Edgar Filing: ALANCO TECHNOLOGIES INC - Form 10KSB

ALANCO TECHNOLOGIES INC
Form 10KSB
September 28, 2006

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

FORM 10-KSB

Annual Report Pursuant to Section 13 or 15 (d) of
The Securities Exchange Act of 1934
For the fiscal year ended June 30, 2006
Commission file number 0-9347

ALANCO TECHNOLOGIES, INC.

(Exact name of registrant as specified in its charter)

Arizona 86-0220694
(State or other jurisdiction of (I.R.S. Employer
Incorporation or organization) Identification No.)

15575 North 83rd Way, Suite 3, Scottsdale, AZ 85260

(Address of principal executive offices) (Zip Code)
Registrant's Telephone Number: (480) 607-1010
Securities registered pursuant to Section 12 (b) of the Act: None
Securities registered pursuant to Section 12 (g) of the Act

COMMON STOCK
(Title of Class)

Check whether the issuer (1) filed all reports required to be filed by
Section 13 of 15(d) of the Exchange Act during the past 12 months (or for such
shorter period that the registrant was required to file such reports), and (2)

has been subject to such filing requirements for the past 90 days.
Yes X No

Check if disclosure of delinquent filers in response to Item 405 of

Regulation S-B is not contained in this form, and no disclosure will be
contained, to the best of registrant's knowledge, in definitive proxy or

information statements incorporated by reference in Part III of this Form 10-KSB

or any amendment to this Form 10-KSB.
Yes X No

The Registrant's revenues for the fiscal year ended June 30, 2006 were

$6,659,600.



Edgar Filing: ALANCO TECHNOLOGIES INC - Form 10KSB

State the aggregate market value, based upon the closing bid price of
the Common Stock as quoted on NASDAQ, of the voting stock held by non-affiliates
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classes of common stock: 38,163,700 shares of Class A Common Stock (net of
treasury shares) and no shares of Class B Common Stock as of September 22, 2006.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

Except for historical information, the statements contained herein are
forward-looking statements made pursuant to the safe harbor provisions of the
Private Securities Litigation Reform Act of 1995. Forward-looking statements
include statements concerning plans, objectives, goals, strategies, future
events or performance, and underlying assumptions and other statements, which
are other than statements of historical facts. From time to time, the Company
may publish or otherwise make available forward-looking statements of this
nature. All such forward-looking statements are based on the expectations of
management when made and are subject to, and are qualified by, risks and
uncertainties that could cause actual results to differ materially from those
expressed or implied by those statements. These risks and uncertainties include,
but are not limited to, the following factors, among others, that could affect
the outcome of the Company's forward-looking statements: general economic and
market conditions; reduced demand for information technology equipment;
competitive pricing and difficulty managing product costs; development of new
technologies which make the Company's products obsolete; rapid industry changes;
failure by the Company's suppliers to meet quality or delivery requirements; the
inability to attract, hire and retain key personnel; failure of an acquired
business to further the Company's strategies; the difficulty of integrating an
acquired business; undetected problems in the Company's products; the failure of
the Company's intellectual property to be adequately protected; unforeseen
litigation; unfavorable result of current pending litigation; the ability to
maintain sufficient liquidity in order to support operations; the ability to
maintain satisfactory relationships with lenders and to remain in compliance
with financial loan covenants and other requirements under current banking
agreements; the ability to maintain satisfactory relationships with suppliers;
federal and/or state regulatory and legislative actions; customer preferences
and spending patterns; the ability to implement or adjust to new technologies
and the ability to secure and maintain key contracts and relationships.

PART 1
ITEM 1. BUSINESS
GENERAL DEVELOPMENT OF BUSINESS

Alanco Technologies, Inc. was incorporated in 1969 under the laws of the
State of Arizona. Unless otherwise noted, the "Company" or "Alanco" refers to
Alanco Technologies, Inc. and its wholly owned subsidiaries. Alanco (Nasdaq:
ALAN) is a provider of advanced information technology solutions with the
Company's operations for fiscal years ended June 30, 2006 and 2005 diversified
into two reporting business segments including: (i) design, production,
marketing and distribution of RFID (Radio Frequency Identification) tracking
technology, and (ii) manufacturing, marketing and distribution of data storage
products.

The Company acquired its RFID (Radio Frequency Identification) tracking
technology known as the TSI PRISM system in May 2002 through the acquisition of
the operations of Technology Systems International, Inc., a Nevada corporation
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("TSIN"). The Company continues to participate in the data storage market
through two wholly-owned subsidiaries: Arraid, Inc., a manufacturer of
proprietary storage products to upgrade older "legacy" computer systems; and
Excel/Meridian Data, Inc., a manufacturer of Network Attached Storage ("NAS")
systems and other storage related products for mid-range organizations.

The acquisition, effective June 30, 2006, of StarTrak Systems, LLC
("StarTrak"), located in Morris Plains, New Jersey, added Wireless Asset
Management, a third reporting business segment described as a provider of
wireless GPS tracking and monitoring services, which are offered on a monthly
subscription basis to various industry segments. The company's primary focus is
currently the refrigerated or "Reefer" segment of the transport industry,
providing the dominant share of all wireless tracking, monitoring and control
services to this market segment.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

RECENT BUSINESS DEVELOPMENTS

New Product Announcement - On September 7, 2006, the Company announced
that StarTrak Systems, LLC, its wholly owned subsidiary, had commenced the
initial commercial deployment of the new ReeferTrak (R) Scout RFID product line
designed specifically for localized food distribution fleets, including fast
food, dairy and grocery operations. Two Los Angeles—-area food distributors have
recently purchased and deployed the new ReeferTrak Scout units and base stations
at their distribution centers.

ReeferTrak Scout is an RFID wireless communications system that gives
users full two-way command and control capability of their refrigerated truck
and trailer fleets when the units are within a several mile range of a base
station-equipped distribution center. When the "reefers" are operating out of
range of the distribution center, the Scout unit logs GPS, trip and
refrigeration unit performance data and automatically downloads the information
to StarTrak's central data center via the local base station upon return to the
center. Customers use the data to immediately confirm temperature compliance of
the shipment from origin to destination. The base stations' several mile RFID
range provides excellent coverage of distribution facilities, allowing customers
to achieve significant savings in yard operations, fuel usage and product
quality.

Material Definitive Agreement - On August 28, 2006, the Company
completed agreements whereby the Company raised $1.3 million in debt financing
from certain officers and members of the Company's Board of Directors. The funds
were used for working capital requirements related primarily to the acquisition
of StarTrak Systems, LLC, an acquisition that was effective on June 30, 2006.

Contract for Wireless Tracking and Monitoring of Refrigerated
Containers - The Company announced on August 24, 2006 that its subsidiary,
StarTrak Systems, LLC ("StarTrak"), had begun delivery on a single contract
valued at greater than $10 million for its GenTrak wireless tracking system and
related monitoring services. The StarTrak contract represents one of the largest
single industrial deployments of wireless tracking and monitoring systems on
refrigerated assets anywhere.

GenTrak is a GPS-based, wireless monitoring and control system,
initially deployed on marine gensets to monitor the location, operating
condition, fuel levels, etc. of both the gensets and any connected refrigerated
container. A marine genset is a portable generator temporarily connected to a
refrigerated container to provide power during the land-based portion of the
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transport cycle. The GenTrak system provides significant operational savings and
quality improvements to global shipping companies in their refrigerated
container operations.

Nasdag Listing Notification - In August of 2006, Alanco announced that
it had received a staff determination letter from Nasdaq indicating that the
Company failed to comply with the minimum bid price requirements for continued
listing as set forth in Nasdag Marketplace Rule 4310 (c) (4), and that its
securities may be subject to delisting from the Nasdag Capital Market. The
Company has appealed the Staff determination and requested a hearing before the
Nasdag Listing Qualifications Panel ("Panel"). Under Nasdaq Marketplace rules, a
request for a hearing stays the delisting action pending the issuance of a
written determination by the Panel. The hearing was held on September 14, 2006
in Washington, D.C. with representatives of the Company present. There can be no
assurance that the Panel will grant the Company's request for continued listing.
Pending a decision by the Panel, the Company's common stock will remain listed
on the Nasdag Capital Market.

Sale of Unregistered Securities - On July 14, 2006, the Company
completed the sale, in a private offering to several private and institutional
investors, of 240,000 Units consisting of one share of its Series A Convertible
Preferred Stock together with a 5-year warrant to purchase three shares of the
Company's Class A Common Stock at a price of $.60 per share ("Unit") for a Unit
price of $1.71. The Company received $410,400 from the offering. Twenty five
percent of the Units, or 60,000 Units, were purchased by an institutional
investor with the balance purchased by members of the Company's Board of
Directors. Due to the structure of the offering and the Nasdag stock market
requirements, warrants issued in this offering to members of the Board of
Directors are restricted from being exercised without shareholders' approval,
which shall be requested at the next annual meeting of the Company's
Shareholders.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES
DESCRIPTION OF BUSINESS
RFID TECHNOLOGY SEGMENT

The Company acquired, in May 2002, the operations of Technology Systems
International, Inc., a Nevada Corporation ("TSIN"). The technology consisted of
the proprietary TSI PRISM(TM) wireless RFID tracking capabilities utilized
primarily in correctional facilities, security management and personnel
monitoring. The acquisition was effected through a wholly owned subsidiary,
Technology Systems International, Inc., an Arizona corporation, by the issuance
of Alanco Class A Common Stock to purchase TSIN's assets and assumption of
specific liabilities of TSIN. During the fiscal year 2005, the Company changed
the name of Technology Systems International, Inc. to Alanco/TSI PRISM, Inc.
("ATSI") .

Marketing - ATSI markets its TSI PRISM(TM) RFID tracking system
primarily in the United States, through the Company's direct sales
representatives and a network of lobbyists. The primary focus of the marketing
effort has been directed at the domestic state and federal correctional
facilities and county jail markets. In addition, ATSI is providing transmitter
technology for a project in the corrections market in Europe.

Raw Materials - The RFID Technology segment utilizes various domestic
subcontractors for materials and parts used to manufacture its products. One
domestic supplier represented approximately 34% of those purchases for fiscal
year ended June 30, 2005. During fiscal year ended June 30, 2006, no
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subcontractor accounted for 10% or more of the business segment's purchases.

The Company anticipates continued concentration of vendor purchases;
however, additional suppliers are readily available at competitive pricing
levels. The Company does not foresee any future significant shortages or
substantial price increases that cannot be recovered from its customers. See
Competitive Conditions below for a discussion related to a new licensing
agreement to provide new technology that may increase concentration of purchases
in future years.

Competitive Conditions - The TSI PRISM(TM) system is the only known
wireless RFID continuous real-time tracking technology currently available to
the correctional facilities market. There are other companies attempting to
introduce area location and monitoring technologies in the correctional
facilities market, offering an area or zone detection system. However, at this
time these technologies are not capable of providing continuous real-time
tracking.

During fiscal year 2005, Alanco entered into a technology license
agreement ("License") with a developer of RFID real-time location services
technology utilizing 2.4 GHz wireless networking standards. The License grants
to Alanco an exclusive five-year worldwide license for the corrections market,
to acquire, modify or combine the 2.4 GHz technology with Alanco's 900 MHz TSI
PRISM technology. The Company believes the 2.4 GHz technology has certain
application advantages over the 900 MHz technology in international markets and
in some segments of the U.S. corrections market. The License requires royalty
payments on product sold and stipulates minimum annual purchase requirements
starting in the second year of the License. As consideration for the License,
Alanco agreed to make certain prepayments for future product purchases and
granted a warrant to purchase 500,000 shares of Class A Common Stock at a price
of $1.00 per share.

Employees - The Company's RFID tracking segment employed eighteen
full-time employees as of June 30, 2006 and 2005, respectively.

Seasonality of Business - Location and tracking products have minimal
seasonality. However, many of the products in this segment are marketed to state
and federal government customers that are affected by annual budget schedules
and economic conditions.

Dependence Upon Key Customers - The RFID Technology segment is in an
early stage of commercial market development. Targeted customers operate the
majority of the prison facilities in the United States and include the 50 state
governments, numerous county governments and the federal government. During the
twelve months ended June 30, 2006, substantially all revenue was generated from
four state governments. In fiscal year 2005, a substantial portion of revenues
recognized were generated from two Midwestern state governments. The Company
anticipates that as market penetration of its TSI PRISM(TM) technology
accelerates, the Company will have numerous customers. However, due to the type
of product sold by the RFID Technology segment, the size of each contract may
continue to be significant.

Backlog Orders - The Company operates using system order contracts that
it considers to be firm and non-cancelable and extended maintenance contracts
not longer than twelve months. Under this method, the Company had an order
backlog as of June 30, 2006 of approximately $560,100, compared to $76,200 at
fiscal year end 2005.
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Research & Development - The Company estimated that the ATSI operation
spent approximately $200,000 and $360,000 in research and development
expenditures, recorded as selling, general and administrative expense, during
fiscal years 2006 and 2005, respectively.

WIRELESS ASSET MANAGEMENT

The Company's Wireless Asset Management business segment was created by
the acquisition, effective June 30, 2006, of StarTrak Systems, LLC ("StarTrak"),
a privately held company located in Morris Plains, New Jersey. StarTrak is a
leading provider of wireless GPS tracking and monitoring services which are
offered on a monthly subscription basis to various industry segments. The
company's primary focus is currently the refrigerated or "Reefer" segment of the
transport industry. StarTrak provides the dominant share of all wireless
tracking, monitoring and control services to this market segment.

Marketing - StarTrak markets its wireless tracking and wireless
subscription data services in the United States, both through dealers and the
company's direct sales representatives. The primary focus of the marketing
effort has been directed at the domestic refrigerated transport market and the
reefer equipment providers. The company also has limited international sales
(Australia, Europe) and expects that segment to grow as well.

Raw Materials - The Company anticipates the Wireless Asset Management
segment will utilize various domestic subcontractors for materials and parts
used to manufacture its products; however certain vendors may represent more
than 10% of total purchases for fiscal year 2007. Additional suppliers are
available at competitive pricing levels and we anticipate concentration of
purchases will decrease as new products are introduced and volumes increase. The
Company does not foresee any future significant shortages or substantial price
increases that cannot be recovered from its customers.

Competitive Conditions - StarTrak is the only known provider of
wireless GPS tracking and monitoring services that offers a subscription program
to the refrigerated or "Reefer" segment of the transport industry. There are
other companies marketing GPS tracking services to the general transport
industry; however, to our knowledge, none have the capability of providing
integration with the major manufacturers' "Reefer" electronic systems that
allows for the monitoring of various sensor data on a real time basis.

Employees - The Company's Wireless Asset Management segment employed
thirty-three full-time employees and two part-time employees as of June 30,
2006.

Seasonality of Business - Location and tracking products have minimal
seasonality. However, many of the products in this segment are marketed to
commercial customers that are affected by annual budget schedules and economic
conditions. Further, high asset utilization during the summer months can cause
some seasonal effects on deployment of units.

Dependence Upon Key Customers - The company has numerous end customers,
many of which chose to purchase StarTrak products from two primary OEM
refrigerator equipment suppliers. StarTrak is the only vendor currently
providing the two OEMs with tracking and monitoring products for the
refrigerated or Reefer segment of the transport industry. Additionally, the
company is currently delivering product and providing subscription services
under a contract with a major customer that is expected to exceed 10% of fiscal
year 2007 segment revenue.

Backlog Orders - The Company operates using order contracts that it
considers to be firm and non-cancelable. Under this method, the Company had
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unfulfilled contracts as of June 30, 2006 of approximately $11 million.
COMPUTER DATA STORAGE SEGMENT

The Company's Computer Data Storage segment consists of two separate
units, Arraid, Inc. ("Arraid") and Excel/Meridian Data, Inc. ("Excel"). Arraid
is a Phoenix, Arizona-based manufacturer of legacy computer data storage
products, and Excel is a Dallas, Texas-based provider of data storage networking
products and services.

Arraid designs and manufactures proprietary data storage subsystems
called "emulators" that serve as translators between older "legacy" computers
and state-of-the-art storage devices and provides unique, cost-effective storage
system solutions. Arraid's unique products are targeted at users of special
application legacy computers, such as airplane flight simulators, nuclear power
control systems, missile tracking computer systems, etc.

Excel is a manufacturer and marketer of data storage networking
products and is recognized as a leading provider of optical storage devices,
such as CD/DVD-ROM servers. Excel also markets a Network Attached Storage
("NAS") product line and other storage products incorporating state-of-the-art
software technology.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

Marketing - Arraid markets legacy storage products nationally and
internationally through Company sales representatives and independent sales
representatives and distributors. Excel markets optical storage and NAS
products, primarily in the United States, through national advertising,
telemarketing and Company sales representatives.

Raw Materials - The computer data storage operations have numerous
domestic sources for materials and parts used to manufacture their products. For
fiscal year 2006 and 2005, no supplier provided 10% or more of the Company's
data storage material and parts purchases. The Company believes that it has an
adequate supply of materials and parts and does not foresee any significant
shortages or substantial price increases that cannot be passed on to the
customers.

Competitive Conditions - There are numerous competitors in the computer
data storage market, with no company dominating the market. Arraid principally
provides unique storage products to a limited market with minimal direct
competitors. Excel competes with many established companies in the general
storage market and many of these companies may have substantially greater
financial, marketing and technological resources, larger distribution
capabilities, earlier access to customers and more opportunities to address
customers' various information storage requirements than the Company. The
Company also competes with many smaller, less established companies in specific
storage product segments. Some of these companies may have earlier access to new
technologies or products than the Company. The announcement or introduction of
new products and/or implementation of effective marketing strategies by its
competitors may have a materially adverse affect on the Company's business.

Employees - As of June 30, 2006 the Company's computer data storage
business employed twenty-seven full-time employees, compared to twenty-four
full-time employees as of June 30, 2005.

Seasonality of Business - Computer data storage products have minimal
seasonality. However, many of the products in this segment are marketed to
business customers, which in some cases can be significantly affected by budget
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restraints and economic conditions.

Dependence Upon Key Customers - During fiscal year ended June 30, 2006,
no customer accounted for more than 10% of the reported Data Storage revenues.
During fiscal year 2005, one customer accounted for 10.2% of revenues.

Backlog Orders - The Company operates using customer purchase orders
that in some cases may not be considered firm and non-cancelable. Methods of
defining a firm "Backlog Order" are being evaluated, and if the Company utilizes
that information in evaluating sales activity, the information will be reported.

Research & Development - The Company estimates it spent approximately
$150,000 in research and development expenditures, recorded as selling, general
and administrative expense, for both fiscal years 2006 and 2005.

NET ASSETS HELD FOR SALE

The Company's reporting business segments for both fiscal years 2006
and 2005 are limited to the RFID Technology segment and Computer Data Storage
segment discussed above. Assets classified on the Company's balance sheet at
June 30, 2006 and 2005 as "net assets held for sale" consist of remaining
Restaurant Equipment segment assets, which are being liquidated and are valued
at the lower of cost or net realizable value. Income of the Restaurant Equipment
liquidation activities are reported as "other income" for both the current and
prior fiscal years.

ITEM 2. PROPERTIES

The Company's corporate office and the ATSI operation are located in an
approximate 9,300 square foot leased facility in Scottsdale, Arizona. The
current lease expires on July 31, 2007.

In August 2003, Arraid entered into a three-year 5,200 square foot
office/manufacturing space lease and moved to a new Phoenix, Arizona location.
The three-year lease, scheduled to expire on August 31, 2006, was extended
through August 2008.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

Excel/Meridian Data, Inc. entered into an office/manufacturing space
lease during fiscal year 2001 for 11,328 square feet in Carrollton, Texas. The
five-year lease, scheduled to expire on March 15, 2006 was extended through
April 20009.

StarTrak Systems, LLC, is currently occupying an approximately 5,000
square foot office/manufacturing facility in Morris Plains, New Jersey
under a lease scheduled to expire on September 30, 2007. Management 1is currently
working with its landlord to obtain significant additional office/manufacturing
space required due to business expansion.

ITEM 3. LEGAL PROCEEDINGS

The Company is a party to litigation that relates to the acquisition,
in May of 2002, of substantially all the assets of Technology Systems
International, Inc., a Nevada Corporation ("TSIN"), to litigation arising out of
Carolina Casualty Insurance Company's failure to pay a claim (relating to the
TSIN litigation) pursuant to a Directors and Officers insurance policy, and to
litigation arising from an expired property lease between the Company's
subsidiary, Arraid, Inc., and Arraid Property L.L.C., an Arizona limited
liability company. The actions are more fully described below:
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On January 30, 2003, a shareholder of TSIN filed a derivative suit
naming as defendants the Company and its wholly owned subsidiary, ATSI. The
venue for this action is the Arizona Superior Court in and for Maricopa County,
Arizona, as case number CV2003-001937. The complaint sets forth various
allegations and seeks damages arising out of the Company's acquisition of
substantially all of the assets of TSIN. This derivative suit was terminated and
the action converted into a direct action by TSIN by stipulation and court order
in July 2003.

TSIN is currently in Chapter 7 bankruptcy. The Chapter 7 Trustee failed
to prosecute the action timely and the state court dismissed the action for lack
of prosecution, but allowed the Trustee to restart the action, which the Trustee
has done as case number CV2006-007398. The Company is seeking its attorney's
fees with respect to the dismissed action, and will appeal the court's order
allowing the Trustee to restart the action. The Company's management, in
consultation with legal counsel, believes the plaintiff's claims are without
merit and the Company will continue to aggressively defend the action. In
addition, the Company will pursue reimbursement of legal expenses incurred from
TSIN.

The Company is the plaintiff in a lawsuit (U.S. District Court No.
CV-04-0789-PHX-DGC) arising out of Carolina Casualty Insurance Company's
("Carolina") failure to pay a claim regarding the TSIN litigation, that the
Company made pursuant to its Directors and Officers Insurance Policy ("Policy")
issued by Carolina. The Company seeks payment for its legal expenses in the TSIN
litigation and reimbursement of legal fees incurred in the Carolina litigation.
The District Court granted summary judgment in favor of Carolina and the Company
has filed an appeal with the Ninth Circuit Court of Appeals.

On July 18, 2003, Arraid Property L.L.C., an Arizona Limited Liability
Company ("Arraid LLC"), filed a complaint in the Arizona Superior Court in and
for Maricopa County, Arizona (case number CV 2003-13999) against the Company and
its wholly owned subsidiary Arraid, Inc., alleging breach of lease and seeking
substantial monetary damages. The suit relates to an expired lease agreement for
property previously leased by Arraid. Following a trial, the Court found in
favor of Arraid LLC against the Company with respect to certain factual findings
resulting in damages owed by the Company in an amount currently undecided, but
anticipated to be less than $35,000. The prevailing party, which has not yet
been determined by the court, will likely be awarded some attorney's fees. Based
upon a determination of the amount of any final award against the Company, the
Company's management, in consultation with legal counsel, will determine whether
to appeal the decision of the court.

The Company may also, from time to time, be involved in litigation
arising from the normal course of business. As of June 30, 2006, there was no
such litigation pending deemed material by the Company.
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of the Shareholders during the
fourth quarter of fiscal year ended June 30, 2006.

ITEM 5. MARKET FOR THE REGISTRANT'S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

Alanco's common stock is traded on the Nasdag Small Cap Market under
the symbol "ALAN."
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The following table sets forth high and low sale prices for each fiscal
quarter for the last two fiscal years. Such quotations represent inter-dealer
prices without retail mark-ups, markdowns, or commissions and, accordingly, may
not represent actual transactions.

Quarter Ended High Low High Low
September 30 $0.99 $0.70 $1.72 $0.91
December 31 $0.70 $0.46 $1.19 $0.78
March 31 $0.78 $0.48 $1.20 $0.69
June 30 $0.83 $0.60 $1.37 $0.89

As of June 30, 2006, Alanco had approximately 1,300 holders of record
of its Class A Common Stock. This does not include beneficial owners holding
shares in street name.

During the fiscal year ended June 30, 2006, the Company issued
11,473,500 shares of its Class A Common Stock. Of those shares, 2,100,000 shares
were issued in connection with exercise of employee stock options and warrants,
383,500 were issued for services and prepayments, 3,990,000 were issued pursuant
to a private offering and 5,000,000 were issued in the StarTrak acquisition.

Alanco has paid no Common Stock cash dividends and has no current plans
to do so. During fiscal years ended June 30, 2006 and 2005, holders of Series A
Convertible Preferred Stock received "paid-in-kind" dividends of 341,700 shares
valued at $512,500 and 304,400 shares valued at $456,600, respectively. Holders
of Series B Convertible Preferred Stock received "paid-in-kind" dividends during
fiscal years ended June 30, 2006 and 2005 of 7,000 shares, valued at $70,200,
and 6,500 shares, valued at $64,500, respectively.

ITEM 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Critical Accounting Policies

"Management's Discussion and Analysis of Financial Condition and
Results of Operations" discusses our consolidated financial statements that have
been prepared in accordance with accounting principles generally accepted in the
United States of America. The preparation of these financial statements requires
us to make estimates and assumptions that affect the reported amount of assets
and liabilities at the date of the financial statements, the disclosure of
contingent assets and liabilities at the date of the financial statements and
the reported amounts of revenue and expenses during the reporting period. On an
on-going basis, we evaluate our estimates and judgments, including those related
to revenue recognition, valuation allowances for inventory and receivables,
warranty and impairment of long-lived and intangible assets. We base our
estimates and judgments on historical experience and on various other factors
that are believed to be reasonable under the circumstances. The result of these
estimates and judgments form the basis for making conclusions about the carrying
value of assets and liabilities that are not readily apparent from other
sources. Actual results may differ from these estimates under different
assumptions or conditions.

The SEC suggests that all registrants list their most "critical
accounting policies" in Management's Discussion and Analysis. A critical
accounting policy is one which is both important to the portrayal of the
Company's financial condition and results and requires management's most

10
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difficult, subjective or complex judgments, often as a result of the need to
make estimates about the effect of matters that are inherently uncertain.
Management has identified the critical accounting policies presented below as
those accounting policies that affect its more significant judgments and
estimates in the preparation of its consolidated financial statements. The
Company's Audit Committee has reviewed and approved the critical accounting
policies identified.

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

These policies include, but are not limited to, the carrying value of
goodwill and other intangible assets, estimates related to the valuation of
inventory and receivables, the actual net realizable value of net assets held
for sale and the ultimate resolution of the current litigation with TSIN and
Arraid L.L.C. that is more fully discussed in Item 3, Legal Proceedings.

Results of Operations

In accordance with accounting principles generally accepted in the
United States of America, the Company is reporting consolidated revenues for
fiscal years ended June 30, 2006 and 2005 from its Computer Data Storage segment
and its RFID Technology segment.

Wireless
Data RFID Asset
Storage Technology Management Corporate Total
Fiscal year 2006
Revenue $ 6,028,100 $ 631,500 $ - S - $ 6,659,600
Cost of Goods Sold 3,877,800 479,900 - - 4,357,700
Gross Profit 2,150,300 151,600 - - 2,301,900
Selling, General &

Administrative 2,081,600 2,669,600 - 1,553,100 6,304,300
Operating Income (Loss) S 68,700 $ (2,518,000) S - $ (1,553,100) $ (4,002,400)
Accounts Receivable S 645,400 $ 178,300 s 919,700 $ 17,300 $ 1,760,700
Inventory $ 1,317,500 $ 940,500 $ 885,900 s - $ 3,143,900
Total Assets $ 2,344,200 $ 7,239,800 $ 17,572,200 S 528,300 $ 27,684,500
Capital Expenditures S 15,800 S 54,400 $ - S 600 S 70,800
Depreciation & Amortization $ 24,200 $ 355,600 $ - S 3,200 S 383,000
Fiscal year 2005
Revenue $ 6,363,300 $ 820,900 s - S - $ 7,184,200

Cost of Goods Sold 4,161,200 514,300 - - 4,675,500

Gross Profit 2,202,100 306,600 - - 2,508,700
Selling, General &

Administrative 1,918,300 2,697,600 - 1,755,400 6,371,300
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Operating Income (Loss) S 283,800 $ (2,391,000) $ - $ (1,755,400) $ (3,862,600)

Accounts Receivable S 827,600 S 246,400 S - S 17,400 $ 1,091,400

Inventory $ 1,091,900 S 810,700 $ - S - $ 1,902,600

Total Assets $ 2,398,800 $ 6,987,600 S - $ 1,157,500 $ 10,543,900

Capital Expenditures S 41,600 S 108,900 S - S 2,400 S 152,900

Depreciation & Amortization $ 20,300 s 326,400 S - S 3,100 s 349,800
9

ALANCO TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated revenues for fiscal year 2006 were $6,659,600, a decrease
of 7.3% when compared to $7,184,200 revenues for fiscal year 2005. The revenue
decrease resulted from decreases in both the Data Storage and the RFID
Technology segments. The decrease in Data Storage segment revenue of $335,200,
or 5.3%, resulted from a change in product mix, redirecting military defense
expenditures from computer system support to the war effort and general
reduction in selling prices of data storage products. The RFID Technology
segment also reported decreased revenues to $631,500 compared to $820,900 for
the previous year. The decrease in RFID Technology segment revenues was due to a
lack of sales of the TSI PRISM system products. The TSI PRISM revenue level is
significantly below the Company's expectation. The Company believed the slow
sales growth of the RFID Technology segment in fiscal year 2005 was related to
the economic conditions that reduced both state and federal government tax
revenues and the prolonged government procurement process. We believe that
assessment was accurate and that prolonged government procurement process was
again the main influence on the low sales level for fiscal 2006. Customer
activity is currently significant and various state governments are considering
methods to finance the adoption of RFID technology for their state corrections
facilities.

The Company's gross profit for fiscal year 2006 was $2,301,900 (34.6%
of sales), a decrease of $206,800 or 8.2%, when compared to $2,508,700 (34.9% of
sales) for the prior year. The Data Storage segment reported gross profit of
$2,150,300, a decrease of $51,800, or 2.4%, compared to $2,202,100 gross profit
reported for the prior year. Gross margin for fiscal year 2006 reported for the
Data Storage segment was 35.7%, compared to 34.6% reported in the prior year.
The decrease in Data Storage gross profit resulted from decreased sales while
the increase in gross margin resulted from changes in product mix. The RFID
Technology segment reported a decrease in gross margin to $151,600, from
$306, 600 reported for the prior fiscal year. Reported gross margin of the RFID
Technology was 24% compared to 37.4% reported for the prior fiscal year. Due to
minimum sales recognized for the RFID Technology segment in both fiscal years,
the gross margins are not reflective of the gross margin percentage that is
anticipated under higher sales levels.

Consolidated selling, general and administrative expenses for the year
ended June 30, 2006 decreased by $67,000, or 1.0%, to $6,304,300, compared to
$6,371,300 in fiscal 2005. Selling, general and administrative expense for the
Data Storage segment increased by $163,300, or 8.5%, when compared to the prior
year. The increase in Data Storage segment selling, general and administrative
costs resulted from increases in sales and administrative costs related to
adding sales personnel and enhancing sales support. Selling, general and

12



Edgar Filing: ALANCO TECHNOLOGIES INC - Form 10KSB

administrative expenses for the RFID Technology segment decreased by $28,000, or
1.0%. Corporate administrative expenses decreased by $202,300, or 11.5%,
compared to the prior year primarily due to a decrease in legal expenses related
to TSIN and other litigations previously discussed. The Company has committed to
pursue reimbursement of legal expense incurred.

The operating loss for fiscal year ended June 30, 2006 was $4,002,400,
a $139,800, or 3.6%, increase when compared to the operating loss for the prior
fiscal year of $3,862,600. The increase in the Company's operating loss resulted
from increased operating losses in the RFID Technology segment, increasing their
operating loss by approximately $127,000 in fiscal year 2006 compared to the
prior year. The Data Storage segment reported operating income of $68,700,
compared to operating income of $283,800 reported in the fiscal year ended June
30, 2005. The loss from operations for the fiscal year ended June 30, 2006 was
$4,009,200, a 5.7% increase when compared to a loss of $3,790,600 for the prior
fiscal year.

Fiscal year 2006 interest expense, net of interest inc