optical memory card technology could be damaged. If the factory does
not become operational and produce quality cards in high volume, or if
Global Investments Group is unable to raise sufficient capital to equip and
operate this facility, we would not obtain the hoped-for benefits—including
ongoing royalties, sales of raw materials to Global, expansion of the
European market, and a bona fide second source for optical memory
cards. On the other hand, if and when the factory is successfully
manufacturing the cards in high volume, it will compete against us
for business in certain territories, which could reduce our potential card
revenues if the market does not expand.

WE MAY NOT BE ABLE TO ATTRACT, RETAIN OR INTEGRATE KEY
PERSONNEL, WHICH MAY PREVENT US FROM SUCCEEDING. We may not
be able to retain our key personnel or attract other qualified personnel in
the future. Our success will depend upon the continued service of key
management personnel. The loss of services of any of the key members of
our management team, including either of our co-chief executive officers
or our vice president of finance and treasurer, or our failure to attract and
retain other key personnel could disrupt operations and have a negative
effect on emaployee productivity and morale, thus decreasing production
and harming our financial results. In addition, the competition to attract,
retain and motivate qualified personnel is intense.

OUR CALIFORNIA FACILITIES ARE LOCATED IN AN EARTHQUAKE ZONE
AND THESE OPERATIONS COULD BE INTERRUPTED IN THE EVENT OF AN
EARTHQUAKE, FIRE, OR OTHER DISASTER. Our card manufacturing,
corporate headquarters, and drive assembly operations, administrative,
and product development activities are located near major earthquake
fault lines. In the event of a major earthquake, we could experience
business interruptions, destruction of facilities and/or loss of life, all of
which could materially adversely affect us. Likewise, fires, floods, or other
events could similarly disrupt our operations and interrupt our business.

ACTS OF TERRORISM OR WAR MAY ADVERSELY AFFECT OUR BUSINESS.
Acts of terrorism, acts of war, and other events may cause damage or
disruption to our properties, business, employees, suppliers, distributors,
resellers, and customers, which could have an adverse effect on our
business, financial condition, and operating results. Such events may also
result in an economic slowdown in the United States or elsewhere, which
could adversely affect our business, financial condition, and operating
results.
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The following discussion and analysis of the Company's financial condition and results
of operations should be read in conjunction with the condensed consolidated financial
statements and related notes included elsewhere in this report.

Forward-Looking Statements. Fora discussion of the risk factors related to the
Company's business operations, please refer to the sections entitled “Forward-Looking
Statements” at the beginning of this report and “Factors that May Affect Future
Operating Results” immediately preceding this section.

CRITICAL ACCOUNTING POLICIES

Revenue Recognition. Product sales primarily consist of card sales and sales of
read/write drives. The Company recognizes revenue from product sales when the fol-
lowing criteria are met: (1) persuasive evidence of an arrangement exists; (2) delivery
has occurred; (3) the fee is fixed or determinable; and (4) collectibility is reasonably
assured. The Company recognizes revenue on product sales at the time of shipment
when shipping terms are F.O.B. shipping point, orders are placed pursuant to a pre-
existing sales arrangement, and there are no post-shipment obligations or customer
acceptance criteria. Where appropriate, provision is made at the time of shipment for
estimated warranty costs and estimated returns. To date, actual warranty costs and
returns activity have not been material.

The Company's U.S. government subcontract requires delivery into a secure, govern-
ment-funded vault located on the Company's premises. Shipments are made from the
vault on a shipment schedule provided by the prime contractor, which is subject to
revision, but not cancellation, at the option of the prime contractor. At the time the
cards are delivered into the vault, title to the cards is transferred to the government and
all risks of ownership are transferred as well. The prime contractor is invoiced, with
payment due within thirty days, and the contract does not contain any return (other
than for warranty) or cancellation provisions. Pursuant to the provisions of SEC Staff
Accounting Bulletin (SAB) No. 104, revenue is recognized on delivery into the vault as
the Company has fulfilled its contractual obligations and the earnings process is com-
plete. If the Company does not receive a shipment schedule for shipment of cards from
the vault, revenue is recognized upon shipment from the vault. In addition, revenue
recognition for future deliveries into the vault would be affected if the U.S. govemment
cancels the shipmenit schedule. As a result, the Company’s revenues may fluctuate from
period to period if the Company does not continue to obtain shipment schedules under
this subcontract or if the shipment schedules are cancelled.

License revenue, which may consist of up-frant license fees and long-term royalty pay-
ments, is recognized as revenue when earned. The second-source card manufacturing
license sold in April 2004 to Global Investments Group provides for royalty payments
1o the Company for each card produced during the 20-year term of the license agree-
ment. This is a multi-element arrangement as described in Emerging Issues Task Force
(EITF) Issue No. 00-21; revenue derived from the up-front payments will be recognized
from time to time over the term of the license. The cost of license revenue is not mate-
rial and is included in selling, general, and administrative expenses.

The Company applies the provisions of Statement of Position (SOP) No. 97-2, “Software
Revenue Recognition,” as amended by SOP No. 98-9, “Modification of SOP 97-2,
Software Revenue Recognition, With Respect to Certain Transactions” to all transactions
involving the sale of software products. Revenue from the license of the Company’s
software products is recognized when persuasive evidence of an arrangement exists,
the software product has been delivered, the fee is fixed or determinable, and
collectibility is probable, and, if applicable, upon acceptance when acceptance criteria
are specified or upon expiration of the acceptance period.
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Accounting for Income Taxes. As part of the process of preparing its consoli-
dated financial statements, the Company is required to estimate income taxes in each
of the jurisdictions in which it operates. This process invalves estimating the actual
current tax exposure together with assessing temporary differences resulting from
differing treatment of items, such as deferred revenue, for tax and accounting purposes
These differences resutt in deferred tax assets and liabilities, which are included with'nj
the consolidated balance sheets. The Company must then assess the likelihood that the
deferred tax assets will be recovered from future taxable income and to the extent tha
management believes recovery is not likely, the Company must establish a valuatior
allowance. To the extent that a valuation allowance is established or increased in
period, the Company includes an expense within the tax provision in the statements o
operations.

Significant management judgment is required in determining the provision for incomg
taxes and, in particular, any valuation allowance recorded against the Company’
deferred tax assets. During fiscal 2002, the Company recorded a tax benefit
$2,786,000, which included a $2,999,000 reduction to the valuation allowance on it
deferred tax assets, net of federal alternative minimum taxes, based on management
assessment that such portion of its deferred tax assets would more likely than not b
realized. Due to the Company's recent cumulative tax loss history for the three-ye
period ending March 31, 2004, income statement loss history over the past five qua
ters, and the difficulty in forecasting the timing of future revenue as evidenced by th
deviations in achieved revenues from expected revenues during the past few quarte:
and taking into account the newness of certain customer relationships, the Compan
determined it was necessary to increase the valuation allowance under SFAS No. 10
to the full amount of the deferred tax asset. As a result, the Company has recorded
valuation allowance of $14.8 million as of March 31, 2004, which includes a charge
increase the valuation allowance against the beginning of the year net deferred t
asset balance of $7,086,000 for the year ended March 31, 2004, due to uncertainti
related to the Company’s ability to utilize its deferred tax assets. In addition t
Company recorded a valuation allowance against its net deferred tax asset generat
during fiscal 2004 in the amount of $2,411,000.

The Company's methodology for determining the realizability of its deferred tax asse
involves estimates of future taxable income; the estimated impact of future sto
option deductions; and the expiration dates and amounts of net operating loss carry-
forwards. These estimates are based on near-term projections and assumptions which
management believes to be reasonable. For recent prior periods, the Company had
been estimating future taxable income from its core business, which assumed on-going
business under the U.S. government subcontract for Permanent Resident Cards and
Laser Visa Border Crossing Cards and the Canadian government's Permanent Resident
Card program, as well as estimated operating expenses to support that level of busi-
ness, as offset by the estimated impact of future stock option deductions. The Company
went back to estimating future taxable income based upon its expectations for the
current and next three years because this past core business has not proven to be as
stable as the Company had believed it to be and because this past core business is
expected to represent an increasingly smaller part of the business. This is because the
Company expects revenues from these U.S. programs to stabilize at revenue levels
lower than had been expected in the past and because the Company expects new
foreign business, which has fluctuated considerably quarter to quarter, to comprise a
larger portion of the core business. The Company has had difficulty in the past, and
expects to have continued difficulty in the future, in reliably forecasting its foreign busi-
ness and the revenue to be received from it. This, in combination with the anticipated
three-year cumulative tax loss for the period ended March 31, 2004, has resulted in the
Company basing its estimates of future income for these purposes to booked orders
only. As circumstances change, the Company may in the future be able to revert back
to estimating future revenue based upon its forecast revenues rather than only using
booked orders, although the Company cannot say when this will occur.

In concluding that a valuation allowance was required, the Company considered both
the positive and negative evidence regarding its ability to generate sufficient future
taxable income to realize its deferred tax assets. Positive evidence included having
achieved profitability for financial reporting purposes from fiscal 1999 through fiscal



zar 2003. Other positive evidence included (1) the level of sales and business experi-
aced under the contract with the Canadian government’s Permanent Resident Card
rogram; (2) prospects in Italy and Saudi Arabia for national identification card
srograms; (3) the heightened interest in border security initiatives following the events
3 September 11, 2001; and {4) expected future orders. Negative evidence included (1)
ne Company's reliance on a limited number of customers for a substantial portion of
s business; (2) the uncertainty in timing of anticipated orders from customers; (3) the
mpact of future stock option deductions on taxable income; and (4) recent experience
3f net operating loss carryforwards expiring unused; (5) the loss for the fourth quarter
5f fiscal 2003 and the losses in fiscal 2004; and (6) the prospect of three years” cumu-
|ative tax net operating losses. In weighing the positive and negative evidence above,
the Company considered the “more likely than not” criteria pursuant to SFAS No. 109
as well as the risk factors related to its future business described under the subhead-
ings: “Dependence on VARs and on a Limited Number of Customers,” "Lengthy Sales
Cycles,” "Technological Change,” and “Competition” as noted in the section entitled
“Factors That May Affect Future Operating Results.” As described above, the Company
concluded that the negative evidence outweighed the positive evidence and as a result
increased the valuation allowance to be equal to the full amount of the deferred tax
asset as of March 31, 2004.

In the event that actual results differ from these estimates or that these estimates are
adjusted in future periods, the Company may need to adjust the amount of the valua-
iion allowance based on future determinations of whether it is more likely than not that
some or all of its deferred tax assets will be realized. A decrease in the valuation
3llowance would be recorded as an income tax benefit or a reduction of income tax
expense or a credit to stockholders’ equity. The Company’s net operating fosses avail-
ahle to reduce future taxable income expire on various dates from fiscal 2005 through
fiscal 2024. To the extent that the Company generates taxable income in jurisdictions
~here the deferred tax asset relates to net operating losses that have been offset by a
‘ull valuation allowance, the utilization of these net operating losses would result in the
eversal of the related valuation allowance in the Company's results of operations. The
- Company would need $8,226,000 of income on its federal income tax return to avoid
the expiration of $2,797,000 of the deferred tax asset now set to expire in fiscal 2005,

Inventories. The Company values its inventory at the lower of the actual cost to
purchase and/or manufacture the inventory or the current estimated market value of
the inventory. Management regularly reviews inventory quantities on hand and records
a provision for excess and obsolete inventory based primarily on forecasts of product
demand. Demand for read/write drives can fluctuate significantly. In order to ohtain
favorahle pricing, purchases of certain read/write drive parts are made in quantities that
exceed the historical annual sales rate of drives. The Company purchases readiwrite
drive parts for its anticipated read/write drive demand and takes into consideration the
order-to-delivery lead times of vendors and the economic purchase order quantity for
such parts.

Management’s analysis of the carrying value of card and read/ write drive inventory is
performed on a quarterly basis. With respect to inventory carrying values, the Company
follows the principles articulated in Accounting Research Bulletin 43, Chapter 4,
"Inventory Pricing,” paragraphs 5 through 7 and 10 and other authoritative guidance
(SAB 100) as it relates to determining the appropriate cost basis of inventory and deter-
mining whether firm, noncancelable purchase commitments should be accrued as a
foss if forecasted demand is not sufficient to utilize all such committed inventory
purchases. As part of the Company’s quarterly excess/obsolete analysis, management
also determines whether lower of cost or market adjustments (i.e., where selling prices
less certain costs are not sufficient to recover inventory carrying values) are warranted;
during fiscal 2004, the Company has not recorded any significant lower of cost or
market adjustments, in those instances where the Company has recorded charges for
excess and obsolete inventory, management ensures that such new cost basis is reflect-
ed in the statement of operations if that inventory is subsequently sold. The Company's
inventory reserves are based upon the lower of cost or market for slow moving or
obsolete items. As a result, the Company believes a 10% increase or decrease of sales
would not have a material impact on such reserves.

RESULTS OF OPERATIONS— FISCAL 2004
COMPARED WITH FISCAL 2003 AND FISCAL 2002

Overview

Drexter Technology Corporation is headquartered in Mountain View, California.
The Company makes and markets high-security, durable plastic, LaserCard optical
memory cards and associated computerized read/write drives primarily for use in digi-
tal governance programs by the US and foreign governments. The counterfeit- and
tamper-resistant cards are consumable products because they typically are replaced
when the cards expire. The largest purchaser of LaserCard products is Anteon
International Corporation, a value-added reseller (VAR) of the Company. Anteon is the
government contractor for LaserCard product sales to the U.S. Department of Homeland
Security (DHS), U.S. Department of State (DOS), U.S. Department of Defense (DOD),
and the govemnment of Canada. Under government contracts with Anteon, the DHS
purchases U.S. Permanent Resident Cards (Green Cards) and DOS “Laser Visa” Barder
Crossing Cards (BCCs); the DOD purchases Automated Manifest System cards; and the
Canadian government purchases Permanent Resident Cards. Encompassing all of these
programs, the Company’s product sales to Anteon represented 72% of total revenues
for fiscal 2004 ended March 31, 2004; 94% of total revenues for fiscal 2003 ended
March 31, 2003; and 81% of total revenues for fiscal 2002 ended March 31, 2002.

Revenues for the major government programs are shown below as a percentage of
total Company revenues:
Fiscal Year
2001 2002 2003
United States Green Cards and Laser Visa BCCs . 75% 82% 44%
Canadian Permanent Resident Cards . . ... .. .. 3% 10% 25%
italian Carta d'Identita Elettronica (CIE) Cards .. 4% —_ 22%

For the government of ltaly, the Company has received orders for CIE cards (Carta
d'ldentita Elettronica) and anticipates orders for a new program for the PSE cards
{Permesso di Saggiomo Elettronico). As of March 31, 2004, the Company has a back-
log in the amount of $2.8 million for CIE cards scheduled for delivery through May 2004
for Phase 2 of this program. According to program descriptions released by the italian
government, CIE card orders could potentially reach 8 to 10 million cards per year if
Phase 3 is fully implemented.

Production of U.S. Laser Visa Border Crossing Cards (BCCs) and U.S. Permanent Resident
Cards {Green Cards) for the U.S. Department of Homeland Security (DHS) was delayed
at the beginning of fiscal 2004 while new artwork for the cards was being designed by
DHS. The artwork change for Laser Visa BCCs was completed in July 2003, and on July
14, 2003, the Company announced receipt of an optical memory card order valued at
approximately $2 million for Laser Visa BCCs. The new order called for card production
to start immediately and to be completed within four months. The artwork change for
Green Cards resulted in an order announced by the Company on December 19, 2003,
valued at approximately $2.6 million, calling for deliveries through May 2004. The
Company has not received a follow-on order for either Laser Visa BCCs or Green Cards.
As of March 31, 2004, between its own on-site inventory and the inventory it owns and
maintains in their vault on Company premises, the U.S. government has inventories of
Laser Visa BCCs and Green Cards which would last approximately 20 and 12 months,
respectively, at the U.S. government’s current card-personalization rates.

Optical memory card revenues for fiscal 2004 included approximately $4.8 million in
sales of U.S. Green Cards and Laser Visa BCCs. This is less than the approximately $13
million leve) of revenues the Company had previously expected to receive from these
programs on an annual basis. Optical memory card revenues for these two programs
were approximately $21.2 million for fiscal 2003 and $15.6 million for fiscal 2002, The
Company anticipates that fiscal 2005 optical memory card revenues for these two pro-
grams will not exceed $6 million, The U.5. government is cusrently personalizing cards
at an $9 million annualized run rate. The value is based upon the Company’s selling
price of cards to Anteon. The Company believes that annual revenues under these two
programs will approximate the U.S, government personalization rate over time, subject
to fluctuations in the leve! of inventory deemed appropriate by the U.S. government.
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The Company has established sheet-lamination production facilities to make Canadian
Permanent Resident Cards, Italian National ID cards, and cards for other potential
programs. This pracess is currently more labor intensive than its roll-lamination process
but allows the use of high security offset printing and other special features, resulting
in a premium card. To date, gross margins on the Canadian sheet-process cards have
been less than 40%. The Company believes that over time it will be able to improve
margins on cards made by the sheet-lamination process, through automation and yield
improvements, In addition, roll-lamination card gross margins have been hampered by
low sales and production valume,

Potential applications for LaserCard optical memory card digital governance programs
include identification cards in several countries, motor vehicle registration cards
in India, and the expansion of current U.S, government ID card programs due to the
perceived increasing need for enhanced U.S, border security. During the fiscal 2004
third quarter, the Company received an order for and delivered 1,000 optical memory
card read/write drives and hiometric verification system software for a Department of
Homeland Security program. These 1,000 drives and software systems are being
deployed by the DHS at U.S. borders, to enable the DHS to read the encoded data on
more than 16 million Green Cards and Border Crossing Cards previously manufactured
by the Company and issued by the U, government since 1998. Potential U.S. govern-
ment ID programs include the U.S. Visitor and Immigration Status Indication Technology
(US-VISIT) program. The Company is uncertain whether it will be chosen as a US-VISIT
subcontractor directly or through a VAR teaming partner with Accenture, which was
announced as the prime contractor for the full implementation of this program on June
1, 2004. Since governmental card programs typically rely on government policy-mak-
ing, which in turn is subject to technical requirements, budget approvals, and political
considerations, there is no assurance that the US-VISIT program will be implemented
as expected or that it will include optical cards in its solution.,

In addition to using its own marketing staff, the Company utilizes VAR companies and
card distribution licensees for the development of markets and applications for
LaserCard products. Product sales to VARs and licensees consist primarily of the
Company's optical memory cards and optical card read/write drives, The Company also
offers for sale, its customized software applications and add-on peripherals made by
other companies (such as equipment for adding a digitized photo, fingerprint, hand
template, or signature to the cards). The VARs/licensees may add application software,
personal computers, and other peripherals, and then resell these products integrated
into data systems. The Company is continuing its efforts to recruit new VARs and elim-
inate nonproductive VARs,

The Company's current five-year U.S, government subcontract for Green Cards and
Laser Visa BCCs was announced in June 2000 and will expire on May 25, 2005. This
subcontract was received by the Company through Anteon, a LaserCard VAR that i a
US. government prime contractor, under a competitively bid, government
procurement contract. There is no assurance that a follow-on contract will be issued
by the DHS upon expiration of the current contract, especially given the advent of the
US-VISIT program.

In 2002, the Company was awarded a subcontract for production of Canada’s
new Permanent Resident Cards. Shipments began in fiscal 2003 and have totaled $6.7
million as of March 31, 2004, Including an order received in April 2004, the Company's
backlog at that time of $2.4 million called for defiveries through January 2005.

In March 2004, the Company quoted on a tender issued by the Kingdom of Saudi
Arabia for three million cards and 220 read/write drives for a secure personal identifi-
cation card program. The products would be delivered over one-year period after con-
tract issuance. The Company previously sold 120 read/write drives for this program,
most of which were shipped in the fiscal 2004 second quarter, for installation of the
infrastructure required for card issuance, and also has shipped small quantities of
optical memory cards for testing and sample purposes. The first-phase contract allows
for the procurement of 300,000 cards, the balance of which may be purchased after
testing is complete. The second-phase contract is expected to be awarded to one of the
prime contractors in July 2004; however, there is no assurance that the contract will be
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issued, that the Company would be the selacted vendor, or that the Company
receive additional orders for this program under any contract that may ultimately
issued by the Saudi Arabian government.

On March 31, 2004, the Company successfully concluded the acquisition of two re
ed German card companies, Challenge Card Design Plastikkarten GmbH of Raste
Germany, and cards & more GmbH of Ratingen, Germany, including their sales ope
tions in the United States and Korea. These acquisitions provide the Company wit
card manufacturing base to serve the European, Middle Eastern, African, and As
markets, supplementing the Company’s newly expanded manufacturing operations
California.

Effective April 3, 2004, the Company sold a second-source card-manufacturing licer

to the Global Investments Group, based in Auckland, New Zealand, for card manuf:

turing in Slovenia. This agreement provides for payments to the Company of §

million for the license over the 20-year term of the license {consisting of a five-ye

training support package, followed by an ongoing support phase for an additior
15 years). Additionally, the Company is to sell approximately $12 million worth of #
required manufacturing equipment and installation support for the new facility to pr
vide a targeted initial manufacturing capacity of 10 million optical cards annually. Tt
Company has received the initial $5 million of payments called for in the agreemen
consisting of a partial payment for the equipment of $500,000 as of March 31, 20¢
and $4.5 million subsequent to March 31, 2004. Global Investments Group is to p
the Company royalties for each card produced during the 20-year term of the licen
agreement. Start up of the Global Investments Group facility is planned for early 200!
Revenue will be recognized over the remaining term of the agreement beginning whe
operation of the factory commences,

As more fully described under Liquidity and Capital Resources,” in December 2003, th
Company raised approximately $9.4 million in an equity private placement, net ¢
expenses. The Company sald 791,172 shares of common stock at $12.76, nine-mont
options to purchase 122,292 shares of common stock at $16.51, and five-year warrant
to purchase 174,057 shares of common stock at $17.26.

Kodak, the Company's sole-source supplier of raw material for its optical memory carc
media, announced that it is reducing its emphasis on emulsion based films
If Kodak were to discontinue manufacturing the raw material from whict
the Company’s optical memory card media is made, the Company would order the
maximum amount of final-run stock for use while endeavoring to establish an alternate
supplier for such raw material, although the purchase price could increase from a new
supplier. The Company has purchased a long-term supply of the raw material to
make mastering loops and believes it has on hand an adequate supply of media raw
material on hand and on order to meet anticipated demand.

The Company plans to invest approximately $11 million in additional capital equipment
and leasehold improvement expenditures in fiscal 2005, as more fully discussed under
“Liquidity and Capital Resources.” In this regard, the Company has entered into ten-
year leases for two buildings in Mountain View, California, totaling 69,000 square feet,
with average annual lease payments totaling $1.1 million combined. One lease is a
renegotiation of the lease for an existing leased building and the other lease, signed on
January 29, 2004, is for additional space. Rent expense is recorded at the average of
the rent payments over the term of the lease, When the lease payments increase aver
the lease term, the result is recorded as an accrued liability (deferred rent). At the time
the renegotiated lease was signed, there was $139,000 of deferred rent associated with
the original lease. This amount is being amortized on a straight-line basis over the
ten-year term of the new lease. The Company occupied the newly leased building in
April 2004, The Company will move out of a smaller building in mid-2004. This has
resulted in the acceleration of certain leasehold improvement amortization costs for the
period from November 2003 through May 2004, and in the recognition of approxi-
mately $300,000 of additional leasehold amortization expense through that period.
Fiscal 2004 amortization expense for leasehold improvements was $367,000.
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or the 2004 fiscal year ended March 31, 2004 the Company's total revenues were
16,963,000 compared with $26,331,000 for fiscal 2003 and $20,889,000 for
iscal 2002.

'roduct Revenues. The Company's product revenues consist of sales of optical
riemory cards, optical card read/write drives, drive accessories, maintenance, peripher-
4, and other miscellaneous items to approximately 26 customers in four states and 16
roreign countries. Product revenues were $16,963,000 for fiscal 2004; $25,221,000 for
fiscal 2003; and $19,562,000 for fiscal 2002. The changes in product revenues over
these periods were due primarily to the sale of optical memory cards for the U.S. gov-
emment’s Laser Visa BCC and Green Card programs. Optical memory card revenues for
these programs were $4.8 milfion for fiscal 2004; $21.2 miflion for fiscal 2003; and
$15.6 million for fiscal 2002. The Company anticipates that fiscal 2005 revenues will
not exceed $6 miflion for these two programs. Therefore, additional orders from new
and existing programs are needed to increase revenues to pre-fiscal 2004 levels. Such
programs could include thase in India, taly, Saudi Arabia, Senegal, Costa Rica, and the
United States.

Revenue on optical memory cards totaled $13.4 million for fiscal 2004 compared with
$24.2 million for fiscal 2003 and $18.2 million far fiscal 2002. The decrease for fiscal
2004 mainly was due to lower unit volume of card sales.

For fiscal 2004, revenue on read/write drives, drive service, and related accessories
totaled $3.4 million compared with $0.7 million for fiscal 2003 and $1.3 million for
fiscal 2002. The increase for fiscal 2004 compared with fiscal 2003 and fiscal 2002 was
due to an increase in unit sales volume for read/write drives and higher selling prices
resulting from the inclusion of biometric system software. The sales-volume increase
for fiscal 2004 was primarily the result of an order for and delivery of 1,000 optical

riemory card readiwrite drives and biometric verification system software for a US.
“Department of Homeland Security program. Read/write drives comprised 20% of total
revenues during fiscal 2004; 3% for fiscal 2003; and 6% for fiscal 2002.

License Fees and Other Revenues. During fiscal 2002, the Company entered
into a read/write drive kits assembly license with a customer in Italy, which generated
license revenue of $119,000. The arrangement was structured whereby the customer
agreed 10 pay a contractually agreed upon fee in exchange for the transfer of technical
knowledge and know-how and training in the assembly of read/write drives. The train-
ing period extended over 16 months, which is the period over which the Company
recognized the fee as revenue. Alsa in fiscal 2002, the Company recorded revenue of
$1.206,000 realized on digital sound patent licenses sold to Sony Corporation and
Dolby Laborataries, Inc. The revenues were net of legal costs and third party contin-
gency (success) fees. There are no ongoing royalty payments. Fiscal 2003 license and
other revenue included $875,000, representing the unamortized portion of a
$1,000,000 nonrefundable distribution ficense fee received in 2000 from a ficensee in
Asia that had committed to purchase a minimum number of optical memory cards for
a program in the licensee's country. The Company recorded this fee as deferred revenue
and has been amortizing it as revenue in proportian to the actual card purchases by the
licensee, During December 2002, the Company determined that, due to the licensee’s
failure to meet the minimum contractual purchase commitment, the licensee’s distri-
bution rights had become unenfarceable and that the licensee would no longer be act-
ing as the sole card supplier for that program. In addition, at that time the Company
decided it would no longer work with the licensee under the terms of the license agree-
ment. Since there were no further obligations, the Company recognized the remaining
$875,000 of revenue in the quarter ended December 31, 2002. Fiscal 2003 license and
other revenue also included $235,000 relating to a payment received in January 2002
from a third party that was considering entering into a license agreement with the
Company; the Company originally recorded this payment as deferred revenue. The third
party had subsequently foregone its rights under this agreement due to non-perform-
ance and, accordingly, the Company recognized revenue on this arrangement in the
fourth quarter of fiscal 2003.

There were no license revenues for the 2004 fiscal year ended March 31, 2004,
However, on April 16, 2004, the Company announced the sale of a royalty-bearing,
optical memory card manufacturing license to the Global investments Group, of New
Zealand, for card manufacturing in Slovenia. The license agreement provides for
payments to the Company of $29 million for the license (including a five-year training
support package, followed by an ongoing support phase for an additional 15 years).
Additionally, the Company agreed to sell approximately $12 million worth of the
required manufacturing equipment and instaliation support for the new facility to
provide a targeted initial manufacturing capacity of 10 million optical cards annually,
with options to increase capacity to 30 million cards per year. The Company to date has
received the initial $5 million of payments called for in the agreements, consisting of
a partial payment for the equipment of $500,000 as of March 31, 2004 and $4.5
million subsequent to March 33, 2004. These payments have been recorded in deferred
revenue and will be recognized as revenue gver the term of the arrangement beginning
when operation of the factory commences.

Backlog

As of March 31, 2004, the backlog for LaserCard optical memory cards totaled $4.1
million, compared with a backlog of approximately $1.9 million for fiscal 2003 and
$16.4 million for fiscal 2002. Order backlog as of March 31, 2004 includes orders for
the following programs: Green Cards for the U.S. Department of Homeland Security,
italian government national ID cards (CIE cards), and Canadian government Permanent
Resident Cards. Backlog is subject to fluctuation due to having few customers and the
timing of orders. The Company has no backlog for read/write drives.

in addition, the backlog for Challenge Card Design Plastikkarten GmbH and cards
& more GmbH products and services totaled 2.1 million euros {(approximately $2.6
million) as of March 31, 2004,

Gross Margin

Gross margin on product sales was 22% for fiscal 2004; 45% for fiscal 2003; and 46%
for fiscal 2002. The overall gross profit declined $8,619,000, to $3,806,000 for fiscal
2004 from $12,425,000 for fiscal 2003 and decreased $6,431,000 from $10,237,000
for fiscal 2002. The decrease in gross margin on product sales for fiscal 2004 compared
with fiscal 2003 was due primarily to lower volume of optical memory card sales. The
decrease in gross margin on product sales for fiscal 2003 compared with fiscal 2002
was due largely to (1) the initial production of cards for the Canadian program under a
new manufacturing process initiated by the Company during fiscal 2003 and (2) the
larger negative gross margin on readfwrite drive sales, as discussed befow.

According to the license effective April 3, 2004 with Global Investments Group,
the Company will resell $12 million of card manufacturing equipment to this licensee
during fiscal 2005 and 2006. The Company expects to realize fittle gross margin
on this sale, which is largely a pass-through. The Company will have little cost
associated with its Global investments Group license revenue, therefore, its gross
margin will approximate its amortized revenue from the $29 million license fee. The
$41 million in revenue and the associated costs will be amortized over the 20-year term
of the license,

Optical Memory Cards. Prior to fiscal 2004, optical memory card gross margins
have approximated 50%. Optical memory card gross profit and margins can vary sig-
nificantly based on average selling price, sales and production volume, mix of card
types, production efficiency and yields, and changes in fixed costs. The gross margin on
optical memory cards declined to 26% for fiscal 2004 compared with 50% for fiscal
2003 and 52% for fiscal 2002. The declines for fiscal 2004 were primarily due to low
sales and production volume and the corresponding underabsorption of fixed costs and
the introduction of cards made by a sheet-lamination process that currently have lower
margins than cards made by the roll-lamination process. The changes in gross profit for
fiscal 2003 and fiscal 2002 were mainly due to changes in sales volume.
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Read/Write Drives. In fiscal 2002, the Compary reduced the selfing price
for LaserCard readiwiite drives by 20% for typical purchase guantities in an effort to
develop a broader market and customer base for LaserCard optical memory cards.
Since fiscal 2002, there has not been a further reduced selling price for these read/
write drives, However, in fiscal 2004, the Company introduced a new drive with a 25%
reduction in price for typical quantities as compared with the previous model. Current
and target applications for the Company's LaserCard typically require a small number
of drives relative to the number of cards purchased.

For fiscal 2004, the Company had a gross profit on readwrite drive sales, including
biometric system software, of approximately $410,000 and a gross margin of 12%
compared with a negative gross profit on readfwrite drive sales of approximately
$890,000 for fiscal 2003 and $640,000 for fiscal 2002. Readfwrite drive gross profits
increased by $525,000 in fiscal 2004 due to the inclusion of biometric system software
on a per-drive basis on the 1,000 drive DHS purchase. During fiscal 2003, the Company
wrote off readiwrite drive inventory totaling approximately $300,000. Read/write drive
gross profit and margins can vary significantly based upon sales and production
volume, changes in fixed costs, and the inclusion of optional features and software
icenses on a per-drive basis. Prior to receipt of the comparatively large read/write drive
order from the U.S. government in the third quarter of fiscal 2004, read/write drive grass
profits had been negative, inclusive of fixed overhead costs, due to low sales valume.
The Company anticipates that quarterly negative gross profits will recur in the future
unless sates volume is sufficient to cover fixed costs. Also, unless per drive system
software licenses are inchuded in future orders, the Company befieves that margins will
be below 10% when sales volume is sufficient to result in positive gross profit.

Income and Expenses

selling, General, and Administrative Expenses (SG&A). SGZA expenses
were $6,700,000 for fiscal 2004; $6,202,000 for fiscal 2003; and $5,165,000 for
fiscal 2002. The increase for fiscal 2004 compared with fiscal 2003 was primarily due
to a $231,000 increase in insurance premiums and an increase of $360,000 in legal and
accounting fees. The increase for fiscal 2003 compared with fiscal 2002 included
approximately $507,000 for increased marketing and seiling expenditures, an increase
of $273,000 in general and administrative expenditures, an increase of $177,000 for
insurance expenditures, and an increase of $132,000 for legal and accounting services.
SG&A expenses far fiscal 2004 were higher than fiscal 2003 levels, mainly due to
increases in accounting and fegal fees primarily related to due diligence for the
acquisition of two companies in Germany and increased costs of being a public
company. The Company believes that SG&A expenses for fiscal 2005 will be higher
than fiscal 2004 levels, mainly due to integration of the acquired companies, increases
in marketing and sefling expenses, and the cost of compliance with intemal control
auditing mandated by Section 404 of the Sarbanes-Oxley Act.

Research and Engineering Expenses (R&E). The Company is continuing its
efforts to develop new optical memory card features and structures, including various
cheet-lamination card structures, the insertion of contactless chips with radio frequen-
¢y (RF) capability, OptiChip’, OVD {optically variable device) products, and associated
media development; enhanced optical memory card readiwrite drives and read-only
drives (readers); and new software products in an effort to provide new products that
¢an stimulate optical memory card sales growth. For example, the Company recently
has developed a prototype of a LaserCard handheld reader. The Company anticipates
that these ongoing research and engineering efforts will resuft in new or enhanced card
capabilities, production-modet read-only drives, or drives with advanced security fea-
tures and lower manufacturing costs; however, there is no assurance that such product
development efforts will be successful. These features are important for the Company's
existing and future optical memory card markets. Total R&E expenses were $2,620,000
for fiscal 2004 $2,818,000 for fiscal 2003; and $3,045,000 for fiscal 2002. The
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decrease in R&E spending for fiscal 2004 compared with fiscal 2003 is mainly

to the completion of the design for a new read/write drive model and a $98,
reduction related to the completion last year of the amortization of design technol
transfer costs. The $227,000 decrease for fiscal 2003 compared with 2002 is ma
due 1o a reduction in purchased services and protatype expenditures. Increases
RSE expenses are antidpated for fiscal 2005 for development of production-mc
read-only drives, optical memary card media development, and other card ¢
hardware related programs.

Other Income and Expense. Total net other income for fiscal 2004 v
$176,000, consisting of $269,000 of interest income, offset by $93,000 of exper
recorded to mark-to-market the fair value of common stock options and warral
issued in December 2003. Total other income was $397,000 of interest incot
for fiscal 2003 and $386,000 of interest income for fiscal 2002. The decrease in int:
est income for fiscal 2004 compared with fiscal 2003 was primarily due to the dechi
in interest rates.

tncome Taxes. The Company recorded an income tax expense of $7,089,000 for i
cal 2004. For fiscal 2003, the income tax expense was $1,520,000, for an effective t
rate of 40%; and for fiscal 2002, the income tax benefit was $2,786,000. T
Company's income tax expense for fiscal 2004 was due to increasing the valuatic
altowance to be equal to the remaining balance of the Company's deferred tax asse
This income tax expense is not a cash item and does not mean that the Company owe
income taxes, but rather that it no longer can demonstrate that in the future it wi
jikely be able to utilize the tax henefits of previously generated net operating losse:
The methodology for determining the realizability of its deferred tax assetis critice
accounting policy as described under the heading " Critical Accounting Policies” ant
in the Company's SEC filings. In summary, this methadology considers positive ant
negative evidence regarding the Company's ability to generate sufficient future taxable
income to realize its deferred tax assets. Due to the Company's recent cumulative tay
loss history especially as forecast for the three-year period ending March 31, 2004,
incame statement loss history over the five quarters anded March 31, 2004, and the dif-
ficulty in forecasting the timing of future revenue which could tead to positive income
on its financial statements and taxable income as evidenced by the deviations in
achieved revenues from expected revenues during the past few quarters and taking
into account the newness of certain customer relationships, the Company determined
it was necessary 1o increase the valuation allowance under SFAS No. 109 to the full
amount of the deferred tax asset because its estimated future revenue taking into
account only booked orders would not generate sufficient taxable income to realize any
of its deferred tax assets. If the Company has taxable income in the future, any unex-
pired net operating loss income tax carry-forward amounts will be utilized ta reduce
otherwise required income tax payments, and future tax expense, up to the full amount
of the deferred tax asset which is currently $14.8 million. As of March 31, 2002, the
Company had recognized all prior tax benefits for income statement pusposes. The
income tax benefit for fiscal 2002 included a credit of $2,999,000 due to the change
in the valuation allowance relating to the federal deferred tax asset, net of federal
alternative minimun taxes, partially offset by $213,000 for state tax expense. Most
of the subsequent $8.6 miltion of incame tax expense has resulted from increasing the
valuation allowance to be equal to the deferred tax assets. in future years, unless the
valuation is reduced, should the Company be profitable for income tax purposes, the
Company will utilize the deferred tax asset to reduce the income tax it would otherwise
owe, meaning that its effective tax rate will be zero. The Company has $2.8 million o
deferred tax assets that expire in 2005 to the extent they are not utilized to reduc
income tax which would be due should the Company have profits on its income ta
return. To the extent that the Global Investments Group license agreement generate
taxable income and the Company is inan overall taxable income position the Compan
would be able to reduce the valuation allowance.



LIQUIDITY AND CAPITAL RESOURCES

As of March 31, 2004, the Company had cash, cash equivalents, and short-term invest-
ments of $12,669,000 and a current ratio of 2.1 to 1. The Company also had
$8,246,000 in long-term investments with original maturities from one year to two and
one-half years, Cash, short-term investments, and long-term investments were
$20,915,000 at March 31, 2004 and $17,015,000 at March 31, 2003.

Net cash used in operating activities was $2,000 for fiscal 2004 compared with net
cash used in operating activities of $64,000 for fiscal 2003 and net cash provided by
operating activities of $4,369,000 for fiscal 2002. The decrease in cash provided by
operating activities from fiscal 2002 to fiscal 2003 is largely due to changes in advance
payments from customers and ceferred revenue.

Cash increased during fiscal 2004 due to the proceeds from an equity private placement
5f common stock, as described below. Cash will fluctuate based upon the timing of
advance payments from customers relative to shipments and the timing of inventory
wrchases and subsequent manufacture and sale of products.

The Company believes that the estimated level of revenues and advance payments over
ife next 12 months will be sufficient to generate cash from operating activities over the
<ame period. However, quarterly fluctuations are expected. Operating cash flow could
& negatively impacted 1o a significant degree if either of the Company's largest U.S.
‘iovernment programs were to be further delayed, reduced, canceled, or not extended,
{ the ltalian CIE card program does not grow as planned intemally, and if these pro-
irams are not replaced by other card orders or other sources of income, or if increases
1 product revenues or licenses do nat keep pace with increased marketing and R&E
xpenditures.

“The Company has not established a line of credit and has no current plans to do so. The
two acquired German companies each have existing lines of credit with their banks.
The Company may negotiate a line of credit if and when it becomes appropriate,
although no assurance can be made that such financing would be available on favor-
able terms or at all, if needed.

As a result of the $12,427,000 net loss recorded for fiscal 2004, the Company's
accumulated deficit increased to $18,244,000. Stockholders’ equity decreased to
$35,686,000 as a result of the net loss recorded that was offset by $11,173,000 in addi-
tions to equity due to the sale of stock through stack plans during fiscal 2004 and the
proceeds of a private placement of common stock, as described below.

Net cash used for investing activities was $5,144,000 for fiscal 2004; $4,151,000 for fis-
cal 2003, and $6,319,000 for fiscal 2002. These amounts include $3,083,000 in con-
nection with the purchase of two German companies, Challenge Card Design
Plastikkarten GmbH and cards & more GmbH, in fiscal 2004; purchases and maturities
of liquid investments; purchases of property and equipment of $3,996,000 for fiscal
2004; $2,468,000 for fiscal 2003; and $1,723,000 for fiscal 2002; and acquisitions of
patents and other intangibles of $93,000 for fiscal 2004; $307,000 for fiscal 2003; and
$98,000 for fiscal 2002.

The Company considers all highly liquid investments, consisting primarily of
commercial paper, taxable notes, and U.S. government bonds, with original or remain-
ing maturities of three months or less at the date of purchase, to be cash equivalents.
All investments with original or remaining maturities of more than three months but
not more than one year at the date of purchase, are classified as short-term.
Investments with original or remaining maturities of more than one year at the date
of purchase are classified as long-term. The Company determines the length of its
investments after cansidering its cash requirements and yields available for the type of
investment considered by the Company. Management also determines the appropriate
classification of debt and equity securities at the time of purchase and reevaluates the
classification of investments as of each balance sheet date. As of March 31, 2004
the Company had $9,227,000 classified as short-term and long-term investments,
compared with $11,261,000 at March 31, 2003. All marketable securities were
accounted for as held-to-maturity.

S EEEEEEE———————— ]

The Company made capital equipment and leasehold improvement purchases
of approximately $4 million during fiscal 2004 compared with $2.5 million during
fiscal 2003 and approximately $1.7 million during fiscal 2002. The Company's current
card capacity, assuming optimal card type mix, is estimated at approximately 16 mil-
lion cards per year. The Company plans to purchase additional production equipment
in a series of steps when deemed appropriate by the Company. The Company is also
increasing production capacity for cards with new structures used by the Canadian and
italian programs. In addition to investment used for expansion, the Company expects
to make additional capital expenditures for cost savings, quality improvements, and
other purposes. The Company plans to use cash on hand and cash generated from
operations to fund capital expenditures of approximately $11 million during fiscal 2005
for equipment and leasehold improvements for card production, read/write drive tool-
ing and assembly, and general support items,

On March 31, 2004, the Company completed its acquisition of two related German card
companies, Challenge Card Design Plastikkarten GmbH of Rastede, Germany, and cards
& more GmbH of Ratingen, Germany (collectively, the Acquired German Entities),
including their sales operations in the United States and Korea. The Company pur-
chased the shares of the Acquired German Entities from their five shareholders {the
Shareholders) and purchased assets of the United States sales operation from a part-
nership comprised of the Shareholders. In the acquisition transaction, the Company
agreed to assume approximately 0.5 million euros of debt and to pay approximately
4.75 million euros in cash, consisting of approximately 2.25 million euros payable at
closing and the remaining approximately 2.5 million euros payable in five equal annu-
al instaliments for the business and certain assets. The agreement specified that the
purchase price be adjusted based upon other assets purchased and additional fiabilities
assumed. This resufted in a reduction in the purchase price of approximately 0.4 mil-
lion euros as of March 31, 2004. The present value of the net total purchase price is
$5.5 million. This purchase price was determined by negotiation between the Company
and the Shareholders, taking into account such matters as the value of the tangible
assets and the going concern value of the business operations of the Acquired German
Entities. Four of the Shareholders entered into new employment agreements with the
Acquired German Entities while the fifth Shareholder, who is resident in the US, entered
into an employment agreement with registrant. In addition to salaries, these employ-
ment agreements provide for commission based upon the future results of operations
of the Acquired German Entities, which could be as much as 3.75 million euros over the
next five years. The Company used a portion of its available cash to fund the acquisi-
tion. The Shareholders had no previous material relationship with the Company or its
affiliate or subsidiaries, although the Company did substantial business with the
Acquired German Entities during recent years. One of the Acquired German Entities
owns a plant in Rastede, Germany together with associated equipment which it has
used to manufacture plastic cards featuring contactless IC chip technology and high
resolution printing. The Company intends to continue to use the facility and equipment
to produce such cards as well as to enhance the facility to produce LaserCard cptical
memory cards in Germany. This will enable CCD to manufacture cards featuring four of
the key ID card technologies {optical memory, contact IC chip, contactless RF ID, and
magnetic stripe) either singly or in combination, along with other high-security features.

Net cash provided by financing activities was $11,080,000 for fiscal 2004; $1,776,000
for fiscal 2003; and $3,922,000 for fiscal 2002. Fiscal 2004 financing activities consist-
ed of proceeds from the equity private placement described below. Proceeds on sales
of common stack through the Company's stock-option and stock-purchase plans were
$1,691,000 for fiscal 2004; $1,776,000 for fiscal 2003; and $4,097,000 for fiscal 2002,

The Company received net proceeds of $9,389,000 (net of fees and expenses) from the
issuance and sale in December 2003 of 791,172 shares of common stock,
options to purchase 122,292 shares of common stock, and warrants to purchase
174,057 shares of common stock for an aggregate purchase price of $10,095,332 in a
private placement. The purchase price of the common stock was $12.76 per share,
which was & 15% discount from the five-day average price as of December 23, 2003.
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The options have an exercise price of $16.51 per share and a nine-month life. The war-
rants have an exercise price of $17.26 per share and a life of five years. The options and
warrants were valued at $245,000 and $984,000, respectively, based on a Black-
Scholes calculation as of December 23, 2003 and pursuant to the provisions of EITF
Issue No. 00-19, “Accounting for Derivative Financial Instruments Indexed to, and
Potentially Settled in, a Company's Own Stock,” (EITF 00-19) were recorded at those
values in long-term liabilities. The balance of the net proceeds was accounted for as
additional paid in capital. Under EITF 00-19, the Company marks-to-market the fair
value of the options and warrants at the end of each accounting period. At the end of
the fiscal 2004 third quarter, this resulted in options and warrants valued at $195,000
and $916,000, respectively. The decrease in valuation of the options and warrants
between December 23, 2003 and the quarter end of $118,000 was recorded as other
income in the accompanying Condensed Consolidated Statement of Operations and
resulted from a decrease in the Company's stock price. On February 6, 2004, the
Company and the investors entered into an amendment to their original agreement
that resulted in the reclassification of the options and warrants to equity. The amend-
ment clarified that the options and warrants granted in the financing may be exercised
at a time when a registration statement covering the resale of the underlying shares is
not effective or available and that in such instance the Company would deliver to the
Investors shares of common stock whase resale is not currently registered. On the
effective date of the amendment, the options and warrants were reclassified to equity
as additional paid-in-capital. As a result of the increase in value of the options and war-
rants from the closing date to the amendment date, due to increases in the Company's
stock price, the Company recognized an expense of $211,000, which is included in
other expense in the Condensed Consolidated Statement of Operations in the fourth
quarter of fiscal 2004,

Contractual obligations:
Debt obligations . .......... ... ... ...
Noncancellable operating leases ...........................
Noncancelable purchaseorders ............................
Total ...

On January 23, 2004, the Company filed an S-3 Registration Statement with the
Securities and Exchange Commission covering the resale of the common stock issued
and issuable in such financing. The Securities and Exchange Commission declared the
registration statement effective on April 28, 2004, The Company is subject to certain
indemnity provisions included in the stock purchase agreement entered into as part of
the financing associated with this registration, Morgan Keegan & Company, Inc. acted
as the Company's exclusive placement agent for this transaction. The Company used
approximately $3 million of the net proceeds from this private placement in connection
with the purchase of CCD and C&M and presently intends to use the balance of such
proceeds (1) to purchase capital equipment and make leasehold improvements to fur-
ther expand the Company's LaserCard optical memory card production capacity, (2) for
additional payments in connection with the purchase of CCD and C&M, and (3) for
general corporate purposes.

During fiscal 2001, the Company commenced a share repurchase program under which
up to 200,000 shares of common stock could be purchased by the Company from time
to time in Nasdaq Stock Market transactions in an aggregate amount not exceeding $3
million. During the first quarter of fiscal 2002, the Company used cash of $175,000 for,
this purpose and has since terminated this program without further activity.

There were no debt financing activities for fiscal 2004, 2003, or 2002, The Company,
acquired bank debt in the amount of $1,394,000 in the fiscal 2004 acquisition of
Challenge Card Design Plastikkarten GmbH and cards & more GmbH, of Germany. In

addition, the net present value of future payments on this acquisition is $2,150,000 onI
this transaction.

The following table provides a summary of the effect on liquidity and cash flows from
the Company's contractual obligations as of March 31, 2004 (in thousands);

Fiscal Year

2010 and
2005 2006 2007 2008 2009 Thereafter Total

$1,166 § 792 § 640 $ 487 $ 459 § — § 3,544
1,374 1,218 1,138 1,086 1,048 6,800 12,664
2,921 — — — — — 2,921

$5461 $2,010 $1,778 $1573 $1,507 $ 6,800 $19,129

The Company has also entered into employment agreements with certain
Shareholders of the Acquired German Entities that provide for commissions based upon
the results of operations of the acquired entities, which could be as much as 3.75 mil-
lion euros over the next five years and have not been reflected in the table above,

QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISKS

Interest Rate Risk. The Company invests its cash, beyond that needed for daily
operations, in high quality debt securities. In doing so, the Company seeks primarily to
preserve the value and liquidity of its capital and, secondarily, to safely earn income
from these investments. To accomplish these goals, the Company invests only in debt
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securities issued by {a) the U.S, Treasury and U.S. government agencies and corporations
and (b} debt instruments that meet the following criteria:

¥ Commercial paper rated A1/P1 or debt instruments rated AAA, as rated by the
major rating services

3 Can readily be sold for cash

There were no material changes during the fourth quarter of fiscal 2004 to the
Company's exposure to market risk for changes in interest rates.

Foreign Currency Exchange Rate Risk. The Company sells products in
various international markets. Al of these sales are denominated in U.S. dollars.
However, some raw material and purchased services are denominated in euros. Also,
as of March 31, 2004, the Company had debt relating to the acquisition of Challenge
Card Design Plastikkarten GmbH and cards & more GmbH, of Germany, in the amount
of 2.9 million euros. Accordingly, the Company is subject to exposure if the exchange
rate for euros increases in relation to U.S, dolfars, As of March 31, 2004, the Company
had not entered into a forward exchange contract to hedge against or potentially
minimize the foreign currency exchange risk.



Drexler Techneiogy Corporation and Subsidiaries
Financial Results by Fiscal Quarter
(Unaudited)

(In thousands, except per share amounts)
1st Quarter
Fiscal 2003
Productsales .......... ... . . vt
License and otherrevenue ................ —
Totalrevenues .. ........... i, 6,588

Cost of productsales .................... 3,285
Netincome (loss) .............. .. ....... 659
Net income (loss) per share:
BasiC ... $ .06
Diluted ........... ... i $ .06
Weighted average number of common
and common equivalent shares:
Basic ... ... .. 10,300
Diluted ......... ... ... it 11,117
Fiscal 2004
Productsales ..........coovvuiiiniiinnnnn $ 2,446
License and otherrevenue ................ —
Totalrevenues . ... 2,446
Cost of productsales .................... 2,556
NEetloss ..t (1,456)
Net loss per share:
Basic ... $ (19
Diluted ... ..ot $ (.14)
Weighted average number of common
and common equivalent shares:
Basic ... 10,478
Diluted ........ ... 10,478
Stock Data by Fiscal Quarter
(Unaudited)
(High and fow trade prices)
High Trade
FirstQuarter ... ... $30.30
Second Quarter ........... ... iy 22.00
ThirdQuarter ......... ... .. .. i 21.50
FourthQuarter ......... ... ... .. ... .... 15.95

Historical Stock Prices. The tabfe above sets forth the high and low trade prices
for the Company's common stock {rounded to two decimal points) as reported by
Nasdag during the fiscal periods indicated.

Stock Market Quotations. The Company’s only class of common stock, $.01 par
value, is traded on The Nasdag Stock Market® under the symbol DRXR and is quoted in
The Wall Street Journal and other newspapers. Stock price information and other data
also can be obtained on the Internet directly from Nasdaq at: www.nasdag.com.

2nd Quarter 3rd Quarter 4th Quarter

$ 9,493 (1) $ 4,490 $ 4,650
— 875 235
9,493 (1) 5,365 4,885
5,095 2,580 2,946
1,375 397 (149)
$ 13 $ .04 $ (on
$ .13 $ .04 $ (01
10,314 10,376 10,433
10,764 10,788 10,433
$ 2,708 $ 5,467 $ 6,342
2,708 5,467 6,342
2,526 3,905 4,170
(1,748 (8,864) (363)
$ (17) $ (.83) $ (.03)
$(17) $ (83) $ (.03)
10,553 10,631 11,381
10,553 10,631 11,381
Fiscal 2003 Fiscal 2004
Low Trade High Trade Low Trade
$ 16.61 $22.25 $13.03
12.03 20.84 14.00
12.01 17.14 13.00
11.61 16.95 12.46

Number of Stockholders. As of March 31, 2004, there were approximately 912
holders of record of the Company's common stock. The total number of stockholders
is believed by the Company to be several thousand higher since many holders’ shares
are listed under their brokerage firms' names.

Dividends. The Company has never paid cash dividends on its common stock. The
Company anticipates that for the foreseeable future, it will retain any eamings for use
and reinvestment in its business.

(1) During the second quarter of fiscal 2003, for the first time, the Company received a fixed schedule for shipments out of a secure, government-funded
vault built on Company premises. Revenue on all of the 2.17 million cards located in the vault was recognized upon the receipt of such fixed shipment sched-
ule. Had the Company not received this fixed schedule, revenues for the fiscal 2003 second quarter would have been based only on shipment of cards out of
the vault, as in the past, which would have reduced revenue by approximately $6.9 million for the three months ended September 30, 2002.
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REPORT OF INDEPENDENT
REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Drexler Technology Corporation:

We have audited the accompanying consolidated balance sheet of Drexler Technology  In our opinion, the consolidated financial statements referred to above pre:
Corporation and subsidiaries as of March 31, 2004, and the related consolidated  fairly, in all material respects, the financial position of Drexler Technology Corpora
statements of operations, stockholders’ equity and cash flows for the yearthenended.  and subsidiaries as of March 31, 2004, and the resuits of their operations and t|
These consolidated financial statements are the responsibility of the Company’s  cash flows for the year then ended in conformity with accounting principles gener
management. Our responsibility is to express an opinion on these consolidated accepted in the United States of America,

financial statements based on our audit.

We conducted our audit 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 KPMG LCP
basis, evidence supporting the amounts and disclosures in the financial statements.

An audit also includes assessing the accounting principles used and significant Mountain View, California
estimates made by management, as well as evaluating the overall financial statement June 9, 2004

presentation. We believe that our audit provides a reasonable basis for our opinion,

The following report is a conformed copy of the report previously issued by PricewaterhouseCoopers LLP and has not been reissued by that firm,

REPORT OF INDEPENDENT
REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
of Drexler Technology Corporation:

In our opinion, the accompanying consolidated balance sheet and the related  about whether the financial statements are free of material misstatement. An audit
consolidated statements of operations, of stockholders’ equity and of cash flows includes examining, on a test basis, evidence supporting the amounts and disclosures
present fairly, in all material respects, the financial position of Drexler Technology in the financial statements, assessing the accounting principles used and significant
Corporation and its subsidiaries at March 31,2003, and the results of their operations  estimates made by management, and evaluating the overall financial statement
and their cash flows for each of the two years in the period ended March 31, 2003 in Presentation. We believe that our audits provide a reasonable basis for our opinion.
conformity with accounting principles generally accepted in the United States of

America. These financial statements are the responsibility of the Company's manage-

ment. Our responsibility is to express an opinion on these financial statements based ,‘) 3

on our audits. We conducted our audits of these statements in accordance with the / Ww I__LP

standards of the Public Company Accounting Oversight Board (United States). Those

standards require that we plan and perform the audit to obtain reasonable assurance San Jose, California
April 28, 2003, except for
Note 4, as to which the date is January 22, 2004
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Drexler Technology Corporation and Subsidiaries
Consolidated Balance Sheets

March 31, 2003 and March 31, 2004

(In thousands, except share and per share amounts)

ASSETS
Current assets:
Cash and cash equivalents ... ... ... .. .
Short-term investments ... ... . e e
Accounts receivable, net of allowances of $90 at March 31, 2003
and $296 at March 31, 2004 . . ... ... i e
IV OTI S . .o o e e e e e
Deferred tax assets, NEt .. ... . it e e
Prepaid and other current assets . ....... .. .. .. . .
TOtal CUITENT AS5ETS . . oottt ittt e e e e

Property and eguipment, at Cost . . ... ..
Less—accumulated depreciation and amortization ........ .. ... .. ... L
Property and eqUIpmMENt, Nt .. ...ttt s
LONG-TerM INVESIMENTS ottt sttt e et e e et e e
Equipment held forresale .. ... i
Patents and other intangibles, net . ... ... . ... L
Deferred tax assets, Nt .. ... ... . e
GOoOdWIll .o e
Other NON-CUITENT @SSETS . . .« .ottt et e et e et et e et e e e e
Total @sSETS . . oo

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable . ... e e
Accrued liabilities ... ... e
Deferred tax liability . ..... ... e
Advance payments from CUSTOMErs . . .. .. ...ttt e
Deferrad revenuUe . ... ...
Bank DOFTOWINGS .. ..t
Current portion of long-termdebt ...... ... ... . . ..
Total current liabilities . ... ... .. e
Long-term debt, net of current portion ......... ... e
Advance payments from CUSTOMEIS ... ..ttt ittt e e e e
Total liabilities .. ... . e

Commitments and contingencies (Note 7)
Stockholders’ equity:
Preferred stock, $.01 par value:
Authorized —2,000,000 shares
ISSUBA—NONE . ..
Common stock, $.01 par value:
Authorized—30,000,000 shares
Issued and outstanding—10,443,192 shares at March 31, 2003
and 11,399,764 shares at March 31,2004 .. ... ... ... ... .. ...,
Additional paid-in capital ... . e
Accumulated deficit . ... . e
Total stockholders’ equity ........ ... .. i

Total liabilities and stockholders’ equity ............ ... ... ... ... ...

The accompanying notes are an integral part of these consolidated financial statements.
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2003 2004
$ 5754 $ 11,688
4,363 981
1,659 2,550
5,711 6,799
2,689 —
1,016 1,276
21,192 23,294
23,204 27,609
(15,795) (16,079)
7,409 11,530
6,898 8,246
— 2,419

567 978
4,397 —
— 3,321

— 47

$ 40,463 $ 49,835
$ 1,085 $ 4,249
1,434 2,035
— 608
1,096 3,102

5 111

— 726

— 440
3,620 11,271
— 2,378

— 500

$ 3,620 $ 14,149
104 114
42,556 53,816
(5,817) (18,244)
36,843 35,686
$ 40,463 $ 49,835
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Drexler Technology Corporation and Subsidiaries
Consolidated Statements of Operations

Fiscal Years Ended March 31, 2002, 2003, and 2004

(In thousands, except per share amounts)

2002 2003 2004
Revenues:
Product sales . ... ..o e $ 19,562 $ 25,221 $ 16,963
License and otherrevenue .. ... ..o it 1,327 1,110 —
Total revenues . ... ... ... 20,889 26,331 16,963
Costof productsales . ... ... ... ... . . i 10,652 13,906 13,157
Gross profit ... ... e 10,237 12,425 3,806
Operating expenses:
Selling, general and administrative expenses ..................... 5,165 6,202 6,700
Research and engineering eXpenses ... ........ccoveriinenennannn 3,045 2,818 2,620
Total operating eXpenses . .. ..ot nt i e e 8,210 9,020 9,320
Operating income (I0ss) . .......ccv .., 2,027 3,405 (5.514)
Otherincome, Net . ... ... i e e e e e 386 397 176
Income (loss) before incometaxes ....................... 2,413 3,802 (5.338)
Income tax (benefit) expense . ........... it e (2,786) 1,520 7,089
Netincome (I0Ss) ..ot vi e e $ 5,199 $ 2,282 $(12,427)
Net income (loss) per share:
BaSIC vt e e $ .52 $ 22 $ (1.15)
Diluted ..t $ .50 $ .21 $ (1.15)
Weighted-average shares used in
computing net income (loss) per share:
BasiC . . e e 9,961 10,356 10,761
Diluted ... e 10,468 10,842 10,761

The accompanying notes are an integral part of these consolidated financial statements.
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Drexler Technology Corporation and Subsidiaries
Consolidated Statements of Stockholders’ Equity
Fiscal Years Ended March 31, 2002, 2003, and 2004

(In thousands)

Common Stock Additional Treasury Accumulated
Shares Amount  Paid-In Capital Stock Deficit Total
Balance, March 31,2001 .............. 9,951 $ 99 $ 37,852 $ (1,840) $ (13,298) $ 22,813
Shares purchased through an
open market repurchase program . — — — (175) — (175)
Shares issued under stock option
and stock purchase plans . ....... 290 3 2,079 2,015 — 4,097
income tax benefit arising from
stock Options ... ... — — 307 — — 307
Compensation related to
stock plan activity .............. — — 96 — — 96
NEet INCOME . oot v vieene e e — — — — 5,199 5,199
Balance, March 31,2002 .............. 10,241 102 40,334 — (8,099) 32,337
Shares issued under stock option
and stock purchase plans ........ 202 2 1,774 — — 1,776
Income tax benefit arising from
stock options ... oo — — 356 — — 356
Compensation related to
stock plan activity .............- — — 92 — — 92
NetinCome . .o voc v — — — — 2,282 2,282
Balance, March 31,2003 .............. 10,443 $ 104 $ 42,556 $ —_ $ (5817) $ 36,843
Shares, warrants, and options sold in
private placement, net of $706 in
issuance costs and $93 for change
in fair value of common stock
warrants and options ............ 791 8 9,474 — — 9,482
Shares issued under stock option
and stock purchase plans ........ 166 2 1,689 — — 1,691
Compensation related to
stock plan activity ..o — — 97 — — 97
NEt oSS . oo iiiier s — — —_ — (12,427) (12,427)
Balance, March 31,2004 .............. 11,400 $ 114 $ 53,816 — $ (18,244) $ 35,686

The accompanying notes are an integral part of these consolidated financial statements.
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Drexler Technology Corporation and Subsidiaries
Consolidated Statements of Cash Fiows

Fiscal Years Ended March 31, 2002, 2003, and 2004

(In thousands)

R L 2002 2003 2004
Cash flows from operating activities:
Net inCome (10SS) . ... $ 5199 $ 2,282 $ (12,427)
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Depreciation and amortization .. .......... ... .. ... .. 1,556 1,829 2,123
Provision for (recovery of) doubtful accounts receivable ......... ... (14) 11 1
Provision for excess and obsolete inventory ...................... 276 425 97
Recovery of product returnreserve ....... ... ... . ... (127) — —
Decrease (increase) in deferred income taxassets ................. (3,484) 1,326 7,086
Stock-based compensation ........... .. .. e e 96 92 97
Tax benefit relating to the exercise of stock options ............... 307 356 —
Loss associated with increase in fair value of
common stock warrantsand options .............. .. . ., — — 93
Changes in operating assets and liabilities, net of assets acquired
and liabilities assumed in business combination:
Decrease (increase) in accountsreceivable .. ..................... (240) (11) 346
Increase in iNVeNtories . ... ... e (368) (1,163) (1,476)
Decrease (increase) in otherassets ................oviiionn.n. 116 (455) 63
Increase {decrease) in accounts payable and accrued liabilities .. ... .. (45) 664 2,305
Increase (decrease) in deferred revenue ......................... (179) (3,965) 106
Increase (decrease) in advance payments from customers . .......... 1,276 (1,455) 1,584
Net cash provided by (used in) operating activities .............. 4,369 (64) (2)
Cash flows from investing activities:
Purchases of property and equipment .............. ... .......... (1,723) (2,468) (3,996)
Acquisition of patents and other intangibles .................... ... (98) (307) (93)
Purchases of investments . . . ... ..ot e e s (13,964) (16,453) (10,013)
Proceeds from maturities of investments ... ......... ... ... .. ..... 9,466 15,077 12,047
Purchase of Challenge Card Design and
cards & more, net of $12 cash acquired .......... .. ... ... ... ... — — (3,089)
Net cash used in investing activities .......................... (6,319) (4,151) (5,144)
Cash flows from financing activities:
Proceeds from sale of common stock through stock plans ............ 4,097 1,776 1,691
Cash used to purchase common stock through an open market
repurchase Program . ... . ...t i e e (175) — —
Net proceeds from sale of common stock, options and
warrants through private placement ........................... — — 9,389
Net cash provided by financing activities . ..................... 3,922 1,776 11,080
Net increase {decrease) in cash and cash equivalents . ........... 1,972 (2,439) 5,934
Cash and cash equivalents:
Beginning of period . ... ... 6,221 8,193 5,754
End of period . ... $ 8,193 $ 5,754 $ 11,688
Supplemental disclosures—cash payments for:
INCOME taXES .« .ottt et e e $ 182 $ — $ —

The accompanying notes are an integral part of these consofidated financiaf statements.
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1. ORGANIZATION AND OPERATIONS

Drexler Technology Corporation and its wholly owned subsidiaries, LaserCard Systems
Corporation, Challenge Card Design Plastikkarten GmbH, and cards & more GmbH
(the "Company”) develop, manufacture, and integrate LaserCard® optical memory
cards other advanced-technology cards, optical card drives, and card systems
and peripherals. Challenge Card Design Plastikkarten GmbH and cards & more GmbH
were acquired by Drexler Technology on March 31, 2004. Through fiscal 2004, the
Company's customers are mainly value-added reseller (VAR) companies and licensees,
in the United States and other countries, that develop commercial applications
for LaserCard products. Target markets for these products include government and
commercial applications for portable, recordable, secure, identification cards and other
unitary-record cards. Applications include U.S. immigration Green Cards and Laser Visa
Border Crossing Cards, U.S. military cargo manifests, Canadian Permanent Resident
Cards, ftalian national ID cards, hiometric IDs, and other wallet-card applications.
Challenge Card Design Plastikkarten GmbH and cards & more GmbH supply other
advanced-technology cards for various applications, card printers, and systems integra-
tion for gate-keeping and ticketing. The Company has two additional subsidiaries that
are dormant, Precision Photoglass, Inc., and Microfab Systems Corporation.

The Company is subject to certain risks including, but not limited to, competition from
substitute products and larger companies and dependence on certain suppliers and
customers. The Company's U.S. government subcontract expires on May 25, 2005.

2. SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Principles of Consolidation and Basis of Presentation. The consolidated financial state-
ments include the accounts of Drexler Technology Corporation and its wholly owned
subsidiaries. All significant intercompany accounts and transactions have been elimi-
nated in consolidation.

Use of Estimates. The preparation of financial statements in conformity with
accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of cantingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

Fiscal Period. For purposes of presentation, the Company labels its annual account-
ing period end as March 31 and its quarterly accounting period ends as June 30,
September 30, and December 31. The Company, in fact, operates and reports based on
quarterly periods ending on the Friday closest to month end. Fiscal 2002 ended on
March 29, 2002; fiscal 2003 ended on March 28, 2003; and fiscal 2004 ended on
Aprit 2, 2004,

Cash and Cash Equivalents, Short-term Investments, and Long-
term Investments. The Company considers all highly liquid investments,
consisting primarily of commercial paper, taxable notes, and U.S. government bonds,
with maturities of three months or less at the date of purchase, to be cash equivalents.
Cash equivalents as of March 31, 2003 and March 31, 2004 were $4,396,000 and
$9,400,000, respectively. All investments with original or remaining maturities at
date of purchase of more than three months and up to one year are classified as
short-term investments. All investments with original or remaining maturities at date
of purchase greater than one year are classified as long-term investments.
Management determines the appropriate classification of debt and equity securities
at the time of purchase and reevaluates the classification of investments as of each
balance sheet date.

All short-term and long-term investments are classified as held to maturity and are
stated in the balance sheet at amortized cost. As investments are classified as held to
maturity, no unrealized gains or losses are recorded. The carrying amounts of individ-
ual held to maturity securities are reviewed at the balance sheet date for potential
impairment. As of March 31, 2003 and March 31, 2004, the Company has determined
that an impairment which was "other than temporary” has not occurred. The carrying
amounts of short-term and long-term investments at March 31 are (in thousands):

Short-term investments: 2003 2004
U.S. government and agency obligations  § 401 $ —
Certificates of deposit ............... 3,962 981

Total short-term investments ... . ... 4,363 981

Long-term investments:

U.S. government and agency obligations 6,500 7,300
Certificates of deposit ............... 398 946
Total long-term investments ....... 6,898 8,246
Total investments .......... $ 11,261 $ 9,227

Scheduled maturities of held-to-maturity investments at March 31 are
(in thousands):

2004

Uptooneyear ..................... $ 981
After one year through five years ..... 8,246
$ 9,227

Fair Value of Financial Instruments. The carrying amounts of the Company's
financial instruments including cash and cash equivalents, short-term investments,
accounts receivable, accounts payable and accrued fiabilities, approximate their fair
values due to their short maturities. The fair value of long-term investments was
$6,910,000 at March 31, 2003 and $8,269,000 at March 31, 2004.

Inventories. Inventories are stated at the lower of cost or market, with cost deter-
mined on a first-in, first-out basis and market based on the lower of cost or estimated
realizable value. The components of inventories as of March 31 are (in thousands):

2003 2004

Rawmaterials ....................... $ 3,234 $ 3,243
WOrk-in-process . .......oovueneinnnn 220 1,651
Finishedgoods . ..................... 2,257 1,905
$§ 5711 $ 6,799

The Company recorded charges to write down excess and obsolete inventory of
$276,000 for fiscal 2002; $425,000 for fiscal 2003; and $97,000 for fiscal 2004.

Property and Equipment, Net. The components of property and equipment as
of March 31 are (in thousands);

2003 2004

Buildingandland .................... $ — $ 811

Equipment and furniture .............. 19,200 21,754
Construction in progress, including

purchased equipment ............ 1,323 2,338

Leasehold improvements . ............. 2,681 2,706

$ 23,204 $ 27,609

Property and equipment are recorded at cost. Depreciation is provided over the
estimated useful lives (four to seven vyears) of equipment and furniture using the
double-declining balance and straight-line methods. Leasehold improvements are
amortized over the shorter of the life of the asset or the life of the lease using the
straight-line method. Depreciation and leasehold amortization expense for fiscal 2002,
2003, and 2004 was $1,192,000; $1,477,000; and $1,922,000, respectively.
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Goodwill and Intangible Assets. Goodwill represents the excess of the
purchase price over the fair value of identifiable net tangible and intangible assets
acquired in a business combination. In accordance with SFAS No. 142, “Goodwill
and Other Intangible Assets,” the Company does not amortize goodwill. Instead, the
Company evaluates goodwill for impairment annually in the fourth quarter and
whenever events or changes in circumstances indicate that it is more likely than not
that an impairment loss has been incurred. Goodwill is assigned to reporting units,
which are operating segments as defined by our current segment reporting structure.
As of March 31, 2004, the Company has one reporting unit that contains goodwill.
Acquisition-related intangible assets other than goodwill include backlog, which is
amortized on a straight-line basis over its estimated useful life of six months; and
brand, which has an indefinite useful life. Legal expenses incurred in connection
with patents are capitalized and amortized over the estimated remaining useful lives of
the patents of six to seventeen years.

Definite life intangible assets capitalized and accumulated amortization as of March 31
are as follows (in thousands):

2003 2004
Patent expenditures .................. $ 3,089 $ 3,172
Technology transfer expenditures ....... 545 545
Backlog ... — 29
Other ... i — 10
Total patent and other
intangible expenditures ....... 3,634 3,756
Patent accumulated amortization ....... (2,638) (2,810)
Technology transfer accumulated
amortization ....... .. (429) (455)
Other . o e —_ (3)
Accumulated amortization .......... (3,067) (3,268)
Patents and other intangibles, net $ 567 $ 488

The weighted average remaining amortization periods as of March 31 are as
follows:

2003 2004

Backlog .....oviii i - 0.5 years
Patents . ... 4.4 years 4.8 years
Technology transfer .................. 2.7 years 3.2 years
Total ... 3.8 years 4.2 years

Amortization expense on intangible assets for fiscal 2002, 2003, and 2004 was
$364,000; $352,000; and $201,000, respectively. There were no amounts relating to
goodwill or intangibles assets no longer being amortized included in these amounts.
The estimated amortization expense for the next five years is as follows (in thousands):

Fiscal Year
2005 ... $ 147
2006 .. ... 112
2007 ... 97
2008 ... 62
2009 ... 41
Total $ 459

Intangible assets capitalized that would not be amortized as of March 31 are as follows
(in thousands):

2003 2004

Brand ... oot $ — $ 490
Goodwill ... ... ... i — 3,321
Total i $ — $ 3,811
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Assessment of Impairment of Tangible and Intangible Long-Lived
Assets. In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal
of Long-Lived Assets,” the Company assesses the impairment of long-lived assets
whenever events or changes in circumstances indicate that their carrying value may not
be recoverable from the estimated future cash flows expected to result from their use
and eventual disposition. The Company's long-lived assets subject to this
evaluation include property, plant and equipment, and amortizable intangible assets.
If the Company's estimate of future undiscounted net cash flows is insufficient to
recover the carrying value of the assets over the estimated useful life, the Company will
record an impairment loss in the amount by which the carrying value of the assets
exceeds the fair value. If assets are determined to be recoverable but the useful lives
are shorter than originally estimated, the Company depreciates or amortizes the net
book value of the asset over the newly determined remaining useful lives. To date, the
Company has not needed to record any impairment losses on long-lived assets.

Accrued Liabilities. The components of accrued liabilities as of March 31 are (in
thousands):

2003 2004

Accrued payroll and fringe benefits .. ... $ 605 $ 1,107
Other accrued liabilities ............... 829 928
Total ... $ 1,434 $ 2,035

Software Development Costs. Development costs incurred in the research and
development of new software products are expensed as incurred until technological
feasibility in the form of a working model has been established. To date, the Company’s
software development has been completed concurrent with the establishment of
technological feasibility and, accordingly, all software development costs have been
charged to research and engineering expenses in the accompanying consclidated
statements of operations.

Advance Payments from Customers. The Company customarily receives
advance payments on orders placed by its customers. The advance payments are
recorded as a liability on the balance sheet until the related orders are shipped.

Revenue Recognition. Product sales primarily consist of card sales and sales of
read/write drives. The Company recognizes revenue from product sales when the
following criteria are met:; (1) persuasive evidence of an arrangement exists; (2) deliv-
ery has occurred; (3) the fee is fixed or determinable; and (4) collectibility is reasonably
assured. The Company recognizes revenue on product sales at the time of shipment
when shipping terms are FO.B. shipping point, orders are placed pursuant to a
pre-existing sales arrangement, and there are no post-shipment obligations or
customer acceptance criteria. Where appropriate, provision is made at the time of
shipment for estimated warranty costs and estimated returns. Product sales primarily
consist of card sales and sales of read/write drives.

The Company's U.S. government subcontract requires delivery into a secure, govern-
ment-funded vault located on Company premises. Shipments are made from the vault
on a shipment schedule pravided by the prime contractor, which is subject to revision,
but not cancellation, at the option of the prime contractor. At the time the cards are
delivered into the vault, title to the cards is transferred to the government and all risks
of ownership are transferred as well. The prime contractor is invoiced, with payment
due within thirty days, and the contract does not contain any return (other than
for warranty) or cancellation provisions. Pursuant to the provisions of Staff Accounting
Bulletin No. 104 (SAB 104), revenue is recognized on delivery into the vault as the
Company has fulfilled its contractual obligations and the earnings process is complete.
If the Company does not receive a shipment schedule, revenue is deferred and recog-
nized upon shipment from the vault.

The Company applies the provisions of Statement of Position (SOP) No. 97-2, " Software
Revenue Recognition,” as amended by Statement of Position 98-9, “Modification of
SOP 97-2, Software Revenue Recognition, With Respect to Certain Transactions” to all




ansactions involving the sale of software products. Revenue from the ficense of the
ompany's software products is recognized when persuasive evidence of an arrange-
ient exists, the software product has been delivered, the fee is fixed or determinable,
wd collectibility is reasonably assured, and, if applicable, upon acceptance when
scceptance criteria are specified or upon expiration of the acceptance period.

icense revenue, which may consist of up-front license fees and long-term royalty
ayments, is recognized as revenue when earned. The cost of license revenue is not
naterial and is included in selling, general and administrative expenses. The Company
>ntered into a read/write drive kits assembly license with a customer in Italy which
generated ficense revenue of $119,000 during fiscal 2002. The arrangement was struc-
tured whereby the customer agreed to pay the Company a contractually agreed upon
fee in exchange for the transfer of technical knowledge and know-how and training in
the assembly of read/write-drives. The training period extended over 16 months, which
is the period over which the Company recognized the fee as revenue. The Company
recorded revenue of $1,206,000 in fiscal 2002 relating to digital sound patent licenses
sold to Sony Corporation and Dolby Laboratories, Inc. The revenues were net of legal
costs and third party contingency (success) fees. There are no ongoing royalty pay-
ments or continuing obligations. License revenue in the amount of $875,000 for fiscal
2003 represents the unamortized portion of a $1,000,000 nonrefundable distribution
license fee received in 2000 from a licensee in Asia that had committed to purchase a
minimum number of optical memory cards for a program in the licensee's country. The
Company recorded this fee as deferred revenue and had been amortizing it as revenue
in proportion to actual card purchases by the licensee. During the guarter ended
December 31,2002, the Company determined that, due to the licensee’s failure to meet
the minimum contractual purchase commitment, the licensee's distribution rights had
become unenforceable and that the licensee wouldl no longer be acting as the card
supplier for that program. Fiscal 2003 license revenue also included $235,000 relating
to a payment received in January 2002 from a third party that was considering enter-
ing into a license agreement with the Company; the Company originally recorded this
payment as deferred revenue. The third party had subsequently foregone its rights
under this agreement due to non-performance and accordingly, the Company
recognized revenue on this arrangement in the fourth quarter of fiscal 2003, There was
no license revenue for the fiscal year ended March 31, 2004.

Effective April 3, 2004, subsequent to year end, the Company sold a card-manufactur-
ing license to the Global investments Group, based in Auckland, New Zealand, for card
manufacturing in Slovenia. This agreement provides for payments to the Company of
$29 million for the license over the 20-year term of the license (including a five-year
training support package, followed by an ongaing support phase for an additional
15 years). Additionally, the Company is to sell approximately $12 million worth of the
required manufacturing equipment and installation support for the new facility to

Net income (loss), asreported . .. ... e

Add: Stock-based employee compensation expense included in

reported net income (loss), net of related tax effects ... .........

Deduct: total stock-based employee compensation determined under

Fair-value based method for ali awards, net of related tax effects . .
Pro forma netincome {10ss) . .. oo i e e

Basic net income (loss) per common share:

Asreported . ... ... e
PrO fOrMaE o e e

Diluted net income (loss) per common share:

ASTEPOMET ottt e e e
Proforma ... . .

Shares used in computing basic and diluted pro forma
net income (loss) per share:
Basic

DiUted . o

provide a targeted initial manufacturing capacity of 10 miffion optical cards annuafly.
As of March 31, 2004 the Company had $2,419,000 of this equipment classified as
equipment held for resale on its balance sheet. Options to increase capacity to 30
million cards per year are provided. The Company has received the initial $5 million of
payments called for in the agreements, consisting of a partial payment for the equip-
ment of $500,000 as of March 31, 2004 and $4.5 million subsequent to March 31,
2004. In addition to the $41 million discussed above, Global Investments Group is ta
pay the Company royalties for each card produced under the license. The territories
covered by the license include most of the European Union and eastern European
regions, The Global investments Group has exclusive marketing rights in certain
territories, with performance goals to maintain these rights. The Comparny will assign
personnel on site during the license term to assist with quality, security, and operational
procedures, with a mutual goal that the facility and the cards made there conform to
the Company's standards. Start up of the new facility is planned for early 2005.
Revenue under this license will be allocated over the remaining term of the agreement
beginning when operation of the factory commences. The Company also retains rights
to utilize up to 20% of the new facility capacity as backup and capacity buffer to
augment its own card manufacturing facilities in Mountain View, California, The grant-
ing of this license to GIG establishes a second source supplier of optical memory cards
for existing and prospective customers who may request multiple sources for cards. The
Company does not expect to record material license revenues under this agreement
prior to fiscal 2006.

Research and Engineering Expenses. Costs related to research, design and
development of products are charged to research and engineering expense as incurred.

Stock-based Compensation. On December 31, 2002, the Financial Accounting
Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No.
148, “Accounting for Stock Based Compensation - Transition and Disclosure,” which
amends SFAS No. 123. SFAS No. 148 requires more prominent and frequent disclosures
about the effects of stock-based compensation, which the Company adopted for the
year ended March 31, 2003, The Company accounts for its stock-based compensation
plans using the intrinsic value method prescribed in Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees.” Compensation cost for
stock options, if any, is measured by the excess of the quoted market price of the
Company's stock at the date of grant over the amount an employee must pay
to acquire the stock. SFAS No. 123, “Accounting for Stock-Based Compensation,”
established accounting and disclosure requirements using a fair-value based method of
accounting for stock-based employee compensation plans. Had compensation expense
for the Plans been determined consistent with SFAS No. 123, the Company's net income
(loss) and basic and diluted net income {loss) per share would have decreased to the
following pro forma amounts (dollars, in thousands, except per share amounts);

Fiscal Year

2002 2003 2004
................ $ 5,199 $ 2,282 $  (12,427)
................ 91 55 97
................ (2,336) (1,408) (1,925)
................ $ 2,954 $ 929 $  (14,255)
................ $ 52 $ .22 $ (1.15)
................ $ .30 $ .09 $ {1.32)
................ $ 50 $ 21 $ (1.15)
................ $ 28 $ 09 $ (1.32)
................ 9,961 10,356 10,761
................ 10,468 10,842 10,761
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The Company computed the fair value of each option grant on the date of grant using

the Black-Scholes option valuation model with the foliowing assumptions:

Fiscal Year
2002 2003 2004
Risk-free interestrate ....... 5% 2.67% to 2.74% to
4.99% 3.85%

Average expected years

lifeofoption ........... 6to8years Sto8years 51to8years
Dividend yield ............. 0% 0% 0%
Volatility of common stock ... 50% 50% 48% to 50%
Weighted average fair

values of option grants ... $7.54 $8.59 $8.35

Comprehensive Income (Loss). Under SFAS No. 130, “Reporting Comprehen-
sive Income,” comprehensive income {loss) is defined as the changes in equity of an
enterprise except those resuiting from stockholders' transactions. For the fiscal years
ended March 31, 2002, 2003, and 2004, comprehensive income (loss) equaled net
income (loss),

Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task Force (EITF) reached a consensus on Issue
No. 00-21, "Revenue Arrangements with Multiple Deliverables” (EITF 00-21). EITF 00-
21 provides guidance on how to account for arrangements that involve the delivery or
performance of multiple products, services and/or rights to use assets. The provisions
of EITF 00-21 apply to revenue arrangements entered into in fiscal periods beginning
after June 15, 2003. The adoption of this standard did not have a material impact on
the Company's financial position or results of operations.

In January 2003, the FASB issued Financial Interpretation No. 46, “Consolidation of
Variable Interest Entities” (FIN 46). FIN 46 addresses consolidation by business enter-
prises of variable interest entities. Under that interpretation, certain entities known as
Variable interest Entities (VIEs) must be consolidated by the primary beneficiary of the
entity. The primary beneficiary is generally defined as having the majority of the risks
and rewards arising from the VIE. For VIEs in which a significant (but not majority)
variable interest is held, certain disclosures are required. In December 2003, the FASB
revised FIN 46, delaying the effective dates for certain entities created before February
1, 2003, and making other amendments to clarify application of the guidance. For
potential variable interest entities other than any Special Purpose Entities {SPEs), the
revised FIN 46 (FIN 46R) is now required to be applied no later than the end of the first
fiscal year or interim reporting period ending after March 15, 2004. The original guid-
ance under FIN 46 is still applicable, however, at the end of the first interim or annual
reporting period ending after December 15, 2003 for all SPEs created prior to February
1, 2003. FIN 46R may be applied prospectively with a cumulative effect adjustment as
of the date it is first applied, or by restating previously issued financial statements with
a cumulative-effect adjustment as of the beginning of the first year restated. FIN 46R
also requires certain disclosures of an entity’s relationship with variable interest
entities. The Company will adopt FIN 46R for non-SPE entities in the quarter ended
June 30, 2005. The adoption of this standard will not have an impact on the Company's
financial position or results of operations.

In May 2003, the FASB issued SFAS No. 149, "Amendment of Statement 133 on
Derivative Instruments and Hedging Activities.” SFAS No. 149 amends and dlarifies
accounting for derivative instruments, including certain derivative instruments embed-
ded in other contracts, and for hedging activities under SFAS No. 133. SFAS No. 149 is
effective for contracts entered into or modified after June 30, 2003 and for hedging
relationships designated after June 30, 2003. The adoption of SFAS No. 149 did not
have an impact on the Company's financial position or results of operations.
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In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Finar
Instruments with Characteristics of Both Liabilities and Equity.” SFAS No. 150 est
lishes standards for how companies classify and measure certain financial instrume
with characteristics of both liabilities and equity. It requires companies to classif
financial instrument that is within its scope as a fiability {or an asset in some circt
stances). SFAS No. 150 is effective beginning with the third quarter of fiscal 2004. °
adoption of SFAS No. 150 did not have an impact on the Company’s financial posit
and results of operations.

In July 2003, the EITF reached a consensus an Issue No, 03-5, “Applicability of AIC
Statement of Position 97-2 (SOP 97-2) to Non-Software Deliverables” {EITF 03-5). 1
consensus was reached that SOP 97-2 is applicable to non-software deliverables if th
are included in an arrangement that contains software that is essential to the non-sa
ware deliverables’ functionality. This consensus is to be applied to Company’s financ
year beginning after October 1, 2003. The Company has not yet evaluated the impe
that EITF 03-5 will have on its financial position or results of operations.

In November 2003, the EITF reached consensus on EITF Issue No. 03-1, “The Meanir
of Qther-Than-Temparary Impairment and its Application to Certain Investments” (EI
03-1). EITF 03-1 requires disclosures concerning unrealized losses related to inves
ments in debt and marketable equity securities that are accounted for under SFAS N
115. Disclosures include the length of time investments have been in a lass positio
and discussion pertaining to the nature of the impairment. The adoption of EIT
Issue 03-1 did not have an impact on the Company's financial position or results ¢
operations.

In December 2003, the SEC issued SAB 104, which supercedes SAB 101, "Revenur
Recognition in Financial Statements.” The primary purpose of SAB 104 is to rescind the
accounting guidance contained in SAB 101 related to multiple element revenus
arrangements, which was superceded as a result of the issuance of EITF 00-21. The
adoption of SAB 104 did not have an impact on the Company's financial position ot
results of operations,

Redlassifications. Certain reclassifications were made to the prior year finandial
data to conform with the current year presentation.

Indemnification. The Company’s major sales agreements provide remedies to cus-
tomers, such as defense, settlement, or payment of judgment for intellectual property
claims related to the use of the Company's products. The Company has also entered
into indemnification agreements with its directors and officers and the Company's
bylaws contain similar indemnification obligations. To date, there have been no claims
made under such indemnifications, and as a result the associated estimated fair value
of the liability is not material. The Company is required to indemnify the investors in
the Company’s December 2003, financing from any third party claim based upon any
untrue statement or alleged untrue statement of a material fact contained in the
Registration Statement covering the resale of the shares purchased by such investors,
or any failure by the Company to fulfill any undertaking included in the Registration
Statement.



3. Net income (Loss) per Share

Basic net income (loss) per share is computed by dividing net income (foss) by the
weighted average number of shares of common stock outstanding. Diluted net income
{loss) per share is computed by dividing net income (loss) by the weighted average
number of shares of common stock and common stock equivalents outstanding.
Common stock equivalents consist of stack options and warrants using the treasury
stock method.

The reconciliation of the denominators of the basic and diluted net income (loss) per
share computation for the fiscal years ended March 31, 2002, 2003, and 2004 is shown
in the following table (in thousands, except per share data}:

Netincome (10S8) . ..ot e

Basic net income (loss) per share:

Weighted average common shares outstanding . ................

Basic net income (loss) pershare ... ... i

Diluted net income (Joss) per share:

Weighted average common shares outstanding .................
Weighted average common shares from stock option grants ... .. ..

Weighted average common shares and common stock

equivalentsoutstanding . .. ... ... e

Diluted net income (loss) pershare . ... ... ... .. . . i

Stock options having an exercise price greater than the average market value for prof-
itable periods are excluded from the calculation of diluted net income per share, as their
effect would be antidilutive. Therefore, stock options to purchase 280,950 and 168,000
shares were excluded from the calculation of diluted net income per share for the years
ended March 31, 2002 and 2003, respectively. As the effect of common stock equiva-
lents would be antidilutive since the Company incurred a loss, ali stock options and
warrants were excluded from the calculation of diluted net lass per share for the fiscal
year ended March 31, 2004.

Fiscal Year

2002 2003 2004
............. $ 5,199 $ 2,282 $ (12,427)
............. 9,961 10,356 10,761
............. $ .52 $ 22 $ (1.15)
............. 9,961 10,356 10,761
............. 507 486 —
............. 10,468 10,842 10,761
............. $ .50 $ .21 $ {1.15)

4. Segments

Segment Reporting. Prior to the second fiscal quarter of 2004, the Company
reported its results as a single reportable segment. During the second fiscal quarter of
2004, revenues increased for optical card drives and as a result, the Company conclud-
ed that it had two reportable segments and began reporting the results of each
segment and other information pursuant to Statement of Financial Accounting
Standards No. 131, “Segment Reporting.” Segment financial data for the years ended
March 31, 2002 and 2003 has been restated to reflect these segments.

The Company's two reportable segments are: (1) optical memory cards and (2) optical
memory card drives, maintenance, and related accessories ("optical card drives”).
The segments were determined based on the information used by the chief operating
decision maker. The segments reported are not strategic business units which offer
unrelated products and services, rather these reportable segments utilize compatible
technology and are marketed jointly.

The accounting policies used to derive reportable segment results are the same as those
described in the “Summary of Significant Accounting Policies.” Resaurces are allocated
to the segments in a manner that optimizes optical memory card revenues as deter-
mined by the chief operating decision maker. Segment revenues are comprised of sales
to external customers. Segment gross profit (loss) includes all segment revenues
less the related cost of sales. Fixed assets and inventory are not separately reported by
segment to the chief operating decision maker. Accounts receivable, cash, deferred
income taxes, prepaid expenses, certain fixed assets, and other assets are not separately
identifiable to segments. Therefore, the amount of assets by segment is not meaning-
ful. There are no inter-segment sales or transfers. Alf of the Company’s long-lived assets
are attributable to the United States except for $3,195,000 that are attributable
to Germany.

The Company’s chief operating decision maker is currently the Company’s Co-Chief
Executive Officers, prior to which the Company’s Chairman and Chief Executive Officer

was considered to be the chief operating decision maker. The chief operating
decision maker reviews financial information presented on a consolidated basis that is
accompanied by disaggregated information about revenues and gross profit (loss) by
segment.

The tables below present information for optical memory cards and optical card
drives for the fiscal years ended March 31, 2002, 2003, and 2004 (in thousands):

Fiscal Year Ended March 31, 2002

Optical Optical Segment
Memory Cards  Card Drives Tetal
Revenue .................. $ 18,201 $ 1,279 $ 19,480
Costofsales............... 8717 1,918 10,635
Gross profit (lass) .......... 9,484 {639) 8,845
Depreciation and
amortization expense . ... 798 61 859
Fiscal Year Ended March 31, 2003
Optical Optical Segment
Memory Cards  Card Drives Total
Revenue . ................. $ 24,247 $ 693 $ 24,940
Costofsales............... 12,120 1,579 13,699
Gross profit (loss) .......... 12,127 (886) 11,241
Depreciation and
amortization expense . ... 995 81 1,076
Fiscal Year Ended March 31, 2004
Optical Optical Segment
Memory Cards  Card Drives Tota!
Revenue .................. $ 13,379 $ 3,448 $ 16,827
Costofsales............... 9,965 3,039 13,004
Grossprofit ............... 3,414 409 3,823
Depreciation and
amortization expense . ... 1,207 179 1,386
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The following is a reconciliation of segment results to amounts included in the
Company's consolidated financial statements for the fiscal years ended March 31,

2002, 2003, and 2004 (in thousands);

Fiscal Year Ended March 31, 2002

Segment
Total Other (a) Total
Revenue.............. . ... $ 19,480 $ 1,409 $ 20,889
Costofsales.......... .. ... 10,635 17 10,652
Grossprofit ............... 8,845 1,392 10,237
Depreciation and
amortization expense . . . . 859 697 1,556
Fiscal Year Ended March 31, 2003
Segment
Total Other (a) Total
Revenue .............. .. .. $ 24,940 $ 1,391 $ 26,331
Costofsales............. .. 13,699 207 13,906
Grossprofit .......... .. ... 11,241 1,184 12,425
Depreciation and
amortization expense . .. . 1,076 753 1,829
Fiscal Year Ended March 31, 2004
Segment
Total Other (a) Total
Revenue .................. $ 16,827 $ 136 $ 16,963
Costofsales........... .. .. 13,004 153 13,157
Gross profit (loss) .......... 3,823 (17) 3,806
Depreciation and
amortization expense .. .. 1,386 737 2,123

(a) Other revenue consists primarily of license revenue, Other cost of sales and
depreciation and amortization expense represents corporate and other costs not
directly associated with segment activities,

Sales by Geographic Region. Sales by geographic region are generally det
mined based upon the ship-to address on the invaice. Revenues by geographic regi
are as follows (in thousands):

2002 2003 2004
United States .. ......... ... .. $ 18,832 $ 22,205 $ 8,461
Canada .................. ... 606 2,764 4,177
faly ... ... 729 334 3,720
Middle East and Africa ........ 12 33 478
Asia ... 580 887 39
Restofworld ........... ... .. 130 108 88

$ 20,889 $ 26,331 $ 16,963

Sales to customers outside the United States are denominated in U.S. dollars,

Major Customers. One customer accounted for 81% of revenues for fiscal 200;
94% of revenues for fiscal 2003, and 72% of revenues for fiscal 2004. Anothe
Customer accounted for 22% of revenues for fiscal 2004, The revenue from thes
customers was attributable to both the optical memory card and the optical card driv
segments. No other customer accounted for more than 10% of revenues during th
periods.

One United States customer comprised 99% of accounts receivable at March 31,2003
Two customers comprised 53% and 46%, respectively, of accounts receivable a
March 31, 2004.

5. Related-Party Transactions

On October 21, 2001, the Company entered into a one-year agreement with Wexler
& Walker Public Policy Associates, a unit of Hill and Knowlton, Inc., (“Wexler”) to be
lobbyists on behalf of the Company. The Chairman of Wexler is Robert §. Walker, a
brother of director Walter F Walker. In October 2002, the agreement was extended for
the period October 1, 2002 through September 2003 or until terminated upon seven
days’ notice. The extended agreement provided for a monthly retainer of $10,000, and
there currently is a purchase order dated December 1 1,2003, valid through September
30, 2004 with the same terms and conditions of the previous agreement. The Company
paid $24,245 to Wexler during fiscal 2002; $82,985 during fiscal 2003; and $151,147
during the fiscal 2004. There were no significant amounts due to Wexler as of March
31, 2003 or 2004,

8. Common Stock

Stock Option Plan. The Company has one stock option plan (the Stock Option
Plan) under which 2,133,455 shares of common stock have been reserved as of March
31,2004, consisting of 1,909,059 shares for stock options already granted and 224,396
shares for stock options not yet granted. In addition, as of March 31, 2004, 120,000
shares of stock have been reserved outside of the Company's Stock Option Plan, for
stock options issued under Nasdag Rule No. 4350()(1)(4), in connection with the CCD-
C&M acquisition. As an inducement to join the Company; each of six key employees of
the acquired companies were granted non-statutory stock options with a term of five
years to purchase 20,000 common shares,

The Company's Stock Option Plan provides that stock options may be granted to
employees, officers, directors and consultants of the Company and that option prices
may be no less than 100% of the fair market value of the shares at the date of grant.
No options were granted to consultants during fiscal 2002, 2003, or 2004. The Board
of Directors specifies the term of options and the vesting schedule for exercise of
options. The option term cannot exceed ten years (except that incentive stock options
granted to a principal shareholder cannot exceed five years).
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The following table lists Stock Option Plan activity from March 31, 2001 through March
31, 2004:

Options Weighted-
Available Outstanding Average
for Grant Options Exercise Price
Balance March 31, 2001 . . .. 276,220 2,028,100 $ 11.49
Authorized ..... ... .. 300,000 —
Granted .............. (345,500) 345,500 $ 13.82
Exercised ............. — (416,618) $ 952
Expired .............. 83,251 (83,251) $ 13.86
Balance March 31, 2002 . . . . 313,971 1,873,731 $ 12.25
Authorized ...... ... .. 275,000 —
Granted .............. (394,000) 394,000 $ 16.03
Exercised ........... .. —_ (184,100) $ 867
Expired .............. 23,833 (23,833) $ 16.11
Balance March 31,2003 . . .. 218,804 2,059,798 $ 13.25
Granted .............. (35,000) 155,000 $ 14.43
Exercised ............. — (145,147) $ 1034
Expired .............. 40,592 (40,592) $ 15.12
Balance March 31, 2004 . . .. 224,396 2,029,059 $ 13.51




The following table summarizes information about
stock options outstanding at March 31, 2004:

Options Outstanding

Options Exercisable

Number Weighted-Average Weighted - Number Weighted-
Range of Qutstanding Remaining Average Exercisable Average
Exercise Prices At 3/31/04 Contractual Life Exercise Price At 3/31/04 Exercise Price
$ 7.04- $10.75 252,233 4.1 years $ 9.42 252,233 $ 9.42
$1091- $12.69 559,001 4.0 years $ 11.77 530,867 $ 11.76
$13.06 - $15.56 800,725 7.2 years $ 13.95 410,823 $ 13.96
$16.47 - $22.75 417,100 7.3 years $ 17.46 236,750 $17.14
Totals 2,029,059 1,430,673

Employee Stock Purchase Plan. The Company has an Employee Stock
Purchase Plan (Stock Purchase Plan), under which 64,208 shares are reserved as of
March 31, 2004 for future purchases by employees. Under the Stock Purchase Plan,
eligible employees may designate from 2% to 6% of their compensation to be
withheld for the purchase of shares of common stock at 67% of a trailing average price.
The differential between fair market value and the average price of the shares sold
under the Stock Purchase Plan is charged to operations as a compensation expense and

is taxed to the employee as income. Under the Stock Purchase Plan, employees
purchased 12,942 shares for fiscal 2002; 18,405 shares for fiscal 2003; and 20,253
shares for fiscal 2004. The average purchase price per share was $10.52 for fiscal 2002;
$9.74 for fiscal 2003; and $9.38 for fiscal 2004. The weighted average market price per
share for shares purchased was $17.97 for fiscal 2002; $14.76 for fiscal 2003; and
$14.19 for fiscal 2004.

7. Commitments and Contingencies

The Company occupies its buildings under various operating leases. Rent expense
relating to these buildings was approximately $1,169,000 for fiscal 2002; $1,186,000
for fiscal 2003; and approximately $1,102,000 for fiscal 2004. As of March 31, 2004,
future minimum rental payments relating to these leases are {in thousands):

Fiscal Year
2005 ...l $ 1,374
2006 ............ . 1,218
2007 ... 1,138
2008 ... ...l 1,086
2009 ... ..., 1,048
Thereafter ........... 6,800
Total $12,664

By mutual agreement with the lessor, on November 1, 2003, a lease on a 27,000-
square-foot building was modified and extended through October 2013. The original
lease had a remaining term through May 2006 with lease payments totaling
$2,083,000. The modified lease calls for payments totaling $1,293,000 over the same
period. Rent expense is recorded at the average of the rent payments over the term of
the lease. At the time the renegotiated lease was signed, there was $139,000 of
deferred rent associated with the original lease. This amount is being amortized on a
straight-fine basis over the ten-year term of the modified lease. In the normal course
of business, the Company is subject to various claims and assertions. In the opinion of
management, the ultimate disposition of such claims and assertions will not have a
material adverse impact on the financial position of the Company.

8. Income Taxes

The provision (benefit) for income taxes for fiscal 2002, 2003, and fiscal 2004 consists
of the following (in thousands):

Fiscal Year

Current: 2002 2003 2004
Federal ................. $ 49 $ 261 8 —
State .................. 213 98 3
262 359 3

Deferred:
Federal ................. (3,048) 1,161 6,552
State ............... ... — — 534
(3,048) 1,161 7,086
Income tax expense {benefit) $(2,786) $ 1,520 $ 7,089

The Company's effective tax rate differs from the statutory rate as follows:

Fiscal Year
2002 2003 2004
Tax reconciliation:
Federal statutory rate .......... 34% 34% (34%)
State tax, net of federal benefit .. 6% 6% 0%
Change in valuation allowance .. (159%) — 166%
(119%) 40% 132%

The major components of the net deferred tax asset/{liability) as of March 31 are as
follows (in thousands):

Fiscal Year
Deferred tax asset: 2003 2004
Net operating loss carryforwards:
Federal ............. ... ... ... .. $ 10,311 $ 12,252
Foreign ......... .. oo, — 32
Taxcredits . ..o e 537 662
Reserves and accruals not currently
deductible for tax purposes ............ 964 1,032
Depreciation ......................... 574 787
Other ... .o 107 141
Total deferred tax asset.......... 12,493 14,906
Valuation allowance ................... (5,254) (14,751)
Net deferred tax asset .. ......... 7,239 155
Deferred tax liability:
German operations ................. — (640)
Capitalized patentcosts ............. (153) (123)
Total deferred tax liability ........ (153) (763)
Net deferred tax asset/(liability) ............. $ 7,086 $ (608)

The fiscal 2004 acquisition of Challenge Card Design GmbH and cards & more GmbH
resulted in a deferred tax liability of $608,000.

The Company analyzes its deferred tax assets with regard to potential realization. The
Company has established a full valuation allowance on its deferred tax assets because
management could not conclude that it was more likely than not that such deferred tax
assets would be realized. The Company’s methodology for determining the realizability
of its deferred tax assets involves estimates of future taxable income; the estimated
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impact of future stock option deductions; and the expiration dates and amounts of net
operating loss carryforwards. These estimates are based on near-term projections and
assumptions which management believes to be reasonable. For recent prior periods,
the Company had been estimating future taxable income from its core business, which
assumed on-going business under the U.S. government subcontract for Permanent
Resident Cards and Laser Visa Border Crossing Cards and the Canadian government's
Permanent Resident Card program, as well as estimated operating expenses to support
that level of business, as offset by the estimated impact of future stock option deduc-
tions. The Company subsequently went back to estimating future taxable income
based upon its expectations for the current and next three years because this past core
business has not proven to be as stable as the Company had believed it to be and
because this past core business is expected to represent an increasingly smaller part of
the business. The Company expects revenues from these U.S. programs to stabilize
at revenue levels lower than had been expected in the past and expects new foreign
business, which has fluctuated considerably quarter to quarter, to comprise a larger
portion of the core business. The Company has had difficulty in the past, and expects
to have continued difficulty in the future, in reliably forecasting its foreign business and
the revenue to be received from it. This, in combination with the three-year cumulative
tax loss for the period ended March 31, 2004, has resulted in the Company basing its
estimates of future income for these purposes to orders in backlog at the end of each
reporting period. As circumstances change, the Company may in the future be able to
estimate its future revenue based upon our forecast revenues rather than only using
booked orders, although the Company cannot say if or when this will oceur.

In the event that actual results differ from these estimates or that these estimates are
adjusted in future periods, the Company may need to adjust the amount of the valua-
tion allowance based on future determinations of whether it is more likely than not that
some or all of its deferred tax assets will be realized. A decrease in the valuation
allowance would be recorded as an income tax benefit or a reduction of income tax
expense or a credit to stockholders equity. The Company's net operating losses avail-
able to reduce future taxable income expire on various dates from fiscal 2005 through
fiscal 2024, To the extent that the Company generates taxable income in jurisdictions
where the deferred tax asset relates to net operating losses that have been offset by a
full valuation allowance, the utilization of these net operating losses would result in the
reversal of the related valuation allowance in the Company's results of operations. The
Company would need $8,226,000 of income on its federal income tax retum to avoid
the expiration of $2,797,000 of the deferred tax asset now set to expire in fiscal 2005.

Significant management judgment is required in determining the provision for income
taxes and, in particular, any valuation allowance recorded against the Company's
deferred tax assets. During fiscal 2002, the Company recorded a tax benefit of
$2,786,000, which included a $2,999,000 reduction to the valuation allowance on its
deferred tax assets, net of federal alternative minimum taxes, based on management’s
assessment that such portion of its deferred tax assets would more likely than not be
realized. Due to the Company's recent cumulative tax Joss history for the three-year
period ending March 31, 2004, income statement loss history over the past five quar-
ters, and the difficulty in forecasting the timing of future revenue as evidenced by the
deviations in achieved revenues from expected revenues during the past few quarters
and taking into account the newness of certain customer relationships, the Company
determined it was necessary to increase the valuation allowance under SFAS No. 109
to the full amount of the deferred tax asset. As a result, the Company has recorded a
valuation allowance of $14.8 million as of March 31, 2004, which indudes a charge to
increase the valuation allowance against the beginning of the year net deferred tax
asset balance of $7,086,000 for the year ended March 31, 2004, due to uncertainties
related to the Company's ability to utilize its deferred tax assets. In addition the
Company recorded a valuation allowance against its net deferred tax asset generated
during fiscal 2004 in the amount of $2,411,000.

The Company's federal net operating loss carryforwards as of March 31, 2004 of
$36,040,000 will expire at various dates from 2005 through 2024, if not utilized. The
tax effect of this amount is reflected above as federal net operating loss carryforwards
totaling $12,252,000. Of this amount, 35,811,000, representing tax benefits relating
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to stock-based compensation programs, will be credited to stockholders’ equity to the
extent the Company concludes that it is more likely than not that this amount will be
realized. Tax credits in the amount of $312,000 for afternative minimum taxes have no
expiration. Other tax credits in the amount of $350,000 will expire on various dates
from 2013 through 2022, if not utilized.

9. Issuance of Stock, Options, and Warrants

In December 2003, the Company issued and sold 791,172 shares of common stack,
options to purchase 122,292 shares of common stock, and warrants to purchase
174,057 shares of common stock for an aggregate purchase price of $10,095,332 in a
private placement. The Company received net proceeds of $9,389,000 (net of fees and
expenses). The purchase price of the common stock was $12.76 per share, which was
at a 15% discount from the five-day average price as of December 23, 2003. The
options have an exercise price of $16.51 per share and a nine-month life. The warrants
have an exercise price of $17.26 per share and a life of five years. The options and war-
rants were valued at $245,000 and $984,000, respectively, based on a Black-Scholes
calculation as of December 23, 2003 and pursuant to the provisions of EITF Issue No.
00-19, "Accounting for Derivative Financial Instruments Indexed to, and Potentially
Settled in, a Company’s Own Stock,” (EITF 00-19) were recorded at those values in
short-term and long-term liabilities. The balance of the net proceeds was accounted for
as additional paid-in capital. Under EITF 00-19, the Company marks-to-market the fair
value of the options and warrants at the end of each accounting period. At March 31,
2004, this resulted in options and warrants valued at $195,000 and $916,000, respec-
tively. The decrease in the valuation of the options and warrants, between December
23,2003 and March 31, 2004, of $118,000 was recorded as other income in the accom-
panying consolidated statements of operations and resulted from a decrease in the
Company’s stock price. On February 6, 2004, the Company and the investors enterec
into an amendment to their original agreement, that resulted in the reclassification of
the options and warrants to equity. The amendment clarified that the options and war-
rants granted in the financing may be exercised at a time when a registration statement
covering the resale of the underlying share is not effective or available and that in suck
instance the Company would deliver to the investors shares of common stock whose
resale is not currently registered. On the effective date of the amendment, the optior
and warrant value was reclassified to equity as additional paid-in capital. As a resuli
of the increase in the value of the options and warrants from the closing date to the
amendment date due to increases in the Company’s stock price, the Company recog:
nized an expense of $211,000 which is included in other expense in the consolidatec
statements of operations for the fourth quarter of fiscal 2004. The Company is subjec
to certain indemnity provisions included in the stock purchase agreement entered intc
as part of the financing in connection with its registration of the resale of the commor
stock issued and issuable in the financing. Morgan Keegan & Company, Inc. acted a
the Company’s placement agent for this transaction and was granted warrants tc
purchase 15,824 shares of common stock.

10. Acquisition

On March 31, 2004, the Company completed its acquisition of 100% of two relatec
German card companies, Challenge Card Design Plastikkarten GmbH of Rastede
Germany, and cards & more GmbH of Ratingen, Germany (collectively, the Acquirec
German Entities), including their sales operations in the USA and Korea. The Company
purchased the shares of the Acquired German Entities from their five shareholders (the
Shareholders) and purchased the intangible assets of the USA sales operation from ¢
partnership comprised of the Shareholders. In the acquisition transaction, the Company
agreed to assume approximately 0.5 million euros of debt and to pay approximatel
4,75 million euros in cash, consisting of approximately 2.25 million euros payable a
closing and the remaining approximately 2.5 million euros payable in five equal annu
al installments for the business and certain assets. The agreement specified that the
purchase price be adjusted based upon other assets purchased and additional liabilitie:
assumed. This resulted in a reduction in the purchase price of approximately 0.c
million euros as of March 31, 2004. This purchase price was determined by negotiatior
between the Company and the Shareholders, taking into account such matters as the




“3lue of the tangible assets and the going concern value of the business operations of
e Acquired German Entities. Four of the Shareholders entered into new employment
agreements with the Acquired German Entities while the fifth Shareholder, who is
resident in the US, entered into an employment agreement with registrant. In addition
io salaries, these employment agreements provide for commission based upon the
results of operations of the Acquired German Entities which could be as much as 3.75
million euros over the next five years. The Company used a portion of its available cash
io fund the acquisition. The Shareholders had no previous material relationship with
ihe Company or its affiliate or subsidiaries, although the Company did substantial busi-
ness with the Acquired German Entities during recent years. One of the Acquired
‘German Entities owns a plant in Rastede, Germany together with associated equipment
which it has used to manufacture plastic cards featuring contactless IC chip technolo-
gy and high resolution printing. The Company intends to continue to use the facility
and equipment to produce such cards as well as to enhance the facility to produce
LaserCard optical memory cards.

The primary reasons for the acquisition were to provide the Company with (1) a strong
card manufacturing base to serve the European, Middle Eastern, African, and Asian
markets; (2) additional production capacity of up to 20 million advanced-technology
cards per year; (3) an expanded product line; namely, contact IC chip cards, contactless
RF ID cards, magnetic stripe cards, and color thermal printers for printing on cards;
and (4) future cooperation in developing and marketing advanced, secure optical card
solutions.

Goodwill is derived when the purchase price is greater than the value of the tangible
and intangible assets acquired less the liabilities assumed. Factors that contributed
to a purchase price that resulted in goodwill were (1) the assembled workforce, in
particular the managing directors of the acquired companies; (2) the proximity of the
managing directors to the target customer base; and (3) the ability of the managing
directors to use their skills and specific know-how to enhance the Company’s product
offerings in the advanced technology card marketplace. Goodwill resulting from the
purchase price allocation in the amount of $3,321,000 was recorded as a result of the
acquisition. None is expected to be deductible for income tax purposes.

An intangible asset for backlog in the amount of $29,000 was recorded as a result
of the acquisition. This will be amortized as the backlog is shipped, which period is
estimated at six months. There were no other amortizable intangible assets recorded.

The results of operations of the acquired entities from the acquisition date to year end
have not been included in the Company's 2004 operating results, as the acquisition
occurred at the end of the Company's fiscal year, and the acquired entities” results dur-
ing this period were not material. The cost of the acquired entities totaled $5,251,000,
comprised of $3,101,000 paid up-front plus future payments specified in the purchase
agreement with a net present value of $2,150,000.

The total purchase price of $5,251,000 has been allocated to the net assets acquired
based on estimated fair values as follows (in thousands):

Current assets .. .......... et $ 4,577
Property and equipment .............. 2,094
Goodwill and other intangibles .. ... .. .. 3,840

Total assets acquired . .............. 10,511
Current Habilities . ................... (4,891)
Long-termdebt ..................... (369)

Total liabilities assumed . ............ (5,260)
Net assets acquired .................. $5,251
Cashpaid .......................... 3,101
Future payments accrued . ............. 2,150

Total purchase price ................ $ 5251

Pro-forma financial information for the impact of the acquisition on the Company’s con-
solidated results of aperations has not been presented as the Acquired German Entities
were foreign entities who did not prepare financial statements in accordance with
United States Generalfy Accepted Accounting Principles (U.S. GAAP). Reported rev-
enues, excluding sales to the Company, for fiscal 2002 and 2003 for the entities on a
local GAAP basis were $8,654,000 and $8,580,000, respectively. On a similar local
GAAP basis, which management believes does not materially differ from U.S. GAAP,
results of operations of the acquired entities would not be materia! to the Company's
consolidated results of operations.

11. Debt
Debt at March 31 consisted of the following (in thousands):
2004
Unsecured promissory notes at 7.5% - 10% .......... $ 726
Notes secured by equipment at 4.04% -7.4% ........ 668
Notes secured by acquired companies
at 6% discountrate ........ ... ... ... ....... 2,150
Totaldebt .......... ... ... .ol 3,544
Less current portion of long-term debt
and bank borrowings ... ...... .. .. .0 1,166
Long-termdebt ................ ... ... $ 2,378

All debt is denominated in euros (2,883,000 euros equals $3,544,000 as of March 31,
2004) and is refated to the acquisition of Challenge Card Design GmbH and cards &
more GmbH. Managing Directors of cards & more GmbH have personally guaranteed
$188,000 of the unsecured promissory notes. In connection with the acquisition, the
Company has agreed to take actions to eliminate this guarantee and anticipates to
liquidate the unsecured promissory notes and notes secured by equipment during
fiscal 2005.

Interest on the promissory notes is variable and based on a margin over the
Bundesbank discount rate. Notes secured by equipment are collateralized by the under-
lying equipment. Under the terms of the agreements, principal and interest are due
monthly over original maturity periods that range from five to twelve years.
The notes are due on dates ranging from December 2004 through January 2007 and
contain certain covenant and default provisions that require the Company to provide
financial statements on an annual basis. At March 31, 2004 the Company was in
compliance with all covenants under the agreements.

Debt in the amount of $2,150,000 arising from the acquisition of Challenge Card
Design GmbH and cards & more GmbH is payable to the Managing Directors of the
acquired companies and is payable annually at twelve-month anniversaries of the
purchase agreement subject to certain deductions that relate to the purchased assets
and assumed liabilities.

The outstanding debt obligations mature in future fiscal years as follows (in thousands):

Fiscal Year Total Debt
2005 ...l $ 1,166
2006 .. ... 792
2007 ... 640
2008 ... 487
2009 ... 459

Total .............. $ 3,544

The credit lines at banks associated with the acquired German companies totaled
910,000 euros (31,119,000 as of March 31, 2004). A portion of these notes are
personally guaranteed by the Managing Directors of cards & more GmbH. The
Company has agreed to take actions to remove this guarantee during fiscal 2005.
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